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ABSTRACT

The current implementation of a free trade area in SADC has given rise to concerns that
the present location of industry in the region will be adversely affected. Specifically,
many of the smaller and less-developed countries fear that this change will result in a loss
of their industry towards the more developed members, and particularly towards South

Africa.

This study uses the framework of the new economic geography to address these concerns.
The new economic geography is a body of theory that has arisen in the last decade and
allows for a dynamic analysis of the process of regional integration. Studies of such
dynamic effects in the developing country context are exceedingly scarce, and
particularly so in southern Africa. Another area of little research is in the comparison of
the evolving industrial structure of different regional blocs. Thus, in response to this gap
in the literature and in order to address the concerns of polarisation of industry within the
SADC region, a two-pronged empirical approach is taken. The study first conducts a
review of the spatial distribution of industry within SADC from 1970 to 1999. This is
achieved through the calculation and examination of industrial locational Gini
coefficients, measuring the relative degree of concentration of 28 ISIC (rev 2) industries
for the years 1970, 1980, 1985, 1990, 1995 and 1999. Secondly, an empirical
comparison is conducted with other blocs that are in the process of deepening regional
integration, namely the European Union and Mercosur. Again, this is done through the
calculation of locational Gini coefficients for individual industries for all three blocs at

five year intervals from 1980 to 1995, and then for 1999.

The average level of concentration within SADC is found to increase steadily from 1970
to 1990. Between 1990 and 1995, the level of concentration increases further, but at a
lower rate, and, by 1999 industry begins to disperse. The Gini coefficient is a relative
measure, and thus does not measure the absolute level of concentration. Thus, much of
the increase in concentration seen is towards peripheral countries. To further interpret the
Gini, the changes in concentration are compared to the absolute changes in manufacturing

employment in South Africa. From this analysis, eight of the 28 industries analysed
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show particular tendencies to concentrate in the periphery. These are beverages, textiles,
wearing apparel, paper and products, rubber products, other non-metallic mineral
products, transport equipment, and professional and scientific equipment. Likewise,
another six industries become more concentrated in South Africa over this time, namely
food products, printing and publishing, industrial chemicals, petroleum refineries,
miscellaneous petroleum and coal products, and electrical machinery. According to the
Gini coefficient, the tobacco industry is by far the most concentrated, while the wood
products industry is the most dispersed. It is also found that scale-intensive industries

tend to be among the most concentrated.

In the cross-bloc comparison, Mercosur has the lowest level of aggregate concentration
with an average Gini of 0.08 in 1999. This compares with Ginis of 0.28 for the EU, and
0.22 for SADC. The EU has the largest increase in concentration over the period, while
the concentration in Mercosur falls during the 1980s, increases in the mid 1990s and then
falls again by 1999. A common theme, however, between all three blocs is a trend
towards dispersion in the late 1990s. This is particularly apparent in SADC and
Mercosur where the Gini decreases in value, while in the EU, the Gini only increases
marginally in this period. Other studies of the EU have indicated that industry was
starting to disperse at this time. This finding would be more apparent at a greater level of

industrial disaggregation.

The following industries are found to be agglomerated above the average level in all three
blocs: tobacco, miscellaneous petroleum and coal products, and pottery china and
earthenware. Conversely, transport equipment, paper and products, machinery except
electrical, plastic products, rubber products, and fabricated metal products tend to be
more dispersed across all three. Perhaps more interesting is that there appears to be some
commonality between industries that become more agglomerated across all three blocs,
while industries that dispersed tend to be region specific. The industries that show
universal agglomeration tendencies are the highly sensitive wearing apparel and textiles
industries, in addition to industrial chemicals, printing and publishing, iron and steel, and

plastic products. In relation to SADC, the first two of these industries show an increased

v



concentration in the periphery, as in the EU, while the remaining industries show

tendencies to concentrate in the core.

The new economic geography predicts that, as the presently high levels of transport costs
begin to fall in SADC, industry will tend to concentrate in the core. However, the results
of this study indicate that the effect on manufacturing is, to a large extent, sector specific,
with some manufacturing industries concentrating in the core and others in the periphery.
The study therefore concludes that the mass polarization of industry from the smaller
countries in SADC towards South Africa is unlikely to occur with the further reduction in
trade costs. Although certain industries may be attracted towards the core, the high
degree of wage disparity in the region and present trade concessions from developed
markets overseas towards the peripheral countries, will make these countries an attractive

location, particularly for export orientated firms.

Two main policy recommendations result from the study. Firstly, individual countries in
SADC need to promote those industries that show concentration tendencies in their
country. Secondly, in order for the periphery to maximize their gain from the free trade

area, transport costs within the region need to be reduced rapidly and effectively.
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Chapter 1: Introduction

In recent years there has been a global surge in favour of regional integration (Kose and
Riezman, 2000; McCarthy, 1999; Tsikata, 1999; Kirkpatrick 1998). This movement has
seen the formation of the North American Free Trade Agreement (NAFTA), the Southern
Cone Common Market (MERCOSUR) in Latin America, the Association of South East
Asian Nations (ASEAN), the Southern African Development Community (SADC), the
Common Market for Eastern and Southern Africa (COMESA), and the enlargement and
deepening of the European Union. The establishment of regional integration agreements
has been particularly popular in Africa, where more regional integration and cooperation
agreements have been signed than on any other continent (Radelet, 1997:1). These have
included the East African Community (EAC), the Southern African Customs Union
(SACU), SADC, COMESA, the Economic Community of West African States
(ECOWAS), and the Union Economique et Monetaire de 1'Ouest Afrique (UEMOA)

amid numerous others.

Regional integration agreements (RIAs) have been implemented in various forms
between developed countries (as in the EU) and developing countries (such as the EAC
and SADC), or involving both, as in the case of NAFTA. They are all, however,
generally aimed at removing discrimination between foreign and domestic goods,
services, and factors of production (Balassa, 1976). Presently, between 55 and 60 percent

of world trade occurs within such regional trading blocs (Schiff and Winters, 1998:178).

Of particular interest in the case of southern Africa is the integration of countries of
unequal size and levels of development. Literature regarding this topic has, however,
diverged widely over the years. The New International Economic Order of the 1970s saw
globalisation leading to unequal development and gains biased against the less-developed
countries (Krugman and Venables, 1995:858). Conversely, Ross Perot (quoted in
Krugman and Venables, 1995:858) warned at the inception of NAFTA of a “great
sucking sound” to the South, with particular reference to the relocation of industry from

America to Mexico.



Polarisation of industry is an area of great concern amongst the countries of SADC as the
region moves towards deeper levels of regional integration. The group is in the process
of implementing a free trade area which should be fully functional by 2012. The main
cause for concern is South Africa’s overwhelming economic and political dominance
within the region, to which it contributes 77 percent of regional gross domestic product
(GDP) and 84 percent of manufacturing value added (MVA) (World Bank, 2003).
Although this concern is highly apparent and vocal, little concrete research has been done
to address the issue. If left unresolved this could severely hamper progress towards a

regional free trade area.

Studies that have modelled the potential impact of a free trade area in SADC have tended
to focus on static welfare effects. The results of these studies indicate that such static
effects are likely to be small. Thus, there is a need to investigate the possible dynamic
effects of such a regional agreement, where the impact of the RIA may be greater.
Investigating all the possible dynamic effects would be an exceedingly difficult and
complex task; this study will therefore focus on the dynamic locational distribution of the
manufacturing industry. This is an area of research that is becoming more and more
popular as the number of RIAs has increased, and particularly so with the expansion and
deepening of the European Union. The beginning of the 1990s saw a resurgence of
interest in the geographical distribution of industry at which time the theory of the new

economic geography started gaining popularity.

The theoretical framework of the new economic geography provides economists with
more of the tools necessary to explain and model regional disparities in industry than the
standard neoclassical model or alternate methods of regional analysis. To date, much
research within this framework has taken place in the EU and North America, but very
little within the developing world. It would thus be useful to apply this analysis to a
developing region context both to test the theory and to provide an alternative method of
analysis for these countries. Additionally, there are very few studies that have compared

the distribution of manufacturing across different blocs. Those that have, focus on



comparing the EU to North America with other regional groupings, especially among
developing countries, being ignored. In comparing alternate blocs it will be possible to
investigate whether industries are affected in similar ways across different regional

groupings.

This study will use the tools of the new economic geography to investigate the regional
distribution of manufacturing within the SADC region from 1970 to 1999, and compare
this to the experience of two other regional blocs, the EU and Mercosur. In so doing, the
study will examine how individual manufacturing industries are currently spatially
distributed, how this has changed in the last 30 years, and draw inferences from other
regional blocs about which industries have a tendency to agglomerate and which tend to
disperse. The study will begin in Chapter 2 by providing a brief overview of the three
regional blocs that will be used in the analysis, with a particular focus on SADC. Chapter
3 will then provide the rationale for, and introduce the theoretical framework of, the new
economic geography. The second part of the chapter will review the empirical evidence
for the theory and various criticisms that have been levelled at it. Chapter 4 will survey
studies of RIAs based on the new economic geography that have been done within
SADC, the EU, North America and Mercosur. This leads into the empirical section of
the study where the methodology of the analysis will be presented in the first part of
Chapter 5. The empirical investigation will consist of an overview of the changing
distribution of collective and individual manufacturing industries in SADC, which will
then be compared to the regional experience of the EU and Mercosur. Chapter 6 will

conclude with the results of the study and possible areas for further research.



Chapter 2: Regional Integration Agreements

2.1 Introduction

This chapter will provide an introduction to regional trade agreements. It will then
proceed to outline the three regional blocs used in the analysis, SADC, Mercosur and the
EU, with the focus on SADC. The overview will give a brief history and economic
profile of each RIA and highlight important features of the agreements. The three blocs
chosen provide examples of regional blocs at different levels of integration, with the first
two in a developing country context and the EU, generally, in a developed country
context. An important feature of each agreement is the high level of internal economic

disparity.

2.2 Types of regional trade agreements
There are four traditional forms of RIAs, explained as follows.

1. Free Trade Area (FTA) — This is the most common form of integration and
involves the elimination of tariffs among member countries whilst each country
maintains its own tariff and protection policy vis-a-vis the outside world, thus
requiring strict rules of origin. A recent example is NAFTA, incorporating the
USA, Canada and Mexico.

2. Customs Union (CU) — This, the second step of regional integration, requires the
region to adopt a common external tariff and completely eliminate internal trade
barriers. This can be seen in the Southern African Customs Union (SACU)
involving Botswana, Lesotho, Namibia, South Africa and Swaziland.

3. Common Market — In addition to the case of a customs union above, restrictions
on the movement of labour and capital are removed amongst member countries;
an example of a common market currently being implemented is the Caribbean
Community and Common Market (CARICOM).

4. Economic Union — This is the most comprehensive form of regional integration
where national economic policies and institutions are unified with supreme
institutions having jurisdiction in all member countries. If a common currency is

adopted the area becomes a monetary union as well. Each country, however,

4



remains a separate political entity. The European Union is an example

(Appleyard and Field, 1998:353-355; Radelet 1997:3).

23 The Southern African Development Community (SADC)

2.3.1 Introduction

There are numerous bilateral and multilateral agreements within Southern Africa
(McCarthy, 1999). The origins of regional integration within Southern Africa can be
traced back to the formation of the Southern African Customs Union (SACU) in the late
nineteenth century.  Subsequent agreements were largely focused on reducing
dependence on first world countries and apartheid South Africa (Steel and Evans,
1986:3), such as SADC, COMESA and its predecessor, the PTA. These agreements tend
to overlap each other, and in addition, contain a complex network of bilateral agreements
resulting in conflict between the different organisations, especially with the concurrent
implementation of a free trade area in COMESA and in SADC. This causes problems as

a number of SADC members are also members of COMESA.

2.3.2 Overview of SADC
The Southern African Development Community (SADC) was initiated in 1980 primarily
as a means of regional co-ordination, as opposed to trade integration, and was then
known as the Southern African Development Co-ordination Conference (SADCC). The
main goals of SADCC, as set out in the 1982 Programme of Action, were as follows.

* to reduce economic dependence especially, but not exclusively, on South Africa;

* to forge links to create an equitable sub-regional grouping;

* to mobilize resources to promote and implement sub-regional integration policies;

and
* to secure international co-operation for economic liberation and collective self-

reliance (Tsikata 1999:2).



The nine initial members were Angola, Botswana, Lesotho, Malawi, Mozambique,
Swaziland, Tanzania, Zambia and Zimbabwe. With the demise of apartheid in South
Africa, and calls from COMESA for a merger, the 1990s saw a re-modelling of the
group. This transformation included the renaming of SADCC as SADC, the Southern
African Development Community, and an altered mandate to incorporate South Africa as
an official trading partner in conjunction with the adoption of new trade policies. This
resulted in the subsequent accession of five new members, Namibia, South Africa, the
Democratic Republic of Congo, Mauritius and the Seychelles, to bring the total
membership up to fourteen countries. As with the previous arrangement, in the new
SADC, each member was assigned a sectoral responsibility, such as industry (Tanzania),
food security (Zimbabwe), transport and communications (Mozambique) and finance
(South Africa) (Ramsamy, 2000). However, recent developments (such as the irony of
Tanzania’s responsibility for industry, and Zimbabwe for food security) have seen the
consolidation of the 21 previously nationally-based co-ordination units into four
directorates that are centrally-based, namely, trade and industry, finance and investment;
infrastructure and services; food, agriculture and natural resources; and social and human
development and special programmes. As an advance to the initial ‘loose’ co-ordination
arrangement of SADCC, the new SADC looked towards greater trade integration
(Cattaneo, 1998:14). SADCC had achieved a measured degree of success, namely
through increasing aid inflows to the region and improved transport and communication
networks (Cattaneo, 1998:15). This newfound enthusiasm, however, was short-lived, as
there was little progress during the early 1990s. The lack of progress has been attributed
to a number of chronic factors, namely, lack of political commitment of member states,
organisational inefficiency and bureaucracy (Leistner, 1992:4-5; Leistner, 1995:272),
poor capacity (Mills, 2003:1), and a focus on short-term national considerations (The
Danish Ministry of Foreign Affairs, cited in Tsikata, 1999:2-3). Evidence of the lack of
real commitment is the fact that, to date, only 10 out of the 21 SADC protocols initiated
have been ratified (Mills, 2003:1).



In light of their new agenda and a desire to advance further, SADC agreed to form an
FTA (Cattaneo, 1998:1). Following on from this, the most recent attempt at restructuring
has seen the development of a Regional Indicative Strategic Development Plan, and a re-
organisation of member subscriptions. In the previous arrangement, each member’s
subscription consisted of an equal contribution of US$800,000 per annum. This,
however, placed an unequal burden on the smaller countries leading to Seychelles giving
notice of membership, and ‘non-participation’ of the DRC due to financial arrears. The
new formula bases subscriptions on GDP size and ability to pay, with South Africa
contributing 20 percent of the budget, while the smaller countries pay a minimum of 5
percent (Mills, 2003:3).

The SADC Protocol on Trade achieved the two thirds majority needed to enter into force
with Zambia’s ratification on the 25" of January 2000, while it was technically launched
on 1* September 2000. The Protocol aimed for the gradual implementation of a free trade
area with 85 percent liberalisation by 2008 and 100 percent by 2012 (Sadcreview,
2002:5). This allows for asymmetrical tariff reductions between SACU and the other
SADC members. For example, by 2008, SACU is scheduled to have almost entirely
completed its commitment to the protocol, while the remaining countries will have
applied between 60 and 80 percent of their proposed tariff reductions (Imani

Development, 2003:33).

To date eleven countries have ratified the SADC Protocol on Trade. Angola and the
DRC, although currently excluded, have initiated processes to join the FTA, while
Seychelles has recently given notice of withdrawal of its SADC membership (BIDPA,
2003:2; McCarthy, 2003:4). The rules of origin for the FTA have been agreed upon with
the exception of wheat products. The status of implementation of the Protocol is as

follows.



Table 2.1: Implementation of the SADC Protocol on Trade
Country Date of completion | Other...
Malawi 2012 100% coverage
Mauritius 2012 100% coverage
Mozambique 2012 100% coverage
SACU 97% coverage by
2008
100% coverage by
2012
Tanzania 2012 SADC offer not
implemented
Zambia 2012 44.5% of tariffs
reduced to zero in
2001
Zimbabwe 86.7% coverage by | Only the offer to

2012 for SADC
90.1% coverage for

South Africa

South Africa has

been implemented

Source: Sadcreview, 2002:1




Table 2.2: SADC in figures: General indicators

Land Population | GDP GDP growth | GDP per capita MVA Us$ Trade as % of GDP | Bank rate

area exchange

rate

Km’ Millions Constant 1995 US$ millions | % Constant 1995 US$ | Constant US$ millions | Year Avg | % %
Year 2002 2001 2002 2001 2001 2002 2001 2002
Angola 1,247,000 | 13.9 7,095 3.2 525 305 43.7 136 150
Botswana 585,000 1.73 7,000 6.3 4,130 313 1.4 86 6.3
Congo, D.R. | 2,345,409 | 54.9 4,457 -4.5 85 - 18 35 344
Lesotho 30,355 2.25 1,161 4.0 563 69 11.9 119 9.48
Malawi 118,484 10.6 1,714 -1.5 163 202 14.8 64 86.6
Mauritius 1,865 1.21 5,222 7.2 4,352 1,064 6.4 127 29.96
Mozambique | 790,380 17.7 3,852 13.9 213 696 219 66 20704
Namibia 824,269 1.8 4,270 2.7 2,383 440 9.2 120 10.57
Seychelles 455 0.08 490 -8.1 5,939 105 6 198 5.85
South Africa | 1,223,201 | 45.42 175,901 2.2 4,068 31,552 101 53 10.51
Swaziland 17,000 1.02 1,633 1.6 1,529 456 1.7 150 10.45
Tanzania 945,000 34.57 6,784 5.7 197 473 4.6 40 978.9
Zambia 752,614 10.3 4,166 4.9 405 431 21* 64 30
Zimbabwe 390,757 13,8 7,172 -8.4 559 1,042 133.2 43 55.04

Source: Sadcbankers (2003), World Bank (2003)




The SADC region represents a cumulative GDP of US$ 230 billion, however, the
majority of this value (almost 77 percent) is contributed by South Africa (see Table 2.2).
GDP per capita varies widely within the group with similar income levels amongst
Botswana, Mauritius, and South Africa, and Namibia to a lesser extent. The Seychelles
tops the group, primarily because of their small population. The remaining countries
have extremely low levels of GDP per capita with none exceeding US$ 600. The DRC

and Malawi have the lowest income levels per capita.

South Africa’s dominance in manufacturing value added (MVA) is even more apparent,
contributing almost 89 percent of the total SADC MVA in 1980. However, this share has
fallen marginally to 84 percent as of 2001. Likewise, South Africa’s share of
manufacturing employment fell from 73 percent in 1980 to 70 percent in 1999 (see table
5.2). The other countries with notable manufacturing contributions are Mauritius,
Tanzania and Zimbabwe, with Zimbabwe being the next largest manufacturing country

after South Africa with 8.3 percent of total manufacturing employment.

For SADC as a whole, MVA has grown by an annual average of 4.5 percent between
1982 and 2002 (see Table 2.4). However, this growth has been highly erratic for most
countries. The most notable growth rate in MVA was seen in Mozambique which
averaged 18.8 percent in the decade ending 2002; much of this has been due to rapid
growth in the last few years, particularly in 2001, when MVA grew by 27.2 percent.
Lesotho and Mauritius stand out with growth rates nearing 10 percent per annum. On the
other hand, Angola, the DRC, Malawi and Zimbabwe have witnessed negative growth

rates during one of the two decades.

There has been a negative trend in terms of the share of manufacturing to GDP, with the
regional average falling from 15.3 percent in 1990 to 12.0 percent in 2002 (Table 2.3).
This has been spurred by significant declines in the manufacturing sector in Zimbabwe,
Zambia and Malawi, and marginal declines in South Africa. The exceptions to this trend
are Lesotho, Mauritius, Mozambique and the Seychelles, who have managed to maintain

or increase their share of MV A to GDP.
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In employment terms', there was an overall increase in manufacturing employment from
1980 to 1999 in all countries with the exception of Mozambique and Zambia, with
particularly large increases in Botswana, Lesotho, Mauritius and Swaziland. Lesotho’s
contribution increased by five fold over the entire period, again with the majority of the
increase occurring in the 1980s and a 375 percent increase in actual employment over the

two decades.

Botswana, Mauritius, Mozambique, Swaziland, Tanzania, Zambia and Zimbabwe all
experienced employment growth in the 1980s, while manufacturing employment fell in
the 1990s. Employment in Mauritius more than doubled in the 1980s, with only a slight
fall in the 1990s. The increase in Mauritius’s share of overall manufacturing employment
from 2.3 percent in 1980 to almost 5 percent in 1999 shows the increased importance of
the country in the region. Likewise, Botswana’s share of manufacturing employment
increased substantially by 268 percent in the 1980s, and remained somewhat constant
during the 1990s. Mozambique, Zambia and Zimbabwe all experienced large reductions

in employment in the 1990s after slight increases in the 1980s.

Malawi was the only country that showed a fall in actual employment together with their
overall contribution in the 1980s, although by the end of the period, the level of
contribution increased back to 1980 levels at 2 percent of the SADC total. Unfortunately,
data for Namibia could not be sourced for the 1980s due to its economic and political
union with South Africa at that time. However, from 1994 to 1999, employment grew by
9 percent and the country’s share of total SADC manufacturing employment by 0.1

percent to 1.1 percent.

! Shares of employment rather than MV A are used as the empirical analysis in chapter 5 is based on
manufacturing employment figures. See Appendix 6.
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Countries that stand out in particular are the small SACU countries, namely Botswana,
Lesotho and Swaziland, which, more than other countries with the exception of
Mauritius, all substantially increased their share of overall manufacturing employment

over the last 20 years.

Table 2.3: Share of manufacturing sector to GDP (%)

1990 2000 2002
Angola 5 2.9 4.3
Botswana 4.9 5 4.4
DRC 14.6 24 26
Lesotho 13.9 15.2 16.5
Malawi 13.6 1.61 0.9
Mauritius 23.57 23.63 22.5
Mozambique 10.7* 12 14.2**
Namibia 13.8 10.2 9.6**
Seychelles 10.1 14.5 14.5%*
South Africa 23.63 18.58 18.83
Swaziland 29.1 249 25.1**
Tanzania 9.27 7.5 7.44**
Zambia 31.6 10 10**
Zimbabwe 20.5 17.4 17.7*
Average 15.3 11.8 12.0
* 1991 figure
** 2001 figure
***2000 figure

Source: World Bank (2003)
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Table 2.4: Manufacturing value added: Actual levels and real growth

1980 1990 2001 1982- 1992- 2001 2002
1992 2002

Angola 535 290 305 -11.3 3.7 10 -
Botswana 68 201 313 12.4 4.3 -0.1 2
Congo, Dem. Rep. | - - - -3.7 - - -
Lesotho 17 35 69 8.4 5.3 7.5 8.9
Malawi 129 194 202 4.4 1.4 -14.2 -11.4
Mauritius 245 596 1,064 10.5 5.3 6.7 23
Mozambique 213 213 696 - 18.8 27.2 6.2
Namibia 232 335 440 0.5 3.3 5.9 6.3
Seychelles 31 51 105 9.9 5.7 -8.7 3
South Africa 25,614 | 29,060 | 31,552 | 0.7 2.2 3.6 4
Swaziland 86 349 456 19.7 2.6 0.9 1.6
Tanzania - 350 473 - 4.3 5 7.8
Zambia 240 367 431 5.7 1.8 4.2 5.8
Zimbabwe 1,010 1,405 1,042 3.2 -2.5 -19 -12
Total / Average 28,635 | 33,681 37,463 | 44 3.8 4.8 35

World Bank (2003)

Almost all countries in the region are heavily reliant on external trade, particularly of
primary products to the developed world, especially the EU, with trade values often
exceeding GDP. With the exception of SACU, internal SADC trade generally represents
a small proportion of the total trade of countries involved. However, there are a number

of bilateral agreements within the region which are discussed below.
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2.4  Bilateral and other existing trade agreements in SADC

At present, there are over 14 bilateral trade agreements within SADC (Page, 1998;
Kabemba, 1996). Kabemba (1996:4) states the official position of the SADC as being
that these agreements will remain in operation until superseded by the FTA. Due to the
numerous quantity of such agreements, the following section will list only those dealing
with South Africa and Zimbabwe, traditionally® the two most important trading partners

within SADC.

2.4.1 South Africa — Zimbabwe

This agreement dates back in various forms to the 1903 Customs Union Convention, and
has been amended and reorganised a number of times since. The latest major change was
in 1964. Under this agreement certain South African and Zimbabwean goods are subject
to lower tariff rates in the partner country, though there is a slight asymmetrical bias
toward Zimbabwe (Cattaneo, 1998:21). However, in a reversal of preferences, South
Africa raised import duties on textiles in 1992, which led to an erosion of Zimbabwe’s
relative margin of preference and tension between the two countries (Cattaneo, 1998:22).
Subsequently, South Africa agreed to reinstate Zimbabwe’s preferences to a certain

degree (MBendi, 2003; Cattaneo, 1998:22).

2.4.2 South Africa — Malawi

This highly unequal arrangement began in 1990 and allows duty free access for most
Malawian goods into the South African market, so long as there is local content of 25
percent or more (Cattaneo, 1998:23). This however, does not apply to certain agricultural
products and coffee, tea and sugar for which an import permit is required (Cattaneo,
1998:23). South African goods on the other hand are only afforded the standard most-
favoured-nation (MFN) treatment offered to all World Trade Organisation (WTO)
members (MBendi, 2003). The trade agreement is said to have led to a significant
increase in Malawian exports and substantial South African investment, especially in

sectors with high import duties in South Africa.

? This is true over the period of analysis, but recently Zimbabwe’s importance as a regional trading partner
has diminished significantly along with its economy.
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2.4.3 South Africa - Mozambique

Again, an unequal preferential trade agreement, the Mozambique concession allows for a
limited number of Mozambican goods to enter South Africa, either duty free, or with
substantial duty cutbacks (MBendi, 2003; Cattaneo, 1998:23). The local content
requirement is 35 percent (GATT, 1993: 50). However, this agreement was not listed

among Mozambique’s bilateral agreements with the WTO (WTO, 2003).

2.4.4 Zimbabwe — Botswana

This agreement dates back to 1956, and allows for reciprocal duty-free and import licence
free access of certain locally produced goods (Zim Trade, 2003; Kabemba, 1996:13).
The agreement is one of the most important in SADC with the exception of those with
South Africa, as trade between the two countries accounts for a substantial portion of
intra-regional trade (Kabemba, 1996:9-13). The agreement is currently under re-

negotiation (Mpofu, 2003).

2.4.5 Zimbabwe — Namibia

This agreement came into effect in 1992 (Cattaneo, 1998:24). It is a reciprocal
agreement where all locally produced goods can be traded duty-free between the two
countries, so long as Namibia does not re-export to other SACU countries. The goods,
however, are still subject to excise duties (Cattaneo, 1998:24), and a 25 percent local

content provision requirement (Zim Trade, 2003).

2.4.6 Zimbabwe — Mozambique

Like the Botswana agreement, this arrangement provides for a number of locally
produced goods to receive reciprocal duty-free access (WTO, 2001; Cattaneo, 1998:25,
Kabemba, 1996:31-34).
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2.4.7 Zimbabwe — Malawi
Zimbabwe and Malawi entered into a Free Trade Agreement on 1 May 1995. The
agreement covers almost all goods conforming to the rules of origin (Zim Trade, 2003;

Imani, 1997).

2.4.8 The Southern African Customs Union (SACU)

SACU comprises of Botswana, Lesotho, Namibia, Swaziland (collectively referred to as
the BLNS countries) and South Africa. Officially, SACU has been around in one form or
another since 1889. The crux of the agreement revolves around the free trade of
manufactured goods, the maintenance of a common external tariff (CET) against the rest
of the world, and conformity of the BLNS countries to South Africa’s tariff laws,
although this has now changed somewhat in the new SACU agreement (McCarthy, 2003;
Cattaneo, 1998:8). A new revenue sharing agreement was reached in 2002 after
dissatisfaction by the member countries with the previous agreement formulated in South
Africa’s apartheid years (McCarthy, 2003; Hartzenberg, 2000). Due to the overall
dominance of the South African economy the revenue sharing formula is geared towards
the smaller BLNS countries in order to compensate them for lost customs revenue, trade
diversion towards South Africa, loss of sovereignty and possible polarised growth biased
towards South Africa (McCarthy, 2003:3-4). Customs revenue constitutes a major
proportion of government revenue for the BLNS and has thus been a key factor in the
new agreement (World Bank, 1997:196-197). However, McCarthy (2003:6) argues that
the issue of trade diversion is becoming less and less important as SACU’s external
tariffs continue to be reduced, as with the loss of sovereignty as the new agreement is
more democratically focused. The issue of polarisation is a little bit more difficult to
address, as great discrepancies in economic power continues to exist. However, the
relatively high growth rates (as discussed in terms of manufacturing in SADC) of the
BLNS countries as compared to other countries in SADC indicate that these countries
have not lost absolutely. Indeed, McCarthy (2003:5) shows how the SACU countries
have benefited from macroeconomic convergence and stability through their union with
South Africa. The issue of industrial progression of the BLNS countries is high on the

SACU agenda with the establishment of a development fund, and a view towards the
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establishment of a common industrial policy (McCarthy, 2003:9). Finally, it is argued
that a successful SACU is essential to the further spread of regional agreements in
southern Africa, and particularly for SADC (McCarthy, 2003:1). The SACU agreement
shows the rest of southern Africa how the much smaller BLNS countries can successfully

achieve the current levels of integration with the larger South Africa.

2.4.9 The Common Monetary Area (CMA)

A set of bilateral agreements between South Africa and Lesotho, Namibia and Swaziland
resulted in the CMA. Here, free movement of capital is ensured with each of the smaller
countries relying to different extents on the Rand (Cattaneo, 1998:13). The agreement
does not, however, equate to a common market as the fourth BLNS state, Botswana, is

not presently a signatory, and there is not free mobility of labour (Cattaneo, 1998:13).

2.4.10 The Common Market for Eastern and Southern Africa (COMESA)

COMESA evolved out of the Preferential Trade Area for Eastern and Southern African
States (PTA) established in 1983. At present there are 21 member countries, including all
SADC states with the exception of South Africa, Botswana, Lesotho, Mozambique and
Tanzania. In addition the following countries from Eastern Africa and the Indian Ocean
region are part of the agreement: Burundi, Comoros, Djibouti, Egypt, Eritrea, Ethiopia,
Kenya, Rwanda, Sudan, and Uganda (Ngwenya, 1999). As of 2000, an FTA has been
established amongst 9 members, with the aim to implement a customs union by 2004.
Those dual members of SADC that are members of the FTA include Malawi, Mauritius,
Zambia and Zimbabwe (European Community, 2002:3). The convergence of objectives
and memberships between COMESA and SADC has led to recent tensions in the region
as SADC countries constitute almost half of COMESA’s membership. Indeed, the
present aims and objectives of the two organisations are surprisingly similar with an
emphasis on trade integration as well as regional co-operation in transport,

communications, agriculture and industry (Ngwenya, 1999; Cattaneo, 1998:18).
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The formation of the FTA and move towards the customs union also poses problems for
joint members of SACU. Lesotho, a previous member of COMESA, pulled out of the
COMESA agreement just before the formation of the FTA, but Namibia and Swaziland
have been granted special derogations in terms of tariff reductions (Cattaneo, 1998:18).
Despite problems revolving around dual membership between SADC, SACU and
COMESA there appear to be administrative benefits through the adoption of common

customs procedures (Sadcreview, 2002:6).

2.4.11 The Cotonou Agreement

With the expiry of the Lome IV agreement, the EU agreed to continue to provide
preferential access to its market for all SADC countries excluding South Africa through
the Cotonou agreement. This agreement was signed in June 2000 and ensures that the
same privileges will extend until 2008. Tariffs into the EU will be reduced to nil by 2005
on most products from the region, the critical factor being the level of preferences
currently being offered. On the reverse side, SADC countries are expected to reduce their
barriers from 2008 until 2020 (Stahl, 2000:87-88). As from 2008, the focus will be on
the establishment of reciprocal trade relationships in the form of economic partnership
agreements (EPAs). Individual countries will have to decide whether they will negotiate
as an independent body, or as part of a regional group. Additionally, the countries will
have to choose which bloc to negotiate as part of, as they may be part of more than one
that seeks to establish an EPA such as SADC, SACU, COMESA, or the EAC (see Table
2.5).

2.4.12 The Africa Growth and Opportunity Act (AGOA)

AGOA entered into force in October 2000, providing duty free access for a number of
products into the USA from qualifying African countries. The initial agreement is for an
eight-year period expiring in 2008; however, it is envisaged that it is likely to be extended
further. Tied into the agreement are strict eligibility requirements, such as conforming to
international labour laws and various other reformist principles, including removing
restrictions to US investment. Products not eligible include specific textile products and

certain agricultural products like cotton, rice, sugar and groundnuts (Stahl, 2000:89). So
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far, ten of the SADC countries are eligible for AGOA and have obtained the necessary
export visa approval for textiles and clothing (Sadcreview, 2002:1). The combined
exports of these countries under the provisions of AGOA reached US$7.6 billion in 2001,
with oil and mineral products contributing the largest share. Discounting these products
(which, due to falling oil prices, led to an aggregate decrease) USA imports increased by
10.7 percent, with particularly strong growth in automotive products, and apparel
increasing by 28 percent (Sadcreview, 2002:1). The Trade Promotion Authority Bill
provides more relaxed ‘rules of origin’ for certain products coming from ‘less developed

countries’ until October 2004, Botswana and Namibia included.

The AGOA agreement has led to a number of benefits particularly for the smaller SADC
countries, such as the boost to Lesotho’s textile industry and the founding of a large
cotton producing and processing farm in Namibia (Madizwa, 2003:5). In total, it is
estimated that in the first two years of AGOA, 20,000 new jobs were directly established
as a result (Sadcreview, 2002:1). There have also been talks on US-led efforts at capacity
building in the region (Sadcreview, 2002:2).

The result of this complex network of RIAs and bilateral trade agreements in Southern
Africa is that there is presently near free trade amongst almost all SADC countries, with
the notable exception of imports from South Africa. The tables below indicate the
complex cross-linkages in membership of different RIAs, and the current status of trade

within the bloc.
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Table 2.5:  SADC countries’ membership of regional integration groupings
Country |CMA |[COMESAEAC |IOC |SACU |SADC
Angola X X
Botswana X X
Congo (DR) X X
Lesotho X X X
Malawi X X
Mauritius X X X
Mozambique X
Namibia X X* X X
Seychelles X X X*
South Africa[X X X
Swaziland X X X X
Tanzania X X
Zambia X X
Zimbabwe X X

EAC = East African Community

10C = Indian Ocean Commission
* Given notice of withdrawal
Source: European Community (2002:3); Imani Development (1998:18).

Table 2.6: Current status of reciprocal trade within SADC
2] = 7] = i
E - £ 2 |z |2 : |2 3
= |2 |g 18 |2 |E |E |2 |2 | 95 |5 |E |2
12 |8z |5 |&§ |8 JE |8 |2 48 |5 |E |E
< |8 |© 892 |2 |2 |[F §z |& |& 4a |= |N |R
Angola
Botswana F F P P F F F P P F
Congo (DR)
Lesotho F P P P F F F P P P
Malawi F P F P P P P P F F
Mauritius p p F P P P P P F F
Mozambique =3 p p =] =) P P P P P
Namibia F F p =] =] F E P P F
Seychelles
South Affica F F F PP P F F P PP P
Swaziland F F p p =] F F P P P
Tanzania P P P P P P P P P P
Zambia P P F F P P P P P F
Zimbabwe F =] F F P P P P P F
F = Free trade imports

P =

Preferential trade imports
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2.5 The Southern Cone Common Market (MERCOSUR)

The treaty of Asunsion in March 1991 established the free trade area of Mercosur
between the countries of Argentina, Brazil, Paraguay and Uruguay. In 1996 two other
countries, Bolivia and Chile were included as associate members. Combined, these
countries represent 230 million people with a combined GDP of US$ 570 billion (Mills,
2000:15; Taccone and Nogueira, 2003:43). However, as with SADC, the economic
balance is heavily biased in favor of two principle countries, Brazil and Argentina, which

contribute 97 percent of the GDP of the full members (Mills, 2000: 15).

Table 2.7: Mercosur general statistics, 2002

Argentina | Brazil | Paraguay | Uruguay

GDP (US$ billion) 102.3 450.9 | 4.6 12

GDP growth % -11.6 1.1 -2.6 -8.6
Industrial Production | -12.2 21 1.3 -12.6
Unemployment rate 12.8 19.4 10.8 15.9
Change in CPI 41 12.5 14.6 247
Borrowing rate 39.3 19.2 20.9 33.5
Exports (US$ billion) | 25.7 60.4 |1 1.9
Imports (US$ billion) |9 472 |1 2.2

FDI (USS$ billion) 1.5 134 | 0.1 0.2

Source: IADB (2003)

Prior to the establishment of Mercosur, the current members had been involved in a
number of failed regional integration agreements including the Latin American Free
Trade Association (LAFTA), the Andean Pact, the Central American Common Market,
and the Latin American Integration Area (LAIA) (Richards, 1997:136). The cause of
failure of these initiatives has largely been put down to the difficulties of integrating
countries of “radically disparate levels of development” (Richards, 1997:136). The
members of Mercosur also followed a largely inward-focused and centralized system of
economic management and trade. This included high import tariffs, heavy government
management of foreign trade, export-enhancing exchange rate policies and a generally

protectionist regime (Bertelsmann-Scott and Mutschler, 2000:2). As would be expected,
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this led to low intra-regional trade as each country sought to keep out neighboring
imports. However, under severe pressure from the global recession in the 1980s and their
high levels of external indebtedness, Argentina and Brazil made a deal with the IMF

which created a paradigm shift in focus towards liberalization (Richards, 1997:134).

The establishment of Mercosur was pre-dated by two highly important agreements
between Brazil and Argentina. In 1986 a number of sectorally focused protocols were
signed between the two governments which were then solidified in the 1989 Treaty of
Integration, Cooperation, and Development. This laid the foundation, and provided the
direction, for a free trade area to be established within the next decade (Richards,

1997:139).

The two smaller countries, Paraguay and Uraguay both entered Mercosur after long
periods of inward-focused industrialisation. As with the smaller countries of SADC,
concerns were raised that integration with the larger, more advanced economies would
lead to de-industrialisation of the smaller countries and a shift back to reliance on primary

good production and exports (Richards, 1997:144-145).

Regional integration in the Mercosur has been conducted in two distinct phases. The first
phase, beginning in the early 1980s, formalized in 1990, and concluded in December
1994, saw the removal of tariffs on 85 percent of regional trade (Mills, 2000:14;
Giannetti da Fonseca, 2000:63). The second phase, that of implementing a customs
union, is currently in progress, with full convergence of tariff lines envisaged by 2006
(Mills, 2000:14). The motor industry accounts for 25-30 percent of intra-Mercosur trade,
and has been a source of antagonism between Brazil and Argentina (Gonclaves,

2000:21).

The attempt at regional integration during the last decade has largely been met with
success (Mills, 2000:13). This is in part the result of a great degree of commitment by
member states. For example, it took a mere four years since the Treaty of Asuncion for

the majority of products within the region to face zero-rated tariffs and the common
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external tariff (CET) to be implemented. However, to date there are still a number of
sensitive and capital goods that are exempt from the CET such as computers and most

noticeably the automobile industry (Baer et a/, 2002:271).

Success was seen during the 1990s when intra-regional trade increased five times, from
US$4 billion in 1990 to US$20 billion in 1998 (Giannetti da Fonseca, 2000:63) while
foreign direct investment increased by an even greater amount, from US$2.6 billion in
1990 to US$26.6 billion in 1997 (Mills, 2000:14). As a means of comparison,
Mercosur’s trade with the rest of the world trebled over this period (Bertelsmann-Scott
and Mutschler, 1999:2). This resulted in an increase in intra-Mercosur exports from 9 to
25 percent of the total (IADB in Baer ef al, 2002:269). The two largest countries, Brazil
and Argentina, both showed significant increases in exports and imports with the rest of
Mercosur. During the 1990s, Brazil’s exports to Mercosur grew by 23 percent and
Argentina’s by 19 percent in comparison to their average export growth of 6 and 8
percent respectively. Likewise, Mercosur imports to Brazil increased by 15 percent and
to Argentina by 30 percent in contrast to average figures of 12 and 25 percent
respectively (Baer ef al, 2002:271). Mercosur’s average tariff rate fell from 41 percent in
1986 to 12 percent towards the turn of the century. The changing trade flows seen over
the 1990s have led to a much higher degree of regional interdependence. At the end of
the 1990s this led to Brazil providing the market for one third of Argentina’s total
exports, and a massive 90 percent of Argentina’s automotive exports. The role of
Brazil’s market was even more significant for the two smaller countries, accounting for

40 percent of Paraguay’s exports and 35 percent of Uruguay’s (Baer ef al, 2002:273).

Baer et al (2002:273) attribute this large increase in intra-regional trade in large part to
the macro-economic strategies put in place in Argentina and Brazil over this period. This
can be seen in the rapid yearly changes in trade flows depending on the (non-market)

pegged strength of the currencies.
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The sharp growth in intra-bloc trade until 1998 was reversed with a recession in the
region starting in 1999, and the onset of the regional economic crisis in 2001. This crisis
had a major impact on the internal trade in goods, which in 2002 fell 36 percent on the
previous year to 55 percent of their 2000 value (Taccone and Nogueira, 2003:26). The
fall in trade value significantly outweighed the fall in the external trade of Mercosur of 10
percent over 2001 to 2002 (Taccone and Nogueira, 2003:26). By far the most important
trading partners of Mercosur are the EU and NAFTA which each account for roughly a
third of the region’s total trade.

Central to the success of Mercosur has been the elimination of conflict and the
commitment to democratization in the region, which has allowed a smooth progress of
implementation of agreements (Mills, 2000:14). This commitment by the smaller
countries has meant that economic asymmetry has not hindered progress (Mills, 2000:
15). Gonclaves (2000) and Phillips (2000) emphasize the critical importance of “political
will” in the success of Mercosur, and stress that without this will, attempts at regional
integration would have failed. This is evident in the renewed negotiations since the
economic crisis in the region where concrete commitments to progress have been made
by the new governments (Taccone and Nogueira, 2003). Perhaps another contributing
factor has been the relatively small number of member states, which has encouraged
rapid discussion and short implementation periods (Mills, 2000:15). Also significant has
been government responses to needs and areas of concern to partner countries. For
example, as Argentina’s trade deficit with Brazil increased rapidly after the Treaty of
Asuncion, the government of Brazil decided to buy wheat and petroleum from Argentina,
and as the crisis of 2001 progressed, Brazil agreed to a voluntary export restraint (VER)
with Argentina to halt the vibrant growth in shoe exports (Baer et al, 2002:275-276).

The regional integration of Mercosur is moving beyond the aspect of trade and is
currently including talks of harmonization of other macroeconomic policies, such as
inflation targets and levels of internal and external indebtedness (Gonclaves, 2000:20).
This was emphasized in the Mercosur Re-launch Program in 2000, where the members

established targets for macroeconomic variables (Taccone and Nogueira, 2003:90).
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However, since the crisis, these talks have been superceded by discussion on the “natural
and artificial asymmetries among the sub-region’s economies and their different
productive configurations” (Taccone and Nogueira, 2003:86). These talks have been
supplemented by a move to improve regional infrastructure with the particular aim of
promoting development in peripheral regions (Taccone and Nogueira, 2003:139). The
volatility of exchange rates in the two largest countries has had a disruptive effect on
intra-regional trade and consequently there are currently talks regarding the establishment
of a monetary union, or creating a common currency between Brazil and Argentina (Baer

et al, 2002:289).

Far from remaining insular, Mercosur has negotiated or is in the process of negotiating a
number of new free trade agreements with external countries. These include the Andean
Community, Mexico and Canada, with the view towards a Free Trade of the Americas

(FTAA), as well as a free trade area with SACU.

Free trade agreements between Mercosur, Chile and Bolivia were signed into effect in
1996, making the two nations associate members of the bloc. However, Chile’s
agreement expires in 2004, by which time it is hoped that Chile will become a full
member of Mercosur. Progress in the last few years has been slow, however, although a
new agreement signed in 2002 envisages free sectoral trade by 2006 (Taccone and

Nogueira, 2003:132).

There have been talks of establishing a South Atlantic Free Trade Area, with political and
industrial talks occurring between SADC (more particularly South Africa) and Mercosur.
This, however, would be difficult to implement due to the high opportunity cost of
negotiations, which have already proved cumbersome enough within the SADC region.
Additionally, trade between the two blocs is primarily dominated by four countries, South
Africa, Angola, Brazil and Argentina; the remaining countries are unlikely to place an
FTA with Mercosur high on the agenda. This has led to South Africa taking the lead in
negotiating an FTA between SACU and Mercosur. During the period 1989 — 1998 South

Africa’s exports to Argentina and Brazil rose by an average annual rate of 35 and 31
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percent respectively, while imports from the same countries rose by 29 and 18 percent
(Stahl, 2000:91).  However, such an agreement between South Africa and Mercosur
could significantly affect the competitive advantage enjoyed by non-SACU SADC

countries.

2.6 The European Union (EU)

The European Union is at the forefront of contemporary regional integration practice,
theory and research. This is because the union is currently the most progressive and
economically important integrated bloc of independent countries (McCarthy, 2002:5).
An economic union has been established between all countries involved, with a monetary
union existing amongst a number of the key members. There is much that could be
written about the EU, but this section will focus on the current inequalities in the region

and the ways in which the bloc has tried to overcome them.

Table 2.8: EU general statistics

GDP GDP per | Population | MVA as | Manufacturing
(constant | capita (thousands) | % of | value added
1995 US$ | (constant exports | (constant
billions) | 1995 1995 Us$
US$) billions)

2001 2001 2001 2001 1999

Austria 270 33,172 8132 82 51

Belgium 321 31,218 10286 79 59

Denmark 207 38,710 5359 65 28

Finland 167 32,121 5188 86 39

France 1,805 30,492 59190.6 82 296

Germany 2,702 32,813 82333 86 525

Greece 145 13,669 10590.87 52 15

Ireland 113 29,401 3839 88 34

Italy 1,225 21,144 57948 88 236

Luxembourg | 25 56,382 441 - 3

Netherlands | 503 31,333 16039 70 76

Portugal 131 13,109 10024 85 23

Spain 723 17,595 41117 78 122

Sweden 281 31,627 8894 84 41

United 1,335 22,697 58800 80 229

Kingdom

Source: World Bank (2003), UNIDO (2003)
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The European Union is based on four founding treaties culminating in the group’s
establishment. These have resulted in the following:
* The European Coal and Steel Community (ECSC). This treaty was signed on the
18™ of April 1951, entered into force on the 23™ of July 1952 and expired on the
23" of July 2002. This agreement coincided with the expiry of the Marshall Plan
and a desire within Europe to establish a permanent organisation for economic
and financial cooperation (Goodman, 1996:39).
« The European Economic Community (EEC). Signed in Rome on the 25" of
March 1957, the treaty entered into force on the 1% of January 1958.
* The European Atomic Energy Community (Euratom), signed at the same time as
the EEC.
« The Treaty on European Union, signed in Maastricht on the 7™ of February 1992
and entered into force on the 1% of November 1993. With this treaty, a political
and economic union was established among member states, resulting in the

European Union being formed (World Bank, 2003).

The founding member states were France, Germany, Belgium, Italy, the Netherlands and
Luxembourg. After four waves of accessions, membership has grown to a total of fifteen
countries, with a further fourteen eastern and southern European countries set to join.
Countries that entered the Union at various stages up to the present include Denmark,
Ireland, United Kingdom (1972), Greece (1979), Portugal, Spain (1985), Austria, Finland
and Sweden (1995).

The inclusion of Ireland, Greece, Portugal and Spain created a new dimension, in that
they were relatively poorer and less industrialised than the existing members. The GDP
per capita and MVA contribution for this group of countries is significantly lower than
those of the older and richer members. At the time of writing, the ten most favoured
regions in the EU were three times richer than the ten poorest. This has led to a strong
focus on uplifting peripheral regions through the use of structural funds (Lebre de Freitas
et al, 2003:270). European Union policy is based on the premise that competitive

markets lead to inequality, therefore substantial redistributive funds are necessary to
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avoid agglomeration (Molle, 1997:429). This inequality is likely to increase with the
recent extension efforts of the EU. Thus funds are have been created that are channelled
firstly to traditionally underdeveloped regions, i.e. those which are agriculturally
orientated, have little manufacturing or services industry and which are deficient in

infrastructure, and secondly to regions of industrial decline (Molle, 1997:436).

There are three such funds that aim to increase economic and social cohesion, the
European Regional Development Fund (ERDF), the European Social Fund (ESF) and the
European Agricultural Guarantee and Guidance Fund (EAGGF) (Goodman, 1996:234).
The ESF provides finance to less developed regions (not necessarily whole countries)
whose GDP per capita is less than 75 percent of the EU average, and regions of
significant unemployment or remoteness. A core focus of the ESF fund is to assist in
restructuring that may occur as a result of integration. Additionally, the Cohesion Fund,
established in 1994, aimed to remove large social and economic differences that would
prevent the successful implementation of the economic and monetary union. The EU
regional cohesion fund aims towards achieving a point where the “degree to which
disparities in social and economic welfare between different regions or groups within the
Community are politically and socially tolerable” (Molle. 1997:429). In particular, the
Cohesion Fund focused on providing finance for environmental and transport
infrastructure projects to countries with a GNP per capita less than 90 percent of the EU
average. The Structural and Cohesion Funds have played a large part in reforming the
infrastructural deficiencies in the periphery. This is seen through the funds’ contributing
approximately 15 percent of total investment in Greece in the latter part of the 1990s,
with comparable figures of 14 percent in Portugal, 10 percent in Ireland, and 6 percent in
Spain (Barry, 2002:9). The 2000 to 2006 budget of the EU provides EUR 195 billion for
regional aid and EUR 18 billion for the Cohesion Fund.

The upcoming accession of a large number of eastern and central European countries has
led to a further review, and increased the importance of these structural funds (Pelkmans
and Casey, 2003:208; Shutt et al, 2002). This is because the nations joining are generally

less developed than existing members, and many are still in transition from command
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economies (Paas, 2003:1). The candidate countries can be divided into two groups
according to admission periods into the EU. The first group, formed in 1997, is termed
the Luxembourg group, and includes Poland, the Czech Republic, Hungary, Estonia,
Slovenia and Cyprus. The second group (the so-called Helsinki group), formed two years
later in 1999, includes Latvia, Lithuania, Bulgaria, Romania, Slovakia and Malta (Paas,
2003:2-3).

Like SADC, the structure of trade from the peripheral regions in the EU to the core
countries consists largely of natural resource-based products and some traditional
industry. However, as integration has proceeded, the share of new industry has been
increasing in peripheral country exports (Barry, 2002:6). Thus, including the EU in this

study will provide some interesting comparisons and lessons for SADC.

2.7 Conclusion

The RIAs of SADC, Mercosur and the EU provide interesting cases for analysis and
comparison. All three consist of members of radically different economic size and levels
of development, and all are looking to further their integration. SADC is presently the
least integrated as it is still in the process of implementing a free trade area. Although
there are a significant number of bilateral and other multilateral agreements within the
bloc, progress towards the FTA has been slow. Mercosur has moved relatively more
swiftly and is currently in the process of implementing a customs union. However, the
recent economic problems within the region have meant that the rapid progress towards
integration of the 1990s has been slowed down. The European Union is by far the most
integrated bloc and is on its way towards the implementation of an economic union, with
the major issue at the moment being the accession of new less-developed countries into
the group. Against this background a number of theories of regional integration have
developed. The next chapter will outline the major theories leading to a focus on the new

economic geography.
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Chapter 3: The Theory of Regional Integration with a Focus on the

New Economic Geography

3.1 Introduction

Baldwin and Venables (1995) describe the development of regional integration theory as
taking place in three phases, firstly, the traditional theory, and then two further extensions
that take into account imperfect competition and growth theory. The traditional theory
investigates international trade arising from comparative advantage in perfectly
competitive markets, and is based on work originating from the 1950s and 1960s. The
second phase, initiated in the 1970s and 1980s, incorporates imperfect competition, and
economies of scale into models of international trade. The third phase, that has arisen in
the last decade or so, builds on the base of imperfect competition and incorporates the

long-term effects of investment and economic growth into a new theory of economic

geography.

It is generally acknowledged that many regional integration agreements (RIAs) have
failed and consequently that the rationale for the ‘old regionalism’ of the 1960s is not
sufficient, particularly with regard to the analysis of developing countries (Kennes,
1998). This failure has, amongst other reasons, been attributed to bad governance, a lack
of infrastructure, large disparities between member states, and small or negative welfare
effects (Kennes, 1998:28). The ‘new regionalism’ incorporating the second and third
phases of theory attempts to include more ‘real world’ factors into the regional
integration literature, such as the effects of increasing returns to scale, external economies
of scale, transport costs, capital mobility, and demand with regard to international
location theory (Krugman, 1991a). In particular, Krugman (1991a:x) highlighted the
increasing role that capital mobility plays across borders, and the failure of contemporary

international trade models to incorporate the above factors into international trade theory.

This chapter will begin by outlining static effects as a criterion for evaluating RIAs. It
will then show how dynamic analysis has entered into the theoretical framework, which

will lead into the focus of the chapter, namely the ‘new economic geography’ (NEG).
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3.2 Traditional static analysis

In neo-classical theory, regional integration is generally evaluated in terms of static
effects, which are once-off shifts in trade patterns and production (Kirkpatrick, 1998:8).
The RIA is successful if the static effects lead towards free trade which results in a more
efficient allocation of resources and thus an increase in overall welfare. This analysis is
based on the standard neo-classical assumptions of international economics in which
resources are internationally immobile, while goods are traded freely, without transport
costs (Krugman, 1991a:1-6). Production takes place under constant returns to scale and
diminishing marginal returns. The basis for trade is assumed to be a country’s

comparative advantage, as described in the traditional Heckscher-Ohlin model.

Static effects are generally divided into trade creation and trade diversion (Viner, 1950).
Trade creation is defined as “taking place whenever economic integration leads to a shift
in product origin from a domestic producer whose resource costs are higher to a member
producer whose resource costs are lower” (Appleyard and Field, 2001:356). As this is a
move towards free trade and a ‘first best scenario’, the welfare effects are assumed to be
positive. Trade diversion, on the other hand, is when production is shifted from a non-
member producer whose resource costs are lower to a high-cost member producer
(Appleyard and Field, 2001:356). This is consequently seen to be less efficient and
therefore welfare-reducing. Preferential trade areas are traditionally viewed as being
welfare-increasing when trade creation outweighs trade diversion and vice versa

(Cattaneo, 1998:81).

However, amongst developing countries, the benefits of ‘South-South’ integration are
perceived to lie in the potential for trade diversion as a method for industrialisation
through import substitution (Puga and Venables, 1997:7; Thomas, 1998:41). Thus with
the formation of an RIA “previously unemployed resources are put to use in high cost
industrial production without a loss of output elsewhere; real income grows, even though
the resources are used inefficiently in world market terms” (McCarthy, 1999:380). When

assessing RIAs among developing countrie