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ABSTRACT.

This paper uses a combination of Ethier (1982)Mgtitz's (2003) models to show that

liberalizing trade among developing countries, alled South-South trade, could
contribute to improve the access to internationalrkets of developing countries’

would-be exporters. Lower trade barriers among lkbgueg countries has the effect of
lowering the price of intermediate inputs and euahly allows exporters in those

countries to serve international markets. We alsmpare unilateral and multilateral

South-South trade liberalization and find that [dteer unambiguously reduces the price
of intermediates in all participating countries, embas the former has ambiguous
effects.

JEL F12, F13, F15.Keywords: South-South Trade, Market Access, Input-output

linkages, Value chain.

1. INTRODUCTION

Trade among developing countries, so-called SootitiStrade, has been rising significantly in the
last two decade (UNCTAD, 2004). At the beginning tbé 1980’s trade among developing

countries represented one fourth of their totaddran 2003, this share went up to around 40 per

" We are grateful to Richard Baldwin and Gianmar¢@m@ano for discussions and suggestions.
IjCorresponding author. UNCTAD, Palais.des Nati@t$-1211 Geneva 10, Switzerland. Phone: +4122 91 Ha2

++ 9070044. Email: marco.fugazza@unctad.org
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cent. However, there is still significant scope fashing forward South-South trade liberalization.

Indeed, around 70 per cent of the tariffs facedldéyeloping country exporters are applied by other
developing countries. Limited access to internaiomarkets, and in particular to developed
countries markets, are often presented as a strapgdiment to developing countries export
performance, especially in the context of tradeotiajons at the World Trade Organization since
the launching of the Doha rouhdHowever, there is a growing determination of Deping
countries to promote further trade liberalizatiomaoamg them as shown by the increasing
effectiveness of the regional trade agreementstthae proliferated over the last decaite the
Southern hemisphere. This determination has besnciarly stated at the eleventh session of the
United Nations Conference on Trade and Developrhelat in June 2004 (see UNCTAD 2004). In
particular, the third round of GS‘T’IHegotiations was launched during this eleventBisesand the
members insisted on their conviction that “an ambg package of trade liberalization
commitments would promote economic complementargigong the Participants especially at the
interregional level® Using economic jargon, we might say that many esentatives and
negotiators view regional integration as a wayeduce the cost of intermediates (for instance by
allowing countries to specialize in specific intemiate goods according to their comparative
advantage); this increased ‘supply capacity’ (Reddind Venables 2004) would, in turn, make it

easier for them to produce final goods and sergbajlmarkets. A practical example is the recent

! See the Doha Ministerial Declaration (WT/MIN(01ED/W/1), Ministerial Conference, Fourth SessionhB®-14
November 2001, adopted on 14 November 2001.

2 Among the recent trade arrangements, India anEBRCOSUR signed a preferential trade agreemedaonary
25, 2004.

% Global System of Trade Preferences among devejamnntries. It envisages preferential trade aarents among

43 developing countries and accession will be opéoehina and the group of 77.
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establishment of "competitiveness forums" ("Foroe @Gompetitividad") in MERCOSUR

countries. The officially stated objective of thistf forum dealing with wooden goods and furniture
is to "identify segments of the production chaimttitan complement each other in industrial
processes among MERCOSUR countries and allow aradee in the competitiveness of regional

products in third countries’ market3".

The primary purpose of our paper is to supportgualdify the view that developing countries’
export performance and access to international etsdre likely to be lifted by substantial
liberalization of trade among them. We believes ias important to understand what policy makers
are thinking about when they are negotiating &sfitir them to understand the economic relevance
of the policies they are advocating. In a framewariwhich Southern firms buy intermediate inputs
from other Southern firms, South-South trade libhzséion logically lowers prices for final good

producers. As a result, Southern final good prodiiaee more likely to penetrate Northern markets.

After having laid out the core argument, we movet@assessing the various impacts of unilateral
and multilateral trade liberalization among Southeountries. In particular, we argue that even if
multilateral trade agreements are likely to donenanilateral trade liberalizatibrfin a sense that

we make clear in the text), unilateral trade lilizedion is likely to dominate the status quo. The
main reason behind the first result is that elesiehstrategic trade policy provide weak incentives
to liberalize trade unilaterally because of thec®rLowering Protection (PLP hereafter) effect,
which implies that an increase in unilateral prtott may lower the domestic price level

(Venables, 1987). This introduces a bias againgatenal trade liberalization. However, the PLP

* Excerpt from S&o Paulo Declaration reported in URO/PRESS/PR/SPA/2004/010 (available at
http://lwww.unctadxi.org/templates/Press___ 927 Jaspx

® See MERCOSUR/LII GMC/DI No. 19/03 (available atpatwww.mercosur.org.uy/paginalesp.htm)

® Multilateral trade agreements can also allow imielate terms-of-trade effects between membersgaBagwell and

Staiger (2002) argue.
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effect disappears when trade is liberalized mudly. This result then would support the

creation of preferential trade agreements. The meason behind the second result is that the PLP
effect is not robust (see Baldwin et al. 2003, ¢bapl2). Therefore, under reasonable
circumstances, unilateral trade liberalization $ttandeed provide cheaper intermediate inputs and,

in turn, make it easier for final good exporterpémetrate international markets.

The rest of the paper is organized as follows. fiére section presents our modelling strategy and
relates it to the existing literature. Section 3ssep the theoretical framework with particular
attention paid to the specificities of the upstreamd downstream sectors. Section 4 assesses the
possible impact of South-South trade liberalizgtifmtusing on the elements that would make a
bilateral liberalization desirable. Finally, sectib discusses the results of the model and itslgess

implications for policy and concludes.

2. MODELLING STRATEGY AND REVIEW OF THE
LITERATURE

In order to qualify the role of preferential tragigreements among Southern countries in the access
international markets of their exports, we use aleh@f international trade which combines the
Dixit-Stiglitz setting with heterogeneous firmsaMelitz (2003), with input-output linkages in the
wake of Venables (1996) and Ethier (1982) and whsenaethern final product producers face a
‘beachhead cost’ and a variable cost of exportimgnternational markets (Baldwin, 1988; Melitz,
2003). In this setting, not all firms export to thverld markets —only the most efficient ones do—

and no firm exports if intermediates are too expens

Our approach comes within the framework of the foemtred new-trade-theory and adds to the
standard Melitz model the integration of input-autpinkages. The recent availability of
widespread firm-level data has permitted to uncaverariety of facts that were buried in more

aggregated data. Sunk market entry costs and lgeteedy of firms are the two main features that
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these empirical studies emphasize (see Tybout R08 survey), as well as the recent theoretic

framework due to Melitz (2003)In particular, Bernhard and Jensen, 1999a,b) shaithe most
efficient U.S. firms self-select into export market Using data from Colombian plants producing
industrial chemicals, Das, Roberts and Tybout (20@dport that entry costs for plants breaking
into foreign markets are substantial. Moreoveuraey of Columbian manufacturers, as reported in
Roberts and Tybout (1997), reveals that impedimeatsexporting, as such as information
deficiencies, are a significant element to a firgégision to break into a foreign market or nohe T
combination of firms’ productivity heterogeneitydasunk cost to export implies that firms self-
select in an export market. Existing empirical evide for developing countries tends to support
this argument. Using plant-level panel data fromo@tia, Mexico and Morocco, Clerides, Lach
and Tybout (1998) find very little evidence thaspexporting improves performance but rather that
more productive firms self-select into export maské&imilar conclusions are reached for instance
in Aw, Chung and Roberts (2001) for Taiwan and ineddler (2001) for Brazil. Self selection is
also found to be a significant explanation of fireyort status, although not exclusive, in Hahn
(2004) for Korea, Hallward-Driemeier, larossi anok8loff (2002) for a panel of five East Asian
countries (Indonesia, Korea, Malaysia, The Philygi and Thailand), in Van Biesebroeck (2003)
for a panel of nine African countries (Burundi, Gaoon, Cote d’lvoire, Ethiopia, Ghana, Kenya,
Tanzania, Zambia and Zimbabwe), andafaand Helson (2003) for the Turkish apparel antbmo
vehicles and parts industries. The predictionswfraodel are also in line with Pavcnik’s (2002)

results from plant-level data on Chilean manufaaturIn particular, the author finds that trade

" Together, these facts also help explain why th&ibition of export volumes are truncated and wigye are a lot of
zeroes in three-dimensional matrices of exportsdryor, importing country and exporting country fengenerally,
numerous country pairs do not trade at all withheatber; see Helpman, Melitz and Rubinstein, 2@@4a “gravity

equation with holes”).
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liberalization causes resources reshuffling fross ®® more productive producers for the plants in

the export-oriented sectors, and as a consequeagcegate productivity grows.

In a context in which would-be exporting firms haweeincur a fixed cost of exporting, we show
that lowering variable trade restrictions (likeiffa) among southern countries could contribute to
improve the access to international markets offrsaut producers of final goods. The intuition for
this result is uncomplicated: when restrictionsliggpto south-south trade are lowered, the price of
intermediate inputs falls and producers of finabd® are able to extract larger profits that would

eventually allow some of them to cover the costxgdorting on international markets.

This simple argument has received only scarce taiterither from a theoretical or an empirical
point of view. Instead, most of the existing stsdéee concerned by the trade creation versus trade
diversion effect of Regional Trade Agreements. kwstance, Venables (2003) reaches the
conclusion that benefits from South-South tradeeagrents are likely to be small and generate
trade diversion. In other words, production patemm Southern countries induced by the trade
agreement are likely not to correspond to thei tinderlying comparative advantage. The logic of
the argument is rooted in neoclassical trade themityh patterns of comparative advantage being
exogenous and immutable. In other approaches,tlikeso-called ‘New Economic Geography’
(Fujita, Krugman and Venables, 1999), cumulativeiseéion mechanisms at the core of the
formation of industrial clusters sort of ‘endoges'sthe comparative advantage variable. In such a
setting, the qualification of the impact of RTAsegobeyond the trade creation versus trade
diversion dimension. For instance, combining thendard features of the new trade theory and
forward and backward linkages among firms, Puga\askbles (1997,1998) find more mitigated
results, although they also argue that North-Spuéferential trade agreements are likely to offer

better prospects for Southern countries, includamgion participating ones.

As mentioned previously there is no empirical wdakpur knowledge, specifically looking at the

impact that preferential trade agreements amonghseou countries can have on access to
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international markets of the participating courgrismal products. However, empirical evidence
for the first half of our mechanism can be foundviadani (2001) who investigates the role played
by imported inputs in industrial growth in Singapothe Philippines and Malaysia. The author
finds that the variety of intermediate imports oraing from regional partners affects positively
and significantly output growth in a large set dlustries. Nevertheless, nothing is said about the
impact on exported products processing and destméwhich forms the second half of our story).
Other related empirical work includes Sanguniéitiistaru and Martincus (2004), who attempt to
asses the impact MERCOSUR on industrial developraerdss member countries. Their results
support to some extent Venables’ (2003) theorepeadlictions in that trade liberalization among
MERCOSUR countries appears to favour a restruguah production patterns along the lines
dictated by regional comparative advantage. Thep dihd some evidence of a weakening of

economic activity agglomeration forces as predittgthe Puga and Venables (1998) model.

Empirical studies of the impact of preferentialdeaagreements on intra-bloc and extra-bloc trade
indicate, albeit not systematically, a positive aopon intra-bloc trade but an uncertain overall
impact (see Soloaga and Winters (2001) and refeeetiwerein). The World Bank (2004) uses an
augmented version of the gravity model to captwexall exports of a member of a particular set of
preferential trade agreement. By doing so, WorldkBaconomists aim to assess the extra exports
of the countries that are part of the agreement tduéhe agreement itself. Their results are
mitigated, showing the possibility of both negatared positive impact depending on the agreement
under consideration. The methodology contains varcaveats that eventually do not to allow the
authors to isolate the impact of a specific prefeat trade agreement from unilateral or multilater

trade policies.



3. A SIMPLE PARTIAL EQUILIBRIUM MODEL

In order to keep the analysis simple and condmentodel is presented in a partial equilibrium

form that allows us to focus on the crux of ounemgnt. Southern countries’ representatives care a
lot about access to Northern markets for their rfesturing products; here, we rationalize this
argument but do not take sides on wider debatesdagy trade creation vs. trade diversion nor do

we convey any welfare analysis.

The world is made of two zones, North and South;laftter is small vis-a-vis the former in a sense
that we make clear in the sequel. There are twatick economies in the South, Home and
Foreign (we relax the assumption of identical caastin the following section). Figure 1 describes

this stylised economy.
<Insert Figure 1 near here>

We focus our interest on the manufacturing sectdiné Southern countries, which we describe
next. In each country, Manufacturing comprises manopolistically competitive sectors:
‘Upstream’ and ‘Downstream’, with the former prothgintermediates for the latter. Formally, we
present only the case where Southern firms expayet is the Northern Markets (in general
decisions regarding the Northern markets shouktaat with decisions regarding Southern
markets, but we take the magnitude of these iniierecto be of second order). However, as
discussed below a straightforward extension ohtleel allows the inclusion of other potential

export markets.

3.1. Upstream sector

Upstream uses primary factors capikednd labout.. Labour, which we chose as the numéraire, is
in elastically supplied to the Upstream sectortbate is a fixed supply ¢f (K*=K) units of
upstream-specific capital in Home (Foreign). Thstdonction of a typical Home upstream supplier

is



(2) C(X) = m+wpBx

whereris the price oK, w is the wagex is upstream output anflis the labour-output coefficient.
Variables pertaining to Foreign are symmetric amgksscripted with asterisks when necessary.
Note that the foregoing cost function exhibits @asing returns to scale at the firm level (Flam and
Helpman, 1987). Intermediate inputs are diffegetli and to each variety corresponds a unique
firm and each firm produces only one variety.

The downstream sector combines all available vageénto a composite intermediate good. The
elasticity of substitution between any pair of mtediates is parameterised &yl (Dixit and

Stiglitz, 1977; Ethier, 1982).

Trade in intermediates between Home and Foreignpeded by iceberg trade costs (Samuelson,
1954), that is7>1 units of the good produced in Foreign need telgped if one unit is to arrive
in Home. As a result of the foregoing assumptidigi{-Stiglitz monopolistic competition and

Samuelsonian transportation costs), profit-maxinggiehaviour in the upstream sector yields:

'B/ W, r=s
) p.(j)={ 179 r,s= Home, Foreig!
T B W, r#s
1-1/0

where p; denotes buyer price; we have adopted the notat@maentionprom . We can chose
units with which we measure upstream output sofhdtl/owhich implies that p=1 and p=t
(s#r), that is, trade costs are fully passed onto waress, as is standard in Dixit-Stiglitz
monopolistic competition.

To simplify expressions, we assume that the Soo#s ehot import intermediates from the North

(this assumption entails no further loss of gergrahd could easily be relaxed). Let us define
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¢=1"? as ‘free-ness of trade’; when trade costs areipitofe theng=0; when trade costs are nil

thengr1.

Therefore, the price of the composite intermedimted, P = (J', p())"7dj)"*?), can be written as:
J

1(-0)

(3) P=A"®, P (A7) A=K+gK', A =K +gK

Thus, it is immediate that freer trade between IB&ut countries translates into a cheaper

intermediate composite for final good producerat th, 0P/ d@<0. Therefore, we write:

Result 1: Freer south-south trade in intermediates reduces final goods variable

production costs in both countries.

Clearly, any South-south trade liberalisation @iliws countries to specialise in the production of
different kind of intermediates according to neeslaal comparative advantage would yield a

similar resullt.

3.2. Downstream sector

The downstream sector uses all available variefiestermediates. Specifically, we write the

(variable) cost function of a typical firm in thewinstream sector as

(4) C,y,P,w)=yleP,w)y

wherey is final output,P is the perfect price index of the intermediateuinpombo ang is a
positive parameter. Upon entry, the firm has takdwmits of the numeraire (more on this below),
which implies that there are increasing returnthatfirm level in the downstream sector, too.
Parameter§andy capture the magnitude of fixed and variable castpectively, and(.,.) is

homogenous of degree one in input prices.
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Following Eaton and Kortum (2002), among others assume that the variable compongist
firm-specific. Specifically,yis drawn from a cumulative distribution functi@g.) with compact
support O O4+. As in Baldwin (1988) and Melitz (2003), firms teato incur the ‘beachhead’ cost

f>0 before being able to export to North’s market.

North’s demand for a typical y variety producednabour-output coefficientis equal to

(5) yy) =AT[q)] " e>1

whereq(})) is the priceA is a measure of North’'s market capacity (Helpn\eljtz and Yeaple,
2003) and T>1 is the iceberg transportation cosh@final good. In words, the downstream sector
produces final goods that North’s consumers cominittea CES composite; the elasticity of
substitution between any two varieties from the Dstream sector (produced in North or South) is
parameterised by. We assume that South is small enough on worldetsso that its impact ok

is negligible. Moreover, firms are atomistic andréfore they considek as a parameter.
In this setting, it is well known thai(y) = Tc(P,w))e /(€ —1) and operating profits are equal to
7(y) =[Tyc(P,w)e/(e-1)]"¢ Al £. In an intertemporal setting where firms die vatRoisson

arrival rated, the value of a Southern firm that exports toNlogeth is

6) V() :;’}[Tycmw)gi_J

thus Southern firms enter the North Market if, andly if, V(.)>f. As a result, only the most
efficient firms serve North’s market (Melitz, 2008jathematically, all firms whose variable input
componentyis lower that some threshojfi export, with

-1

(7) Vi) =f = szm

(Aseaf )™
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Comparative statics on this expression corrobardtion: final-product firms are more likely

to export to the North’s market, the lower the detiveprice of intermediate inpuBs(and thus the
lowert by Result 1), the larger the North’s market cafyaznd the better the South’s access to
North’s market (the lower T). Therefore, the prabgbdistribution of exporting firms is equal to

GX(.) on supporf*, where

1

(8) G (y):l—m {de(y), M =rn0y*]

Of course, if trade barriers —both South-Sauémd South-North T— are too large, then no firm wil
be able to manufacture final goods tailored toNbeth’s market; this will be the casepf< inf I

(in which casel* =0).

As in Melitz (2003) and Hopenhayn (1992), develgpamnew variety involves some R&D cost. As
in Baldwin and Robert-Nicoud (2006), we model thi&[Rsector as perfectly competitive.
Developing a new variety cost&® units of the numéraire (labour); the outcome islcam in the
sense that the R&D lab is always successful inldeugy a new variety but it drawsydrom I .

The value of the patent (gross of beachhead cigstemputed according to (6); by free-entry, the
price of the patent sold to the potential final dg@ooducer is then equal ¥4.)-f. This price is zero

for those varieties withe J*.

For simplicity, we assume that there are congeststs of sorts in the R&D sector (i.e. decreasing
returns at the aggregate level) so 4t is a (weakly) convex function of the total number of

Southern producers in sectrnamely

©) fR&D = F(n): F(O)=F>0, F'")=0, F"q)>C

As a result, free-entry in the R&D sector implies
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F= [ [V -f]de* ()
yarx

= | {(VTW—@ fdG* ()

yar®

(10)

where the second equality stems from (6) and (@)e MlIso that, by the latter expression, the right

hand side of (10) idecreasing in f. As a result, the equilibrium number of firms,

(11) n* :int[F‘l[ J' [(K)f‘l—l} fdGX(y)ﬂ
<LV

is increasing in the probability of success inf®#&D sector (and thus increasingjf) and
decreasing in f. Given the comparative staticg’diollowing (7), two results follow.

First,n* is increasing in A (North’s market capacity) aretbasing in c(P,w) and T (transportation
and variable production costs, respectively). SRdgincreasing in, n* is decreasing im
(increasing inp). Moreovern*=0 if parameters are such tHaf =0 . However, even if* is non-
empty,n*=0 if the probability of success is too small relatjvto F, the fixed R&D cost. Finally,
note that Vy) in (6) is just 1¢d times the value of sales of the exporting firmhwiariable cosy,

thus, provided * # O , the volume of exports is increasing in A and dasing in ¢(P,w) and T. In

plain words, we write:

Result 2: In those sectors in which freeing South-South trade reduces the price of
intermediate inputs, Southern firms are more likely to develop final goods and break into
Northern markets. Moreover, the volume of exports is increasing in the degree of South-

South trade liberalisation in intermediate inputs.

A corollary of this result is the following. L& andt® be so large that no firm exports;
furthermore, let’ be substantially lower tharf so that some firms export under this new trade

regime. Finally, assume that Southern countriedilize trade in intermediates frathto 1. As a
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result of this policy, a massive reorganisatioprioduction pattern unfolds in the following

sense: Southeffinal good producers break into third countries marketss illustrates the desire

of policy makers to ‘climb up the value chain’. Baproducers in the South no-longer content
themselves with exporting (usually) low-skill lad@ntensive intermediates to the North, they can
also profitably sell final goods in ‘first world'auntries as a consequence of participating to a
regional trade agreement. In order to qualify tuisollary heuristically, consider the following
straightforward extension of our framework. Deved@and developing economies often impose a
‘tariff escalation® on imported goods; a tariff escalation is defiaschigher tariffs on final than
intermediate goods. More generally, the existericgten stringent technical trade barriers in
Northern markets or the necessity for Southernyrers to integrate distribution networks to enter
those markets impose substantial tariff barriedd@beachhead costs for Southern firms. In that
context, when trade barriers and/or beachhead aostso large that no R&D is profitable enough
in the South to develop final goods exportabléentoNorth, Home and Foreign specialise in final
goods that are exported to the Southern markeys(antl, possibly, export intermediates to the
North). When Home and Foreign sign a Regional Tragieement, then they might be able to

export final goods to developed countries.

4. SOUTH-SOUTH TRADE LIBERALIZATION

Thus far we have rationalised an argument oftemchisadeveloping economies’ politics: use freer
trade on intermediates among them as a tool torefipal goods into the world markets. Note that
this argument is different from the ‘infant indysprotection’ argument. First, this is an argument
about lowering intermediate inputs’ cost so asatmth an exporting manufacturing sector. Second,

unilateral liberalization may have an ambiguous@tfin this respect; hence coordination among

8 See for instance Cernat, Laird and Turrini, (20@8) qualification of tariff escalation in botleweloped and

developing countries.
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developing countries might be called for. In thestson, we pursue the logic laid out in the model

of the previous section to tackle these issueghiBaaim, we need to enlarge the model somewhat —

in particular, we need to consider some feedbackdaoeral equilibrium) effects.

4.1. Unilateral liberalization in intermediate goods

Trade models based on increasing returns at timeldivel and imperfect competition display a
seemingly counter-intuitive result: unilateral tegarotection can actually lower domestic prices
(Venables, 1987). To see how this can be the &atsgs make the following thought experiment

(Helpman and Krugman, 1989, chapter 7).

Consider some good that could be produced in eitloene or Foreign at the same price; the
production of this good is characterised by indreaseturns (thus there will be a single plant in
South); and trading this good is costly. Then liofes that if, say, Home imposes a higher tariff on
this good than Foreign then it is relatively modeantageous to produce in the former country and
export to Foreign so as to save on the higheff tditiferefore, the consumer price is lower in the

country with the higher tariff.

Albeit with lower dramatic intensity, the same logirevails with a continuum of goods in Dixit-
Stiglitz monopolistic competition models (Venabl&887). However, this ‘Price Lowering
Protection’ effect (or PLP effect) is not robusthe change of functional forms and to factors that
make Home and Foreign not exactly identical, likeciassical comparative advantage (see
Baldwin et al. 2003, chapter 12, for an extensivalygsis). To see why increasing Home's tariff

should have an ambiguous effect in general, ust (Gt

dinP 1 ., 0K 9K’

(12) = —[-K ——-¢—1]
dp (0-D(K+K ¢) dp = J¢

=

whereg@ now denotes Home freeness of trade (Foreign’s reags The first term in the square
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bracket is the direct effect, which is clearly naga(when Home increases gsall K* imported
varieties are now cheaper). The two terms thathevpartial derivatives illustrate the indirect
‘delocation effect’ (Baldwin and Robert-Nicoud, Z)0by the same logic as sketched above, albeit
less dramatically, the number of varieties prodweteldome (respectively in Foreign) decreases
(increases) with Home'®? It is an artefact of Dixit-Stiglitz monopolistiompetition that the net
effect is always positive, that is, unilaterallgieasing trade opennessreases the domestic price
index.

We now turn to the determination of K and K*. Leakd E* denote the expenditure on
intermediates in Home and Foreign, respectivelythWiand K* upstream firms in Home and

Foreign, respectively, operating profits are gibgn

E E ._+E _ E
13 =—tp—, T=¢ —+—
13) [2/A\ qoaA v [0 AN?/A

whereA=K+@K* and A*=@K+K* (that is, we allowg andg* to differ). Capital is invested until the
value associated with the upstream firms is equdié fixed cost of developing a new variety of
intermediate good, call i'f Assuming that upstream firms die at the sameas@ownstream
firms, we get V=73 and=V*=1t*/ 5. Free-entry then implies V=V*fin any interior steady state.

Let s<=K/(K+K*) and K°=K+K*; Solving for s and K&, we get :

(14) 1{ o-¢ +(2sE—1)(1—w*)] ks= E°

s ==|1- - - = ¥
2l (l-9)l-¢) @To)(9) oof

where s=E/(E+E*) and E=E+E*. Two aspects of the first expression abovenateworthy. First,

the Home Market effect (Krugman 1980) brings adazguntry advantage: when trade barriers are

° We specify below the general equilibrium mechanignereby K and K* can vary. For now, it sufficesctaim that

this is the case and show it later.
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the same in both countrieg*€ @), then the larger countries holds a more thangntamal share

of firms and thus is a net exporter of intermedigfermally, g=¢* and <%z imply $<s«). Second,
the closest of the two countries gets a largeresbhupstream industry (that 8s</0@<0). This,
together with the fact that¥s constant, confirms the signs of the partialdgives in (12).
Standard algebra then reveals that the model ¢ispite PLP effect, namelginP/0¢@>0. Indeed,
(12) evaluated ap*=@ to simplify the expression (this is without lodgenerality) yields:

(15) dln P| _ S ? 2o
09 |,_, (@-Dls +@1-s)pl1-¢

Result 3: Unilateral liberalisation has ambiguous effects on the price index and thus on

the possibility to export final goods to the North’s market.

Result 3 implies that if governments tried stratatly to decrease the domestic price index of
intermediates they would face a typical prisondiesmma. Indeed, it is a dominant strategy to set

o (respectivelyp*) as low as possible, that is, to impose prohikitirade barriers.

4.2 Multilateral liberalization in intermediate goods

Although result 3 indicates that there is a biaairesg unilateral liberalization, it would be optima

to jointly liberalize and sep (respectivelyg*) as high as possible.

In our framework, if the two countries could sigR@A that imposeg=¢*, then symmetric trade
liberalization lowers the price index in both caigd. Indeed, imposing=¢* and taking the
derivative with respect to yields:

olnP| _ S

(16) = <0
0P |on  (0-DIs +(1-5)¢

When countries chose the saméhe larger country will attract a more than pmjpmal share of

industry (as a manifestation of the Home marketaffand this effect will be magnified by freer
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South-South trade (Krugman 1980, Baldwin et al.330R is worth stressing, however, than the

price index falls irboth countries (it falls faster in the largest one). Bigheless, the de-location
effect is often perceived as a bad thing politicalhd this concern is often recognised by large
countries. For instance, although the ASEAN Fresd@&rArea (AFTA) commits all members to the
removal of all barriers to intra-regional trade, %N recognizes differences between the levels of
development and degrees of economic opennessroeitsbers. As a consequence, newer members
- Cambodia, Laos, Myanmar and Vietnam- are giverpterary special and differential treatm@nt
Baldwin and Robert-Nicoud (2000) show how RTAs bartailored to avoid the delocation effect
and argue that some RTAs look as if they had besigded to fulfil this aim. Specifically,
reciprocal trade liberalisation could be tailoredtsat § remains constant whikgandg* are
increased. Specifically, assume that both counéiiggee on @ and then choseat such that g=s,
that is, each country’s industry share remaintsautarky level (it can then be shown tigats an

increasing function of).

In this case, the last two terms in the squarekietaaf (12) vanish and thus

olnP _ 1-s

(17) = <0
09 |- (@-Disc+1-5)¢

In short, reciprocal trade liberalisation would @vthe harmful effects of unilateral strategic

location policies.

Result 4: In contrast to unilateral trade liberalization, reciprocal trade liberalisation
unambiguously reduces the price index and facilitates the export of final goods to the

North’s market.
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Result 4 provides in itself some rationale for ctiated South-South trade liberalisation as

opposed to unilateral trade liberalization. In otwverds, a South-South regional trade agreement

could act as a cooperation device.

5. CONCLUDING REMARKS

Recently, many policy leaders in developing coestiiave expressed a strong political willingness
to strengthen and deepen South-South trade libati@min and economic cooperation. One of the
argument often heard is that, by lowering productiosts of final good producers, these could
break into world markets and generate more valukecat home. It is well known that doing so

might generate trade diversion (Venables 2003)tHmitonditions under which such a policy might
be successful —be it economically meaningful o—nodve been mostly ignored by mainstream
economists thus far. This paper provides some eumn@tionale to this expressed willingness but

also some qualification to it.

In particular, we point out that further trade graion among developing countries could indeed
contribute to increase the number of final goodslpced in Southern countries and the volume of
exports of those goods to International/Northerrrkets. By lowering the cost of inputs, trade
liberalization allows a larger number of final gsggroducers in developing countries to cover the
costs (both fixed and variable) to exporting imternational markets. Building on this logic, we
then compare unilateral with multilateral liberalion in a South-South dimension. Unilateral
liberalization does not necessarily lead to aifathe price index of intermediate goods because of
the Price Lowering Protection effect (Venables )98%& a consequence, access to international

markets for Southern countries final goods mayhb®improved. However, if countries manage to

10 See "Southeast Asia - A Microcosm of the Develgpvorld”, statement by R. C. Severino (former Seaye
General of ASEAN) at the 8%session of the UNCTAD Trade and Development Boaeheva, October 2004 (as

reported in http://www.unctad.org/en/docs/tdb51d8ven.pdf).
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liberalize trade on a multilateral basis, the Pifiea vanishes and the production of final goods

becomes less costly for Southern firmsaihparticipating countries. Thus, our results alsogsst)
that a regional South-South trade agreement carkbsas a basis for strategic regional economic

cooperation.

Arguably the main caveat or our analysis is that r@sults are obtained in a partial equilibrium
context. However, straightforward extensions wouwtiow us to include different market

destinations for both intermediate and final gootlsis would complicate our description of the
equilibrium but our main argument would remain dalindeed, we are confident that general

equilibrium effects would be of second order magphit in this context.

One natural extension of our analysis would inclondeclassical comparative advantage feattires.
In our set up, the most interesting source of coatpee advantage would be rooted in the upstream
sector. . The main result of such an extension evénél to reduce or even wipe out the odd PLP
effect (Baldwin et al. 2003). Thus, such an ext@msiould reinforce our main qualitative results.

Multilateral liberalization would remain the mostsirable scenario.

Interesting avenues for further research in thisaaare twofold. First, from a theoretical
perspective, it would be relevant to study the iotpaf regional economic cooperation on the
organisation and boundaries of the Southern firth@wake of Antras and Helpamn (2004). The
authors combine within-sectoral heterogeneity ofitd€2003) with the structure of firms in Antras
(2003) to deal with issues related to firms' decisof whether to integrate into the production of

intermediate inputs or outsource them. Only theecadere differentiated final products are

1 Falvey, Greenaway and Yu (2004) construct a tvabesenodel —one a-la Melitz, one perfectly compegit with
Ricardian comparative advantage and show thatethdts derived by Melitz (2003) for the imperfeatlympetitive
sector remain essentially the same. Comparativarddge is driven by the stochastic ranking of coesitproductivity

distribution. However, only the production of firgdods is considered.
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developed in the North is taken into consideratwimje the South can only produce intermediate

goods. However, by also considering the possibiftproducing final goods in the South, a similar
framework would be appropriate to deal with issugdated to the organization of production chains
in Southern regions. This would allow to shed miight on an issue that appears to be a major

political and eventually business concern, as sstggeby the MERCOSUR experience.

Our model looks at preferential regional trade agrents from a slightly different angle than the
existing related literature does. Thus, the secand,more obvious avenue for further work in this
area, is to look for empirical evidence, whichuspsisingly thin given all the hypes in internat&n
policy circles. We are currently gathering datahieck whether the logic for which we have

provided some theoretical rationale is borne othédata.
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Figure 1: A stylised world economy
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