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ABSTRACT

In the 1980s the process of trade liberalization through
multilateral negotiation seems to have run aground. In its place
there have been a number of bilateral and regional moves toward
liberalization. Some have been concerned that these local deals
may, by undermining the multilateral process, actually reduce world
trade and welfare. This paper develops a simple model of the
effects of regional trading blocs, and shows that consolidation of
the world into a smaller number of such blocs may indeed reduce
welfare, even when each bloc acts to maximize the welfare of its
members. Indeed, for all plausible parameter values world welfare
is minimized when there are three trading blocs. More complex
versions of the model offer softer results, but the main thrust is
still to validate concern over the effects of bilateral and
regional trade deals.
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In the 1980s the process of trade liberalization through multilateral
negotiations within the GATT framework seems to have run aground. Major areas
where conventional trade restrictions remain legion, such as agriculture and
services, appear resistant to major progress. Meanwhile the "new
protectionism” of voluntary restraint agreements, anti-dumping actions, and so
on has eroded the effectiveness of the GATT in dealing with trade in
manufactures. The result has been increasing disillusionment with the
multilateral process, and an increasing focus on alternative trade strategies.

Perhaps the most important of these strategies has been the turn to
bilateral or regional arrangements for trade. The most important agreements on
trade in the past decade have been the "completion of the internal market"
that the European Community has agreed to achieve by 1992 and the free trade
agreement between the United States and Canada. Regionalism is also apparent
in the enlargement of the European Community to iqclude several
semi-industrialized countries on Europe’s rim. Japan, while not explicitly
engaging in regional trading pacts, has recently sharply increa;ed its
manufactures imports from East Asian NICs; it is widely argued that the de
facto protectionism that results from Japan's cartelized distribution system
is being selectively dismantled for nearby countries in which Japanese direct
foreign investment is increasingly significant. With groying discussion of
further enlargement of the EC and of the possibilities for special trading

arrangements between the US and Mexico, many economists and businessmen have
~
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liberalization and trade conflict in which the tension between the benefits of
special trading arrangements and their negative effect on the world trading
system can be clearly seen. In answer to the question posed by the title of
this paper, whether bilateralism is bad or good depends; but as we will see,
in fhe context of a simple model we can get a pretty good idea of what it
depends on.

This paper is in four parts. The first part reviews some of the existing
theory on preferential trading arrangements, and sets out the basic logic of
this analysis in an informal way. The second part sets out a simple economic
model that can be used to offer a more precise treatment of the issue, in
which we can shéw how the outcome of trade policy at a world level varies with
the number of trading blocs into which the world is organized. The third part
examines the welfare implications of changes in the number of trading blocs.
Finally, the paper concludes with a brief discussion of an extended model in
which there are "natural” trading blocs defined by transportation costs, and

asks how the presence of such natural blocs alters the results.

1. Preferential trading arrangements: general considerations

A naive view would be that since free trade is better than protection,
any movement toward freer trade must be a good thing; that preferential

trading arrangements are at any rate a step in the right direction. It 1is
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tariff rate, the increased’ trade within the union would represent a mixture of
trade creation and trade diversion. Since the trade diversion would be harmful
while the trade creation would be beneficial, the overall welfare effect would
be ambiguous. (There may also be a terms of trade effect, to which we return
below). The Kemp-Wan point, however, is that by adjustfing the external tariff
the members of a customs union can always insure a gain. Specifically, by
reducing the tariff to the point at which external trade remains at its
pre-union level, the countries can ensure that there is no trade diversion.
Also, since at this reduced tariff rate the offer to the rest of the world
would be unchanged, the terms of trade of the customs union would also remain
the same. So the welfare effect of a customs union that lowers its external
tariff enough to prevent trade diversion is unambiguously positive. Now in
general the customs union may choose to have a different tariff level than
this: but if it does so, it is because this other tariff level yields still
higher welfare. Thus a customs union is always potentially beneficial.

So far so good. But the last point -- that a customs union may choose a
tariff rate that is different from the one that leaves external trade at its
pre-union level -- raises a potential negative possibility. The reason is that
almost surely the optimal tariff rate for the customs union will be higher
than this constant-trade level, because the customs union will want to take
advantage of its size .to improve its terms of trade. Indeed, we may expect as

a general presumption that a customs union, being a larger unit with more
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leave everyone worse off than if they had not formed the customs unions.

This story 1is, of course, a caricature of the actual process of
tariff-setting. I have described a world in which trade policy of nations is
set to maximize national welfare, and in which trading blocs behave
noncooperatively. This makes internal politics look better and external
relations worse than they are in fact. In reality nations set trade policy in
a fashion that reflects internal conflicts of interest more than promotion of
national interest vis-a-vis foreigners, and international trade policy
reflects a fair degree of bargaining. However, this story does capture the
basic idea that formation of trading blocs, while advantageous in itself, may
have an adverse effect on the multilateral system and in the end be harmful.
Thus while we will eventually need a more realistic story, this seems like a
useful starting point.

The story also points us toward an interesting question: how does world
welfare vary with the number of trading blocs into which the world is
organized? Absent any market imperfections, the optimal number of trading
blocs is, of course, one -- i.e., free trade. One might at first suppose that
this implies that the fewer trading blocs, the better. However, in the general
second-best logic that prevails here, that is far from clear. If a world
consisting of many small trading blocs, each of which is very open to exXternal
trade, consolidates into a somewhat smaller number of blocs, each of which is

still very open to external trade, most of the expansion of intra-bloc trade
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Consider, then, a world whose basic elements are geographic units which
I will refer to as "provinces". There are a large number N of such provinces
in the world. A country in general consists of a number of provinces. For the
analysis here, however, I will basically ignore the country level of
analysis, focussing instead on "trading blocs" that contain a number of
countries (perhaps only one), and thus a larger number of provinces.
Specifically, there are B<N trading blocs in the world. These trading blocs
will be assumed to be symmetric, so that each contains N/B provinces; the
integer constraint is ignored. A main purpose of the analysis will be to find
how world welfare depends on B.

Each province is specialized in the production of a single good that is
an imperfect substitute for the products of other provinces. All provinces
will be assumed to be the same economic size, so without loss of generality I
will choose units so that each produces one unit of its good. All provinces
have the same tastes, into which the products of all provinces entgr

symmetrically, with the specific functional form

N
U= [} ci]l/e 0<8<1 (1)
i=1

where e is the province’'s consumption of the good of province i. This is of
course a CES utility function, where the elasticity of substitution between

any two products is
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-1
representative trading bloc. The "rest of the world" consists of the N(1-B )

provinces that are not part of the bloc; given the symmetry of the model, the

W
price of the goods produced by all these provinces will be the same. Let y
equal the volume of output of the rest of the world, equal to

¥ = n-sh )

W
Also, let d be the volume of rest of world consumption of rest of world
W . .
products, and m be rest of world imports from our trading bloc. Then we must

have

P pmw -y (5)

where p is the price of our bloc’s output relative to rest of world output
on world (not internal) markets.

Now consider the effects of a change in p, holding the ad valorem tariff
rates constant. Letting a "hat" over a variable represent a proportional
change, we must have

PN PN PN

(l-s)dw + s(p + mw) - yw =0 (6)

11
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tariff it will charge. On the other hand, no matter how small the share, the
*

optimal tariff does not go to zero; as s goes to zero t goes down only to
1/(c-1). This is because there are no "small countries” in the sense of
price-takers in this model: even an individual province produces a
differentiated good and therefore has a positive optimal tariff. As Gros
(198?) has pointed out, this is normally the case in monopolistically
competitive models, where the optimal tariff for a small country equals the
markup of price over marginal cost.

The share variable s is of course endogenous, depending for a given number

of trading blocs on the tariff rate. Thus we turn next to the determination of

Let y be the volume of output of a representative trading bloc; we know

that
y = N/B (1)
Let m be the volume of this trading bloc’s imports, and d the volume of
consumption of its own goods. In a symmetric equilibrium, in which all blocs
have the same tariff rate, the goods of all regions will sell at equal prices
on world markets. Thus the budget constraint for a representative bloc is

m+d=y (12)

13
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Substituting and rearranging, we have

s=[(1+t)7 + B - 1yt (16)

so that the share of bloc exports in non-bloc income is decreasing in both the
tariff rate and the number of blocs.

Figure 1 shows how equations (10) and (16) simultaneously determine the
tariff rate and the export share for a given number of blocs B. The
downward-sloping curve SS represents (16); it shows that the higher the tariff
rate of a representative bloc, the lower the share of each bloc in
rest-of-world income. The curve TT represents (10); it shows that the tariff
rate levied by blocs is higher, the larger their export share. Equilibrium is
at point E, where each bloc is levying the unilaterally optimal tariff.

Now consider the effect of a change in the number of blocs. Suppose, for
example, that there are a series of negotiations between pairs of blocs that
reduces the number of blocs from some initial number BO to 80/2. It is
immediately apparent what the result will be. For any given tariff rate, the
effect of the reduction in B is to shift SS up; at a given t, each bloc will
have a higher S. Thus in Figure 1 SS shifts up to §'S§'. As a result, the
tariff rate rises, as equilibrium shifts from E to E’.

It is clear that this process will reduce the volume of trade between any

two countries that are in different blocs. Even at an unchanged tariff, the

15
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P - BTN /[(140)° + B - 1) (19)

Thus welfare equals

U = (B/[(1+6)%4B-11) ((1-3"1) + B7 (1+e)”) (20)

If trade were free, we would always have U = 1. Since the tariff rate is
also a function of B, (20) together with (10) and (16) allows us to determine
how welfare varies with the number of trading blocs.

Rather than attempting to prove general results here, since the model is
so special in any case it makes more sense to adopt a numerical approach. This
is especially true because the model has only one parameter: o, the elasticity
of substitution in world trade. Thus we can plot welfare as a function of B
for a number of plausible values of o. In what follows I use three values of
o: 2, a rather low estimate; 4, a somewhat high estimate; and 10, which is
much higher than any empirical estimates.

As an initial step, Figure 2 plots equilibrium tariff rates as a function
of B. We note that the tariff rate declines as B is increased, but not to
zero, as already pointed out. Two other points are worth noting. First, the
actual relationship between B and t is rather flat. This is because when there

are fewer blocs, trade diversion tends to reduce interbloc trade, and thus

17



8T

apIsano seoutaoid woxaJ sswod uolzdumsuoo s,sdutaoad yoes Jo 3sow soorq Sulpeaq
MeI ® uepyl axow aie 3iay3z se Suo] Se ‘SIFTARI Yartm ueag -LITenbs seoutacad
11® 3Jo saonpoad ay3z aumsuod o3 spual aduraoad yoee ‘syyTaEl Jo 3093IF°
aya 103 adeoxa ‘sT 3Byl °"soolq SuTpeal [BINIBU OU BIB 9IdY3l ‘IR OS Poje3S
se Tepow ay3z ul :SurmolloF aYa ST 3I[nsax sya jFo uorjeueldxe DISEq BYL
‘a1qisnerd £11esx ST 3T I2yaaym
pue ‘a1 198 em Aym suTWEX® pPINOYS am ‘Isssmoy ‘3Insal aya uo 3ydrem yonum o003
and am eiogeg -Kwouodd 01q-33Iy3l ' ojur LlesToaid Jurajoas 30BI UT ST plIoM
sya aeya 2s5e38ns sisaxesqo Auem aduls ‘3[nsax 3urlsersjul UB ST STYL
‘aiejTem pliom S9ZIWIUTW 3BY3 I3qunu aya ST soolq 3urpeis
as1yl 'UOTINITISQNS JO SOTITOIISEIa oaqIisnerd [ I0F Swes 3yl ST I2qunu
Teurssad aya aeya sT ostadins eyl ‘soolq JO IIqEnuU S3eIspow B 3B IMWIssad
ayy Yata ‘pedeys-n ST SPOTq JO A9quNuU 3yl Pue aIejIem Usdm31aq dTYSUuoTIBTS1 I3
‘I uolaoas ul AlTEWIOIUT Pe3sadBns sy ‘uoIINITIsqns jJo £L3ITOTISEIS BY3l I3MOT
ayn ‘Ie81e °1® opeA3 9913 JO OBT WOIF $3S0D YL “I=g UITM ‘'9°T ‘°peil °°13
Y2Tm pOZTWIXEBW ST eieJTom pliom 9SED Yoo U] "¢ 8an81J ur umoys ‘soolq Bulpeil
Jo Ilequmu 9Y3 JFO UOTIOUNF B SB dIBI[OM JO [9A3T Syl 03 uUIN3 mou 3N
‘a19y peSestaus ueyl aaljeaadood aiow
1eg K1aea1o aie soolq Sulpeid Suome suoTiIEIal [ENIOE (L[SNoTaes 003 [epolWl STY3I
SuT¥e3l UO UOTINED [NFASN B ST STYL 'SUOTIBU padusape Suowe opeA3 U0 UOTID23oad
Jo sejex TEn3IoE eyl ueyl 19ySTY yonw 8xe sa3eI JITAEI °ya o Y31y L1an = 3O

aseo ayz ul adeoxs ‘puooag ‘3dadxe 3y3Tw suo uBYl S UT ISTI B JO SSIT 03 SPEI]



its own bloc. The result is that as long as there are more than a few blocs,
the trade diversion that results from consolidation outweighs the trade
creation. Notice that if there were no tariffs, consumption from outside the
bloc would exceed intra-bloc consumption as soon as the number of blocs
exceeded two. The presence of tariffs alters this, but it is not surprising
that the number of blocs at which trade diversion begins to outweigh trade
creation is small -- though it is still fairly remarkable that the number
always turns out to be three.

It is apparent from this intuitive story, however, that the result that a
three-bloc world represents a pessimum is crucially dependent on the
assumption that there are no natural trading blocs. The final argument of this
paper will be that this result does not hold up if transportation costs give

rise to the existence of natural regions.

4. Natural trading blocs

To get a fix on the issue of natural trading blocs, let us now imagine a
world in which there is a structure of transportation costs. Specifically, we
now assume that the N provinces in the world are located on three
"continents", X,Y,and Z. Each continent contains N/3 provinces.

The structure of production and preferences will be assumed exactly the

same as before. Also, we continue to assume that there are zero transportation
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transportation costs. If trading arrangements follow the lines of natural
trading regions, they will have a much better chance of improving welfare than

trade arrangements between "unnatural" partners.

5. Conclusions

Is bilateralism (or more accurately, regionalism) in trading arrangements
bad? This paper shows, in the context of a highly stylized model, that it
might be. While a world that consolidates into trading blocs could
simultaneously reduce tariffs so as to avoid trade diversion, the optimal
noncooperative behavior of the blocs is actually to increase external tariffs.
Thus a reduction in interbloc trade is the normal outcome of the formation of
regional trading blocs.

In the simplest version of the model presented here it is also highly
likely that the net effect of regionalization will be to reduce world welfare.
This is a fragile result: either a realistic appreciation of the role of
transport costs (as shown here), or a recognition that real-world trade
policies are set through negotiation, not through wholly noncooperative
actions, might soften the result considerably.

Nonetheless, the analysis given here suggests at least some grounds for
the widespread concern over the apparent trend toward regionalization of

international trading arrangements.
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Figure 1
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