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What we do
• We develop a theoretical model of the external tariffs of SouthSouth regional trade agreements (RTAs) and derive predictions
for the impact of the internal trade share on the external tariffs.
• We show that, in this type of agreements, we should observe a
stumbling bloc effect when the internal tariff equals zero. In all
other cases, we should observe neither a building bloc nor a
stumbling bloc effect (“neutrality” result).
• We find estimates consistent with the model using data on
internal and external tariffs and trade flows for Latin American
RTAs from 1985 to 2006.
• Our findings offer an explanation of the different empirical
results in the literature on building and stumbling blocs.

Motivation
• In the past 20 years, regionalism has supplanted multilateralism as the main
source of negotiated trade liberalization in the world economy.
• 400+ RTAs have been notified to the WTO since 1995, almost 4*(# RTAs
notified in the previous 5 decades).
• Concern: members of RTAs might have an incentive to maintain or even
raise their external tariffs (“stumbling bloc” hypothesis).
• Mixed empirical evidence:
o Limão (2006, 2007) and Karacaovali and Limão (2008) find evidence
of a stumbling bloc effect for RTAs signed by the US and the EU.
o Estevadeordal, Freund and Ornelas (2008) find evidence of a stumbling
bloc effect for RTAs signed by countries in Latin America.

Motivation (cont.)
What explains the difference in results between LKL and EFO?
• Different samples of countries are analyzed:
o
o

o

The U.S. and EU differ from Latin American countries in terms of size and level of development.
The RTAs of the U.S. and EU are notified under GATT Article 24 (which calls for zero internal
tariffs), while Latin American RTAs take advantage of GATT’s “Enabling Clause” (internal tariffs can
be positive).
Binding overhang is much greater for Latin American countries than for the U.S. and EU.

• Different empirical approaches are used:
o

LKL compare MFN tariff cuts between the Tokyo and Uruguay rounds for products imported from
RTA partners versus products imported only from the rest of the world.

o

EFO examine the relationship between annual changes in external and internal tariffs.

• Data at different levels of disaggregation are used:
o

LKL use highly disaggregated data at the 8-digit HS level (several thousand products)

o

EFO use the 4-digit ISIC level (100 industries), for 11 years (1990-2001) and 10 countries

Motivation (cont.)
This paper attempts to resolve the stumbling/building blocs
question by developing and estimating a model that emphasizes
the difference between RTAs in terms of constraints on the
internal tariff.

Outline
• Theoretical model – general set-up and three specific cases:
o No constraints on internal tariffs
o Zero-constraint on the internal tariff (as in Article 24 RTAs)
o Non-negativity constraint on the internal tariff (as in Enabling Clause
RTAs)

• Data
We have data on internal and external tariffs and trade flows for Latin American RTAs from
1985 to 2006.

• Empirical analysis (OLS and IV results):
Given our focus on RTAs based on the Enabling Clause, this is the case we consider in the
empirical analysis.

Theoretical model: preview of the main results
• In our theoretical model, we consider an RTA that sets both its internal and
external tariffs to maximize the joint welfare of the partners but ignores the
welfare of the rest of the world.
• In our model, stumbling-bloc (building-bloc) effects are associated with a
positive (negative) impact of the internal trade share on the RTA’s external
tariff.
• Three cases:
o No constraints on internal tariffs: no stumbling bloc effect, no building bloc
effect (“neutrality” result).
o Zero-constraint on the internal tariff (as in Article 24 RTAs): building block
effect if the desired internal tariff is positive; stumbling block effect if the
desired internal tariff is negative.
o Non-negativity constraint on the internal tariff (as in Enabling Clause RTAs):
the flexibility hypothesis always holds except when the internal tariff is zero, in
which case we predict a stumbling block effect.

Theoretical model: assumptions
• Three countries: Two developing countries that have formed an RTA plus ROW.
• “Competing exporters” framework:
o Single numeraire good (produced with labor alone).
o K non-numeraire goods (produced with sector-specific capital and labor under PC and CRS).
o Each non-numeraire good k is imported by a single country and exported by the other two. Each
country has a representative consumer with a quasi-linear utility function.

• Governments are politically motivated and thus possess objective functions
represented by weighted social welfare functions.
• Payoff of importing country:

• Payoff of partner country:

Theoretical model: set-up
• The RTA is free to set both internal tariffs (on trade between members) and
external tariffs (on imports from the rest of the world) so as to maximize the joint
payoff of the RTA members (i.e., we assume (1) a large binding overhang and (2)
RTA is signed under Enabling Clause):

Case 1): No constraints on internal tariffs

• Only the external tariff reflects terms-of-trade considerations, while only the
internal tariff reflects the political influence of partner producers.
• The partner’s share of total imports (Φ) enters neither equation.
• No stumbling block effect, no building block effect (“neutrality” result).

Case 2): Zero-constraint on the internal tariff (as in Article 24 RTAs)

where Δ is increasing in Φ.

• Whether the external tariff is increasing/decreasing in Φ depends on the sign of:

• If

> 0 (i.e., positive desired internal tariff) ==> building block effect.

• If

< 0 (i.e., negative desired internal tariff) ==> stumbling block effect.

Case 3): Non-negativity constraint on the internal tariff (as in Enabling Clause RTAs)
• Given that in South-South RTAs we frequently observe positive internal tariffs,
often observe zero internal tariffs, but never observe negative ones, we might
suppose that a non-negativity constraint is in effect.
• If this is so, for products on which the internal tariff is zero, the desired one is
likely to be negative, in which case we should observe a positive relationship
between the RTA share of imports and the external tariff (stumbling bloc effect).
• For all other products, there should be no impact of the RTA share of imports on
the external tariff.
• This is the hypothesis that we test.

Data
• Tariff data, both MFN (Most Favored Nation) and preferential on a bilateral
basis, disaggregated at the 5-digit SITC (Standard International Trade
Classification) Revision 2 level for 11 countries in Latin America, over the
period 1985-2006.
• 11 countries in Latin America: Argentina, Bolivia, Brazil, Chile, Colombia,
Ecuador, Mexico, Paraguay, Peru, Uruguay, and Venezuela.
• Note that we use substantially more disaggregated data than in EFO as we
analyze 1875 products as opposed to 110 sectors.
• In addition, our dataset significantly extends the EFO’s database by
covering ten additional years: 1985-1989 and 2002-2006. The former
period is especially important because it is when most sample countries
implemented unilateral trade reforms and signed agreements that deepened
regional trade integration and eventually led to more comprehensive
arrangements.

Empirical strategy
• We can linearize the tariff equations for the purpose of estimation.
• We take a first-order Taylor approximation of each equation around the
point of welfare maximization, which is also the point of zero internal
tariff.
• If internal trade is constrained to be free, then we have:

• If internal trade is not constrained to be free, then we have:

• Thus we estimate the following specification:

• We expect beta=0 and gamma>0.

Empirical strategy: Endogeneity
• Our main independent variables are likely affected by endogeneity.
• The RTA import share is likely to be impacted positively by the external
tariff, thus imparting bias due to reverse causality.
• We instrument for the RTA import share using data on the import share of
other Latin American countries from the same set of exporters.
• The internal tariff is endogenous as well, as is clear in the theoretical
model.
• We follow EFO in using as an instrument for the internal tariff the internal
tariff charged by c’s RTA partners for the same product and year.

Do our findings shed light on the results of the existing literature?
• The theoretical model predicts that, for a given distribution of desired
internal tariffs, Enabling Clause RTAs are more likely than Article 24 RTAs
to give rise to a stumbling bloc effect on average.
o For products with negative desired preferential tariffs, there will be a stumbling block
effect in both types of agreements.
o For products with positive desired preferential tariffs, Article 24 RTAs will have a
building block effect while Enabling Clause RTAs will have no effect.

• However, since countries self select into signing a RTA as a function of the
distribution of desired internal tariffs they face, Article 24 RTAs are less
likely to be building blocks than Enabling Clause RTAs.
o Given a positive desired internal tariff, two developed countries may choose not to sign a
RTA - which would be under Article 24 – because they would be forced to set those
internal tariffs equal to zero.
o On the other hand, given a positive desired internal tariff, two developing countries
signing a RTA with the Enabling Clause will not be discouraged from going ahead.
o Given a negative desired internal tariff, any type of country – either developed or
developing – would be wary of signing a RTA given that both Article 24 and the
Enabling Clause include a non-negativity constraint.

Conclusions
• We develop a theoretical model which gives predictions about the external
and internal tariffs set by RTA members under alternative assumptions
about the constraints on the internal tariffs.
• We derive a theory-based estimating equation.
• We examine the impact of the internal trade share on external tariffs across
products, countries and time, comparing this impact for goods with positive
internal tariffs with that of goods with zero internal tariffs.
• We find that the greater the internal trade share, the greater is the incentive
to maintain a high external tariff, if, and only if, the internal tariff is zero.

