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I Introduction

For many years, regional integration l has been regarded by Sub-Saharan
Mrican (SSA) policymakers to be a highly desirable objective. This remains
so, despite the lack of decisive and concrete actions to achieve integration.
There have been many arguments in support of integration at regional
meetings and relatively few against. As a consequence, institutions and pro­
tocols for regional integration are available in relative abundance. The
integration discussions and efforts in SSA have covered such varied areas as
trade integration, labour market integration, capital market integration,
monetary integration, etc. Trade integration has naturally attracted greater
attention from policymakers2 and also researchers, and this will be reflect­
ed in our initial discussion here, even though the priorities discussed later
emphasise other areas of integration.

The intuitive appeal for regional integration is drawn from the smallness
of SSA economies and the belief that 'there is comfort in numbers'. The
size of the SSA economy has been compared to that of Belgium, a small
European economy by Foroutan (1993). Managing such a small economy
with over 40 separate governmental and other institutional arrangements is
almost certainly less efficient than running the Belgian economy. In this
light, regional integration units have traditionally been perceived as vehi­
cles for making SSA economies overcome the constraint of small economic
size which has hampered their ability to industrialise efficiently, particular­
ly within the context of the import-substitution industrialisation path they
adopted prior to the reforms of the last decade.

While the appeal for integration has remained strong for several decades
there are differences in the perception today of how integration should be

1 The expression 'regional integration' is used throughout this paper to cover the full
range of public sector activities that involve permanent collaborative ventures, including eco­
nomic policy, regional security, human rights, education, health, research technology, and
natural resource management. Regional integration is generally characterised by the estab­
lishment of joint institutional mechanisms and a degree of shared sovereignty.

2 "While the number of institutions for promoting and managing integration (particularly
trade integration) have grown, intra-regional trade has remained low, and for some countries,
actually declined in the last decade.
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conceived and pursued. Mter a lull in the discussions in the 1980s, there
has been a resurgence of academic interest in the subject (Lavergne, 1997).
The domination of trade creation in the discussions is amply reflected in
the types of arguments often advanced. A number of scholars continue to
argue that SSA regional groupings are unlikely to confer net positive static
welfare gains on members because they do not have the required condi­
tions to enable their trade creation effects outweigh trade diversion effects
Gebuni, 1997). They therefore argue for a more cautious approach of gen­
eralising the removal of tariffs and other barriers to trade. They generally
believe that the Asian experience may be relevant; hence formal integration
efforts should be abandoned and policymakers concentrate on developing
an outward-oriented trade policy which encourages trade and which even­
tually may result in greater trade integration (Husain, 1992; ] ebuni, 1997).

A contrary view is that formal regional integration is imperative for SSA
economies. In the present world economy with large trading blocs, SSA
needs to be able to attract foreign investment and technology necessary for
investment. "Regional integration may be the most practicable way to min­
imise the costs of Mrican market fragmentation ... It may thus be a pre­
condition for rather than an obstacle to integrating SSA more effectively
with the world economy" (Robson, 1993: 341). It is sometimes argued that
regardless of the fact of low net gains from trade integration and the insti­
tutions that pursue them, the regional groupings and their institutions are
essential for making SSA respond to increasing global marginalisation
(Onitiri, 1997).

I shall discuss initially in this paper some of the arguments covered in
the broad spectrum of integration policy recommendations circulating in
SSA, highlighting those that have tended to dominate the debate and are
likely to influence to some extent future courses of action. This will be fol­
lowed by a discussion of some of the more recent attempts to introduce
other dimensions of integration, in particular those that go beyond the tra­
ditional arguments of trade creation. Here, I pay some attention to interest
in integrating financial markets.

II Old and New Debates on Regional Integration in Sub-Saharan
Africa

The current context within which SSA governments are taking a look at
regional integration differs from that of the past. Since import substitution
is no longer the driving force behind integration, most countries are cur­
rently pursuing economic reforms that have a strong trade liberalisation
component. Indeed, the need to derive more benefits from the liberalisa-
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tion efforts is increasingly being pushed forward as a reason for pursuing
integration, while pressure to avoid marginalisation has considerable polit­
ical appeal. In addition to these, the fact that SSA has been by-passed in
the last wave of investment flows to emerging Inarkets has led to consider­
able soul-searching among SSA policymakers and researchers. Important
regional groupings amongst the industrialised countries, particularly
NAFTA and the new ED, have also stimulated new efforts towards region­
al integration. I focus below on the two polar strategies of unilateralliber­
alisation of trade on a non-preferential basis on the one hand, and the pro­
motion of a pan-African economic union that has a centralised decision
structure to coordinate reciprocal preferential policies on the other. This is
followed by a discussion of some intermediate positions that embrace a
number of other considerations being discussed by Mrican academics.

Unilateral Non-Preferential Trade Liberalisation

As pointed out earlier, Husain (1992) has recommended a focus on unilat­
eral trade liberalisation. Jebuni (1997) takes the case a little further as he
comes out strongly in favour of unilateral non-preferential trade liberalisa­
tion after questioning "whether inward-looking preferential liberalisation
can increase intra-Mrican trade". After observing a high level of protection
that has been provided to import-substitution industries, he suggests that
so long as protection remains alongside import-substitution strategies,
preferential trade liberalisation will be meaningless. This is because prefer­
ential trade liberalisation does not provide any incentive for firms to export
when there is high protection for import-substitution firms. Indeed the
high tariffs placed on imports affect exports in a significant way in many
countries

The arguments of Jebuni (1997) rest on the non-recognition of signifi­
cant positive outcomes from macroeconomic reform in various countries
and the little change in domestic policies even when pursuing preferential
trade liberalisation. The argument against regional groupings rests mainly
on the diversionary effects of preferential tariffs. But those effects remain
high because of the relatively high SSA tariffs. "At present, despite consid­
erable reductions in trade barriers over the past decade, most African
countries impose fairly high barriers through tariffs and export taxes or
through managed exchange rate arrangements" (Oyejide, et al., 1997: 16).
Jebuni (1997) observes that, given that manufactures dominate intra­
African exports presently, the potential for expanded exports of manufac­
tures and other non-traditional exports exists, but these are hurt unneces­
sarily by national protective measures. Countries will therefore have to
unilaterally bring down tariffs in a general manner in order to establish a
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basic incentive for the growth of exports. SSA trade integration will then
take place as an off-shoot of the process of lowering tariffs unilaterally.
Jebuni suggests that since tariffs came down somewhat in the last decade
through unilateral non-preferential arrangements, SSA's intra-regional
trade has expanded more rapidly than its other international trade, even if
still slow.

The arguments against this approach are that countries will be pursuing
their policy objectives at different speeds, which will inevitably lead to a
widening of the disparities in tariff structures and hence discourage intra­
regional trade as the task of harmonisation becomes more difficult. On the
surface, the promotion of unilateral non-preferential trade liberalisation
would appear to be in conflict with the formation of a regional preferential
trade area; for, as Oyejide et al. (1997) point out, the lower the tariffs, the
less opportunity a country has to offer a preferential tariff. On the other
hand, as suggested by Fine and Yeo (1997), lower tariffs reduce the costs of
trade diversion that will be observed from a preferential trade area.

Even though many SSA governments have pledged to work towards the
reduction of tariffs unilaterally as they pursue reforms, the pace continues
to be slow and there does not appear to be much prospect in sight for fast­
er action. A major obstacle is the likely loss of tax revenue in the short run,
which makes a unilateral tariff reduction appear tantamount to shooting
oneself in the foot. I turn now to the other extreme end before looking at
intermediate positions.

Pan-African Economic Union

One of the most recent restatements of the need for a pan-Mrican eco­
nomic union has been by Onitiri (1997). He argues that if SSA is to avoid
being marginalised following the 'revolution' in the international econo­
my, it must enhance productivity, a process that requires more than simple
trade integration. He says this requires full economic integration. As
McCarthy (1996) has pointed out, historically, full economic integration
can be achieved through a step-wise graduation of integration units. They
may start with economic cooperation, for example, for the purpose of fun­
ning a joint regional airline Of a coordinated rail system. This may be fol­
lowed by a more narrowly focused trade integration beginning with a free
trade area and progressively reaching into customs union, then a common
market) Finally, they may have an economic union when they start pursu­
ing common fiscal and monetary policies.

3 When capital and labour join goods and non-factor services in the free flow among
member states.
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Onitiri's (1997) view of integration is as embodied in the Treaty of the
Mrican Economic Community (AE"C) assuming that all the intermediate
steps have been taken already in the years of experimenting with one
grouping or another. For this, 'variable geometry' is at variance with the
AEC Treaty. The AEC is conceived as the means for providing "an effec­
tive response to the prevalence of regional economic blocs" all over the
world. Onitiri (1997) observes that, "Since the Treaty embraces all aspects
of Mrican economic and social life, it also provides a convenient frame­
work for re-examining and streamlining the activities of the existing
Mrican international government organisations and mobilising them more
effectively to address the pressing problems of Mrican economic and social
development" (Onitiri, 1997: 417).

The AEC will move beyond trade integration into the integration of
production, the harmonisation of fiscal and monetary policies, as well as
into conflict resolution and the coordination of policies on the environ­
ment. It is proposed under the AEC Treaty, in addition to the large num­
ber of implementing mechanisms, to delegate the task of administering and
managing the community to a single OAUIAEC secretariat. The restruc­
turing of the present Organisation for Mrican Unity (OAD) to play the
new role assigned to it suggests that it will have an enlarged bureaucracy, a
proposal which seems to frighten many Mrican intellectuals (Oyejide et al.,
1997). It will be running the show in concert with the Mrican Devel­
opment Bank (AfDB) and the Economic Commission for Mrica (ECA).

The concept of the AEC supported by Onitiri has been treated differ­
ently by Mistry (1995), who, with an incremental approach, has suggested
the adoption of sectoral investment coordination and cooperation, trade
integration and the development of an appropriate institutional frame­
work. In Mistry's view, a regional policy environment must be created to
allow the gradual integration of markets. This approach differs from the
practice of current regional agreements where emphasis is placed on trade
integration without addressing adequately the infrastructural and institu­
tional framework which is necessary to facilitate the trade integration pro­
cess. Rather than dismissing variable geometry, Mistry proposes the adop­
tion of a core group willing to implement a customs union and the
existence of "a wider group at the periphery which might constitute itself
as a free trade area, and be linked with the former in a free trade agree­
ment ... " (Mistry, 1995: 42).

Arguments that may be pushed forward against the idea of the AEC
include the fact that many of the expected benefits do not require prefer­
ential tariffs in order to be realised (Oyejide et al., 1997). It is also suggest­
ed that in the past, coordination of activities that brought net gains to all
participating countries (such as joint infrastructures) was impeded by tying
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their negotiations to trade policies where the gains were not that transpar­
ent and discouraged potential losers.

Obviously, for many SSA policymakers, the situation is not one of an
either/or choice. Some of the benefits expected under either unilateral
non-preferential trade liberalisation or an economic union with preferen­
tial tariff arrangements could be attained without necessarily choosing one
approach. This is what has encouraged the development of intermediate
approaches.

Intermediate Approaches to Regional Integration

Foroutan (1993) accepts the principle of integration but proposes that the
trade integration approach be avoided. This view is shared by Lang­
hammer and Hiemenz (1991). They do not consider trade and factor inte­
gration feasible because of the dissimilarity of African economies and the
difficulties of putting in place an effective compensation mechanism
(Foroutan, 1993). What is considered to be essential are cooperation, coor­
dination and harmonisation. Like many others, they emphasise the provi­
sion of infrastructural facilities, training and research. The advantage of
regional cooperation in infrastructure investment is that all members bene­
fit irrespective of their size and level of economic development thus avoid­
ing the problem of compensation (Robinson, 1996).

Another proposal for enhanced regional integration in Africa is to enter
into a union with the European Union, very much after NAFfA (Fine and
Yeo, 1997; Collier and Gunning, 1995). A number of advantages are
expected to come from such a union. Collier and Gunning (1995) argue
that forming an integration unit with the North will generate all the gains
from globalliberalisation. Also, such a union would enhance the credibility
of African trade liberalisation and generate the desired investment inflows.
This is because integration with the North would be an effective 'lock-in
arrangement'. The possible loss of access to European markets may be an
effective means of binding governments to a particular line of action.

The proposal for a North-South integration does not address the issue
of distribution of gains. One clearly cannot assume that guaranteed access
to ED markets is adequate compensation for the revenue loss accompany­
ing regional trade liberalisation. Since the EU is the largest trading partner
for most SSA countries, duty free entry of ED goods will definitely have a
negative impact on trade revenues, and possible negative implications for
total revenues in the short run. This might be remedied with aid to finance
compensatory schemes and support regional infrastructural and industrial
projects.

Another difficulty with North-South integration at this stage of Africa's
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development is that it runs counter to the spirit of self-reliance which has
considerable influenced the goal of integration. This lies at the bottom of
the revised ECOWAS Treaty and the Lagos Plan of Action. Evidence of
how it will be resisted, particularly by SSA regional bureaucrats is provided
in the comments by Asante (1996) on the subject. The problem of self-reli­
ance will not be an intractable one, however, if the formation of such a
union increases the ability of SSA economies to respond to shocks without
external assistance and helps them to diversify their production structures
and exports. This is a good reason why a number of regional observers are
looking for possible pointers from the UEMOA (West Mrican Economic
and Monetary Union) experience.

III New Priorities for Regional Integration in Africa

SSA's problems are wide-ranging. The continent has suffered from pro­
longed economic and social crises. The state in many countries suffers
from loss of credibility, which affects its ability to lllobilise resources in
order to counter the mounting problems. The growing debt burden push­
es governments to support their economies increasingly with aid, in mag­
nitudes that are clearly unsustainable. There are indeed countries such as
Tanzania and Senegal, that have aid levels of more than 20 percent of
GDP. It is becoming increasingly evident that the institutions of the small
countries will have considerable difficulty dealing with these problems on
their own. The need to turn to supra-national structures and institutions in
order to provide the state with some credibility, and make possible addi­
tional resources is becoming more and more urgent.

Current discussions of regional integration "reflect a general desire to
break the confines of the nation-state ... including the multiple barriers to
the free movement of goods and services, people, and capital among coun­
tries, and differences in legal, governmental, and educational structures"
(Lavergne, 1997: 3). The growing scope of regional integration is derived
partly from the new role of the private sector in various countries. The
private sector wishes to see the removal of all impediments to a greater
participation in the economic activities of the entire region, as market size
continues to shrink within countries. Stronger and more effective supra­
national bodies that share sovereignty with governments are needed to
achieve credibility with the private sector.

While it is obvious that SSA needs to grow as rapidly as possible, this
would require considerable investments from both within SSA and from
outside. Enhanced trade is an essential requirement for this growth to
occur, as well as other fundamental economic undertakings to make good
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use of the investments. Some form of integration may harness the resourc­
es that individual countries cannot gain access to. The continent's integra­
tion needs to go far beyond trade creation. Its immediate task is to attract
as much investment as possible and use it efficiently for both production
and exchange.

In order to do this the regional policy choice for SSA countries is not
necessarily a choice between one bipolar position and the other; i.e. uni­
lateral non-preferential trade liberalisation versus an all-embracing pan­
Mrican economic union. It is more a question of how competently they
can use any institutional framework to attract the required investments
and stimulate a rational distribution of these across countries. If they have
not attracted investments after trade liberalisation and other reforms it is
partly because the reforms have not been deemed to be credible. Will any
kind of lock-in arrangement provide that kind of credibility? Does SSA
need a union with the ED? Can the AEC provide policy credibility? Can
individual countries guarantee adequate trade reforms and establish cred-

o ible industrial development programmes? Should the discussion of region­
al integration move beyond the economic variables? These are all empiri­
cal questions requiring more detailed study. It is obvious, however that,
while most unilateral trade policy reform attempts continue to lack cred­
ibility for the fear of reversals, a pan-Mrican economic union seems also
to be too far-fetched to become the major instrument for attracting the
required investments. In the end, the choice will be made not only on
rational economic grounds, hut influenced considerably by politics and
diplomacy.

On the side of politics and diplomacy, we need to note that SSA coun­
tries have already expressed a commitment to establishing the Mrican
Economic Community, and it is unlikely that this commitment will dimin­
ish soon. The most rational thing to do, therefore, is to ensure that the
AEC does what is necessary in order to attract the required investments. It
is essential that the AEC will not be perceived as just another regional
institution whose existence only marginally affects the economic policies
and decisions that various countries and their economic agents make. The
priorities I discuss below are issues that the AEC must deal with immedi­
ately in order for SSA regional integration to become an effective develop­
ment strategy. They include:
• developing appropriate macroeconomic frameworks to facilitate greater

interaction among the resources of countries;
• establishing mechanisms for attracting both private and public capital

flows from the rest of the world;
• establishing and publicising the fact that there are gains to be made from

cooperation in investment in infrastructure and market integration,
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indicating clearly the opportunity costs of not cooperating;
• fashioning out an appropriate industrial development policy;
• developing an effective compensatory mechanism to ensure that all

countries will receive some of the gains from increased trade;
• developing institutional frameworks for the better management of the

region's resources including human resources;
• rationalising (sub-)regional arrangements to reduce replication of

efforts and conflicts. In rationalising these existing arrangements, it is
essential that the rest of the world sees SSA as speaking with a common
voice for a clear purpose in order to strengthen its position vis-a.-vis the
other regions.

Macroeconomic Reforms to Facilitate Integration

Many countries pursuing integration within the arrangements of existing
regional groupings often have different macroeconomic situations that
serve as entry points. They generally suffer from macroeconomic instabil­
ity and are pursuing economic reforms of different intensities. Mistry
(1996) has suggested that the considerable variation in intensity, sequenc­
ing, scope; etc. has a significant negative impact on the outcomes of both
the reform process and on the objective of regional cooperation and inte­
gration.

In West Africa, Badiane (1997) has observed that trade liberalisation
yielded far less positive outcomes than expected because macroeconomic
policy reforms were not uniformly pursued. One aberration was that while
the CFA remained overvalued for over a decade, the 1994 devaluation
occurred at the same time that Nigeria was revaluing the Naira by a similar
margin. Similarly, the Ghanaian Cedi was appreciating in real terms as the
CFA was devalued. The lack of synergy in these policy developments
harmed the ability to generate substantial benefits from both trade reforms
and macroeconomic reforms. Well-tuned and synchronised macroeco­
nomic reforms are far more likely to generate net gains than preferential
trading arrangements.

What this means is that, for sustainable macroeconomic reforms, neigh­
bouring countries must share similar visions that lead to the introduction
of similar or complementary policies particularly with respect to exchange
rates, fiscal policy and monetary policy. The harmonisation of these poli­
cies is probably more crucial than trade reforms in the creation of trade. In
the absence of such an approach to reforms, the bad policies of neighbour­
ing economies affect performance in other countries. Mistry (1996)
showed how unstable situations or destabilising activities in neighbouring
countries affect: others. There is the example of how Zambia's open capital
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account is used as a convenient route for illicit transactions with South
Mrican entrepreneurs to arrange capital flight from Zambia (as South
Mrican-made goods are exchanged for US dollars available on the open
market). In West Mrica, Ghana blamed the instability in its foreign
exchange market on Ivorian and Nigerian speculators who obtained unhin­
dered access to the liberalised foreign exchange market, to meet a demand
that could not be met in their countries with over-valued currencies.

Regional Integration and Private Capital Flows

Private capital flows, particularly foreign direct investment and portfolio
equity, into the developing world grew relnarkably after the mid-1980s.
Their share in total private flows moved to an average 35%. and 13.5%
respectively in the period 1990-1996, up from 12% and 1.2% a decade ear­
lier. The growth is generally attributed to the growing integration of mar­
kets and financial institutions,· increased economic liberalisation and rapid
innovation in financial instrun1ents and technologies, particularly in the
areas of computing and telecomnlunications. For SSA, however, most of
these growing flows were hardly observed as they were directed at Asia and
Latin America. China alone accounted for 86% of total FDI flows in 1995.
Even though Nigeria is the second largest re,cipient of FDl, this is not
diversified and mainly restricted to the extractive sector of the economy as
is the case in Ghana.

Thus, SSA currently attracts only 4% of the elnerging markets portfo­
lio, which is itself only a small proportion of global capital flows. Despite
this low magnitude, it is considered that SSA has a significant chance of
becoming a major dra"wer of capital and investments for a number of rea­
sons (Senbet, 1997). The reasons include the fact that in the last couple of
years, the number of operating capital markets in Mrica has grown consid­
erably reaching 16 at the beginning of this year, up from less than five a
decade agoo Moreover, Mrican markets have in the last few years begun to
attract international attention. Thus over a dozen Mrican investment funds
have been established since 1993, trading in Europe and New York. These
Mrican funds had a total investment of $1 billion at the beginning of 1997,
up from zero in 1992.

Based on these achievements of the last few years, SSA is increasingly
viewed as being capable of attracting more private capital, if only it will put
its house in order (Senbet, 1997). With increasing and more effective
financial sector reforms, the way should be paved for increased flows as
global investors look for new frontier Inarkets. Since emerging markets are
under-represented in the global market, it is expected that they will
increase their share. With improved infrastructure and policies, SSA
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should enhance its ability to become an important player, as international
investors seek out the last frontier.

Senbet (1997) has proposed a number of developments that should take
place in SSA economies in order for them to be considered as serious
players. These include: the development of public confidence and informa­
tional efficiency; the promotion of financial market integration through
regionalisation; the development of hUlnan resources and infrastructure;
the promotion of capital market development through privatisation; the
globalisation of SSA financial markets; the fostering of financial innovation
and the use of informal sector signals; the design of efficient regulatory
systems; and a solution to the negative perceptions on risk in SSA.

Quite a number of the financial sector reforms that SSA saw in the last
decade are attempting to tackle many of these issues What still remains
untouched by the reforms is the issue of globalisation and regionalisation
of the market and the regulatory issues associated with this. With the stock
markets generally considered to be thin, the pooling of resources as well as
the harmonisation of the securities and investment laws should enhance
competition among countries in the region apd enhance public confidence
in the markets. The likely effect of this will be a considerable growth in
cross-listing of securities. There is only very little of that happening now,
as in the case of Namibia and Zimbabwe and also for Ashanti Goldfields in
Ghana and Zimbabwe.

The development of a regional stock exchange which is centred around
the exchange in Abidjan is currently under serious consideration by the
francophone West Mrican countries. The stock exchange operators of
Ghana are also considering ways of cooperating with such a regional
exchange. There are also a number of proposals for developing stronger
linkages between the Johannesburg exchange and the smaller exchanges of
Botswana, Namibia, Swaziland and Zimbabwe for Southern Mrica
aefferis, et al., 1997). One of the burning issues that has to be taclded is the
issue of regulation of a regional stock exchange.

In the absence of regional stock exchanges and their regulatory bodies, a
lot of financial transactions inevitably must be handled by central banks
and the rest of the banking system. Hence, the integration of financial
markets across country borders is seen as the major key to the dilemma
(Folkerts-Landau and Van Greuning, 1997). A number of SSA countries
with more internationally-oriented emerging financial markets have
become interested in strengthening monetary cooperation and financial
market infrastructure. The Franc zone allows countries to share a common
currency with a common central bank. They are moving steadily towards
modernising bank regulation, liberalising markets, improving supervision
and moving towards indirect monetalY instruments at the regional level.
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They are continuing to develop regional bond and equity markets as well
as regional pension and insurance regulations.

The argument for integrating financial market infrastructure in SSA is
based on the notion that "prudent cross-border lending and investment
can diversify financial institutions' asset risks away from the small number
of economic sectors that dominate so many national economies and that
are prone to frequent shocks" (Folkerts-Landau and Van Greuning, 1997:
1) In Southern Mrica, for example, it is argued that the concentration of
economic activity in a small number of natural resources, e.g. tobacco in
Malawi, cattle and diamonds in Botswana, copper in Zambia, ensures that
banks are often largely exposed to only a few industries and crops. They
can diversify their asset portfolios by investing abroad, a step which helps
them to reduce their exposure to risk while increasing the volume of infla­
tion-adjusted lending.

Further arguments for regionalisation of banking is that the new legisla­
tion and regulations from an outside body act as, an agency of restraint on
national authorities when banking regulations have been harmonised. This
allows for coordinated supervision. Further benefits come from the pos­
sibility of averaging country resources to mitigate small country concerns
and the possibility of a coordinated response to financial crisis as happened
with the problems created by the Meridien Bank failure.4 Folkerts-Landau
and Van Greuning (1997) provide many other reasons why such integra­
tion would improve the service delivery and efficiency of financial institu­
tions in SSA.

The main approach recommended for integration is the institution of a
regional supervising authority, which might be either private or public,
charged with responsibility for off-site analysis of adherence to prudential
rules and regulations on a regional basis. Such off-site supervision which
will entail processing returns and manipulating data will lead to evaluating
and interpreting individual banks risk management processes as well as
their performance. The supervisory authority will need to be well­
equipped with appropriate standards and regulations, as well as human
capacity in order to establish its credibility.

4 Meridien BIAG was an international banking group with the umbrella bank based in
Luxembourg and its treasury based in the Bahamas. It started operations in a number of
Mrican countries in the mid-1980s as countries began reforms. The parent bank in
Luxembourg held 75% of total shares of the group, while the Bahamas often held up to 55%
of the shares of Meridien BIAG in various countries. Meridien BIAG became exposed (depos­
it-wise) to the Bahamas in a significant way. When the Bahamas, being the treasury of the
group, suffered severe over-exposure on its assets, this triggered a chain of financial distress
within the group, affecting the banks in Ghana, Nigeria, Swaziland and Zambia.
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Cooperation in Infrastructure Development

A major obstacle to the implementation of the Economic Commission for
Mrica's sub-regional plan for Mrica's industrialisation were the deficien­
cies in physical (transport and communications) and institutional (com­
modity exchanges, clearing houses, etc.) infrastructure. Cooperation in the
provision of regional economic infrastructure is bound to facilitate market
integration and reduce transaction costs, facilitating greater trade integra­
tion, as well as encouraging more regional investment. Even though some
arrangements exist with current sub-regional arrangements for the purpose
of developing regional infrastructure, these have had very little impact. For
example, the ECOWAS Fund for Cooperation, Compensation and
Development was established and located in Lome in 1977 with the objec­
tive of promoting economic development and integration through the
financing of industrial and infrastructure projects of common interest to
ECOWAS states.

Robinson (1996) noted that "despite its 'win-win' characteristics, the
level of regional cooperation in infrastructure and natural resources in the
past has been disappointingly low." In the area of energy supply, there are
very few intra-regional supply arrangements, even though the potential for
intra-regional grid connections exist at non-prohibitive costs. The poten­
tial exists to cooperate in the areas of water and transport with benefits for
all parties involved. Sarfoh (1993) has indicated that the gross potential
hydro-electricity that can be generated by SSA's large water resources has
been estimated at 300 gigawatts, out of which only 4% has been exploited.

The potential gains from regional cooperation in infrastructure and nat­
ural resource development are reflected in the way they contribute to eco­
nomic growth. The first channel is the direct cost reductions that can be
achieved for both capital and operating costs, via economies of scale.
Another channel is the reduced opportunity costs for unserved demand.
Robinson (1996) argues that "in situations where, for example, investment
is inhibited by lack of access to electricity, water, transport or telecommu­
nications facilities, the opportunity cost associated with unmet demand can
be very high" (p. 71). It is also argued that supply can be enhanced through
the operation of conjunctive systems. An example of this is the cooperation
in the supply of energy between Ghana and Cote d'Ivoire which allows
each country to complement the other's supply in times of shortage.

Other gains expected from joint infrastructural development are a posi­
tive impact on trade as well as the likely savings when investments are
lumpy. Robinson (1996) also expects some dynamic gains to be achieved.
"Dynamic gains are also likely to accrue from regional cooperation in
infrastructure. In infrastructural systems which operate more efficiently as
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a result of regional cooperation, technological and managerial skills are
acquired by the nationals of the countries involved, and these will spread
into other activities in the same sector, or into other sectors contributing
to progressive efficiency gains. Foreign investors participating in regional
projects are also more likely to participate in member countries when they
have acquired some experience and familiarity with the region" (p.75).

One way in which SSA can effectively achieve an integrated provision of
infrastructure is to negotiate together a change in the composition of aid
from the industrialised world. I have argued that 70 percent of multilateral
project assistance should be directed at developing regional infrastructure,
focusing on transport and communications, energy and water development
(Aryeetey and Oduro, 1996). This would be adequate for starting the pro­
cess of building a sound infrastructure base.

Industrial Policy

Most SSA countries have a small manufacturing base with little or no
inter-industry linkages. Several years after the creation of SSA regional
units, they remain unable to generate substantial increases in intra-Mrican
trade in manufactures. Mistry (1996) has suggested that the emphasis on
trade integration within the current integration arrangements of SSA with­
out a regional policy for the production base may explain why the benefits
of regional integration efforts have been limited. The small manufacturing
base in SSA requires that trade integration should be accompanied by pro­
duction integration to develop that manufacturing base.

There is often a tendency, particularly under proposals for general trade
liberalisation, to let trade policy subsume industrial policy. The response
of the industrial sector under any liberalisation scheme cannot be taken for
granted since that response is also dependent on other factors aside from
trade policy including the macroeconomic conditions. The problems that
arise from these must be addressed with an appropriate set of regional
industrial policies.

Industrial policy should, however not be seen as a simple collection of
policies for intervening in the functioning of markets, as was the case in
the early post-independence period. Industrial policy should be conceived
as a tool for assisting markets to function more efficiently. This point is
made considering the fact that under reforms, the principles of trade lib­
eralisation and 'getting prices right' were relied on to ensure that industry
and other sectors could produce in an assumed efficient way, in order to
pave the way for an almost self-operating or automated process of devel­
opment. Inadequate attention was paid to the second-best consideration
that trade and market liberalisation may not increase efficiency when
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some markets (such as insurance and credit markets) cannot be made to
function perfectly (in practice this is never possible), either as a conse­
quence of more conventional types of market failure or for reasons related
to the cost of transactions and lack of perfect information. Also, little
importance was attached to the fact that even if static efficiency gains were
realised by moving the economy onto the production frontier, this in no
way implied that the frontier would subsequently shift outwards in a
dynamic way.

Hence harmonised industrial policies would encompass any set of poli­
cies that remove structural and institutional bottlenecks to the develop­
ment of industry, particularly across national frontiers, without the state's
direct involvement. This is when the private sector's role in fashioning
integration becomes most desirable.5 Industrial policies complement the
development of suitable infrastructure and ensure that institutions work.

Effective Compensatory Mechanism

A major obstacle to galvanising the political will to lower import tariffs is
the likely loss of revenue. Compensatory schemes that have been estab­
lished for the purpose of minimising this problem have had little impact.
McCarthy (1996) has suggested that the issue of compensation and the
failure of the compensation mechanism to address those concerns was
important in explaining the collapse of the East Mrican Community. For
ECOWAS, the Trade Lib ralisation Scheme Compensation Fund which
was set up in 1990 to comp Insate member states for losses in revenue aris­
ing from the introduction f trade liberalisation measures, is observed to
have had little impact in all ying the fears of member states (Aryeetey and
Oduro, 1996).

But the experience of thana, for example, shows that there can be
reduced dependence on tra e taxes as a source of revenue (without total
revenues declining) within t e context of unilateral trade liberalisation sup­
ported by compensating ex~hange rate adjustments and tax reform meas­
ures which tap the potentiai tax base more effectively. It may be deduced
from this that regional tradb liberalisation need not necessarily result in a
decline in total revenues. What is essential for the AEC to do in that case,
is to ensure that the overall level of trade protection is reduced so that the
revenue losses of countries re minimised following unilateral trade liberal­
isation by members.

5 The absence of active involv ;ment of the private sector in the formulation of decisions,
protocols, etc. on regional integra90n is largely because at the time the agreements were rati­
fied,. most of the regimes were sta .st in outlook. Domestic economic policy did not actively
encourage private enterprise.
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Cooperation in International Negotiations

Formation of a regional unit can increase the bargaining strength of the
member countries. This requires an ability to adopt a unified regional
position on the relevant issues. This is particularly important for negotiat­
ing trade and international commodity agreements with third parties. A
prerequisite for this, however, is the coordination of national agricultural
and industrial policies. It may be possible to obtain more trade concessions
en bloc as opposed to individually. In this case, SSA countries may be more
willing to drop the principle of non-reciprocity in their trade negotiations
since they will be negotiating from a stronger position.

A clear test of the willingness of SSA countries to jointly negotiate for
concessions will be when the Uruguay Round comes up for re-negotiation.
Sorsa (1997) shows that SSA did not use the Uruguay Round to .support
domestic efforts at trade policy reform. They did not seek to place on the
table for discussion such pertinent issues as agricultural taxation whereas
the agricultural subsidies of concern to the industrialised nations were a
major item on the agenda. VVhen the Uruguay Round created opportu­
nities for binding tariffs to newly liberalised rates, most SSA countries did
not take advantage of the opportunity. The round would have provided
them with an opportunity to lock their unilateral trade policy reforms into
an international framework that would provide the needed credibility for
foreign investment by making policy easily predictable and stable.
Coordinated negotiation would allow the countries to force on the agenda
the issues of relevance to the region, and the AEC must take this up.
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The SADC Trade Protocol and the
Enabling Clause: A View from South
Africa

Rosalind H. Thomas l

I Introduction

At the Maseru Summit· in August 1996, member states of the Southern
African Development Community (SADC) adopted a Trade and Devel­
opment Protocol which is an "interim arrangement" leading to the estab­
lishment of a free-trade area (FTA) within 8 years. This Protocol conforms
to a symmetrical GATT Article XXIV free-trade agreement - and herein
lies the problem. By its very symmetrical design, the Protocol treats all
SADC states as 'equal', and requires them to uniformly follow through on
obligations to inter alia, reduce tariffs, harmonise on standards and policies
and phase out subsidies and non-tariff barriers to trade. While such uni­
form application of contractual liability is legally and politically correct
since they are sovereign member states entering into treaty obligations, it
creates an absurdity when analysed from an economic perspective. What
the Protocol should have done was to introduce the concept of differentia­
tion by building in temporary compensating asymmetries in order to
account for the diversity in the size and strength of the various economies
of SADC countries.

To their credit, member states have recognised that the Protocol is a
framework agreement, and have accepted that some flexibility is needed in
negotiating the necessary commitments. The written agreement, however,
makes no provision for such flexibility, and therefore everything rests on
the negotiators in the Trade Negotiating Forum who must move the pro­
cess forward in a way that has real meaning for each country. This paper
analyses the SADC Trade Protocol from a South African perspective. It

1 Legal Advisor, Policy Business Unit, the Development Bank of Southern Africa
(DBSA). This paper was prepared for the Friederich Ebert Stiftung (FES), Johannesburg,
South Africa, April 1997, and is reproduced with permission from FES for the purposes of the
FONDAD Conference, 18-19 November 1997. The views expressed herein are the author's,
and do not purport to reflect the thinking of either FES or the DBSA. The author is grateful
for comments received from Percy S. Mistry. All errors and omissions remain the author's
responsibility.
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examines its importance for South Mrica and includes current thinking on
how the protocol should evolve and how it should relate to the wro
Regime. In this context, the paper will also touch on South Mrica's classifi­
cation at the wro as a 'developed' economy.

II Historical Background

The first draft Protocol tabled in 1994, suggested that the FTA would be
established immediately upon its entry into force. This draft took a neo­
classical approach to trade liberalisation. At no stage did it mention devel­
opment or industrialisation. Indeed, proponents of the earlier draft did not
see the importance of the link between trade and industrial policies.

Mter South Mrica's accession to the SADC Treaty in August 1994, it
expressed concern about the appropriateness of the draft Protocol for the
region, especially the desire to move immediately to an FTA without con­
sidering the diversity between SADC member states. In June 1995, South
Mrica supported its arguments with the results of a preliminary study car­
ried out by the South Mrican Industrial Development Corporation which
showed that an FTA would have immediate economic benefits only for
South Mrica and would result in de-industrialisation in the rest of the
region. It 'was already evident that some countries in the region (Zambia,
Tanzania, Malawi and Zimbabwe in particular) were experiencing stagna­
tion in industrial output and exports, very little diversification and a signifi­
cant amount of dislocation and de-industrialisation, i.e these economies
had largely become 'sellers' markets'. Under structural adjustment pro­
grammes (SAPs) and within the confines of the Cross-Border Initiative
(eBI), these states had already liberalised unilaterally (globally or within
the Common Market for Eastern and Southern Mrica - COMESA).
Because of its more open economy, Zambian trade with South Mrica was
ballooning, exacerbating its trade deficit and causing de-industrialisation.2

South Mrica called for a joint SADC study to analyse the impact of a
free trade regime on Southern Mrica. South Mrica was willing to consider
an arrangement of asymmetrical trade in SADC which disadvantaged
South Mrica in favour of the others. It would lower its tariff regime for
imports from its SADC partners at a faster rate than they would be
required to do for South Mrica.

2 Several economists had commented upon the IMFIWBGs SAPs, alerting policymakers
to the inherent dangers if the specificities of the individual countries and the sequencing of
events were not considered. See, e.g. M. Shafaeddin (1995); Ajit Singh (1994); and G.K.
Helleiner (1986).
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In January 1996, the SITC (Standard International Trade Classification)
delegates met with SADC delegates during the Annual Consultative
Conference in Johannesburg. With bilateral trade tensions having reached
unprecedentedly high levels,3 they decided to create a Trade Negotiating
Forum (TNF) to deal with both regional and bilateral negotiations. The
TNF is now adopted in the Protocol as the main institutional framework
within which trade negotiations will take place. In May 1996, the TNF
met for the first time in Dar-es-Salaam to consider both its own terms of
reference and the new revised draft agreement. Facing a tight schedule and
unfinished business, they met once again in June 1996 in Pretoria. It was
evident at the June meeting that considerable differences still existed on
the revised Protocol. A further meeting took place in Dar-es-Salaam in
August 1996. The parties reached agreement on an 8-year time frame for
the FTA, the domestic content in the Rules of Origin (35 percent ad valo­
rem, to apply cumulatively),4 and a one-year time limit to arrive at propo­
sals on sensitive items, especially textiles and agricultural products.
Described as a "framework agreement", the Protocol was adopted by heads
of state in Maseru in August, 1996.

III Political Sovereignty versus Economic Reality

The Trade Protocol manifests the type of contradictions that are emerging
in the 1990s with regard to statehood, international law and interdepen­
dency, i.e. a contradiction between the accepted, universally applied doc­
trine of the 'sovereign equality of States' found in general public interna­
tionallaw and the continuous dilution of the same doctrine in the field of
international economic law. Writing on this subject, Thomas M. Franck
has opined, "Sovereignty has historically been a factor greatly overrated in

3 Both Zambia and Zimbabwe were challenging South Africa over bilateral trade negoti­
ations. Zimbabwe was unhappy about the unilateral termination of their bilateral agreement
by the former South Mrican government in 1992. They expressed disappointment and frus­
tration that the South Africa was not urgently addressing the issue since their textiles industry
was in crisis. Zambia also felt that it was being dealt with unfairly, and was desperate to con­
clude a bilateral agreetnent. Both countries accused South Mrica of all kinds of chicanery,
including 'dumping' of 'subsidised' goods. While much of this was political rhetoric, the
Zimbabweans, in particular, had a genuine grievance requiring attention. As a result, there is
enormous distrust of South African motives within the region which are used by the EC in
their bilateral negotiations with South Africa. To some extent, South Africa's delay in ade­
quately dealing with these concerns has contributed to such perceptions.

4 Cumulation would be applied on the same principles as it applies within the Lome rela­
tionship with the ED, in the sense that inputs originating from WIthin the SADC region
would be calculated as comprising part of tlle 35 percent domestic content. The Malawi dele­
gation has, however, reserved its position.
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international relations ... Never, however, have notions of sovereignty
demanded as much cautious rethinking as now" (1995: 3).

In classical international law, the equal treatinent of states is fundamen­
tally correct. Hence the United Nations Charter which deals with issues
affecting countries equally recognises this 'sovereign equality' and gives
each state represented in the General Assembly an equal vote for decision­
making purposes regardless of its size, population or wealth. International
lawyers have long upheld this concept, however, the 'sovereign equality' of
states becomes meaningless when looked at through the cold lens of inter­
national economic relations. It is here that this concept of equality departs
frOIn the reality. From the perspective of international economic relations,
where global interdependence and not independence is the key concern,
'equality' of states becomes illusory. This is demonstrated very clearly in
the Southern African region.

IV An Unequal Region

The SADC region is cOinprised of twelve countries demonstrating vary­
ing levels of development.s At one end of the spectrum is South Africa
whose economy is four times larger than the other eleven SADC countries
combined.6 At the other end are Angola, Lesotho, Malawi, Mozambique,
Tanzania and Zambia, as least-developed countries (LLDCs).7 In the
middle range of SADC countries are Zimbabwe, Mauritius, Namibia and
Swaziland. Because of the extremely weak and vulnerable nature of LLDC
economies, they are entitled to a substantial number of derogations under
the WTO regime, and have been accorded as a right, "differential and
more favourable treatment" in recognition of their special development
needs. This is an aclmowledgement that WTO member states are not
considered 'equal', and therefore differences in the levels of their develop­
ment must be accepted in multilateral trade commitinents. This latter
position was reached after a long struggle to obtain recognition of this fact
(starting with the Dillon Round through to the Uruguay Round of negoti-

S Two more states were admitted to membership of the organisation in September 1997,
namely the Democratic Republic of Congo and Seychelles. Since these countries have not yet
fonnalised their Inembership, they are not considered in this discussion.

6 Within the WTO, South Africa is considered a 'developed' country, but this classifica­
tion is a misnolner. Since classification in the wro is by self-selection, South Africa n1ay
choose what category it falls under. By the OECD's Development Assistance Committee
classification, South Africa is considered 'developing'. Certainly it cannot n1atch Singapore or
Israel in per capita GNP, and the latter two are classified in wro as 'developing countries'.

7 Botswana graduated out of LLDC status in Decelnber 1994.
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ations), and it was lobbied for extensively by developing countries then1­
selves.

South Mrican industry may be inefficient in global terms, but it is con­
sidered sufficiently competitive in the sub-regional and continental context
to have an overwhelming competitive advantage in an SADC ITA. The
South African government believes that if tariffs are dropped uniformly
and on an equal basis over the next eight years, the results could be devas­
tating for the neighbouring economies. At any rate, South Africa believes
that the Protocol places far too much emphasis on the elimination of tariffs
and the role of tariff policy while tariffs per se are not the issue for two
important reasons. First, intra-SADC trade is characterised by unprocessed
primary commodities going into South Africa and Zin1babwe, and manu­
factured goods and semi-processed intermediate products going to the
other SADC countries. Given the lack of complementarity of individual
SADC countries, and the fact that only South Mrica and Zimbabwe have a
diversified industrial capacity, this trend is hardly surprising (Ndlela,
1987).8 It is absurd that the Protocol should emphasise tariff policy for
achieving regional goals when only a limited range of tariffs will be in use
at anyone time by the majority of countries. South Mrica will be the only
country requiring an elaborate range of tariff lines. Second, for all the rea­
sons stated in the AIDB Study (1993: 23-24 and 36), non-tariff barriers still
remain the single most important constraint to intra-regional trade in the
SADC region. Thus, the focus of the Protocol on tariffs is totally mis­
placed.

A more important concern is that while trade with Southern Mrica con­
stitutes a small percentage of South Africa's global trade, this trade is
growing at a phenomenal pace and has become exceedingly important for
the nature of the merchandise being exported. South Mrica primarily
exports capital equipment and manufactured goods to the region.
Excluding Botswana, Lesotho, Namibia and Swaziland, exports to
Zimbabwe, Zambia, Malawi and Mozalnbique account for 64% of South
African exports to the Mrican continent as a whole (South Mrican
Communication Service, 1996: 187). South Mrica has a surplus in excess of
8:1 with the region, which is unsustainable for the other SADC member
states. This large and entrenched trade imbalance is unhealthy and could
result in impoverishing SADC states. The negative spill-over effects for
South Mrica would include increased clandestine migration into South
Mrica of economic refugees and a degree of destabilisation in the region
which would dramatically increase its own political and social costs.

8 See also African Development Bank (1993); M.]. Mayer and R.H. Tholnas (1997).
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Thus what the Protocol should have addressed is how to counter the
huge trade imbalances between South Mrica and the rest of SADC. Here,
the nature of the two-way exchange between South Mrica and SADC
becomes critical. The Protocol should have investigated the possibility of
increasing trade in non-traditional tradables such as, for example, water
and energy from the region. Given the abundant endowments of these
resources in the region, and South Mrica's diminishing domestic resources
accompanied by rising demand, trade in energy and water are areas where
intra-regional trade may be improved and the trade imbalance redressed.9

Further, regional cooperation in the implementation of infrastructure pro­
jects is critical,10 as well as cooperation on finance and investment.

For these and other reasons, the manner in which the Trade Protocol
develops and that strategies that are used to offset regional inequities
becomes absolutely critical from a geopolitical viewpoint and from the per­
spective of more firmly anchoring regional economic stability. Thus, even
the South Mrican Reconstruction and Development Programme policy
document has argued that the South Mrican government must develop
policies in consultation with its neighbours to ensure more balanced trade.
The Government is attempting to do this through the SADC Trade
Protocol.

V Article XXIV, the Enabling Clause and MFN

This suggests that whatever relationship is developed under the SADC
Trade Protocol, it would certainly need to be flexible in order to accom­
modate very real divergences between the various parties to the Protocol.
Within this context, an important issue for the member states to consider
is what would be the most appropriate WTO instrument under which to
register the Protocol? Bearing in mind the economic diversity in the
region and the required flexibility in approach, should the member states
proceed with the more restrictive Article XXN or should they use the
Enabling Clause?

Because of its lack of flexibility on a number of criteria, Article XXN is
a difficult instrument with which to proceed, especially when exploring
alternative strategies to maximise the development impact of trade
arrangements. SADC member states should instead explore the use of the

9 See, for example, Mayer and Thomas, 1997, p. 39.
10 See Aryeety's paper in this volume; see also the South Mrican Department of Trade

and Industry's initiative entitled the Regional Industrial Location Strategy which explores the
concept of development corridors and clustering in the SADC region.
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more flexible 'Enabling Clause', as the region begins to consider how best
to develop the 'framework agreement' it adopted at Maseru.

Article I of GATT contains the most-favoured-nation (MFN) clause,
which establishes the fundamental principle guiding trade relations global­
ly and is essential to any understanding of regionalism today. It implies
non-discrimination among wro members who are forbidden to selective­
ly grant special trade preferences or privileges to specific other members.
The MFN principle is subject to several important exceptions, including
Article XXN and the Enabling Clause. Through these two provisions,
customs unions (CUs) and ITAs are tolerated and even encouraged as
exceptions to the MFN clause.

Article XXN envisages four types of arrangements, namely CUs, ITAs
and 'interim arrangements' leading to either a CU or an ITA, the objec­
tive of which must be "... to facilitate trade between the constituent terri­
tories and not to raise barriers to the trade of other contracting parties
with such territories" (Article XXN: 4). Amongst the many agreements
which make up GATT 1994,11 is the Understanding on Article XXN
which requires that all notified agreements be examined by a Working
Party and must include a plan and a schedule. The plan and schedule need
not be detailed nor contain clear obligations, but the parties must not put
any interim agreement into force if they are not prepared to alter it to con­
form with recommendations made. GATT requires that an interim agree­
ment for a CU or an ITA be established within a "reasonable length of
time" (Article XXN: 7(b» which the Understanding now places at ten
years. Only in extremely exceptional cases may this period be exceeded,
and here a period of two years is indicated.

In 1979, during the Tokyo Round, GATT Contracting Parties adopted
the agreement Differential and More Favourable Treatment, Reciprocity and
Fuller Participation of Developing Countries containing the provisions which
make up the 'Enabling Clause'. This created a permanent legal basis for
preferences in favour of LDCs or among them, notwithstanding the provi­
sions of Article I. The 'Enabling Clause' was specifically designed to facili­
tate the economic development ofLDCs and LLDCs. For that reason, it is
more flexible in its application than Article XXN. Olivier Long, a former
Director-General of GATT, has argued, "Following the entry into force
of the so-called 'enabling clause' at the conclusion of the Tokyo Round on
28 November 1979, the preferential agreement between developing coun­
tries, and similarly the preferences in their favour granted by developed

11 The Final Act concluded at Marrakesh contains several agreements and
'understandings' on the interpretation of the GATT 1947 provisions, and I refer to this
agreement as GATT 1994.
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countries, now have a permanent legal basis in the GATT" (Long, 1987:
30). Article XXIV exists for the FfAs of developing country members, and
the more advanced LDCs (such as Israel, Singapore and Korea), for which
trade liberalisation is the main objective.

Implicit in the heading Differential and More Favourable Treatment,
Reciprocity and Fuller Participation of Developing Countries is the notion that
LDCs would, with the continued and successful development of their
economies and their graduation to a more developed status, be able to
"participate more fully in the framework of rights and obligations" under
the GATT. This notion of 'fuller participation' by LDCs is the comple­
ment of 'differential and more favourable treatment' and provides the basis
for a potential reversal of the entitlement. As their situation improves,
steps towards progressive 'equality' of treatment should become the rule.
Thus, differential treatment should not be prolonged or made immutable,
but be time-bound with a provision which underscores the principle that it
is not an end in itself, but a vehicle to encourage more rapid economic
development.

The wro Secretariat has reaffirmed the GATT practice in regard to
regional arrangements (WTO, 1996) and has acknowledged that a flexible
regime for LDCs' trade blocs exists as a continuum from the previous
GATr regime. In this context, LDCs have the ability to create an arrange­
ment sui generis of Article XXIV provided that it does not prevent the
reduction and elimination of customs duties or other trade restrictions on
an MFN basis.

While Article XXIV sets out criteria considered by many to be inade­
quate for both CDs and FfAs, the rules under the Enabling Clause are
even less tangible. Indeed, with regard to CDs and FfAs, it has been said
that, "in the international system there is no standard model for a trade
bloc. There are no standard models for customs unions, or free trade
agreements ... Analysis must borrow and synthesise from the practice of
existing trade blocs"(Qureshi, 1996: 151-152).

The Enabling Clause permits the actualisation of the principle, 'differ­
ential and more favourable treatment' for LDCs. In support of this propo­
sition, Sir Leon Brittan has stated,

" ... the ED encourages developing countries to use regional integration as part
of their economic development process. Many of the agreements which result
are notified under the 'enabling clause', agreed as part of the Tokyo Round in
1979 to enable special and differential treatment (and more lenient application
of GATT rules) to be applied to developing countries. This objective remains
important for the ED. Ideally it should be possible to provide for clearer,
stronger rules in respect of FTAs and other regional integration agreements
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affecting developed and more advanced 'developing' countries (many of whom
have a per capita GDP equivalent to ED member states), while at the same
time providing for a genuine more relaxed regime applicable to developing
countries." (Brittan, 1997)

The phrase 'differential and more favourable treatment' and the principle
it espouses is unique in its application to the GAIT. It has been a part of
GAIT language since the early 1970s. The phrase was given more tan­
gible definition to mean inter alia, non-reciprocity, or exemption from the
MFN requirement in trade relations with developing countries. With the
adoption of GAIT 1994, 'differential and more favourable treatment', has
become codified as a rule of law which is time-bound in its application to
LDCs. In respect ofLLDCs (with a few exceptions), the rule has indefinite
application. Thus the GAIT 1994 Agreements have divided LDCs into
two groups: LLDCs, and the rest. 12

The fact that the principle is available indefinitely for LLDCs does not
mean that it is intended to apply in perpetuity. Rather, its indeterminate
nature is a recognition of the extreme uncertainties and difficulties which
these countries confront in their efforts to develop, and which makes it
nearly impossible to specify in advance how long it will take them to
'graduate' from LLDC to LDC status. But, there is an unspoken assump­
tion that, given the admittedly slow and susceptible nature of attempts at
development in LLDCs, the latter will eventually graduate from their
unfortunate status. When that happens, the rule falls into disuse and
becomes redundant as they will then adopt reciprocal MFN in respect of
their trade relations with other V"'1TO member states, and be integrated
into the global economy.

The reality of the Enabling Clause, taken with the new "WTO rules­
based approach to trade relations, indicates that "WTO members will not
be so tolerant of LDC arrangements registered under Article XXIV that
do not comply strictly with the latter provision. The fluidity of the eco­
nomic conditions of LDCs, and the pregnant expectation that they will
advance and. move away from a state of underdevelopment, are important
factors in the evolution of thought and practice in this area.· The Enabling
Clause provides inducement for this conceptual evolution with the under­
lying notion of the 'fuller participation' of advanced LDCs in the imple­
mentation of the GAIT.

12 This division is, however, not helpful since it groups countries like Swaziland,
Botswana and Zimbabwe together with Brazil, Singapore and Israel, and treats them all
equally.
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VI Conclusion: Trade and Investment as the Driving Forces

If we accept that the aim of integration among LDCs is not simply the effi­
cient use of existing capacity as portrayed in classical CD theory (since this
capacity is in any event less developed than is desirable), but that its pri­
mary objective is to encourage development and the transformation of pro­
duction structures through industrial diversification and m~rket expansion
(Ostergaard, 1993: 29-34), then we can argue that the Enabling Clause
allows member states the flexibility to design an agreement better suited to
their circumstances and needs.

SADC member states should therefore notify the Trade Protocol under
Paragraph 4 (a) of the Enabling Clause, especially if they want the flexibil­
ity to design an agreement more appropriate for their needs, and for safe­
guarding their economic interests. The effect of registering an agreement
under the Enabling Clause would also indirectly indicate that South Africa
considers itself as a developing country within the WTO framework.
While this would need to be determined when the Committee on Regional
Trade Agreements examines the arrangement, it is highly unlikely that the
WTO Committee would have any difficulty arriving at the same conclu­
sion as the OECD's Development Assistance Committee which classifies
South Mrica as an LDC.

How then should the Trade Protocol be framed? First, the primary
point of departure should be the need to address investment, especially
countervailing investment - and principally, trade-related investment ­
from South Mrica into the other economies of the region. This should
preferably occur in amounts which would substantially offset the massive
trade surpluses in favour of South Mrica from intra-regional trade. The
reality is that the size of South Mrica's trade surplus vis-a.-vis the rest of
the region is so large as to be unsustainable and unfinanceable. With most
SADC economies being highly dependent on foreign aid, it would be
unrealistic to expect donors to keep providing exceptional levels of balance
of payments support to these countries simply to finance imports from
South Mrica.

A second and more important reason why the Protocol should focus
more heavily on investment measures is that in the absence of inductive
capital flows from South Africa, it is extremely unlikely that private capital
flows from the rest of the world will materialise if primary flows from
South Mrica do not lead. 13 For this reason, SADC needs to conclude a

13 The region's investment-risk profile is still too high to encourage normal FDI. The
only type of investment that seems to be materialising lately is in mining, where the risk pro­
file is not as important a consideration. Southern Africa needs to attract more investment in
productive capacity, but this is not happening.
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complementary Protocol on regional investment policy, to supplement the
Trade Protocol, as soon as possible. The former would need to target or
facilitate cross-border movements of capital in the short term and the issue
of the clearing of payments. More particularly, it should not be detailed
and complicated, but should be designed to meet the needs of countries at
various levels of development. Certainly, there will be need for very close
collaboration between the Trade and Industry and Finance and Investment
sectors.
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Regional Economic Interaction in the
Middle East and North Africa

Mohamed A. El-Erian1

I Introduction

Regional economic interaction in the Middle East and North Mrica
(MENA) is relatively low: trade flows are limited in size and concentrated
in composition; labour movements, while significantly more important, are
skewed and have been subjected to a range of non-economic disruptions;
tourism flows are segmented within the region; and residents' capital hold­
ings have been often invested outside the region rather than in other coun­
tries within the region.2

The reasons for the limited amount of regional economic interaction are
mainly economic and security related. Until recently, the economic policy
stance of several countries has tended to limit integration with the interna­
tional trade and financial systems, let alone within the region. On the
security front, the region has had its host of problems, particularly in the
context of the prolonged Arab-Israeli conflict.

While economic interaction has been limited, there has been no lack of
recognition among governments of the region of the potential benefits of
deeper integration in the region and/or among subgroups of countries in
the region. 3

Indeed, the region's history is full of attempts at greater integration -

1 The author is grateful for the comments provided by Ernest Aryeetey and other partici­
pants in FONDAD's July 1997 workshop on "Regionalism and the Global Economy" and the
follow-up November conference. The author is also grateful to Peter Kunzel for his research
assistance. The views expressed in this paper are those of the author and do not necessarily
reflect those of the IMF.

2 For the purposes of this paper, MENA is defined to cover the members of the Arab
League, the Islamic Republic of Iran, and Israel (see box). The paper builds on the analysis
contained in El-Erian and Fischer (1996) and El-Erian and El-Naggar (1996).

3 Interest in regional integration is not unique to MENA. Indeed, interest in regionalism,
or what is often labeled as "new regionalism," has become quite broad, with some analysts
seeing it as the second most powerful force currently reshaping the world economy - the first
being globalisation. See, for example, de Melo and Panagariya (1993), Hine (1992), Keating
and Loughlin (1997), Mistry (1996), OECD (1993), and Teunissen (1995 and 1996). Borrman
and Koopmann (1994) noted that regional trade under formal integration arrangements cov­
ered 45% of total trade due, primarily, to developments in the European Union.
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MENA at a Glance

Coverage. The MENA region is defined to encompass the econo­
mies of the Arab League (Algeria, Bahrain, Djibouti, Egypt, Iraq,
Jordan, Kuwait, Lebanon, Libya, Mauritania, Morocco, Oman,
Palestine, Qatar, Saudi Arabia, Somalia, Sudan, the Syrian Arab
Republic, Tunisia, the United Arab Emirates, and the Republic of
Yemen), as well as the Islamic Republic of Iran and Israel. The region
possesses abundant natural resources and, on average, enjoys a reason­
able standard of living. However, individual countries exhibit a broad
diversity of characteristics. They vary substantially in natural resour­
ces, economic and geographical size, population, and standards of
living.

Size. The MENA region covers an area of more than 15 million
square kilometers and contains more than 300 million people, roughly
6 percent of the world's population. The population of individual
countries varies considerably - the smallest among them have a popu­
lation of about half a million (Bahrain, Djibouti, and Qatar) and the
largest have populations of some 60 million (Egypt and the Islalnic
Republic of Iran). The nominal GDP of the region amounted to over
$600 billion in 1996, roughly 2 percent of world GDP and about 11
percent of developing countries' GDP.

Population growth. Many MENA countries are experiencing rapid
population growth and have a high proportion of young dependents
among their population. The average increase in population in recent
years has been about 3 percent, although a group of countries (Kuwait,
Libya, Oman, Qatar, Saudi Arabia, and the United Arab Emirates)
have registered a higher rate of growth of 3.5 percent. Bahrain, Egypt,
Lebanon, Morocco, and Tunisia have recorded relatively low rates of
population growth (of about 2 percent) compared with the average for
developing countries as a group.

Per capita income. The region includes some of the poorest coun­
tries in the world, with per capita incomes around $200 (Somalia and
Sudan), as well as countries among the high-income groups, with per
capita incomes ranging between $14,000 and $18,000 (Israel, Kuwait,
Qatar, and the United Arab Emirates).
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Regional subgroupings. Many subgroupings have been used in the
literature. The most common include:
• Oil economies. Ten MENA countries are classified as oil exporting

countries. They are Algeria, Bahrain, the Islamic Republic of Iran,
Iraq, Kuwait, Libya, Oman, Qatar, Saudi Arabia, and the United
Arab Emirates. Although other countries (such as Egypt, the Syrian
Arab Republic, Tunisia, and the Republic of Yemen) also export oil,
the role of this sector in their economies is relatively limited.

• Cooperation Council for the Arab States of the Gulf (GCC). Member
countries of the GCC are Bahrain, Kuwait, Oman, Qatar, Saudi
Arabia, and the United Arab Emirates.

• The Arab Maghreb Union (AMU). The members are Algeria, Libya,
Mauritania, Morocco, and Tunisia.

• Mashreq. This group consists of Egypt, Israel, Jordan, Lebanon, the
Syrian Arab Republic, and West Bank and Gaza Strip.

Source: Intenrzational Monetary Fund, Building on progress: refon1Z and growth in the Middle

East and North Africa, IMF, Middle Eastern Department, Washington, D.C.,

1996.

mainly through bilateral trade agreements among Arab countries. In the
design of these agreements, governments have rightly sought to exploit
opportunities for welfare-enhancing economic interactions, strengthen the
collective political bargaining power vis-a-vis other countries, and achieve
other non-economic national goals (namely, greater national security).
Their effectiveness, however, has tended to be quite limited. This history
of bilateral agreements led one observer to note that in certain regions of
the world one finds regional trade, in MENA one just finds regional trade
agreements!

In the last five years, the MENA region has witnessed three major initia­
tives aimed at enhancing regional interactions. First, efforts launched after
the Oslo agreements and Madrid meeting (both relating to Arab-Israeli
relations); second, the pursuit of regional integration through the indirect
route of linkages with another region (e.g. through "Association
Agreements" between certain countries of the region and the European
Union (EU»; and third, and most recently, efforts toward creating an
"Arab Common Market" (ACM) starting with a subgroup of countries, if
necessary.

The purpose of this paper is twofold: first, to provide insights into the
reason for the limited regional interaction to date; and second, to identify
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the main factors that will influence the effectiveness of future interaction,
including various integration initiatives. To this end, Section II, docu­
ments and explains why, despite various official initiatives and favourable
initial conditions, regional interaction has been limited overall and very
skewed in terms of activities. Recognition of the resulting adverse econom­
ic welfare effects, as well as non-economic factors, is behind the current
resurgence in interest in regional integration. As discussed in Section III,
the prospects for regional interaction (both regionalism and regionalisa­
tion) will be determined by two sets of competing forces. On the one hand,
the favourable recent developments in individual countries' enabling eco­
nomic environments (the "economic fundamentals") and, to a lesser extent,
the catalyst of the Association Agreements with the ED will encourage
regional interaction, as well as progress on the creation of the ACM. On
the other hand, the uncertain political dimension will act as a damper for
region-wide integration. Accordingly, the paper concludes that what is like­
ly to emerge over the next few years is greater interaction among subgroups
of countries in the region (the Arab ones) - particularly in the form of
regionalism - with positive welfare effects.

II The Extent of Regional Economic Interaction in MENA

Regional economic integration is a broad concept. It can cover not only
strict economic relationships among goods and factors of production in a
region (also known as "market integration"), but also legal and institutional
relationships ("institutional integration").4

The instruments of regional integration are also quite broad, ranging
from informal and non-directed mechanisms to institutionalised ones such
as custom unions and free trade arrangements. 5

In reviewing the extent of regional economic interaction, this section
looks at four factors which impact both elements of economic integration:
trade in goods, labour movements, other market integration channels, and
policy coordination mechanisms. It is argued that, in MENA, these ingre­
dients of integration have been extremely limited at the level of the region
as a whole - both in absolute levels and relative to other regional groupings
(formal and informal). Moreover, the most important ingredient of region­
alism in the MENA region - viz., that based on labour flows - has been
subject to significant non-economic disruptions. At the sub-regional level,
there have been more pronounced cases of effective integration.

4 See Cooper (1974).
5 The latter differentiate regionalisation from regionalism.
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Trade in Goods

Trade among countries in the MENA region is relatively limited. In the
1990s, such trade averaged around 7.25% of the region's total trade (see
Table 1 at end of paper).6 The share has been a relatively stable one, fluc­
tuating for the most part in the 6-8% range (Chart 1). By contrast, trade
with countries in the European Union has averaged some 43% in the
1990s, with a higher share of imports from the EU (48%) than exports to
the EU (38%).

The extent of regional trade is limited not only at the aggregate level,
but also at the country and product levels. Thus, for no country in the
region does regional trade account for more than 25% of total trade.7 On
the product side, there is no category for which MENA trade is very
important, with the exception of mineral fuels. 8

Table 2 (at end of paper) compares regional trade in MENA to some
other country groupings based on the same methodology and source of
statistics. In the 1990s, MENA had the lowest incidence of regional trade.
While regional trade in Mrica is only somewhat higher, it is significantly
larger in other industrial and developing country regions - ranging from
almost 20% in Mercosur to over 60% in APEC and the EV.

A cursory look at the composition of MENA's trade suggests that the
limited intra-regional trade is not really an issue of product composition.
While exports of primary products (mainly oil) are important, the region
also has a solid base of exports of manufacturing goods and foodstuffs.
This is particularly so for the non-oil exporting countries where manufac­
turing products have accounted for 54% of their total exports in the 1990s.
On the import side, the structure is dominated by manufacturing goods
(67%), followed by commodities (15%) and foodstuffs (12%). The recent
work by Havrylyshyn and Kunzel points to the potential for complemen­
tary trade for the group of Arab countries.9

Labour Movements

In contrast to trade in goods, labour movements have been an important

6 The unweighted country average is also under 10%. The measure does not include
informal border and suitcase trade. While such trade exists, its magnitude is not thought to
alter significantly the argumentation in this paper.

7 The countries with the highest share of regional trade in the first half of the 1990s were
Bahrain (23%), Oman (14%),]ordan and Syria (both 14%); those with the lowest were Israel
(0.1 %), Algeria (3 %), and Kuwait (4%).

8 See Fischer (1993).
9 Havrylyshyn and Kunzel (1997).
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Chart 1 MENA: Direction of Trade, 1985, 1990, and 1996
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Japan 12.2%

E.U. 43.7%
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Japan 7.6%

1990

Japan 8.4%

E.U.42.6%

Other European 4.9% Latin America 1.9%

element of interactions among countries in the MENA region. Thus, it has
been argued that trade in labour services has been the most successful ele­
ment of regional integration.10 This is seen to have given rise to a curious
phenomenon whereby labour movements were the first rather than the
final and most controversial aspect of regional integration, as is normally
the case.

Labour migration has reflected the large differences in factor endow­
ments between the relatively populous non-oil economies in the region,
and the oil economies with small populations (essentially Inembers of the
Gulf Cooperation Council (GCC) and Libya).11 While significant in num­
ber, labour flow patterns have been subject to significant disruptions. This

10 See Shafik (1992).
11 The six GCC countries are Bahrain, Kuwait, Gnlan, Qatar, Saudi Arabia, and the

United Arab Emirates.
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is illustrated in considering the two types of flows that have dominated
regional labour movements over the last 25 years: (i) flows from non-oil
Arab economies to the Arab oil economies; and (ii) Palestinian workers
employed in Israel.

In the case of the first type of flows, it is estimated that about two-thirds
of the eight million migrant workers in the six members of the GCC in
1985 were from other Arab countries. 12 While comprehensive numbers
are hard to come by, it is believed that this number has declined. There has
also been a change in composition in some countries. In Kuwait, for exam­
ple, a significant proportion of the Jordanian, Palestinian, and Sudanese
labour flows before the 1990-91 regional crisis has been replaced by
Eastern Asian workers and higher inflows of other Arab nationalities (espe­
cially Egyptian).l3

In the case of the second type of flows, the variability has also been sig­
nificant, if not considerably higher. Indeed, since 1992, Palestinian labour
employed in Israel has fluctuated from levels well in excess of 100,000
(over 25% of total Palestinian employment) to virtually zero. As regards
annual averages, these have ranged from 116,000 in 1992 to 25,000 in
1996. The movements have not only been large in size but also subject to
dramatic sudden changes, with considerable direct and indirect effects on
private incomes, the government budget, and neighbouring economies. 14

The fluctuation in labour movements has been associated with an
important institutional/legal aspect. MENA workers have not enjoyed the
type of structure that is found in the ED for example, where citizens of one
country enjoy the legal right to work in other countries within the region.

Other Flows

Data on other flows are more limited. Tourism and non-factor service flows
have appeared quite segmented, with significant regional flows limited
essentially to Egypt, Jordan, Lebanon, Morocco, and Tunisia. Capital flows
have also been limited, with the exception of the very large official flows
from the oil-exporting Arab countries to other Arab countries, particularly
following the 1973-1974 and 1979-1980 international oil price increases,
and the continued activities of Arab regional institutions (particularly the
Arab Fund for Economic and Social Development and the Arab Monetary
Fund).1 5

12 See Klinov (1991).
13 See Chalk, El-Erian, Fennell, Kireyev, and Wilson (1997).
14 See Zavadjil, Calika, Kanaan, and Chua (1997).
15 Van den Boogaerde (1991) provides information on official capital flows.
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Regional Policy Coordination

There have been no effective mechanisms for regional policy coordination
for the region as a whole. Mechanisms for resolving economic disputes have
been virtually non-existent and regional channels for exchanging macroec­
onomic information have been extremely limited.

The closest countries in the region have got to region-wide economic
dialogues has been through the series of "economic summits" launched in
1994 in Casablanca. However, while including Israel, they were not
attended by certain Arab countries and the Islamic Republic of Iran. Also,
they have not taken the nature of coordination summits with the exception
of some projects in tourism and cooperation by chambers of commerce.
With the deterioration in Israeli-Palestinian relations since 1996 and relat­
ed setbacks to the peace process, the "summits" have been downgraded to
the concept of a regional economic "conference". Indeed,Van den
Boogaerde (1991) provides information on official capital flows. the
November 1997 conference held in Qatar was poorly attended by coun­
tries in the region as several Arab governments expressed frustration at the
hardening of the Israeli positions in the peace process.

There has been better policy coordination at the sub-regional level, with
some notable successes. The fora for such coordination include: (i) the
GCC (the closest the region gets to regionalisation); (ii) through the
mechanism of OPEC and OAPEC; and (iii) in the context of the activities
of the Arab financial institutions and the Arab League. Other attempts,
such as the Arab Maghreb Union, have been of very limited success. 16

III Why Has Regional Interaction Been So Limited?

The above-cited indicators of limited regional economic interaction con­
trast strongly with the repeated efforts by governments to implement
cooperation agreements among groups of Arab countries in the region.
They also contrast with the economic, geographical and cultural character­
istics of the region that point to gains from increased regionalism.

As in other regions, there were three reasons behind most attempts at
regional integration: (i) economic welfare gains; (ii) enhanced collective
political bargaining power in extra-regional affairs; and (iii) non-economic
national goals (especially, security-related ones))7

16 Members of the AMU are Algeria, Libya, Mauritania, Morocco, and Tunisia. For a
discussion of the AMU, see Finaish and Bell (1994).

17 For a survey of regional integration issues, see GEeD (1993). Reviews of the opera­
tion of regional trade arrangements may be found in Brown (1994), de la Torre and Kelly
(1992), de Melo and Panagariya (1993), and IDB (1997).
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On paper, these reasons should be facilitated by economic, geographical
and cultural conditions that are conducive to regional integration in
MENA.

• On the economic side, the region has a diverse natural, human, and finan­
cial endowment that is spread among countries in the region. The
regional market offers considerable purchasing power and there are
indicators of trade-creating gains.

• On the geographical front, the region covers a large contiguous land mass
which is rich and diverse in natural resources (oil, gas, non-fuel miner­
als, agriculture pockets, etc.). Regional trade routes are, on paper, rela­
tivelyaccessible.

• On the cultu1!"al front, the extent of language and religious coherence
compares favourably with other regions such as the ED and ASEAN.

These factors suggest that the level of regional economic interaction
should be larger than what currently exists. Or, to use the traditional
terms, it would appear that there are good reasons for trade-creating (as
opposed to trade-diverting) forces under an integration arrangement,
given what appears to be unexploited "natural trading" opportunities.1 8

This trade-creating element is related to cost-reducing economies of scale
associated with the factors cited above. There would also be an impact on
the pattern of foreign direct investment and portfolio flows, including that
originating from outside the region. Finally, for several economies in the
region, efficient regional cooperation can help overcome the disadvantage
of their relatively small size in the world economy.

As indicated in EI-Erian and Fischer (1996), it is important to stress that
what is being argued here is not necessarily that economic factors point to
an a priori scope for regional economic interaction that is overwhelmingly
large; nor is it argued that increased regional interaction need necessarily
be pursued through formal discriminatory arrangements. Rather, the argu­
ments in this paper call for countries in the region to continue to interact
mostly with non-regional partners while enhancing the level of regional
interaction which, at this point, is well below what would be attained if
economic relations among countries in the region were subject to fewer
economic and political constraints.19

18 This argumentation is developed by, for example, Langhammer (1992) and Bon'man
and Koopman (1994).
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This argumentation is closely related to the importance of viewing
regional integration initiatives as consistent with multilateralliberalisation
rather than as an obstacle or a substitute for it. In this regard, and as dis­
cussed further below, the complementarity of regionalism and multilateral­
ism depends essentially on three factors: first, ensuring that the regional­
ism is "open" - i.e. accompanied with liberalisation versus other regions;
second, avoiding that work on regional issues detract from preoccupation
with multilateral issues; and, finally, avoiding that vested interests' opposi­
tion to regionalism compound unduly so that they effectively oppose mul­
tilateralism.

\Vhat, then, are the most important constraints? Two stand out in
importance: the enabling economic environment (at both the individual
country level and structural rigidities at the regional level); and the politi­
cal dimension.

The Enabling Economic Environment

It is critical that the economic environment in the countries in the region
is such as to enhance trade. Until recently, the Arab region's external trade
and investment relations have been undermined by the legacy of the
inward-oriented public sector-led development strategies pursued by most
non-oil countries in the region. It is, therefore, no surprise that the limited
intra-regional economic activity had been accompanied, until recently,
with limited interaction with the rapidly globalising international econo­
my.20 Thus, at a time when developing countries' share of the booming
international trade grew (from 23% in 1985 to 29% in 1995), that of the
Arab economies declined (from 5% to 3%); moreover, trade (as well as for­
eign direct investment) remained concentrated in the energy sector. At the
same time, these countries attracted less that 1% of the flow of portfolio
capital to developing countries.21

Appropriate economic policies are a prerequisite for the deepening of
efficient international economic links - be it within a region or with part­
ners outside the region. Among the factors stressed by recent studies are:
(i) macroeconomic stability; (ii) openness of trade and payments regimes;

19 A good illustration of this is the Maghreb sub-region. Because of some similarity in
resource endowments and the greater proximity of the Maghreb countries to Europe as com­
pared to the MENA Mashreq countries, the Maghreb will continue to trade mostly with non­
regional partner countries in Europe. Nevertheless, there are gains to be attained from deeper
economic interaction within Maghreb, including through the attraction of foreign direct
investment to supply a considerably larger market.

20 See El-Erian (1997).
21 Additional information is contained in El-Erian and Sheybani (1997).

176
From: Regional Integration and Multilateral Cooperation in the Global Economy 
                    FONDAD, The Hague, 1998, www.fondad.org



(iii) government intervention in the economy in support of (rather than
substitute for) private sector activity; (iv) financial sector deepening; (v)
sound human resource development policies; and (vi) strengthened institu­
tions, governance, and information flow. Recent studies also stress that
there is no single policy that is sufficient to ensure a favourable outcome.
Rather, economies need at least a moderate degree of success on several
policies.22

The recent economic history of the region is well documented.23

Studies tend to stress not only the region's limited integration through
trade and capital flow but, importantly, its limited ability to generate StlS­

tained high growth. Thus, the region's per capita income level in 1995 was
somewhat lower than a decade earlier - this at a time when developing
countries as a group saw their per capita income rise by over 40% while
that of the Asian economies increased by over 80%. Not surprisingly,
investment and saving rates remain well below the averages for developing
countries, let alone the fast growing ones.

There are several inter-related reasons behind the disappointing growth
performance and several MENA's countries' relatively limited interaction
at a regional level and with the world economy. Since this paper does not
provide an appropriate forum to delve into this topic, we will limit our­
selves to two observations. At the most basic level, there is now widespread
agreement that the domestic policy stance in most MENA countries was
not strong enough to offset the deterioration in the external economic
environment (particularly the weakening international terms of trade). The
following economic factors have tended to attract attention in recent stud­
ies on the particular aspects of the region (especially for the non-oil econo­
mies)24 - factors that are now being addressed in several countries by com­
prehensive adjustment and reform policies:

• Investment activity that was overly directed by the public sector, low in
efficiency, involving limited growth in total factor productivity, and
dependent overall on outside (and volatile) sources;

• Financial intermediation processes that were insufficiently market-based
for the mobilisation and allocation of loanable funds, thereby placing
excessive emphasis on selective credit allocation mechanisms and involv-

22 See for example the study of 110 developing countries contained in Aziz and Wescott
(1997).

23 For recent analyses see World Bank (1995) and IMF (1996).
24 These include Alonso-Garno, Fedelino, and Paris-Horovitz (1997), Bisat, El-Erian,

and Helbling (1997), Chabrier and Kanaan (1997), and Moalla-Fetini and Waterbury (1997).
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ing an inherent bias against domestic savings mobilisation; they did little
to impose discipline on the enterprise sector;

• An external trade regime that tended to undermine export activity and
overly limited the degree of competition faced by domestic producers, as
well as limiting consumer choice; and

• A public/private sector balance in which the public sector often ended
up substituting (rather than complementing) private sector activity; at
the same time, some of the existing private sector activities tend to
depend on rents and on the largess of the public sector, preferring to be
shielded from external competition.

These factors inhibit trade and investment interaction at the regional and
international levels. They were compounded by structural rigidities. These
include divergences in regulatory frameworks, including customs nomen­
clatures which impact directly on trade. Moreover, regional road and rail
transportation facilities have remained limited, and regional infrastructural
projects have been constrained by a host of restrictions. Also, the region as
a whole has not benefited from a strong institutional setup that provides a
forum for discussion of regional issues and harmonises policies where
needed. Indeed, it is this recognition that has led to efforts to establish the
Middle East Development Bank.

The Political Dimension

MENA has had more than its share of political conflicts. These conflicts
have impacted economic relations at both the country and regional level.
The Arab-Israeli conflict has been, by far, the most protracted conflict in
MENA. With the largest range of direct and indirect economic and finan­
cial repercussions,25 it has resulted in four regional armed conflicts in the
past 50 years, a series of border clashes and incursions, and spillover effects
in other regions. It has fostered for years a high degree of deep mistrust
and hostility.

Regional economic activities have also been undermined by other politi­
cal differences, including those triggered by Iraq's invasion of Kuwait in
1990 and developments in North Mrica which have inhibited cooperation
among members of the Arab Maghreb Union (AMU). The diversity of
political systems and governance may also have played a role in limiting
regional economic activities. The argument here is that the less similar the

25 See, for example, papers in Fischer, Radrik, and Tuma (1993).
26 This is the line taken in OEeD (1993) for example.
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political institutions and systems of governance among countries in a
region are, the more difficult and less effective the process of regional inte­
gration becomes.26

With the various conflicts and political differences, it is perhaps not sur­
prising that there has not been a broad commitment at the national level to
regional economic goals. Mter all, such commitment implies yielding a
certain amount of economic and financial sovereignty from the country to
the regional level - a process that raises all sorts of issues as demonstrated,
most recently, by developments in the EV. In the case of MENA, such
political and governance issues have repeatedly led to national considera­
tions undermining regional efforts, including in the context of translating
regional aspiration into an effective and independent institutional founda­
tion.27

IV Prospects for Regional Integration

The previous section's review of the main factors that have determined the
pace of regional economic interaction in MENA forms the basis for evalu­
ating the prospects. Thus, it is clear from above that the prospects for
regional economic interaction depends on improving the enabling eco­
nomic environment and overcoming the considerable political hurdles. It is
in this context that the more focused efforts bear fruit.

There is now increased attention being devoted to integration efforts in
MENA, be it through informal channels in the form of linkages to Europe,
a new Arab Common Market or region-wide arrangements. The analysis
detailed below comes out with four main findings of relevance to these
efforts.

1. For an increasing number of countries in the region, the economic pre­
conditions for integration (regionalism and regionalisation) have
become more favourable.

2. The political aspects, however, and especially those linked to the resolu­
tion of the Arab-Israeli conflict, remain difficult.

3. Successful integration efforts are more likely to happen among subsets
of countries in the region than at the level of the region as a whole.

4. These efforts may well be given a boost by the ongoing process of nego-

27 See Ghantus (1982).
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tiations of "Association Agreements" between the ED and countries of
the southern and eastern Mediterranean, as well as the renewed political
emphasis on an Arab Common Market.

A Changing Economic Landscape

In reaction to both the disappointing growth performance discussed above
and policymakers' increasing recognition of the dangers of marginalisation
in the rapidly globalising world economy, several MENA countries have
stepped up their process of economic adjustment and reforms. Responding
to the strengthening of policies and favourable external terms of trade
developments, the region's growth rate doubled in 1996 (to almost 5%),
while inflation, the current account deficit, external debt indicators, and
foreign exchange reserves were at their most favourable level this decade
(Chart 2). Macroeconomic conditions remained favourable in 1997 as
reflected in a second year of per capita income growth, and further reduc­
tions in domestic and external financial imbalances.28

MENA's economic and financial improvelnents have been noted by the
international markets. Larger amounts of capital have been channelled to
the region. Several public and private sector entities are now able to direct­
ly tap the international capital markets, assisted by the favourable credit
ratings obtained by several countries in the region. Institutional linkages
with international firms are increasing. While the disruptions in Southeast
Asia are expected to result in a decline in overall private flows to develop­
ing countries, the share of MENA is expected to increase and,. also per­
haps, the absolute amounts.

These favourable changes in the region's macroeconomic indicators and
linkages with the international system are to be welcomed. Equally impor­
tant, if not more, are the underlying changes in the economic structure of
the non-oil MENA economies. Thus, several countries have taken impor­
tant steps to reduce the level of tariff and non-tariff protection, deregulate
domestic activities, and improve the intermediation of funds mobilised
domestically and abroad. This is part of the large move away from a public
sector led import-substitution strategy to one where the private sector
takes the lead with public sector support rather than substitution.

Trade Iiberalisation. The non-oil MENA economies have some of the
highest rates of tariff protection in the world.29 This has inhibited their
export activities without a pronounced return in terms of establishing a

28 See EI-Erian and Fennell (1997).
29 For details see Alonso-Garno, Fennell, and Sakr (1996).
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Chart 2 MENA: Selected Economic Indicators, 1990-1996

RealGDP Inflation
(annual changes, inpercern) (in percent)

20

5,5 5,5

18 18

4,5 4,5 16 16

3,5
14 14

3,5

12 12

2,5 2,5

10 10

90 91 93 94 95 96 90 91 92 93 94 95 96

Current Account Balance External Debt
(inpercentofGDP) (in percent of GDP)

36 36

34 34
-2

32 32

-6 -6

-8 -8
30 30

-10
28 28

-14 -14 26
90 91 92 93 94 95 96

solid domestic production base; it has also undermined consumer welfare.
Not surprisingly, therefore, tariff reductions have been an important part
of reform programmes in the region. For example, Egypt has reduced its
maximum tariff rate from 70% in August 1996 to 50% in June 1997, and
Jordan has reduced its rate from 70% in December 1996 to 40% in June
1997. While the non-oil economies still have higher tariff rates than most
other developing countries, these recent moves will facilitate their faster
integration in the world economy.

Domestic deregulation. Concurrent with the reduction in tariff rates,
several countries have taken steps to deregulate domestic activities (e.g.
Egypt, Jordan, Morocco, and Tunisia). Measures have focused on privat­
isation and opening up sectors previously reserved for the public sector

181From: Regional Integration and Multilateral Cooperation in the Global Economy 
                    FONDAD, The Hague, 1998, www.fondad.org



(e.g. airport, ports, roads, and power generation). Indeed, several coun­
tries, including in the GCC, are exploring ways for greater involvement of
the private sector in large infrastructure projects. Steps have also been
taken to reform investment regulation, especially as applicable to foreign
direct investment.

Financial reform. In an attempt to improve the process of mobilising and
allocating loanable funds, several MENA countries are promoting the role
of market forces in the mobilisation, pricing, and allocation of financial
resources while, concurrently, strengthening prudential supervision and
regulation. 30

Institutional linkages. With the improvement of the enabling economic
conditions, we are witnessing increased institutional linkages within the
MENA region. Recent advances have included the linking up of the Cairo,
Beirut, and Kuwait stock markets. Progress, albeit slow, is also being made
in establishing the MENA Bank. The Bank is to provide a wide range of
assistance to the region's private sector and help finance regional projects.
It can also provide an important forum for countries to discuss regional
economic issues. All in all, the MENA Bank offers a cost-effective option
for supporting the development of economies in the region while minimis­
ing the duplication of the activities of existing institutions.

The Catalyst ofEurope

The last two years have seen intensive negotiations between the ED and
southern and eastern Mediterranean countries in the context of the ED's
"Mediterranean Basin Initiative." As of October 1997, Israel, Morocco,
and Tunisia had finalised "Association Agreements" with the ED; Jordan
and the Palestinian Authority had initialled agreements; and Algeria,
Egypt, Lebanon, and Syria were in the process of negotiation.

These agreements have an important trade component which is of rele­
vance to this paper's discussion. Specifically, they entail the creation over
12 years of a free trade area for most products between the ED and coun­
tries of the southern and eastern Mediterranean. The dismantling of tariff
and non-tariff barriers in the latter group of countries is to be facilitated by
the provision of ED assistance of some ECD4.7 billion, with a correspond­
ing amount from the European Investment Bank.

On paper, the Association Agreements with the ED offer the prospects
of benefits in the form of increased bilateral trade and, potentially more

30 These efforts are discussed in Chalk, ]bili, Treichel, and Wilson (1996).
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important, from higher foreign direct investment. Given the favourable
access that MENA countries already enjoy to the industrial product mar­
kets in MENA and the absence of aggressive liberalisation of ED agricul­
ture, the static trade gains appear limited. 31 The large potential gains
result much more from dynamic factors such as the associated changes in
productivity levels and the advantages of being anchored to Europe,
including beneficial effects on investor perceptions. Indeed, most studies of
regional integration efforts - covering both successes and failures - empha­
sise the impact on investor expectations of economic policy convergence
and harmonisation of regulatory and supervisory regimes.

Putting aside discussions on the components (actual and potential) of
the current Association Agreements, it is generally recognised that, if well
managed, the Association Agreements with the EU can not only enhance
the economic environment in several MENA countries, but also provide a
catalyst for regional MENA integration as a stepping stone to multilateral
liberalisation. A thorough discussion of this issue is contained in
Havrylyshyn's recent works, as well as in the volume edited by Galal and
Hoekman. For the purposes of our discussion, there are two important ele­
ments to note: (i) the cumulative rule-of-origin principle applicable to the
MENA partners; and (ii) the incentive for MENA partners to reduce the
risk of foreign investment taking the "hub-and-spoke" form whereby the
incremental direct investment locates in Europe to access the new south­
ern and eastern Mediterranean markets. In both circumstances, the bene­
fits are maximised and the risks reduced if MENA countries integrate
more with each other.

This argument has important implications for the renewed emphasis on
Arab economic integration. Simply put, by opening up to each other, Arab
countries will increase the welfare benefits of their other economic liberal­
isation efforts, particularly vis-a.-vis the European Union. 32

An Uncertain Political Dimension

The factors cited above have the potential to facilitate greater regional
interaction in the context of a faster integration with the world economy.
The improvement in the enabling economic environment, in particular,

31 There is a concern here that the process is not comprehensive across sectors (let alone
covering labour) and does not involve reciprocity on the part of all trading partners. Thus,
the current exclusion of agriculture from the EU's liberalisation process will entail welfare
losses for the countries of the southern and eastern Mediterranean.

32 For example, initial general equilibrium model work on Egypt by Hoekman, Markus
and Konan suggest that the welfare gains of free trade agreements with both the EU and the
US increase dramatically if accompanied by an Arab free trade agreement.
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may be thought of as a necessary, but not sufficient, condition. Indeed,
region-wide interaction will continue to be constrained by the unsettled
Arab-Israeli political conflict.

Already in 1996 and 1997, several Arab countries have slowed down
their process of economic normalisation with Israel in response to the
deteriorating Israeli-Palestinian relations and other setbacks to the eventu­
al establishment of a comprehensive, just, and durable peace. Moreover,
participation in the 1997 MENA Economic Conference was limited.
Accordingly, the resumption of region-wide integration efforts will depend
on attempts to restore confidence in the peace process. It should also be
noted that even with progress in the peace process, it will take time to
overcome the suspicion and hostility associated with what has been a pro­
longed and costly Arab-Israeli conflict.

Putting it Together

In sum, the region faces two conflicting forces with respect to greater
regional economic interaction. On the one hand, favourable developments
in the enabling economic environment and the catalyst of the EU
Association Agreements will encourage regional interaction. On the other
hand, the uncertain political dimension will act as a damper. Accordingly,
what is likely to emerge is greater economic interactions among subgroups
of countries - in the form of further integration of the six members of the
Gulf Cooperation Council and greater interaction among other sub­
groups of Arab economies. Such interactions will benefit from reduction in
tariff and non-tariff barriers (including simplifications in and harmonisa­
tion of administrative and regulatory regimes). Unlike past attempts, this
one will need to be driven operationally by the private sector rather than
by agreements among public sector entities.

In pursuing such interaction, Arab economies will need to be mindful of
the implications for multilateralism. In particular, the interactions should
be seen, and therefore designed, as consistent with the much needed multi­
lateralliberalisation rather than a substitute for them.3 3 Otherwise, there
will be significant welfare losses as a result of traditional trade diversion
effects. Moreover, a "closed regionalism" is unlikely to prove attractive to
sustained high foreign direct investment.

For regional integration to prove consistent with, if not conducive to,
multilateral liberalisation, it needs to be accompanied as soon as possible

33 The risks are put starkly by Borrman and Koopman (1994) who note that regional
integration could well be viewed as "an institutionalised beggar-thy-neighbour policy." See
also discussion in Bhagwati (1993), Krugman (1993), and other papers in de Melo and
Panagariya (1993).
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by liberalisation vis-a-vis the rest of the world and pre-emption of the
blocking power of vested interests. It is such considerations that have led
people like Bhagwati to propose the early specification of specific measures
to move from regionalism to multilateralism. 34

V Concluding Remarks

The MENA region remains strikingly unintegrated in economic terms
when compared to Europe, Asia/Pacific, and Latin America. Trade in
goods is limited; labour flows, while significantly more important, are
skewed and subject to frequent disruptions; residents have tended to invest
funds outside the region rather than within; and the region-wide institu­
tional base remains partial. The limited amount of regional interaction has
had direct adverse economic welfare effects,. as· well as weakening the
region's position in extra-regional economic negotiations.

It is therefore not surprising that renewed emphasis is being placed on
greater regional integration involving groups of Arab economies and
through the indirect route of Association Agreements with the EV. The
prospects for such integration efforts are being boosted by the improve­
ments in the enabling economic environment. However, political condi­
tions, particularly the Arab-Israeli dimension, are likely to limit a more
general progress in regionalism at this stage. Accordingly, what is likely to
materialise is closer integration between subsets of countries in the region,
particularly Arab ones, with potentially important welfare gains (direct and
indirect) provided the discriminatory aspects are minimised.

The policy changes that are required for successful economic integra­
tion are the same as those needed if the countries of the region are to ben­
efit from the more general process of globalisation and integration in the
world economy. This point is best illustrated by the dynamic Asian econo­
mies where outward-oriented development strategies have been associated
with intensified regional economic interactions without the implementa­
tion of significant discriminatory measures.

Progress in regionalism is therefore primarily dependent on policy
changes at the country level. Specifically, continued progress in reducing
financial imbalances needs to be supported by the widening and deepening
of structural reforms aimed at promoting private sector-led growth and
investment and a greater outward orientation of the economy.

34 Wei and Frankel (1995) show both theoretically and empirically that in a world of
"simultaneous continental trade blocs" relatively modest liberalisation with the rest of the
world produces Pareto improvements. See also discussion on East Asia contained in Lloyd
(1996) and De Rosa (1997).

185From: Regional Integration and Multilateral Cooperation in the Global Economy 
                    FONDAD, The Hague, 1998, www.fondad.org



These general policy changes hold the key to enhancing regional inter­
action in the context of a region that is growing economically, providing
jobs for its increasing population, and better integrating regionally as well
as internationally. The process of regional integration will also be assisted
by steps targeted specifically at greater regional interaction including
reducing divergences in regulatory frameworks, improving transportation
and transportation networks, realising certain regional projects, and ensur­
ing a strong institutional structure.

Table 1 Direction of Trade, 1970-1996 1

(percentage of total trade)

1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996

Trade ofMENA with:
MENA 5.4 4.7 3.7 6.1 8.1 7.2 7.2 7.5 7.7 7.0 6.5
Asia 5.1 5.9 8.1 8.7 9.2 11.1 12.0 12.1 11.9 14.2 15.1
Japan 5.7 10.5 11.8 12.2 8.4 8.9 9.3 8.7 8.2 7.6 7.6
European Union 53.4 47.0 44.6 43.5 43.7 43.4 42.8 43.3 43.0 42.0 42.6
Other European 8.9 4.9 2.9 5.9 5.7 5.0 4.1 4.0 4.2 5.1 4.9
Latin America 2.0 5.4 2.6 2.3 1.9 1.9 1.9 2.2 2.1 1.9 1.9
North America 7.7 11.3 19.5 12.9 15.3 15.9 16.0 15.6 16.0 15.2 15.4
Of which:
United States 7.1 10.5 18.2 11.9 14.4 15.0 15.1 14.7 15.0 14.2 14.3

Oil Exporting MENA
MENA 4.5 4.4 2.9 4.6 9.2 7.0 6.8 7.6 8.2 7.5 6.9
Asia 4.7 6.8 9.1 11.0 11.3 13.8 15.2 16.0 16.0 19.8 21.1
Japan 8.1 13.9 14.0 16.7 11.6 12.3 12.7 12.2 11.9 11.4 11.3
European Union 65.5 48.8 44.0 43.5 40.9 40.3 39.1 39.2 38.2 36.4 36.2
Other European 3.3 1.9 1.9 4.6 4.2 3.7 3.3 3.0 3.1 3.8 3.4
Latin America 3.1 6.8 2.8 2.7 2.1 2.1 2.1 2.5 2.2 2.0 2.0
North America 4.8 11.2 21.4 12.5 16.8 17.4 17.5 16.1 16.9 15.1 15.7
Of which:
United States 4.7 10.2 20.0 11.5 15.9 16.5 16.6 15.0 15.6 13.9 14.3

Non-oil exporting MENA
MENA 6.3 5.4 6.7 9.0 6.5 7.5 7.7 7.4 7.0 6.5 6.2
Asia 5.5 3.9 4.0 3.9 6.1 6.8 7.1 7.2 7.5 8.2 8.8
Japan 3.2 2.7 2.6 3.1 3.5 3.6 4.2 4.2 4.1 3.5 3.7
European Union 41.2 43.0 47.0 43.7 47.8 48.1 48.3 48.6 48.1 48.1 49.3
Other European 14.6 11.6 7.0 8.3 7.8 6.9 5.2 5.3 5.4 6.4 6.5
Latin America 1.0 2.2 1.7 1.5 1.6 1.7 1.7 1.8 2.0 1.9 1.9
North America 10.6 11.6 11.8 13.9 13.2 13.6 13.7 14.9 15.0 15.3 15.1
Of which:
United States 9.5 11.0 10.9 12.6 12.3 12.6 12.9 14.2 14.3 14.5 14.4
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Table 1 (continued)
(percentage of total trade)

1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996

Gulf Cooperation Council
MENA 8.9 6.2 3.9 7.1 12.3 8.3 7.8 9.0 9.5 8.4 7.5
Asia 10.4 9.9 12.5 17.2 16.4 18.9 19.8 20.9 21.3 26.5 27.6
Japan 19.2 19.6 18.4 25.7 16.7 16.7 16.9 16.3 16.1 15.1 14.8
European Union 41.4 41.1 40.2 29.6 24.0 25.9 26.1 26.2 25.2 23.3 24.7
Other European 0.7 0.2 0.6 1.4 2.3 2.9 2.5 2.9 2.7 2.5 2.2
Latin America 2.9 7.7 2.7 2.9 2.5 2.3 2.2 2.6 2.4 2.1 2.0
North America 4.9 7.0 17.6 10.4 20.7 21.0 21.0 18.3 19.2 17.3 17.4
Of which:
United States 4.5 5.8 16.1 10.2 19.9 20.1 20.2 17.4 18.2 16.5 16.5

Arab Maghreb Union
MENA 2.2 1.7 1.8 2.9 5.3 6.0 6.7 6.4 6.9 6.6 6.3
Asia 1.7 1.7 1.1 2.2 2.3 2.9 3.6 3.7 3.4 3.2 3.0
Japan 1.2 3.1 2.8 2.9 1.9 2.0 2.0 2.1 2.0 1.8 1.7
European Union 77.3 62.8 55.6 63.5 68.5 69.9 69.6 70.1 69.1 68.9 70.2
Other European 6.0 6.3 5.4 8.9 7.2 5.6 5.2 3.4 4.0 6.4 5.7
Latin America 2.7 4.8 2.9 2.3 1.5 1.7 1.8 2.3 2.1 1.9 2.1
North America 5.9 15.9 26.6 13.9 7.9 7.5 7.0 9.2 9.2 7.8 8.1
Of which:
United States 5.7 15.3 25.7 11.7 6.7 6.3 6.0 7.9 7.7 6.0 6.0

1 Data for countries where information was available throughout sample period.

Source: IMF, Direction ofTrade and Statistics.

Table 2 Intra-Regional Trade, 1970-1996
(percentage of total trade)

1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996

MENA 5.4 4.7 3.7 6.1 8.1 7.2 7.2 7.5 7.7 7.0 6.5
European Union 57.9 56.5 57.3 58.5 64.6 64.8 65.2 60.6 60.9 61.4 60.6
Mercosur 9.6 6.6 9.9 7.0 11.0 12.9 16.1 18.9 19.5 19.5 19.8
APEC 51.0 62.3 61.3 60.7 60.9 62.8 64.7 64.9 64.7
NAFfA 36.0 34.3 33.4 44.9 41.8 42.4 43.6 45.8 48.0 46.9 48.3
Africa 8.2 5.4 5.2 5.2 7.6 7.5 8.0 8.2 9.1 10.3 8.6
Eastern and
Central Europe 33.2 36.9 41.2 35.5 25.1 21.6 22.3 25.3 32.6 34.7 36.6

1 Data for countries where information was available throughout sample period.

Source: IMF, Direction ofTrade and Statistics.
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Floor Discussion of"Regional
Integration in Africa and the Middle
East"

'Natural' Integration and Sub-Regions

Several participants wondered about the 'natural' composition of regions
in the Middle East and Mrica. For instance, Bjorn Hettne asked whether it
would not be more helpful to view Mrica as well as the Middle East in
terms of sub-regions, and Zdenek Drabek asked, "Should we view the 21
Arab countries as a natural integration region? I understand that the lan­
guage and religion issues are powerful, but are there other powerful forces
that would help pull these countries together?"

Mohamed EI-Erian replied, "By its nature, the definition of the region
is arbitrary. The issue of which countries to include in a Middle East
regional arrangement is controversial. Do you include Israel? Iran? What
about Turkey? Not even the World Bank and the IMF can agree on what
constitutes the Middle East. The reason I included the 21 Arab countries
in my definition is because the countries themselves have indicated the
desire to be treated as a region: they are all members of the Arab League,
the Arab Monetary Fund, and the Arab Fund for Economic Development.

There are currently four models of regional integration in the Middle
East under discussion. There is the ad hoc model which I have proposed.
The second is the Gang of Four which would start with Egypt, Israel,
Palestine and Jordan and then expand. The third is the ED-driven model
based on the association agreements with Morocco, Tunisia, Israel, Egypt,
Jordan and Syria which can be expanded to other countries. The last
model is the Big Bang approach of the United States. So far, there is no
inclusion problem, it is more a matter of who wants to join rather than
who is allowed to join. While there is no agreement on the models, there is
agreement on the principle that integration should be driven by the private
sector and not based on government agreements which have negative and
positive lists because that has not worked in the past.

We are optimistic. For the last two years, this region has achieved 4-5
percent economic growth, inflation is down to 10 percent and fiscal deficits
are 2 percent of GDP. The macro conditions are more enabling now that a
number of countries have growth rates which are higher than their infla­
tion rates. The structural reform conditions are improving with trade lib­
eralisation, privatisation, deregulation, and the role of the private sector is
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increasing in terms of feeding into the policy formulation process."
Ernest Aryeety answered Bjorn Hettne's question about sub-groupings

in Mrica. "To a large extent, the existing sub-regional groupings have been
operating with their own institutional structures. There are various coun­
tries which have naturally become centre-pieces around which other coun­
tries revolve. In Southern Mrica, for example, South Mrica's immense role
cannot be denied. In West Mrica, there is a bit of a problem. Everyone
sees Nigeria as a leading country, but it cannot play that role very efficient­
ly until it gets its act together."

The Politics of Regional Integration in Africa

Bertil Oden had two comments on trade integration in Sub-Saharan Mrica
(SSA). "As Ernest Aryeety pointed out in his paper, trade integration in
SSA has always_been perceived as an industrialisation strategy, but in many
cases it has failed. This is due in part to the import-

substitution strategy used during the 1970s, but it is also due to the fact
that the assumed prerequisites of the trade integration model are met only
modestly or not at all in many SSA countries. I would argue that while it is
still part of an industrialisation strategy, the international context is differ­
ent. Elsewhere, the primary focus is on attracting FDI by increasing the
market and locking-in liberalisation efforts at the national level. In Mrica,
however, traditional trade integration is emphasised, and other activities
are viewed basically as instruments for improving its efficiency. This is an
unfortunate position because it is based on a short-term, win-lose perspec­
tive. Given the production structure and trade patterns in Mrica, more
attention should be given to supply-side efforts. This does not exclude
trade integration, but it requires achieving a balance between investment
and regional trade. In the debate about whether investment creates region­
al trade in the African context or regional trade creates investment and
growth, I would argue that both theory and empirical evidence support the
former."

With regard to specific integration arrangements in Mrica, Gavin
Maasdorp expressed scepticism about the establishment of an Mrican
Economic Community given the problems that a significant number of
Mrican countries face. "Countries such as the Congo, Angola and even
Mozambique have to get back on some type of economic growth track.
The real challenge is to put together regional arrangements like SADC
based on sectoral cooperation in Mrica. If your transport systems do not
work, all of the trade agreements in the world will not result in significant
trade integration. Malawi is already experiencing this in the context of
SADC. Operators must agree on transport, telecommunication and so
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forth before business can be done across borders. At the same time, there is
scope within the SADC region for fast-tracking - we already have it with
the Southern Mrican Customs Union and the Cross Border Initiative. In
fact, when we talk about the negotiations for SADC free trade, we are talk­
ing about negotiations between two free trade areas and how to dismantle
the barriers between them. An interesting point about the SADC free
trade agreement is that very few of the countries have devoted any time to
analysing the costs and benefits. Malawi and Mauritius are only now ana­
lysing the benefits of going into SADC free trade."

Rosalind Thomas believed that Zimbabwe and South Africa are the only
two economies which are diversified enough to take advantage of any kind
of industrial or manufacturing trade. "The problem in Southern Africa is
development. We must seriously tackle marginalisation and the issue of
integration into the global economy. When South Africa came onto the
trade integration agenda of SADC in late 1994, it was confronted with a
trade protocol calling for an immediate free trade agreement among all
member states. Instead, South Africa advocated a phased,' nuanced
approach to regional integration which recognised the fact that member
states in the negotiations were least-developed countries with preferences
and access to differential treatment conceded to them in the WTO. It was
not necessary for them to move straight to liberalisation. Furthermore,
many of these SADC countries were undergoing structural adjustment
programmes which made them incapable of offering a coherent regional
preference among themselves. This was not open regionalism but confused
regionalism.

The issue of policy credibility is closely related to this. At the September
1997 meeting, the SADC agreed to allow the Democratic Republic of
Congo and Seychelles to accede. This has damaged their credibility in the
region because the criteria for lTIembership adopted in early 1995 were not
used in the case of the Congo and Seychelles. South Africa opposed their
accession by stating that integration was not sufficiently deep in the region
to permit extra members. But in this situation, political motives were
deemed more important than the policy credibility."

SalTIuel Wangwe stressed the link between political change and econom­
ic cooperation. "It is important to examine the influence of political change
and political liberalisation on the prospects for economic cooperation in
the region. South Mrica's role in the region and the changes we see in the
Congo are the consequences of political developments. The unfortunate
developlTIents in Burundi and the region's attempt to isolate Burundi has
important implications. Not only can regional economic cooperation con­
tribute to peace, but also the other way around, sanctions can have nega­
tive effects for economic cooperation."
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Barriers and Incentives to Regional Integration

Salvatore Zecchini pointed to trade discrimination as a barrier to regional
integration by comparing the Middle East with former Yugoslavia. "You
would get many different answers if you asked why there is not enough
competition in former Yugoslavia, but the real reason is that each individu­
al republic views trade with the other republics as foreign trade. There is a
great deal of trade discrimination which is not based on prices and market
forces, but just on internal rules of origin which are not explicitly stated. I
wonder whether any move toward regional integration in the Middle East
would face the same kind of non-market constraints that producers face in
former Yugoslavia."

Zecchini continued with an observation about the role of oil as a limit­
ing factor in the Middle Eastern integration. "Oil has not proved to be an
integrating factor in the Middle East. On the contrary, it has led to some
erosion of cohesiveness in the area. In economic terms, we might say that
since many of these countries had the same trade specialisation, i.e. oil, it
made little sense to integrate these economies. Is this argument still valid
as discouraging any move toward integration or the reduction of tariff and
non-tariff barriers?"

Mohamed EI-Erian replied that while oil is certainly important, it
should not be overemphasised. "We have done a lot of studies on the
Middle East which reveal tremendous diversity in production patterns and
factor endowments, and there is scope for both inter- and intra-industry
trade within the region. Certainly, we are not talking about 60 percent of
regional trade as in the ED. But we are talking more along the lines of 20
percent." He went on to agree with Zecchini's comparison to former
Yugoslavia. "Even if tariffs were reduced, regional trade would be inhibited
by non-tariff barriers. Borders are opened and closed at the whims of poli­
ticians. And even at the open borders such as Jordan and Israel, freight has
be transferred to a different truck before crossing the border."

Fred van der Kraaij suggested the importance of including informal
trade in the analysis of integration in Mrica. "We know that there is a lot
of informal trade in Mrica, both in imported products and locally pro­
duced goods. We may not know the magnitude of this trade, but I think it
is an important phenomenon- which should not be excluded from our anal­
ysis."

Ernest Aryeety acknowledged the importance of including informal
trade in the analysis and added, "The question here is the cost at which
informal trade takes place. Allover Mrica, you find large groups of women
who travel from country to country with various goods for sale. You also
find them travelling to import goods into their own country. It is even the
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dominant form of trade across borders in West Mrica and now also in
Central Mrica, but it is not likely to grow much more than we have seen in
the last two decades because of the significant costs involved. It can only
grow as much as the economies grow and that is not significant now. Until
some of the non-tariff barriers are removed, it will continue to exist, but it
will become less prevalent than it has been."

Mohamed EI-Erian confirmed that the situation in the Middle East was
similar to Mrica. "There is a lot of trade that escapes measurement, such as
the suitcase trade like in the case of Africa and there is also border trade,
but few experts think it is massive."

Jan Willem van der Kaaij wondered whether there might be other fac­
tors which have inhibited integration in the Middle East. "Mohamed EI­
Erian explained that the share of Middle East trade in world trade is
declining, and even within that declining framework, the portion of intra­
regional trade has declined. This can be the result of political tensions in
the region, but those tensions have been around for a long time. Maybe
there are other factors in play such as a lack of economic diversification or
poor regional infrastructure. If it is the latter, perhaps it will partially be
alleviated by the MENA Bank since one of its explicit missions is to facili­
tate and finance transborder infrastructural projects. vvnat is the progress
on its establishment?"

Mohamed EI-Erian stressed the importance of institutions such as the
MENA Bank in regional economic development. "The MENA bank
would help overcome impediments to financing regional projects such as
electricity grids, and it would also provide an important forum for the
countries. It has now been established beyond doubt that this is a cost­
effective use of resources - it is not a duplication of the World Bank.
There is a transition team in Cairo working on it. The US will be provid­
ing 21 percent of the capital, but if the US Congress does not appropriate
the funds, other countries will be much more hesitant to move. Of course,
an additional problem is the Israel-Palestinian conflict."

Ernest Aryeety observed that improvement of infrastructure is also cru­
cial in Mrica. He stressed that the Mrican Development Bank (AIDB)
should be playing a much larger role. "I strongly believe that the AIDB
should focus more intensively on infrastructure in Mrica than it has in the
past. The AIDB is fond of jumping onto international bandwagons. Today
for example, micro finance is receiving attention from the World Bank and
the UN, so the AIDB is investigating it as well. But the trans-West Africa
highway has been on the agenda for the past 20 years, and everybody
agrees that we need it. The problem with the highway is funding, and I
think that this is the type of activity the AIDB should be funding."

Rosalind Thomas tied the infrastructure issue to the SADC trade proto-
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col. "Infrastructure is an important aspect of our approach to regional inte­
gration. The DBSA's (Development Bank of Southern Mrica) mandate is
that it has a regional role to play in SADC. We see the need for a much
more holistic approach to integration rather than just trade, and infrastruc­
ture is one of these."

Samuel Wangwe added that foreign investment would be another
important ingredient for Mrican integration. "In recent years, South Mrica
has increased investments in neighbouring countries and it would be inter­
esting to examine the implications of this development for regional inte­
gration in Southern Mrica, particularly in light of the broadening of
DBSA's mandate to include more countries of the region."

Bertil Oden warned about the volatility of short-term capital inflows.
"Mrica is the last non-exploited market for capital, which means that
mutual funds will sooner or later go into Mrica as emerging markets. This
brings the issue of instability to the surface because in Mrica - also in
South Mrica as we have seen recently - there is enormous sensitivity to the
withdrawal of short-term capital."

Stephany Griffith-Jones elaborated on Oden's observation by distin­
guishing between different types of capital flows. "I sense that SSA coun­
tries are keen on attracting all kinds of flows because they have been
starved of flows in the past, but I think there should be more emphasis on
attracting long-term flows and especially foreign direct investment (FDI)
which is accompanied by valuable technology transfer and know-how.
Recent research reveals that the long-term macroeconomic record within
Mrica determines the amount of long-term flows countries attract. An
additional point is that Mrica faces a negative bias. This may be due to
prejudice or a bad image, but it is also caused by the large number of small
countries. In this internationalised world, it is expensive to collect informa­
tion on every country's economy, so this is another argument for in,tegra­
tion because it will help attract more private flows."

Ernest Aryeety pointed out that Mrican countries are seeking consider­
able growth in FDI, but that macroeconomic stability has not proven to be
the entire solution. "There are a significant number of African countries
that have worked very hard over the last decade to achieve the kind of
environment that was supposed to attract FDI. Ghana has had a stable
macroeconomic regime for seven years but the investment has not yet
materialised. Perceptions about Mrican markets still have to change."
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