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WORLD ECONOMY

tem would result in no more than a slight im-
provement . it would be a different matter if the
Mediterranean scenario were enacted. Provided
the Mediterranean bloc would not have to be
viewed as an area of French or ltalian dominance
and if it aimed at a growth model fundamentally
different from the model of the consumer society,
it could in certain circumstances meet the de-
mands of the developing countries in this region
for a new international division of labour. This
would not however extend to the other develop-
ing countries, e.g. those in Black Africa, Latin
America or Asia.

(J Is the study of the French Ministry of Industry
and Research of significance beyond the con-
fines of the intra-French discussion? The answers

14 Characteristic was the reaction of Samir Amin, a scientific
delegate from the developing countries who represented their
interest at the study conference of the Ministry of Industry and
Research on April 28-29, 1976.

to the three previous questions have already
shown this to be the case. Besides, the study has
supplied a wealth of empirical material which
could not have been collected without the partic-
ipation of several research commissioning insti-
tutions in France or without drawing on data of
the French Ministry of Industry and Research. The
importance of the study is, finally, indicated by
the recent launching of a major three-year re-
search project on the development of the inter-
national division of labour by the OECD and by
the fact that — as the last UNCTAD conference
demonstrated — the UN cannot ignore any longer
the demand for a new international economic
order by the developing countries.

It is to be hoped that the consideration of alter-
native solutions will receive more attention and
help to find a way out of a situation marked by
lack of analytical capabilities, originality and po-
litical determination.

Regional Associations

Integration for Development —

Hopes and Problems

by Dr Ekkehard Bechler, Hamburg *

The following article deals with the conditions under which regional associations in the Third World can
improve the economic situation of the developing countries and the question how suitable they are for

this purpose.

t is certainly true that the origin of the various
attempts at economic integration of developing
countries can only be judged properly if the
course of international trade relations since World
War Il is borne in mind. One of the salient features
of the fifties in this respect was the growing dis-
satisfaction of the LDCs with a system of world
trade which limited their role — often under the in-
fluence of the “pure” theory of foreign trade — to
that of primary goods suppliers. It had become
more and more obvious that the low income and
price elasticities of the world demand for these
products, in conjunction with the wide short-term
fluctuations in export earnings, gave them no ade-
quate basis for those capital goods imports with-
out which their industrial development could not
be speeded up or indeed started off.

This was the reason for the policies of internal
diversification and import substitution by means
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of high tariff barriers and, above all, restrictions
on consumer goods imports in the fifties. In this
way it was hoped to make room for more capital
goods imports, but most of the countries which
pursued a strategy of this kind had to realize
sooner or later that higher capital goods im-
ports actually aggravated their balance of pay-
ments problems, notwithstanding (or even be-
cause of) their efforts to replace imports. At the
same time idle capacities and inefficient plants in
the semi-finished and finished goods sectors
showed the limited size of the LDC markets to be
an additional hindrance to meaningful import-
substituting industrialization the moment it spread
from simple to more advanced products, and this
problem was aggravated further by uneconomic
multiplication of import-competing industries in
adjacent countries.

* Hochschule fiir Wirtschaft und Politik.
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The suggestion that the problems of small-scale
production and competitive disadvantages com-
pared with the developed countries (DCs} should
be tackled by regional associations of adjacent
LDCs stemmed from this experience. It was
thought that the advantages of specialization
could thereby be linked with the gains from sub-
stitution of imports from DCs, and further that the
collapse of the world market prices for the tradi-
tionally exported primary products could be ar-
rested by strengthening the bargaining power of
the LDCs. Pooling of national export earnings
seemed to promise a solution also for the — often
disastrous — fluctuations of the income from pri-
mary exports. A start was made in several areas
with regional integration: the Latin America Free
Trade Association (LAFTA), the Central American
Common Market (CACM) and the East African
Common Market (EACM) are among the best-
known examples.

Opinions ditfer to this very day about the
economic success of such integration efforts. To
go by the traditional theory concerning customs
unions it is indeed doubtful whether integration
can be beneficial. The crucial issue in this tra-
ditional approach is whether the trade-creating
effects outweigh the repercussions of the trade
diversion which may result from the creation of
an integration area. For if consequent upon the
removal of trade barriers between the partners in
an integration agreement the demand for a
product is no longer satisfied by high-cost
producers in one country but by more efficient
and therefore lower-cost suppliers in a partner
country, this restructuring helps to improve the
factor allocation and constitutes a prosperity-
promoting effect of the regional integration efforts.
If tariff preferences for producers in partner
countries have the opposite result of putting more
efficient suppliers in non-member countries out
of action, regional integration causes a trade
diversion and thus a deviation from the optimal
resource utilization.

No Basis for A Priori Statements

It follows that there is no basis for a priori state-
ments about positive or negative effects of inte-
gration on prospenity. But one can attempt to
specify the conditions in which trade-creating
effects arise or predominate: the chances that
such effects predominate are the greater the
higher were the origina! tariff rates in the trade
between the partner countries. Besides, prosper-
ity-increasing effects may be expected whenever
the initial production and consumption structures,
though similar, indicate marked cost differentials,
so that gains from specialization may be antici-
pated. A low common external tariff also improves
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the chances for a prosperity-increasing effect of
integration because potentially superior producers
in third countries will in this case encounter minor
trade obstacles only. Finally, the prospects are
to be considered the more favourable the larger
is the size of the integration area, i.e. the greater
is the combined share of the associated countries
in world trade and total international production.
The reason for this assertion is obvious, consider-
ing that in the extreme case of an integration
taking in all trading nations there would be none
but trade-creating effects.

No clear picture however arises when these
criteria are used for an assessment of regional
integration efforts in LDCs! As far as the tariff
rates are concerned, it may be assumed that high
tariff barriers are the general rule between the
partner countries and can be removed, but it is
unlikely that the external tariff barriers will be
readily lowered in the course of the integration
process, for negotiations with a view to the inte-
gration of prospective partners are in most cases
greatly helped and facilitated by a more protec-
tionist policy towards the outside world. Such
policies make it also easier to coordinate trade
policy measures inside the integration area
because it appears to benefit all partner countries
equally.

The infant industry argument is very often ad-
duced in this context as applying to the creation
of larger regional markets and justifying protec-
tionism against the outside world, especially in
answer to remarks about the practical conflict
between an integration policy and the GATT
regulations: these stipulate that the common
external tariff must not be higher than the previous
tariff rates. But it is claimed that trespasses
against this principle are justified by the hope for
faster economic growth and subsequent tariff cuts.

Limited Expectations for Beneficial Effects

The importance of measures of tariff policy for
foreign trade must not be overrated since high
inflation rates and distorted exchange rates, while
often seriously hampering intraregional trade, may
in some circumstances mitigate or obviate the
effects of a protectionist tariff policy on the trade
with DCs. It must also be borne in mind that lack
of suitable transport facilities between the partner
countries may inhibit the creation of trade
between them and the available transport routes
were in many instances designed for the convey-
ance of traditional primary products to the
industrialized nations. The practical questions
involved in the execution of commercial trans-
actions also have a bearing on the direction and
structure of the trade between LDCs and hence
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on possible trade-creating effects of integration
efforts and must not be underestimated.

If the structure of production in the LDCs seems
to create favourable conditions for integration, it
must be said that appearances are deceptive! In
many points there is in fact a similarity between
the supply and consumption structures of most of
the countries considering integration, and the
existence of substantial cost differentials seems
to speak in favour of specialization, but this does
not on closer examination warrant conclusions
about the potential for trade creation and special-
ization gains: reallocation gains are unlikely to
accrue from possible substitution in the primary
production structures because the bulk of the ex-
ported primary goods is intended for the manu-
facturing markets of the industrialized nations and
there are no processing facilities in adjacent
LDCs. The intraregional trade is for this reason
mostly confined to complementary product ex-
changes and unlikely to receive an early stimulus
from the integration efforts.

Integration may hold out slightly better pros-
pects for manufactured goods and local food-
stuffs. In these spheres the production structure
generally indicates a potential for substitution due
to real cost differences. Experience has however
shown all too often that the individual countries
are unwilling to discontinue inefficient high-cost
productions and thereby surrender their economic
“national independence” in order to expedite the
creation of trade in these categories of products.

The chances for efficiency-promoting reallocation
also look rather unpropitious as far as the size of
the possible integration markets is concerned: in
LAFTA the gross national product in 1967 was
12 p. c. of the figure for the USA, but in the CACM

it was only 0.5 p.c. and in the EACM no more
than 0.3 p. c. Under this aspect the traditional in-
tegration theory also suggests that any gain from
economic association between LDCs would at
best be marginal. It is true however that even a
small gain may in a relative sense be quite im-
portant for LDCs. Moreover, the gain does not
depend solely on the given size of the union but
on the rate at which it increases. In view of the
interaction of the described factors it would never-
theless appear that the expectation of beneficial
results from integration prompted by the conven-
tional theory regarding customs unions must be
qualified.

The Importance of Dynamic Integration Effects

A closer study reveals the existence of a number
of special causal connections which must be
taken .into consideration in an assessment of in-
tegration efforts between LDCs but are not ade-
quately covered by the theory on customs unions
which forms part of the comparative-static “pure”
foreign trade theory. For the problem of econ-
omizing resources within given structures of the
economies may possibly not be as significant in
the case of integration moves by LDCs as it is for
the integration of economies at an advanced state
of development on which the traditional textbook
models are usually based. The main consideration
for LDCs are the dynamic integration effects: on
these do they base in the main their hopes for
more rapid growth and industrialization.

It is crucially important for them that use is made
of the internal and external economies of scale
through which the inefficiency of import substitu-
tion strategies in too small national markets is to
be overcome. Trade-diverting integration may
prove to be entirely desirable under this aspect if

PUBLICATIONS OF THE HWWA-INSTITUT

NEW PUBLICATION

Hans Ritschl

STRUKTUREN DER WIRTSCHAFT

Gesammelte Aufsitze zur Lehre von der Wirtschaftsordnung

(Structures of the Economy — Collected Papers on the Theory of Economic Order)

Large octavo, 167 pages, 1976, price paperbound DM 26.—

VERLAG WELTARCHIV GMBH -

FUOR WIRTSCHAFTSFORSCHUNG-HAMBURG

ISBN 3-87895-143-4

HAMBURG

220

INTERECONOMICS, No. 8, 1976



REGIONAL ASSOCIATIONS

it turns protectionist preferences for inefficient
local suppliers into preferences for the most com-
petent suppliers inside the integration area. The
static losses in efficiency incurred in connection
with the trade diversion are in this case to be
regarded as a charge on the gains in growth which
result from import substitution.

Seen in this light, regional integration of LDCs
thus has mainly the function of reducing the cost
of important substitution by use of opportunities
for specialization inside the integration area and
of economies of scale since the choice for most
LDCs is not, at least not in the short run, between
the static optimum of free trade and (as a second
best) regional integration but between a mostly
inefficient policy of national protection and re-
gional protection and regional import substitution
which involves smalter losses.

Limited Opportunities

Over and above these economies of scale, dyna-
mic integration gains are expected to arise from
the stimulation of competition between suppliers
in the individua! partner countries which is to
follow from the enlargement of the economic area.
Such stimulation of competition will result in in-
creased productivity and reallocation of resources
to the most efficient suppliers in the particular
industry. Resource availability may increase in
some circumstances if more intensive competitive
conditions result in greater willingness to adopt
more modern means and methods of production.

There is no doubt however that these effects can
only come about if the participating countries had
already achieved a minimum of national industnia-
lization at the start of the integration period and
this industrialization had produced similar struc-
tures in the partner countries. If, on the contrary,
the production of primary products still predomi-
nates, the competition between the suppliers will
as a rule be oriented to the markets of the indus-
trialized nations and will as a natural consequence
not be directly affected by the integration. The
situation will be similar if the production of semi-
finished and finished goods is still at a rudimen-
tary stage: the opportunities for elimination of
high-cost producers through intensified competi-
tion at the regional level will be rather restricted.

The importance of economies of scale must aiso
be judged differently if for lack of the necessary
minimum of industrialization the efforts to in-
crease the efficiency of import-substituting indus-
tries come up against Hmits created by supply
bottlenecks for raw materials, other primary prod-
ucts and energy as weil as the smallness of the
market. An expansion of the market alone will not
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always trigger off an acceleration of industriali-
zation as hoped for if the production conditions
are not improved at the same time.

One important aspect however remains in justifi-
cation of a development-oriented integration
policy, namely the hope that the creation of an
integrated market sets in motion specialization
tendencies and other changes in the structure of
production and trade which allow the factor de-
ployment to be oriented to the structural require-
ments of a growing market at an early stage
already. This would happen in particular if the
integration efforts were flanked by more or less
centralized planning and coordination of comple-
mentary and substitutional investment projects.
The expectation of an increased inflow of foreign
direct investments also rests in many instances
on such an increased transparence of the national
development efforts and consequent opportunities
for more efficient use of industrial plants.

Economic and Political Prerequisites

A warning should be added however: care must
be taken not to overestimate these influences, for
the centralization or coordination of investment
decisions has not only the mentioned advantages
but may lessen the competitive pressure and con-
tain the germ of monopolistic inefficiency if po-
tential competitors are kept out or the directive
price mechanism is put out of working order.

The economic integration of individual LDCs, no
matter how far it goes, will sway the decisions of
foreign investors only if the political stability of
the integration area seems to be assured.

Steadfast and lasting support for the integration
idea by the political authorities depends upon
a number of important economic and political
conditions. If these are not fulfilled, early endorse-
ment of the integration may give way to second
thoughts. It is after all not always easy for young
LDCs where a conscious national spirit is only
just burgeoning forth to relinquish rights of na-
tional sovereignty and economic autarchy. It is
also difficult for political leadership groups to
surrender such rights when they see the basis of
their claim to natioral leadership threatened by
an increasing need for institutional cooperation ~
a problem which is incidentally also a characteris-
tic of integration moves other than between LDCs
— and when the exclusive use of nationally avail-
able development aid ties seems to be in
jeopardy.

Besides these political hindrances to integration
there exist in many cases economic problems:
it is for instance by no means certain that the
possible advantages from economic union will
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always bring equal benefits to all partner coun-
tries. The export opportunities of some countries
mainly concern primary products whereas the
manufacturing industry in the integration area
may be concentrated in one or two countries. In
this case there is a risk that economic growth and
industrialization may be speeded in these latter
countries alone while the primary products
exporting countries will be reduced to the role of
a market for the manufactures of their more
highly industrialized partners. The non-industrial-
ized partner countries will have the additional
difficulty of losing customs revenues by this “im-
port substitution on a regional basis”. This is a
further economic impediment to integration espe-
cially in LDCs.

Problems of the described kind have been a signif-
icant obstacle to integration in the Latin American
free trade zone because of the development lead
enjoyed by Brazil and Mexico. The Central Ameri-
can Common Market was more favourably placed
in this respect. The economic growth of the rela-
tively more industrialized partners may offer a
prospect of increasing demands for agricultural
produce and raw matertals from the other partner
countries which would alleviate these difficulties,
but the fact that considerable political efforts will
be needed to avoid a perpetuation of the leads
and lags in development and industrialization in
the region is beyond doubt: compensation pay-
ments, regional development banks or joint fi-
nancing of infrastructure projects are means to
this end.

It is important that the proclivity for integration
should be fostered in this way, and one of the
reasons for this is that the slow progress of the
integration moves is giving rise to growing scepti-
cism in the industrialized nations. It is a fact that
while GATT regulations allow discriminatory tariff
cuts on a regional basis if there exists a binding
timetable for the complete removal of tariffs and
the protectionist effect on non-members is not
intensified, these particular conditions have not
been adequately met for most LDC integration
schemes. This is shown by LAFTA and CACM in
particular.

Long-term Prospects

An assessment of the importance of regional inte-
gration efforts in the Third World for development
policy would be incomplete if it focused on the
short- and medium-term prospects only. In this
respect the reallocation gains of the static model
are admittedly a less important yardstick of suc-
cess than the dynamic gains in efficiency result-
ing from the enlargement of the economic area,
but on a closer examination it cannot be ruled
out that these latter gains are also non-recurrent
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increases in productivity and growth which
operate only during the market expansion phase.
For the more clearly it is seen that the larger
domestic markets created by regional assocta-
tions cannot start off a lasting growth process on
a basis of regional import substitution, the more
evident it also becomes that growth acceleration
over a longer term which is imperative for the
eventual reduction of the international develop-
ment differentials can ultimately be achieved only
through LDC participation in the expanding mar-
kets of the industrialized countries.

The Central American integration area which is in
a relatively advanced state of development clearly
confirms these misgivings: following a period
marked by rapid expansion of intraregional trade
and fast growth of the gross national product and
industrial production between 1960 and 1965 there
has been increasing evidence since the middle
sixties that the forces making for growth are
weakening and the balance of payments problems
are again worsening in consequence of a rise in
the imports of capital goods and industrial semi-
manufactures.

Regional Integration No Panacea

This confirms the impression that if the integration
is conceived with the sole aim of enlarging the
home market and offering more scope for im-
port substitution, it does not commend itself as a
means of promoting long-term development. Only
if “extended import substitution” is understood as
a means of preparing the LDCs for entry into the
world market and bringing an influence to bear
on the future production structure can it prove
itself really suitable as an instrument with which
to promote development. This explains why those
production sectors should be encouraged which
are, on the one hand, only viable in larger markets
and, on the other, expanding on a global scale.

It would be utopian to regard the attempts at
regional integration as a panacea or to expect
the LDCs to shoulder these development tasks by
themselves. International financial aid will remain
indispensable since the gains to be derived from
integration in the short term will — if they material-
ize at all — usually be small and unevenly distrib-
uted and the requisite structural changes are
bound to impose such heavy economic burdens
on the countries concerned as to put at risk the
political will to engage in integration projects even
though they make sense and promise long-term
success. Technology transfers and access to the
markets of the industrialized nations will not be
obviated either by these integration efforts. They
are indeed likely to prove a necessary comple-
ment to the development efforts of the Third World
countries themselves.
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