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Abstract 

 This paper explores certain aspects of regional economic integration in light of 
recent developments in global trade patterns, particularly those involving cross-border 
production networks.  These patterns are the result of increasingly liberal trade policies 
and of the ongoing process of multilateral trade liberalization and of important cost-
reducing innovations in communications and transportation technologies.  Their 
development, however, is due largely to market forces rather than policy guidance and 
certainly cross-country policy coordination. 

 As their importance grows, they become part of the “framework conditions” that 
policy makers must take into account in formulating national as well as regional policies. 
A key question for this paper is the extent to which traditional ways of thinking about 
regional integration are compatible with these new realities?  Is the traditional 
preferential trade area compatible with the growing share of processing trade?   Does 
trade diversion become a larger problem under production sharing, particularly with 
respect to rules of origin?   

 This paper examines the extent to which production networks shift the argument 
for regional cooperation in favor of export promotion rather than import protection and 
import substitution.  It takes account of the direct relationship between exports and 
imports under production sharing and develops a scenario for an alternative approach to 
regional integration.    
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*Prepared for Presentation at the conference on “Korea and the World Economy:VII,” to 
be held in Seoul and Chuncheon, June 20-21, 2008. 

1.  Introduction 

 The East Asian region has experienced two types of economic integration over the 
years.  One has been at the level of public policy.  It has produced a variety of initiatives 
(APEC, AFTA, Chiang Mai, among them) and has several more under active 
consideration.  It has introduced policy cooperation of various types, but has, unlike 
Europe, developed very little institutional infra-structure. 

 The other form of economic integration has been market-driven and involves 
cross-border fragmentation of production, production sharing, and production networks.  
This development has been facilitated by significant reductions in barriers to trade, 
investment, and the international movement of persons brought about by the GATT/WTO 
process of multilateral trade negotiations and by liberalization at unilateral, bilateral and 
regional levels.  It has been aided in important ways by cost-reducing innovations in 
communications and transportation technologies. 

 This market-based integration has been impressive in South-East and East Asia, 
but it may be seen in North America, Europe and South Asia, as well.  It works 
particularly well between developed and developing economies, where differences in 
factor endowments are exploited at intra- rather than inter-product levels in accordance 
with the basic insights of standard factor-proportions theory, but where multinational 
companies (MNCs), foreign direct investment (FDI), and technology transfer play key 
roles. 

 Although this process has flourished without much institutional and policy 
guidance, the question arises whether and to what extent it affects - or should affect - the 
ongoing policy debate on formal regional economic integration.  Existing models of 
economic integration, including the European Union (EU) and the North American Free 
Trade Area (NAFTA) contain features and provisions that are fundamentally 
incompatible with cross-border production sharing and “processing” trade.  Among them 
are rules of origin, specifically, and a general bias in favor of protecting import-
competing firms.    

 It is important to ask, as multilateral negotiations continue to reduce trade 
barriers, what is it that regionally based trade liberalization can add, particularly since 
recent agreements have not been much better in dealing with the so-called “sensitive 
issues.”  Agriculture, for example, is not even on the agenda of the proposed Korea-U.S. 
agreement.  Given these realities, should the regional focus on import discrimination be 
replaced by broader definitions of cooperation and economic integration? 

 This paper explores the issue from the side of exports in the context of burgeoning 
system of production networks and international rather than national goods and services.  
Unlike earlier periods, when finished products could be easily identified as having been 
“made” in this country or that, a growing share of traded products and services contains 
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value-added from more than one nation.  Such products are thus regional or multi-country 
rather than national products.  This implies that advancing the global competitiveness of 
such goods and services will be of interest to more than one country.  The commercial 
success of such products now depends on performance in every country along the value-
added chain, much like the success of a sports team depends on the performance of each 
of its members.  The recent experience of the aircraft maker Boeing where breakdowns 
along the supply chain of the B787 Dreamliner have caused delivery postponements is a 
case in point.    

 When a country participates in a production network, some of its imports are 
incorporated directly into its exports; those imports are fundamentally different from 
traditional imports meant for domestic use and consumption. 

 Hence, the question of interest is: would a focus fostering regional production 
rather than protecting domestic production offer new and perhaps better opportunities for 
regional cooperation at the policy level?   Would an approach focusing on promoting 
exports rather than protecting import-competing activities help advance the process of 
regional cooperation at the policy level? 

 The next section reviews some relevant features of past efforts at regional 
economic integration and suggests lessons to be taken from them in light of 
contemporary developments in globalization.  Section 2 reflects on the compatibility 
between traditional forms of regional cooperation and modern globalization.  Section 3 
examines PTAs from the perspective of exporters.  Sections 4 and 5 focus on the 
appropriateness of bilateral and cluster FTAs in the contemporary Asian context of cross-
border production networks.  Section 6 develops a policy strategy for regional economic 
integration based on production sharing and the regional products that flow from it.  
Section 7 concludes.     

2.  Traditional Approaches amid Contemporary Globalization 

  The original preferential trade area (PTA), at least as conceived in post-war 
Europe, focused mainly on import substitution.  There were very powerful political 
arguments in favor of regional cooperation, but from the economic perspective reserving 
the regional internal market for Europeans was a key motive.  At the time, the main 
outside competitor to be discriminated against was the United States.  The U.S. 
nevertheless supported this initiative for strategic considerations dictated by the Cold 
War.   The Latin American Free Trade Area (LAFTA), which was closely modeled on 
the two European arrangements [the European Economic Community (EEC) and the 
European Free Trade Area (EFTA)] had similar economic objectives, but lacked the 
overarching political motivation. 

 By comparison, the Canada-U.S. Free Trade Agreement (CUSFTA) and the North 
American Free Trade Agreement (NAFTA) focused more on export promotion and 
market access, at least as far as Canada and Mexico were concerned, while the U.S., 
expecting to gain relatively little in economic terms, perceived some regional stability 
and security advantages. 
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 In Europe, as in North America, the regional market - that is, intra-regional trade - 
was the key market to be developed and exploited.  In Latin America, on the other hand, 
outside markets - especially those in the U.S. and Europe - mattered, not only importantly 
but often more than the regional market.  That is also true in South-East Asia and to a 
lesser extent - for now at least - in East Asia and in South Asia.  The decades-old struggle 
within the ASEAN group to design workable forms of regional cooperation that do not 
discriminate against key outside markets like the United States has been at the heart of 
the goal, “open regionalism.”  

 An additional consideration concerns the effect on preferential trade agreements 
on cross-border investment flows.  As implementation of the EEC and EFTA reduced the 
competitiveness of U.S. exports, American multinationals moved foreign direct 
investment (FDI) into Europe in order to establish production facilities designed to cater 
to local markets.  U.S. auto makers and electronics producers, for example, established 
affiliates in one or more member countries; FDI and local production replaced exports.  
Inasmuch as all the countries involved were at relatively similar stages of economic 
development and industrialization, the types of trade and investment involved were of the 
so-called horizontal intra-industry kind.  Differentiated end-products belonging to the 
same industry dominated trade among the industrialized nations. 

 Production sharing, on the other hand, works particularly well among dissimilar 
economies, where an important dissimilarity that matters pertains to factor endowments.  
While the traditional factor-proportions model (Heckscher-Ohlin) had trouble explaining 
horizontal intra-industry trade, it is quite well-suited to explaining the vertical type of 
intra-industry trade associated with production sharing and production networks.  Within 
a network, productive activities are allocated in ways that match each country’s factor-
endowments with the factor-intensities of the relevant tasks or activities.   

 Thus, labor-intensive components, assembly or services are performed in 
relatively labor-rich countries.  To the extent that labor is the relatively immobile factor, 
while capital and technology may be transferred, labor endowments become the key 
determinants.  Multinational companies (MNCs) play a major role in transferring capital 
and technology.  Whereas increased FDI flows occurred together with declining exports 
in the aforementioned European examples of horizontal intra-industry trade, a rise in 
production sharing tends to see increased FDI flows followed by increased trade (both 
exports and imports).     

 Thus, while Asian policy-makers continue to wrestle with this issue, most-
favored-nation (MFN) liberalization under the World Trade Organization (WTO) and 
cost-cutting innovations in transportation and communication technologies are creating 
ever-closer linkages among national markets.  Thus, while policy remains stymied, 
market-driven integration is flourishing.  One of the most important and potentially far-
reaching aspects of this process is the rapid spread of cross-country production networks 
in both goods and services.   

    What is, or should be, the goal of regional economic cooperation in the modern 
era?  Surely, as multilateral trade rounds continue to free up markets, the value of 
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discriminatory trade liberation, narrowly construed as trade liberalization rather than 
broad economic integration, will continue to decline.  As trade barriers fall, import 
protectionism as a basis for regional cooperation will continue to lose appeal, in spite of 
the fact that there remain some economic activities - the so-called sensitive areas - that 
still enjoy considerable levels of protection. 

 A question worth considering is whether individual countries, and particularly 
small countries, may gain competitiveness through regional collaboration that would not 
be available if they acted on their own.  Joining a production network is obviously one 
possibility: regional cooperation in production for increased global competitiveness.  This 
would entail “regional cooperation areas” rather than regional preference areas. (Arndt 
2005)  The focus would be on access to world markets rather than protection of the 
domestic market.  The recent spurt of bilateral trade agreements around the globe shows 
how important market access is to many governments.  But the spaghetti or noodle bowl 
of discriminatory trade agreements becomes ever more dense, this type of competition to 
achieve preferential market access must become increasingly counter-productive.  When 
every country has its own preferential agreement with every other country, no-one has 
preferential access.  Meanwhile, the accumulation of discriminatory practices and 
provisions will surely reduce the overall efficiency of resource allocation.  (For a recent 
critique of FTAs, see Cho 2007.)    

3.  PTAs from Exporters’ Perspectives 

 The literature on the welfare effects of PTAs has focused heavily on the import 
side, with particular concerns about the interplay between trade creation and trade 
diversion.  When the PTA is a free trade area (FTA), the consequences of rules of origin 
are of utmost concern for welfare.  As we will see below, in the context of cross-border 
production sharing and production networks, rules of origin become even more 
problematic. 

 For politicians, imports are a problem while exports are not.  Rising exports raise 
welfare, while rising imports threaten jobs, output, and livelihoods.  When imports go 
into exports, however, the logic changes.  Imports don’t destroy jobs, while exports 
create them.  Obstructing the flow of imports then reduces jobs rather than saving them, 
because it makes exports more costly to produce, diminishing their competitiveness and 
thereby hurting output and employment.  Throughout Asia, as well as other regions of the 
world, a growing share of countries’ imports feeds directly into exports rather than 
competing with domestic substitutes.   

 When a country participating in a production network is an emerging economy, 
implementation of production sharing is likely to involve inflows of foreign direct 
investment from advanced-country partners.  As noted, these flows are likely to be 
vertical in nature, giving rise to vertical intra-industry trade in which goods at various 
stages of processing repeatedly cross borders.  In recent years, for example, inflows of 
FDI into China from the U.S., Japan, and Singapore were followed by inflows of capital 
goods and components, as well as exports of end products in the electronics sector.  (See 
Schultz et al. 2007.) 
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  Figure A1 in the appendix reviews the main effects of a PTA on the two 
exporting countries in a three-country model of the market for a single finished good.  All 
three countries are assumed to be large with respect to each other.   The figure displays 
the well-known result that the partner country experiences a rise in its export price and 
hence a welfare gain in terms of the standard consumer surplus/consumer surplus welfare 
calculus.  The outsider, on the other hand, suffers a loss represented by a decline in the 
price of its exports.   

 If the outsider responds by replacing exports by moving FDI into the importing 
country in order to establish affiliates for local production, then the result is a further 
deterioration in its terms of trade and additional welfare losses.  The importing country 
experiences a fall in price and a pure welfare gain, while the partner’s welfare gain is 
reduced by the price reduction that results from the FDI-augmented increase in capacity 
in the importing country. 

 It has been shown elsewhere that if establishment of the PTA is accompanied by 
introduction of production sharing between the partners, so that imports of good X from 
the outsider are replaced by joint production of the commodity inside the PTA, then 
welfare losses associated with trade diversion are likely to be reduced, if not eliminated.  
(See Arndt 2004a, b.)  This likelihood is higher, the greater the differences between the 
partners in comparative advantage at the intra-product level.  While these differences are 
likely to be small among similar advanced countries (as in the original European case, 
though not necessarily in the case of recent EU enlargements), they can be substantial in 
PTAs between developed and developing countries.  Then, the diverse phases of 
production of good X may be allocated across the partners in accordance with the dictates 
of comparative advantage - measured at the intra-product level of components and 
assembly.  The result is attenuation of the magnitude of trade diversion as imports are 
shifted from the outsider to the partner. (See Arndt 2004a, b)  

 If production sharing was already established prior to formation of the PTA, then 
the welfare effects of the PTA depend on the extent to which production sharing took 
place with the outsider prior to the PTA and on the severity and restrictiveness of the 
PTA’s rules of origin.   

4.  Bilateral PTAs 

 Should an individual country seek a bilateral agreement (PTA) with a regional 
outsider who represents a key market?  Should an East Asian nation seek such an 
agreement with the United States or with the European Union?  As a purely defensive 
strategy designed to secure access to an all-important market, such a move would be hard 
to criticize.  As noted at the outset, market access was a primary consideration for Canada 
vis-à-vis the U.S.  Given the increasingly protectionist rumblings emanating from the 
U.S. Congress, such a move would seem logical long-run strategy regardless of concerns 
about immediate welfare effects.   

 Canada sought access guaranties not so much because the country believed that 
the U.S. would attack it directly with protectionist measures, but because it often felt 
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negative repercussions from U.S. protectionist initiatives with respect to other countries.  
It should be noted that recent demands by some U.S. presidential candidates that the 
NAFTA agreement be reexamined and redesigned is a timely reminder of the potential 
fragility of guaranties embedded in PTAs. 

 From the point of view of several East Asian nations, an immediate concern arises 
less from what U.S. policy might have in store for them directly than from what might be 
the fall-out for them from U.S. protectionist measures against China.  The threat arises 
from the fact that many exports of finished products from China to the United States 
contain parts and components from other countries in the region.  In some instances, 
regional value-added in China’s exports exceeds Chinese value-added.  A protectionist 
move by the United States that reduces China’s exports will reduce many a country’s 
exports to China. 

 Consider the last three figures in the Appendix, for example.  They show a sharp 
rise in China’s share of U.S. imports, together with equally sharp declines in Taiwan’s 
and Singapore’s shipments to the United States.  At the same time, however, exports by 
these two nations to China rose sharply.  One possible explanation is that the two 
countries had become uncompetitive in exporting assembly to the United States mainly 
because of high costs of labor-intensive assembly.  By outsourcing labor-intensive 
assembly to labor-abundant China, they were able to continue to export the rest of many 
products to the U.S.  The modern ability to fragment and disperse production across 
borders enables countries to specialize at the level of component activities rather than at 
the level of entire products.  Hence, China exports labor-intensive assembly to the United 
States, while Singapore and Taiwan export more skill- and capital-intensive components 
to China.  China needs Taiwan and Singapore to operate in this area at all, while they in 
turn need China to maintain some export presence in the U.S.  This suggests that cross-
border fragmentation and production sharing may represent a new basis for cooperation. 

 But it also makes Taiwan and Singapore vulnerable to U.S. protectionist moves 
against China.  A U.S. tariff on imports from China will reduce Singapore’s and 
Taiwan’s exports to China to the extent that it succeeds in reducing Chinese exports to 
the U.S.   Of course, such a U.S. move against China would improve and possibly restore 
Singapore’s and Taiwan’s competitiveness in the U.S. market for finished electronics.  
Hence, such a move by the U.S. against China would likely see trade pattern 
developments that would be the reverse of those depicted in Charts A1-A3.    

 Against this background, a bilateral free-trade agreement with the U.S. may be 
perceived to have two advantages.  The first is that the price advantage such an 
arrangement would give each of the two countries in relation to China might enable them 
to retrieve their share in the U.S. market for end products.  The second is that they would 
be spared any unforeseen repercussions of hostile U.S. trade policy moves against China. 

 As Bergsten (2007) and others have suggested, bilaterals with Asian nations may 
be particularly attractive to the United States at this time, because they provide a means 
of slowing down tendencies in the region toward arrangements that would discriminate 
against the United States, essentially by excluding it.  
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 Setting aside these contingency considerations, what are the welfare implications 
of a bilateral free trade area with the United States?   As illustrated in detail in Figure A1, 
the price of the Asian country’s exports of good X to the United States rises, as does the 
quantity of its exports.  (This is the counterpart to the trade diversion experienced by the 
United States.  The U.S. loss is this country’s gain - an inter-country transfer of welfare.  
Consumers in the Asian nation are adversely affected by the price rise, while producers 
benefit.) 

 If the Asian country’s exports contain components imported from third parties, 
compliance with rules of origin can be achieved by substituting domestically produced 
inputs, which raises production costs and thus reduces the welfare gains.  An alternative 
is to continue the use of imported components and to pay the required U.S. MFN tariff.  
This option also reduces the welfare gains accruing to the Asian country as a result of the 
free trade area.   

 Costs of compliance with rules of origin are an important issue for intra-FTA 
trade (but not for trade within customs unions).  According to evidence gathered by the 
Canadian government, barely more than fifty percent of all Canada-NAFTA trade that is 
eligible for tariff exemption under NAFTA takes advantage of that privilege, the rest 
preferring instead to pay the MFN tariff in order to avoid the costs of compliance.  As 
MFN tariff rates continue to decline, this avoidance pattern is likely to intensify. 

5.  Cluster FTAs 

 In many parts of the world, production sharing and production networks have 
grown rapidly in recent years.  That is true in North America and in South-East Asia, as 
well as in East Asia and South Asia.  Everywhere, the share of processing trade in total 
trade has risen.  In some cases, production sharing is mainly bilateral in nature, as in the 
automobile sector between the United States and Canada and Mexico.  In the case of 
U.S.-Mexico auto trade, U.S.-made components move to Mexico for inclusion into 
passenger vehicles, the bulk of which is then exported to the United States.  Another 
example, drawn from the services sector, is outsourcing by U.S. goods and services 
producers of information services to call centers in India and the Philippines. 

 In other instances, including electronics in East Asia, clusters of countries become 
engaged in a production network, in which products at various stages of processing move 
across several borders before distribution to final consumers.  These production activities 
and associated trade flow are often coordinated by multinationals.  (See Ando et al. 
2006.)  The country in which the end product is marketed may or may not be involved in 
a phase of production or assembly.  For the countries involved in the network, the 
ultimate goal is sale of the end product.  The ability of any one network participant to 
benefit depends, of course, on its own performance and competitiveness, but significantly 
also on performance by all the other participants.  This common interest may form the 
basis for cooperation.  Failure at any point in the supply chain undermines the entire 
enterprise and exposes the group as a whole to losses from competition by third parties.   
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 This raises important questions for analysts and policy makers.  Should the cluster 
form an FTA among members?  Should each join an FTA with the “market” nation, the 
U.S.?  Should the group enter into an FTA with the United States? 

 In a world of fragmentation and production networks, goods and services take on 
a regional or international character and their competitiveness in world markets depends 
on standards and performance in more than one country.  If the participating countries are 
regionally concentrated, grounds and reasons for cooperating are plentiful.  In the area of 
tariffs, duties on materials and processed inputs should be eliminated.  If that is politically 
infeasible, then duties on imports destined to be incorporated into exports should be 
eliminated. 

 In the realm of rules of origin, the first-best solution is to eliminate rules of origin 
because they raise costs and contribute to trade diversion.  If that is politically infeasible, 
then imports destined for incorporation into exports should be exempted from rules of 
origin.  These considerations hold for imported services. 

 The age-old notion that other countries are a nation’s natural competitors in world 
markets needs to be revised.  Network members need to think of themselves as part of 
teams competing with other nations or teams of other nations and the team’s success 
depends on the performance of all of its layers.     

6.  A Cooperation Strategy 

 The foregoing considerations suggest the following scenario for regional 
cooperation.  A core of nations in South-East Asia, consisting in all likelihood of the 
original ASEAN nations, should initiate discussions on the formation of a common or 
single market.  Its objectives would be similar in many ways to those pursued by Europe 
in its Single Market (Europe 1992) project.  But there would be the important goal of 
facilitating production sharing and production networks in order to produce regional 
globally competitive goods and services.  This was not on the agenda of the Single 
Market project 

 This would entail elimination of all obstacles and barriers to the efficient 
movement of factors, finance, investment, goods, services and persons.  It would create a 
modern and efficient communications and transportation infrastructure.  It would 
establish a single set of competition, regulatory, tax, supervisory and enforcement 
policies.  A key objective would be creation of a “level playing field” with respect to 
competition.  It would provide for dispute settlement.  The standards to be adopted in all 
these areas should be high-quality standards, hewing as closely as possible to global 
notions of “best practice.”    

 An important reason for starting with the ASEAN-6 is that the goal of “open 
regionalism” could easily be preserved.   A traditional PTA would serve no useful 
purpose here, because all major markets in which the region’s output would be sold 
would remain outside.  Once a major market country joins, the argument could be 
“contaminated” by latent preferences to preserve the market for itself.   
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 Given the importance of FDI and the role foreign multinationals in providing FDI, 
coordination and other inputs, a uniform set of standards and policies would constrain the 
ability of multinationals to play countries off against each other. 

 Another reason for starting with the ASEAN-6 is that they are as a group already 
quite heavily involved in production sharing and have as a group greater shared interests 
in the competitive success of regional products and services than many of the larger, 
more inclusive, groupings currently under discussion in Asia.  However, inclusion of 
other willing members of the ASEAN should not be the central issue.  The point here is 
similar to the two-tier approaches that have been considered in Europe at various times 
and that were used in the case of European Monetary Union: to allow countries to get 
themselves ready in terms of their commitment to the common policy framework.  Future 
enlargement is a key feature of the approach. 

 Common policies would have to include sanctions against a single country’s 
ability to strike separate bargains with outsiders, much like the common external tariff of 
the EU prohibits individual countries from running their own trade policies.  Clearly, 
some institutional mechanisms will be needed to provide monitoring, ensure 
enforcement, and manage dispute settlement. 

 As noted, an important attribute of this initial grouping is that all of its members 
share the need to have access to large outside markets - the U.S., Europe, Japan, and 
China.  This would continue to foster outward-looking attitudes and ensure continued 
commitment to the idea of “open regionalism.”   Starting with any of the larger groupings 
- even the ASEAN-10 - would make it more difficult to establish common ground.  In 
addition, inclusion of China and/or Japan could easily tilt the balance toward inward-
looking, protectionist arrangements designed to discriminate against the United States.  

 After such an initial phase, enlargement and deepening of integration would be 
undertaken.  Enlargement would raise the kinds of thorny questions which are already 
swirling around some current proposals, with the important difference that the core group 
would already have institutions, policies and practices in place.  

 At some point and not necessarily as late as happened in Europe, considerations 
of deepening would have to include greater coordination of macroeconomic policies.  
Indeed, questions over monetary and fiscal policies are likely to arise fairly early in the 
process: what is the role and effectiveness of national macroeconomic policies in an 
integrated regional production system and market?  The larger the share of production 
sharing in total economic activity, the more pressing the question.  Note, moreover, that 
participation in production networks would strengthen similarities among member 
countries, thereby reducing asymmetries and satisfying an important criterion for fixed 
exchange rates and common currencies. (Arndt 2005)                  

 How best to deal with this issue would depend on the nature of the group’s 
linkages to their all-important external markets.  If the U.S. were the market which 
absorbed the bulk of group exports directly, a common policy vis-à-vis the dollar might 
be desirable.  Fixing each national currency to the dollar is one possibility, but given the 
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European experience with the Exchange Rate Mechanism (ERM) in the run-up to the 
euro, the members of the group would find the need to consult on a set of intra-group par 
values that would avoid complaints of competitive exchange-rate manipulation.   

 If, on the other hand, significant shares of group exports consist of components 
going to China for assembly into finished products destined for the U.S. market, the 
problems mentioned earlier with respect to the group’s vulnerability to trade disputes 
between the U.S. and China would come to the fore.  

7.  Conclusion 

 Is the traditional free trade area as a discriminatory import protection policy 
becoming obsolete?  Judging from the recent proliferation of such agreements, the 
answer would have to be No.  Even so, to the extent that one country’s FTA is 
increasingly aimed at offsetting the benefits bestowed by an existing FTA to another 
country, the efficacy of the FTA comes into question.  Is the general decline in tariff 
levels from multilateral trade negotiations eroding the benefits an FTA can bestow?   Is 
its apparent impotence in dealing with “sensitive sectors” reducing its presumed 
advantages relative to multilateral approaches?   Finally, is the rapid spread of cross-
border production networks and their preoccupation with export promotion reducing its 
relevance? 

 Taken together, these issues represent serious challenges to discriminatory, 
import-focused trade arrangements.  The main focus of this paper is on the compatibility 
between FTAs and production networks, particularly when it comes to rules of origin.  
Arguments are advanced as to why nations may be well-served to focus on cooperative 
endeavors that would enhance their export competitiveness.  Since under production 
sharing goods and services contain value-added from more than one nation, there exists a 
natural commonality of interests among the countries involved, namely, the commercial 
success of “their” product.  The rough outlines of a cooperation scenario based on export 
promotion are presented. 
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Appendix 

 Figure A1 represents a partial equilibrium view of global equilibrium in the 
market for good X, where country A is the importer whose import-demand function is 
given by curve DA. There are two exporting countries, B and C, whose respective export 
supply curves are given by SB and SC.  These three curves are each constructed as the 
difference between domestic demand and supply.  The exporters initially face a most-
favored-nation (MFN) tariff imposed by country A on all imports of X.  The curves SB+t 
and SC+t are the tariff-inclusive supply curves of countries B and C, respectively.  The last 
two upward-sloping lines in the figure represent total world supply of good X in the MFN 
situation (the penultimate line) and under the FTA consisting of countries A and B.   

 In the MFN equilibrium, the price of imports is PA in country A and PB = PC in 
countries B and C.  The quantities traded are marked along the horizontal axis.  After 
implementation of the free trade area between countries A and B, the price of X inside 
the trade area is PA’ = PB’ and PC’ in country C.  We thus have the well-known result that 
the FTA lowers the price of X in the importing and excluded countries and raises it in the 
partner country. 
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This standard textbook result will be affected by FDI flows and by enforcement of 
rules of origin. (Arndt 2002)  As noted in the text, formation of the EEC gave rise to 
export-substituting FDI flows from the United States.  In Figure A1, this would have the 
effect of shifting in the demand curve if the additional production of X generated by FDI 
goes into country A.  It would shift out country B’s supply curve if, instead, the 
additional FDI-based capacity went into that country.  In either case, the result would be 
a further reduction in the price of X, both within the FTA and in the outsider’s economy. 

 If, under the MFN tariff, country B produces good X with parts and components 
imported from country C, so that its original supply curve reflects production sharing 
with the outsider, then enforcement of rules of origin will shift SB curve in, shifting in the 
relevant total supply curve, moving the intra-FTA price closer to A’s MFN price and 
raising the post-FTA price in country C.  This reduces the gains from the FTA in 
countries A and B and reduces the magnitude of the welfare loss inflicted on country C.  
If the FTA was net trade-diverting for country A, enforcement of rules of origin will 
worsen the welfare losses; if it was net trade-creating, enforcement will reduce the gains 
or convert the result into net trade diversion. 
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 The next three charts are taken from Schultz et al. and are based on research 
conducted at the Lowe Institute.  The first shows China’s share in U.S. trade in recent 
years.  It chronicles the well-known finding of China’s rising share.  The next two figures 
show the decline in Singapore’s and Taiwan’s exports to the U.S. in this decade and the 
concurrent increase in exports to China.   The implications are discussed in the text. 
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