4. Multipolarity and regional
integration

4.1 ARE WE MOVING TOWARD A MULTIPOLAR
WORLD ECONOMY?

The economic geography of the world is rapidly changing. The economic
contraction and the financial crisis caused by the burst of the sub-prime
bubble in the US primarily hit advanced countries where unemployment
rose, government budgets deteriorated and prolonged economic stagna-
tion followed the sharp recession of 2008-2009. Outside advanced coun-
tries, the consequences of the financial crisis were less severe and emerging
economies quickly returned to their previous rapid growth. The different
impact of the financial crisis on advanced and emerging countries should
not be a surprise because an examination of world development patterns
over the last 15 years shows that new economic powers are already eroding
centuries-old European and North-American supremacy. We know that,
after World War 11, the US overtook the UK as the world’s leading
country and that in the Cold War period the two American and Russian
superpowers ruled a bipolar order where alternative social, political and
economic models faced off. After the fall of the Berlin Wall in 1989 and
the subsequent implosion and disintegration of the USSR, bipolarity
ended and Russia, along with many Eastern European countries, started
a difficult transition period toward the market economy. Many observ-
ers interpreted those dramatic events as the triumph of the ‘American
century’, an era in which the only remaining superpower, the US, would
dominate politically and economically for many years. Twenty years later,
the reality has proved quite different (Fukuyama, 1992; Kagan, 2008;
Kupchan, 2011; Palma, 2009; Zakaria, 2011): the US originated the most
severe economic crisis since the Great Depression of the 1920s, sovereign
debt besets the EU and in Asia, Japan is unable to come out of a lengthy
period of economic stagnation. Meanwhile, India, the largest democracy
in the world, is rapidly growing, China has become the world’s leading
exporter, the second largest economy in absolute GDP terms! and the
main purchaser of US Treasury Bills; Brazil and South Africa are modern-
izing and establishing themselves as the main economic and political hubs
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in their respective continents. The successor of the second superpower of
the Cold War era, Russia has completed the transition from a planned to a
market economy and has been able to return to the international economic
scene as a leading actor due, in part, to its vast endowment of natural
energy resources (Aslund, 2007; Hanson, 2004; Malle, 2008). Figures
4.1a, 4.1b and 4.1c give a clear picture of the changing world economy. In
the year 2000, the group of advanced countries? produced 80 per cent of
world GDP, leaving a mere 20 per cent to the others (see Figure 4.1a). Ten
years later, the share of emerging and developing economies rose to 34 per
cent (Figure 4.1b) but, according to the IMF, the share of this group of
countries is bound to further enlarge and in 2016 emerging and developing
economies will double their share, totalling 41 per cent of world GDP at
the expense of advanced countries whose contribution will fall from 80 to
59 per cent (Figure 4.1c).

Figure 4.2 tells us what is behind such a radical change in the balance
of world economic power: in the 2000s, emerging countries have grown
twice as fast as advanced countries. Furthermore, in 2008-2009 advanced
economies went into recession, while emerging countries merely suffered
a slow-down in economic growth. Looking at individual countries in
both groups, other trends of interest emerge. Figure 4.3 shows antici-
pated changes in GDP in the three major economic areas in the group
of advanced countries: the EU, Japan and US. The sharp decrease in the
contribution of the US to world GDP is striking. In 2000 the US produced
about 31 per cent of world GDP but, according to the IMF, in 2016 that
share will fall to around 20 per cent. Figure 4.3 also shows the halving of
the Japanese contribution to world GDP, expected to fall from 14.49 to
7.41 per cent. The EU share of world production should be more stable,
with a small expected loss of around three percentage points. According
to these projections, among advanced countries the US is likely to pay the
highest price for the rebalancing of the world economy in terms of relative
GDP shares.

Who gains the most from this trend? Emerging and developing coun-
tries are rather heterogeneous and comprise a large number of states.
However, few of them are acquiring special status both at global and
regional levels because of their dimension and/or economic development.
In 2000, the BRICS — Brazil, Russia, India, China and South Africa —had
a GDP share of just 8.41 per cent which had more than doubled by 2010,
reaching 18.18 per cent. The forecast is that in 2016 the joint BRICS
GDP will triple on 2000 to 23.8 per cent, above that of the EU. This
rebalancing of the world economy is highly significant, but closely related
to the performance of the Chinese economy (Figure 4.4). Among BRICS
countries, South Africa is still far from reaching true global status as an
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Figure 4.1¢  Shares of world GDP (2016*)

Sources:  IMF World Economic Outlook Database
* IMF estimates
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Figure 4.2  World rate of growth (2000-2016*)
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Figure 4.3 Shares of world GDP: EU, Japan and the US (2000 —2016*)
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Source:  IMF World Economic Outlook Database
* IMF estimates

Figure 4.4  Shares of world GDP: BRICS countries (2000 —2016*)

economic power, although it is the dominant economy in Sub-Saharan
Africa.

Economic projections over a long time horizon are risky and subject
to error but the evidence suggests that, under the plausible assumption of
unchanged trends in the medium term, the coming decades are likely to be
characterized by a multipolar economic order. In the new economic order,
countries outside the US and EU will drive world economic growth. In this
regard, the theoretical concept of a ‘growth pole’ recently revamped by the
World Bank (2011) may be of use. According to the World Bank defini-
tion, a country is a growth pole when domestic growth strengthens growth
in other countries as well. This happens when the country is at the hub of a
large international network of economic and financial links, so that there
is positive spillover from the pole to peripheral countries in the network.

Growth in one country may help the growth of other economies directly
and indirectly. The more intense the international trade, the transfer of
technology, FDI investment flows and migration, the more likely it is that
partner countries benefit from the development of the ‘core’ country. A
straightforward example of a new important growth pole is China, whose
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emergence as the main industrial pole in Asia is undisputed. According to
the World Bank (2011: 20), in the period 2004-2008 along with the EU
and the US, China consistently ranked at the top in terms of its ability to
activate economic growth in Asia and other parts of the world. Indices of
regional polarity show that Saudi Arabia and the other BRICS countries
(Brazil, India, Russia, and South Africa) are the main drivers of economic
growth in their respective regions (World Bank, 2011: 21). At the same
time, other emerging countries such as Mexico, Malaysia and Turkey are
strengthening their network of international economic relations and exert
a positive influence on world economic growth well beyond their national
borders.

A country may be a powerful driver of trade and industrial links but
in the absence of truly international financial activities, it cannot hope
to become a true world pole. In this regard, a phenomenon that further
supports the vision of the coming multipolar world is the rapid growth
of international financial flows and FDI originating from emerging
countries. Chapter 2 presented and discussed the fact that China and
other developing countries are accumulating dollar reserves, purchas-
ing American financial assets and financing the US government deficit.
FDI by emerging country-based companies have reached a significant
threshold and will further increase in the near future. The geographical
dimension of this phenomenon is global, involving both south-south and
south-north directions. Major emerging countries are investing in other
developing countries but are also purchasing companies in advanced
countries. China, for example, is financing infrastructural investments in
Africa in order to gain access to strategic raw materials that are abundant
in that continent while at the same time acquiring companies in the EU
and the US, as can be seen from the acquisition of IBM’s personal com-
puter business division by the Chinese company Lenovo in 2005 (Cheng
and Ma, 2010)3. Another well-known example of expansion is the Indian
company Tata, which has made significant investments in the European
steel industry and is now a global actor in the world steel and automotive
industries (Brautingam, 2010; Evans, 2010; Gu, 2009; Liu, 2007; Mohan
and Power, 2008; Strauss and Saavedra, 2009; Taylor, 2011; Wang, 2007).
According to the World Bank (2011: 85), in the period 1997-2010, 33 per
cent of FDI flows to low-income countries came from the UK, with China
scored second at 14 per cent and South Africa, with a share of 5 per cent,
performing better than Canada, which sourced 4 per cent of FDI directed
toward less developed countries. This evidence clearly shows that emerg-
ing countries are not only important international traders and producers
of real goods but are also strengthening their strategic position in global
financial markets, as the surge in new international bond issues from those
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countries demonstrates (World Bank, 2011: 98). In the absence of unpre-
dictable catastrophic events, current trends are therefore driving the world
economy in the direction of multipolarity.

4.2 THE GLOBAL ECONOMY AND REGIONAL
INTEGRATION

In a multi-polar, globalized world, countries large and small find it natural
and convenient to cooperate with their neighbours; processes of regional
economic integration have become widespread and are today a prominent
feature in the spontaneous evolution of the world economy. In Europe, the
European Union (EU) is a large integrated area comprising 27 countries;
Canada, Mexico and the US created the North American Free Trade
Area (NAFTA); in Asia, the Association of Southeast Asian Nations
(ASEAN) comprises ten countries (Indonesia, Malaysia, Philippines,
Singapore, Thailand, Brunei, Cambodia, Laos, Myanmar and Vietnam);
in South America Argentina, Brazil, Uruguay and Paraguay form the
MERCOSUR; in Africa the Organization for African Unity (OAU)
promoted the establishment of an African Union; in South Africa, the
Southern African Development Community includes 15 countries. These
are but a few well-known examples of many other experiments in regional
economic integration aimed at improving the economic growth and
welfare of member countries through the elimination of internal trade
barriers and the establishment of common rules.

Why have integrated regional areas become so common in the global
world economy? Often, as the gravity model suggests (Anderson, 1979;
Anderson and Wincoop, 2003; Bergstrand, 1985; Deardoff, 1998)*, trade
between countries is more intense the closer the countries are geographi-
cally. Other factors, such as the sharing of a common history, language,
social habits and political institutions seem to positively affect interna-
tional trade. This simple approach shows why, in the presence of common
borders, geographical proximity, cultural and political affinities, the
incentive for establishing regional economic agreements is often strong.
The advantages of deeper economic integration between countries go
beyond the usual arguments about the benefits of free trade based on
comparative advantage and international specialization. A coalition of
small to medium-sized countries gives individual members a better chance
to face up to international competition and political pressure from larger
economies. Economic integration resulting in free trade areas (FTAs),
customs unions or economic unions creates conditions that, because of
access to a larger market and economic synergy, allows member states to
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improve economic efficiency and achieve faster growth based on a more
competitive environment where companies can exploit economies of scale
and consumers can choose from a wider range of goods and services.
FTAs are agreements in which countries set reciprocal trade tariffs to zero
but maintain independent trade policies in relation to countries outside
the FTA; hence members may apply different tariffs to the same third
country. In customs unions, on the other hand, external tariffs are uniform
and members cannot follow independent trade policies. It is clear that
customs unions require a higher degree of internal coordination between
members than FTAs. Of course, economic agreements of this type may
involve distant countries too, if there is a mutual interest in establishing
economic relations. For example, the desire to diversify trade flows and
reduce excessive dependence on a large neighbour or the opportunity to
access promising new emerging markets may result in closer economic
cooperation and integration between very distant countries.

Global multilateral trade agreements, as promoted by the WTO (for-
merly GATT) since 1948 through nine complex negotiation rounds?, offer
economic benefits to participating countries, but it is evident that regional
treaties leading to FTAs, customs or economic unions are often simpler
to set up, manage and implement since they involve fewer governments
than global multilateral discussions between a hundred or so countries
which, all too often, have different points of view and conflicting interests.
However, the increasing spread of bilateral and regional integration raises
the important problem of how this trend relates to WTO multilateral agree-
ments, and the regulations for international trade accepted by 153 coun-
tries. The problem is that any bilateral or regional economic agreement
determines de facto preferential treatment in favour of member states,
a circumstance which may violate the basic non-discriminatory rules of
the WTO. The most significant innovation in international trade practice
introduced by the WTO was the requirement for any trade agreement to
achieve the unanimous approval of countries participating in the multilat-
eral negotiations; in addition, when some members agree on favourable
bilateral trade tariff concessions, the agreement must be extended to the
other WTO members. For example, if during WTO negotiations a group
of countries decides on a mutual tariff reduction in steel products, the same
reduction applies to all other WTO partners. Furthermore, the agreement
becomes operational only after final approval by all WTO members. This
mechanism, known as the ‘most favoured nation’ clause (MFN), accom-
plishes the result of generalizing tariff and trade policy concessions where
they are agreed upon by small groups of countries.

Since the end of World War II, MFN has been a powerful legal mecha-
nism enabling continuous multilateral reductions in trade barriers in the
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world economy. Without MFN, a prisoner’s dilemma would arise because
no country would have the incentive to make the first move to reduce its
own trade barriers, such as import tariffs, quotas or export subsidies, in
the absence of a credible commitment by all other countries to behave
in the same manner. Every country would be better off eliminating the
costs and distortions associated with protectionism but none would do so
for fear that trade partners would keep the protection of their domestic
market intact. In that case, countries abolishing tariffs would incur a net
loss because they would find it more difficult to sell their products abroad;
at the same time, foreign countries could freely access their markets at
the expense of national producers. In the real world, when negotiations
involve few countries, a simultaneous reduction or elimination of tariffs
can be achieved without too much difficulty. However, on the one hand,
although regional processes of economic integration certainly promote
free trade among members through reduced internal protection, on the
other hand there is also a temptation to protect the internal market of the
FTA by means of higher tariffs levied against external third countries. In
that event, integrated regional areas would actually segment the world
market into separate ‘economic fortresses’ rather than contribute to the
development of global free trade. Therefore, regional treaties, FTAs or
customs unions are not the solution to the problem of achieving a more
integrated world economy to the benefit of all. Only simultaneous multilat-
eral trade concessions can positively affect global trade and this requires a
negotiation mechanism that binds every participating country to the MFN
principle. A notable exception to the prohibition of preferential agreement
between WTO members is the Generalized System of Preferences (GSP)
the WTO established in favour of a group of less developing countries
(LDC). The GSP allows developed countries to grant LDCs preferential
access to their domestic market on a voluntary base and this exception to
the general principle of the most favoured nation is justified by the rec-
ognition that in LDCs a full and rapid adoption of the WTO rules would
be too costly and reduce welfare sharply so these countries need a longer
period of time to adjust their domestic economies to a free trade environ-
ment (Stiglitz and Charlton, 2005).

FTAs, customs unions and integrated regional areas existed before the
creation of the GATT. This explains Article XXIV of the WTO Charter,
which contains provisions for the regulation of these agreements. The
basic idea is that FTAs, customs unions or economic unions in regional
areas, involving a limited number of countries, are permitted if they follow
general WTO rules for free trade. The unavoidable positive discrimination
in favour of internal members of regional unions has to be supplemented
by the respect of WTO rules with regard to all other WTO members. In
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other words, countries in an integrated regional area or FTA can inter-
nally reduce or eliminate tariffs in order to increase trade between them
but they cannot raise tariffs above previous levels against non-member
countries in the WTO without explicit negotiation. Notwithstanding the
fact that a growing number of countries have decided to join the WTO
(154 members including Russia at the end of 2011), in practice many of
them also joined local FTAs.

Since the establishment of the WTO, global and regional trade agree-
ments have gone hand in hand with regional agreements, which have
become increasingly popular in the last 20 years. Data shows that in 1990
there were 27 FTAs, in 2008 there were 421, up 15-fold (Matsushita, 2008
and 2010). Today, in the world economy FTAs are important and the
largest four — the EU, NAFTA, MERCOSUR and ASEAN - represent
about 60 per cent of total world trade. In this regard, the stalemate of the
multilateral WTO Doha Round reinforced an existing tendency toward
the establishment of integrated regional areas. In the absence of a new
global agreement on international trade and trade-related issues that are
still open or are outside the Doha Round Agenda, bilateral and regional
treaties may look like a best rather than a second best option to countries
ready to better integrate their economy with that of their closest economic
partners or willing to sign agreements on controversial subjects that do
not encounter universal support in WTO negotiations. In this sense, local
agreements on topics the Doha Round decided not to discuss further,
such as investments and competition policies, may be a useful addition
to the WTO set of rules. The negative side is that the lack of coordina-
tion between FTAs may produce a disorderly accumulation of different
rules which could complicate rather than simplify international trade and
investments.

To sum up this discussion, regional economic agreements are a very
important aspect of the world economy, offering individual countries the
way to achieve a stronger position in a rapidly changing international eco-
nomic environment. At the same time, without a supranational perspec-
tive and effective method of cooperative multilateral negotiations, these
agreements can segment the world market and ultimately reduce world
trade and welfare rather than increase them, as the literature on trade crea-
tion and trade diversion shows (Balassa, 1967; Freund and Ornelas, 2010;
Fukao et al, 2003; Kreinin, 1959; Matsushita, 2008). The lesson of the
1930s when, in the aftermath of the 1929 crisis, isolationism, nationalism
and protectionism spread all over the world, eventually leading to the dis-
ruption of international trade, global depression and World War II, must
not be forgotten, especially today when recovery after the world financial
crisis of 2008 is still uncertain.
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4.3 REGIONAL INTEGRATION: EUROPE AND THE
OTHERS

A comparison of existing regional experiences shows that the degree of
integration between countries varies from simple FTAs to the sharing
of complex supranational institutions as in the case of the EU. Chapter
6 discusses the problems and serious risks the EU is facing because of
the sovereign debt crisis. Undisputedly, the EU has been the most suc-
cessful experience of integration among developed modern countries.
Based on an intuition of Ernesto Rossi and Altiero Spinelli, the authors
of the famous Ventotene Manifesto (1941), the EU is the result of a long
process of political and economic integration starting after World War I1
and involving an initial core of six founding countries (Belgium, France,
Germany, Italy, Luxembourg and the Netherlands) led by leaders of the
stature of Konrad Adenauer, Alcide de Gasperi, Jean Monet and Robert
Schuman. The motivation behind European integration cannot be under-
stood if secular conflicts among European nations causing two world
wars and several European conflicts are forgotten. The long-term goal
of the founding fathers of modern Europe was to prevent future devasta-
tion in Europe via political and economic cooperation and integration,
guaranteeing peace and prosperity in the Old Continent. In the intentions
of its founders, the final stage of European integration was intended as a
federal European state, not merely a customs union or common market.
Stable, peaceful economic relations between nations need strong political
cooperation and in this perspective, in the light of the conflicts between
France and Germany which contributed to two world wars, post-war
European leaders have understood that only the permanent linkage of
European nations provides the basis for a peaceful future. Former ECB
Chairman, Jean-Claude Trichet, made this point clearly, referring to
Adenauer, during his speech on 24 October 2011 at Humbold University
in Berlin:

As Konrad Adenauer said in Aachen 57 years ago: “Gerade wird man die
Mahnung verstehen, dass Europa uns heute Schicksalsgemeinschaft ist. Dieses
Schicksal zu gestalten ist uns iibergeben” [Above all, people will understand the
call: that Europe, for us today, is a community with a common destiny. It’s up
to us to shape that destiny].
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