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U.S. Policy Towards Trade Co-operation Among Developing Countries

I. Introduction

Questions relating to trade policy have become central to U.S.
relations with the developing world. Developing countries are
increasingly preoccupied with the critical role exports can play in
economic development and are seeking new ways to improve their export
performance.

Developed country and U.S. policies have a greater bearing on
developing countries' efforts to expand exports to developed country
markets than on developing countries' efforts to expand trade among
each other. Expansion of trade among developing countries is
primarily determined by the developing countries' own initiatives
and trade policies. However, it is apparent that the U.S. as an
important trader in the world scene and an aid donor with a great
stake in the development efforts of developing countries has a
strong interest in, and can have an impact on, the direction of their
efforts to increase trade smong each other.

The purpose of the present paper is to discuss U.S. policy towards
developing countries' efforts to promote expansion of trade among'each
other. I will be concerned primarily with U.S. pelicy issues that
have been raised by specific developing country cooperative efforts
in the recent past. I will not deal with the perhaps far more important

question of U.S. policy towards developing country efforts to expand
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exports to the U.3. market. I will discuss that question only insofar
as 1t has a bearing on the U.S. attitude on trade arrengements among
developing countries. Finally, I will make an effort to discuss U.S.
policy in the context of recent efforts to promote intra-regional
trade among Asian countries.

II. Trade Expansion, Economic Co-operation and Regional Integration:

A Summary View.

Efforts by developing countries tc increase trade among themselves
must be viewed against the general framework of attempts at economic
co~operation. Economic co-operaticn has comronly involved co-operation
on trade matters, on a regional or subregional basis with one impor-
tant exception to be noted below. Trade co-operation in turn has
generally meant the granting of preferential treatment on imports.

This has led to efforts to establish free trade areas or customs unions
in Africa, Central and South America and the Caribbean with the ultimate
objective of economic integration. In fact in almost all cases reduc-
tion of trade barriers did not cover the full range of traded items.

‘Jome, of the groupings where preferences covered substantially all
the intra-group trade,such as the Central Anerican
Common Market and the East African Common Market,have been shaken
recently by political disputes among their members which have had the
effect of loosening significantly the ties between fnembers and the
re-lmposition of restrictions on intra-group trade.

Others such as the TAFTA have enconntered difficulties which have
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forced them to postpons efforte to create a region wide free trade in
the 1mmediate future. A number of LAFTA members (the Andean Group)
are pushing ahead with plans for a limited free trade area while the
remainder are exchanging preferences on a number of comodities.l/

In most instances co-operation in trade matters has been buttressed
by efforts to develop a co-ordinated investment policy and the establish-
ment of regional development banks. The rationale for these efforts has
been:

(a) the belief that the benefits of economic integration to
developing countries do not ardse so much from the expansion
of trade based on existing productive structures. Rether
that the maln benefit would result from the planned expan-
sion of trade based on new production units which are
subject to economies of scale and hence cannot operate
efficiently within the limits posed by individual country
markets;

(b) that tradé is impeded by the paucity of regional infra-
structure.

This attitude has led to the establishment of development banks

associated with specific free trade areas or common markets such as

the Caribbean Development Bank, the Central American Bank for Economic

Integration (CABEI) or the East African Development Bank for the

1/ Although negotiations to arrive at a common LAFTA 1ist of trade
concessions are scheduled for 19Th.
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purpose of financing of projects of area-wide interest. Similarly all
three regionel development banks have committed considerable funds
for the undertaking of projects related to economic integration efforts
in Latin America, Africa and Asia.l/

Unlike other regions, in Asia up to now most of the cooperative
efforts have eschewed extensive cooperation on trade matters. 1In
the Reglonal Cooperation for Development group (RCD) the most impor-
tant progress has been made in setting up joint purpose enterprises
designed to eventually supply all the member countries. In South East
Asia the prevalent view had been, and may still be, that because of the
existing low degree of regional economic interdependence, integration
will be hard to achieve unless some degree of coordination of economic
policies is first sgreed to. Specifically, it has long been argued
that national investment plans must first be harmonized so as to insure
e future distribution of industry within the region which will be
conducive to an efficient division of labor and intraregional trading
patterns.g/ It is interesting to note in this context that of the
recent ECAFE proposals the enes on direct trade cooperatlm have
apparentiy received more limited support than the ones on a clearing

union whose effect on expanding intraregional trade is likely to be

quite small.

1/ The IDB in 1969 committed $400 million to such projects.

g/ The very recent progress on trade cooperation in the ASEAN is
probably the most significant break with this tradition.
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Finally, I would like to note two major cooperative efforts
involving countries not in the same region. The first 1s the
Tripartite agreement among India, UAR and Yugoslavia to reduce tariff
rates by 50% on an extensive 1list of commodities of trading interest
in the three countries.

The second is the recently signed protocol for a more extensive
agreement on simple trade preferences involving close to half a
billion dollars in trade among sixteen developing countries and ap-
parently patterned on the Tripartite%/ At the time of this writing
the detalle of the latter agreement had not yet been made publiec.

These agreements are unique not only in that they involve
countries in different regions, but, perhaps for that very reason,
they have no provisions for significant economic cooveration beyond
that involved in the exchange of tariff preferencesg for the
participating countries.

III. U.S. Policy on Economic Cooperation Among Developing Countries

A. Objectives

To understand fully the U.S, attitude on economic cooperation

among developing countries it is necessary to clarify es much as
possiyle the multiple objectives which the U.S. Government is pursuing
explicitly or implicitly threugh its policy. [ip the discussion to
follow no effort is made to attach weight to any of the objectives

enumeratedi:]

1/ The countries involved are Brazil, Chile, Egypt, Greece, India,
Israel, Korea, Mexico, Pakistan, Peru, Philippines, Spain,
Tunisie, Turkey, Uruguay and Yugoslavia.



1. Economic Development

Acceleration of economic development is[épdoubtedlx] x
a major consideration of[éli]U.S. policy towards developing d
countries. It 1s most tangibly expressed by the considerable
volume of U.S. Government asgistance provided through bilateral
and multilateral programs. In the context of economic co-
operation efforts it implies a concern about the effect of these
efforts on the economic development of both participating and

nonparticipating developing countries.

2. Safeguurding of U.S. Economic Interests

In the context of economic cooperation this involves
consideration of the effect of the arrangement on U.S. trade
and/or investment in the participating countries and elsewhere.

3. Honoring of U.S. International Commitments
and Obligations

This involves an examination of the implications of
a glven cooperative arrangement among developing countries in light
of U.S, international commitments.

4. Political Objectives

This often undefined and elusive catchall phrase
can be thought bto include all considerations other than the ones

mentioned in (1-3) above which play a role in formulating U.S.
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policy towards an agreement involving economic cooperation among

developing countries.

B. Past Policy

In light of these objectives, the United States in the past
has found it easy to support most economic cooperation efforts
of developing countries. In particular the U.S. has supported
(a) various regional cooperative efforts which do not involve
cooperation in trade, (b) cooperation involving trade when such
cooperation has been cast in the context of regional inte-
gration through the creation of customs unions or free trade
areas.

Examples of U.S. support for the first type of cooperative
effort abound. The U.S. has contributed $952 million to the
IDB, and has participated actively in the work of other co-
operative efforts such as the Asian Development Bank, the

1/
African Development Bank and CABRET,

U.8. support for such efforts is easy to explain: The
ingtitutions rinance activities that transcend national
boundaries and constitute en effective means of channeling

resources to individual countries in the region. As such they

1/ The U.S. has made loens to CABEI amounting to more than
$100 million for projects with a regional focus.
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agsist in the development efforts of the participating de-
veloping countries and contribute to the U.S. policy objective

of promoting economic development.

At the same time these cooperative efforts have no adverse
effects on nonparticipating developing countries and limited
effect on U.S. economic interests. Their activities do not
conflict with other U.S. international commitments and have

posed no political problems that could weaken U.S. support.

When cooperation among developing countries involves
trade, the considerations that guide U.S. policy become far
more complex. The complications arise from the fact that
trade.. cooperation smong developing countries fundamentally
involves the extension of preferential treatment to com-
modities traded emong the participating countries. Trade

preferences among a group of developing countries in turn reise the

possibility that (a) trade of other developing countries and of the
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U.8. would be adversely affected, \b) that the preferences may not be
in the best economic interest of the countries themselves, (c) that
they would be incompatible with existing international commitments of
both the U.S. and the developing countries.

The current U.S. attitude towards trade arrangements among
developing countries can be sumarized as follows:

(&) The U.S. considers that increased trade among developing
countries can contribute to their development efforts.

(b) Increased intra-developing countries' trade should be
achieved by non-discriminatory reduction in overall barriers to trade,
consistent with the MFN principle.

(c) Devistions from the MFN principle must be consistent with
GATT provisions under Article XXIV which cells for the creation of
customs unions or free trade areas. Such arrangements are considered
to be the most effective means for the undertaking of economic co-
operation and integration for groups of developing countries.

(d) The U.S. supports iefforts of economic integration
consistent with Article XXIV of the GATT. However, it has serious doubts
about the usefulness and effectiveness of regional or nonregional preferen-
tial arrangements among developing countries which fall short of the
commitments required under Article XXIV.

The rationale of the present U.S. position is fairly simple:

The U.S. supports economic integration involving the creation of a

customs union or a free trade area over limited preferential arrangements
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because the former are more likely than the latter to lead to a
net increase in world trade and economic welfare.

Customs union and free trade areas are also thought to be
better than limited preferential arrangements because they are
more likely to increase economic growth of the participants. This
will lead to Increased imports from all countries, thereby com-
pensating for any trade diversion eftfects, both with respect to the
U.S. and other developing countries.

Current U.S. policy also considers tha' regiocnal efforts offer
the best chance for developing countries' cooperation. This view is
based on the belief that the solldarity necessary for political com-
mitments required in successful integration csn best be built on a
regional foundation,

«;Eié@ﬁgg; leéal standboiq } the MFN principle has been and remains
the cornerstone of U.S. trade policy. Deviations from this principle,
in theory,are acceptable only in carefully defined situations such as
under Article XXIV of the GATT which permits preferential arrangements
when they involve the formation of customs unions or free trade areas,
or in special cases when after detalled scrutiny a walver under GATT
Acticle XXV.is provided. While undoubtedly the U.S., in practice, for
balance of payments reasons or under presgsure from domestic industry
interests may have deviated from GATT principles, it is undeniable

that adherence to the MFN clause has had a pervasive influence on

shaping U.S. commercial policy over time.
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In pursuit of this policy the U.S. has supported regional
integration effortsamong developing countries in South and Central
America and Africa. With respect to trade little has been done in
direct support of the developing country arrangements. Rather the
emphasis has been in bolstering institutions such as CABEI, whose
activities are designed to promote regional industrialization with
increased trade resulting from the preferences granted under the
integration agreement. At the seame time, of course, the U.S. has
supported such egreements in the context of GATT.

However, the U.S. has generally obJjected to preferential agree-
ments waich fall short of meeting GATT Article XXIV criteria. This
has been done not on strict legalistic justifications bub rather in
the belief that the GATT stipulations embody sound economic criteria.
Thie was manifested in the U.S. position towards the Tripartite agree-
ment. In GATT +the U.S. voiced its opposition to the arrangement on
the grounds that 1t did not envisage the creation ofa customs union
or free trade arsza. In the end it went along with GATT approvel of
the agreement stating that the GATT decision in its view was intended
to meet the requiremeuts of Article XXV:5 of GATT calling for a
generel waiver to the MFN under special circumstences. Tn many respects
the reluctant acceptence by the U.S. was dictabad by political con-
sidersticns and specifically a desire notppose an agreement which 4
was felt to have 1ittle economic merit but reflected a strong expression
of political solidarity among a small but important group of developing

countries.
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IV. Issues Raised by the U.S. Position

The existing U.S. position on economic co-operation efforts of
developing countries has made it possible for the U.S. to extend
.considerable support to these efforts. Yet, there is reason to
believe that this quite simple policy outlined above cannct adequately
cope with the complex issues raised by economic co-operation efforts
of developing countries, particularly in the field of trade.

The basic problem is raised by the fact that conditions in
developing countries today make it difficult to reach agreements which
are truly consistent with the establishment of a customs union or free
trade areas. The second problem is related to the first and has to do
with the relevance to developing countries of the simple trade criteria
of Judging preferential egreements implicit in the rules of GATT.
Finally, the principle of regional co-operation is being severely
tested by the existence of large differences in the economic develop-
ment of countries within the same geographic region. This section will
analyze these issues and the bearing they have on existing U.S. policy
towards economic co-operation which involves preferential trade arrange-
ments.

A. Industrialization and Integration

Few would argue that economic development involves industrialize- )\ ?
tion. With few exceptions developing countries have pursued
industrialization primarily by means of import substitution. Import

- substitution industrialization, in turn, implies the establishment
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of trade controls. While economists have consistently argued that

trade controls are the most efficient means of promoting industrializa-
tion only in a very narrow and well defined set of circumstances,
current practice in developing countries usually involves indiscriminste
protection at high levels for indefinite time periods often by means

of quotas and absolute bans on imports.

These practices have been well documented in recent literature
[2, 7. The conclusions from these analyses point to several devel-
omments inimical to the objectives of developing countries:

(a) Industries have been established which operate at
less than optimum scele and/or at low levels of
capecity utilization.

(b) The shielding from foreign competition has reduced,
if not eliminated, incentives to increase productiv-
ity.

(c) The provision of sheltered markets and the structure
of domestic protection has generated a serious bias
against exports.

Preferential agreements among developing countries can be used
to open up each other's markets, to imcrease the scale of operations
used, and the degree to which existing capacity is utilized. More
efficient scale of operations and increased capacity utilization
will tend to reduce costs and make industries in developing countries

more viable in international competition. Obviously, the degree of
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competition also increases 1f industrialization cum protection is
undartaken in & larger market composed of many developing countries
than if each one pursues its own nationally oriented industrieliza-
tion effort behind trade barriers. Thus, preferential agreements
offer the opportunity for developing countries to pursue a more
rational industrialization policy in the context of a larger market,
& policy which wauld inhibit the phenomenon common to many developing
countries of attempting to establish a full range of industrial
activities irrespective of relative cost.

In addition, developing countries' efforts to expand exports to
foreign markets are often stymied by their lack of experience in
selling abroad, inadequate marketing techniques, and general ineffec-
tiveness resulting from operating for a long time solely in a protected
market. Preferential arrangements with other developing courtries can
prov: useful to exporters who may be able to gain the experience
necessary to compete internationally. They can reerient themselves
towards foreign markets, develop techniques of marketing and market
penetration while not exposed, for a period, to the full rigor of
head-on competition from developed country producers. Such arrange-
ments can thué be viewed as providing an opportunity for developing
countries to expand their export base, and to bring their hitherto
sheltered economies in contact with at least some international com-
petition.

Yet, it is ironic that while preferential agreements offer an
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opportunity for developing countries to industrializé more rationally,
the sbJective of national industrialization pqses often insuperable
problems towards establishment of customs' unions or free trade areas
consistent with GATT Article XXIV. The problems stem fundamentally
from an inability to undertake the commitments necessary to liberalize
trade fully. They are compounded by differences in the level of
developmant and the level of protection of various developing countries.
A commitment completely to liberalize trade among develcping countries

depends on the undertaking of commitments to coordinate policy ia a
large number of other areas: "If, for instance, no firm commitments
of harmonization are entered into regarding matters such as the tariff
and trade policy toward third countries, there might be a reluctance
to accept the elimination of internal it»ade barriers. Yet, as long as
the developing countries concerned trade overwhelmingly with third
countries and as long as the possibilities of supply from each other
are inadequate, the negotiation of harmonization commitments will run
into great resistance, even more in cases where the countries concerned
have different preferential trade links with different third countries.”
[12 p137

Also, problems will be encountered because of the differing
relative emphasis on lmport substitution as a means of promoting
industrialization. Some countries such as Korea and Taiwan have had
a much more outward looking industrialization policy than others in

the Asian region. Agreements designed to create common trade barriers
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amcng countries with widely different existing trade control structures
require the kind of internal adjustments which developing countries
cannot easily make.

"Similarly, co-ordination of tariff policies towards third country
imports requires that developing countries also co-ordinate ﬁheir in-
centive measures 1nvol§1ng the promotion of industrial development
through the provision of tariff rebates towards imports of other fiscal
incentives. In general, as long as the countries concerned have not
agreed upon a regional investment policy they might hesitate to abandon
trade barriers between them because of & fear that new investments would
preferably go to the partner country. Yet, if there are doubts about
the partner's willingness to face squarely the prospect of a unified
economic area, the elaboration of a joint investment policy might be
80 slow that the current investments would actually be made with little
regard for the regional prospects; as a consequence vested intereasts
would be created that would constitute further obatacles to the trade
liberalization effort." /712 p. 137

The ease of undertaking these comnmitments depends a great deal
on the degree of economic interdependence already existing among the
group of countries prospective members in preferential trade agreement.
In Europe, wheré the degree of economic interdependence prior to the
creation of the ERC was substantial, significant problems were and are
still faced regarding the important commitments necessary to implement

e customs union. In most developing countries there is at present
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little economic interdependence, the existing trade channels run over-
whe}mingly towards developad countries, and to start trading with
business partners in other developing countries means dealing with
numerous unknown factors.

The Central American Common Market is probably the most ambitious
integration effort to date among developing countries. Until recently
internal teriffs among all five developlig countries had been removed
and most steps had been taken to éstablish s common external tariff
in all items. Yet the inability of the countries to agree to a
common investment policy and the provision of differential fiscal in-
centives are important reasons for the difficulties currently experienced
by CACM and the break-off of Honduras.

Full trade liberalization among developing countries which are
at different stages of development raises the problem of equity in the
distribution of the benefits among the participating members. Experience
has shown thet trade liberalization among countries at different stages
of development leads to polarization particularly of the benefits
accruing to industry. Given the political realities in developing
countries today it is difficult to expect that there is enough political
solidarity among developing ccuntries for some to enter into an agree-
ment whereby on the grounds of efficlency of resource allocation from
the standpoint of the group of the participating countries on a whole,

one or more obtein little or no stimulus to national industrialization.
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To assure that industrialization continues roughly at the equal
pace in a group of developing countries at different stages of de-
velopment, it is necessary that special treatment be given to the
industries of the least developed in the group. While this special
attention can be given without the provision of trade controls,
given the past inability snd/or reluctance of developing countries
to use fiscal measures to promote industry, it is likely that certain
industries in some countries would have to be sheltered from com-
petition both from developed and developing countries participating
in the agreement. This implies that the agreement cannot involve
complete commodity coverage and/or complete elimination of trade
barriers in conmodities covered. Therefore, such agreements would
apparently be inconsistent with U.S. policy, unless they involve
commitments for the progressive elimination of all trade barriers
at some time in the future.

In fact, it is not surprising that in light of these diffi-
culties in establishing customs unions or free trade areas,
existing arrangements among developing countries at present amount
to littie more than limited preferential sgreements whether in name
comitted to integration or not. A good example of this is LAFTA,
The countries involved were committed originally to elimination of
ell trade restraints according to an agreed timetable. The time-
table at present has been pushed back indefinitely. The tariff
concessions already granted under the agreements cover s considerable
number of products, but the value of trade involved is quite small

relative to the total trade of Latin Americen countries.
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B. limited Pre=ferential Arrangements

Given that developing country egreements in the imrediate future
are not likely to involve the creation of free trade areas or customs
unions, the U.S., it seems to me, is faced with a choice: if it can
be demonstrated that no limited preferential arrangements (LPAs) can
be supported on economic grounds, the U.S. should continue its
opposition. The U.S. could condone LPAs, whether ostensibly aiming
at integration or not, only in specific situatirns when overriding
political consideratione warrant it. Alternatively, if LPAs in
general can be shown to further development objectives, the U.S.
should support the ccncept. Finally, if on economic grbunds, some
LPAs are desirable and some not, it would seem that one ought to
use a selective approach and decide on a position not by reference
to general prepogitions but on a case-by-case basis. Such an ap-
proach, of course, would require the development of criteria on
which to Judge LPAs different from those on which present policy
is based. Let us then turn our attention to the implication of
LPAs for the ailtalmment of development objectives.

1. Economic Development

If judged on the basis of the simple trade diversion/
trade creation criteria implicit in GATT provisions, LPAs are
not deemed beneficial to the economic development of participating
countries. This is because they are expected to result in con-
siderable trade diversion with detrimental effects on the

participating countries' resource allocation,
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However, the relevance of the criterie imbedded in GATT
Article XXIV to trade arrangements among developing countries has
come under extensive criticism during the last decede [1, 8, 137.
This 1s not the place to review this criticism. Suffice to say
that there 1s ample support for the view that the simple customs
union theory criteria of trade creation/trade diversicn as codified
in Article XXIV need to be supplemented by an examination of a host
of other factors pertaining to the growth effects of preferential
agreements among developing countries. "Preferential agreements
among developing countries may score rather tedly looking at trade
alone with a predominance of trade diversion, but this may be con-
sistent with promoting much desired industrializaetion in the developing
countries involved" /71 p. 4f.

The main benefits of preferential arrangements for a group of
developing countries would seem to derive from the opportunity that
such arrangements offer/zozore rational pattern of import substitution
for the group as a whole /76 7. If that is the case, preferential
agreements ought to be Jjudged by use of criteria which incorporate
both considerations of static resource reallocation and dynamic
effects pertaining to the pattern of industrialization that evolves
over time in the participating nations.

However, whether the criteria used are the simple trade diversion/

trade creation ones or a more extensive set which involves growth

considerations, it is clear that trade agreements which cover the
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whole range of tradeable commodities are preferable to ones that
are limited to a few items.

Since under circumstances likely to prevail in developing
.countries, LPAs are the most realistic alternatiye, can it be argued
that any and all preferential agreements make a positive con-
tribution to the participants' development? I believe not. Agree-
ments limited to the exchange of preferences on a few items instead
of rationalizing the pattern of import substitution might simply make
it possible for inefficiency to spill over national boundaries.
Preferences may be exchanged on items whick none of the partners
have any prospects of producing efficiently. The preferential
agreement may thus enable inefficient industries to spread to other
partners in the agreement, perpetuating and exacerbating regional
resource misallocation and reducing growth potential.

The conclusion that emerges from this discussion seems to be as
follows: it cannot be agserted that any and all LPAs make a positive
contribution to the participants' development. At the same time LPAs
may meke a positive contribution to development despite the fact that
they look tad on trade criteria and are inconsistent with GATT
provisions. The problem then is to devise criteria against which
agreements that fall short of a full customs union or free trade area
can be judged in terms of their development effects on participants.
In the past, all too often,there has been a tendency for supporters
of preferential arrangements among developing countries to assert that

the agreements will make large contributions to the growth of the
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participants [T37. However, these claims have not been supported
by quantitative evidence of the effects of such agreements on the
growth of the participants.

I believe there are several problems with such findings:

First, although the quantitative effects of LPAs on growth
might well be uncertain or insignificant, it is possible that they
wil}lmake a positive contribution to development indirectly by
becoming instruments whereby tighter economic links among developing
countriec are forged. ILimited selective trade concessions preceded
the creation of both the Central American Common Market and the
Central African Customs Union.

Second, the economic models that have been employed have not
been adequate to assess the growth implications of preferential
arrangement, primarily becauge they are too closely linked to
conventional customs union theory /2,97. While the criticism levied
egainst simple application of customs union theory has been ex-
tensive, the evolution of alternative criteria which can be used to
evaluate the impact of preferential arrangements has been slow.

At the seme time, recent academic efforts to design models
capable of asgessing the growth effects of trading arrangements
suggest that 1t 1s very difficult to make & priori judgments of the
effects of a preferential arrangemernt on the growth of varticipants
[Ix27. While empirical enalysis under traditional customs union

theory is limited to caleulation of the charges in trade attendant
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upon the re-arrangement of tariffs as a customs union or free
trade ares is formed, the estimation of growth implications of
a trade arrangement requires, among other data, estimates of the
effective rather than nominal rates of protection, the degree

of capacity utilization in various industries, and the presence
or absence of an over-all foreign exchange constraint. This
implies that to make & reasoned Judgment on the effects of en
LPA growth, the policy meker would have to rely on complex
analyses using data often not available in developing countries.

2. Third Country Implications

a. For other developing countries

The growth implications of limited preferential arrange-
ments on third countries are uncertain., An agreement limited to the
exchange of preferences on a few items might well make a minimal
contribution to the participants' growth. The treditional defense
of preferential arrangements in terms of their effect on third
countries has been that the resulting income growth will z2nerate
increased demand for third country imports. But if the income growth
generated is small, the increase in import demand for non-participating
developing countries might well be inconsequentiel. Yet the preferences
may adversely affect existing trade of non-participating developing
countries, primarily in manufactures hitherto imported from some of

the more industrially developed countries left outside the group.
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It could be argued that since trade among ILDCs 1s at
present quite limited, the impact of preferential arrangements on
existing trade would also be limited. However, there are still
several important risks with respect to non-participant developing
countries. First, the future trading possibilities with non-
participant developing countries might be impaired by preferences
among & limited number of developing countries, Second, prefer-
ential arrangements might freeze trading patterns by establishing
vested interests in the participating countries which would inhibit
the general freeing of trade vis-a-vis all developing countries in
the future,

Since the U.S. interests in development are wider than
development objectives of a specific group of developing countries,
its concern over the implications of limited preferential arrange-
ment for other developing countries is natural. Its attitude towards
such agreements would thus have to take into account the safeguards
that limited egreements provide against damage to third developing
country interests.

b. For the U,S.

There is reason to believe that over-all U.S. trade will
not be adversely affected by LPAs among developing countries.
Developing countries spend & large portion of their increments in
foreign exchange earnings on imports, and a vast pent-up demand for
imports from developed countries, which is not satisfied because
of forelign exchange shortage in developing countries, seems to be
present. As an OECD study concluded, the faster growth in trade

among developing countries resulting from preferential agreements
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vould generate a further rise in the demand for manufactures from
the outside world /6 7.

What. is likely to happen with respect to U.S. exporters is that
as a result of trade diversion there will be shifts in the composition
of, rather than cbsolute declines in, exports to developing countries.
It should also be pointed out that existing integration schemes in
developing countries -- with few exceptions -- are not much different
from limited preferential arrangements. It would be very unlikely
that the effects of additional preferential arrangements among
developing countries would be any different from the~1mpact of past
integration schemes, whichk from the limited evidence available have
had no adverse effects on over-all U.S. exports /5 /. Thus, U.S.
oppogition to limited preferential arrangements has not stemmed
primarily from concern about the effect of such arrangements on U.S.
trade, and it is not llkely to be guided by such consideration in

the future.

3. Implications for General U.S. Commercial Policy

In the past the U.S. opposition to limited preferential arrange-
ments has been influenced by the over-all U.S. attitude toward special
preferential agreements. In particular, the U S. has been opposed
to the special preferentlal arrangements concluded between developed
country groups, end particularly thc Z2C, and groups of developing
countries. Objections tv such arrangements have been based primarily
on the dz2trimental effects of these arrangements on other developing

countries and perticularly Latin America. Similarly, the U.S. has
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opposed the granting of so-called reverse preferences by developing
country groups to developed countries. The grourds for opposing
the iatter have been: (a) that these preferences are detrimental
to the interests of the developing countries involved because they
make them forego the opportunity to purchase from least cost developed
country sources; (b) that the U.S., which does not enjoy such preferences
(except in the Philippines) sustains trade losses. The latter reason
has not been very important because U.S. trade losses from reverse
preferences have in fact been minimal. However, it has been felt that if
the U.S. condoned limited arrangements among developing countries,
it would undermine its opposition to Yimited preferential arrangements
between groups of developing and developed countries or between
developed countries.

The establishment of a generalized system of preferences for
developing countries is likely to have profound effects on U.S.
thinking about the principles that guide trading relations betwen
developed and less developed countries. It will also have a bearing
on the attitude of the U.S. on limited preferential arrangements among
developing countries.

The adoption by the U.S. of a program of generalized preferencesl/
would imply the recognition that compelling reasons of development may
Justify a temporary deviation from the operation of the MFN principle

in trade relations between developed and less developed countries.

1/ At the time of this writing the U.S. proposal had not been submitted
Por legislative approval. The delay in most part has been caused by the
prevailing uncertainty about the future of the U.S. balance of payments

and the evolution of the international monetary system.
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Preferential treatment granved by the developing countries in each
other's markets i1s simply the other side of/Zg:eralized preferences
sysﬁém. Acceptance of tais proposition might well lead to the
establishment in principle of a two-tier MFN system providing
preferences to developing countries in all rather than only in
developed country markets.

Assuming that generalized preferences are established, the
extension of the system to developing countries markets may well
encounter less oppoaition from developed countries as a whole
including the U.8., because 1t may be felt that it entails less
potential danger to developed country producers than preferences
in developed country markets. At the same time it might appear
that expansion of trade among developing countries could relieve the
pressure for further opening up of developed country markets to goods
from developing countries.

It must be stressed however, that potential U.S. support for
limited preferential arrangements among developing countries on the
basis of such considerations would be tempered considerably by the
requirement that the preferential treatment be extended by developing
countries to all developing countries rather than to a select few.
This 1s because if limited agreements are concluded among only a few
developing countries the specter of adverse repercussions on other

developing countries 1is again raised.
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C. Regional vs. Non-regional Arrangements

A final problem of current U.S. policy stems from the view that
reglonal efforts offer the best chance of successful intra-developing
country cooperation. This view 1s based on the belief that the
golidarity necessary for the political commitments required in success-
ful integration can best be buillt on a regional foundation. While
this view is based on the well known examples of the Benelux, the EEC
and even the U.S. itself, there is enough experience to the contrary
to indicate that it would be & mistake to insist upon close geographic
propinquity as a condition of support of all agreements for economic
co-operation. There have been numerous cases wheve the political will
was leacking, precisely from the conflicting interests generated by
geographic contiguity. Examples of this abound: In Central America,
the problems of Honduras and El Salvador, ln Africa the problems
between Uganda, Tanzanie and Kenya, India and Pakistan, Turkey and
Greece not to mention the past problems between Thalland and Cambodia,
Philippines, Malaysia, and Indonesia.

On economic grounds prospects for economic cooperation among
developing countries in the same region may often be better than among
developing countries in different regions, provided that the developing
countries concerned ere at similar stages of development, since intra-
regional trade links are usually closer than extra-regional to start
with. However, it should be recognized that the proviso that the

countries in question be at similar stages of development, is an important
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qualification to this generalization. The formation of the Andean
group in LA¥PA and the experience of the East African countries
i1lustrate the potential or actual disruptive effects of trade dis-
equilibria originating in an economic union which is composed of members
at different stages or development even though they are all members of
the same region.

Trade preferences between countries at approximately the same
stage of development, whether within the same region or not, are likely
to be more productive in terms of promoting efficlency in production
and trade increases than strictly regional schemes. Although such
arrangements are less likely to lead to full economic integration,
they might be the only form of cooperation possible among the countries
concerned. The alternative may well be no cooperation at all.

One danger that such arrangements entail is that as a result of
preferences the opportunity for more extensive intra-regional cooneration
is foregone. However, if recent experience can be used as a guideline,
this danger could be exaggerated. India is a member of the Tripartite
Agreement involving extra-regional preferential treatment for a limited
range of products and of the proposed protocol involving widespread
exchange of preferences among 16 developing countries. This has not
stopped India from being a prime supporter of trade cooperation within
the ECAFE region. On the contrary, one of the main stumbling blocks
in ECAFE wide cooperation on trade has been the fear by some of the

less industrialized countries in Asia that India might derive an unduly
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large share of the benefits from any regional trade arrangements be-

cause of its relative industrial advancement.

V. U.S. Policy on Trade Arrangements among Developing Countries -

A Summary View and Prospects

A. Summary
() The U.S. has exhibited a strong preference for develop-

ing country agreements which ultimately lead to regional integration
through the creation of customs unions or free trade aress. Existing
conditions in developing countries make it very difficult to reach
the kind of agreements which are consistent in letter and in fact
with the demends of economic integration.

(b) The emphasis on creation of customs unions or free
trade areas has largely been based on the belief thst these arrangements
are preferable to alternative agreements because their over-all trade
effects are more beneficial to the participating developing countries
and to the rest of the world. Yet it has been argued that trade criteria
should not be the main basis of Judging the effects of trade arrange-
ments among developing countries.

(c) To the extent that the U.S. has exerted any influence on
developing countries' policy: (1) The emphasis on trade criteria may
have inhibited ecoromic cooperation among developing countries which
looked bad on trade grounds, but could have made positive contributions
to the participants' development efforts; (2) The emphasis on a
regional approach may have resulted in giving up opportunities for

fruitful cooperation across regions,



-3 -

In defense of U.S. policy it must be stated that the growth
implications of trade arrangements whether they involve full integration
or be limited to exchange of preferences on a few items, cannot be
easlly evaluated, particularly on an a priori basis. This is in part
due to the paucity of tools of analf?is and the economic date necessary
to make an adequate analysis. For the policy makers who have to make
decisions often under considerable pressure, it is far easier to rely
on the simple trade rules codified in GATT, than to attempt to quantify
the growth effects of a proposed trade arrangement on the basis of
analyses which may have not obtained a wide degree of acceptance even
among members of the academic community.

Also, in the absence of well established and easily quantifiable
criteria on which the growth implications of limited preferential
arrangements can be assessed, U.S. policy makers have feared that
support of the general principle that lim{ted preferential agreements
can make a positive contribution to the growth of the participants
would lead to the proliferation of trade arrangements which would
be undesirable because: (a) they make limited or no contribution to
the participants own development, (b) they have adverse repercussions
on third countries and particularly other developing countries, (c)
they undermine other U.S. efforts designed to reduce discriminatory
practices in world trade.

Finally, in partial recognition of the problems developing
countries are facing in forging strong economic 1links, the U.S. has not

rigidly opposed arrangements among developing countries which have been
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consistent in name only but not in fact with the criteria the U.S.
has sald it would apply in Jjudging trade arrangements among develop-
ing.countries.

B. Prospects

The initiative for economic co-operation among developing
countries in the field of trade must rest with the developing countries
themselves. The U.S. can only respond to such initiastives. The U.S.
response conslsts of two broad components: (a) the U.S. posture towards
trade agreements among developing countries as expressed in the verious
internationsl bodies dealing with the issues such as UNCTAD and GATT
and in the bilateral U.S. relations with the participating countries;
(b) The material support that the U.S. can offer to promote the
expansion of trade among developing countries within the context of
specific trade agreements.

With respect to the overull posture there is a need for a shift
of emphasis in the following respects: (a) greater weight should be
given to the development implications of trade agreements, as opposed
to conventional customs union considerations; (b) recognition should
be given to the fact that agreements falling short of full integration
can make positive contributions to economic growth and to the forging
of economic links on which further co-operation can flourish; (c) U.S.
policy should be determined on a case-by-case basis relying increasingly
on detailed economic analyses of preferential arrangements rather than
on the compatibility of such arrangements with general rules derived

from conventional customs union theory.
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T believe that the U.S. attitude should be more favorable

if the agreements incorporate the following features:

(a) There is a strong expectation that they will make a

positive contribution to develoving couriries' growth. In the past

the positive growth effects of trade arrangements have often been
trumpeted but little empirical evidence has been offered in support.
Such evidence could consist, for example, of indications as to the
effective rate of protection required for the industries to survive
within the preferential market, the existence of unutilized capacity,
and the importance of economies of scale.

(b) There is no increase in trade barriers to third countries,

and hence preferences are offered only by reduction in intra-developing

country tariff and non-tariff barriers. It would be difficult to accept

on growth grounds intra-developing country trade arrangements which
gerve as 8 means for increasing the overall levels of effective pro-

tection.

{c) Safeguards exist designed to minimize adverse repercussions

on third countries and particularly other developing countries' trade,

and accession of new members is facilitated. Where othier developing

countries are threatened with injury it would appear necessary that
procedures be devised to provide an opportunity to check abuses and to
find weys of accommodating third country interests, e.g., where non-
tariff barriers ere involved, third country suppliers should be

gauranteed the quotes they obtained prior to the preferential agreemerd.
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(d) Unilateral trade liberalization via MFN reduction in

tariff and non-tariff barriers would not be precluded. While prefer-

ences might be a powerful instrument to increasing tiade among
developing countries, agreements should not contain clauses which will
impede the further liberalization of participating countries' trade

along MFN lines,

(e) Machinery to analyze effects of the agreement on third

countries and particularly developing countries is egtablished. Where

the members are GATT Contracting Parties, the agreement should be sub-
mitted to the GATT for examination and sanction.

A good test of the U.S., posture will occur soon in the context
of the sixteen-country preferential agreement reached within GATT noted
earlier. At the time of this writing neither the details of the pro-
posed agreement nor the U,S. position were known. While the U.S. may
not oppose the over-all agreement, it is likely that it would insist
on safeguards to protect third-country interests and object to the ex-
change of preferences that are not extended to all other developing
countries.

In the last analysis, the U.S. over-all posture on economic
cooperation among developing countries is less important than what
the U.S. can do in support of such cooperation. Trade agreements
between developing countries have been, and will continue to be,
concluded despite U.S, opposition. 1In addition, individual agree-

ments may not affect U.S. commercisl interests to the point where

retaliatory action might be proposed.
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In general there is very little opportunity for the U.S. to

do something positive in response to an egrcement which involves

the simple exchange of trade preferences among a group of developing
countries, The opportunities and the likelihood of U,S. support
increase, the closer the economic cooperation envisaged.

There are various types of support that the U.S. can provide
to the economic cooperation efforts of developing countries which
could be of some significance to the attainment of the development
objectives of such cooperation., First, the U,S. can provide
eysistance in the form of loans on soft terms to institutions en-
trusted with promoting investment in the group of cooperating
countries as a whole, This implies that the cooperation effort shouid
involve a minimum degree of agreement on a common investment policy,
and the allccation of investment projects among the participating
countries with a view to maximizing the efficiency of resource alloca-
tion and trade for the group as a whole. Such assistance has been
extended by the U.S. before, as noted above, to regional institutions
created in support of trade arrangements in Central America and the
Caribbean, and could be expected in the future.

Second, the U.S, could extend technical assistance in export
promotion and development. The needs of developing countries in this
aree are well known. In the past the U.S. has extended technical
assistance on export promotion on & bilateral basis to 24 countries.
Just recently the U.S. Agency for International Development es-
tablished a central office designed to respond to technicalassistance

requests of developing countries in this area. Furthermore, A,I.D.
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has also made a capital assistance loan to CABEI of $30 million
for the purpose of developing export industries and tourism in
South America.

U.S. efforts have generally been directed toward expanding
developing countries' exports in developed country markets. While
developed country markets are likely to contimme to be of primary
importance to developing countries, technical assistance efforts to
promote intragréup trade should not be neglected. It would appear
logical that the function of promoting intragroup trade should be
entrusted to an inatitution with group-wide mandates. Such an
institution would have responsibility for export promotion activities
in the cooperating countries. At the aame time it might become the
focus of cooperation on export development of the group as a whole
to the rest of the world, so that members of the group do not dupli-
cate efforts to penetrate third markets or attempt to promote the
products of the same industries in the same merket, i.e.. encourage
specialization of members of the group in the international market.l/

Instead of the U.S. and international institutions spreading
their technical assistance efforts through numerous bilateral progrsems
in a group of developing countries, expansion of intragroup trade, as
well as coordination of expansion of extra-group exports, could be
assisted by U.S. technical assistance programs to the group as a whole.

Finally, I believe that an urgent need exists for additional

research both in theoretical questions pertaining to the effects of

1/ In Central America, PROMECA, a regional institution with such
responsibilities, has already been established.
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LPAs on growth and in the identification of specific commodities
and sectors where trade cooperation among developing countries would
contribute to their development objectives. The U.S. has sponsored
such research in the past and especimlly in Asis, and could support
such research in the future.

VI. U.8. Policy Towards Eccnomic Cooperation in Asia

I will focus my remarks on U.S. policy towards Asian economic
cooperation by discussing considerations that have a bearing on the
U.S. attitude towards the recent ECAFE proposals for Asian co-
operation on trade and payments.

A. Irade

There is little that can be said about the U.S. attitude towards
Asian cooperation in the trade area. The countries involved have
made less progress in thie area by comparison to cooperation in other
fields and by comparison to the progress made in other regions. The
problems involved, I believe, are well known. I wish to emphasize,
however, two features of the Asian economies which inhibit region-
wide cooperation on trade: First, countries in the region exhibit
wide differences in their levels of industrial development, and,
second, they have developed widely divergent orientations towards
international trade 1:97' Some have pursued development objectives
by import substitution using extensive exchange and trade controls,
Others have adopted far more liberal trade policies with a strong
orientation toward expanding exports.

Trade cooperation among countries with widely divergent indus-

trialization and trade policies is very difficult. Thus it would
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appear that in the immediate future trade cooperation can realis-
tically be expected to take two forms, not mutually exclusive:
(a) Subregional efforts at extensive cooperation among countries
at similar levels of development and with a similar orientation
with respect to trade policy, (b) the exchange of limited trade
preferences on & regional-wide scale. It might be noted that the
principles on trade drafted at the ECAFE ministerial meeting in
December 1970 are sufficiently broad as to allow for most any form
of international cooperation on trade.

Of the two approaches mentioned above, the item-by-item
approach of extending preferences on individual commodities appears
the least attractive. In addition to the hazaras associated with
this approach mentioned earlier, there is the additional complica-
tion of the preferential agreement recently concluded by sixteen
developing countries, including some from Asia. It does not appear
desirable to have a proliferation of trade groups in developing
countries, each covering only a small portion of their trade and
with uncertain effects on third-country trade. It might well be
that when the agreement of the sixteen is put into effect other Asian
nations should consider joining it, rather than to form a separste
group limited only to the exchange of preferences on s small number
of commoditiés.

As to the evolution of cloger trading ties with subregional
groups, such as ASEAN, there is 1ittle doubt that the U.S. would
support such efforts. However, in the absence of & concrete agree-

ment, it would be difficult to ascertain & priori the type of support
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that the U.S, could provide except by referring to the programs
mentioned above with regpect to worldwlde U.S. response to coopera-

tion among developiug countriee,

B. Clearing

In contrast to the situstion surrounding cooperation in trade,
there are well-defined propoasla for the establishment of an Asian
Clearing Unicn. The main effects of this arrangement, should it be
agreed to, can be sumarized 28 follows:

(1) The direc! benefits to increasing intraregional trade can
be expected to be minimal, Trade w'thin the region is not hampered
by the existence of bilsteralism and inconvertibility, hence the
direct stimuluc multilateral clearing is likely to impart is going
to be small,

(2) An agreement with the charscteristics of the one proposed
will undoubtedly strengthen the economic ties within the region,
particularly for the banking system. This strengthening can be used
as e basis for further coopveratior in other areas, including nego -
tiations to liverelize intreregional trade.

(3) The proposed agreement will result in facilitating payments
and yleld modest savings in transaction costs and forelgn exchange,

From the U.S. standpoint, I am hopeful that the agreement, if
concluded, will not be opposed. At the same time, because of the
svecific features of the agreement, there is little that the United
States can do to actively support it,

Specifically, the only serious argument that has been used to

Justify opposition to the agreement can be easily rebutted. It has
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been argued that the agreement, by interposing the clearing
mechanism, reduces the cost of foreign transactions to the private
sector and hence involves an implicit subsidy to such transactions,
Of course, there is no & priori reason why conversion costs for
foreign exchange must exist. On the contrary, it could be argued
thet their very existence is an impediment to the free inter-
national flow of goods. Their reduction or elimination, rather
than constituting a subsidy, involves the dismantling of a minor
barrier to trade.l/

At the same time if the agreement involves provision of only
interim credit with short settlement periods, as apparently currently
envisaged, it can operate without the assistance of third countries.
Hence, there would be no need for U.S., or any other developed country
assigtance. If, however, a clearing arrangement is established which
provides for more than interim short-term credit, the scope for outside

aggistance increases. This is becausge medium-term credit - involved

in what might be then called a payments rather than strictly clearing

l/ A less serious argument is that the agreement might reduce the
income of international banks, including some U.S. banks,
whose commigsions from conversions are likely to decline. Since
the over-all intraregional trade is a suall portion of the
total Asian trade finance, and that, in turn, is only a fraction
of the over-all business of the banks in the area, the over-all
effect would be quite miniscule. Obviously, the expected benefits
in terms &f the boost the agreement would give to intraregional
cooperation far outweigh these costs.
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union - would require that participating countries which are in surplus
position on intra-regional account extend credit to those in deficit
posi%ions. The overall foreign exchange position in most countries
in the area 1s such that they can ill afford to extend such credit.
The operation of clearing with medium term credit would be facilitated
by the establishment of a fund to which participants as well as third
countries could contribute so that the extension of credit does not
fall exclusively on the countries with regional surplus.l/

The U.S. has in the past supported payments arrangements related
to clearing in Europe and in Central Americe. In both instances, how-
ever, the arrangements were not supported primarily for their own sake.
Rather they were supported as a means of attaining trade liberalization
objectives in the countries in the region. In both instances the arrange-
ments were intimately connected with programs calling for extensive
trade liberalization commitments by the participating countries. In
the case of Europe in particular, the U.S. support was also affected
by the feeling that balance of payments reasons and impediments to
trade created by inconvertibility were at the root of the existing
exchange and trade restrictions. In the case of developing countries
at present, however, there is some feeling that trade restrictions

result just as much from the industrialization objectives of developing

T

1/ There are various other considerations which would effect the feasi-
S}lity of setting up payments arrangements of this nature. These have
been explored elsewhere /T17. It might be noted that the chances of their
being concluded increase iIf (a) they involve only increments in intra-
reglonal trade, (b) the expected surplus and deficit positions among

the participating countries are small and reversible.
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countries as from balance of payments problems. Consequently, payments
arrangements alone might well prove ineffectual in providing a stimulus
to reduction.of trade barriers. In order that they be effective they
ought to be intimately related to extensive trade liberalization com-
mitments.

C. Aslan Reserve Bank

The proposal to create a reserve bank to meet the needs of the
region and serve as what appears to be a mini-IMF is quite unique
and intriguing. In light of the apparent limited support that the
proposal commends et present among cauntries in the region, I doubt
the usefulness of even speculating at what the U.S. position towards
this form of regional co-operatisn might be. However, in light of
the ove.-all interests guiding U.S. policy tuwerds economic co-
operation among dsveloping countries, I might hazard a guess as to
the kinds of questions that are likely to be asked about such an
arrangement.

The tirst concern would be with standerds or criteria that would
be applied in determining the extension of balance of payments assistance
by the proposed institution. Tt would be felt that the standards
to be employed should not be any less exacting than those demanded
by the IMF. The second concern will be with how would the institution
fits into the international monetary system. The latter is going through
& period of considerable strein with a good deal of uncertainty about

its future evolution. Little can be sald about how an idea such as the
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Asian Reserve Bank would fit into what evolves in the years ahead.

Yet perhaps precisely because we are now passing through &
perlod of considerable change, when the very foundationsof con-
ventional institutions are being questioned, the time is opportune
to examine new concepts and new institutional forms of co-operation
among developing countries both in finance as well as in the fields
of investment and trade. Though the initiative for such co-operstion
should cume fram the developing countries themselves, I am hopeful
that the U.S. Government 1s going to give sympathetic cénsideration

to all constructive initiatives.
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