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Abstract
The number of reciprocal trade agreements between industrialized and developing countries has been increasing in recent decades. The motivations of industrialized countries are not
well explained by existing political economy theories. Instead, they are better understood by
incorporating the desire of an industrialized state to use trade as a form of development promotion in states where underdevelopment generates negative spillovers for the industrialized
country. This suggests that industrialized states will prefer targeted, bilateral or regional efforts
for pursuing development through trade, rather than large multinational agreements in which
they are required to offer the same concessions to all developing countries regardless of the
impact of underdevelopment on themselves. The paper draws on the case of CAFTA-DR and
a large-N empirical study of industrialized-developing dyads to demonstrate that the pattern of
trade agreements is best understood by incorporating a concern for development externalities.
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At 12:03 am on July 28, 2005, the United States House of Representatives passed the
Dominican Republic-Central America-United States Free Trade Agreement Implementation Act,
paving the way for President George W. Bush to sign into law the trade agreement commonly
known as CAFTA-DR. The vote on the bill was 217 in favor and 215 opposed. Heading into
voting, supporters did not know if they had the votes they needed. George W. Bush,
Vice-President Dick Cheney, and numerous high-ranking members of their administration visited
Capitol Hill in the days leading up to the vote in an attempt to gain support for passage.1 Even
with this full-court press, House leadership had to keep voting open well beyond usual time limits
to secure the last needed votes. They traded promises of transportation projects and passage of a
bill authorizing new tariffs on Chinese goods for votes in favor of CAFTA-DR.2 This was a fairly
extraordinary effort to secure passage of a trade agreement with a group of countries that,
collectively, had an economy in the years leading up to the vote slightly smaller than that of
Pittsburgh, Pennsylvania.
The signing of CAFTA-DR is part of a broader trend in trade agreements between
industrialized and developing countries. Virtually non-existent before 1990, reciprocal trade
agreements between a wealthy state and one or more developing states now play a key role in
defining relationships between these groups. In 1990, twenty industrialized-developing country
dyads, constituting just over one percent of the total number of dyads from 1990 that will be
examined in this study, were covered by a free trade agreement (FTA). By 2012, 150 dyads,
almost eleven percent of the total for that year, had a FTA in effect.
This growth in free trade agreements has occurred while multilateral efforts to forge
agreement between developed and developing countries through the World Trade Organization
have been marked by a significant lack of success, most notably the apparent failure of the Doha
Round after fourteen years of negotiations in December 2015. Sharp disagreements between
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industrialized and developing countries were instrumental in the lack of progress and eventual
collapse of the trade round. The contrast between the success of these countries in negotiating
free trade agreements and the failure of the WTO round focusing on development is stark.
This study argues that the pattern of industrialized-developing country trade agreements
cannot be fully explained by existing political economy models. The standard model, as applied
to trade, argues that governments balance pressure from pro-trade and protectionist interest
groups while also considering the impact on the average voter.3 Applying this model offers a
convincing explanation for the behavior of developing country governments in pursuing these
agreements with their wealthy counterparts. It also helps explain the motivation an industrialized
country government faces in signing agreements with large, emerging market, developing
countries. However, these traditional explanations are less useful for understanding the motivation
of industrialized country governments in signing agreements with relatively poor, small-market
countries that offer at most tiny gains for exporters in the industrialized state. In these instances,
the most obvious application of a political economy framework suggests that protectionist,
import-competing groups in the industrialized state, fighting to keep low-cost alternatives out of
their large domestic markets, will be more motivated and influential than exporters that can expect
only marginal gains from increased access to small, developing country markets.
While improbable from a domestic political-economy standpoint, industrialized states do
sign trade agreements with small developing countries. The motivation for this can be understood
by incorporating concerns for development externalities, and the link between trade and
development. Industrialized states are affected by transboundary problems emanating from
developing countries, such as unwanted migration, trafficking in illicit substances, pollution,
crime, violence, and other issues disproportionately associated with less developed areas.
Preferential access to large markets creates an opportunity for growth in developing countries.
When an industrialized state is considering a trade agreement with a developing country, one of
the potential benefits will be the opportunity to increase development and thereby decrease the
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negative externalities it experiences from the developing state. When these externalities are large
enough, the potential benefit from increased growth can lead to signing an agreement that would
not be predicted by standard assessments of the political economy landscape in the country.
Although the externality examined here is development, this argument has much in common with
the link drawn between trade agreements and security externalities advanced by Gowa4 and Gowa
and Mansfield.5 In both cases, understanding the role externalities play in the calculus for signing
an agreement enhances our understanding of the pattern of agreements observed.
The fact that concern for development externalities influences the signing of bilateral trade
agreements also sheds light on the impasse regarding development issues at the WTO. When
development externalities from a particular developing state are not a concern for a given
industrialized country, then the industrialized country government will be swayed by domestic
lobbying groups in a manner consistent with political economy arguments. For small market
developing countries, it is only when externalities are present that the government of an
industrialized state has an incentive to act against the interests of domestic protectionist lobbies.
Addressing development through negotiations in a WTO round requires granting equal
preferential access to all developing countries, or at least all that fall within a given category,
whether or not those countries create significant externalities for the industrialized state that can
be mitigated through development. An industrialized state will prefer a more targeted approach,
in which it chooses to sign agreements with developing countries for which the sum of trade gains
and positive externalities from development promotion exceed the losses felt by protectionist
interest groups, without being drawn into global agreements covering most developing countries.
In fact, the exclusionary nature of free trade agreements can be a benefit when they are targeted
for development, as the industrialized state can promote development in states it chooses, often at
the expense of excluded states where the external benefits of development are unimportant to the
industrialized country.
This study examines the passage of CAFTA-DR and employs a cross-national statistical
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analysis of trade agreements between industrialized and developing countries to better understand
the links between development concerns of industrialized states and the signing of trade
agreements. Studying the CAFTA-DR agreement sheds light on both the political economy and
development aspects of a trade agreement between a large industrialized country and several
developing countries which, even collectively, comprise a small market for United States
exporters. The cross-national analysis builds on this to examine links between development
priorities for industrialized states and the signing of trade agreements with developing countries.
An industrialized state using trade agreements to further development with targeted countries will
look to sign these with countries where it has a strong interest in development promotion. This
suggests a link between the signing of trade agreements and traditional forms of development
promotion, such as foreign aid. In both the CAFTA-DR case and in the broader analysis, strong
relationships are observed between foreign aid commitments and the signing of free trade
agreements.
Industrialized states will also target countries that are well-positioned to capitalize on a trade
agreement to enhance development. Least developed countries are less likely to attract these types
of agreements, as they have a lower probability of being sufficiently developed to capitalize on the
benefits of market access when it is offered. Instead, trade agreements driven at least partially by
development concerns will be signed with states that have achieved a sufficient level of
development to benefit from the preferential access to an industrialized country’s market, but are
still at a low enough state of development that they can inflict negative spillovers on the
industrialized country. The cross-national analysis shows a non-linear relationship between
income per capita and the likelihood that a developing country signs a free trade agreement with
an industrialized state. Holding other factors constant, the likelihood is low for the poorest
countries, increases until a country reaches a level of income per capita that corresponds
approximately with the move from lower-middle to upper-middle income status, and then
declines thereafter.
The results of this analysis suggest that development concerns help shape the pattern of trade
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agreements between industrialized and developing countries. These cannot be explained solely
through conventional political economy models. The focus on targeting for trade deals when
development is concerned also has implications for the role of international institutions, such as
the WTO, on development issues. When the desire to target exists, and when countries have
different preferences over targeting, there are unlikely to be deep concessions from industrialized
countries on a broad, multilateral level. Instead, smaller, deeper agreements that can have a
significant impact on development in targeted states, while not extending benefits more broadly,
will be preferred by industrialized countries seeking to curb externalities from underdevelopment.
This will leave some developing countries behind. It will also, likely, result in suboptimal
outcomes as industrialized states might be amenable to pursuing more shallow, less costly, but
broader agreements that benefit from burden-sharing across industrialized countries to
complement their bilateral efforts. Thinking of bilateral and multilateral institutions as
complements in development, and understanding the most productive role of each, may increase
the utility of states compared to a scenario under which they are seen as substitute providers of
development outcomes.

1

Industrialized-Developing Country Free Trade Agreements

Negotiating a FTA between an industrialized and developing country pair differs from
negotiations that occur between countries at more similar levels of development. An obvious
difference is the power asymmetry during negotiations, which has led some scholars to argue that
industrialized states gain an advantage in bilateral negotiations while developing states may
benefit from a multilateral framework.6 Another important difference is that when an
industrialized-developing country pair considers forming a FTA, they are often not contemplating
the difference between forming the agreement or having no agreement, but the difference between
an already existing non-reciprocal agreement and a proposed reciprocal agreement.7 The
Generalized System of Preferences (GSP), allowed under the “Enabling Clause” of the GATT,
6
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permits industrialized states to offer better than most favored nation (MFN) treatment to
developing states in a non-reciprocal manner. Goods from developing states covered under a GSP
agreement face lower barriers to entry into an industrialized state than do goods from countries
not covered under a GSP agreement with that industrialized state. Given the unilateral and
discretionary nature of these agreements, including the ability of the industrialized state to alter
them at will, many scholars question their effectiveness at increasing developing country trade, a
point to which I return below.
1.1

Domestic Political Economy

Focusing on the domestic politics of trade agreements and drawing attention to the role played by
both free-trade oriented and protectionist interest groups, Grossman and Helpman note that
“governments. . . respond to political pressures from industry special interests but also pay some
heed to the plight of the average voter.”8 The idea that governments seek to balance demands (and
contributions) from special interests with social welfare (and votes) is a common theme in
domestic political economy models of trade agreements. When deciding whether to pursue an
agreement, the government considers gains to special interest groups (export-oriented sectors,
importers of intermediate goods), losses to special interests (particularly import-competing
sectors), general welfare gains (if trade creating) or losses (if trade diverting), and transaction
costs of negotiating, designing, and securing domestic passage of an agreement. As Mansfield
and Milner note, in order for an agreement to be pursued “the governments involved must decide
that the benefits from concluding the agreement will exceed the associated costs.”9 In the current
context, this must hold for both the developing and industrialized states involved in order for an
agreement to be formed.
Developing Countries On the surface, developing states appear to gain little, if anything, in
moving from a non-reciprocal to a reciprocal trade agreement. Under GSP arrangements,
developing countries gain some preferential access to markets in industrialized countries without
8
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any concessions on their part. However, the unilateral nature of the preferences limits their
usefulness: many sensitive sectors in the industrialized state are excluded from GSP preferences,
and the preferences that are given unilaterally under GSP may also be withdrawn unilaterally.10 If
GSP has the intended effect of increasing exports, a developing country may lose eligibility for
products that become too successful, as the preference will no longer be deemed necessary; to
avoid this the developing state may hold back on exports to the industrialized country, thus not
fully realizing gains that would accrue with more stable market access. Similarly, many GSP
arrangements are income-based; if investing in trade increases a country’s income it may
“graduate” from eligibility. A good example of this is the Everything But Arms (EBA)
arrangement under which the European Union grants duty-free and quota-free access to all
exports, with the exception of weapons, from least developed countries. Once a country is no
longer considered “least developed” it becomes ineligible for EBA after a three-year transition
period. The uncertain future of the preferences makes it difficult for them to help attract
investment; if investments succeed in increasing trade under the preference arrangement, the
preferences may be ended and the profitability of the investment threatened - a fact known to
potential investors. Because of this, Manger and Shadlen argue that the propensity of a
developing country to pursue a reciprocal agreement with an industrialized state is determined by
its dependence on unilateral, removable preferences, with higher levels of what they term
“political trade dependence” increasing the likelihood of signing a reciprocal trade agreement.11
Successfully concluding a reciprocal agreement with an industrialized state will reduce
economic uncertainty and should lead to increased investment. Buthe and Milner argue that
reciprocal trade agreements also reassure investors regarding political risk from the developing
country government associated with their investment. The trade agreement may contain clauses
prohibiting expropriation, establishing dispute settlement mechanisms, or incorporating language
governing the treatment of foreign investment; including these in an international agreement
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serves as a commitment device for the developing country government that can reassure foreign
investors.12
From a domestic political economy standpoint, exporters in the developing state should favor
a preferential trade agreement with an industrialized state, which provides a large and wealthy
market for their goods. Although unilateral schemes already granting access for exports may be
argued to dampen the motivation of exporters to pursue a reciprocal agreement,13 the possibility
of reducing uncertainty and attracting investment through a reciprocal agreement makes it highly
likely that exporters will be organized and motivated to lobby in favor of its negotiation and
passage.14 Moving from a unilateral to a reciprocal agreement will harm firms in the developing
country that will now face stronger competition from imports, giving them an incentive to lobby
against the agreement. Outside of the interest groups, the general public (voters) are likely to
benefit from lower priced imports and the boost to the economy from expanding exports. It is not
difficult to envision scenarios in which the government finds it worthwhile to side with export
lobbies and general welfare over the protest of import-competing groups, and therefore seek to
negotiate and implement a free trade agreement with an industrialized state.
Industrialized Countries For the wealthier countries in industrialized-developing country
dyads the situation is different, and depends on the size of the developing country market and its
relative wealth. Obviously, industrialized states do not need to sign an agreement with a
developing country to attract investment or signal credibility. When considering an agreement
with a large-market developing country or a relatively well-off developing country, exporters and
importers of intermediate goods in the industrialized state may be motivated by potentially sizable
gains to organize and lobby the government for passage of the agreement. Manger argues that
multinational firms in an industrialized state lobby their government to establish trade agreements
with developing countries to facilitate vertical fragmentation of production by lowering barriers to
intra-industry trade.15 According to Manger, the observed pattern of industrialized-developing
12
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country agreements is the result of “a contest between major economic powers to gain access to
emerging markets and important production locations, to impede such access for competitors, and
to restore it when others have moved first.”16
It is unclear how or whether this logic extends to smaller developing countries in addition to
“emerging markets and important production locations.” Manger conducts case studies of trade
agreements with Mexico, Thailand, Malaysia, and Chile; while possibly representative of
emerging markets, results from this group cannot be assumed to explain signing agreements with
smaller developing countries. To put this in perspective, the analysis in this chapter contains 128
developing countries in 2012; the four developing states examined by Manger rank in the top 13
in this group in terms of overall economic size measured by GDP (and Chile has since graduated
to “high income” status, so is no longer a “developing” country). Free trade agreements between
industrialized and developing states are not confined to large markets such as these. Developing
countries as larger or larger than Chile (the smallest of the four in terms of GDP) had signed free
trade agreements with industrialized countries covering 36 dyads by 2012; for smaller developing
states such agreements covered 104 dyads. While multinational corporations may indeed have
incentives to lobby for preferential access to Mexico, Thailand, or Chile, are there really no
substitutes for Cambodia, Cameroon, Nicaragua, or Peru? This is not to argue that the incentives
of multinational firms do not drive trade agreements with large developing states; rather, the point
is that what applies for large markets may not have the same explanatory power for the signing of
agreements with small developing states.
When the potential partner is both developing and small, the domestic political economy
justifications for signing an agreement fall short. The amount of trade - intra-industry or
otherwise - is low. In theory this might equally suppress lobbying from both free trade and
protectionist groups. In practice, however, protectionist groups are better organized and more
highly motivated to lobby the government. Exporters from the industrialized state likely do not
gain much through better market access to a small, developing market. On the other hand, these
16
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small markets will have a comparative advantage at producing some goods, and trade will lead to
specialization in these areas, increasing production in the developing country and exports to the
industrialized state. The industrialized country market is large, so domestic producers of
import-competing goods stand to lose significantly by trade openness - arguably much more than
exporters will gain by preferential access to much smaller markets. If lobbying is proportional to
potential benefits, import-competing firms should lobby more extensively than export-oriented
firms. Added to this is the possibility that firms facing potential losses will be more motivated
than those facing potential gains,17 further tipping the balance toward import-competing firms that
risk losses from developing country competition.
The existence of unilateral preferences prior to a reciprocal agreement creates a situation in
which many gains from protection for domestic firms in the industrialized state can only be
realized in the future and domestic firms are organized to protect these potential future gains.
When a unilateral arrangement is in place the developing country already receives preferential
access to the industrialized country market. However, preferences for individual products can end
if imports become a threat to domestic industry, and industrialized partners such as the United
States and European Union have mechanisms by which domestic groups can advocate for their
removal. This potential to ask for an end to preferences has created an incentive for
import-competing industries in the preference-granting state to closely monitor trade in these
areas and remain prepared to lobby the government for protection when circumstances make this
a viable option.18
That industries monitor the unilateral agreement so closely suggests a high expected value is
attached to these (future) benefits and that they will fight hard to keep them. As Caglar Ozden and
Eric Reinhardt argue, “the ease of altering unilateral (as opposed to GATT-bound reciprocal)
commitments skews protectionist pressures within the donor state towards the GSP instrument.”19
Furthermore, the fact that import-competing firms are already organized will lower the cost of
17
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collective action and make them more likely to engage in lobbying efforts,20 including attempts to
thwart the move to a reciprocal agreement. It also means the government can expect future
contributions from protectionist special interests as long as the possibility of lifting preferences
remains; enshrining these preferences in a reciprocal agreement will result in the government
foregoing these future benefits from the interest groups.
A standard domestic political economy framework cannot fully explain the motivations of an
industrialized country government in pursuing an agreement with a much smaller, poorer state.
The small market size limits potential gains to exporters and consumers, while import-competing
firms are motivated and organized to oppose such agreements. The government will only risk the
wrath of, and forego the potential contributions from, protectionist groups if there is an additional
benefit to doing so.
1.2

Development Externalities from Trade

In advocating for CAFTA-DR, United States Deputy Secretary of State, Robert Zoellick, argued
that “While CAFTA is the right thing to do for democracy, it is also the smart thing to do for U.S.
security. We do not live in isolation from what happens in Central America. Criminal gangs,
trafficking in drugs, even trafficking in persons, create dangerous transnational networks. When
there is instability and poverty in our neighborhood, it is common sense to help our neighbors
address those problems at home rather than import them into our own country.”21 Trade has long
been viewed as a pathway to sustainable growth for developing countries.22 Industrialized
countries wishing to avoid “importing” problems associated with underdevelopment may view
trade agreements as a way to enhance growth in countries from which they expect these “exports”
to flow.
Where negative spillovers from underdevelopment affect an industrialized state, the benefits
of reducing these through trade will be included by the industrialized state when determining the
20
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payoff to signing agreements with developing countries. This is quite similar to the argument
advanced by Gowa23 and Gowa and Mansfield24 regarding trade agreements and security
externalities. They argue that signing a trade agreement can increase the well-being of the trade
partner, allowing additional resources to be spent on military purposes; this creates a positive
security externality when signing an agreement with an ally and a negative externality when
signing with a potential enemy. Here, I argue that when signing with a developing country, the
agreement can create positive development externalities if the industrialized state is likely to feel
negative effects from spillovers that will be decreased by development brought about through
increased trade.
By locking in preferences through a reciprocal agreement, the government of an
industrialized state is tying its hands with regard to future protection and thus foregoing potential
gains from special interests that would lobby for removal of preferences in the future if the
unilateral agreement remained in force. Given the domestic political economy situation, an
industrialized country government will only seek to move from a unilateral to a reciprocal
agreement with a small developing country when the gains brought about by externalities are
enough to compensate for the loss of support from domestic interest groups. In the absence of an
agreement, the government in the industrialized state faces a problem of time-inconsistency since
it cannot credibly commit to deny protectionist demands in the future.25 Yet this very knowledge
is what prevents the unilateral agreements from having a positive impact on exports and
development in the developing country, since investors want to be assured that preferences will
not vanish as production in the developing country increases. When sufficient development
externalities are anticipated, the government of the industrialized state is willing to give up policy
flexibility in the future in order to gain the benefit of increased development in the developing
state.
Incorporating development externalities into an explanation of trade agreements between
23
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industrialized and developing states should be seen as a complement to, rather than a substitute
for, existing explanations. In some cases, particularly for large developing states, a standard - or
slightly augmented - political economy model may explain passage of the agreement. In other
cases, such as the United States agreement with Israel in 1985, geopolitics may play a conclusive
role. Similarly, development concerns can play a secondary role in garnering support for
agreements that can be justified on economic grounds even without considering externalities;
Manger acknowledges concerns for stability and immigration as reasons behind NAFTA, in
addition to the main rationale he raises regarding investment and vertical trade.26
In some cases development concerns can tip the balance, causing industrialized countries to
sign agreements they would be unlikely to seek under standard political economy models. This
will happen when the trade agreement is likely to promote development in the developing country
and when the industrialized state is likely to benefit from this increased development. This
generates two predictions for the empirical analysis. First, the signing of trade agreements should
be targeted toward developing countries from which the industrialized state will gain by
promoting development. This suggests a link between the signing of trade agreements and
traditional development tools, such as foreign aid. When an industrialized state deems
development in a particular country to be important, it may respond with both large amounts of
foreign aid and an increased likelihood of signing a preferential trade agreement to boost
development. The empirical analysis examines whether a higher portion of an industrialized
state’s aid portfolio allocated to developing country is associated with an increased likelihood of
also observing a trade agreement between those two countries.
A second prediction involves the level of development at which developing countries are
most likely to be targeted for agreements. The theory suggests that industrialized countries are
most likely to pursue these agreements with developing countries in the “middle of the pack” with
regard to income. The wealthiest of developing states are unlikely to create negative spillovers to
begin with, so there is limited potential for decreasing them through trade agreements. The
26
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poorest states are unlikely to be in a position to capitalize on a trade agreement to increase
development. States in the middle of the pack are developed enough to benefit from an
agreement, yet poor enough that further development brought about by preferential treatment is
likely to decrease negative spillovers. Even in these situations domestic political economy will
matter: to gain support for the agreement, the government will turn to groups that will benefit
from it but may have been insufficiently motivated to lobby (expend resources) to bring it about.
Yet incorporating concerns for development externalities will improve our understanding of the
patterns of agreements signed.
1.3

Development Impasse at the WTO

The importance of development externalities in the calculus of industrialized states provides an
explanation for why pursuing development goals through trade is more likely to be adopted at a
bilateral level than through the WTO. Negotiating reciprocal market access through the WTO
requires lowering barriers to all countries to comply with most-favored-nation treatment. Yet for
many developing country markets, the industrialized state will prefer to maintain policy flexibility
in the future rather than lose the benefit of support from protectionist groups. It is only when
development externalities are present and sufficiently large that the industrialized country
government will determine that locking in access for the developing country is preferable to
maintaining flexibility. Industrialized states will therefore wish to target their trade agreements
toward particular developing countries where the gains outweigh the costs, rather than negotiate
universal agreements under the WTO. In discussing the difficulty of reaching agreement at the
WTO, Edward Mansfield and Eric Reinhardt point to the growth in membership and participation
in trade disputes to explain the move toward bilateral agreements.27 When it comes to negotiating
on development, another impediment may be that industrialized states simply benefit more by
locking in preferences with developing states where trade will provide a positive externality to
themselves, while maintaining flexibility with other trade partners.
The remainder of this paper looks in more detail at the example of CAFTA-DR raised at the
27
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outset and then proceeds to a cross-national empirical analysis of the pattern of trade agreements
between industrialized and developing countries.

2

CAFTA-DR

The United States signed the trade agreement commonly known as CAFTA-DR with Costa Rica,
El Salvador, Guatemala, Honduras, Nicaragua, and the Dominican Republic in 2004; entry into
force began in 2006 and the agreement was in force for all members by 2009. This was the first
reciprocal free trade agreement between the United States and a group of developing countries.
Unlike the North American Free Trade Agreement (NAFTA), which the United States signed with
Canada and Mexico (currently the two largest export markets for US goods), the justification for
the United States to pursue CAFTA-DR based on a desire to gain from its own increased trade is
suspect. Following its passage, The Economist described CAFTA as “a modest agreement
between a whale (the United States) and six minnows (five nations of Central America Guatemala, Honduras, El Salvador, Nicaragua and Costa Rica - plus the Dominican Republic).”28
2.1

Developing Countries

The stakes were quite large for the Central American economies negotiating CAFTA-DR. In
2000, the region sent 73% of its exports to the United States and received 55% of its imports from
the United States.29 However, since the signing of the North American Free Trade Agreement
(NAFTA) between the United States, Canada, and Mexico, Central American exporters to the
United States’ market feared losing ground to competitors in Mexico; they were also under
increasing pressure from low-cost Chinese manufacturing.30 With the initial entry into force of
NAFTA in 1994, Central American and Caribbean countries (including all eventual members of
CAFTA-DR) lost advantages they had enjoyed over Mexico for access to the United States
market under the Caribbean Basin Initiative (CBI).31 The CBI countries had enjoyed broader
trade preferences for entry into the United States market than had Mexico under GSP. The
28
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implementation of NAFTA removed this competitive advantage and Mexican exports in sensitive
products received more competitive access (after a phase-in period). This was particularly hard on
textile producing firms in the Caribbean, as they saw investment and jobs relocated to Mexico.32
These countries appealed for NAFTA-parity, which was introduced in the US Congress for
several years before eventually passing in 2000 over objections of the domestic textile industry in
the United States.33 The desire to enshrine these preferences in a reciprocal free trade agreement
played a key role in garnering support for the deal on the part of the developing countries. They
also believed CAFTA-DR would lead to increased foreign investment and promote enhanced
cooperation between the Central American members of the agreement.34
Within Central American countries a fairly traditional political economy scenario separated
supporters from opponents and determined the relative ease with which the agreement was
approved across the developing country members. Sanchez-Ancochea notes that passage and
entry into force was relatively quick in El Salvador, Guatemala, Honduras and Nicaragua because
in these countries “social movements and trade unions are relatively weak and domestic capital is
highly influential and dependent on the U.S. market.”35 In the Dominican Republic there was
more of a political struggle to ratify the agreement. Schrank argues that traditionally
export-oriented areas of the country favored CAFTA-DR, while relatively non-competitive
import-competing firms that had benefitted from import substitution industrialization (ISI)
policies opposed the agreement because it would open markets and expose them to competitive
pressures with which they were ill-equipped to cope.36
Costa Rica was the last signatory to gain domestic approval for CAFTA-DR and the only one
to hold a referendum in which the general public could vote for or against the trade agreement.
The campaign leading up to the referendum was fiercely fought, with the “for” vote narrowly
32
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winning. Recently elected Costa Rican President Oscar Arias supported ratification, and Costa
Ricans living in export-oriented areas of the country as well as highly-educated voters were
disproportionately in favor of ratification.37 Opponents, led by former presidential candidate and
Arias rival Otton Solis, had support from domestic unions38 and from low-skilled workers.39
Pro-ratification campaigners were also likely helped by the greater experience and organization of
their side compared to the relatively new apparatus supporting the anti-ratification side.40 In each
of the Central American countries traditional domestic political economy arguments based on the
power of winners and losers from free trade appear to provide reasonable explanations for the
negotiation and passage of CAFTA-DR.
2.2

United States

In the United States, a justification for the resources expended by the George W. Bush
administration to gain support for CAFTA-DR based solely on direct economic gains from the
agreement for domestic interest groups and voters is less clear. The website of the United States
Trade Representative (USTR) states that, as a group, the members of CAFTA-DR were the 14th
largest goods trading partner for the United States in 2013.41 Furthermore, they are - again as a
group - “the third largest U.S. export market in Latin America, behind Mexico and Brazil.”
Except for the fact that they are located in the same region and all signed the same trade
agreement, there is no reason to group them when counting market size. They differ on multiple
dimensions including income: the wealthiest country, Costa Rica, has a per capita income more
than four times that of the poorest country, Nicaragua; Costa Rica’s trade with the US is almost
five times greater than Nicaragua-US trade. Yet, even considered as a whole, this disparate group
accounted for less than two percent of United States trade in goods prior to and since signing
37
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CAFTA.42 Considered individually, none of these countries rank in the top 30 trade partners for
the United States.
Commentators at the time recognized the small direct stakes for the United States’ economy
of passing CAFTA-DR. The New York Times wrote that “the economic impact on the United
States would be trivial.”43 The Economist argued that “[i]n economic terms it is hard to see what
all the fuss is about. Although CAFTA is important for Central Americans, whose main hope is
for increased American investment, it will have only a small effect on America’s economy.”44
Guisinger has found that CAFTA-DR had very little salience with the average voter in the United
States.45 Yet in placing CAFTA as his “top trade priority,” President George W. Bush ended up
only narrowly avoiding a political embarrassment that would have made him the first US
president in decades to have negotiated a trade agreement that was later denied by Congress.46
Additionally, the controversy surrounding CAFTA-DR risked jeopardizing other trade
negotiations on his agenda. If Bush could not deliver Congressional approval on CAFTA-DR, it
would hurt the credibility of his administration when negotiating in the Doha Round at the WTO,
which was at a critical point in 2005.47
The prospect of only small potential economic benefit for domestic groups in the United
States was coupled with a steep backlash from powerful protectionist special interest groups. The
sugar industry was strongly opposed to CAFTA-DR. Members of Congress from sugar producing
areas, even Republicans who would generally support both free trade and a Republican president,
faced intense pressure to vote against passage.48 The actual value of additional sugar imports into
the United States from CAFTA-DR countries is small, but the industry feared a precedent of
42
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decreased protection for sugar.49 The powerful textile industry, which had only a few years
previously opposed the granting of NAFTA-parity to these same countries as members of the
Caribbean Basin Initiative (and succeeded in delaying it by several years),50 initially opposed
CAFTA-DR as well. However, as concern grew regarding low-cost imports from China in 2005,
the portion of the textile industry that produces yarn, fabric, and other inputs endorsed
CAFTA-DR once they were assured that many of the finished products from member countries
would be required to use U.S. inputs to receive preferential access to the United States market.
Members of Congress representing districts heavy in production of finished textile products still
opposed CAFTA-DR.51 Labor unions more generally organized opposition to CAFTA-DR,
arguing that United States jobs would be lost to the other CAFTA-DR countries in part due to the
low level of protections for workers and the environment in the developing country member
states. When presidents of the Central American countries and the Dominican Republic visited
the United States to help garner support for the deal, the AFL-CIO organized cross-country
protests using the slogan “Cafta We Don’t Hafta.”52
Although business groups such as The National Association of Manufacturers, the Chamber
of Commerce and the American Farm Bureau Federation supported CAFTA-DR,53 their support
alone was not enough to combat what The New York Times called “the political clout of vocal
protectionist interest groups.”54 The administration had to strike deals with multiple individual
lawmakers or small groups to gain their support. Those representing districts facing increasing
pressure from Chinese products were promised the support of House leadership and the Bush
administration for restrictions on Chinese imports and a tougher stance against Chinese currency
49
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manipulation.55 To assuage fears regarding lack of protections for labor and the environment in
CAFTA-DR countries, the administration promised to spend $40 million per year helping these
countries enforce their existing laws.56 Deals even became quite specific, with the White House
promising that any trousers imported to the United States duty free from CAFTA-DR countries
would need to be made with pockets and linings from United States companies.57 And the votes
of some members of the House of Representatives were likely brought around by the hope - and
fear - of the impact their CAFTA-DR vote would have on the distribution of projects as part of the
$286 billion transportation bill, including many projects earmarked for particular Congressional
districts, that was simultaneously being negotiated in Congress.58
While standard horse trading consistent with a political economy framework can be used to
explain how the Bush adminstration finally managed to get CAFTA-DR approval in Congress, a
political economy explanation falls short in providing insight as to why the administration wanted
the deal at all. Faced with small economic benefits for domestic groups and concentrated interests
opposed to the deal, it is necessary to look beyond the economics of trade interest groups to find a
justification for the deal. A powerful motive was the adminstration’s desire to work toward a
broader Free Trade Agreement of the Americas (FTAA), of which a Central American deal could
be a key step.59 An additional geopolitical consideration was the desire to provide an alternative
path to growth from that being championed by Venezuelan President Hugo Chavez as part of his
“revolution” for Latin America, financed by a surge in oil revenues. If the United States could
increase its trade ties with Central America and promote development in the region, countries
would be less likely to turn toward Chavez and Cuban President Fidel Castro for assistance.60
The Bush administration further made clear that the goals of CAFTA-DR went beyond trade
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promotion and embraced development. In an effort to garner support for passage of DR-CAFTA,
Bush argued,
“If you’re concerned about immigration to this country, then you must understand that
CAFTA and the benefits of CAFTA will help create new opportunity in Central American
countries, which will mean someone will be able to find good work at home, somebody will
be able to provide for their family at home, as opposed to having to make the long trip to the
United States. CAFTA is good immigration policy, as well as good trade policy...By
transforming our hemisphere into a powerful trading area, CAFTA will help promote
democracy, security and prosperity.”61

Presidents from all six of the developing country partners in CAFTA-DR traveled to the
United States in May 2005 to meet with leaders of the Bush administration, including President
Bush, in an effort to increase Congressional support for CAFTA-DR. One of the meetings was
with United States Secretary of Defense Donald Rumsfeld, who released a press release at the
time of the meeting arguing that:
“Economic progress and security are interdependent...Today, the threat to Central American
and Caribbean security comes from an anti-social combination of gangs, drug traffickers,
smugglers, hostage takers, and terrorists. It is increasingly clear that they can be effectively
combated - and are being combated - only by close cooperation among nations. This trade
agreement could help usher in a new era of cooperation between our countries and enhanced
prosperity in the region.”62

Following the vote on CAFTA-DR in the House of Representatives, House Majority leader Tom
Delay noted that tying the agreement to national security may have gained the administration
votes from some Republican members.63
2.3

Complementary Engagement in the Region

The likelihood that one of the key goals of the Bush administration in pursuing CAFTA-DR was
increased development in the region is increased by the targeting of foreign aid to the developing
country member states. Even as CAFTA-DR was encountering steep resistance in the US
61
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Congress in the spring and summer of 2005, the newly created Millennium Challenge
Corporation (MCC) was negotiating compacts with CAFTA-DR countries. Honduras signed a
$215 million compact with the MCC on June 15, 2005, becoming only the second country to do
so. A compact for $175 was signed between the MCC and Nicaragua the following month.64 A
compact with El Salvador worth $461 million followed in 2006. The remaining CAFTA-DR
countries did not meet eligibility criteria for the MCC in 2005-2006: Costa Rica has an income
per capita above the threshold for eligibility; Guatemala and the Dominican Republic met income
eligibility requirements but did not at the time score highly enough on the indicators used by the
MCC to be deemed eligible for a compact. Given their ineligibility for MCC funding, the
administration in 2007 authorized an additional $10 million per year to address rural development
needs in Guatemala and the Dominican Republic for up to five years “or until the two countries
sign compacts.”65
The increase in foreign aid from the United States to the developing country members of
CAFTA-DR since the beginning of negotiations in 2002 can be seen in Figure 1. The first set of
bars represents the average annual aid commitment from the United States to each country for the
period 1995-2002. This captures the time once the immediate aftermath of the cold war had
subsided but before CAFTA-DR negotiations were at an advanced stage.66 The second set of bars
shows the average annual aid commitment for the period following the commencement of
negotiations on CAFTA-DR and through its initial years of implementation, 2003-2012. Except
in Costa Rica, where the high level of development results in little foreign aid in either period,
64
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Figure 1: United States Foreign Aid to CAFTA-DR Countries, Annual Average for Each Period
Data are for total commitments from the United States to each of the countries represented (Constant $millions), from the OECD DAC3a Database available at stats.oecd.org. The average of the annual amounts
for each period is reported.

there is a marked increase in aid from the United States to each country in CAFTA-DR.

The decision by the United States to pursue CAFTA-DR affected not only the amount, but the
composition of foreign aid as well. From the beginning there was a realization that in order to
capitalize on trade to enhance development, assistance was needed in building trade capacity.
CAFTA-DR was the first trade agreement to include a Committee on Trade Capacity Building
(Chapter 19, Section B). The compacts negotiated between the MCC and Honduras, Nicaragua
and El Salvador coinciding with the debates on CAFTA-DR included projects specifically
23

targeting trade facilitation. Each of the compacts includes substantial funding for building roads
to increase connectivity to rural areas within countries and facilitate transportation between
Central American countries. They also each have a focus on increasing agricultural productivity
and investing in higher-value crops.
2.4

Early Results

CAFTA-DR has been in effect for ten years and from a development standpoint, the results are
mixed. From the United States perspective, negative spillovers from the region, such as violence,
drug trafficking and human smuggling, continue to affect its own well-being. While it is not
possible to know the exact impact of the trade agreement on various outcomes, this section
reviews developments over the past 10 years that are relevant in thinking about CAFTA-DR and
development in Central America.
One of the key reasons for developing countries to sign trade agreements is to increase
foreign investment. Figure 2 shows the stock of foreign direct investment (FDI) in each of the
developing country members of CAFTA-DR for the period 1990-2014. For each country the
actual yearly values (in constant dollars) are plotted, as well as a trend line that is based on the
observed values for 1990-2002, projected forward through 2014.67 In every case the stock of FDI
has grown faster since 2002 than the trend line for the country, suggesting that the prospect and
then reality of CAFTA-DR were helpful in attracting investors.
Figure 3 performs the same analysis for income per capita for which the results are more
mixed. Costa Rica, the Dominican Republic, Honduras and possibly Nicaragua appear to have
achieved higher growth than would have been projected based on their 1990-2002 trend. El
Salvador, however, has fared worse than the trend line and Guatemala has grown almost exactly as
would be expected based on the pre-CAFTA years. Both of these countries, along with Honduras,
have seen significant increases in violence in recent years which undoubtedly affect growth. It is
not possible to know if growth would have been even worse without CAFTA-DR or if there has
67
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been no positive effect of CAFTA-DR in these countries (e.g., perhaps violence prevents these
countries from realizing the potential development gains from trade). The developing country
members of CAFTA-DR have become less dependent on bilateral trade with the United States;
exports to the United States fell from 73% of total exports from the region in 2000 to 43% in
2010, while the percent of total imports to the region originating in the United States fell from
55% to 46% for the same time period.68 Intra-regional trade and trade with Mexico has increased,
in part due to incentives for regional integration of supply chains within the CAFTA-DR
agreement and a related free trade agreement signed between the Central American members and
Mexico.69 Costa Rica has transitioned toward the production of higher-skilled exports for the
technology sector, the Dominican Republic has increased its production of medical equipment
and other manufactured goods, and Nicaragua has decreased its reliance on agriculture and
increased its production of apparel and low-skill manufactured goods.70 In contrast, the members
of the Northern Triangle - Guatemala, El Salvador, and Honduras - have seen serious increases in
violence that most likely have a negative impact on their ability to diversify their economies.
From the perspective of the United States and its desire to use CAFTA-DR to decrease
migration and spillovers from Central America, the agreement has not been an unqualified
success. This is particularly true with regard to the three Northern Triangle countries. Drug
trafficking through the region into the United States has increased significantly in recent years.71
The Migration Policy Institute notes that migration from Central America into the United States
increased by 56% from 2000 to 2013.72 Recent years have seen a surge in unaccompanied minors
entering the United States from Central America over the US-Mexican border, with estimates of
almost 100,000 arriving from Northern Triangle countries between October 2013 and July 2015.73
This increase is tied to extreme violence in these nations; according to the United Nations Office
on Drugs and Crime, Honduras and El Salvador had the highest homicide rates in the world in
68
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2014, with Guatemala also in the list of the top 10 most violent countries (74.6, 64.2, and 31.2
homicides per 100,000 population, respectively),74 while initial reports show an increase in El
Salvador to 90 homicides per 100,000 population in 2015.75 In addition to the homicide rate,
extortion and threats from gangs in these countries increase fear and insecurity, making migration
more attractive. The increase in those fleeing violence, as opposed to earlier waves of more
traditional economic migrants arriving in the United States, has taxed the resources of asylum
processing on the United States southern border and increased the likelihood of granting refugee
status to those arriving.76 The Obama administration in the United States has responded with
increased development and security aid to the region in recent years.
Showing an opposite trend, migrants arriving in the United States from Costa Rica and
Nicaragua declined from 2010 to 2013,77 which likely reflects low violence and improving
economic conditions in these countries as well as the relative ease with which Nicaraguan
migrants can reach their much wealthier neighbor, Costa Rica, compared with the dangerous
journey to the more distant United States.78 Overall, in the decade since the implementation of
CAFTA-DR foreign direct investment and regional integration in Central America have increased
significantly, and some countries in the region have translated this into growth. For those
countries plagued by extreme violence, however, it appears that there are significant limits to the
positive impact of signing a trade agreement - both for themselves and for industrialized states
affected by underdevelopment from these countries.
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Figure 2: FDI Stock for Members of CAFTA-DR, 1990-2014.
Data from UNCTAD (downloaded 3/18/16), converted to constant $US using the BEA GDP deflator. Trend
lines are generated assuming a linear trend for the period based on 1990-2002 data for each country; as
data for the Dominican Republic are not available for many years in the 1990s, no trend is calculated for
that country.
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Figure 3: GDP per capita for Members of CAFTA-DR, 1990-2014.
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data for each country.
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3

Dyadic Analysis

The example of CAFTA-DR provides detailed insight that sheds light on the reasons states have
for pursuing industrialized-developing country trade agreements. This section takes a different
perspective, examining broader patterns that determine which dyads are likely to sign these
agreements. Figure 4 shows the growth in the number of dyads consisting of a high-income
OECD country and a developing country covered by a free trade agreement (FTA); the top
segment shows new pairs entering into an agreement that year, while the full bar shows the
cumulative effect. Although the number of FTAs between industrialized and developing states has
grown considerably over the last two decades, currently almost 90% of industrialized-developing
country dyads are not covered by a FTA. As seen with CAFTA-DR, trade negotiations are costly,
requiring significant use of resources during negotiations and drawing on political capital to gain
passage once signed. Governments have a finite capacity to undertake these endeavors; each
negotiation therefore has the associated opportunity cost of alternative plans not pursued. Given
this, it is possible to interpret relative priorities of governments based on their choice of trade
agreement partners.

This section examines the probability of a particular industrialized-developing country dyad
signing a reciprocal free trade agreement in a given year in the post-1991 period. The focus is on
explaining the motivations of the industrialized states. The targeted development framework
suggests that industrialized states will pursue agreements with developing countries where the
trade agreement is likely to have a positive impact on development and where development
increases the well-being of the industrialized state. Explanatory variables cover characteristics of
the dyad and the developing state, but not those particular to the industrialized state. Only dyads
that do not have a reciprocal trade agreement in force are included. Once a dyad signs a free trade
agreement it is excluded from the analysis for subsequent years. A country is considered
“developing” if it is independent and aid-eligible (although it need not actually be receiving aid)
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Figure 4: Count of Industrialized-Developing Dyads in a Free Trade Agreement. Number of total dyads
fluctuates with EU enlargement and developing country graduation to “high income” status, creating some dips (such as 2005). Coding of agreements is based on the Regional Trade Agreements
database from the World Trade Organization.
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in a given year. Territories are excluded, as are countries for any years after they graduate from
aid status by crossing the high income threshold. High-income members of the OECD are used to
create the list of “industrialized” countries for the dyads. The European Union is included as a
single industrialized “country” entity, rather than including each member separately, since the
members negotiate trade agreements jointly. For countries that joined the EU since 1991, they are
included as separate states for the time prior to joining the EU.
Dependent variable The dependent variable takes the value of one if a free trade agreement
between the dyad members was signed in a given year and zero otherwise. Data on free trade
agreements come from the World Trade Organization’s Regional Trade Agreements database.
This includes reciprocal agreements only; non-reciprocal preferential arrangements are not
included.
It is very rare (in the data) for an industrialized-developing country dyad to sign a free-trade
agreement. For the 22,797 dyads examined below, in only 130 cases is an agreement signed.
However, this is partly due to dyads leaving the dataset once an agreement is signed. In 2012
there are 1400 industrialized-developing country dyads, but 150 of them (11%) have signed an
agreement, leaving 1,250 in the dataset to potentially sign agreements at a later time. A list of all
industrialized-developing country dyads that concluded a free trade agreement by the end of
2012, as well as the year of signing, is included in the appendix.
Foreign Aid Variables The analysis includes two measures related to foreign aid. For each
industrialized-developing country dyad-year, the percent of the industrialized country’s total aid
commitment portfolio accounted for by aid to the developing country in that year is calculated
(Aid Share). This captures the importance of the developing country as an aid recipient to the
industrialized member of the dyad, which should proxy for the importance the industrialized
country places on development in the country. If the industrialized country is using both trade
agreements and foreign aid to boost development prospects in targeted countries, then the
importance of a recipient in the donor’s portfolio should be positively related to the likelihood of
signing a trade agreement.
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The second aid variable measures total aid from all donors to the developing country as a
percent of the developing country’s GDP (Aid % GDP) in a given year. This captures overall aid
dependence and should be negatively associated with the likelihood of signing a free trade
agreement. As noted above, some countries may not be in a position from which they can
reasonably be expected to generate development from a trade agreement. This might include very
poor countries, countries in conflict, or those with some level of state failure. High levels of
overall aid dependence may signal lack of readiness for a trade agreement. Data on foreign aid
commitments are from the OECD’s DAC3a online database.79 To the best of my knowledge,
neither of these variables have been included in analyses of the determinants of trade agreements.
Income Industrialized countries seeking to use trade agreements as part of a targeted
development strategy will focus on countries in the “middle of the pack” with regard to
development: those developed enough to gain from increased opportunities for trade, but where
underdevelopment still creates the potential for significant, cross-border, negative externalities.
This differentiates a targeted development strategy from one based on maximizing direct gains
from trade; this latter strategy would favor wealthier developing states that present more attractive
markets for the industrialized country. This suggests a focus on developing countries in the
middle of the income range: those developed enough to benefit from an agreement but still at a
relatively early stage of development where negative spillovers are anticipated. To capture this,
the analysis includes both the natural log of Income, measured as GDP per capita,80 and its
square; the former is expected to have a positive relationship with the likelihood of signing an
agreement, while the latter should have a negative coefficient if the relationship is non-linear.
While scholars such as Manger and Shadlen control for the income of the developing state,81 I am
not aware of studies allowing for a non-linear relationship between income in the developing state
and trade agreements.
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Control Variables Multiple studies conducted by Mansfield, Milner and co-authors have shown
the importance of regime type and number of government veto players in studying ratification of
trade agreements.82 I control for level of Democracy in the developing country using the average
of the country’s values on the civil liberties and political rights variables published by Freedom
House; this scale ranges from zero to seven and is inverted so that higher scores reflect greater
democracy.83 To control for veto points, I use the developing country’s value on the variable
Checks from the Database of Political Institutions.84 Following the work of Gowa85 and Gowa
and Mansfield,86 the analysis includes a measure of Alliance that is coded 1 if there is any type of
alliance between the two dyad members.87 Because larger (potential) trade partners may be more
likely to sign an agreement even absent development externalities, measures for Bilateral Trade
and the developing country’s GDP are included. Data on trade flows are from the International
Monetary Fund’s Direction of Trade Statistics and include the sum of exports from and imports to
the industrialized state from the developing state, converted to constant dollars using the US GDP
deflator.88 Data for GDP are from the World Development Indicators, measured in constant
dollars. The natural log of both variables is used in the analysis. Following other work on trade, I
control for the log of Distance between members of the dyad.89 I also control for former colonial
status with an indicator variable Colony that equals one if the developing country was ever a
colony of the industrialized state and zero otherwise.90
European Union When the industrialized member of a dyad is the EU, dyadic variable values
are aggregated across EU members. Aid Share is the percent of total bilateral aid from EU
members made up of aid to the developing country. Bilateral Trade with the developing country
is summed across EU members. Distance is the average distance between the developing country
82

Mansfield, Milner and Rosendorff (2002); Mansfield, Milner and Pevehouse (2007); Mansfield and Milner (2012).
Available at https://freedomhouse.org/.
84
Beck et al. (2001).
85
Gowa (1994).
86
Gowa and Mansfield (1993).
87
Correlates of War Formal Interstate Alliance Dataset, Version 4; variable equals one if the variable for defense,
neutrality, nonaggression, and/or entente is coded as one in the underlying data; zero otherwise.
88
The US GDP deflator is taken from the IMF’s International Financial Statistics.
89
Data are from the GeoDist database, available at http://www.cepii.fr; accessed July 18, 2014.
90
Coded by the author from the CIA World Factbook.
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and EU members. Colony takes the value of one if the developing country was ever a colony of
any EU member; Alliance takes a value of one if the developing country has an alliance with any
EU member state.
The analysis approximates a hazard model using a Logit model with variables capturing
duration, duration-squared, and duration-cubed.91 Duration is measured as number of years since
1980 (or since independence if post-1980). Time varying independent variables are lagged two
years to avoid concerns that signing, or anticipation of signing, the agreement is causing changes
in the independent variable. Standard errors are clustered on dyads. Country fixed effects are not
included due to the binary nature of the dependent variable; including country fixed effects in this
setting induces separation, causing any countries that never experience a change on the dependent
variable to be dropped from the analysis.92
Models are presented either controlling for market size using the natural log of GDP
(preferred) or controlling for the natural log of bilateral trade. Given the high correlation between
the two variables (corr=0.58) it is inappropriate to include both in the same model, and doing so
results in an insignificant coefficient on GDP. While bilateral trade is a standard variable to
include when analyzing the likelihood of signing an FTA, it is problematic in this situation. Prior
to signing an agreement, unilateral preferences granted by the industrialized state are usually in
place. As the industrialized state has significant discretion over these preferences, they may be
targeting them toward particular states even prior to signing a reciprocal agreement; preferences
granted under the Caribbean Basin Initiative to countries that went on to join CAFTA-DR are a
case in point. As another example, United States preferences should be ended once imports from
a country reach a certain level, but the president can waive this requirement and allow them to
continue. These waivers may be more likely to occur if the industrialized state is benefitting from
development externalities caused by trade with the developing country. Given this, development
targeting may influence the level of bilateral trade prior to the signing of an agreement, making it
91
92

Carter and Signorino (2010). For an application in the context of trade agreements, see Manger and Shadlen (2014).
On separation, see Beck and Katz (2001). This is not simply a theoretical argument; in the current case separation
would result if country fixed effects were included, which would be similar to selecting on the dependent variable as
states not signing any agreements would be excluded from the analysis.
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impossible to disentangle the economic motivations related to trade from development
motivations that might already influence trade patterns between industrialized and developing
countries.
Results
Results from the analysis are presented in Table 1. Models 1, 2, and 3 control for market size
using the natural log of GDP; Models 4 and 5 include the natural log of bilateral trade in place of
GDP. In each case results are reported both excluding and including the squared term for Income.
The results are consistent with industrialized states pursuing targeted development through
free trade agreements with developing countries. The relationship between aid and the likelihood
of signing an agreement supports this hypothesis. As the results in Table 1 show, states that
receive a higher share of the industrialized country’s aid budget are also more likely to sign a
trade agreement. The coefficient on Aid Share is consistently positive and significant. To
determine whether this is driven by outliers, Model 3 re-estimates Model 2 but excludes
observations whose value on Aid Share is in the top one percent; the variable remains significant.
Using Model 3, Figure 5 plots the predicted probability of signing a free trade agreement at
different levels of Aid Share with other variables held constant at their means. Given the relatively
rare occurrence of signing in the data, the predicted probabilities are low, but increase as the
developing country’s share of aid from the industrialized state grows.
While importance to an individual industrialized country increases the likelihood of a
developing country signing an agreement, overall aid dependence has the opposite effect. The
coefficient Aid % GDP, which captures total aid received from all donors as a percent of the
developing country’s GDP, is consistently negative and significant. The differences on the
coefficients for Aid Share and Aid % GDP demonstrate the complex relationship between foreign
aid and trade agreements as tools for development. When an industrialized state targets a
particular country for development promotion, the country is likely to receive more aid and is
more likely to conclude a trade agreement with the industrialized state, ceteris paribus. However,
countries that are highly dependent on the international community (not necessarily on any
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Aid share
Aid % GDP
Income

Model 1
0.063***
(0.004)
-7.108***
(0.000)
0.053
(0.597)

Income squared
GDP

0.176***
(0.004)

Model 2
0.061***
(0.005)
-4.619***
(0.008)
4.300***
(0.001)
-0.264***
(0.002)
0.177***
(0.003)

Model 3
0.135**
(0.049)
-3.796**
(0.034)
4.611***
(0.001)
-0.280***
(0.001)
0.177***
(0.005)

Bilateral Trade
Distance
Colony
Democracy
Checks
Alliance
Duration
Duration-squared
Duration-cubed
Constant
Observations
Dyads
Industrialized Countries
Developing Countries

-0.932***
(0.000)
1.128***
(0.000)
0.236***
(0.000)
-0.172*
(0.088)
0.095
(0.757)
-0.371**
(0.038)
0.032***
(0.004)
-0.001***
(0.004)
-2.936
(0.238)
20,964
1,664
12
148

-0.955***
(0.000)
1.208***
(0.000)
0.219***
(0.002)
-0.174
(0.102)
0.020
(0.947)
-0.356**
(0.046)
0.032***
(0.004)
-0.001***
(0.003)
-19.659***
(0.000)
20,964
1,664
12
148

-0.936***
(0.000)
1.257***
(0.000)
0.244***
(0.000)
-0.291***
(0.001)
0.092
(0.763)
-0.349*
(0.052)
0.032***
(0.005)
-0.001***
(0.003)
-21.225***
(0.000)
20,754
1,659
12
148

Model 4
0.051*
(0.054)
-7.220***
(0.000)
0.041
(0.675)

Model 5
0.047*
(0.070)
-4.695***
(0.005)
4.349***
(0.001)
-0.268***
(0.002)

0.162***
(0.000)
-0.855***
(0.000)
0.608**
(0.017)
0.232***
(0.000)
-0.158
(0.101)
-0.202
(0.503)
-0.465**
(0.016)
0.036***
(0.002)
-0.001***
(0.002)
-1.692
(0.425)
20,764
1,654
12
148

0.163***
(0.000)
-0.877***
(0.000)
0.681***
(0.006)
0.213***
(0.001)
-0.160
(0.119)
-0.286
(0.332)
-0.444**
(0.021)
0.036***
(0.002)
-0.001***
(0.002)
-18.721***
(0.000)
20,764
1,654
12
148

Table 1: Probability of Signing a Free Trade Agreement, 1992-2012. Dependent variable equals 1 if the
industrial-developing dyad signed a reciprocal trade agreement in year t, zero otherwise. Logit
models. Standard errors clustered on dyad (not shown); p-values in parentheses. *Significant at
the 10 percent level; **Significant at the 5 percent level;***Significant at the 1 percent level.
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Predicted Probability of Signing a Free Trade Agreement

.001

Pr(Sign Free Trade Agreement)
.002
.003
.004

.005

By Aid Share

0

2
4
6
8
Aid Share (Percent of Industrialized Country's Aid Budget)
Figure 5: Predicted Probability of Signing a Free Trade Agreement by Aid Share

particular donor) for aid are usually experiencing problems - conflict, poor governance, extreme
poverty, natural disaster, or others - that limit the potential usefulness of a trade agreement. Thus
there are some countries where aid is deemed to be a more effective tool; these countries may
receive a large amount of aid as a percent of their total income, but be deemed poor targets for a
free trade agreement.

Models 1 and 4 in Table 1, which exclude the term for Income Squared, show no evidence of a
direct relationship between income of the developing country and the likelihood that it will sign a
free trade agreement with an industrialized state. The coefficients on both Income and Income
squared in the remaining models demonstrate the non-linear relationship between income and
likelihood of signing an agreement for developing countries. The results are consistent with
37

by Income per capita

0

Pr(Sign Free Trade Agreement)
.001
.002

.003

Predicted Probability of Signing a Free Trade Agreement

$456 $875
$3,465
Income per capita

$10,725

Figure 6: Predicted Probability of Signing a Free Trade Agreement by Income per Capita

industrialized states pursuing trade agreements with developing countries in the “middle of the
pack.” Figure 6 shows this relationship between probability of signing and income graphically,
based on Model 2 with other variables held constant at their mean values. Vertical lines have been
added to represent the $1.25/day World Bank cutoff for extreme poverty ($456 annually), the
dividing line between low-income and lower-middle income ($875), between lower-middle
income and upper-middle income ($3,465), and between upper-middle income and high-income
($10,725) based on World Bank classifications.93 The highest probabilities of signing are in the
top half of the lower-middle income and bottom half of the upper-middle income groups, with the
peak occurring very close to the cutoff point between these two classifications.

93

Classification cutoffs are based on 2005 criteria as income is measured in constant 2005 dollars in the analysis.
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Of the remaining variables, in some cases the relationships are similar to what would be expected
from studies of trade agreements more broadly, while in others it appears that there are some
differences when restricting the analysis to industrialized-developing country dyads. The
coefficients on both GDP and Bilateral Trade have the expected signs and significance. It is
perhaps interesting that in models including Bilateral Trade instead of GDP the coefficient on Aid
Share decreases in both magnitude and significance, suggesting that Bilateral Trade may be
picking up existing preferences based on the developing country’s importance to the
industrialized state, which also resulted in higher aid. This is not the only possible interpretation
of this pattern, but it is suggestive and invites caution when interpreting trade flows as a predictor
of the likelihood of signing an agreement: the same underlying factors may increase initial trade
flows and increase the likelihood of an agreement. The coefficient on Distance is consistent with
the established finding that closer countries are more likely to sign agreements.
If the developing country is a former colony of the industrialized state the dyad is more likely
to sign an agreement; this finding is consistent with that of Manger and Shadlen,94 which focuses
on industrialized-developing country agreements, but differs from Mansfield and Milner,95 which
finds a negative relationship between colonial status and likelihood of signing an agreement when
examining the broader universe of dyads eligible to sign trade agreements. As found by Mansfield
and Milner,96 when the developing country is a democracy the dyad is more likely to sign a FTA
(all the industrialized states in the analysis are democracies). Their finding regarding veto points
appears less robust when the analysis is confined to industrialized-developing dyads: although
always negative, the coefficient on Checks hovers at the borders of traditional cutoffs for
significance and is highly sensitive to the countries included, jumping in both size and significance
in Model 3 when aid outliers are omitted. There appears to be no relationship between having an
alliance and signing a trade agreement among these dyads, contrary to the findings regarding the
94

Manger and Shadlen (2014).
Mansfield and Milner (2012).
96
Mansfield and Milner (2012).
95
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broader universe of agreements as demonstrated by Gowa,97 and Gowa and Mansfield98 and more
recently confirmed by Mansfield and Milner;99 this lack of a relationship when confined to
industrialized-developing country dyads is also found by Manger and Shadlen.100

4

Conclusion

Industrialized states seek to limit negative affects on themselves from underdevelopment abroad
by offering preferential market access to developing countries from which they experience
negative externalities associated with underdevelopment. The desire to decrease these
externalities helps explain a pattern of trade agreements between industrialized and small,
developing countries that is not well modeled with existing explanations. Industrialized states are
more likely to sign these agreements with countries where development is important to them, as
measured by the share of the industrialized country’s aid that is committed to the developing
country. They are also more likely to pursue these FTAs when a developing country is at a middle
level of developing country income per capita.
These findings suggest that industrialized states will prefer to pursue development-focused
trade agreements bilaterally, targeting them to developing countries that most suit their own
needs. Large-scale negotiations for development promotion through trade at the WTO are
unlikely to produce deep agreements, or any agreements on development at all. Agreement
through the WTO would require extending preferences to all developing countries through the
most-favored-nation principle. Industrialized countries are not prepared to offer deep concessions
to small developing states, except in situations where benefits not directly related to special
interests groups - such as development externalities - are large enough to overcome the
government’s desire to pacify protectionist lobbies. A better use of international bodies for
development promotion might be to ask how they can complement bilateral efforts, rather than
expecting them to function as alternatives to a network of bilateral agreements.
97

Gowa (1994).
Gowa and Mansfield (1993).
99
Mansfield and Milner (2012).
100
Manger and Shadlen (2014).
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