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The New Regionalism and Policy Interdependence
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Abstract What explains the recent spread of bilateral and regional preferential trade agreements? Existing answers to this question emphasize the spread of democracy that may have made preferential trade agreements more attractive to countries and developments in the international trading system that may have created incentives for all countries to adopt similar policies. By contrast, little empirical research has been undertaken to test the idea that policy diffusion may be driving this process. Our argument is that policy diffusion as a result of competition over market access is a major driving force behind the spread of trade agreements. We test this hypothesis against alternative explanations in a quantitative analysis of the spread of preferential trade agreements among 165 countries between 1990 and 2005. This test goes beyond the existing literature in several respects: it explicitly examines the causal mechanism underlying the competition argument by calculating a spatial-weighting matrix based on trade flows rather than geographic proximity and it tests this causal mechanism against alternative diffusion mechanisms. By doing so, the paper contributes to the literatures on regionalism and spatial interdependence and policy diffusion. Key words: preferential trade agreements, policy diffusion, interest groups, spatial correlation, Weibull model.
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INTRODUCTION A casual overview of major trade policy developments over the last two hundred years suggests that preferential trade policies are contagious. The Cobden-Chevalier agreement between France and the United Kingdom (1860) was the first of a large number of preferential trade agreements that were concluded in the second half of the nineteenth century (Pahre, forthcoming; Lazer, 1999). In the interwar years, several countries moved in parallel to establish sizeable preferential trading systems with their colonies. The 1960s saw the spread of regional trade agreements that clearly were a response to the creation of the European Economic Community (1958). Finally, since the early 1990s many countries in the world have moved in parallel to adopt preferential trade policies, leading to the sharp increase in the number of preferential agreements in existence that is known as the “new regionalism” (Mansfield and Milner, 1999). Several potential explanations exist for these developments. Different countries concluding preferential trade agreements at the same time may be a result of a “domino effect” (Baldwin, 1993). In this view, the negative externalities from the conclusion of an agreement make excluded countries scramble for new agreements (see, for example, Oye, 1992; Lazer, 1999; Gruber, 2000; Manger, 2005; Dür, 2007b). Alternatively, learning and the spread of ideas may make countries adopt similar trade policies at the same time. The multiplication of agreements in the second half of the nineteenth century, for example, may have been driven by the spread of the idea that free trade is welfare maximizing for most countries (Kindleberger, 1975: 51). Still another explanation for parallel trade policy choices can be found in the security externalities that trade can have (Gowa, 1994; Skålnes, 1998). If a trade agreement provides security benefits to participating countries, in an anarchic world in which all countries strive for survival, excluded countries will be pushed to conclude 1



agreements as well. Finally, developments in the international trading system may create incentives for all or many countries to pursue similar trade policies (Mansfield and Reinhardt, 2003). For instance, a stagnation of the process of multilateral trade liberalization may stimulate several countries at the same time to pursue preferential trade policies. In short, a variety of explanations exist that at first sight provide plausible accounts of the empirical observations outlined above. In this paper, building on the “domino theory” proposed by Richard Baldwin (1993; 2006), we argue that the spread of preferential trade agreements over the last two decades is indeed an indication of policy interdependence. Countries excluded from a preferential trade agreement react by forming their own agreements, thus driving the phenomenon that we know as the new regionalism. What we add to this explanation is a logic that makes explicit the political processes at the domestic level that impel the domino effect. The puzzle is that before facing commercial discrimination, excluded countries are satisfied with the status quo, but once they feel the negative effects of a preferential trade agreement from which they are excluded, their trade-policy orientation changes. What are the underlying domestic political processes that drive this change in trade-policy orientation? Our response is that exporters lobby more against losses of foreign market access than in favor of opportunities, hence causing a shift in the balance of domestic interests once a country faces discrimination abroad. We then test this argument against alternative explanations in a quantitative analysis of the spread of preferential trade agreements among 165 countries between 1990 and 2005. In this empirical analysis, rather than only show that preferential trade agreements are contagious, our aim is to show why they are so: because of competitive pressures or emulation? In carrying out the analysis, we introduce several improvements with respect to
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data and method to the quantitative literature on preferential trade agreements. Most importantly, we invested substantial effort in establishing an authoritative list of trade agreements. We also were very cautious in operationalizing our variables in order to allow for an analysis that comes as close as possible to testing our causal mechanism. The findings provide strong support for our argument. The choice by different countries to enter preferential trade agreements is indeed interdependent; and the interdependence increases as the negative externalities from existing agreements increase. The paper hence is of relevance to the literature on regionalism in the world economy. At the same time, we also make a contribution to a growing literature on policy diffusion and policy interdependence (see, for example, Gleditsch and Ward, 2000, Braun and Gilardi, 2006; Franzese and Hays, forthcoming). Increasingly, scholars of international political economy realize that dyads are not independent of each other, and try to model the interdependence among them (Neumayer and Plümper, 2008). Policy interdependence has been shown, for example, for the diffusion of bilateral investment treaties (Elkins et al. 2006). We add to this literature by taking seriously a recent call for accepting that “space is more than geography” (Beck et al. 2006) when establishing the spatial weights matrix that is used to examine policy diffusion. Moreover, we introduce a new way of measuring the degree of dependence among two observations, which is based on extra-dyadic relationships. In the following, we first briefly outline the existing literature on the spread of preferential trade agreements. This discussion shows that a large number of different explanations for the new regionalism exist. We then establish our argument for why we have seen a sharp increase in the number of preferential agreements over the last twenty years. After discussing our data and approach to testing these hypotheses, we present our empirical
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findings. In the conclusion, we stress the implications of our findings for studies on new regionalism and policy interdependence.



EXISTING LITERATURE Over the last fifteen years, the number of dyads forming part of a preferential trade agreement has increased sharply (see Figure 1). While in 1990, fewer than 500 pairs of countries had a preferential trade agreement between them, the number stood at 2102 in 2005. With 13,530 dyads in our dataset, this means that no fewer than 15 percent of all dyads have a preferential trade link among them. Obviously, the European Union, due to its large number of member countries and agreements concluded with third countries, accounts for a sizeable number of these dyads. The signature of the EU accession treaties with ten Central and Eastern European countries, for example, explains a large part of the peak in agreements signed in 2003. This does not mean that the process is limited to the EU, however. Our data show that across the world, the number of agreements being signed is increasing. In particular, there is a growing number of South-South agreements and of agreements involving Asian countries.



FIGURE 1 APPROXIMATELY HERE



What explains this spread of preferential trade agreements across the world? A sizeable literature has been written that provides a series of different responses to this question. We distinguish five broad explanations. These stress the spread of ideas and emulation, geopolitical balancing, common external shocks, common changes at the domestic level, and competitive pressures. A first explanation for the spread of preferential 4



trade policies stresses the spread of ideas and emulation. If specific trade policy ideas influence the trade policies of different countries at the same time, such countries may all move in the same direction, giving the impression of policy interdependence. Charles Kindleberger (1975), for example, contended that the period of free trade that Europe experienced in the nineteenth century was a result of the spread of free trade ideas. In his words, “the countries of Europe in this period should not be considered as independent economies whose reactions to various phenomena can properly be compared, but rather as a single entity which moved to free trade for ideological or perhaps better doctrinal reasons” (1975: 51). Alternatively, the perceived success of the trade policies of one or several countries may lead to learning and emulation. Again, this would lead to the observation of parallel trade policy choices. Suggesting such an influence, the economist Friedrich List, who in 1819 set up a pressure group to lobby for German economic unification, compared the situation in Germany to that of France: “With envious eyes [traders from Germany] gaze across the Rhine where a great nation can trade freely from the Rhine to the Pyrenees, from the Dutch frontier to Italy without meeting with a single customs-house officer” (cited in Birnie, 1930: 72). In the debate over Great Britain’s unilateral adoption of free trade in the first half of the nineteenth century, the argument that this would induce other countries to follow suit again had a prominent place (O’Brien, 1976: 553). The principal idea was that other countries would perceive the benefits Great Britain accrued from its free-trade policy and thus be convinced to follow the same course of action. Finally, the economic successes of the member countries of the European Economic Community might have motivated economic integration in Latin America and Africa in the 1960s (Pomfret, 2001: 358).
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Second, a spread of preferential trade agreements may result from the need for balancing the trade-policy choices of other countries. Neorealist International Relations theory argues that the anarchic structure of the international system makes states apprehensive of increases in the power of other states, as these states may use their new power to attack them. Since preferential trade agreements that stimulate trade flows may increase the wealth and hence the power of a country, excluded countries may be concerned about such agreements. In fact, an agreement between two countries may force other dyads to follow suit, to retain their current relative position vis-à-vis these countries. According to this view, what we should witness is the development of rival trade blocs that mirror security alliances. Third, parallel trade policy choices can be a result of external shocks that affect all countries in the system equally. The stagnation of the multilateral process of trade liberalization, for example, may create incentives for states to pursue preferential trade liberalization. Realizing that they cannot achieve better access to foreign markets by way of a multilateral trade agreement, exporters in different countries may decide to lobby their governments for the pursuit of preferential trade agreements. Alternatively, states may be pushed to sign preferential trade agreements during multilateral trade talks, as such agreements may increase their bargaining power at the level of the World Trade Organization (Mansfield and Reinhardt, 2003). The drawn out negotiations in the Uruguay Round and in the Doha Development Agenda hence may explain the current proliferation of preferential trade agreements. A final external shock that explains the spread of preferential trade agreements could be the reduction of trade distance as a result of technological progress. Previous research has shown that the distance between two countries and the remoteness of a dyad from the rest of the world can explain whether a dyad forms part of



6



the same trade agreement (Baier and Bergstrand 2004). A decrease in trade distance hence may explain the boost in the number of trade agreements that we observe over the last two decades. Fourth, there may be changes at the domestic level that affect different countries at the same time. It has been shown that democratic dyads are more likely to sign a preferential trade agreement (Mansfield, Milner and Rosendorff 2002). The theoretical rationale given for this finding is that democratic governments may use trade agreements as a signaling device vis-à-vis domestic constituents. According to this view, the spread of democracy since the 1980s, which saw countries in Latin America, Central and Eastern Europe, and Asia move towards democracy, may explain the spread of preferential trade agreements across the world. Finally, competition for market access may explain the spread of trade agreements (Oye, 1992; Baldwin, 1993). In this view, preferential trade agreements impose costs on excluded countries, making the latter eager to join or to set up a rival agreement. In the following, we provide an argument that builds on this last set of studies, but tackles some of the difficulties with existing studies. In particular, we provide a domestic logic to why excluded countries respond to foreign preferential trade agreements.



THE PROTECTION-FOR-EXPORTERS ARGUMENT The protection-for-exporters argument that we set out to explain the spread of trade agreements over the last two decades builds on the “domino theory of regionalism” (Baldwin, 1993). At its most general, this theory postulates that preferential trade policies hurt outsiders by way of trade diversion (Viner, 1950). Outsiders then feel compelled to react, either by joining a preferential trade agreement or by setting up an alternative one 7



(Oye, 1992; Lazer, 1999; Mattli, 1999; Gruber, 2000; Manger, 2005; Rieder, 2006; Dür, 2007b). Over time, this leads to the spread of preferential trade agreements. This idea has been developed in most detail by Richard Baldwin (1993; 1997; 2006). Baldwin starts from a political economy model based on interest-group lobbying. Governments maximize a function of interest-group donations, general welfare, and support from groups that oppose membership for non-economic reasons. To explain why governments react to losses rather than maximize gains, Baldwin assumes that losers from policies lobby more than do winners since winners cannot profit from their gains in a competitive setting. He legitimizes this assumption by arguing that if returns to investments increase, more firms will be attracted to a sector, increase competition, and cause gains to be lost again. Consequently, there is no incentive to lobby for gains; exporters will become active only when facing losses, such as those stemming from foreign preferential trade policies. This explanation, however, is challenged by the fact that many industries are characterized by high barriers to entry. Among them are not only declining sectors, but also exporting ones that are able to export exactly because they gain oligopolistic rents in the home market. Such an industry, therefore, will favor voice over exit with or without foreign discrimination. Following this explanation, whether or not an industry lobbies should be determined by the industry’s barriers to entry of new capital, but not by the sector’s trade orientation. The protection-for-exporters argument resolves this problem by introducing a different logic that also leads to the expectation that exporters mobilize more against losses than in favor of gains of foreign market access (Dür, 2007b). In this view, exporters face substantial uncertainty with respect to the potential benefits from engaging in lobbying for better foreign market access. Not only do they face the uncertainty of whether they will be
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able to convince their own government to pursue their preferences (an uncertainty that is shared by import-competitors), but they also face uncertainty about the willingness of a foreign government to reduce its trade barriers. The uncertainty is even further enhanced by the fact that trade negotiations tend to go on over quite a substantial time, making it difficult to know the competitive situation of an exporter at the time the agreement enters into effect. As a result, it is difficult for an exporter to predict whether she or rather another exporter from the same country (or an exporter from another country that may also benefit from trade liberalization) will reap the benefits of better foreign market access. In short, uncertainty strongly inhibits exporters’ lobbying for gains. The situation of exporters is substantially different when lobbying against losses, caused, for example, by the creation of a preferential trading arrangement among foreign countries. When facing losses, exporters already have a presence in a foreign market. As a result, they can assume that if market conditions that existed before the creation of the preferential trade agreement are re-established, they should be able to maintain their share of the market. The uncertainty of lobbying against losses, consequently, is lower for exporters than the uncertainty they face when lobbying for gains. A stronger lobby effort by exporters should be visible in response to losses. To the extent that governments are receptive to changes in the relative balance of different interests in a country, this shift in the domestic balance of interests should give more prominence to exporter concerns in the country’s trade policy. The pull effect will be strongest for those countries whose exporters directly compete with the exports from one of the countries with which the country has a preferential agreement. Simplifying, it can be expected that an agreement between two developed countries will have a high pull effect for other developed countries, but a low pull
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effect for developing countries. An agreement between two developing countries, by contrast, will have the largest effect on other developing countries. A North-South agreement, finally, should stimulate other agreements between developed and developing countries. The logic also suggests that the impact of a preferential agreement should be particularly severe for countries that see a significant amount of their exports go to one of the member countries. The reason is that the larger the share of exports concerned, the larger the potential costs, and the larger also the political power of the exporters concerned. Summarizing, this means that the likelihood of an agreement between countries A and B increases as the number of preferential trade agreements A and B form part of increases; the share of exports from A going to B and B going to A increases; and the degree of competitiveness between the exports of A (B) and the partner countries (C, D,…) of the other side increases. In the form of a hypothesis:



Hypothesis: The probability of a preferential trade agreement between two countries increases as the number of preferential agreements in which each of them participates and the discriminatory trade effect of these agreements increases.



DATA AND OPERATIONALIZATION The basic idea underlying the broad argument of competition-induced contagious trade policies has been tested both qualitatively (Oye, 1992; Gruber, 2000; Manger, 2005; Dür, 2007b) and quantitatively (Egger and Larch, 2006; Rieder, 2006; Pahre, forthcoming). With respect to qualitative studies, Oye (1992) studies international trade policies in the 1930s and the 1980s. Gruber (2000) analyzes the case of Mexico’s reaction to the creation of the 10



Canada-United States free trade agreement (1988). Manger (2005) demonstrates that Japan concluded a trade agreement with Mexico because it feared exclusion from the North American Free Trade Agreement (NAFTA, 1994). Finally, Dür (2007b) studies the American reaction to discriminatory trade policies in Europe in the 1930s and the 1960s. Concerning quantitative studies, Pahre (forthcoming) uses a database of trade agreements concluded in the nineteenth century to test the argument. Rieder (2006) shows that the domino effect was at play in the spread of preferential agreements on the European continent over the last half century. Egger and Larch (2006) test the argument in a cross-sectional analysis that shows that countries are particularly likely to join an agreement if their neighbors already form part of that agreement. We improve on these studies with respect to both data and operationalization. Using survival analysis, we test our expectations on a database of preferential trade agreements among 165 countries between 1990 and 2005. As is evident from Figure 1, relatively few agreements were signed before 1990, legitimating our choice to start the analysis in that year. While we have tried to include as many countries as possible in our analysis, we had to exclude some (mostly very small) countries due to data restrictions. This leads to the elimination of a few dyads with preferential trade agreements, especially in the Caribbean. The dyads included in the analysis are non-directional, that is, we do not distinguish between the country pair Albania-Argentina and the reverse country pair Argentina-Albania. In total, we consider 13,530 dyads in our analysis. The model that we estimate includes a spatial weights matrix and control variables for both the dyad under consideration and potential external shocks. We estimate the following equation: yi = βxi + δwiy+ εi
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(1)



where β and δ are the coefficients and wi is the ith row of the spatial weights matrix. We use a Weibull model, which assumes that the effect of a policy change increases over time. The theoretical reasoning underlying this choice is that we assume that exporters need some time to mobilize in response to a preferential trade agreement among foreign countries. The costs on exporters will also grow as time advances, when importers within the preferential trade agreement start switching to the lower cost source. The pressure on an excluded government to conclude an agreement thus increases over time, as captured by the Weibull distribution. While our choice hence is consistent with our theoretical model, we also check for the robustness of our findings when assuming different effects of time (exponential and Gompertz).1 In line with recent research on the statistical analysis of panel data with a binary dependent variable (Beck et al., 1997; 2001), we base significance test on Huber (robust) standard errors. These standard errors can take account of possible heteroskedasticity (serial correlation) or intra-group correlation of the data. Moreover, we use frailty model (Gamma distributed) to control for the heterogeneity between groups, which is statistically significant in our case. The dependent variable in our analysis is whether two countries sign a preferential trade agreement in a specific year. We opted for the year of signature rather than the year of entry into force of an agreement, as signing an agreement is an important indication that governments respond to exporter lobbying. The year of signature is also important for the effect that agreements have, since it is in this moment that exporters in third countries should become worried about the potential negative consequences for them. We invested 1



The proportionality assumption underlying the Cox proportional hazard model, which is most frequently used in comparable studies (see, for example, Elkins et al., 2006), clearly does not hold in our case. Amongst the parametric models, Weibull model is the preferred one according to the Akaike Information Criterion (Akaike, 1974).
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substantial effort in establishing an authoritative list of trade agreements signed over this period of time. Using three different databases, namely the list of regional trade agreements notified with the World Trade Organization, the Tuck Trade Agreements Database, and the McGill Faculty of Law Preferential Trade Agreements Database, we find that 1831 dyads formed a preferential trade agreement between 1990 and 2005. For our analysis, we also needed to know which dyads already formed part of a preferential trade agreement in 1990, since dyads with an agreement are no longer considered in our analysis. Our database hence includes all agreements effectively implemented between 1945 and 1989 that were still in existence in 1990, and all new agreements signed between 1990 and 2005. We do not consider second or third agreements signed between two countries. This is an important restriction especially for European dyads, where we see a stepwise deepening of integration. We also see a transformation of bilateral agreements between the European Union and third countries across Europe into accession treaties. All Central and Eastern European countries, for example, signed bilateral free trade agreements with the EU in the early 1990s, meaning that the accession to the EU of ten of these countries in 2004 does not figure in our analysis. Similar restrictions apply to Africa, where several agreements were superseded by revised versions thereof. While the deepening of integration can have effects similar to those captured by our theoretical argument (and can be a reaction to preferential trade agreements among third countries), we decided to exclude these cases from our analysis to secure unit homogeneity (as the political economy of deepening an agreement may be slightly different from the political economy of an initial agreement). Policy Diffusion: Competition and Emulation The main independent variable is an N*N*t spatial weights (also called connectivity) matrix. A spatial weight matrix measures the impact of a past policy change in a dyad on all other 13



dyads. It weighs the policy change by specific factors, such as spatial proximity or degree of economic interdependence. In our case, the policy change is whether a dyad signed an agreement in the last five years. In establishing this variable, we only consider those agreements from before 1990 that were actually implemented. This means that we exclude agreements such as the Economic Community of Central African States (until 1993, when member countries signed a revised agreement) and the Latin American Integration Association. Such agreements, which only exist on paper, cannot have an external effect, and thus should not contribute to the domino effect. Moreover, an ineffective agreement allows these dyads to sign another agreement later on. With the purpose of designing an empirical test that examines our logic as directly as possible, but taking account of data restrictions, we weigh the influence of the policy change in other dyads in three different ways. Throughout the following discussion, we refer to a situation with three countries, A, B, and C, in which country A has an agreement with country C, and we try to assess the probability of countries A and B signing an agreement. First, we reason that the pressure on country B to respond to a preferential trade agreement between countries A and C by signing an agreement with A should be larger if it exports the same goods and services to that country as country C. The reason is that the more similar the export composition, the larger the potential for trade diversion. For example, the EU should have reacted to the North American Free Trade Agreement by signing an agreement with Mexico (as it in fact did, see Dür, 2007a), as it exports similar goods to that country as the US. That it did not sign an agreement with the US also supports our logic, as the EU’s exports to the US do not compete with those from Mexico. Ideally, the degree to which two countries compete on the same market would be measured by disaggregating trade flows to the sector or even product level and then assessing the similarity of trade flows. However,
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due to a lack of data, we were not able to do so, and hence opted for the difference in the GDP per capita of B and C as a proxy measure of the extent to which they compete in country A. The assumption is that countries with a similar GDP per capita have a similar factor endowment and thus should export the same goods. Below, we call the variable resulting from this specification the “competition” matrix. Second, we divide the inverse of the geographical distance between A and B by the absolute difference in GDP per capita of countries B and C. Geographical distance serves as a proxy for the amount of trade between two countries. The idea here is that the more countries A and B trade with each other, and the more countries B and C compete with each other, the heavier the pressure on A and B to conclude a preferential agreement. The advantage of using distance over bilateral trade is that the quality of the data on the former variable is very good (while data on the latter is problematic, see Gleditsch, 2002). Moreover, distance has been shown to be a very important determinant of trade flows. This is a result of the fact that trade costs increase with geographic distance. By using distance we also avoid potential endogeneity problems arising with trade flows as discussed below. We label this matrix “distance and competition”. Finally, we calculate a spatial weights matrix that takes into account export share and the degree to which two countries compete on the same market (see Figure 2). The export share is exports going from B to A as a percentage of B’s total exports. With this specification, the formula used to calculate the spatial weight for dyad AB is as follows:2



2



The spatial matrices have been calculated using the software MATLAB 7.0 employing a program designed by the authors for this purpose.
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where ka,b is greater than 0 if countries A and B are connected. The first term measures the pressure on A resulting from B’s trade agreements and the second term the pressure on B resulting from A’s trade agreements. This specification comes closest to our theoretical idea that the pressure on a country to join an agreement increases as trade diversion increases. A potential problem with this is that export shares are partly endogenous to our argument. The share of exports of country A going to country B should decrease as country B signs a preferential trade agreement with country C, at least as long as countries A and C export the same goods. We deal with this endogeneity problem by lagging the matrix by one year. The term used to denote this matrix below is “trade and competition”.



FIGURE 2 APPROXIMATELY HERE



As indicated above, several alternative explanations exist for the spread of preferential trade agreements. In the empirical analysis below, we control for the possibility that diffusion is a result of emulation. Emulation is defined as ritualistically “following or doing oppositely of others” (Franzese and Hays, forthcoming: 4). It is most likely among countries that are culturally close. The expectation is thus that the probability of a preferential trade agreement between countries A and B increases, as the number of preferential agreements that A and B participate in increases and the cultural distance between A and B decreases. Building on Elkins, Guzman and Simmons (2006: 831), we construct three different spatial weights matrices measuring cultural proximity to capture this
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effect. The three matrices use three different proxies for cultural distance: whether two countries share the same predominant language, predominant religion, and a common colonial past. The graphs in Figure 3 show the values that the three competition variables and the religion proximity variable assume in relation to a sample of pairs of countries across the period under investigation (see Figures 3a-d). In these graphs, the x axis reports the time period covered by the dataset and the y axis the values for four spatial variables in relation to eight selected dyads of countries. The examples illustrate that all four variables show a good variation across both time and dyads. An analysis of the dyad Argentina-Chile in relation to the distance & competition variable clarifies the discussion above (Figure 3b). Since Argentina and Chile are geographically close, we expect that they are important trade partners for each other. From 1992 to 2001, the value of the distance & competition variable for these two countries increases, as in 1991 Argentina signed a trade agreement (known as Mercosur) with Brazil, Paraguay, and Uruguay, all of which are close economic competitors of Chile. Following our approach, the probability of a preferential agreement between Argentina and Chile significantly increases during this period. The idea is that interest groups in Chile should have been concerned about the trade diversion produced by Mercosur and hence should have lobbied for an agreement with Argentina (which indeed was signed in 1996). Extending this analysis to the other variables, variation in the value of the spatial variables for a given dyad A-B at time t is mainly produced by the signing of an agreement with country C by at least one of the countries between times t-1 and t-5. This is so since not only geographical data, but also economic data are quite stable over time.



FIGURES 3a, b, c and d APPROXIMATELY HERE
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Control Variables In our models, we also take into account a series of variables that characterize the dyad under analysis and the context in which a dyad considers concluding an agreement. Doing so is vital to avoid overestimating the effect of the spatial lag, as parallel policy choices may also be a result of correlated unit-level factors or exogenous shocks that are common to various dyads (Franzese and Hays, forthcoming). Thus, in accordance with previous studies in the field, the following economic, geographical, and political, variables are included as control variables. Concerning the economic variables, TRADE is the (natural logarithm3) value of exports from country i to country j and from country j to country i in year t-1 in constant (t+n) U.S. dollars. This is the most common way in which the trade flows between pairs of countries are measured in the economic literature. Empirical studies show that as trade between countries increases, the probability of forming a preferential trade agreement increases as well. EXPORT ORIENTATION is given by the natural logarithm export-GDP ratio in year t-1. This is a common way to operationalize export orientation in the literature (Rodrik, 1995). The minimal value is taken between countries i and j. As the value of this variable increases for a given country, export interests are expected to be of particular influence, and hence to be in a favorable position to lobby for trade policies in line with their preferences. The probability that this country signs preferential agreements, which tend to be beneficial for exporting interests, is thus expected to increase. RLF captures the difference in terms of relative factor endowments between countries i and j in year t-1. We use the absolute difference in per capita GDP (PGDP), |PGDPit-PGDPjt|, as a proxy for this concept. This variable captures the argument that the 3



We use natural logarithms of many of the variables, since they are characterized by frequent (economic and geographical variables) or occasional (spatial variables) large observations.
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probability of forming a preferential trade agreement is higher, the larger the difference between two countries’ relative factor endowments, since the welfare gains from HeckscherOhlin trade creation between the pair increases (Baier and Bergstrand, 2004).4 GDP PER CAPITA measures the minimal value in terms of GDP per capita between countries i and j in year t-1. This variable, which is a proxy for the level of development of a country, is supposed to have a positive impact on the probability of signing a preferential trade agreement for two reasons. First, a country with a highly developed economy is less dependent on tariff revenues. Second, a developed country is in a better position to compensate societal groups that face adjustment costs due to trade liberalization (Ruggie, 1982). SIM measures the (natural logarithm) relative size of two countries in terms of GDP. It derives from the following formula: |GDPit-GDPjt|. The smaller this measure is, that is, the more similar in economic size two countries are, the higher are the welfare gains of forming a preferential trading area (Baier and Bergstrand, 2004). GDP is the (natural logarithm) smaller amount of GDP between countries i and j in year t-1. This variable captures the idea that the larger a country is, the higher is the benefit of joining a PTA (Baier and Bergstrand, 2004). GDP GROWTH denotes the average of the value of economic growth between countries i and j in year t-1. This variable allows us to gauge the economic health of dyads and thus capture the argument that an economic downturn increases the probability of a PTA being formed (for this argument, see for example Mattli, 1999). We also include two geographical variables that are quite common in the economic literature. DISTANCE measures the (natural logarithm) distance in kilometers between the two capitals of state i and state j. Since trade costs are likely to increase with distance, 4



Baier and Bergstrand (2004) use the absolute value of the difference between the logs of the capital-labor ratios of countries i and j to capture the impact of this variable.
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geographically closer countries are more likely to form a preferential trade agreement. CONTIGUITY is a dummy variable that scores 1 if states i and j share a common border; 0 otherwise. Several authors (Krugman, 1992; Baier and Bergstrand, 2004) claim that preferential trade arrangements are more likely among countries that are geographically proximate. Regarding the political variables, ALLIANCE scores 1 if countries i and j are allies in time t-1; 0, otherwise. This variable controls for the aforementioned argument that the probability of forming a preferential agreement is higher among allies. WTO scores 1 if both countries i and j were members of the GATT/WTO in year t-1; 0 otherwise. This variable controls for the possibility that members of the GATT/WTO may find it easier to agree upon trade agreements, as they already apply similar trade rules that emerge from multilateral trade agreements. MULTILATERAL ROUNDS is 1 whenever the GATT/WTO members are engaged in a multilateral trade negotiation such as the Uruguay Round or the Doha Development Agenda; 0 otherwise. It captures the argument that countries may sign a preferential agreement to increase their bargaining power during a multilateral trade round (Mansfield and Reinhardt, 2003). TRADE DISPUTE scores 1 if countries i and j were involved in a GATT/WTO trade dispute with each other at time t-1 and 0 otherwise. A trade dispute is likely to decrease the probability of two countries joining the same trade bloc. Finally, DEMOCRACY is a 21 point scale measuring the nature of a regime, which is the core of the Polity IV database. We use the lower value of the two countries. The higher the score on this variable, the more likely two countries should be to form a preferential agreement. The table in the Appendix shows the descriptive statistics for each control variable in the dataset as well as the data source.
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FINDINGS We estimate three different models, one for each specification of the domino effect set out above (competition, distance & competition, and trade & competition). All three specifications support our argument, with the coefficients having the right sign and being statistically significant at the 0.01 levels (see Table 1). In whatever way distance is measured, the signing of a preferential agreement among two countries has an effect on the probability of other countries signing a preferential trade agreement with them. We include figures to illustrate the magnitude of these effects (see Figures 4a, b, and c). Figure 4a shows the effect of the competition model, figure 4b the effect of the distance & competition model, and figure 4c the effect of the trade & competition model. For each of the graphs, we plot the effects of the variable when it takes the values of mean plus and minus one standard deviation. TABLE 1 APPROXIMATELY HERE FIGURES 4a, b, and c APPROXIMATELY HERE



By contrast, emulation as an alternative diffusion mechanism does not seem to matter. In no specification are the three spatial weights matrices capturing the emulation effect statistically significant at the 0.05 level. This confirms the expectation derived from the theoretical argument that the spread of agreements is mainly driven by competition for market access. Governments do not simply emulate each other; they implement policies that are demanded by domestic interests. Many of the control variables that have been shown to be important in previous research also turn out to be significant in our models, giving added plausibility to our findings. For one, a pair of countries with a strong trade link is more likely to form a trade
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agreement. Equally, strong export orientation makes countries eager to form preferential agreements. This finding provides support for our causal mechanism, which draws attention to the role of exporters in lobbying for preferential trade agreements. Equally, the various GDP measures have the expected effect. The more similar in economic size two countries are, the more likely they are to sign an agreement. Moreover, countries with larger economies are more likely to enter preferential agreements. Finally, higher economic growth rates do indeed make an agreement less likely, as previously suggested by Mattli (1999). The variables that capture political processes more directly also have the expected effect. Two member countries of the WTO are more likely to conclude an agreement than if at least one country of a dyad is not a member of the WTO. Democratic pairs of countries also are more prone to conclude an agreement, a finding that has been stressed in previous research (Mansfield et al., 2002). Security concerns seem to play a role as well, as countries that form part of the same alliance are more likely to form an agreement. Not only the dyadic controls, but also the control for external shocks has an effect on the probability of pairs of countries signing an agreement. As demonstrated in previous research (Mansfield and Reinhardt, 2003), countries are more likely to sign preferential agreements during multilateral trade rounds in the WTO.



ROBUSTNESS CHECKS To check the robustness of our results, we made a series of changes to our base model. First, we estimated models that preferential trade agreements have an impact on third countries for three and seven years after their signature, thus controlling for the robustness of our initial hunch of a five-year effect. Second, we included year dummies and other control variables that we did not include in the main model to account for common external shocks, such as 22



financial crises. Third, we dropped the variables that are not statistically significant in the main model. Fourth, we ran the model with other accelerated failure-time models, such as exponential and Gompertz. Finally, we included some additional control variables that may affect the likelihood of forming a preferential arrangement. TRADE DEPENDENCE measures the minimal value of the two countries’ share in total export between countries i and j in year t-1. This variable captures the fact that states will be more likely to form agreements with their most important trade partners. HEGEMONY measures US exports as share of total world exports. SAME FORMER STATE scores 1 if countries i and j were part of the same country in the previous 10 years and 0 otherwise. This captures cases such as Armenia and Georgia, which both formed part of the Soviet Union until 1991. Having belonged to the same state has the expected effect of increasing the probability of two countries joining the same arrangement. In line with existing research (De Groot, et al. 2004), we use the proxies LANGUAGE, RELIGION, and COLONY to capture the argument that cultural ties encourage the formation of preferential trade arrangements. LANGUAGE scores 1 if countries i and j have the same predominant language; RELIGION scores 1 if countries i and j have the same predominant religion; and COLONY scores 1 if countries i and j experienced the same colonizer. DISPUTE WITH THIRD PARTY scores 1 if either country was involved in a GATT/WTO dispute at time t-1. It captures the argument that countries may sign a preferential agreement to prevail in a trade dispute. VETO PLAYERS captures the number of veto players in year t-1 in the country with fewer veto players. The variable ranges between zero (least constrained) to one (most constrained) and is built upon the Henisz (2000) index. LANDLOCKED scores 1 if either country i or country j is landlocked; 0, otherwise. ISLAND scores 1 if either country i or country j is an island; 0, otherwise. The last two variables
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control for the fact that lands without access to the sea and islands are more likely to form a PTA to overpass their geographical disadvantages. For all these cases, the results are roughly comparable to the ones presented and are available upon request.



CONCLUSION This analysis has shown that the formation of preferential trade agreements is indeed an interdependent process. A country forms an agreement with another country if it competes on that market with third countries that already have preferential access. In making this point, we have contributed a quantitative test of an argument that is quite prominent in the literature on regionalism. Our paper also contributes to the literature on spatial effects (policy diffusion), by calculating a trade-weighted matrix rather than one based solely on geographical distance, and by taking into account extra-dyadic relations. While we improve on the existing literature, we still face a few difficulties. Most importantly, we do not consider that the EU acts as a unitary actor in international trade negotiations. An agreement between the EU and a third country is treated as if each EU member country signed a separate agreement with that country. This is likely to lead to an underestimation of the competition effect that we stress in this paper. For example, substantial evidence suggests that the agreement between the EU and Mexico (2000) was a response to the North American Free Trade Agreement (Dür, 2007a). The countries within the EU that pushed for this agreement were Spain, France and Germany, rather than countries such as Ireland and Finland. This dilutes the effect in which we are interested; and this dilution is significant since the EU both includes many member countries and has signed many agreements. The EU creates further difficulties for our analysis: joining the EU means that the new member country has to sign up to all trade agreements that the EU forms part of at the time of 24



accession. While a country such as Hungary may have joined the EU because of the logic set out in our argument, it was probably hardly interested in signing an agreement with Mexico. Nevertheless, in our analysis, there is no difference between accession and accepting agreements with third countries. In the present analysis, we also could not yet take into account the fact that rather than signing an agreement with a member country of a preferential trade agreement, countries may decide to form rival agreements. The classic case for such a rival agreement is the formation of the European Free Trade Agreement in response to the creation of the European Economic Community. Finally, it would make sense to consider the fact that some dyads may deepen their agreements in response to other dyads concluding agreements, and that the deepening of agreements may lead other countries to seek an agreement as well. For example, the Single European Act (1987) arguably increased the interest among Mediterranean countries in signing a trade agreement with the EU. Despite these limitations, the current paper does provide new evidence in favor of the argument that preferential trade policies are interdependent.
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Table 1: The spread of preferential trade agreements, Weibull regression Explanatory variables Model 1 Domino effect COMPETITION 0.14 *** (0.02) DISTANCE & COMPETITION



Model 2



Model 3



0.20 *** (0.03)



TRADE & COMPETITION



0.60 *** (0.13)



Emulation LANGUAGE COLONY RELIGION Dyadic controls TRADE EXPORT ORIENTATION SIM GDP RLF GDP PER CAPITA GDP GROWTH CONTIGUITY DISTANCE ALLIANCE WTO TRADE DISPUTE DEMOCRACY External shocks MULTI ROUND Constant Observations Number of PTAs signed Log likelihood Notes: standard errors are in parentheses. ***Significant at 1%, **significant at 5%, *significant at 10%.
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-0.15 * (0.08) 0.06 (0.05) 0.02 (0.03)



-0.17 ** (0.08) 0.08 (0.05) 0.03 (0.03)



-0.09 (0.07) 0.07 (0.05) 0.05 (0.03)



0.06 *** (0.01) 0.42 *** (0.13) -0.08 *** (0.02) 0.14 *** (0.02) -0.005 (0.003) 0.005 (0.007) -0.01 *** (0.003) -0.69 *** (0.17) -1.18 *** (0.08) 0.43 *** (0.10) 0.22 ** (0.08) -1.59 *** (0.61) 0.07 *** (0.009)



0.05 *** (0.01) 0.44 *** (0.13) -0.08 *** (0.02) 0.14 *** (0.02) -0.005 (0.003) -0.002 (0.01) -0.01 *** (0.004) -0.71 *** (0.18) -1.17 *** (0.08) 0.44 *** (0.10) 0.22 *** (0.08) -1.60 *** (0.61) 0.07 *** (0.009)



0.05 *** (0.01) 0.46 *** (0.12) -0.08 *** (0.02) 0.15 *** (0.03) -0.01 ** (0.003) -0.002 (0.007) -0.01 *** (0.003) -0.73 *** (0.17) -1.18 *** (0.08) 0.38 *** (0.10) 0.19 ** (0.08) -1.57 ** (0.61) 0.07 *** (0.009)



1.06 *** (0.06) 1.18 * (0.62) 193,949 1,511 -4317.01



1.05 *** (0.06) 1.09 * (0.61) 193,949 1,511 -4321.78



0.99 *** (0.06) 2.77 *** (0.62) 193,949 1,511 -4328.53



Figure 1: The spread of preferential trade agreements, 1960-2005 350
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Figure 2: Defining the spatial weights Difference in GDP per capita?
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Figure 3a, b, c, and d: Spatial variables values across time for selected dyads of countries.
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Figures 4a, b, and c: Survival estimates for competition, distance & competition, and trade & competition Weibull regression
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Data Appendix Mean Std. deviation Minimum Maximum Data sources 0.01 0.1 0 1 1.64 1.55 0 6.60 (1) DISTANCE AND COMPETITION 0.65 0.87 0 5.05 (1) (2) 0.02 0.12 0 4.75 (1) (2) TRADE AND COMPETITION Cultural distance LANGUAGE 0.15 0.60 0 4.34 (2) 0.32 0.85 0 4.34 (3) RELIGION 0.24 0.75 0 4.33 (2) COLONY (1) 9.35 0.01 2.08 Controls SIM 3.68 (1) 8.64 0.1 1.25 GDP 1.76 (1) 58.71 0 11.28 RLF 8.95 (1) 54.97 0.07 3.28 GDP PER CAPITA 1.66 (1) 35.2 -52.6 6.81 -0.02 GDP GROWTH (2) 19.19 0.06 4.58 3.80 TRADE (2) 0.99 0 0.03 0.004 TRADE DEPENDENCE (1) (2) 4.92 0.001 0.16 0.16 EXPORT ORIENTATION (4) 1 0 0.19 0.04 ALLIANCE (5) 10 0 3.47 2.69 DEMOCRACY (2) 9.90 2.35 0.75 8.69 DISTANCE (2) 1 0 0.14 0.02 CONTIGUITY (6) 1 0 0.50 0.47 WTO (7) 1 0 0.07 0.005 TRADE DISPUTE (2) 0.199 0.09 0.02 0.12 HEGEMONY (9) 1 0 0.49 0.61 MULTILATERAL ROUND (3) 1 0 0.29 0.09 LANGUAGE (3) 1 0 0.37 0.17 RELIGION (2) 1 0 0.34 0.14 COLONY (2) 1 0 0.13 0.02 ISLAND (2) 1 0 0.20 0.04 LANDLOCKED (7) 1 0 0.13 0.02 DISPUTE WITH THIRD PARTY (8) 0.71 0 0.19 0.15 VETO PLAYERS (9) 1 0 0.09 0.008 SAME FORMER STATE Sources: (1) Energy Information Administration – International Energy Annual (Shackman, 2005); (2) CEPII dataset (2005) (3) Encyclopedia Britannica Book of the Year 2001; (4) COW dataset; (5) Policy IV; (6) WTO website; (7) Horn and Mavroidis dataset (2006); (8) Henisz dataset (2006); (9) Compiled by the authors Dependent variable Domino effect
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