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OVERVIEW

Global economic trends envisage a continued
expansion of the world economy

In 2007, for the fifth consecutive year, the expansion of the world economy is expected to maintain
its momentum with an estimated overall output growth of 3.4 per cent. Thus developing countries,
including many of the poorest, should continue to benefit from strong demand for primary commodities.
In many developing countries, including in Africa, positive trends in the terms of trade since 2003
have contributed to improved external and fiscal balances. These have paved the way for more
expansionary policies, and for a widespread recovery in investment rates. Africa is set to continue
growing at around 6 per cent in 2007, while growth ratesin Latin Americaand West Asia are expected
to slow down slightly to closeto 5 per cent. Indeed, over the past five years, per capita GDPin Africa,
West Asia and Latin America has increased by more than 15 per cent, arate not seen in these regions
since the early 1980s. This certainly raises hopes for greater progress towards meeting the United
Nations Millennium Devel opment Goals. However, it has to be noted that not all devel oping countries
have experienced improvements in their terms of trade, because they have to contend with higher oil
import bills while the prices of the products they export have not increased at similar rates.

Once again, the fastest growing regions of the world economy will be East and South Asia, due
mainly to the strong performances of Chinaand India. Given their high investment ratios, this pattern
islikely to continue in the years to come, provided that the inevitable correction of global imbalances
does not occur at the expense of a major recession in the United States, one of the largest markets for
Asian exports. There are some signs of aslight shift in the sources of world economic growth, with the
United States economy slowing down and domestic demand in Europe and Japan recovering.

The performance of developing countries and their potential for catching up with the developed
countries has improved considerably. Although enormous differences in absolute incomes persist,
devel oping countriesincreased per capita GDP by almost 30 per cent between 2003 and 2007, compared
to 10 per cent in the G-7 countries. Real per capita income has picked up in recent years in Latin
America, Africa and West Asia after more than two decades of stagnation. In East and South Asia
economic growth accel erated from already high growth rates, which allowed these subregionsto more
than double their per capita GDPin only 14 years. The transition economies of South-East Europe and
the CIS returned to growth in 1999—2000. Since then, they have been the most rapidly growing
subregions, with an accumulated increase in per capitaincome of aimost 75 per cent. However, this



recovery has come after such a deep depression that current per capita GDP is still below its level of
1989. In 2007, six years after the start of global recovery, less than 10 out of 143 developing countries
are set to record afall in real per capitaincome. At the same time, the volatility of growth has declined
to levels normally observed only in highly developed economies.

In thisfavourable external economic climate, most devel oping economies have seen strong growth
in employment or have succeeded in stabilizing or slightly reducing unemployment rates, and this
despite the fact that open unemployment in developing countries is much less responsive to high
growth rates than it isin developed countries. The unemployment rate has fallen visibly only in Latin
America. InAsia, wherethelevel of unemployment varies considerably among the different subregions,
the rates have remained more or less stable, while sub-Saharan Africa has seen a minor decline. The
main reason for the low impact of growth on open unemployment in many developing countries and
emerging market economies could be the huge reserves of labour that enter the formal economy only
after alonger phase of rising demand for labour and increasing wages. As some emerging countries —
including China — show, the process of integrating such reserves of labour into more formal labour
markets may take many years of fast growth. But if the gains of strong productivity growth spread
equally to wage earners and to companies, the resulting consumption boom should further stimulate
growth and enhance the opportunities for low-paid workers in the informal economy to find decent
employment in the formal economy.

Growing exports and net capital outflows
from developing countries

The dynamics of overall growth in developing countries have been stimulated by strong growth
in export revenues. Real exports of developing economies more than doubled between 1998 and 2006,
whereas those of the G-7 rose by less than 50 per cent. Among the devel oping regions, East and South
Asia were clearly the most successful in increasing exports (by volume), at a rate of about 160 per
cent, despite a deterioration in their terms of trade. In other developing regions, export volumes grew
at a more moderate pace, close to that of the G-7, but gains from the terms of trade boosted the
purchasing power of their exports, and consequently their imports. Overall, the share of developing
countries in global trade rose from 29 per cent in 1996 to 37 per cent in 2006.

Asaconsequence of thisfavourable trade performance, the overall current account of devel oping
countries has swung into a surplus for the first time since the early 1970s, and that of developed
economiesisin deficit, mainly due to the huge deficit of the United States. This positive swing could
be observed in most developing regions and in the transition economies. For example, in 1996-1997,
South America, South-East Asia and the transition economies posted significant deficits, and East
Asia and West Asia were close to balance; all of them now have solid current-account surpluses.

As aresult, a number of developing countries have become net exporters of capital on such a
scale that there has been a net aggregate capital outflow from developing countries. But this has not
been a constraint on domestic capital formation. Indeed, while real investment in the G-7 countries
remained rather flat (and investment/GDP ratios declined), many devel oping economies were able to
trigger an investment recovery once their financial crises were overcome. The sustained net capital
exports from the poorer developing countries to the capital-rich developed countries raises doubts



about the validity of orthodox development theory in the new global context, and points to the need
for a rethinking of the most crucial assumptions about the functional relationships between savings,
investment, capital flows and alternative policies and catch-up paths.

Global imbalances still awaiting a solution

The sources, sustainability and possible adjustment of the widening imbalances in the world
economy have triggered one of the liveliest and more controversial economic policy debates of the
past few decades. For some observers and politicians, the fact that imbalances correspond to a real
transfer of resources from surplus to deficit countriesisjust anatural and harmless consequence of an
increasingly integrated global economy.

Others believe that the size of any transfer of resources, be it to individuals or to nations, should
remain reasonably related to the expected long-run ability of individuals or nationsto pay interest and
amortization. Therefore the substantial net capital flowsin one direction over many yearsisindicative
of afundamental problem with the allocation of capital in the world economy since the aftershocks of
the big financial crisesin Asia, Latin America and some transition economies. From this perspective,
adjustment is imminent and can be either “soft”, involving a smooth correction through government
intervention, or “hard”, involving apainful contraction and crisisin deficit countrieswith major adverse
repercussions for surplus countries.

Undoubtedly, the overall competitiveness of an economy that runs a persistent deficit or surplus
is a decisive factor influencing the sustainability of the trade or current-account balance. Indeed, in
the past, large corrections of deficits usually went hand in hand with huge deval uations of the nominal
and real values of the currencies affected. Empirical evidence has shown that changesin the real effective
exchange rate (REER), the most comprehensive measure of the overall competitiveness of countries,
have the potential to reduce deficits or to cause swingsin the trade and current account from deficit to
surplus, because they induce an expenditure switch between demand for domestic and foreign goods.

Thus an increasing current-account surplus accompanied by a real devaluation (i.e. a “false”
price movement) must be taken as a much stronger indication of non-sustainability than a surplus
accompanied by a tendency towards real appreciation. The Japanese yen, for example, rather than
appreciating as could be expected due to the strong Japanese competitive position and a huge current-
account surplus, has depreciated in recent years — in both nominal and real terms — vis-a-vis the
currencies of Japan’s major trading partners, thereby further increasing the competitiveness of Japanese
exporters. And there are other cases where exchange-rate changes have moved in a wrong direction.
Indeed, compared to 1996, of all the world’slarge economies and countries with the biggest surpluses,
only China has experienced a slight appreciation of its REER, and thus a slight deterioration in its
competitive position. In the other three countries with the largest surpluses — Japan, Germany, and
Switzerland in particular —which are all officially adhering to “free floating” regimes, the real value
of their currencies has actually fallen (their competitiveness hasincreased), further lowering the prices
of their products on the world market.

This paradox deserves greater attention than has hitherto been accorded in the debate about
remedies for global imbalances, even if the reasons for the real depreciation of currencies vary. In



Germany, the real depreciation compared to the mid-1990s can be attributed to very slow growth in
nominal wages. This has driven unit labour costs lower than the levels of its main trading partners,
both inside and outside the euro area, despite an appreciation of the euro against the dollar. In the case
of the yen and the Swiss franc, their real depreciation can be explained by so-called “carry trades”,
which occur when there are large differences between the expected nominal return and the real return
on investments.

This is not a new phenomenon: most of the financial crises in the post-Bretton Woods era of
floating currencies were preceded by a build-up of nominal interest rate differentials, which were not
covered by immediate depreciation (so-called uncovered interest rate speculation). What is new isthat
big institutional portfolio investors like hedge funds are able to trigger along-lasting appreciation in
the real exchange rate of a country with a higher nominal interest rate, and thereby increase the return
on their investments through their own behaviour. Moreover, if central banks attempt from the outset
to limit the extent of appreciation of the domestic currency through intervention in the foreign-exchange
market, the resulting growing stock of foreign currency reserves only reducestherisk for international
speculators.

The ongoing carry trade from yen or Swissfrancs— currencies of countrieswith very low inflation
and very low nominal interest rates — to countries with higher inflation and higher interest rates like
Brazil, New Zealand or Hungary breaks the vital link between interest rate differentials (and inflation
rate differentials) and therisk of currency depreciation, alink that iscrucial for thelong-term equilibrium
of the global trading system. If the financial markets systematically distort the competitive positions
of nations and companies, policy intervention is unavoidable, sooner or later. Unhedged borrowing by
hedge funds and other speculators raises the question as to whether a floating regime is the only
feasible solution to the problem of the external balance and a buffer against external shocks.

In thiscontext, political pressure on Chinato float its currency may be counterproductive. Floating
of the Chinese currency may yield exactly the opposite of the expected result. As China'sinterest rates
are still rather low, the renminbi could follow the examples of the yen and Swiss franc, with Chinese
assets being carried to high interest rate locations. Thiswould result in a depreciation of the renminbi,
which would further increase China’'s competitiveness instead of reducing it —an outcome that would
worsen global imbalances even more.

External regimes and fixed investment

Large returns on uncovered interest rate speculation penalize international competitiveness and
capital formation through two channels: the real exchange rate and the real interest rate. Empirical
evidence shows that the existence of uncovered interest returns (i.e. returns that carry the risk of
exchange-rate changes) tends to reduce international competitiveness and increases the cost of capital
for domestic investors in fixed capital.

Only afew countries — Japan and Switzerland being outstanding examples — can afford largely to
ignore changes in the exchange rate and keep nominal (and real) interest rates at a very low level
without therisk of accelerating inflation. However, this behaviour induces high marginsin speculation
with uncovered returns, and it provokes the real appreciation of currencies elsewhere. In the case of



Japan, this is due to the deflationary risks that are fuelled by very low or negative growth rates of
wages. The open capital market and the extremely low interest rate invite speculation to drive the yen
down and other currencies up.

For Brazil, Mexico, South Africa, Turkey and Hungary, countries which have recently adopted
inflation targets for monetary policy that typically require a free floating currency and control of the
inflation rate through interest rates, the results have been disappointing. Although the post-devaluation
regime usually marked a deep structural change for these countries, with a shift towards more credible
monetary policies, interest rates and volatility are still very high, and the tendency towards real
appreciation and deterioration in overall competitiveness persists. Additionally, the high real interest
rate, systematically higher than in the United States or other large industrialized countries, constrains
capital accumulation and catch-up.

For middle-income Asian countries, such as Indonesia, Thailand and the Republic of Korea, the
regime change from soft peg to float following their crises has al so been associated with larger exchange-
rate volatility and a tendency towards real appreciation. Only China, with its specific pattern of strict
intervention in the currency market to fix the exchange rate and negative real interest rates, has
succeeded in maintaining a high degree of stability and very low costs of capital, which is extremely
favourable to the creation of capital through fixed investment.

Policy options

For small open economies, and devel oping countriesin particular, astable and prospering external
sector iscrucial, which iswhy the exchange rate isthe most important single pricein these economies:
it influences overall competitiveness and has a strong impact on national price levels. To avoid the
fight for market shares through manipulation of exchange rates, wage rates, taxes or subsidies, and to
prevent the financial markets from driving the competitive positions of nationsin the wrong direction,
the globalized economy may need a new code of conduct to govern overall competition between
nations.

Such a code of conduct, as part of the global governance system, would have to balance the
advantages of one country, accruing from a constellation of changesin real exchange rates, against the
disadvantages of others that are directly or indirectly affected. For example, changes in the nominal
exchange rate that deviate from the fundamentals, and which do not merely reflect inflation differ-
entials, affect international trade in a similar way as changes in tariffs and export subsidies.
Consequently, changes in the real exchange rate should be subject to multilateral oversight and
disciplines. Reasonsfor adeviation from the fundamental s and the necessary dimension of the deviation
could be identified. If appropriate exchange-rate rules were established, unjustified losses or gainsin
overall competitiveness could be prevented. Developing countries could thereby systematically avoid
overvaluation, which has been one of the greatest impediments to sustained prosperity in the past.

In the absence of such an arrangement, developing countries need flexibility for managing their
exchange rates and a sufficient number of instruments to prevent excessive volatility in the external
sector in order to improvetheir prospects for long-term investment and successful catching up. Empirical
evidence belies the orthodox belief that with free-floating regimes international financial markets can
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do that job by smoothly adjusting exchange rates to their “equilibrium” level, and that with fixed
exchange rates, product, financial and labour markets would always be flexible enough to smoothly
and rapidly adjust to anew equilibrium. In reality, exchange rates under afloating regime have proved
to be highly unstable, leading to long spells of misalignment, with disastrous consequences for the
real economic activity of the economies involved. The experience with hard pegs has not been
satisfactory either; since it has not been possible to correct the exchange rate in response to external
shocks or misalignment, adjustments have been costly in terms of lost output, and the real sectors of
the domestic economy have borne the brunt.

A strategy of providing policy space and control over the relevant monetary instruments can only
bereplaced by multilateral oversight and surveillanceif the leading industrialized economies are willing
to play a more proactive role in steering the international monetary system, including through direct
intervention, to enable orderly depreciationsfor countriesin trouble. Past experience has demonstrated
that developing countries with strong current-account positions are able to avoid destabilizing capital
inflows and outflows either by taxing those flows or by limiting their impact through direct intervention
inthe market. In these cases, the hardest choices and the gravest misallocations dueto erratic exchange-
rate changes have been avoided. But neither the resort to controls nor to permanent intervention can
be a substitute for an appropriate exchange-rate system at the regional or — preferably — the global
level.

In light of the dim prospects for such a solution at the global level, initiatives for monetary
cooperation at the regional level have received increasing attention in recent years. On the one hand,
thisis areaction to the gaps between the original ideas and the actual outcome concerning the reform
of theinternational financial architecture; on the other hand, it isalso part of the broader trend towards
“regionalism” aimed at strengthening national development strategies.
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Globalization and regionalization

Regional cooperation among devel oping countries hasthe potential to support national development
strategies, and to some extent fill the gapsin the global economic governance system. But in order to
do so it has to extend beyond trade liberalization to include policy areas that strengthen the potential
for growth and structural change in devel oping countries. These include macroeconomic and financial
management, aswell as trade support and industrial policies. There appearsto be an untapped potential
for closer regional cooperation among developing countriesin these areas, which could also add policy
options to those available at the national level. On the other hand, the trend towards North-South
bilateral or regional trade agreements, resulting from a sense of frustration of some governments with
the slow progress in multilateral trade negotiations and an attempt to advance liberalization in areas that
are not subject to these negotiations, threatens the coherence of the multilateral trading system. It also
threatens the viability of existing regional cooperation arrangements among developing countries, and,
most importantly, the options availabl e to these countries for pursuing their national development strategies.

Economic integration within anational economy is associated with expanding domestic markets,
a shifting pattern of employment away from rural activities and an increasing industrial division of
labour that leads to adense network of input-output linkages between sectors. Strong national institutions
are also required to forge the socio-political consensus needed to mobilize and channel resources into
productive investment and to manage the trade-offs incurred along a dynamic development path,
including those arising from increased external integration. Developing countries seek to integrate
into the world economy in the expectation that thiswill help accel erate output growth and productivity
and improve living standards through increased trade, technology and capital flows. In order to be
able to derive such benefits from external integration, similar conditions have to be fulfilled as for
internal integration: they must have a certain level of local production capacity, skillsand technological
sophistication, an array of market supporting institutions and good infrastructure.

But with the increasing interdependence of national economies in a globalizing world, national
development increasingly depends on the external environment and on coherent structures in the
international monetary and financial systems. Last year’'s Trade and Development Report suggested
that multilateral structures needed to be more inclusive and flexible if gains from closer integration
into the world economy were to be more widely shared. And, as suggested above, new multilateral
disciplines are necessary, particularly in the area of international finance, to achieve more balanced
outcomes. However, multilateral arrangements are not the only option for fashioning collective and
coordinated responses to the challenges confronting developing countries in an increasingly
interdependent world economy. Indeed, following the failure of the international financial institutions
to manage the financial shocks and crises towards the end of the 1990s, and given the slow progress of
the Doha Round of multilateral trade negotiations, regional arrangements have assumed a more
prominent place on the international development agenda.

Regional economic cooperation occurs in various forms and degrees, and is in general aimed at
increasing cross-border linkages and deepening interpenetration of economic activity for the mutual
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benefit of economies within a geographic region. A distinction is frequently made between policy-
induced integration, whichisalso called regionalism and involves formal economic cooperation arrange-
ments, and market-driven integration, al so termed regionalization, which is spurred by regional growth
dynamics, the emergence of international production networks and related FDI flows. Recognizing
that multilateral disciplinescould lead to a narrowing of national policy space for developing countries,
regional economic cooperation can provide some meansto help countries cope better with globalization.
From this perspective, regional institutions could fill gaps in global economic governance structures.
The form that such cooperation takes will depend not only on the specific historical, geographical and
political circumstances in a region, but also on the relative weight given to market forces and State
intervention — a choice that can influence economic policies at the national and global levels.

Over the past two and half decades these policies have been based on the belief that market
liberalization and opening up to international trade and finance would lead to the best possible factor
allocation in general, and raise productivity and accelerate technological upgrading in developing
countries, in particular. Thistendency to give priority to market forcesin determining factor allocation
isreflected in the rapidly increasing number of regional and bilateral free trade agreements (FTAS) or
preferential trade agreements (PTAS) concluded since the early 1990s.

The “new regionalism”

The number of trade agreements notified to the GATT/WTO increased from 20 in 1990 to 86 in
2000 and to 159 in 2007. The agreements concluded over the past 20 years have been mainly bilateral,
and primarily between devel oping and devel oped countries. They have increasingly included provisions
aimed at “deep integration”, which involves additional elements for harmonizing national policiesin
line with a reform agenda that favours greater freedom for market forces — thus also promoting the
freedom of movement of TNCs— and reduces options for government intervention. Thistrend, combined
with the increasing number of FTAsand RTAsinvolving countriesfrom different geographical regions,
characterizes what has come to be labelled as “new regionalism”. This term is somewhat misleading,
since most of the trade agreements are bilateral and involve countries that are not necessarily in the
same geographical region.

“New regionalism” denotes a departure from multilateralism, and has grown out of a sense of
frustration of some governments at the slow progress in multilateral trade negotiations. It stems from
their belief that anumber of bilateral “regional” agreements could serve as abetter vehiclefor advancing
their preferred agenda of economic liberalization and harmonization across a broad range of policies,
laws and institutions aimed at promoting the internationalization of investment and production. In a
way, this* new regionalism” bypasses multilateral institutions and arrangements, as governments pursue
economic objectives and use instruments for which no agreement has been reached at the multilateral
level. At the same time, it reflects the tendency to perceive globalization as a process whereby access
to markets of the North and attracting FDI from developed-country investors is key to successful
integration into the world economy.

The WTO report, The Future of the WTO, criticized this proliferation of bilateral and regional
trade agreements on the grounds that it has made the most-favoured-nation (MFN) principle the
exception rather than the rule, and has led to increased discrimination in world trade. However,



negotiations on FTAs have continued to progress. The United States has been the most energetic in
negotiating FTAS, particularly with developing countries. The EU, too, already has bilateral FTAsin
various forms with developing countriesin all regions, aswell as with economiesin transition, and it
plans to conclude more of them. Japan has been involved in bilateral trade negotiations with several
countries in the Asia-Pacific region; and other developed and developing economies, such as the
European Free Trade Association, Australia, Chile, China, Mexico, Singapore and Turkey, have also
been pursuing a strategy of entering into bilateral PTAs with countries from very diverse regions.

The motivation of a developing country for concluding a bilateral agreement with a developed-
country partner is to obtain concessions that are not granted to other countries, particularly better
market access for its products. Indeed, bilateral North-South FTAs have the potential to provide the
developing-country partner with considerable new trading opportunities, as witnessed by the sharp
increase in Mexican manufacturing exports after the conclusion of NAFTA. Such FTAs may also
attract more FDI to the devel oping-country partner. But there can also be potential disadvantages for
developing countries, because such FTAs generally demand far-reaching liberalization of foreign
investment and government procurement, new rules on certain aspects of competition policy, stricter
rules on intellectual property rights, and the incorporation of labour and environmental standards.
Moreover, many FTAs oblige devel oping countriesto undertake much broader and deeper liberalization
of trade in goods than that agreed under WTO arrangements. Some also involve aform of liberalization
of servicesthat differsfrom what isenvisaged in WTO agreements, thus exerting pressure on devel oping
countries to make greater liberalization commitmentsin this area.

Because they involvereciprocal commitments, FTAs between devel oped and devel oping countries
eliminate the special and differential treatment that may be granted to developing countries in the
context of other agreements. Thereciprocity principlein North-South FTAs places devel oping countries
at adisadvantage vis-a-vistheir devel oped-country partners, asthey typically enter into the liberalized
trade relationship at a less advanced stage of domestic industrial development, implying lower supply
and marketing capacities. Moreover, the possibilities of developing countries to benefit from the
investment provisions of these FTAs are limited. In order to comply with the principle of reciprocity,
developing countries are also forced to cut tariffs from significantly higher levels, especially on
industrial products.

Another motivation for joining an FTA is the perceived risk of losing competitiveness vis-a-vis
other developing countries that might have entered into an FTA with the same main trading partner.
Indeed, unlike negotiationsin amultilateral context, individual bilateral negotiations create an environment
of competitive liberalization. But the benefits that devel oping countries can obtain in North-South bilateral
negotiations are circumscribed by their usually weaker bargaining power and the limited negotiating
flexibility of their developed-country partner. This is due to a combination of strong pressure from
domestic lobbies and limitations imposed by existing national legislation, as in the case of the United
States, or complex governance and decision-making processes, as in the case of the EU. For example,
these factors have made it especially difficult for the major developed countries to accept a reduction
or elimination of agricultural subsidies as a negotiable issue in bilateral agreements. Consequently,
developing-country partnersin bilateral trade agreements are deprived of perhaps the most important
potential source of increased market access in the major devel oped countries. Moreover, adeveloping
country is often unable to derive the full benefits of the improved market access opportunities of an
FTA because of limited supply capacities and competitiveness, and because local firms are often unable
to comply with restrictive rules of origin on goods destined for export to the devel oped-country partner.
Finally, preferences negotiated by one developing country with a developed partner may quickly be
eroded if the same developed country also concludes FTAs with other developing countries.

On the other hand, the devel oping country hasto bear the consequences of eliminating tariffs and
other trade barriers in almost all categories of goods. It gives up the possibility to use potentially



important and powerful instruments of industrial and agricultural policy, which are often indispensable
for promoting the creation of new production capacities, industrial upgrading and structural changein
their economies. All of these are essential for improving the devel oping country’s supply capacity and
competitiveness, which are prerequisites for maximizing the potential gains from trade liberalization.
Thusthe gainsfor devel oping countriesfrom improved market access are far from guaranteed, whereas
the loss of policy space is certain. It is therefore in the interest of developing countries that the
multilateral trade negotiations advance, but with a stronger development dimension built into
international trade rules.

Advocates of the “new regionalism” argue that FTAs and PTAs, rather than undermining the
multilateral trading system, have the potential to put the multilateral negotiations back on track, precisely
because they are part of a strategy of “competitive liberalization”. This is because such agreements
generally include provisions that extend beyond current WTO rules and regulations in areas such as
investment, competition policy and government procurement, as well asin other areas that have been
excluded from the agenda of the multilateral trade negotiations. Thus some observers have perceived
them as locking in orthodox policy reforms. Yet such reforms have afairly modest record in terms of
enhancing growth and structural change in developing countries, and their underlying principles have
come under increasing criticism.

In assessing the potential economic and social benefits and costs of entering into North-South
bilateral or regional FTAs, devel oping countries should not only take into account the potential changes
in exports and imports arising from market opening, and possible increases in FDI. They should also
consider the impact of such agreements on their ability to use various policy options and instruments
inthe pursuit of alonger term development strategy. Rather than subscribing to the “ new regionalism”,
which promotes the extension of TNC activities in the developing world, developing countries may
examine other areas of cooperation with partners in the same geographical region, in the spirit of true
regionalism. This could help strengthen their own strategies for national development and integration
into the global economy, building on the advantages of proximity, similarity of interests and economic
complementarity.

Regional cooperation and effective integration
among developing countries

Access to alarger market as a means of achieving scale economies and diversifying production
has al so been along-standing rationale for regional arrangements among devel oping countries. Industrial
differentiation broadensthe potential for expanding intra-industry trade. Among countries with similar
economic structures and technological capabilities, firms that cross various thresholds in terms of
size, productivity performance and technological know-how tend increasingly to trade abroad, giving
rise to an interactive and cumulative process between internal and external integration. Exports allow
scale economies to be further exploited, which can also attract FDI. At the same time a growing
outward orientation exposes firms to new products and processes, and to new sources of competition.
These considerations apply to outward orientation generally, but for many developing countries that
are at an early stage of industrial development, aregional orientation involving countries at a similar
level of development may be considered a more viable option. This is because the initial foreign
competition within the region may be less difficult to handle, the technological gap vis-a-vis competitors
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from more advanced countries outside the region may be easier to close, and the probability of finding
alevel playing field is greater.

Formal regional cooperation can be accompanied by very different degrees of effective regional
integration, and this has sometimes occurred among countries without the prior conclusion of formal
trade arrangements or other far-reaching policy cooperation. Formal agreementson trade liberalization
or other forms of regional cooperation are not a precondition for de facto integration; in general there
is a two-way dynamic interaction between the two. Once external linkages reach a certain level of
intensity, there will be pressure from producersto lower or remove the various barriersto intraregional
trade, including bureaucratic red tape and conflicting legal restrictions and administrative procedures,
as well as demands for better transport and communications infrastructure.

In aworld that does not correspond to the perfect competition model of economic theory, and
where dynamic interactions between economic and politics shape the path of development, regionally
coordinated or common public policies can support regional integration and faster growth. They can
do this by bridging gaps |eft by market mechanisms and by hel ping to overcome constraints on industrial
take-off, diversification and sustained catch-up growth that have a dimension that goes beyond national
boundaries, as demonstrated by the experience of post-war Western Europe.

Areas of such active regional cooperation can include apparently simple measures, such as trade
and transit facilitation and the dissemination of commercial information. But it is precisely the lack of
such measures that are often a major hindrance to closer integration. Regional cooperation in the
planning and financing of transport infrastructure to enable physical cross-border trade and reduce its
costsisan equally important ingredient for devel opment. Regional management and investment projects
in the crucially important areas of energy and water supply, which in many developing countries
represent serious bottlenecks, are other instances where regional cooperation can serve development.

Expansion of trade also requires a stable financial and monetary environment. As mentioned
earlier, since the international financial system lacks sufficient instruments to reduce the volatility of
international financial markets and itsimpact on devel oping countries, regional cooperation in monetary
and exchange-rate policies has become an important issue. This is a concern not only in Western
Europe but also in all developing regions. Indeed, in the absence of far-reaching reform of the
international financial architecture, strengthened regional monetary and financial cooperation can be
critical for achieving greater coherence between theinternational financial system and the international
trading system while respecting specific developing-country interests.

International, and for that matter regional, trade should not be considered an end in itself; rather
it is a means to achieving faster growth. Countries should therefore also investigate innovative areas
of policy-making at the regional level that could support diversification and industrialization of their
economies. This could, for example, take the form of support for industrial projects and common
undertakingsin research and devel opment, knowledge generation and information dissemination, that
might be too costly and risky for an individual developing country but viable if several countries were
to pool their resources.
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Adapting regional cooperation to globalization

National economies with a successful record of development are characterized by “adaptive
efficiency”: the capacity to develop institutions that provide a stable framework for economic activity
but which are flexible enough to provide the maximum leeway for policy choicesin response to specific
challenges. At a time when developing countries individually have reduced options for national
economic policy-making, regional institutions may offer away of extending the “adaptive efficiency”
principle to cross-border relations. Globalization and the trend towards greater interdependence as a
result of internationalization of investment and production decisions present new challenges. Many of
these challenges cannot be dealt with exclusively at the national level and may require asimilar adaptation
of regional institutions, especially as multilateral institutions and policies have failed to adapt.

From this perspective, regional cooperation among developing countries involves a good deal
more than the search for common ground on external policies; it also involvesthe provision of regional
public goods and areconfiguration of policy space. At the sametime, new political challenges, including
the unequal influence of members, and in particular the ability of stronger membersto bypass collective
agreements, will have to be dealt with. This implies that regional arrangements, as much as those of
national State formation, will have to develop acceptable levels of competence, legitimacy and trust,
which is likely to take time. The European experience of regional cooperation suggests that such
cooperation is unlikely to follow some established blueprint, that it takes considerable time to evolve,
and that the steady build-up of institutional capacity is a critical dimension of success.

Proximity and complementarity can still
promote mutual interests

Regional arrangements are generally judged against a benchmark derived from standard trade
models, which consider fully open borders to goods, services and FDI as prerequisites for successful
development. But the underlying assumptions of these models have little to do with economic reality.
They fail to consider the possibility of various kinds of market failures and the role that dynamic
economic forces and geographical proximity can play in triggering and sustaining virtuous growth
circles. Inaworld with increasing returns, external economies and variable transaction costs, proximity
still offers some real economic advantages. Moreover, in the majority of existing regional cooperation
agreements, political motivations and influences are an integral part of regional cooperation. From the
perspective of conventional trade models, in which market incentives are key to optimal factor
allocation, such motivations are inherently suspect. Yet in all healthy market economies, politics and
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economics are in permanent interaction: market failures provide one point of interaction and the
provision of public goods another.

There are strong links between internal market integration, intra-industry trade and the formation
of regional blocs. Direct investment which usually follows (and is complementary) to these trade
flows adds to these links, whereby industriesin different countries of the bloc either collaborate in the
creation of asingle product or specialize in the production of different finished goods for export to the
entire bloc or beyond. As aresult of these cross-border vertical production relations, trade becomes
increasingly intra-firm, intra-industry and intraregional. The key to the formation of these blocs lies
with various external economies that derive from the linkage intensity of a more diversified industrial
economy, and that maintain the connection between productivity and proximity. Thisis evidenced by
the fact that, despite the process of globalization that has shaped the world economy over the past 25
years, in thelarger OECD economies—and even in some of the smaller ones—most firms still produce
the largest proportion of their output within national boundaries. Less than a dozen of the biggest
TNCsin the Fortune 500 are truly “global” in the sense of having 20 per cent or more of their salesin
each of the three large geographical trade blocs — North America, Western Europe and East Asia
Within these blocs, most firms produce most of their output within national boundaries, and, when
they do trade or move abroad, most find a disproportionately large number of their markets and locations
close to home.

The attitude of developing countriestowards regional integration has evolved with their situation
in the global economy, their experiences with globalization, and in some cases, with their changing
development strategies. Tariff preferences have traditionally been a key instrument for market
enlargement and industrial deepening based on the assumption that a larger regional market would
increase opportunitiesfor industrial specialization and the realization of scale economiesin an otherwise
protectionist international environment. Although MFEN tariffs have been substantially reduced over
the past 20 years as aresult of progress in multilateral trade liberalization, preferential access among
regional partners may still be a tool for regional trade and industrial integration, even if it is not
sufficient by itself to create economic integration, which is associated with increased industrialization
and diversification. And regional tariffs could still be an important means of support for sectoral
policies, even if the average import tariffs remain relatively low.

Intraregional trade flows

Despite the erosion of regional tariff preferences as a result of the reduction in MFN tariffs,
various indicators suggest that over the past 20 yearsintraregional trade in all developing regions has
expanded faster than extraregional trade. This is true both for geographical regions and for regional
cooperation arrangements. It may have been fostered by the harmonization of standards and the
establishment of common rulesthrough policy coordination. Intraregional trade has expanded the most
rapidly among the devel oping countries of East Asia since the mid-1980s, and today represents almost
half of that region’stotal trade. In Africa, although the share of intraregional trade in itstotal trade has
also increased, it is still less than 10 per cent of its total trade. Intraregional trade in Latin America,
excluding Mexico, has grown significantly since the late 1980s, to reach close to 30 per cent of its
total trade. The geographical trade pattern of the economies in transition has changed dramatically
since the early 1990s, with many Central European countries increasing their trade linkages with
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Western Europe, culminating in their accession to EU. Intraregional trade among the economies in
transition that are members of the Commonwealth of Independent States (CIS) has been declining, but
isstill significant, accounting for about a quarter of that group’stotal tradein 2005. The “geographical
bias” in favour of intraregional trade is due to a variety of factors, some of which may be related to
formal integration schemes while others benefit from trade-rel ated advantages such as proximity, lower
transport costs, tacit knowledge stemming from repeated interaction, and spillovers of various kinds.

Of all developing-country regional arrangements, the Association of Southeast Asian Nations
(ASEAN) displays the highest level of intraregional trade in its total trade: 25 per cent on weighted
average. Although ASEAN was created as a political rather than an economic grouping, trade among
its participants has consistently increased since the mid-1970s. Yet trade liberalization was formalized
only in 1992 with the launching of the ASEAN Free Trade Area (AFTA). Developing countriesin East
and South-East Asia accounted for almost 50 per cent of total ASEAN trade in 2005, compared to only
30 per cent in 1990. This trade expansion has largely been due to the development of awider regional
production network driven by other Asian economies, in particular China, the Republic of Korea and
Taiwan Province of China. Its success has encouraged negotiations for enlarging the free trade areato
China, the Republic of Korea and Japan.

The pattern of development and integration in East Asia has followed some of the features of
European integration, although with distinct characteristics owing to the influences and legacies of
colonial rule, the economic gap between Japan and its neighbours and the specific demands of late
industrialization. In the integration process, stages of industrialization and regional development have
been closely interlinked. The rapid upgrading of economic activity from resource-based and labour-
intensive industries to increasingly sophisticated manufactures in the leading economies opened up
opportunitiesfor their less developed neighbours to enter the regional division of labour by expanding
their less demanding, lower skill, labour-intensive activitiesthat could no longer be competitively supplied
by the front runners. In this process, trade and FDI served as vehicles for “redistributing” comparative
advantage, and, beginning with post-war Japan, there was a deliberate adoption of pro-investment
macroeconomic policies along with strategic industrial and technology policies to serve this objective.

These trends are closely connected with the emergence of regional production networks, either
involving large TNCs that produce a standardized set of goods in different locations, or groups of
small and medium-sized enterprises located in different countries and linked through international
subcontracting to a lead coordinating firm. Both kinds of networks exist in East Asia, although the
first kind ismore prevalent. China has contributed significantly to the accel erating pace of intraregional
trade since the late 1980s, with large firms from the region relocating assembly operations to take
advantage of lower costs, and becoming important exporters of intermediate goods to China.
Participation in these networks has also been part of the development impetus in South-East Asia,
though it is confined to a small number of industries.

InLatin America, formal regional cooperation agreements appear to have played a moreimportant
role than in East Asia. Both South American integration agreements, ANCOM and MERCOSUR have
been accompanied by a considerable expansion of intraregional trade. But beyond these agreements
trade with non-members in the geographical region has also grown faster than trade with the rest of
the world, again indicating a geographical bias. However, integration in Latin America was much
weaker and less stable than in East Asia with a less dynamic overall economic performance. The
reasons for this can be attributed to global shortcomings as well as to inadequate national policies.

This is also partly true for Africa. African countries typically belong to several regional trade
arrangements, but in few cases has thisled to significant intraregional trade. With the exception of the
West African Economic and Monetary Union (UEMOA), which also belongs to the CFA franc zone,
and the Southern African Development Community (SADC), intraregional trade has not exceeded



5 per cent of the total trade of the members of these regional agreements. The relatively small weight
of intraregional trade in Africa, despite the existence of several (and frequently overlapping) RTAS, is
largely due to their production structure and the composition of their exports, as well as the presence
of non-tariff barriers and infrastructural constraints. As many countries still specialize in only a small
number of primary commodities for export, while most of their imports consist of manufactures, the
mismatch between the structures of supply and demand in their international trade limits the potential
for intraregional trade. The export-oriented production of their labour-intensive manufactures has not
significantly increased their intraregional trade either, because almost all those exports go either to
Western Europe or to the United States.

The product composition of intraregional trade flows

The composition of exports has a strong influence on the impact of trade on long-term growth. A
comparison between the composition of intraregional and extraregional trade suggests that the former
in many cases offers a considerably greater potential for export upgrading than the latter. Regional
blocs of developing countries typically represent important, and in many cases dynamic, markets for
the manufactured exports of their members, including those of higher skill and technology content.
Regional markets generally provide a supportive economic context for local industries in the initial
stages of development and are more likely to attract manufacturing FDI than smaller national markets.
Thus, increasing trade within the same geographical region can be more conducive to diversification,
structural change and industrial upgrading than overall trade. Geographical proximity matters as much
as the initial economic structure of each country, but regional trade agreements, as well as other
arrangements at the regional level that foster trade integration and greater product diversity, especially
in the manufacturing sector, can enhance the positive impact of intraregional trade. Obviously, the
geographical directions of external integration — intraregional, with other developing regions, or with
developed countries— are not mutually exclusive: a country may benefit from expanding its exportsto
all these markets. However, for a devel oping country seeking to upgrade its production structure and
the technology content of its domestic industry, an orientation towards the regional market can be an
important factor for enhancing the competitiveness of domestic producers and an initial step for
integrating into the wider international market.

The growing volume of intraregional trade and, more importantly from adevel opment perspective,
an increase in the relative share of manufactures and medium- and high-skilled products, provides a
strong argument in favour of a development strategy that links industrialization and regionalism.
However, the success of such a strategy requires active cooperation among the members of aregional
bloc that goes well beyond liberalizing intraregional trade or the introduction of a common external
tariff; it must also ensure afair distribution of the gains from integration so that each member can reap
net benefits from participation.

The reasons for inequalities in the distribution of gains stem from structural factors, but also, in
many cases, from economic policies. In a customs union or a common market, the structure of the
common external tariff and local content rules are not neutral in the sense that they may serve the
interests of some members better than others. Moreover, the members of aregional agreement frequently
pursue their own industrial policies — either in accord with their partners or unilaterally. Thusthereis
therisk that the lack of acoordinated industrial policy could lead to “ beggar-thy-neighbour” behaviour,



XVI

eventually weakening the integration process. In fact, not all the members of a trading bloc have the
same financial and institutional capacities to promote production and exports. The EU dealt with that
problem by harmonizing national support policies and by transferring some areas of national policy-
making to the regional level so as to enable a better distribution of the gains from integration. In
cooperation agreements among developing blocs, thisislargely apending issue, although it isreceiving
increasing attention.

Regional monetary and financial cooperation

Since the 1990s there has been greater interest in financial and monetary cooperation among
developing countries, not |east because the devel opment prospects of many countries have been shaped
more by the globalization of finance than by global trade expansion. Financial crises in emerging
market economies illustrated the risks stemming from the volatility of private international capital
flows, especially speculative short-term flows, and the detrimental effects that the vagaries of
international financial markets could have on international trade and sustained growth. They showed
once again that financial crises are rarely limited to a single country; investor behaviour can easily
infect other countries, even if they have good economic fundamentals.

Regional monetary and financial cooperation can take various forms and rely on different
instruments. The initial steps may aim at providing long-term financing to participating countries
through regional development banks and the creation of regional capital markets. More sophisticated
forms of cooperation involve the use of regional clearing banksto facilitate intraregional trade payments
and short-term financing for countries facing bal ance-of-payments problems. Bond issuance in regional
currencies and loans in local currencies may help to reduce a currency mismatch and induce the
development of regional financial markets.

Further steps towards closer regional cooperation in the field of finance include the creation of
regional exchange-rate mechanisms and monetary unions. Regional arrangement for exchange-rate
management among countries with a relatively high and increasing share of intraregional trade and
financial cooperation can be an important element in the process of creating a common market, as
volatility of exchange rates may distort trade flows and undermine trade integration. Even if such
arrangements require greater macroeconomic coordination among the participating countries, they
can be useful for countries with very open economies targeting stability of theinternal and the external
value of their currency. Experiences in some regions show that the often severe effects of volatile
short-term capital flows, arbitrage and frequent over- and undervaluations, particularly on growth and
investment, can be considerably reduced.

Monetary and exchange-rate policy has been by far the most devel oped area of regional cooperation
and integration in Africa. With two currency unions and nominal exchange-rate stabilization in the
South African Common Monetary Area (CMA), Africa has taken the lead in the developing world in
regional monetary integration. Exchange-rate pegs and the associated greater credibility of their
monetary policy have hel ped anumber of countriesto achieve convergencein their pricelevels, though
with mixed results due to different exchange-rate regimes. The greatest handicap of exchange-rate
based stabilization has been therisk of an appreciation of thereal exchange rate dueto positiveinflation
differentials between the domestic and anchor currencies.
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The European experience with different forms of monetary cooperation, which eventually led to
afully-fledged monetary union, offers important lessons for devel oping countries. It shows that there
isno viable alternative to managing someform of fixed or floating exchangeratesif adverseimplications
for trade and the smooth functioning of a common market are to be avoided. Additionally, it implies
that regional cooperation in monetary affairs and the design of monetary cooperation in a manner that
aims at full monetary union as the final target are superior to systems based on currency anchoring.

However, the failure of European integration to produce an economic performance comparable
to that of the United States since the end of the Bretton Woods system shows that for development
efforts at the national level to succeed, the formulation and effective implementation of a national
devel opment strategy and appropriate macroeconomic policies are of major importance. In this respect,
Europe’'s orthodox approach towards macroeconomic policies holds important lessons for developing
countries. The most successful cases of economic catch-up, namely thosein Asia, consistently rejected
the simple concept of using monetary policy to achieve price stabilization. Indeed, the assignment of
policies to reach this target was just the opposite of the orthodox approach. In the Asian model of
stabilization, monetary policy sought to stimulate investment and growth whereas heterodox tools
were used to control inflation. Incomes policies or direct government intervention in the goods and
labour marketswerethe preferred instrumentsto stabilize prices. Clearly, in an environment of extremely
rapid growth with its notorious risk of creating an overheated economy, this approach has passed the
acid test.

Basic elements of development-oriented
regional cooperation

Regional cooperation initssimplest form may focus on lowering technical and bureaucratic barriers
to trade by means of coordinated administrative reforms and the dissemination of critical information
on trading possibilities through trade fairs and the promotion of regional business contacts. Putting in
place or upgrading physical infrastructure for transport and communicationsis amore serious challenge
that requires a more advanced form of cooperation and coordinated financial efforts. Cooperation
might thereafter progress to the pooling of regional resources in order to meet common challenges,
such as accelerating diversification of production in dynamic sectors, upgrading theindustrial structure
and raising agricultural productivity. Regional cooperation may also be a means of dealing with global
public goods, such as knowledge generation and addressing environmental problems.

In some areas, such as trade and transport facilitation, and energy and water supply, regional
cooperation is indispensable for most countries in order to identify and overcome bottlenecks that
extend beyond national boundaries and for the formulation of proposalsthat require parallel undertakings
in several countries. Improving trade logistics and transport connectivity is an important element of
any policy that seeksto improve trade opportunitiesin order to accelerate growth and structural change.
In many cases, formal trade liberalization is not as successful asit might be because some fundamental
aspects of trade logistics, such asfacilitation of customs formalities, harmonization of procedures and
standards are neglected, or are used as non-tariff trade barriers. In other cases, poor infrastructure, or
its complete absence, makes trade physically difficult, if not impossible, quite independently of the
trade regime. The existence of tariff barriers or quantitative constraints pose formidable obstacles to
trade, but they do not render trade exchanges completely impossible, as does the absence of an
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appropriate regional infrastructure. Therefore, rather than focusing exclusively on the legal aspects of
trade policies in regional cooperation, additional efforts to tackle these other aspects of intraregional
economic relations may be as important as, if not more than, further trade liberalization.

Trade logistics are critical

Today, high transport costs and poor connectivity are more detrimental to acountry’s development
than ever before; they pose aparticular challenge for landlocked devel oping countries. Many countries,
especially in Africa, are still better connected to industrialized countries in other continents through
air and maritime transport services than they are to neighbouring countries. Thus their trade is not
hindered by distance alone, but also by high transport costs and poor connectivity. These obstacles can
be overcome through regional partnershipsin trade and transport facilitation, with aview to improving
transport infrastructure, transit arrangements and trade facilitation at border crossings.

Trade within a geographical region is often land-based, whereas long-distance trade is mostly
seaborne or airborne. For atrade facilitation programme to be coherent with a country’s broader trade
and development strategy, it is therefore necessary first to decide with which country or region trade
should be facilitated as a priority. Enhancing trade with partners outside the region would require an
emphasis on measures such as pre-arrival customs clearance at seaports, or the use of port community
portal systems or standardized formalities of the International Maritime Organization. If regional
integration is the priority, the emphasis would be on measures such as joint border operations, mutual
recognition of trade- and transport-related documents and licences within a region, or common
documents, and customs automation at border crossings.

Cooperation with neighbouring countriesisindispensable, in particular, for landlocked developing
countriesto become“land-linked” . Indeed, such cooperation can serve the mutual interests of landlocked
developing countries and coastal transit countries to a much greater extent than is often assumed. It
could set in motion aregional dynamic through avirtuous circle of better and less expensive transport
infrastructure and market information systems that allows more trade to take place, which in turn may
result in economies of scale and greater competition in transport as well as more favourable financial
conditions for further improvements of the infrastructure.
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Benefits of large, energy-related
regional infrastructure projects

Faster growth and expansion of industry in low- and middle-income countries has increased their
energy needs. An efficient energy infrastructureisa precondition for economic development in general,
and for industrial development and diversification in particular. Yet it is very capital-intensive and
often requires large-scale investment, which many developing-country governments find difficult to
finance. Mobilizing such financing through privatization may not always be compatible with long-
term strategic considerations. Moreover, energy supply and distribution is largely determined by the
natural endowments of each country, and only a few countries can meet their energy needs without
cooperation with neighbouring countries. The particular structural characteristics of this sector make
it prone to market failures, which because of its importance for the functioning and expansion of
almost all other sectors, risk being amplified. For all these reasons, regional cooperation in the energy
sector can be a starting point for eventual cooperation in other and more far-reaching areas of policy
coordination or common policy-making, as shown by the European example. When undertaken among
poorer countries, initiatives for regional cooperation in the areas of energy supply and distribution and
transport infrastructure, may also serve to leverage external financial support.

Energy and water supply and distribution have been areas of bilateral and regional cooperationin
various developing regions, and there appears to be considerable scope for efficiency and security
gains from strengthening such cooperation. After disappointing results with a market-based approach
in line with wide-ranging policy reformsin the 1980s and 1990s, there has recently been arevival of
regional energy cooperation among governments, in particular in Latin America. The perception that
both the State and regional cooperation have an important role to play in the energy sector is not new:
it was the basis for regional institution-building in post-war Western Europe, even before the creation
of the European Economic Community and the European Free Trade Association.

Energy policy in the new millennium should not only ensure that traditional energy supplies
match increasing demand; it also needs to focus on innovative measures to increase energy efficiency
and support the exploration and use of alternative sources of energy. The challengesin thisregard are
formidable: the costs of research and technological innovation are high, the adjustment process will
be long and uneven, and the potential energy sources are not equally distributed across countries. The
importance of these factors grows as industrial development and output growth progress and
environmental concerns become more and more acute.

Thus, strengthening forward-looking regional cooperation in the area of energy has the potential
to support national policy efforts aimed at accelerating the development of manufacturing industries
in devel oping countries. Thisnew orientation isreflected in the ASEAN 2020 Vision, which recognizes
that a greater focus on regional cooperation in energy efficiency and conservation, and on the
development of new and renewable energy resources in order to strengthen regional energy security
may soon become a determining factor for long-term growth. But translating thisintention into concrete
action will require supporting policies and financial commitments.
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Industrial policy as a regional endeavour

Regional coordination of major investment projectsto avoid costly overcapacitiesin very capital -
intensive industries can be an important motivation not only for regional cooperation in the energy
sector, but also for industrial policy more generally. Such cooperation is not always easy to achieve
because it is often perceived as undermining national interests, especially when it involves financial
transfers to a supranational institution. However, the long-term benefits can often outweigh such
financial costs, in particular when viewed in terms of its potential, following an initial confidence-
building phase, for extending into areas where national capacities are limited. In this regard, the
experience of Western Europe, beginning with the European Coal and Steel Community in the early
1950s, contains useful lessons, even though the circumstances differed considerably from those
prevailing in today’s developing regions.

The growth processis often associated with technological development. Most devel oping countries
rely heavily on accessing technology from abroad for application in local production systems. This
requires appropriate national policies and institutions. National innovation systems with an explicit
regional dimension could be devised for collaborative research, training schemes and information
gathering. These may involve complex institutional issues such as the design of intellectual property
regimes, and they may be better supported by the harmonization of rules and laws on aregional basis
and by pooling resources to ensure their more effective management in the context of local needs and
conditions. Tight budgets and human resource constraints prevent many developing-country
governments from offering greater support to “horizontal” industrial policies, for example through
more funding for innovation and research and development activities. Often such activities, that
generally lack a strong domestic lobby, have relatively long gestation periods and require substantial
investmentsin physical and human capital. Costs of further devel oping already advanced technol ogies
and adapting them to local conditions can be borne more easily when financed by several governments
through aregional cooperation agreement or by regional development banks.

Industrial policy instruments aimed at boosting capital accumulation in manufacturing may vary,
depending on whether they are national or regional. While tax incentives are probably more effectively
applied at the national level, financing of such investment may well be supported through regional
initiatives such as regional development banks or the development of regional financial markets,
especially where national financial markets may be too small and the international financial markets
inaccessible for various reasons.

Regional cooperation in energy and industrial policy isof course acomplement to, not a substitute
for, pursuing national strategies, but its scope can extend beyond simple consultation and coordination.
It may also involve the financing and implementation of projects that would not be feasible for an
individual developing country alone. At the very least, successful cooperation in all these areas is
likely to havetheindirect effect of confidence-building, thus preparing the ground for more far-reaching
forms of regional cooperation.
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The way forward

It must be recognized that there are limits to the developmental effects of regional integration
arrangements among devel oping countries, depending on the level of development of the members.
Those countries and regions that lack a sizeabl e capital goods sector have to earn the necessary foreign
exchange to enable them to import capital and intermediate goods from the developed or more
industrially advanced developing countries. Similarly, those low-income countries whose exports are
highly concentrated in a small number of primary commaodities will generally find limited marketsin
their own region and in other developing countries. For both reasons, developing countries that are
still dependent on primary production or are at an early stage of industrial development can benefit
less from regional integration with partners at similar stages of development than those with a more
diversified production structure.

Experience over the past 50 years has shown that regional cooperation is neither a necessary nor
a sufficient condition for devel oping strong regional dynamics, but it can help to strengthen national
policies and regional integration dynamics resulting from the interaction of private firms. If it iswell
conceived and responds to the need to overcome region-specific constraints and gaps created by existing
global governance structures, there is considerable potential for real benefits from closer regional
economic integration. Such integration does not result automatically from trade liberalization. Whatever
the potential benefits of trade liberalization at the regional or global levels in terms of accelerating
growth and structural change in developing countries, governments may be well advised to explore
carefully the policy options available to them in order to maximize the gains from greater trading
opportunities both within their region and with other regions. This is particularly important today, as
increased integration into the world economy and multilateral commitments are limiting the national
policy space and the possibilities for using traditional instruments of trade policy.

Strengthened regional cooperation does not preclude other forms of international or South-South
cooperation. While proximity matters for some areas of cooperation, it may be irrelevant for others.
An example of the need for South-South cooperation, where proximity does not necessarily matter, is
in the coordination of incentives to attract FDI, especially in the primary sector, where countries in
different regions but with similar natural resource endowments frequently “compete” for external
capital. Onthe other hand, regional cooperation is moreimportant for coordinating policiesfor attracting
FDI to the manufacturing or service sectors, where thereisagreater likelihood for competing interests
among countries in the same region to lead to a race to the bottom in offering incentives to potential
foreign investors. Regional cooperation in this area would be easier if other elements of cooperation
were already in place. Indeed, in some cases it is precisely because certain institutional arrangements
for cooperation and coordination already exist that regional cooperation in other areas becomes possible.
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