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Renato Baumann
| — Introduction

Latin America faces a peculiar situation. Its rich endowment in natural resources has
provided substantive gains stemming from recent boom in the international prices of
most commodities. Forecasts for the coming decades are convergent in that this
favorable situation is likely to remain, thanks to the perspectives of demand, mainly by
Asian emerging economies. As a matter of fact, some Asian countries now rank
among the main trade partners for a number of Latin American countries.

At the same time that the geography of trade flows has changed substantially, the
actual inflow of foreign resources and the perspectives of massive future inflows of
resources have put pressure on the real exchange rate of most countries, thus
affecting competitiveness of some sectors, manufactures in particular. Furthermore,
Latin American producers face an increasing competition of Asian products, both in
their domestic markets and in other, traditional export markets.

This scenario poses several challenges. The alternative of improving the domestic
conditions to maximize the benefits from the exploitation of natural resources is
essentially an option for each country individually, and implies a number of
macroeconomic issues and political economy aspects. Bigger economies have better
chances to pursue such route.

An alternative, complementary option is to reinforce regional economic links as a
means to increase competitiveness, as observed in Asia. Productive complementarity

" From UN/ECLAC and the World Bank. This work could hardly be done without the support provided by
the World Bank. | am grateful to the support received from Otaviano Canuto, Carlos Primo Braga and
Sudarshan Gooptu. | am also very grateful, in particular, to Francis Ng, who helped by processing the
trade data with high expertise and by teaching me the way to the Bank’s databases, and to Manu
Sharma, who helped with the econometric work. Needless to say, remaining errors and opinions herein
are my own and do not necessarily correspond neither to the opinions of these persons nor the position of
these institutions.



should allow for lower production costs, hence better competitive position for Latin
American producers.

This is the departure point of the present work. It assumes that regional trade in Latin
America has seldom been based upon clear economic objectives. It has been
considered, instead, as synonymous of regional integration, hence dependent upon
the signing of formal agreements, often with a more political motivation. It will be
argued that the recent Asian experience provides an example and a challenge, which
should be taken into account by Latin American countries.

Regional trade links are often taken as synonimous of regional integration. But a policy
strategy of intensifying bilateral trade flows does not necessarily comprise
differentiated trade concessions. Other policy measures, like the promotion of
productive complementarity and the improvement of infrastructure, among others,
might have more impact on trade than formal agreements.

The intensification of trade relations with neighboring countries is important for several
reasons. There is a wide range of traditional arguments favoring regional integration,
and they comprise such different aspects as the enlargement of the domestic markets
that allows for gains from scale, geopolitical arguments, stemming from stronger joint
negotiating capacity of the participating countries, macro discipline, when trade
facilitation is coupled to macro policy coordination, its role as a political signaling to
domestic economic agents and several other attributes.

Nevertheless, however important, regional integration is certainly not the panacea that
seems to be often expected, if one considers a number of proposals and several
political discourses. There are limitations to what can be achieved, there is no
universal model to follow and the actual results are a function of the circumstances
allowed by the political economy in each case and at each moment in time.

There is also no consensus with regard to the actual effect of regional agreements
over the global welfare, nor with regard to the ideal size (number of countries) for a
given integration exercise. Evidence would even motivate questions as to the actual
importance of formal agreements as an instrument to foster regional trade, since
overcoming infrastructure constraints and providing a favorable business environment
might be more effective than signing agreements with an increasing number of
partners.



It is, therefore, a controversial subject. Notwithstanding the criticism, however, it is
hard to not consider this issue as relevant, on the basis of the increasing number of
preferential trade agreements signed in recent years in every region of the world, even
by countries that have traditionally resisted to this type of policy approach.
Furthermore, regional trade is a basic characteristic of the recent trade performance
and output growth actually achieved by several countries.

This leads us to the trade-growth relationship. The theoretical literature provides a
more clear understanding of the effects of output growth on trade composition than on
the (multiple) effects that trade might have on output growth. There is no simple,
unique way to conceive this relation. The causality from regional trade on growth is
even less immediate. But this is the essence of the present work.

The aim here is to deal empirically with the following hypothesis: to the extent that
regional trade comprises a good deal of producer goods, this is likely to have a more
significant impact on output growth for the participating countries than in an alternative
situation where regional trade is predominantly in final goods.

A second, related hypothesis is that when regional trade in producer goods benefits
the production of final goods in one or more of the participating countries, there is
likely to occur a ‘regional multiplier effect’, where derived demand for producer goods
provide the resources for the consumption of regionally-produced final goods, and
both types of countries (i.e., the producers of intermediate goods and the producers of
final goods) gain from regional trade. As a consequence, output growth is likely to
become more homogeneous, with higher correlation among the business cycles of the
participating countries.

The relevance of isolating the role of producer goods for analysis stem from the two
peculiar characteristics of these products: a) the demand for producer goods is a
derived demand, hence it is closely linked to the overall activity of the economy and b)
even more important, the role of these products in the diffusion of technical progress.
Technological changes are embedded in the characteristics of the productive process,
so the more intense the involvement of a given economy with the production and
commercialization of these products the higher the chances that it will benefit from the
opportunities of access to updated technological information.



Castaldi/Dosi (2008)1 have shown that the rates of growth of GDP are closely
correlated with domestic innovative activities, the rates of investment in capital
equipment and international technological diffusion. Relating this issue to trade
Goh/Olivier (2002)2 recall that a country which has a comparative advantage in a
consumption good, but which gains access to capital goods, is able to accumulate
more capital compared to autarky, because this access raises output per worker and
thus learning by doing. The interaction with learning by doing makes the impact of
capital accumulation on growth a permanent one.

The impact of producer goods is not limited, however, to the access to them. There is
a component of technological transfer involved that fosters growth even further.
A.T.Goh (2005)3 recalls that several studies have documented that transnational
corporations are actively involved in transferring technology to their suppliers in
developing countries. This channel of technology transfer gains importance in view of
the international fragmentation of production and the increased flow of FDI into
developing countries. Furthermore, empirical studies show that suppliers in developing
countries are not passive recipients of technology: long-term buyer-seller relationships
are built as the supplier makes technological efforts to complement the knowledge
received from the buyer. There are, hence, sound reasons for focusing the attention of
the analysis on the trade on producer goods.

One remarkable case comprising intense regional trade relations, high rates of output
growth and a significant component of trade in producer goods is found in Asia, in
recent years. These characteristics are complemented by a peculiar regional
dynamism whereby the traditional important weight of the US and European Union
markets has been gradually complemented by trade links growing at a very fast pace
between most Asian countries and China, Japan, India and South Korea.

This has (at least) two implications. On the one side, it crystallizes a model of ‘hub’
countries leading growth on a regional scale and consolidates a structure of production

' C.Castaldi, G.Dosi (2008). Technical Change and Economic Growth: Some Lessons from Secular
Patterns and some Conjectures on the Current Impact of ICT Technology. LEM Working Paper Series
2008/01. January. Sant’Anna School of Advanced Studies. Pisa.

2 A.T.Goh, J.Olivier (2002). Learning by doing, trade in capital goods and growth. Journal of International
Economics, 56: 411-444

* A-T.Goh (2005). Knowledge diffusion, input supplier’s technological effort and technology transfer via
vertical relationships. Journal of International Economics, 66: 527-540.See references therein.



involving plants operating in different countries. At the same time, however, this
imposes a challenge to countries elsewhere, in that there seems to be clear gains in
competitiveness stemming from fragmented production. Import competing sectors
should worry about the production costs of not one single country, but instead of the
actual costs throughout a whole chain of intermediate productive stages in different
countries.

The objects for comparative analysis here are the experiences in Asia and in Latin
America in the last two decades. The basic question is to what extent is this model
providing benefits to Asian economies in terms of output dynamism and if so to what
extent can (or should) Latin American countries emulate a similar experience.

The choice is determined, first, for these being two regions with a major participation of
developing economies. Second, during this period the results obtained in the two
regions have been quite different, both in terms of trade performance and in terms of
rhythm of output growth. Third, the relative importance of intra-regional trade in the two
cases is significantly different, with higher indicators in Asia. Fourth, Latin America has
for a long time been concerned with efforts to promote regional integration. In a
historical sequencing this is probably the third region to present formal preferential
trade agreements, after Eastern Europe in the late 1940s and Western Europe in the
late 1950s. Yet the multiplicity of agreements has not materialized in regional
dynamism. Fifth, one of the arguments used in Latin America to explain the limited
share of regional transactions — the lack of potential supply conditions by the smaller
economies — loses power when one sees in Asia some economies until recently
destroyed by wars becoming in a few years star cases in terms of export performance
in manufactured products. Sixth, and very important for the present argument, there
are marked differences between the two regions with regard to the actual composition
of intra-regional trade flows, with trade in Asia presenting a higher share of
manufactures.

The comparison of the two experiences seems to be, therefore, rich in lessons relative
to designing regional integration experiments.

It is understood that Latin American achievements with regard to regional trade are not
as remarkable as could be expected, in comparison to other regions as well as by
taking into account the expectations generated by numerous political speeches. There
are many reasons for that. One of them has to do with the very fact that in recent



years the rationale for intensifying regional preferences in Latin America is less
identifiable than previously, when rather clear objectives oriented the negotiations
towards the promotion of industrialization (1950s and 1960s), the reactivation of idle
productive capacity by lack of hard currencies (1980s) or the efficiency gains that
would boost competitiveness without inflationary pressure (1990s). It is less clear
today what the actual objectives for regional preferences are. Even more in a context
where free movement of capital might affect the variation of parities and hence harm
the whole process. The point of departure for the present analysis is, therefore, that
the recent Asia performance provides a possible direction to orient Latin American
efforts: as an example, it shows that regional complementarity might provide more
homogeneous output growth among the countries involved; as a competitor, it raises
the need for joint efforts to face the increasing challenge of rapidly rising imports of
products originating from that region.

We start by presenting an overview of the main features of the theoretical literature on
regional integration. As will become clear, that literature has focused more on the
welfare gains and on the domestic impact of preferential agreements than on the
effects of integration on output growth. This relationship has gained momentum in
recent years essentially on the basis of empirical work. There is hardly a systematic
theoretical treatment of those links.

This is followed by a sketchy presentation of the relationship between productive
complementarity and regional integration, and the actual procedures adopted in this
work. The following (fourth) Section presents in a very brief and taxonomic form the
expected outcomes in the cases of the two regions. The fifth Section shows the
underlying scenario for the analysis of the empirical work, based on a number of
indicators that allow for a comparison of the two regions in the two last decades, with
regard to i) selected macro indicators, ii) the role of the external sector, iii) trade policy,
iv) the composition of output and trade and v) the regional policies related to import
tariffs and foreign direct investment. The sixth Section presents the main empirical
results of the research with regard to the main characteristics of trade flows in each
region, the seventh Section discusses the empirical results related to indications of a
relationship between the type of trade flows and the homogeneity of output growth
among countries in each region and the last Section highlight some relevant policy
recommendations stemming from the analysis of the two experiences reviewed.



Il - Regional Trade and Development — An Overview of the Basic Literature
1.1 — A Brief Introduction

Trade theory deals with national units with a single difference — whether each one is
capable of affecting international relative prices. Within each category countries are
exactly similar. This misses the very departing point of development theory, namely
the emphasis in the different specificities, by and large related to per capita income
levels.

Low levels of development imply limited productive basis, hence limited capacity to
generate savings, to produce foreign currency and therefore limited availability of
resources to invest. The area in trade theory that deals more closely with these issues
is the theory of protection, in its complementary dimensions of positive theory,
normative prescriptions and the political economy of protection. Nevertheless the
actual treatment of the effects of trade for output growth is not as exhaustively dealt
with as the effects of growth on trade.

For similar reasons, the dimension of development is basically dealt with in an indirect
way. It is perhaps more closely considered in the treatment of preferential trade
concessions. The use of trade agreements as a complementary tool for stimulating
trade and growth is old and has been revived recently.

Orthodox reasoning would argue that there is no first-best argument for maintaining
trade barriers, as productive efficiency would be maximized when factors are allocated
in accordance to the presumed (static) comparative advantages. Yet there is no totally
open economy: the world does not correspond to first-best’ presumptions. Orthodoxy
would also argue that there is no case for trade preferential agreements, since
multilateral opening would provide the best price signaling. Yet one sees an increasing
number of agreements and an intensification of regional trade flows.

Recent European misfortunes have provoked a few concerns with regard if not to the
European Union, at least in relation to the way the common currency was
implemented. Opponents of regionalism believe they have a case. At the same time,
however, the recent performance of Asian countries is remarkable and calls for
specific consideration. The regional dimension seems to be so relevant to the point
that it has even motivated countries that were traditionally resistant to preferential



agreements to sign a number of them. Furthermore, these agreements are ‘business
only’ and involve even historic enemies*.

The objective of this Section is threefold. The next sub-Section presents briefly the
basic characteristics of the theory of preferential agreementsS. As will become clear,
the focus of this literature has been more intense in identifying the welfare effects of
regional integration than in dealing with its contribution to growth. Next, some relations
between discriminatory trade preferences and economic development are discussed.
This provides the background for the last sub-Section, dealing with regional trade
preferences and output growth.

.2 - A rapid glance on the debate about gains and losses of preferential
agreements

Most of the theoretical literature on preferential agreements considers the existence of
a common external tariff to be adopted by participating countries, so most of the
analysis of gains and losses is centered on the effects of a custom union.

As the next pages will show, however, a good deal of related works — in particular
those dealing with the effects on output growth of discriminatory trade preferences in
comparison to multilateral opening — do not depend on the existence of a common
external tariff. Instead, they basically compare the dynamism provided by regional
trade relations to the stimuli provided by the global market.

The departure point is, of course, the basic analysis by Viner® of the effects of a
customs union, centered exclusively on the production side. This was questioned by
Meade (1955), Gehrels (1956) and Lipsey (1968)7, according to whom the effects over
consumption cannot be disregarded. The analysis should necessarily take into
account the response by the consumers to the lower import prices resulting from the

* The recent trade agreement between mainland China and Taiwan being a notorious example.
> For the sake of presenting the argument no distinction will be made of integration processes of different
‘generations’ (‘shallow’ versus ‘deeper’ agreements), each one with different implications for development

and growth.

6 J.Viner. The customs union issue. New York: Carnegie Endowment for International Peace, 1950

" J.Meade (1955), The theory of customs union. Amsterdam: North-Holland Publishing Company, F.
Gehrels (1956). Customs union from a single-country viewpoint. Review of Economic Studies, v. 24, p.
61-64, R. Lipsey (1968), R. The theory of customs unions: a general survey. In: CAVES, R.; JOHNSON,
H. (Eds.). Readings in international Economics. Homewood. lllinois: AEA/Irwin,



tariff elimination in trade between partner countries. Lipsey (1957)8 argued that Viner
considered only fixed consumption coefficients and Bhagwati (1971 )9 emphasized that
Viner assumed a constant volume of imports the origin of which would merely change
from the third country to the partner country.

A union necessarily alters relative prices and in general one could expect that this
should lead to some substitution among goods, changing the volume of trade, with
higher participation of the consumption of cheaper products. This tends to increase the
volume of imports from the partner country and to reduce both the imports from the
rest of the world and the consumption of domestically produced goods.

Cooper & Massell (1965)10 have suggested that the formation of a customs union
should ideally take place in two steps, first a non-discriminatory reduction of tariffs for
all traded goods and in a second stage the adoption of preferential treatment to the
partner country in the union. Their argument was criticized by Wonnacott & Wonnacott
(1981)”: their analysis assumes that the third country — the rest of the world — would
passively accept the definition of the common external tariff.

This allows for the identification of another source of welfare gain from a customs
union: it might be not convenient to unilaterally reduce tariffs if this can be used in a
negotiating process, in exchange for the reduction of barriers from third countries. As a
consequence, the conclusion that a unilateral opening to trade is superior to a
(negotiated) adoption of discriminatory set of trade barriers is not granted any more.
As a matter of fact, Kemp & Wan (1976)12 have indicated that there exists an ‘optimal
tariff’ that makes both the participating countries in a customs union as well as the rest
of the world in a better position than before, by maintaining the imports of products
from the rest of the world at the same level than before the formation of a union.

’R. Lipsey, The theory of customs unions: trade diversion and welfare. Economica, n.24, p. 40-6, 1957
°J. Bhagwati (1971), Trade-diverting customs unions and welfare improvement: a clarification. The
Economic Journal, v. 81, n. 323, p. 580-587, Sept.

°¢c. Cooper.; B. Massell (1965). Toward a general theory of customs unions for developing countries.
Journal o Political Economy, v. 73, n.5, October

" P.Wonnacott, Wonnacott (1981). Is unilateral tariff reduction preferable to a custom union? The curious
case of the missing foreign tariffs. American Economic Review, v. 71

12 M.Kemp, HWan (1976), An Elementary Proposition Concerning the Formation of Customs Union In:
BHAGWATI, J. (Ed.). Selected readings in international trade. Massachussetts, CA.: The MIT Press
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A related set of issues has to do with the relation between the pre-union tariffs and the
common external tariff to be adopted by the participating countries. In general it can be
said that: i) the union will improve resource allocation if the pre-union tariffs were high
enough to completely eliminate international trade. In this case there will be pure trade
creation and no trade diversion effect and ii) the magnitude of the benefit depends on
the differences in costs between the participating countries. The larger these
differences the greater the benefits of the union.

What allows a given country to have social gains with the formation of a union is the
possibility that there might be benefits to its consumers following the formation of the
union, and those benefits can more than compensate the losses obtained in the
production side.

In summary, even from a purely static perspective it is not easy to make categorical a
priori affirmatives with regard to the convenience of forming a customs union. Still
other elements, such as changes in the terms of trade can contribute to affect the
perception of gain or loss from adhering to a preferential agreement.

I1.2.1 - The role of the terms of trade, tariff revenue and other attributes

Most of the theory on discriminatory tariff treatment until the 1960s did not take into
account the effects of the creation of a union on the terms of trade, both between the
countries forming the union and between them and the rest of the world. Gehrels
(1956) did not even consider the possibility of a worsening of the terms of trade
following the formation of a union, since the effects over consumption would always be
positive, hence welfare improving.

But a discriminatory reduction of barriers affects the terms of trade both in the short
and in the long run, via trade diversion, the adjustments in the exchange rate and the
changes in productivity and in real income (Balassa (1964)13).

With zero tax on consumption the higher the volume of trade among partner countries
in relation to transactions with the rest of the world the more probable the positive
effects on consumption. Also, the higher the pre-union tariff the bigger the distortion in

'* B.Balassa (1964). Teoria de la integracién econdémica. México: Unién Tipografica Editorial Hispano-
Americana
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consumption, hence the higher the gain from its elimination. And the more competitive
the productive structures of the participating countries the more advantageous the
substitution of products imported from the rest of the world and hence more intense
the positive impacts on consumption™,

For Kemp (1969)15 and Kemp/Wan (1976) preferential trade agreements can be seen
as building blocks towards the achievement of free trade. There exists a vector of
common tariffs that hold international prices constant, therefore trade and the welfare
of non-members of the union, at the same level as initially, and independently of the
number of countries and goods considered.

Mundell (1964)16 introduces a new variable, public accounts. The effect of tariffs on
prices can be partially compensated by the impact of tariff revenue on total fiscal
revenue. A tariff-reducing country will suffer loss of revenue, that has to be
compensated by increase in taxes or the reduction in public expenditures. The final
result will depend on the way the government adopts to compensate for this loss in
prices.

As a consequence it is not possible to infer a priori if the welfare of the tariff-reducing
country will improve or worsen, given that there are equilibrium positions that are
consistent with both outcomes. Also, some tariff reductions necessarily improve the
terms of trade of the countries participating in the union vis-a-vis the rest of the world.
This is so when those countries reduce tariffs in a way that preserves their intra-union
terms of trade at the original level.

This leads to some generic affirmatives (Mundell (1964)): 1 — a discriminatory tariff
reduction by a given country improves the terms of trade of its partner in relation both
to the tariff-reducing country as well as in relation to the rest of the world, but the terms
of trade of the tariff-reducing country may improve or worsen in relation to the rest of
the world; 2 — the terms of trade improvement in the partner country will be higher the
more intense the tariff reduction. Hence the gains accruing from a free trade area will

" By the same token, the higher the degree of complementarities between domestic production and the
products from the rest of the world the lower the probability of these positive effects.

M. Kemp (1969). Some implications of variable returns to scale. Canadian Journal of Economics, v.2,
n. 3, p. 403-415.

' R. Mundell (1964) Tariff preferences and the terms of trade. Manchester: Manchester School of
Economic and Social Studies, n. 32, p.1-13.
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be bigger the higher the original tariff level of the partner country; 3 — it is not possible
to establish ex-ante the set of tariffs that will improve the terms of trade of the
participating countries. It is possible that the terms of trade of one of them worsens in
relation to the rest of the world; 4 — the terms of trade of the participating countries as
a whole will improve in relation to the rest of the world, because the joint trade balance
in relation to the rest of the world will improve, whereas the trade balance of each
country individually with the rest of the world will deteriorate and 5 — if there are
complementarities between the products of the participating countries and those of the
rest of the world there is a possibility that the terms of trade of the rest of the world
improve in relation to all the participating countries.

Ffrench-Davis (1979)17 adds a new component. the power that joint negotiations by
participating countries provide in terms of influencing the international market, when
the joint imports by those countries account for a significant share of the world
production.

For ‘non-small’ countries if the exchange rate is not fixed the adjustment of terms of
trade has further implications (Balassa (1964)). Trade diversion has an immediate
impact on the price relation for the union, reducing import prices and increasing export
prices. Trade balance is affected and this impacts negatively the currency of a
participating country with high pre-union tariffs.

This is a summary presentation of the basic theory of customs union. As seen, it is
essentially focused on the effects of a common external tariff on welfare. The next
sub-Section introduces a new dimension, by presenting the links between preferential
trade and economic development.

1.2.2 — Discriminatory preferences and economic development

Economic development as such has not been explicitly considered in trade theory. The
following paragraphs show, however, some aspects that bring the theory of regional
integration close to some of the concerns that characterize the literature on
development.

' R.Ffrench-Davis (1979). Economia internacional: teorias y politicas para el desarrollo. México: Fondo
de Cultura Econdmica.
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The first aspect to consider is that one of the effects of regional integration is, of
course, the re-location of production. Secondly, there are ‘non-economic’ arguments
associated to social objectives which stem from the high value given by economic
agents - in the countries participating in an integration exercise — to the development
of specific productive sectors, manufacturing in particular.

For instance, H.Johnson (1965)18 considers that given the existence of ‘non-economic’
objectives the adhesion to a union is a rational way of reducing or eliminating
divergences between private and social costs: in view of the preference for some
sector (manufacturing) the government will raise protection to the point where the
‘collective marginal utility derived from the collective consumption of domestic
industrial activity’ will be equal to the excess private marginal cost of production in the
industrial sector. A discriminatory tariff reduction allows a given country to provide to
its partner an increase in its exports and in its industrial production without losing its
own industrial production, by means of the diversion of imports from third countries.

According to this view only countries with similar degrees of preference for industrial
production will be in a position to benefit from the tariff reduction schemes. It follows
that adhering to a wunion might be attractive to countries with comparative
disadvantages in the international market for manufactures.

Meade (1951)19 argued that a union will lead to an efficient use of resources if formed
by economies potentially similar, for in a union with potentially complementary
economies there is less chances for trade creation.

C.Cooper/B. Massell (1965)20 also give emphasis to the social value of
industrialization. With tariff and revenue-sharing rules determined in a rational way
there will be a tariff that is ‘Pareto optimal’, leading to welfare and national income
levels so that no country can be better off without reducing its partner welfare. An
optimal solution requires that each country takes into account the diseconomies
generated by its own production, hence some form of compensation should be

'® H. Johnson (1965). The economic theory of protectionism, tariff bargaining and the formation of

customs unions. Journal of Political Economy, n. 73, p. 256-83.

¥ J. Meade (1951), The removal of trade barriers: the regional versus the universal approach,
Economica, May

20 Op.cit
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envisaged. It follows that a union can provide gains to all participants, and even more
so if combined to subsidies and comparable compensatory policies.

This of course leads to the issue of the mechanisms for redistributing the revenue
following the common external tariff. According to Bhagwati/ Panagariya (1996)21 even
if trade creation surpasses trade diversion an individual country might lose, in view of
the adverse effects associated to the distribution of tariff revenue. This redistribution
follows from the changes in the terms of trade within the union. When a country
reduces its tariffs on the imports from a partner country without reducing the barriers
on imports from third countries the terms of trade change in favor of the partner
country. The extension of the loss for the tariff-reducing country will depend on the
degree of preferential access to market granted to the partner in comparison to the
preferences actually received.

Taking into account the possibilities of compensatory mechanisms and in a model of
reference with three countries it can be said that: i) countries that do not belong to the
union might be not affected, if the imports of their products are maintained at the same
or comparable levels as before the union; ii) a participating country may gain in welfare
if the loss in terms of tariff revenue is less than the gains that accrue to producers and
consumers and iii) in a model of union with two countries and tariff reduction in one of
them there will necessarily be welfare gains to the second one, as its exports to the
partner country will increase.

Also, relaxing the condition of horizontal supply curve allows for the identification of the
effects on relative prices stemming from a discriminatory tariff and the changes in
trade flows, as it takes into account the actual cost conditions and the process of price
formation (Heffernan/Sinclair (2004)22, Pomfret (1997)). A union between countries A
and B will provoke losses on the rest of the world and the union will certainly have
gains. But the net outcome in terms of universal welfare will depend on the losses in
the rest of the world surpassing or being lessen than the gains in countries A and B. It
follows, of course, that the joint operation of countries A and B in the international

2. Bhagwati, A Panagaryia (1996), Preferential trading areas and multilateralism: strangers, friends or
foes? In J. Bhagwati, A Panagaryia (Orgs.). The economics of preferential _trade agreements.
Washington, D.C.: American Enterprise Institute Press, p. 1- 78

2g, Heffernan, P. Sinclair (1990), Modern international economics, Oxford: Basil Blackwell Ltd.
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market provides them with a negotiating capacity that surpasses the sum of their
individual capacities.

Corden (1972)23 pioneered the analysis of economies of scale in the formation of
customs union. Assuming economies of scale internal to the firm, from the moment a
union is formed one of the countries will dominate the joint market, eliminating
production in the other. Total costs will be reduced, due to specialization. The losses
for the partner country will be equal to the loss of tariff revenue on the products
originally imported from the rest of the world.

This model contributes to seeing the formation of a customs union as an opportunity to
exploit lower production costs. The logic of regional preferences becomes associated
to the reciprocal exchange of concessions in those sectors with economies of scale or
where the expansion of intra-industrial trade leads to lower adjustment costs.

These arguments look particularly suitable to explain the good will of smaller countries
to join customs unions (Devlin/Giordano (2004)24). One of the risks a country incurs in
joining a union is, therefore, the possibility that it be forced into changing its productive
resources from sectors with increasing returns to other sectors, producers of items
demanded by the partner country, but where production takes place with constant
costs.

But integration processes might comprise also costs, and not only benefits. According
to Devlin & Ffrench-Davis (1998)25 among the most common costs are: i) preferences
among participating countries might divert trade flows from efficient firms localized in
third countries that do not belong to the union, eventually affecting the efficiency of
these firms; ii) integration agreements may improve terms of trade among participant
countries, at the cost of third countries, thus stimulating the preference margins and
barriers in relation to the rest of the world; iii) with asymmetry in tariff levels of the
participating countries before the union the loss of fiscal revenue following the

M. Corden (1972), Economies of scale and customs union theory. Journal of Political Economy, n. 80,

. 465-72.
5)4 R. Devlin, P. Giordano (2004) The old and new regionalism: benefits, costs and implications for the
FTAA. In: A Estevadeordal. et al. Integrating the Americas — FTAA and beyond. Cambridge, MA: Harvard
University Press, p. 143-86.
* R. Devlin, R. Ffrench-Davis (1998), Towards an evaluation of regional integration in Latin America in
the 1990s. In: TEUNISSEN, J. (Org.). Regional integration and multilateral cooperation in the global
economy. The Hague: FONDAD.
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liberalization process can have significant perverse distributive effects; iv) an
integration scheme may attract foreign direct investment at the expense of other
countries whose economies would be more attractive under free-trade; v) the benefits
of integration are often distributed asymmetrically among participating countries and
tend to be concentrated in some countries; vi) the proliferation of preferential
agreements implies administrative costs due to their superimposition, gives margin to
‘rent-seeking’ behavior and makes it more difficult to identify gains among countries;
vii) preferential agreements generate defensive reaction by third countries, leading a
given country to adhere not because it is the best option, but because of the potential
costs of not participating; viii) regional integration diverts the attention from multilateral
negotiations and might eventually reduce the stimulus to a unilateral trade opening.

This leads to the discussion about the adequate number of countries to form a union,
as well as to the debate about the ‘natural partner’ to form a union. Results vary when
the number of countries changes and there is no consensus with regard to a criterion
to identify the optimal number of partners nor the ideal characteristics of the countries
that might be candidates to be partners in a union.

Balassa (1964) refers to J.Viner (1960), J. Meade (1951) and J. Tinbergen (1959)26 as
advocating the idea that if the increase in the number of participants does not include
countries with economic structures totally different than those of the original
participants, the bigger the number of countries participating in a union the less the
possibilities for trade diversion.

In theoretical terms the consideration of three or more products and countries has led
to a now significant literature (Pomfret (1979)%, Collier (1979)%® Lloyd (1982)%,
Bhagwati/Srinivasan (1984)%, Collier (1985)*' and others), the details of which do not
pertain to the present purposes. In general it can be said that with three or more goods

. Tinbergen (1959), Customs unions: Influence of their size on their effect. Amsterdam: New Holland
Publishing Co., (Selected Papers).

" R. Pomfret (1997), The economics of regional trading arrangements, Oxford: Oxford University Press,
8 p_collier (1979), The welfare effects of customs union: an anatomy. The Economic Journal, n. 89, p.
84-95,

29 P.Lloyd (1982), 3x3 theory of customs unions. Journal of International Economics, n. 12, p. 41-63.

0. Bhagwati, T.N. Srinivasan (1984), Lectures on international trade. Cambridge, MA: The MIT Press.
*'p. Collier (1985), Commodity aggregation in customs unions. Oxford Economic Papers, n.37, p. 677-
682.
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it becomes not possible any more to rank the situations in terms of consumption gains.
It would be wrong to infer that a union that provokes trade diversion necessarily
worsens welfare. With more than one importable good there may be a gain in
consumption which — even without production gains — might surpass the loss in terms
of trade. Countries that do not belong to a union do not always lose, as they might gain
if the union has adverse effects on its participants.

Krugman (1991)32 discusses the possibility that countries participating in a union might
be more protectionists than before the union was formed. If each union looks for
adopting its ‘optimal external tariff’ this might be harmful to international welfare, if the
‘optimal’ level is higher than the tariff level previous to the union. Also, given the
possibility of a union generating trade diversion the ideal number of unions should be
equal to one, a global free-trade.

The alternative of having an increasing number of regional agreements brings about
the issue of the number of blocks that maximizes global welfare. The possibility that
the rest of the world might have a negative impact stemming from the formation of a
union calls for the discussion about the establishment of criteria to form such union or
to monitor its effects. This leads to the question of there being a ‘natural candidate’
with which a given country should make efforts to try and form a customs union.

For Summers (1991)33 agreements signed by economies that already have significant
trade among them are (almost by definition) likely to maximize the chances of trade
creation and minimizing trade diversion. It follows therefore that increasing the number
of regional agreements goes in the right direction of contributing to increase global
welfare.

2p. Krugman (1991), Is bilateralism bad?. In: HELPMAN, E.; RAZIN, A. (Orgs.). International trade and
trade policy. Cambridge, MA: The MIT Press.

* L. Summers (1991), Regionalism and the world trading system. In: FEDERAL RESERVE BANK OF
KANSAS CITY (Ed.). Policy Implications of Trade and Currency Zones, Kansas City, MO. p. 295-301.
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Regionalism is important also for Krugman (19913)34. From an economic perspective
there are potential gains in: i) reducing the distortions in consumption; ii) increasing the
size and productive efficiency of oligopolistic markets via economies of scale and iii)
improving terms of trade with the rest of the world. From a ‘geo-political’ dimension
regional agreements allow for a higher degree of mutual understanding among likely
partners and provide a escape valve for trade creation in moments when multilateral
negotiations come to a standstill. Furthermore, regional agreements take place among
‘natural partners’ and hence the potential for trade diversion is reduced.

Bhagwati (1993)35 questions the argument of the ‘natural candidate’ based on the fact
that trade takes place more likely among non-neighboring countries, as well as by
emphasizing the substitution in consumption effects that accrue from trade with the
rest of the world.

For Bhagwati/Panagariya (1996)36 the criterion of trade volume to identify the ‘natural
partner’ is treacherous: a) to argue that the higher the trade with a neighbor country
the lower the margin for trade diversion is to forget that the relevant indicator to infer
about the probability of occurring trade diversion is the ratio of imports to local
production, the decisive element in determining the gains or losses from a union; b)
the trade criterion does not consider the possibility of losses stemming from an
unequal distribution of tariff revenue; c) it is wrong to put emphasis in regionalism, as
evidence indicates that not for every pair of countries most of their trade takes place
with neighbor economies; d) the argument that trade among similar economies is less
prone to trade diversion does not consider that comparative advantages change over
time differ among regions.

Venables (2003)37 argues further that North-South agreements provide higher benefits
than South-South schemes. He accepts that regional integration schemes facilitate the
appropriation of gains from production in large scale but the opportunities for trade

*p. Krugman (1991a), The move toward free trade zones. In. FEDERAL RESERVE BANK OF KANSAS.

Policy implications of trade and currency zones. Kansas City, Mo.: Federal Reserve Bank of Kansas City,
. 7-42

?5 J. Bhagwati (1993), Regionalism and multilateralism: an overview. In: MELO, J. de.; PANAGARIYA, A.

New dimensions in regional Integration. Cambridge: Cambridge University Press.

% J. Bhagwati, A Panagaryia (1996), op.cit

3" A Venables (2003), Winners and Losers from Regional Integration Agreements, Economic Journal, vol.

113(490): 747-61
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among developing economies are limited and preferential agreements will tend to
benefit the larger economies in each group of developing countries. North-South
agreements also make it easier to developing countries to participate in global
productive structures, benefitting from technology transfer, attracting foreign
investment and other benefits.

The literature on economic development often stresses the difficulties in adopting the
orthodox economic reasoning to the peculiar characteristics of developing countries.
Basic assumptions do not always hold. International trade theory is no exception; but
its chapters on preferential agreements have been over time a source of inspiration to
those who advocate for the need of a differentiated rationale for the links between
regional preferences and economic dynamism of developing economies. Several
authors have stressed some aspects of the formation of customs unions that are
compatible with the essential logic of development theory.

For Meade (1955)38 and Lipsey (1957) a union that diverts trade might improve the
welfare if price reduction to consumers more than compensates the costs associated
with trade diversion. Kemp & Wan (1976) have shown that regional agreements can
improve welfare levels.

For Helpman&Krugman (1989)39 a union increases the probability of developing intra-
industry trade, with the consequent improvement of welfare to consumers, stemming
from the higher diversity of products. Also, improved competition conditions reduces
the market power of firms and hence the margins for welfare-reducing price
discrimination strategies.

Linder (1961 )40 explicitly considers a union involving developing economies as a useful
tool to foster growth, as it assures efficient allocation of resources, allows for the
adoption of measures to deal with balance of payments disequilibria, among others the
barriers on imports from developed countries of non-producer goods.

¥ J. Meade (1955), The theory of customs union. Amsterdam: North-Holland Publishing Company.
= Helpman, P. Krugman (1989) Trade policy and market structure. Cambridge, MA: MIT Press.
“0'S.B. Linder (1961), An Essay on Trade and Transformation, Almquist and Wicksell, Uppsala
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In Latin America since the late 1940s ECLAC (for instance, ECLAC (1994)*") has
advocated the importance of special trade regimes designed to comprise productive
complementarities on a regional level, yet remaining compatible with multilateral
regimes. The approximation of similar economies might have important consequences
as a tool to overcome the limitations imposed by the limited degree of economic
development. Even small economies might gain by exploiting the advantages that
accrue from the absorption of scale economies.

Regional integration might also be seen as an anti-cyclical tool, as it allows the
participating economies to recuperate dynamism during periods of reduced economic
activity, by stimulating the use of idle productive capacity (Furtado (2000))*.

Furthermore, if countries have trade structures that are similar to that of the rest of the
world none of them can individually affect its terms of trade. If a number of countries
act together, however, adopting tariffs and export taxes, they might have market power
to force third countries to reduce their own barriers, thus improving global welfare.

From the perspective of economic and social development, therefore, regional
integration (Ffrench-Davis (1979)): i) improves the access to external markets for
products that face barriers in developed countries; ii) a number of goods can only be
produced in large scale. If a condition to enter third markets is to jump over barriers
the possibility of having easier access to other developing markets provides the
conditions for absorbing economies of scale, making viable the production of a
spectrum of those goods; iii) regional integration facilitates the ‘learning’ process by
smaller economies that start to exploit international markets. Bigger production and
exports provide the basis for further diversifying the markets for exports; iv) joint action
by a number of countries provides them with a stronger negotiating tool; v) regional
integration allows for a higher degree of development and hence higher political
independence and vi) since market prices are less important than the social cost of
production regional agreements help to reduce the social cost of maintaining idle
equipment and generating scarce jobs

In dynamic terms Balassa (1964) adds: a) the improvement in the degree of
competition, by exposing domestic firms to products imported from the partner

‘" ECLAC (1994), Open regionalism in Latin America and the Caribbean. Santiago, Chile.
2 C. Furtado (2000). Teoria e politica do desenvolvimento econémico. Sdo Paulo: Paz e Terra.



21

countries; b) higher competition following the formation of a union stimulates R&D
activities and creates a favorable environment to technical progress; ¢) improved
opportunities stimulate investment both at the regional level as well as from the rest of
the world; d) the elimination of trade barriers reduces the administrative procedures,
hence there is a lower cost in terms of public expenditures and gains in efficiency.

Devlin/Giordano (2994)) contribute with still another argument regarding the joint
production of public goods. With budget constraints developing countries might find in
regional agreements a more efficient tool for the creation of regional public goods.

Sub-section 1.2 has shown that the theoretical discussion about regional agreements
focuses in the identification of gains and losses. This Sub-section presented some of
the efforts to link this literature to the concerns of economic development. These
issues will be reconsidered in Section V, after we present a set of indicators relative to
the Asian and Latin American economies. There we will discuss which of the aspects
considered in sub-Sections 11.2.1 and 11.2.2 apply more explicitly to Asia and Latin
America.

Sub-section 11.3 will show that the theory on regional agreements offers even less
guidance for explaining the contribution of preferential trade to output growth. The
literature has a predominantly empirical origin. This empirical characteristic determines
that most studies be focused in the cases of the European Union, the oldest and
deepest experiment of regional integration and — given the remarkable Asian
performance in recent years — in the analysis of the Asian countries.

It is worth noting, furthermore, that another difference from the standard literature on
trade preferences is that the works that try to isolate the actual role of regional trade to
output growth do not differentiate among types of agreements, whether with common
external tariffs or not. They essentially compare the dynamism stemming from regional
transactions with global trade.

1.3 - Regional trade preferences and output growth
1.3.1 — Some generic evidence

The theoretical literature on differentiated trade preferences is not very helpful for the
discussion of the effects on growth, given its focus on the welfare effects of such
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preferences. This has led several authors to try and identify the actual contribution of
preferential agreements to growth via ‘ad hoc’ procedures. Early studies would
conceive regional agreements as dummy variables in growth equations, as if the very
signing of an agreement could be a sufficient condition to foster growth. It goes without
saying that several other conditions, such as macro policies, the contribution of
institutions, the actual trade relations of each economy and many others have to be
taken into account.

This sub-Section presents a brief survey of a number of empirical works on the links
between regionalism and output growth. The basic question is whether one can expect
more dynamism stemming from closer regional links or whether more intense
multilateral relations (opening up the economy on a multilateral basis) is what affects
growth more intensely.

The outcome is mixed. Some analyses43 find that convergence takes place faster
within regions as compared with the world economy, so the gap between less open
and more open economies tends to close faster within given regions rather than
across the global economy.

Theory (and common sense) indicates that the chances for trade creation are bigger
the larger the joint market of participating economies. Hence the chances for regional
trade to foster output growth will be more significant for larger markets than for a joint
set of small economies*. In this sense the findings by Alcala/Ciccone (2003)* for
European countries, that trade and domestic market size are robust determinants of
growth reinforces the hypothesis of ‘growth-led exports’, instead of an ‘export-led
growth’. As a corollary, the larger the regional market the higher the probability that it
will positively influence the rate of output growth.

3 G.Chortareas, T.Pelagidis (2004), Trade Flows: a facet of regionalism or globalization?, Cambridge
Journal of Economics, vol.28(2): 253-271, Also, S.Kim and E.Shin (2002), A Longitudinal Analysis of
Globalization and Regionalization in International Trade: A Social Network Approach. Social Forces,
vol.81 (2): 445-48, apud R.Wooster, S.Dube, T.Banda (2007), The Contribution of Intra-Regional and
Extra-Regional Trade to Growth: Evidence from the European Union, Globalization and Regional
Economic Integration conference, Gyeong Ju, South Korea find that regionalization and globalization are
not contradictory processes, and that trade regionalization is trade-creating rather than trade-diverting.

“ As illustrated, for instance, by the high number of preferential agreements among African countries,
with rather limited regional trade.

®F. Alcala, A Ciccone (2003), Trade, Extent of the Market and Economic Growth 1960-1996, Journal of
Economic Literature, December
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Other studies, relying on the Grange-causality type of approach46 find that intra-
regional trade has a lesser impact on growth of output per capita than extra-regional
growth. This is reinforced by an alternative type of approach that estimates growth
performance for different sets of countries, classifying some as ‘open economies’, as
different from others, who have signed trade preference agreements. Adopting this
methodological procedure Vamkakidis (1999)47 finds that economies grew faster after
broad liberalization and slower after participation in an RTA. One problem with this
approach is that it departs from the same simplistic view that assumes that a) every
regional agreement is equal to any other and b) simply adhering to an agreement
should be a sufficient condition to foster growth.

Little guidance from theory increases the difficulty in designing empirical experiments
as well as in interpreting their results. Not only do regional agreements differ but the
set of countries that participate in each agreement also helps to determine the
outcome in terms of output performance.

Regional agreements should stimulate growth and investment, facilitate technology
transfer, shift comparative advantage towards high value-added activities, provide
credibility to reform programs and induce political stability, although at the risk of at the
same time divert trade in inefficient direction and negatively affect the multilateral trade
system. Depending on the set countries involved it might turn out that all these effects
take place at the same time.

Trying to deal with these questions Gupta/Schiff (1997)48 discuss the actual impact of
an agreement over those countries that do not participate. They find that even an
agreement with little economic expression may have market power in certain products,
thus leading to the worsening of the terms of trade of the rest of the world.

The question of regional agreements contributing to economic growth has been
addressed in terms of the degree of convergence of per capita levels amongst
member states and in terms of the relation of the actual relation to the business cycle.
The results will depend on a number of variables, such as macro policies adopted by

“6 \Wooster/Dube/Banda (2007), op.cit.

4" A Vamkakidis (1999), Regional Trade Agreements or Broad Liberalization: Which Path Leads to Faster
Growth?’, IMF Staff Papers, 46, March: 42-68

A Gupta, M.Schiff (1997), Outsiders and Regional Trade Agreements among Small Countries. The
Case of Regional Markets, The World Bank Policy Research Working Paper 1847
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each participating country, infrastructure, geographical concentration of supply,
product differentiation, the existence of trade barriers (among partner countries as well
as imposed by third countries) and others.

It is probably impossible to design an experiment comprising all the possibilities.
Venables (2003)49 contributes with a peculiar perspective, concentrating on the
comparative advantages of the participating countries in each trade block. He
proposes that countries can be classified in accordance to a spectrum of comparative
advantages, and finds that countries with extreme comparative advantage do worse
than those with comparative advantage intermediate between the partner and the rest
of the world. If comparative advantage is related to income per capita, a union
containing high income countries is likely to lead to convergence of per capita
incomes, whereas unions essentially comprising developing countries are associated
with divergence of per capita incomes.

This type of result is supported by the findings of Berthelon (2004)50 for whom the
agreements between countries in the North have unambiguous growth effects,
whereas the effects of initiatives among developing economies depends on the size of
its partners. For North-South agreements the evidence is mixed.

Venables proposition is also indirectly supported by Agora/Vamkakidis (2004)51 who
explore the extent to which a country’s economic growth is influenced by its trading
partner. They find that both industrial countries benefit from trading with developing
countries and the latter benefit from trading with the former: the level of foreign income
relative to domestic income matters (the ratio of the average per capita GDP of trading
partners relative to a country’'s own per capita GDP is positively correlated with
growth).

“9 A Venables (2003), op.cit.

*® M.Berthelon (2004), Growth Effects of Regional Integration Agreements, Central Bank of Chile Working
Papers No. 278

o1 V.Arora, A Vamkakidis (2004), How Much do Trading Partners Matter for Economic Growth?, IMF
Working Paper No. 04/26
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The relation between regional factors and the business cycle was studied by
Kose/Otrok/Whiteman (2003)52, for a 60-countries sample. They find that region-
specific factors play only a minor role in explaining fluctuations in economic activity.

So far for empirical exercises aiming at identifying generic rules in terms of the actual
contribution of regional trade to output growth. The central question is whether the
regional market can be a source of demand for locally-produced manufactured exports
and even more so for those goods (high-technology products) for which it is expected
that production will take place with decreasing costs, stimulating investment in a more
intense way, thus contributing most to GDP growth. Presumably, what is taking place
in Asia.

Another, related aspect is that in Asia a number of smaller economies in the regions
have been ‘plugged’ to the production processes by means of productive
fragmentation and outsourcingsa, but also as a result of ‘conscious effort to upgrade

the composition of their final exports’™>* .

This leads us to the issue of productive complementarity and regional integration. This
is briefly discussed in the next Section, which presents also the basic formulation of
the present project.

lll - Productive Complementarity and Regional Integration — an Empirical
Assessment

Productive processes in an increasing number of industries have in recent years been
characterized by the fragmentation of productive stages, with different stages taking
place in different countries, mostly in accordance to the difference in costs.

2 M Kose, C.Otrok, C. Whiteman (2003) International Business Cycles: World, Region and Country
Specific Factors, American Economic Review, vol. 93, No4: 1216-1239

<A process known under various names, such as ‘slicing the value chain’, ‘vertical specialization’,
‘international production sharing’, ‘outsourcing’, ‘productive complementarities’, among others. This type
of operation can of course comprise both arm’s length and intra-firm transactions (N.Aminian, K.Fung,
H.lizaka (2007), Foreign Direct Investment, Intra-Regional Trade and Production Sharing in East Asia,
RIETI Discussion Paper Series 07-E-064

>4 F.Ng, A.Yeats (2003), Major Trends in East Asia. What Are their Implications for Regional Cooperation
and Growth?, World Bank Policy Research Working Paper, 3084
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The division of production in isolated units is not a new issue. Multiple stages within a
given productive unit or even the combination of processes to get a varied set of
finished goods belong to the very logic of productive processes. It is, however, the
intensity of the division of processes in different parts of the world that is a new
phenomenon.

The concept of a ‘regional productive integration’ is not something precisely defined
neither in the academic literature nor in the business literature. Intuitively it is a
process of production physically divided in many units that are linked by a systematic
logistic arrangement (Hamaguchi (2010))*°.

As Hamaguchi (2010) emphasizes, the integration of production makes sense when
the productive process is composed of units with different intensity of resources: the
productivity of a firm should increase by the allocation of each unit to where there is
abundance of the resource most intensely used. Hence the gains from fragmentation
are larger the more different are the factor endowments in different countries.

The productivity gains stemming from productive fragmentation have to surpass the
administrative and logistic costs. If those costs are associated to distance, regional
productive integration might be justified. But these gains may also be small, if the
endowment of resources is similar among countries in a given region.

In any case, the average cost of fragmentation will be lower if the total output
increases as an outcome of scale economies. In this case, a region with a large
consumption market, or with a great capacity to export is a natural candidate for
regional productive integration.

It is not clear what drives the fragmentation process (Flores (2010))56. Whether it is
driven by the final producer, exporting labor-intensive activities with cheap technology
or repetitive activities, or whether it is the outcome of technological progress, which
allows for production to take place in different places at the same time.

% N.Hamaguchi. Integracao Produtiva Regional no Leste da Asia. In Integracao Produtiva — Caminhos
E)Gara o Mercosul. ABDI. Serie Cadernos da Industria Vol XVI. Brasilia. 2010.

R.Flores. A fragmentacao mundial da producao e comercializacao: conceitos e questoes basicas. In
Integracao Produtiva — Caminhos para o Mercosul. ABDI. Serie Cadernos da Industria Vol XVI. Brasilia.
2010.
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Whatever the catalyst mechanism, productive fragmentation requires a minimum
infrastructural condition (at least transportation and logistics). And the higher the
incidence of fragmentation in a given sector the more pressing it becomes for the
producers in that sector to adhere to that model: the alternative of remaining out of the
fragmentation chain is only sustainable if the producer controls an advanced
technology; otherwise its production is very likely to become increasingly non-
competitive.

Productive fragmentation corresponds to the difference in costs, hence allows for an
efficient allocation of resources. Trade preferences contribute further to reducing costs
in the use of goods produced in the participating countries, as they have by definition
comparatively better access conditions to the regional market.

The combination of these two elements (the partition of productive processes among
various countries, coupled to preferential trade conditions) can provide quite dynamic
conditions to compete in the international market.

The available evidence relative to East Asia seems to reinforce this perception.

One characteristic of the intra-Asian trade (East Asia in particular) is that the increase
over time in the intraregional trade ratio is mainly due to rapid increases Iin intra-
regional imports, whereas intra-regional exports have been systematically slower®’.
This asymmetry reflects by and large the significant dependency of Asian economies
on the exports to third markets, the peculiar composition of the regional export bill*®, at
the same time that it is a consequence of the type of economic relationship of China
and Japan — the two most important power machines in the region — with the other
economies in the region.

This very perception of dynamic (surplus) trade relations with the rest of the world has
led to a number of exercises trying to identify whether the high growth these
economies have achieved are an outcome of their regional links or follow from their
overall trade.

" p Athukorala, A Kohpaiboon (2009), Intra-Regional Trade in East Asia: The Decoupling Fallacy, Crisis,
and Policy Challenges, ADBI Working Paper Series, No. 177, December

% Asian countries typically import from the rest of the world natural-resources intensive products and
export manufactures, consumer goods in particular.
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Ng/Yeats (2003)59 provide a rather exhaustive analysis of regional trade in East Asia,
the most dynamic group of trading countries, with an increasing importance of regional
transactions. A good deal of the export dynamism by the smaller economies is
provided by demand from Japan and China. Regional countries’ export and import
profiles have become increasingly complementary over time.

Athukorala (2005)60 departs from the perspective that international product
fragmentation has made East Asian growth dynamism increasingly reliant on extra-
regional trade, and finds that extra-regional trade is much more important than intra-
regional trade for continued growth dynamism: the process of fragmentation seems to
have strengthened the case for a global, rather than a regional approach to trade and
investment, as it corresponds to sector production chains.

This is reinforced by the evidence of differentiated intra-industry trade in intra- and
extra-regional Asian trade. Zebregs (2004)61 confirms that the (sharp) increase in intra-
industry trade among emerging Asian countries is a reflection of vertical specialization,
meaning more trade in intermediate goods. The increased correlation within the region
has corresponded to less synchronization with those in the US and European Union.

Shin and Wang (2003)62 confirm the above perception, in that intra-industry trade is
the major channel through which business cycles have become increasingly
synchronized among Asian economies. This is not to say that trade by itself increases
business cycle coherence: the increased synchronization is an attribute of Asian trade
presenting an increasing intra-industry characteristic.

Park/Shin (2009)63 analyze the effects of intra-regional and extra-regional integration
on changes in the pattern of East Asia’s business cycle since 1990. In spite of the

59 :

Op.cit.
 p Athukorala (2005), Product Fragmentation and Trade Patterns in East Asia, Asian Economic Papers
4(3): 1-27.
oTH. Zebregs (2004), International Trade in Emerging Asia, IMF Policy Discussion Paper 04/1
62 K.Shin, Y.Wang (2003), Trade Integration and Business Cycle Synchronization in East Asia,
Discussion Paper 574 (March), Institute of Social and Economic Research, Osaka University

® park, Shin (2009), Economic Integration and Changes in the Business Cycle in East Asia: Is the
Region Decoupling from the Rest of the World?, Asian Economic Papers, 8 (1):107-141
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proliferation of preferential agreements in recent years, the high degree of trade
integration in the region has been driven mainly without governments’ deliberate
promotion. They find strong evidence that deeper trade integration reinforces output
co-movement. Furthermore, they find indication that intra-regional trade integration is
also deepening not just through trade of parts and components, but also through trade
of final goods.

Even if the positive outcome of recent Asian experience is mostly a result of overall
favorable conditions, the very fact that several economies in the region have been able
to benefit from these demand stimuli suggest that their capacity to react to these
positive signaling stem not only from their open-trade policies: there is a regional,
differentiating component to be taken into account. Simultaneity of growth can only
take place — with the intensity observed recently in East Asia — where there is
productive complementarity. This is what explains the simultaneity of high trade
performance and the homogeneity of high rates of output growth.

Alternatively, when a process of trade preferences takes place in a different scenario,
with low productive fragmentation, the objective becomes essentially the reduction of
formal barriers to trade, with no margin for such multiplier effect. When most of the
regional trade flows are finished goods an increase in the exports by one of the
countries implies a higher share in the domestic market for these goods in other
participating countries; as a consequence, this raises the pressure for the adoption of
trade barriers. Instead of a virtuous cycle it is more likely to obtain sudden stops.

This work is a study on productive complementarities and its impact on regional output
growth. Productive complementarity is understood here as reflected in regional trade
of products not destined to final consumption. It is argued that the component of
regional trade in producer goods (raw material and intermediate products) has a more
significant impact on growth than trade in finished goods.

As conceived, the present approach necessarily considers in each region two types of
countries. In regions where there is a good deal of regional trade in producer goods,
one group would necessarily comprise the producers of those goods and the other
those countries that produce final products, using as inputs the imports from the
former countries. In regions where trade is mostly composed of final products larger
economies would in principle be the net exporters to the regional market, whereas
smaller economies would tend to be less competitive and hence be net importers.
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One useful approach for the present purposes is to classify the countries in each
region in accordance to their capacity to provide the stimuli to output growth at a
regional basis. The reasoning in International Relations (less frequently so in
Economics) often uses the classification of ‘hub’ and ‘spoke’ countries.

J.Alba/J. Hur/D.Park (2010) define ‘hub’ and ‘spoke’ countries as a function of the
number of FTA agreements each country has formalized®. Because the purpose
here is not to deal with regional agreements but instead to make an appraisal of the
effects of regional trade on growth, the idea of ‘hub’ and ‘spoke’ countries is
preserved, but is considered instead in terms of their weight in total regional GDP. A
‘hub’ country is, therefore, an economy large enough and with significant links with
others so that its business cycle might affect the activity in other, neighboring
economies.

The approach adopted here has three separate but complementary dimensions:

a. The effects of regional trade in producer goods on output growth of the
participating countries

b. The importance of a ‘hub-and-spoke’ relationship on a regional basis

c. The homogeneity of output growth among participating countries

The basic argument is that the first dimension provides a virtuous cycle where all
participants benefit from a given exogenous increase in demand. The existence of a
regional ‘hub’ with significant regional links in producer goods increases the
probability that excess demand will be met by regional supply. A more homogeneous
output growth process on a regional basis would be an indication that countries
benefit in similar extent from variations in demand.

lll.1 — Analysis of the characteristics of Regional Trade in each Region

® J. Alba, J. Hur, D. Park (2010), Do Hub-and-Spoke Free Trade Agreements Increases Trade? A

Panel Data Analysis, ADB Working Paper Series on Rqu1i_onaI Economic Integration No. 46, April.
According to their definition: let country i have bilateral FTAs with m countries (m > 1) and country j be
one of these m countries. Countrylj] is defined as a ‘spoke’ country if it has bilateral FTAs with m-2 or less
countries among the m countries that have bilateral FTAs with country i. Country i is defined as a ‘hub’

country if it has at least two spokes.
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The first step in the comparison of the two regions is to get an overall picturing over
time of the trade in the two types of goods considered here — ‘producer goods’ and
‘other products’. This is done via:

I the estimation of the relative concentration and evolution over time of
intra-regional trade in producer goods and ‘other goods’ — between
each pair of countries as well as between each ‘spoke’ country and the
‘hub’ countries

. the comparison of the results obtained in (i) with the same indicators for
trade of each country with the Rest of the World (ROW)

Such picturing is complemented by the estimation of some of the usual indicators
used for comparison of intra-regional trade and trade with ROW for both types of
products in the two regions. Essentially we estimate for the whole period, and on a
yearly basis the following:

I Herfindahl-Hirschman index of concentration
. Intra-industry index
ii. Intra-regional trade intensity index

lll.2 — The relationship between the specificities of regional trade and regional
output growth

Having identified the characteristics of regional trade in both regions it now remains
to verify the relationship between regional trade and output growth. This is done, first,
by a brief initial analysis of the degree of convergence (similarity) of GDP growth
rates among the countries in each region. For that we use again usual indicators,
such as the Herfindahl-Hirschman and the Entropy indexes.

The next step is to analyze the actual significance of regional trade for the
homogeneity of output growth rates. This is done by the analysis of the co-movement
of the trade and output series by using two instruments:

I correlation analysis of output series for each country versus the
group total and for each ‘spoke’ country versus each ‘hub’
country

il econometric estimation
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The identification of the model to be estimated econometrically is less trivial than the
estimation of the indicators listed above. The justification of the actual specification of
the model requires some brief account of how this issue has been dealt with in the
empirical literature.

ll.2.1 - A brief survey of alternative ways of estimating the link between trade
and output synchronization

The following is a brief survey presenting a review of five approaches that have been
used to study the degree of synchronization of output in specific country sets, with
different methodologies and different purposes.

a) Ng (2010) paper on product fragmentation and business-cycle co-movement®.
uses data from 30 countries to ‘examine the effect of bilateral production
fragmentation on GDP co-movement by isolating its effect from the impacts of
other factors’.

Ng estimates the equation:
Pij= Qo+ a1 +BFj + X;; B+ gj (1)

where pj; = bilateral cyclical GDP correlation between countries i and j, BFj = bilateral
product fragmentarion, X;; = vector of other factors and ¢; = disturbance term

Ng selects as candidates for the Xjs the bilateral trade intensity, the bilateral intra-
industry trade, the similarity in industrial structure and bilateral financial integration.

pjj is the Pearson correlation of cyclical components of annual real GDP between
countries i and j over 1970-2004. Ng considers two concepts of bilateral production
fragmentation: a) imported inputs embodied in its exported goods as a share of total
exports and b) imported inputs embodied in gross outputs as a share of total gross
outputs. To correct the endogeneity issues and the unknown form of heterokedasticity
Ng uses a GMM-IV estimator.

& E.C.Y.Ng (2010) Product Fragmentation and business-cycle comovement. Journal of International
Economics. 82: 1-14.
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b) Moneta/Ruffer (2009)66 examine the extent and nature of synchronization of
business cycles in Asia (10 countries) for the period 1975:Q1 to 2005: Q3.

The paper uses a parametric dynamic common factor model to examine the business
cycle in East Asia and its evolution over time. The basic idea is that common
movement in a cross-section of n stationary time series can be captured by k common
factors (k < n) unobservable variables influencing the evolution of all series.

The model assumes that the vector Y; consists of a country-specific autoregressive
component of order one, AYt¢, k unobservable factors Z; = [Z4y, ..., Zi] common to all
the series and an idiosyncratic white noise error term &;.

Hence:
Y: =AYy + BZ; + &
Zi = DZiq +

The model is estimated through Kalman filtering, using quarterly, seasonally adjusted,
real GDP data. They derive two different measures of synchronization: i) the share of
the variance of real GDP growth of each country explained by the dynamics of the
common factor, derived from the moving average of the model; ii) simple correlation
between the GDP growth rate and the common factor. The model is estimated
alternatively with two common factors or with one common factor and two ‘area’
factors.

¢) Kumakura (2006)67 object of analysis is a set of 13 Asia-Pacific economies for
1984-2003. His argument is that the primary determinant of cross-country
correlations is not the geographical structure of their export markets but what
they produce and export; in the case of Asia, with emphasis to the electronics
industry.

% F Moneta, R. Ruffer (2009). Business cycle synchronization in East Asia. Journal of Asian Economics. 20: 1-12
" M. Kumakura (2006). Trade and business cycle co-movements in Asia-Pacific. Journal of Asian
Economics 17: 622-645.
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The reference model is Frankel and Rose (1998)%;

p(ij)=a+BT (i) +

where T (i,j)) measures the bilateral trade intensity and the influence of other
variables.

Kumakura uses annual real GDP data, and applies the same model, but with variables
T and Z built in a different way. For the estimation of T (i,j)) Kumakura makes a
distinction between finished products (set A) and raw materials and intermediate
goods, according to:

) holds if (finished goods) and
i) holds otherwise (raw material and intermediate goods)

T (i,)) is now defined as:

where Y (i) = country i's nominal GDP and = the (adjusted) value of the
tradable goods produced in country i and consumed in country m. Kumakura
estimates using instrumental variables, to deal with potential endogeneity.

d) Sato and Zhang (2006)69 check whether there exist long-run co-movements of
real output variables among East Asian economies so as to see whether it would
be costly for them to adopt fixed parities in some sort of monetary union. Eleven

® J Frankel, A Rose(1998) The endogeneity of the optimum currency criteria. Economic Journal. 108:
1009-1025

% K.sato, Z. Zhang (2006). Real Output Co-movements in East Asia: Any Evidence for a Monetary
Union? The World Economy 29:1617-89.
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countries are considered and the analysis is based on quarterly GDP data for
1978Q1-2004Q4.

Sato/Zhang first test for stationarity. Then they test whether the variables are co-
integrated and examine the long-run and short-run real output co-movements among
these economies.

If Xtis a (nx 1) vector of | (1) variables, a VAR formulation becomes:

Xi =M+ AXiq + . +AXkter  where A is a (n x n) matrix of parameters

This same equation can be expressed in terms of a vector error-correction form:

AXi = g+ T1AXe1 +.. +T AXipar HX k€

Where Ty=-(1-A1-...-A)(i=1,...,k-1)and M= - (I = A1 - ... - Ay).

Major interest is in matrix 1 = a ', where a= speed of adjustment to disequilibrium and

B’ = matrix of long-run coefficients, so that B’Xix represents up to a (n-1) co-integration
relationship. The test for co-integration is thus to determine how many r < (n-1) co-
integration vectors exist in 3, what amounts to test whether I'l = a B’ has reduced rank.

Tests are made by the statistiC A grace=-T

where ’s are the (n-r) smallest squared canonical correlations of X4 with respect to
AX: , corrected for lagged differences. T = sample size. An alternative test is

, using the maximum eigenvalue statistic (test whether there are r co-
integrating values against the alternative that r+1 exist).

The test for common business cycles is a test for serial correlation, based on two-
stage squares regression using the lagged value of all variables as the instruments.
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e) Rana (2006)70 studies whether increased trade and financial integration in East
Asia led to greater synchronization of business cycles.

Using annual GDP growth rates for 11 of the ASEAN+3 countries, simple 10-year
moving correlations between GDP growth of individual ASEAN+3 members and the
group (excluding the individual member) were calculated from 1989 to 2003.

Following Frankel and Rose (1998), the above correlations were recalculated using only
the cyclical component of GDP growth. In general, the more synchronized the economic
activity within the region, the higher the degree of resilience of regional activity to
outside shocks. In order to analyze more formally the relationship between trade
intensity and synchronization of economic activity, the following model was estimated:
corr IP (ipt=a+al Tl (i, )t + a2 corr RI (i, )t + eijt

where corr IP (i, j)t refers to the correlation of de-trended industrial production index
between country j and j at time ¢

T1 (i, )t refers to bilateral trade intensity index between countries j and j at time {
corr RI (i, j)t is the monetary policy coordination variable defined as bilateral correlation

of short-term real interest rate between country j and j at time ¢ .

lll.2.2 — The present estimates

The present work focuses on the differences in the contribution of each type of traded
product to increasing the homogeneity of output growth within each region. This
suggests a formulation (adapting Frankel and Rose (1988)) of the type:

corr IP (i,jx =a + B TINT_PG;+y TINT_OG; + p TRADE_PG+ u TRADE_OGt +¢;
where

corr IP (ij) = correlation of the GDP growth index between each i (‘hub’)
country and the | (‘spoke’) countries in period t

Y P. Rana (2006), Economic Integration in East Asia: Trends, Prospects and a Possible Roadmap. ADB,
Working Paper Series on Regional Economic Integration, No. 2, July
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TINT_PG; = bilateral trade intensity (in ‘producer goods’) between countries i
(‘hub’) and j (‘spoke’) in period t

TINT_OG; = bilateral trade intensity (in ‘other goods’) between countries i
(‘hub’) and j (‘spoke’) in period t

TRADE_PGt = trade of the region with the Rest of the World in ‘producer
goods’ in period t

TRADE_OG; = trade of the region with the Rest of the World in ‘other goods’ in
period t

This relation is estimated: i) for the set of ‘hubs’ and the set of ‘spokes’ in each
region; ii) for each ‘hub’ individually and all the ‘spokes’ in each region; iii) for each
‘hub’ and its likely area of influence, as indicated in the Annex.

This will allow for identifying the relative role of trade in intermediate products and
other goods on the synchronization of product cycles and compare, for the two
regions, their contribution to more homogeneous output growth.

l11.3 — The Basic Information

The trade data used for the calculations here come from the UN/COMTRADE
Database, and we have used the SITC Rev.3 classification of products. An ‘ad hoc’
databank was built. This allowed for the identification of what has been defined here
as ‘producer goods’, as well as the ‘other products’. In order to identify the ‘producer
goods’ we have defined a list of items at the 5-digit level (shown in the Annex). This list
comprises 1919 positions. For some items the SITC classification is limited to a 4-digit
position, and so they have been considered. ‘Other goods’ are essentially the
difference between total trade (in each bilateral trade flow) and the total amount of
‘producer goods’.

The period of analysis is 1992-2008"". Several Asian countries and some Latin
American (mainly Central American) countries do not have information of bilateral
trade with other partners at the five digit level in a number of years. There are two
possible explanations for that. a) some countries have started to present their trade

" The period of analysis is determined to a large extent by the very availability of information in the
UN/COMTRADE Database: most countries miss data for 1990-91, according to SITC Rev.3.
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statistics according to SITC Rev. 3 after some time, so the initial years of the series
are simply not available; b) there was actually no bilateral trade between some given
pairs of countries in some years. The latter should be not surprising for a number of
smaller Asian countries (in particular those countries with non-market economies) that
have only opened their economies to trade by the mid-1990s, but also for trade
between, say, some Central American and others, South American countries.

The way we have dealt with this situation was twofold. First we looked for alternative
information in the ‘partner’ countries, for the missing years. This has allowed to
fulfilling a number of missing values, after a critical analysis was undertaken, so as to
avoid very inadequate figures, given the well-known differences between trade flows
as reported by one or the other of the participating countries.

This was not sufficient, however. When no information was available neither from the
reporter nor the partner countries the alternative was to consider that there had been
no trade in those years, hence the value is zero. This seems to be a reasonable
approach, given that on a bilateral basis there is a high probability of no trade relation
in some years.

The databank consist of yearly information for each flow of products a) between each
pair of countries within each region; b) between each ‘spoke’ country and each of the
‘hub’ countries in each region; c) between each country and the rest of the world. The
information was so gathered for the so-called set of ‘producer goods’ as well as for the
total bilateral trade and for the ‘other goods’.

A second set of data concerned the rates of growth of GDP. These data were obtained
directly from the World Bank, World Development Indicators, 2010. Figures at constant
2000 values were used.

lll.4 - Identification of a ‘Regional Multiplier’

What is being called here the ‘regional multiplier’ is nothing more than a sequencing
whereby in a first moment one ‘hub’ country imports inputs from one ‘spoke’ country.
This allows for the ‘spoke’ country, in a second moment, to import final products from
the ‘hub’, and so successively, so that a virtuous process is formed where both
countries gain.

Ideally, therefore, the logic of a ‘regional multiplier would call for the analysis of the
sequencing between the exports of a ‘spoke’ country to a ‘hub’ country and the
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subsequent imports by the latter. This could be done with trade data at a monthly or at
most a quarterly basis. Nonetheless trade data at the disaggregated level used here
are only available on a yearly basis, so the alternative is to rely on the analysis of
correlations, as follows.

Let us define some vectors:

.exports of producer goods from spokes to hubs (XSpgH)

.exports of other goods from spokes to hubs (XSogH)

.imports of other goods by spokes from hubs (MSogH)

.imports of other goods from hubs by hubs (MHogH)

.imports of producer goods from hubs by hubs (MHpgH)

.exports of producer goods from spokes to spokes (XSpgS)

.exports of other goods from spokes to spokes (XSogS)

.exports of producer goods by spokes to ROW (XSpgRW)

.exports of other goods by spokes to ROW (XSogRW)

.imports of other goods by spokes from ROW (MSogRW)

.exports of producer goods by hubs to ROW (XHpgRW)

.exports of other goods by hubs to ROW (XHogRW)

Imports of other goods by hubs from ROW (MHogRW)

The analysis is based on the correlation indexes of the annual variations of each of
these variables over time. The idea is that the higher the correlation index the closer
the variations of two variables. This allows us to identify five possible relations that
would characterize significant regional links:

1. It is expected that the correlation between the variations of the exports of producer
goods by spoke countries to hubs and the variations of their imports of other goods from

the latter should be higher than the correlation between the variations of exports of
producer goods from spokes to hubs and the variation of spokes’imports of other goods
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from the Rest of the World. This is the most relevant relation as far as the idea of a
regional multiplier is concerned: it means that there is no ‘leakage’ in the process of
interaction between spokes and hubs, as reflected in the former imports from other
areas. Hence we should obtain:

Corr (AXSpgH. AMSogH) > Corr (AXSpgH. AMSogRW)

2. It is expected that the variations of trade between spoke and hub countries in other
goods should also be more correlated than the variations of trade of spoke countries
with the Rest of the World. Hence we should obtain:

Corr (AXSogH. AMSogH) > Corr (AXSogRW. AMogRW)

3. It is expected that the correlation between the variations of the exports of producer
goods by spoke countries to hubs and the variations of their imports of other goods
from the latter should be higher than the correlation between exports and imports by
hub countries in their trade with the Rest of the World. Hence we should obtain:

Corr (AXSpgH. AMSogH) > Corr (AXHogRW. AMHogRW)

4. The variations of trade among spoke countries (exchange of producer goods and
other goods) should be more closely correlated than the variations of the trade of
these countries with the Rest of the World: the exports of producer goods in exchange
for other goods should not be as intense in the case of trade with the Rest of the World
as with the hub countries. Hence we should obtain:

Corr (AXSogS. AXSpgS) > Corr (AXSpgRW. AMSogRW)

5. By similar reasons as in point (4) above, the variations of trade between hub
countries (exchange of producer goods and other goods) should be more closely
correlated than the variations of the trade of these countries with the Rest of the
World. This leads to:

Corr (AMHogH. AMHpgH) > Corr (AXHpgRW. AMHogRW)
Needless to say, the stronger condition for the existence of what is called here a
‘regional multiplier’ is the first of these relations. It is expected that these relations will

hold for Asia and not so much for Latin America, as illustrated in the next Section.

IV — Expected Outcomes
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IV.1 - Expected Scenario in Asia

Asia in general, and East Asia in particular, presents very unique conditions for
regional productive integration (Hamaguchi (2010): i) there are, within the region, a
large diversity of economic development conditions, thus providing a spectrum of
countries with varied technological intensities, hence allowing for a more defined
division of the regional division of labor; ii) not only there has been significant
improvement in transportation conditions in the region, but also the very fact that most
of the transport of merchandise trade is by sea provides ‘external economies’ whereby
investments in infrastructure aiming at the trade with the US and Europe are also
instrumental in facilitating regional trade; iii) several of the firms operating in the region
are mainly focused in the external market.

This reinforces the importance of studying the Asian case more closely.

There are four potential candidates for ‘hubs’ in Asia: China, Japan, India and South
Korea, jointly corresponding in 2008 to 85.8% of regional GDP. Their dependency on
trade with Developing Asia ranges from 26% (India’'s imports) to 49% (Japan’s
exports), according to ADB data.

There are 12 potential ‘spokes’: Bangladesh, Indonesia, Hong Kong SAR China,
Malaysia, Mongolia, Pakistan, Philippines, Singapore, Sri Lanka, Taiwan, China,
Thailand and Vietnam.

The presumed mechanism of a ‘regional multiplier’ would operate as follows. An
(exogenous) increase in the demand for, say, Chinese”™ products increases imports by
China manufactured intermediate products made in a regional ‘spoke’ (country A’s),
required to support China’s productive process.

A’s exports to China increase at higher rates than A’s exports to the Rest of the World
(ROW) (trade with a ‘hub’ is the dynamic component).

2 A smart reader might of course question why the list of Asian countries does not comprise also Brunei
Darussalam, Lao and Myanmar, since these countries are among the ten ASEAN members. There is no
prejudice whatsoever. The basic reason is essentially empirical, given their limited external trade. The
three countries have a good deal of their trade related to border activities with China. But in the case of
Brunei over % of its exports are oil and gas, and still incipient garment exports (negatively affected by the
elimination of its quota by the US in 2004). Lao is not a WTO member, hence trade policies follow diverse
disciplines; its main exports are timber, wood processing, agricultural products and forestry products. In a
similar way, Myanmar exports mostly agricultural products, wood, gem stones, fruits and nuts. These
countries do not present, therefore, the profile that has characterized most of the Asian trade recently,
with an increasing importance of trade in manufactures.
> Or any of the other ‘hub’ countries.
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A’s export increase fosters A’s industrial production and A’s income. This allows for an
increase, in a subsequent period, of A’s imports of final goods from China. This ‘spill-
over effect’ on imports from China takes place with higher intensity than on imports
from ROW (due to lower relative costs, consumer preferences and closer trade
networks).

As a consequence, China’s growth: a) was made viable by the use of regional parts; b)
had a ‘multiplier effect’ on neighboring countries and c) had positive effects on China’s
own trade balance and re-stimulates a renewed demand for A’s products once again,
etc.

It is expected that given the productive linkages among Asian countries a similar
(although eventually less intense) relationship is found with regard to Japan, India and
South Korea. In the case of India it is expected that such relation is probably becoming
more intense in recent years with other South Asian countries. It is up to empirical
analysis to confirm this hypothesis.

IV.2 - Probable Scenario in Latin America’™

In Latin America there is hardly a set of mechanisms for monetary and financial
cooperation comparable to those found in Asia. Also, the share of intra-regional trade
on total trade is smaller and there are differences between the two regions in the
product structure of regional trade flows, as well as in the incidence of fragmentation of
productive processes > This leads to expectations of a less relevant ‘regional
multiplier’ than in Asia.

According to the criteria adopted here there are three potential ‘hubs’ in Latin America:
Brazil, Mexico and Argentina76, jointly corresponding in 2008 to 73.6% of total regional
GDP. It is known from start that Mexican trade relations are essentially centered in

™ This work does not consider the Caribbean countries. This can be justified on the grounds of the
heterogeneity of the economies of those countries, the high importance of the service sector as a source
of foreign exchange for several of those countries and the special treatment that the exports from several
of those countries receive from (mostly European) counterparts, as different from Latin American
countries. For similar reasons we do not consider also other small economies such as Belize, French
Guyana, Guyana and Suriname.

& Apart from other typical Latin American features, such as the remaining barriers on bilateral trade and
the political dimension of integration arrangements.

7 According to UN/ECLAC Trade Databank BADECEL in 2009 Argentina exported to Latin America and
the Caribbean 42.3% of its total exports and imported 38.6% of its total imports. The corresponding
figures for Brazil are 22.5% and 17.7% respectively, and for Mexico 6,4% and 4.4%, meaning a much
limited relationship than in Asia.
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North America, so there is no significant expectation about the actual links with other
Latin American countries. This is, again, a matter for empirical investigation.

There are 14 potential 'spoke’ countries: Costa Rica, El Salvador, Guatemala,
Honduras, Nicaragua, Panama, Bolivia, Chile, Colombia, Ecuador, Paraguay, Peru,
Uruguay and Venezuela, R.B..

A presumed regional transmission mechanism via trade in Latin America would
apparently work as follows. A (exogenous) increase in the demand for say, Brazilian’’
products would stimulate Brazilian GDP growth and an increase in its imports.

As different from the Asian case, however, the direct links between Brazilian productive
process and the supply of producer goods by neighboring countries are far less relevant
than the links between, say, China and its neighbors, hence the corresponding increase
in Brazilian imports might benefit the exports from:

) neighboring countries, insofar as there is actually demand for the goods
they produce

1)) the ROW, for the supply of the producer goods required to sustain the
higher level of production as well as to satisfy the excess demand for final
goods

If additionally the growth in Brazilian GDP allows for gains from scale and hence
boosts Brazilian exports of manufactures to regional ‘spoke’ countries, this means a
higher presence of Brazilian products in the domestic market of those countries and is
likely to raise the probability that they will adopt renewed trade barriers.

Given the relevant price/income elasticities (as well as consumer preferences,
distribution chains, etc) the effect of growth of Brazilian GDP over imports from ROW
is likely to take place more intensely than over exports from ‘country LA’ - a matter for
empirical verification.

The exports by the ‘spoke’ country to Brazil increase the industrial production in that
country and help its trade balance. But as different from the Asian case that ‘spoke’

7 Or, for that matter, Argentine or Mexican.
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country also opts for more intense imports from ROW than from Brazil (to be tested
empirically).

As a consequence:

1) the composition of regional trade flows imply a limited space for
a regional multiplier effect and

i) there is a limited chance of a ‘second-round effect of the
improved trade balance and the increase in GDP of the ‘spoke’
country stimulating Brazilian exports78 and subsequently a second
round of Brazil's demand for ‘country LA’s products

The outcome is that as different from what is expected in Asia, namely a virtuous
process where the positive shocks in one economy reflects positively also over other
economies In the region, given the composition of trade, in Latin America the above
characteristics are more likely to lead to a ‘stop-and-go’ process of regional trade, with
the frequent adoption of barriers to regional trade.

V — The Object of Analysis - A sketch comparison of the two sets of countries

There is already an impressive literature comparing Asia and Latin America, according
to several aspects. It is well-known, for instance, that on average Latin American
economies lag behind their Asian counterparts with regard to the relative importance
of intra-regional trade, in terms of output growth, in terms of savings, in terms of
degree of openness to trade, the amount of foreign exchange reserves and other
dimensions.

This Section provides a brief comparison of some indicators of the two regions and
stresses, in several cases, the situation found in those countries that have been
considered here as regional ‘hubs’ and ‘spokes’. This provides the background
scenario for the analysis of the quantitative results obtained in the work. The
comparison is presented in five blocks of indicators, as follows:

® The degree of openness to trade of the Brazilian economy, coupled to the relative diversification of its
productive structure also diverts part of the demand stimuli to domestic suppliers, again presumably
different from what is observed in Asia.
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a) selected macro indicators

The first aspect to consider is the actual level of wealth in each region, as indicated by
per capita GDP. Table 1 shows the basic figures.

Table 1 - GDP per capita (current US$) — weighted average 2000-2008 (*)

Hub countries

Latin America 6114
Asia 19261
Spoke countries
Latin America 4911
Asia 9455
Asian ‘spoke’ countries excluding 1969
Hong-Kong, Singapore and Taiwan,
China

Source: World Bank, World Development Indicators, 2010  (*) weight: current GDP

It is quite clear that the fact of finding in Asia some of the biggest economies in the
world makes the comparison of per capita income unfair in relation to Latin America.
At least insofar as the ‘hub’ countries are concerned. The ratio is of the order of 3:1
between the two regions.

There are also some ‘spoke’ countries quite rich in that region, hence the ratio of per
capita income for ‘spoke’ countries is 2:1, a bit lower than in the case of the ‘hubs’, but
still an indication of much more opportunities to make business. If we drop three of
those ‘spoke’ countries with exceptionally high income per capita, however, the
average Latin American countries would compare quite favorably (2.5 times) with the
remaining nine Asian countries.

The basic message from Table 1 is, therefore, that Asia can provide much substantive
space for business stemming from the wealth of a number of countries, far above what
Latin America can aim at, but it is also a region with pronounced disparities in terms of
per capita income among countries. It might be expected therefore, that productive
complementarity among the countries in that region should provide a significant
stimulus for growth of the smaller economies than is the case in Latin America.
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Asia has also shown recently more dynamism than Latin America, in terms of
improving its productive capacity. Table 2 shows the average Gross Fixed Capital
Formation in the two regions in the last decade.

Table 2 - Gross Fixed Capital Formation (as % of GDP) — average 2000-2008 (*)

Hub countries

Latin America 18

Asia 26
Spoke countries

Latin America 20

Asia 22

Source: World Bank, World Development Indicators, 2010  (*) weight: current GDP

There is a marked difference in the pace of investment among the ‘hub’ countries in
the two regions, with Asian ‘hubs’ investing a share of their product 1.5 times bigger
than their Latin American counterparts.

The Asian rhythm is also more intense in the comparison of ‘spoke’ countries, but less
markedly so. It is also interesting to notice that in Latin America the ‘hub’ countries had
a slower pace of investment in this period than the ‘spoke’ countries, whereas in Asia
the opposite situation applies. Even though the differences are marginal, this should
have led — in Latin America — to an increased number of opportunities to trade by the
end of the decade, as compared to the initial period.

Part of the reasons why Asian economies have been more dynamic in capital
formation is that they commit a lower proportion of income into consumption
expenditures, as compared to Latin Americans. Table 3 shows the basic data.

Table 3 - Gross Domestic Savings (as % of GDP) — average 2000-2008 (*)

Hub countries

Latin America 20

Asia 31
Spoke countries

Latin America 24

Asia 29

Source: World Bank, World Development Indicators, 2010  (*) weight: current GDP
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For both groups of countries — hubs and spokes — once again the figures for Asia
surpass the corresponding indicators for Latin America. But it is interesting to notice
also that the lowest commitment to save is found in the Latin American group of ‘hub’
countries. It is even lower than in the Latin American ‘spokes’: if in Asia there are
higher savings and investment in the ‘hubs’, in Latin America it is the ‘spoke’ countries
that have saved and invested more.

This higher propensity to consume found in Latin America is very likely associated to
the structure of income distribution. As is well known, this region presents one of the
highest degrees of income concentration in the world. Although there has been
significant improvement in recent years, the degree of concentration remains high.
Certainly much higher than in Asia. Table 4 illustrates the point, with data around the
year 2005.

Figures for the income share held by the highest 10% are systematically higher in
Latin America, with a range of 33.5-45.9, whereas in Asia the corresponding indicator
has an interval of 21.7-34.9. There are a number of explanations for the differences in
saving rates between the two regions; some of them stress institutional characteristics,
others put emphasis on the lack of adequate social security programs and yet others
would refer to cultural aspects. It goes beyond the present purposes to provide an
explanation.

Suffice to say that it would require a quite high propensity to save (and favorable
conditions to invest) to compensate for the fact that 90% of the Latin American
population receives only about 60% of the income and hence a relatively limited
availability of disposable income.
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Table 4 - Income share held by the highest 10% - circa 2005

Latin America Asia
Argentina 37.3 Bangladesh 26.6
Bolivia 44.1 China 31.4
Hong Kong SAR, China

Brazil 44.4 0] 34.9
Chile (a) 41.7 India 31.1
Colombia (a) 45.9 Indonesia 32.3
Costa Rica 35.5 Japan (c) 21.7
Ecuador 42.0 Korea, Rep. of (d) 22.5
El Salvador 37.0 Malaysia (b) 28.5
Guatemala (a) 42.4 Mongolia 24.8
Honduras 43.5 Pakistan 26.5
Mexico (a) 37.9 Philippines (a) 33.9
Nicaragua 41.8 Singapore (d) 32.8
Panama (a) 41.4 Sri Lanka (e) 33.3
Paraguay 41.8 Taiwan, China ..
Peru 40.7 Thailand (b) 33.7
Uruguay 33.5 Vietnam (a) 29.8
Venezuela, R.B. de 35.7

(a) 2006: (b) 2004; (c) 1993; (d) 1998; (e) 2002; (f) 1996
Source: World Bank, World Development Indicators 2010

These four indicators provide a departure point, as they indicate the major differences
between the two regions, in terms of trade opportunities — reflected both in per capita
income as well as more intense investment — and suggest that a more equitable

income distribution might contribute to higher savings and hence higher probability of
obtaining a virtuous cycle, via investment.

b) The role of the external sector

The next set of indicators focuses on the actual role of external trade for these
economies. This is often measured in terms of the degree of openness of the

economies. Table 5 presents some information in this regard. Specific country

information is found in the Annex.
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Table 5 - Merchandise trade as percentage of GDP — 1990 - 2008

1990-99 2000-08 1990-99 2000-08
Latin 26.4 39.3 Asia (%) 33.5 51.0
America (*)
Hub countries
Latin 23.2 36.8 Asia (%) 21.2 36.1
America (*)
Spoke countries

Latin 37.9 46.8 Asia (%) 106.5 133.6
America (*)

Asia without | 62.1 81.7

Hong-Kong,

Malaysia

and

Singapore

(*) weighted regional average (weight: GDP in current US$ dollars)
Source: World Bank, World Development Indicators 2010

The first point to notice in Table 5 is that both regions have intensified their degree of
relationship with the external market between these two periods. In both cases the
share of merchandise trade in GDP is higher in 2000-2008 than in the previous
decade.

The second aspect worth noticing is that Asian economies are far more open to trade.
In Asia the ratio of trade to GDP has remained throughout these two decades some
30% higher than in Latin America. When we group the countries into ‘hubs’ and
‘spokes’, however, some surprises show up.

To start with, Latin American ‘hubs’ are on average more open to trade than the Asian
‘hubs’. This has been so in the two decades. Also, ‘spoke’ countries are more open to
trade than the ‘hubs’. This is true in both regions, and should not be a surprise, since
smaller economies tend to depend more on the external sector than the economies
with large domestic markets.

When we compare the indicators for ‘spoke’ countries in the two regions the usual
picturing of a higher degree of openness in Asia stands out. This is true even when the
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calculation disregards some atypical cases of Asian countries where trade accounts
for more than 100% of their GDP. Even so, the remaining countries are more open to
trade than their Latin American counterparts. This is consistent with the findings in
Table1, of lower GDP per capita in Asian ‘spokes’ than in Latin America: smaller
economies tend to trade more.

Not surprisingly, this higher dependency on the external market has as one of its
consequences an important contribution of the external activities to the generation of
income, including government income. This is relevant for the present argument, to the
extent that further trade liberation — be it on a preferential or a multilateral basis - imply
by definition less tariff revenue stemming from imports. Table 6 illustrates the situation
in 2006.

Figures on Table 6 are as a whole consistent with previous information of Asian
countries being more dependent on the external market, as the figures are on average
much higher than in Latin America. In this latter region the highest indicator is 15.8%,
and there are only two cases above 10%. In Asia, differently, the maximum figure is
31% and there are no less than five countries with figures over 10%.

Table 6 - Taxes on international trade as percentage of fiscal revenue(circa 2006)
Latin America Asia

Argentina (a) 15.8 Bangladesh 30.9
Bolivia 2.1 China 51
Brazil 1.9 Hong Kong SAR, China .
Chile 1.6 India 15.2
Colombia 8.8 Indonesia (a) 3.0
Costa Rica (b) 5.1 Japan (g) 1.2
Ecuador (c) 11.3 Korea, Rep. of 3.3
El Salvador 6.0 Malaysia (h) 5.6
Guatemala 9.6 Mongolia 4.7
Honduras 5.1 Pakistan 13.0
Mexico (d) 4.1 Philippines 20.3
Nicaragua 4.6 Singapore 0.1
Panama (e) 8.6 Sri Lanka 14.6
Paraguay 8.2 Taiwan, China .
Peru 4.1 Thailand 6.2
Uruguay 5.1 Vietnam
Venezuela, R.B. de () 4.9

(a) 2004; (b) 2008; (c) 1994; (d) 2000; (e) 2001; (f) 2005; (g) 1993; (h) 2003
Source; World Bank, World Development Indicators 2010
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This reflects, of course, both the degree of trade dependency of each country as well
as the actual fiscal policies adopted by each country. Notice that the previous
argument of a closer relation of smaller countries with the external demand is not
directly applied to the case of fiscal revenue, as some of the highest figures concern
quite populous countries, with presumably a large domestic market. This calls for a
closer look on the actual trade policy adopted by these countries.

c¢) Trade policy

For the sake of comparison of the actual degrees of involvement with the external
market we need, therefore, additional comparable information with regard to the
policies towards the external sector.

One such indicator is the height of import tariffs actually applied by each country. This,
of course, does not take into account the myriad of non-trade barriers most countries
adopt. But a detailed account of the trade policy surpasses the actual objectives of this
work. Table 7 provides some basic figures for comparison. Specific country figures
disaggregated at sector level are presented in coming paragraphs and in the Annex.

Table 7 - Tariff rate, applied, weighted mean, all products (%)

2001 2007 2001 2007

Latin America (*) | 12.5 4.4 Asia (%) 6.8 3.7

Hub countries

Latin America (*) | 13.7 3.6 Asia (%) 10.2 4.6

Spoke countries

Latin America (*) | 9.5 6.0 Asia (%) 3.0 2.3

(*) weighted regional averages (weight: total imports)
Source: World Bank, World Development Indicators 2010

There is little surprise in showing that both regions have reduced their fiscal barriers to
trade in recent years. If anything, Latin America experienced a far more pronounced
reduction, and by 2007 the average tariff rate in the two regions was quite close,
around 4%.
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The same is true for the groups of regional ‘hubs’ and ‘spokes’ in both cases. Once
again, figures for Asia are in most cases smaller than for Latin America, but the
intensity of reduction in the latter region has been more intense.

It is remarkable to notice in particular the indicator relative to the Latin American
‘spoke’ countries. It was reduced between the two years, but remains higher than both
the average tariff rate adopted by the Latin American ‘hubs’ and three times higher
than the tariffs adopted by the Asian ‘spokes’. Latin American countries still have a
long way to go in reconsidering their tariff barriers: they remain higher than in the
Asian counterparts, even though Latin American economies have, in the last decade,
increased their degree of openness and depend less on import tariffs as a source of
fiscal revenue.

A complementary indication of the facilities to trade in each region can be obtained
from the comparison of the paperwork required for exporting and importing activities.
This is not only a ‘proxy’ for non-tariff barriers on imports, but also an indicator of the
facilities provided to traders in each economy at each given moment. Table 8
summarizes some information in this regard. Specific indicators at the country level
are presented in the Annex.

Table 8 - Number of documents (*) required for external trading — 2005-2008

Export Import
2005 2008 2005 2008
Latin America 7.2 7.2 8.4 7.6
Asia 6.9 6.2 9.3 6.4

Hub countries

Latin America 7.3 7.3 6.3 6.3

Asia 6.3 5.8 9.8 6.5

Spoke countries

Latin America 7.1 7.2 8.9 7.9

Asia 7.1 6.3 9.1 6.4

Source: World Bank, World Development Indicators 2010
(*) average values, weighted by total export and import values
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The procedures to export are easier in Asia than in Latin America, as far as the
number of documents required is concerned. Even more, that number has decreased
on average in Asia between 2005 and 2008, while no change is detected in Latin
America.

A similar picturing is observed with regard to the ‘hub’ countries in both regions.
‘Spoke’ countries present, however, a different outcome, with increasing facilitation in
Asia, but a light increase in Latin America.

A rather different scenario follows from the import side. Both regions have simplified
the procedures to import, reducing the average number of required documents. Once
again, the intensity of liberalization in Asia was more pronounced than in Latin
America, judging by this indicator. This outcome is confirmed by the indicators for both
the ‘hub’ countries (Latin Americans did not change at all) and the ‘spoke’ countries,
where the reduction of number of documents to import was far more intense in Asia.

Judging from these figures, therefore, it would appear that, in addition to Asia
presenting some of the richest economies in the world, higher savings rate and higher
investment dynamism, we have: i) Asian economies are overall more open to trade
than Latin Americans; ii) Latin American ‘hubs’ have reduced their tariffs further than
the Asian ‘hubs’; iii) Latin American ‘spokes’ remain more protectionist than the
regional ‘hubs’ and the Asian countries in general; iv) both regions have simplified the
procedures to import, but the export sector experiences higher administrative barriers
in Latin America than in Asia. The relatively higher degree of protection against
imports remaining in Latin American ‘spoke’ countries is certainly an obstacle to
fostering regional trade links: the high number of preferential agreements signed
among Latin American countries has not materialized in eliminating remaining and in
some cases substantive barriers in regional trade.

d) The composition of output and trade

In order to complete this background scenario for the present work it remains to
characterize the composition of trade flows in each region. As stated in Section llI
most of the focus of the present analysis is centered on trade of ‘producer goods’,
which belong mostly to the manufacturing sector. It is convenient, therefore, to have a
broad idea of that sector in each group of countries, as well as the characteristics of
trade in manufactured products.
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Table 9 shows the relative weight of the industrial sector in the productive structure of
each region. Country-specific indicators are shown in the Annex.

Table 9 - Value-added in Industry as percentage of GDP — 1990-2008

1990-99 2000-08 1990-99 2000-08
Latin 31.7 32.4 Asia (%) 36.3 35.0
America (*)
Hub countries
Latin 30.7 30.5 Asia (%) 39.7 38.9
America (*)
Spoke countries
Latin 35.3 38.0 Asia (%) 33.3 33.4
America (*)

(*) weighted regional averages (weight: GDP)
Source: World Bank, World Development Indicators 2010

The two regions show on average quite similar degrees of industrialization. If anything,
in Latin America there has been in these two decades a slight increase in the relative
weight of industry in total production, in parallel to a small reduction in Asia. Probably
the increased importance of the service sector in Asia explains part of this outcome.

The interesting part of this set of indicators follows from the analysis of the ‘hubs’ and
‘spoke’ countries. According to Table 9 there has been no significant change in the
relative importance of industry neither in the ‘hubs’ in both regions nor in the Asian
‘spokes’. But there was an impressive increase in this indicator for the Latin American
‘spokes’. The higher indicators of tariff and non-tariff barriers in Latin America would
suggest that a good deal of the increase in the industry/GDP ratio has a component of
import substitution. As far as the argument considered in this work is concerned, this
by itself should mean increased opportunities for trade in manufactures, hence higher
possibilities for regional trade in ‘producer goods. This calls for the analysis of the
participation of manufactured goods in the exports of these countries. This is shown in
Table10. Country figures are shown in the Annex.
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Table 10 - Manufactures exports as percentage of merchandising exports 1990-2008

1990-99 2000-08 1990-99 2000-08
Latin 52.2 54.7 Asia (%) 86.6 86.5
America (*)
Hub countries
Latin 61.5 65.6 Asia (%) 91.2 90.2
America (*)
Spoke countries
Latin 19.4 19.7 Asia (%) 81.4 81.1
America (*)
Asia without 63.8 69.6
Hong-Kong,
Singapore
and Taiwan,
China

(*) weighted regional averages (weight: total export value)
Source: World Bank, World Development Indicators 2010

Table 10 shows that on average the participation of manufactures in Asian
merchandise exports is 1.6 times higher than the corresponding figure in Latin
America. Comparing the two last decades, there has been a small increase in that
participation in the case of Latin America, in parallel to stability in the case of Asia.
This is consistent with the previous indicator of an increase of the weight of industry in
total value-added in Latin America, and is reflected in the indicators for both ‘hub’ and
‘spoke’ countries.

Both Latin American ‘hubs’ and ‘spoke’ countries have increased their share of
manufactures in total merchandise exports. In spite of the more intense increase in the
industry-GDP ratio Latin American ‘spoke’ countries, the variation in Latin American
‘hubs’ has been by far more significant. The remaining barriers to trade might be part
of the reasons for this outcome.

In general terms here, too, Latin American indicators are much lower than the
corresponding Asian results, be it in a regional average, or by the comparison of ‘hubs’
or the ‘spoke’ countries, in each region. And this differential remains even when we
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drop some Asian countries with extremely high share of manufactured exports. As a
matter of fact, the Asian country in this group with the lowest share of manufactures in
merchandise exports — Mongolia, with an average percentage in 2000-08 of only
25.2% - surpasses no less than 9 Latin American countries in this indicator.

Both regions have recently experienced also modifications in the geographical
orientation of their merchandise trade. Table 11 shows that for these two regions the
relative importance of high-income economies was reduced quite significantly between
the two decades, both as destination for exports as well as from source of imports.
This is most intense in South Asia, but it is true for the three regions/sub-regions
considered in the Table.

By and large this movement has corresponded to an increased importance of trade
relations with other developing economies. For the three groups of countries in Table
11 there has been an increase in the relative importance of exports and imports to
developing economies outside the region. This reinforces the perception of an
increasing importance of the so-called ‘South-South’ trade in recent years. For the
Asian countries it has also corresponded to an intensification of intra-regional trade,
and quite intensely so in East Asia & Pacific countries. The remarkable aspect to
emphasize in Table 11 is that for the Latin American & Caribbean countries there has
in fact been in these two decades a reduction of the exports within the region (not so
for imports), what only adds to the relevance of a comparative analysis.

In summary, therefore, the countries in Asia and Latin America have become more
intensely involved with the external market in recent years, as reflected in the
indicators of the contribution of merchandise trade to GDP and the indicators of lower
tariffs and less bureaucratic burden for traders. A good deal of this movement reflects
an increasing interaction with developing economies outside each of these regions,
and less dependence from high-income markets.
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Table 11 - The Geographical Orientation of Trade — 1990-2008(percentage of

total merchandise trade)

| 1990-99 | 2000-08 | 1990-99 | 2000-08
Exports Imports
To high-income economies From high-income economies
East Asia & East Asia &
Pacific 84.6 78.7 | Pacific 83.0 71.1
Latin Latin
America & America &
Caribbean 74.3 72.9 | Caribbean 76.6 68.0
South Asia 76.8 70.1 | South Asia 72.4 55.6
To developing economies within each From developing economies within each
region region
East Asia & East Asia &
Pacific 7.0 10.0 | Pacific 7.0 13.4
Latin Latin
America & America &
Caribbean 17.0 16.0 | Caribbean 16.3 17.5
South Asia 4.2 5.9 | South Asia 3.6 4.5

To developing economies outside the

From developing economies outside the

region region
East Asia & East Asia &
Pacific 7.0 10.8 | Pacific 7.2 12.5
Latin Latin
America & America &
Caribbean 51 7.8 | Caribbean 4.7 7.7
South Asia 16.2 21.6 | South Asia 12.7 15.2

Source: World Bank, World Development Indicators 2010

One last indicator relevant for the present purposes is the relative participation of
products with high-technology intensity in total manufactured exports in each region.
Because the central argument for this work is linked to regional trade in producer
goods, and a good deal of these products is basically manufactured goods with
incorporated technology, such as the electronic components, it is relevant to know
what has actually happened to trade in these products in general. Table 12 shows the
figures. Country data are presented in the Annex.
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Table 12 - High-technology exports as percentage of total manufactured
exports — 2000 and 2007

2000 2007 2000 2007

Latin 16.1 11.1 Asia (%) 32.8 28.9
America (*)

Hub
countries

Latin 201 14.2 Asia (%) 25.9 25.8
America (*)

Spoke
countries

Latin 6.8 53 Asia (%) 40.6 33.9
America (*)

(*) weighted regional averages (weight: total export value)
Source: World Bank, World Development Indicators, 2010

Table 12 shows that there was between 2000 and 2007 a reduction in the relative
importance of high-technology products among total manufactured exports, and this is
true in both regions. Three other features stand out from this Table. First, and as
expected, from the indicators shown so far, the percentage of high-technology exports
is much higher in general in Asia than in Latin America. In the case of the ‘spoke’
countries the difference reaches a proportion of 6:1. Second, that percentage
remained relatively stable in Asian ‘hubs’, whereas the reduction has been significant
in the Latin American ‘hubs’. Third, even when there has been an overall reduction in
this indicator (on regional average, as well as for each group of countries), that fall in
Latin America has been proportionally more intense than in Asia.

The overall picturing, from the viewpoint of Latin America is, hence, that there has
been in the last decade an increase in industrialization, that has taken place with low
rate of investment and smaller but still significant barriers to trade, compared to other
regions, and this process was more intense in the ‘spoke’ countries. This has allowed
for an increase in the share of manufactures in total exports, but not so for high-
technology products, whose relative weight was actually reduced. A good deal of trade
performance has been associated to South-South trade outside the region, and the
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dynamic component of trade in manufactures has been in products of low and
medium-technological content. Very likely, final goods.

e) More on policies towards trade and foreign investment

The literature on recent trade growth in East Asia often stresses three major aspects.
A substantive part of the overall performance of these economies is associated to the
increase in foreign direct investment, mainly by transnational corporations concerned
with reducing production costs. This has motivated significant changes in trade policy
by those economies, and as a result a significant component of intra-regional trade
reflects the existence of increasingly integrated productive processes, where
components are produced in different countries. This is a process that started in the
mid-1980s but accelerated since then. Economic integration has been largely market-
driven. Table 13 allows for a picturing of what happened to foreign direct investment in
Asia and in Latin America. Specific country data are found in the Annex.

Table 13 - FDI Inflow — 1990 - 2008

Region 1990- 2000-08 Variation FDI as share (%) of GDP
929
(A) (B) (A/B) 2004 2008
Average value (US$ (%)
million)
Latin America 2056 4315 109.9 3.3 4.6
Asia 5054 12011 137.6 4.3 5.8

Hub Countries

Latin America 8585 17083 99.0 2.8 2.5

Asia 8745 25527 191.9 1.3 1.9

Spoke Countries

Latin America 657 1474 124.4 3.4 5.1

Asia 3712 7096 91.2 54 7.3
Source: World Bank, Trade Division database
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Table 13 shows that — in a similar way as in trade — the two regions have increased
their links with the international market in recent years. Not only have the actual
amount received as foreign direct investment increased in the periods considered but
there was also an increase in the weight of the external resources on GDP in both
cases. The bigger economies in Asia have attracted a larger amount of resources, but
in relative terms this has accounted for a smaller share of total product than in the
Latin American hubs.

For the sake of the present work what is remarkable to notice is that the comparison of
the ‘spoke’ countries in the two regions indicates a peculiar outcome. The amount of
resources invested in the Asian ‘spoke’ countries is much higher than in the Latin
American ones, although investment in the latter has increased at a much higher rate.
This has led to an average rate of FDI/GDP in the Asian ‘spoke’ countries much higher
than observed in any other group. This indicator reinforces the expectation that such a
massive inflow of external resources is likely to have had impact on the external trade
of these countries.

The second argument associated to the recent growth and trade performance of Asian
economies has to do with the intense multilateral opening to trade that took place in
those economies. As a matter of fact, the ASEAN4 countries (Indonesia, Malaysia,
Philippines, and Thailand) responded to the investors from Japan and other
economies Iin the region by liberalizing their policies towards trade and foreign
investment. The massive inflow of investment contributed to the export boom in
manufactures. This was followed by a new group of countries that have adopted pro-
trade policies, such as Cambodia, Lao People’s Democratic Republic, Myanmar, and
Viet Nam (Chia (2010)").

Starting in 1992, the ASEAN countries embarked upon a program of trade
liberalization, centered on the formation of a free trade zone among the member
countries. The initial target of the proposed trade reforms was that countries in the
zone were to impose tariffs of no more than 5 per cent on most products traded in the
region. Other non-tariff barriers were to be eliminated entirely. At the same time,
however, member countries could maintain their own trade regimes against the rest of

’® Siow Yue Chia. Trade and Investment Policies and Regional Economic Integration in East Asia. ADBI
Working Paper Series No. 210 April 2010



the world. Table 14 illustrates the trajectory of MFN tariffs since the early 1990s in Asia
and in Latin America.

Table 14 - Weighted average MFN tariffs — 1992 - 2008

All products Manufactures Primary products
1992 2008 1992 2008 1992 2008
Latin America
Argentina 12.7 53 13.7 59 5.8 13
Bolivia (a) 9.4 4.1 9.3 4.1 10.0 3.3
Brazil 15.7 6.7 20.9 9.3 8.2 1.1
Chile 11.0 1.0 10.9 0.8 11.0 1.4
Colombia 10.6 8.7 10.5 9.4 10.6 7.7
Costa Rica (b)(f) 8.6 3.8 8.0 3.8 10.5 5.1
Ecuador (a) 8.2 5.4 8.4 5.5 6.4 4.2
El Salvador (b) 9.2 3.1 8.7 3.9 10.2 2.4
Guatemala (b) 8.7 3.0 8.1 3.5 10.2 2.4
Honduras (b) 9.0 3.2 7.6 3.1 12.9 3.5
Mexico (b) 7.3 1.9 7.5 2.2 5.7 0.9
Nicaragua (b) (f) 5.6 3.6 4.6 3.4 7.1 3.9
Panama (c) 10.6 7.1 11.0 6.8 9.6 7.9
Paraguay (d) 8.0 3.3 8.1 3.9 7.6 1.1
Peru (a) 16.4 2.1 16.6 2.3 15.8 1.7
Uruguay 5.8 3.6 5.8 4.9 5.8 1.1
Venezuela, R.B. 16.4 11.4 16.7 11.6 14.7 10.0
Asia

Bangladesh (d) (f) 77.2 11.0 86.9 13.1 55.5 7.3
China 32.2 3.9 36.4 5.8 14.0 2.4
Hong Kong SAR,

China 0.0 0.0 0.0 0.0 0.0 0.0
India 27.5 6.1 42.9 5.9 9.2 7.3
Indonesia (a) (f) 12.5 3.6 14.5 4.4 6.0 2.6
Japan 3.9 1.3 2.3 1.6 5.8 1.2
Korea, Rep. of (f) 8.5 7.1 9.9 4.8 6.3 11.6
Malaysia (a) (f) 8.4 3.1 9.1 3.4 4.6 2.3
Mongolia (e) 4.3 5.1 3.7 49 5.1 5.4
Pakistan (b) 435 9.0 49.6 12.3 36.1 6.3
Philippines 14.7 3.6 14.9 2.7 13.9 5.2
Singapore 0.0 0.0 0.0 0.0 0.0 0.0
Sri Lanka (a) (Q) 30.0 7.4 26.6 6.6 43.3 9.2
Taiwan, China 9.1 1.9 10.3 1.9 6.7 2.0
Thailand (g) 35.0 4.6 35.1 5.8 34.5 2.1
Vietnam (d) 21.1 10.6 12.7 11.0 48.0 10.2

(a) 1993; (b) 1995; (c ) 1997; (d) 1994; (e) 2005-2008; (f) 2007; (g) 2006/ Source: World Bank, World Development

Indicators 2010




Table 14 shows that in Latin America in general the average MFN tariffs in 2008
corresponded to 1/2, 1/3 or a higher proportion of their level in 1992. The most
noticeable exceptions are Colombia and Venezuela R.B., with much smaller reduction
than other countries, and Chile, with by far the most aggressive open-trade approach
in the region.

In Asia, at the same time, with the sole exceptions of Mongolia, with small increases
for the period with available information (2005 and 2008) and — even more remarkable
— the impressive increase of Korean tariffs on primary products, it can be said that in
general the magnitude of tariff reduction in the region was far more intense than what
is observed in Latin America. Two of the countries — Hong-Kong and Singapore (the
‘city-countries’) are totally open to trade, with no tariffs, and in several countries the
average tariff level has been reduced to one-fifth or less or the levels observed at the
beginning of the period. As an outcome, as shown previously, the average MFN tariff
rates applied in the region are much lower than in Latin America.

Active policies towards foreign investment and trade have certainly contributed to the
performance of these economies. But in parallel, numerous regional groupings and
forums have emerged, giving rise to overlapping groupings of varying geometry. Most
of these groupings are centered on ASEAN, which acts as a ‘hub’ for several
initiatives: the AFTA —ASEAN'’s agreements on trade in goods, AFAS — agreement for
trade in services, AIA - ASEAN Investment Area and AEC - ASEAN Economic
Community. As in Latin America, there are an increasing number of preferential
agreements between ASEAN and other countries, like the ones with China, Japan,
Korea, India, Australia-New Zealand, European Union and Gulf Cooperation Council,
the so-called ASEAN+3 (ASEAN countries plus China, Japan, and Korea), and the
ASEAN+6 (the ten original ASEAN Countries plus China, Japan, South Korea, India,
Australia and New Zealand). Other initiatives apart from ASEAN comprise the South
Asia Free Trade Agreement, the Trans-Pacific Strategic Economic Partnership, and
the Asia Pacific Economic Cooperation forum (APEC).

ASEAN was created in 1967 and focused initially on security and political cooperation.
Economic integration objectives were modest until 1992 (even though there existed
the Preferential Trading Agreement and some investment cooperation), with the
creation of AFTA — ASEAN Free Trade Area and its enlargement to ten country-
members. This of course corresponded to the end of the Cold War, what allowed to
the adhesion of Vietnam (1995), Lao and Myanmar (1997) and Cambodia (1999),
economies that have since the mid-1980s undertaken significant market-oriented
policy reforms, liberalizing trade and adopting active investment policiesso.

% Emiko Fukase, Will Martin. Free Trade Area Membership as a Stepping Stone to Development The
Case of ASEAN. The World Bank. WDP421. February 2001.
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This wave of regional trade preferences has even stimulated changes in the traditional
position of some large economies in the region. Until the late 1990s China, Japan and
South Korea, the three major economies in East Asia, were the only major economies
without regional trade arrangements in the world. In recent years, however, the three
countries have signed bilateral/plurilateral trade arrangements with many countries or
groups of countries.

China initiated the process, by proposing a Free-Trade Agreement (FTA) with ASEAN,
in 2000, which was finally signed in 2004. China also signed a free-trade agreement
with Chile the following year and another with Pakistan in 2006.

Japan signed an FTA in January 2002 with Singapore and another in 2004 with Mexico.
It also concluded an FTA with several countries, including Malaysia (2005), the
Philippines (2006), Chile (2007), Thailand (2007), Brunei Darussalam (2007) and
Indonesia (2007), and holds negotiation to conclude FTAs with Australia, India,
Indonesia, Korea, Switzerland, Vietnam, ASEAN and the Gulf Countries.

Korea also concluded an FTA with Chile in October 2002, for the first time in its history.
Subsequently, Korea signed an FTA with Singapore (2005), EFTA (2005) and ASEAN
(2005). Korea also concluded an FTA with the United States in 2007, and has been
having formal government-level talks with countries including Japan, the EU, Canada,
Mexico and India. (Lee/Koo/Park (2008))%".

In addition to the multilateral trade opening some Asian countries have also opted for
other, active mechanisms of export promotion. For instance, since 1991 Vietnam’s
industrial and export processing zones have attracted a significant share of total FDI.
There are now several such zones, part of them jointly developed by the government
and foreign investors. Most of the investment has been in the manufacturing sector, with
increasing presence of high value-added sectors.

Vietham has also adopted since 1992 a Law on Foreign Investment and pro-active
policies for the attraction of foreign investors, and has signed agreements on the
promotion and protection of investment with more than 40 countries and territorial
regions.

These two aspects — a remarkable increase of external direct investment, coupled to a
substantial reduction in trade barriers plus active export-promotion policies — make the
background scenario for the present analysis.

The Latin American experience is substantially different. Already by the beginning of
the 1950s% the Central American countries were looking for technical advice by

81 Hyun-Hoon Lee, Chung Mo Koo and Euijeong Park. Are Exports of China, Japan and Korea Diverted in
the Major Regional Trading Blocs? The World Economy (2008), vol. 31, No. 7, pgs 841-860.
® That is, even before the signing of the Rome Treaty that created the European Commission in 1957.
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UN/ECLAC® for the negotiation of a free-trade agreement that might provide an
enlargement of their domestic markets and hence the conditions to industrialize. In
1960 a first intent of regional integration was formalized, with the creation of LAIA
(Latin American Integration Association), comprising all the South-American countries
(except Suriname, Guyana and French Guyana) plus Mexico.

Because the economies were essentially producers of primary products, manufactures
had a high positive shadow-price and hence negotiations were carefully designed so
as to preserve the bilateral equilibrium in the regional trade in these products.
Regional integration was essentially seen as an instrument to make possible large
scale industrialization.

In parallel to negotiations in LAIA already in 1969 a first sub-regional group was
formed, comprising the Andean countries. This added up to the preferential treatment
adopted among Central American countries (since the mid-1950s) and later on, at
early-1970s, an additional initiative by the Caribbean countries. To the extent that it is
possible to identify basic characteristics of these groupings of countries, perhaps the
two most significant are, first, that intra-regional trade has never reached a high
proportion of total trade; second, these groups of countries have adopted quite heavy
and diversified regional institutionalization, with wide spectrum of objectives, in each
case.

At the beginning of the 1990s the Southern Cone countries have created another such
mechanism, Mercosur, different from the others in that it is essentially an inter-
governmental process. More recently this has been followed by a number of other
initiatives of varied composition and different purposes. Nevertheless, regional trade in
Latin America remains less important in terms of the total trade of the participating
countries, with large variations of that importance over time.

This can be considered as an indication of failure, if compared to the relative weight of
regional trade in other regions, like Western Europe, North America and East Asia.
Alternatively, it can also be seen as an indication of high dynamism, if one takes into
account the actual opportunities of business in each of these region384. Latin America
accounts for approximately 6% of global GDP and a similar figure of total trade. Hence
having achieved around 20% of total trade might be seen as actually making the most
of a limited set of business opportunities. Given the presence of the major economies
in the world in North America, Western Europe and East Asia, it should be expected
that the number of opportunities in those areas should be much higher than in Latin
America.

8 The United Nations Economic Commission for Latin America and the Caribbean, created in 1948.
% This argument was suggested to me by Ricardo Bielschowsky, from the ECLAC Brasilia Office.
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It is beyond the purposes of this work to try and identify exactly what has contributed
most to the trade and output growth performance observed in these economies in this
period.

As already mentioned, apart from counting with the proximity of some of the largest
economies in the world the Asian countries were motivated to create favorable
conditions to attract the increasing availability of resources and willingness by large
corporations to invest in economies with lower factor costs. Reducing barriers to trade
in a moment when the globalization of productive processes was gaining momentum
would allow these economies to participate in the productive process of dynamic
sectors, such as electronics. The basic argument emphasized here is that this has led
to a significant share of regional trade in inputs (‘producer goods’), which in turn has
provided a number of specific positive effects, among others the convergence of rates
of output growth and the existence of a regional multiplier effect.

Latin American economies have for a long time lived with a significant presence of
foreign capital. Its richness in natural resources, however, has been a determining
factor in attracting predominantly a specific (‘resource seeking’) type of investment that
not always provides productive linkages with the rest of the productive sectors or
sustained dynamism in terms of output growth.

This does not mean that there have been no contributions of foreign investors to the
industrial sector. As a matter of fact in some countries, like Brazil and Mexico, an
important share of the capital installed in the manufacturing sector is of foreign origin.
But for the region as a whole a number of countries remain more cautious in their
policies towards foreign investors than what seems apparently to be the case in Asia,
and — as shown — Latin American economies seem to be less open to external trade.

Furthermore, Latin America being a region with rich endowments of natural resources
this has over time determined the pattern of specialization in trade, and most of the
region’s exports remain concentrated in raw material and final consumer goods.

Taking into account the indicators presented in this Section, how can we view the two
regions in accordance to the theoretical treatment presented in Section 1I? There are
(at least) eight dimensions mentioned in Section Il that can be considered here: i) the
existence of barriers to products from third partners; ii) the redistribution of resources
among countries; iii) the existence of trade diversion; iv) the margin for gains from
scale; v) the existence of ‘non-economic objectives’; vi) the identification of ‘natural
partners’; vii) the signaling to third countries to join in and viii) geopolitical issues (joint
behavior in international forums).

As far as import tariffs are concerned the barriers to the products from the Rest of the
World (ROW) are lower in Asia than in Latin America. As a matter of fact there is no
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Common External Tariff (CET) in Asia, whereas in Latin American there are different
CET structures in Mercosur, in the Andean Community and in the Central American
Common Market. Non-tariff barriers are a lot more difficult to measure and to evaluate.
This Section has, in any case, shown indications of less paperwork for traders in Asia
than in Latin America.

In both regions there are no mechanisms to redistribute — among participating
countries - the resources stemming from import revenue or other sources of fiscal
revenue. In Latin America, for lack of a corresponding institutional structure; in Asia,
for lack of a CET.

The margin for trade diversion in relation to the ROW is considerable and very likely, in
both cases. It is probably higher in the Asian case, as indicators have shown that in
recent years there has been a gradual change in the ranking of trade partners, with
loss of relative importance by the US and European Union and an increasing
importance of China and Japan. But because this is the outcome of market forces and
specific productive processes, and not induced by explicit trade barriers, this does not
correspond to the original concept of trade diversion. In Latin America the existence of
various CETs schemes is, of course, a source of trade diversion. But not only in
relation to the products from the ROW: there is a significant amount of trade diversion
even among different groups of Latin American countries.

The approximation of countries within a region giving margin to gains from scale is
more likely in Asia than in Latin America, be it for the sheer importance of regional
trade and/or the higher participation of manufactures in regional trade. Even though
intra-regional trade in Latin America has a significantly higher share of manufactures
than what is found in the trade with the ROW, it is still of relatively limited dimensions.

Both regions have obviously ‘non-economic objectives’ related to industrialization, in
the lines presented in Section Il. In Latin America this has been quite explicit over
time, with several efforts to use the regional market as a means to provide a broader
market for the manufacturing sector. In Asia the objective of fostering industrialization
with the help of foreign capital has led — as shown — to intense efforts in terms of
opening up the economies and adopting friendly policies towards foreign investors in a
relatively short period of time.

If we make reference to Johnson’s (1965) words, mentioned in Section Il, according to
whom if there are ‘non-economic objectives’ to promote industrialization the
government will raise protection, it can be said perhaps that the Latin American
countries have corresponded to such prediction, whereas the Asian countries have
pursued the same objective with the opposite policy approach, i.e., by reducing the
degree of protection to domestic production and to the domestic capital market.
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The existence of a ‘natural partner to integrate is also apparently identified with
different precision in the two regions. In the case of Asia, the indicators shown here, of
an increasing importance of regional trade, coupled to the proximity to some of the
richest and most dynamic economies in the world and an already significant and rising
degree of production fragmentation among different countries is indicative that for the
countries in this region the identification of a ‘natural partner’ is quite undisputed, at
least in the short- to medium-term.

The Latin American perspective is, however, quite different. Clearly the United States
and Western Europe are the traditional partners in terms of economic and political
matters. Long-standing ties in terms of trade relation as well as investment flows, the
sheer importance of these markets and the weight of these economies in the
international scenario all make it inevitable that most of the economic and political
relations be associated with these countries. At the same time, however, Asia is the
new economic frontier, given the dynamism of the largest economies in that continent.
The increasing importance of Asian countries as trade partners of several Latin
American economies, as well as the increasing presence of Asian investors in the
region makes the overall scenario less clear. And a systematic and sustainable
approximation among Latin American partners is a challenge in itself, since apart from
defensive trade policies there are significant natural barriers to a more intense
economic relationship, such as the Amazon jungle and the Andean Mountains.

If geography helps in the case of Asia, where a good deal of recent economic activities
have taken place in areas along the coast, hence relying on transportation
infrastructure that benefit at the same time trade within the region as well as trade with
the industrialized Western economies®, in Latin America to a great extent this is not
s0. In South America, in particular, closer links with, say, North America, Europe, or
Africa would call for action along the Atlantic coast, whereas trade among neighboring
countries would require action in implementing or improving transportation
infrastructure in the Western part of the region.

In summary, not only for the reasons indicated by Bhagwati, mentioned in Section I,
but also due to other determining factors it has become increasingly difficult for Latin
American countries to identify their ‘natural partner, as differently from the Asian
economies.

Another aspect mentioned in Section |l is the actual signaling to other countries to join
in a given regional mechanism. In Asia there is little doubt about the validity of this
argument, given that the degree of formalization of the preferences is comparatively
low (integration is more than anything else made via market) and there are no CETs.
In Latin America even though there is a multiplicity of agreements, with different

% See, for instance, Hamaguchi (2010) for an analysis of the ‘East Asia industrial belt’.
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characteristics, in most or all of them there has always been an ‘open-door policy’ of
signaling the good-will to consider applications from third parts. To that extent it can be
said that in both regions the approximation of neighboring countries does not exclude
the possibility of future adhesions.

Finally, the extent to which the regional integration mechanisms have motivated or
induced joint, coordinated action in international forums. Latin American countries
have a long history of membership in the main multilateral institutions. Several of them
are founding members of these organisms, and have more often than not adopted
rather active roles in advocating issues like the differentiated treatment to developing
economies. More recently, when negotiations to create what was thought to be the
Free Trade Area of the Americas were in place, a new element was formed, in that the
Mercosur countries decided to negotiate as a block. Hence, it can be said that yes, in
the case of Latin America the efforts to integrate have led in parallel to a new
geopolitical position, with concerted action in some opportunities.

In the case of Asia this is less easily identifiable. Not only the political convergence is
less likely in many cases, due to historically unsolved problems among countries, but a
number of these countries only recently joined in the most relevant multilateral
organizations. These controversial relations seem to lie behind the reasons why
regional integration has been so successful, based on a ‘business only’ approach: it
would certainly be far more difficult to advance if a political dimension were added.
This is not to say, however, that the degree of coordination is zero. Suffice it to
mention the debates with regard to the international financial markets: the Asian
initiatives in terms of monetary and financial cooperation are often a reference, and the
search for regional solutions for financial problems has for some time been a
characteristic of the region.

With this background in mind, the next Section presents the results of the empirical
analysis.

VI — The Characteristics of Regional and Extra-Regional Trade

As described in Section Il a specific database was built for this project, in order to
identify the actual role of the ‘producer goods’. These were defined in accordance to
an ‘ad hoc’ classification, as indicated in the Annex.

The following paragraphs show the results of the processing of these data in
accordance to the methodological approach discussed in previous Sections.

Total trade is, as shown in Section V, far more important in value terms in Asia than in
Latin America. But the composition of their trade is quite different. whereas for total
goods the proportion of total (regional plus extra-regional) Asian exports to Latin
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American exports is a ratio of 5:1, for the exports of producer goods that ratio is 8:1.
There is a much higher specialization in the production and trade of those products
that transmit technological progress. Table 15 shows the main overall indications.

This difference is mirrored in regional trade. According to Table15 not only the relative
importance of regional exports on total exports is higher in Asia (50%) as compared to
Latin America (15% in the last decade). The incidence of producer goods is far more
important in regional trade in the former region (over half of the exports of these
products are destined to the regional market) than in the latter (where this percentage
fell to less than 20% in the last decade).

The different magnitudes of trade flows show up also in the import side. Considering
the imports coming from the Rest of the World the ratio between the amounts actually
imported by the two regions was around 3.8:1 in the last decade. When the types of
products are considered, the proportion of producer goods is similar to the total (3.4:1),
indicating that on the import side there is no such marked difference as in the export
side. Other products (ratio of 4.5:1) are more important for Asian imports. As is well
known, these comprise a good deal or commodities.

Table 15 - Asia & Latin America - Trade in Producer goods and Other goods - 1992 - 2008

Average Average Average Average
ASIA 1992-1999 2000-2008 LATIN AMERICA 1992-1999 2000-2008
Amount exported (USS billion)
Total goods 1,263 2,691 Total goods 217 507
Producer goods 759 1,625 Producer goods 88 201
Other goods 503 1,066 Other goods 129 305

Percentage of regional exports

Total goods 46.5% 49.9% Total goods 17.8% 15.4%
Producer goods 50.8% 54.8% Producer goods 20.8% 16.7%
Other goods 40.1% 41.9% Other goods 15.9% 14.7%

Amount imported (USS billion)

Total goods 1,165 2,435 Total goods 325 634
Producer goods 667 1,312 Producer goods 205 384
Other goods 498 1,123 Other goods 119 249

Percentage of imports from ROW

Total goods 49.3% 45.4% Total goods 61.3% 61.5%
Producer goods 44.1% 35.9% Producer goods 65.4% 66.7%
Other goods 56.3% 57.4% Other goods 54.0% 52.9%

Source: own processing of primary data from UN/COMTRADE Database

The fact of the relative importance of regional exports on total exports being higher in
Asia can be the outcome of the simple existence of more significant opportunities for
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business in one region than in other, which would naturally imply more intense trade
relations. A better comparison of the intensity of regional trade is to consider the actual
transactions that take place in each region in comparison to what could be expected,
given their relative trade flows with the Rest of the World. This is the so-called Trade
Intensity Index®. Graphs 1 and 2 show the basic indicators.

Graph 1-Asia & Latin America - Intra-regional
trade Intensity Index - producer goods - 1992 -
2008
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At least three results are worth stressing, from Graphs 1 and 2.

8 Intra-regional trade intensity index (ITl) is computed as ITI = [(Xii / (Xiw +Xwi)/2] / [((Xiw + Xwi) /2)
Xww] where Xii is exports of region i to region i; Xww is the total world exports; and Xiw and Xwi are
exports of region i to the world and exports of the world to region i respectively. The value of index above
(or below) unity indicates the bilateral trade flow that is larger (or smaller) than expected, given the trading
partners' importance in the world trade.
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First, in both regions the indexes are above unity, which indicates a higher intensity of
regional trade than expected, on the basis of the actual presence of both regions in the
world market. Second, figures for Asia — both for producer goods and for other goods
— have remained around 2.0 over time, indicating a relative stability in this comparative
indicator. Third, and perhaps most noticeable, the indicators for Latin America are
systematically higher than for Asia, for both types of goods. This is in conformity with
the argument presented elsewhere® that the actual achievement of regional
integration in Latin America can be seen as a big effort, in view of its relatively limited
(about 6%) participation in world GDP and world trade, hence the limited opportunities
for business within the region. It is remarkable to notice, in any case, that the indicator
for intra-regional trade in producer goods in Latin America has had over time a very
unstable trayectory, as different from other goods. This apparently reflects the low
priority given to trade in these goods in the region.

There are hence marked differences between the two regions, and even more so
according to the type of products actually transacted. Table 16 specifies the overall
export bill of each region with the Rest of the World, indicating those products that
accounted for about half the total value of exports.

The first thing to notice on Table16 is the relative constancy of the export composition
of the Asian non-regional exports. In the two sub-periods considered the same sectors
were present, with little change in their relative weights in total trade. The same is not
true in Latin America. There has been a small reduction in the number of sectors
accounting for half of total non-regional exports, indicating an increased concentration.
But also a change in its composition, with three sectors — industry special machinery,
organic chemicals and metallic manufactures — being replaced by power generating
equipment and office/data processing machines.

Of course, these are all items that can be considered as ‘producer goods’. So it
remains to evaluate separately what has actually happened in each group of products.
For that purpose we have estimated some descriptive indicators of the exports in the
two regions.The first indicator is the degree of concentration of exports, as reflected by
the Export Concentration Index (the so-called Herfindahl-Hirschman Index)88,
comprising all the products from the disaggregated (5-digit) ‘ad hoc’ database built up
for this project. Graphs 3 and 4 illustrate the results.

8 R.Baumann (2010), The Geography of Brazilian External Trade: a BRIC with a limited regional focus. In
Douglas Nelson, Bernard Hoekman (orgs) Political Economy of Trade Policy in the BRICs. World Bank
Trade and Development Series, forthcoming.

% The Index is estimated as Hj = SQRT(SUM ij (xi / X)*2)) where xi is the value of export product i at
SITC 4- or 5-digit level in Rev. 3 and X is the total category exports in country's j. This index (in this
original, non-normalized form) has values varying between 0 and +<.
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Table 16 - Asia and Latin America — Regional Exports to the Rest of the World

1992 - 2008
Asia
1992-99 2000-08
Road vehicles 12.5% Road vehicles 12.0%
Office/dat proc machines 12.0% Office/dat proc machines 10.8%
Electrical equipment 11.3% Electrical equipment 9.9%
Telecomms etc equipment 8.1% Telecomms etcequipment 9.4%
Apparel/clothing/access 8.0% Apparel/clothing/access 7.8%
Latin America
1992-99 2000-08
Electrical equipment 11.5% Electrical equipment 12.1%
Road vehicles 8.0% Road vehicles 8.4%
Industrial equipment nes 6.6% Petroleum and products 6.0%
Telecomms etc equipment 5.3% Industrial equipment nes 5.8%
Industry special machine 5.1% Telecomms etcequipment 5.7%
Misc manufactures nes 4.5% Office/dat proc machines 4.4%
Petroleum and products 3.7% Misc manufactures nes 4.0%
Organic chemicals 3.6% Power generating equipmt 3.5%
Metal manufactures nes 3.5%

Graph 3 shows the results for the exports of non-producer goods by both regions to
the Rest of the World (ROW). Asian exports are more diversified than the Latin
American exports, throughout the whole period. Furthermore, while the Asian degree
of concentration remained rather constant, around an index of 20%, the indication for
Latin America shows frequent changes, with the degree of concentration for these
goods having reached by the end of the period 1.5 times the corresponding index for
Asia.

Graph 3 - Asia & Latin America - Export Concentration
Index - Extra-regional trade in 'other' goods - 1992-2008
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The results are a bit different when we consider the extra-regional exports of producer
goods (Graph 4). The indexes for the two regions are much closer. The indicator for
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Asia suggests a slightly higher degree of concentration (Asian exports of producer
goods are probably more centered in some sectors) over most of the period of
analysis. In the last three years this relation has changed, with opposite movements of
the two indexes.

Graph 4 - Asia & Latin America - Export concentration
Index - Extra-regional trade in producer goods - 1992-2008
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The corresponding indicators for intra-regional trade show, however, a rather different
picturing. To start with, comparing the two sub-periods and considering the number of
items corresponding to half of the total value it is clear from Table 17 that intra-regional
Asian trade has become more concentrated in the 2000s than in the previous decade.
Also, when compared with data on Table16 it is clear that there is a strong
coincidence, at least at this level of aggregation, of products traded regionally and with
the rest of the world, and a relatively stable composition of the set of products in the
two sub-periods.

In Latin America, differently, once again there has been a light increase in the degree
of diversification, but with a higher permanence of most sectors in the export bill in the
two sub-periods, as compared with extra-regional exports.

Table 17 - Asia and Latin America — Intra-Regional Exports — 1992 - 2008
Asia
1992-99 2000-08
Electrical equipment 16.4% Electrical equipment 21.5%
Textile yarn/fabric/art. 7.4% Office/dat proc machines 9.0%
Office/dat proc machines 5.8% Telecomms etc equipment 7.0%
Telecomms etcequipment 5.8% Petroleum and products 5.0%
Petroleum and products 4.2% Textile yarn/fabric/art. 4.4%
Apparel/clothing/access 4.2% Iron and steel 3.6%
Industrial equipment nes 3.9%
Misc manufactures nes 3.8%
Latin America
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1992-99 2000-08

Road vehicles 12.5% Road vehicles 12.2%
Petroleum and products 10.5% Petroleum and products 11.6%
Cereals/cereal preparatn 4.9% Iron and steel 4.2%
Iron and steel 4.7% Non-ferrous metals 3.8%
Textile yarn/fabric/art. 3.3% Cereals/cereal preparatn 3.6%
Non-ferrous metals 3.3% Pharmaceutical products 2.9%
Vegetables and fruit 3.0% Metal ores/metal scrap 2.8%
Electrical equipment 3.0% Textile yarn/fabric/art. 2.8%
Industrial equipment nes 2.8% Industrial equipment nes 2.7%
Paper/paperboard/article 2.6% Electrical equipment 2.6%

Paper/paperboard/article 2.5%

When the analysis disaggregates between types of products it turns out that the intra-
regional trade in ‘other goods’ in Latin America is far more concentrated than in Asia
(Graph 5), very much as in the trade with third partners. The remarkable thing to
notice, however, is that the difference in terms of concentration between the two
regions is much higher in intra-regional trade: the concentration of Latin-American
regional trade is twice as much as in the Asian intra-regional trade.

Graph 5 - Asia & Latin America - Export Concentration Index -
Intra-regional trade in 'other'goods - 1992-2008
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As far as the regional trade in producer goods is concerned, however (Graph 6), the
Asian countries seem to be more focused, as their intra-regional trade was not only far
more important in value terms, as shown in Table 15, but also far less dispersed
during most of the period of analysis, with the sole exception of the last two years.
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Graph 6 - Asia & Latin America - Export Concentration Index -
Intra-regional trade in producer goods - 1992-2008
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So far for aggregate indicators at a regional level. Since the present analysis stresses
the role of ‘hub’ and ‘spoke’ countries, the next step is to evaluate these two groups of
countries in each region in their trade relations with the other countries in the same
region, in comparison to the concentration in the trade with the rest of the world. Table
18 shows the most important exporting sectors in the trade of the ‘hub’ countries in
each region and the ROW.

Table 18 - Asia and Latin America — Exports by ‘Hub’ countries to the Rest of the
World — 1992 - 2008

Asia

1992-99 2000-08
Road vehicles 20.0% Road vehicles 17.2%
Electrical equipment 10.5% Telecomms etc equipment 9.4%
Office/dat proc machines 9.3% Office/dat proc machines 8.9%
Telecomms etc equipment 7.4% Electrical equipment 8.0%
Misc manufactures nes 4.6% Apparel/clothing/access 5.7%

Latin America

1992-99 2000-08
Road vehicles 10.7% Road vehicles 11.9%
Electrical equipment 10.4% Petroleum and products 10.7%
Petroleum and products 7.7% Electrical equipment 9.2%
Telecomms etc equipment 6.5% Telecomms etc equipment 8.3%
Iron and steel 4.2% Office/dat proc machines 4.4%
Power generating equipmt 3.7% Power generating equipmt 3.4%
Vegetables and fruit 3.6% Industrial equipment nes 2.9%
Animal feed ex unml cer. 3.2%

Figures in Table18 show a similar outcome as before: Asian ‘hub’ countries have their
extra-regional trade focused on five sectors, which account for more than half their
exports, and little change has taken place between the 1990s and the 2000s.
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The extra-regional exports of Latin American ‘hubs’ are more disperse. It is worth
noting, however, that these exports became more concentrated and two of the
exporting sectors with high natural-resources component (vegetables and fruit and
animal feed)89 have disappeared from the list in the second sub-period. Notice,
additionally, that at this level of aggregation there is no major difference in the types of
products exported by the ‘hub’ countries in the two regions to the Rest of the World; as
if in both cases they gradually converged to some international pattern.

Intra-regional trade is of course revealed by trade between ‘hub’ and ‘spoke’ countries
and vice-versa.Table 19 show the exports by ‘hub’ countries to ‘spoke’ countries.

In the case of Asia it could be said that the list of sectors corresponding to half the total
exported value is essentially a copy of the results shown in previous tables, with the
only replacement of industrial equipment and apparel/clothing by office/data machines.
Not surprisingly, the four largest economies in Asia determine the region’s exports to
the ROW. What is remarkable is to notice is that their export bill is similar, both for
trade with other countries in the region and for extra-regional trade.

As for Latin American ‘hubs’, the degree of dispersion is much higher, in comparison
with the regional exports by Asian ‘hubs’ and also with the exports by Latin American
‘hubs’ to the ROW, as is higher the rate of sector substitution over time: four sectors —
cereals/cereal preparations, textile yarns, fixed vegetable oils and metal manufactures
— have been replaced in this list by telecommunication equipment, pharmaceutical
products, perfumes and cosmetic products and paper/paperboard articles.

As different from their exports to ROW, therefore, Latin American ‘hubs’ have among
their main exports to other countries in the region products with high components of
natural-resources, such as petroleum and products, iron and steel and paper and
paperboard articles™.

% The third sector intensive in natural resources - petroleum and products - remained in the list.

© This of course reflects by and large the recent evolution of the international prices of commodities,
which has significantly benefitted these countries, South Americans in particular. We will come back to
this point in sub-Section VI.2.
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Table 19 - Asia and Latin America - Exports from ‘Hub’ countries to ‘Spoke’

countries — 1992-2008

Asia

1992-99 2000-08
Electrical equipment 19.2% Electrical equipment 19.7%
Textile yarn/fabric/art. 6.9% Office/dat proc machines 9.1%
Road vehicles 6.0% Telecomms etc equipment 8.3%
Telecomms etc equipment 5.4% Textile yarn/fabric/art. 4.9%
Industrial equipment nes 5.0% Iron and steel 4.3%
Iron and steel 4.9% Road vehicles 3.9%
Apparel/clothing/access 4.5%

Latin America

1992-99 2000-08
Road vehicles 11.5% Petroleum and products 11.6%
Petroleum and products 7.4% Road vehicles 10.0%
Iron and steel 6.8% Iron and steel 5.3%
Industrial equipment nes 4.0% Telecomms etc equipment 4.9%
Electrical equipment 3.9% Pharmaceutical products 3.8%
Cereals/cereal preparatn 3.7% Electrical equipment 3.5%
Textile yarn/fabric/art. 3.6% Perfume/cosmetic/cleansr 3.3%
Industry special machine 3.5% Industrial equipment nes 3.2%
Fixed veg oils/fats 3.1% Industry special machine 3.0%
Metal manufactures nes 3.0% Paper/paperboard/article 3.0%

The evolution over time of the structure of the export bill in each case can be
illustrated by the trajectory of the indexes of sector concentration. Graphs 7 and 8
show such indexes for the ‘hub’ countries in the two regions, in their trade in ‘other’

goods.

Graph7- Asian Hub countries - Export
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Graph 8 - Latin American Hub countries -
Export Concentration Index - other goods -
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In both cases the degree of concentration of trade with the ROW has been
systematically higher than in intra-regional trade, and in both cases the degree of
concentration of ‘hub’ countries exports to ‘spoke’ countries is similar, close to 20%
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throughout the whole period. The trends are, however, different over time: while the
Asian ‘hubs’ reduced their concentration index in the exports to ROW to almost half
between 1992 and 2008, coming closer to the same level obtained in the intra-regional
trade, the Latin American ‘hubs’ have actually increased their degree of concentration
by almost 50% in the same period. There is, in Latin America, a higher dependency on
a smaller number of products in its trade with the ROW®".

The focus of the present analysis is centered in the trade of producer goods. It
remains, therefore, to evaluate the concentration of trade flows in these products, in
each region.

Both the Asian and Latin American ‘hub’ countries present quite similar degrees of
concentration in their trade with third countries in producer goods, with the indexes for
both regions oscillating around 10% throughout the whole period (roughly half the
index corresponding to ‘other’ goods; see Graphs 9 and 10). But there are marked
differences in the relations within each region. The trade flows between Asian ‘hubs’
and ‘spoke’ countries have systematically been more concentrated (1.5 times on
average) than the trade with the ROW during most of the period. This indicates a more
focused relationship, centered in a smaller number of products for regional
transactions, coupled to more diversified exports to the ROW.

Latin American ‘hubs’ present an almost inverse result. They had, at least until the
mid-2000s, a rather diversified composition of trade in producer goods with the
regional ‘spoke’ countries, which was less concentrated than observed in the exports
to the ROW, represented half the degree of concentration in ‘other’ goods and about
one-third of the corresponding index in Asia. Sector dispersion in producer goods
exports by ‘hubs’ within a region suggests some degree of trade diversion in these
products, a matter for further specific investigation, beyond the present purposes.

* Once again, a probable effect of the recent sharp increase in commodity prices.




















































































































































































































































































