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Overview

Introduction
In a clear break from its past, Latin America 
and the Caribbean (LAC), particularly South 
America, experienced a growth spurt with 
equity during the first decade of the 21st cen-
tury.1 In fact, LAC’s gross domestic product 
(GDP) growth rate during that decade stood 
at around 4 percent, well above the region’s 
historic average of 2 percent. Moreover, the 
incomes of the poorest households in many 
countries in the region grew at a faster pace 
than those of high-income households. 
Unfortunately, the latest period of prosperity 
seems to have waned and, with a few excep-
tions in Central America and the Caribbean, 
countries in the region confront once more a 
reality of low growth.

As the good times have faded, there is now 
a clear understanding that such impressive 
performance was the result of a demand 
boom fueled by an increase in the price of 
LAC’s exports relative to the price of the 
region’s imports (a terms-of-trade improve-
ment) (de la Torre, Filippini, and Ize 2016). 
Moreover, the slowdown has brought back 
fears of economic instability. To be sure, 
there is no evidence to date suggesting that 
LAC is returning to the volatile days of the 

1980s, partly because of improvements in its 
macrofinancial framework. Yet it is undeni-
able that such fears exist, especially in the 
context of expected increases in global inter-
est rates. Against this backdrop, policy mak-
ers in LAC are now in search of sources of 
long-term growth and stability.

One policy area that has moved to center 
stage is regional integration. Indeed, since at 
least the 1960s, LAC has experimented with 
various forms of regional integration with the 
hope that fostering regional economic ties 
can yield the type of economic success that 
the region has long sought. The current push 
toward regional integration has been influ-
enced by the success of the East Asia and 
Pacific region (EAP) where intraregional 
trade, exports to the rest of the world, and 
incomes have risen together as the region 
continues to catch up to the income levels of 
the United States (de la Torre, Lederman, and 
Pienknagura 2015). Whether this coincidence 
of trade and growth outcomes is the result of 
regional commercial or other policies, or 
whether regional growth itself caused the rise 
of intraregional trade and global exports, 
remains an open question. Still, EAP contin-
ues to be a source of inspiration for Latin 
Americans.

  1
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2  B E T T E R  N E I G H B O R S

Hence, underlying the push in favor of 
deeper integration at the regional level is the 
belief that part of LAC’s low growth problem 
is its low level of intraregional economic inte-
gration. In fact, LAC has levels of regional 
integration that pale in comparison to those 
of the European Union, EAP, and Eastern 
Europe and Central Asia (ECA). Taken at 
face value, this suggests that pursuing formal 
policy arrangements with the potential of 
strengthening economic links within the 
region might boost growth in LAC.

The goal of leveraging formal trade 
arrangements to accelerate growth is evident 
in many of the trade agreements that are in 
place in the region. For example, an objective 
of the Pacific Alliance—the 2012 integration 
agreement between Chile, Colombia, Mexico, 
and Peru—is “driving further growth, devel-
opment, and competitiveness of the economies 
of its members.”2 Similarly, the Dominican 
Republic–Central America Free Trade 
Agreement (CAFTA-DR) lists the creation of 
“new opportunities for economic and social 
development” and “new employment oppor-
tunities and improved working conditions and 
living standards in their respective territories” 
as some of its resolutions.3 And, while not 
explicitly stated in the agreement, many view 
Mercosur—the customs union comprising 
Argentina, Brazil, Paraguay, Uruguay, and 
República Bolivariana de Venezuela—as a 
useful vehicle to achieve higher growth for the 
countries in the Southern Cone (Fanelli 2007).

The objective of taking advantage of 
regional integration to boost growth is not 
new to LAC. In fact, the region has explored 
several models of integration to achieve this 
goal—from the “old” regionalism that pre-
vailed until the late 1980s, which emphasized 
the role of regional integration and import 
substitution as integral parts of industrializa-
tion strategies, to the “new” regionalism that 
emerged amid the wave of reforms that the 
region implemented in the 1990s (see IDB 
2002). Importantly, the latter form of 
regional integration views regionalism as a 
stepping-stone toward the goal of global inte-
gration, hence earning the label of “Open 
Regionalism” (hereafter OR).4

This study revisits the concept of OR and 
presents evidence supporting the idea that a 
revitalized OR strategy can contribute to 
growth with stability by exploiting the com-
plementarities between regional and global 
economic integration. It proposes a five-
pronged strategy, including (i) reducing exter-
nal most-favored-nation (MFN) tariffs, 
(ii) deepening economic integration between 
South America and Central and North 
America, (iii) harmonizing rules and proce-
dures governing the exchange of goods, ser-
vices, and factors of production, (iv) stepping 
up efforts to reduce LAC’s high trade costs, 
and (v) integrating labor and capital markets 
in the Americas. This agenda is nothing short 
of a wholesale renewal of the notion of OR.

Since the 1990s, OR in LAC focused pri-
marily on preferential trade agreements and 
their relationship with trade policies affecting 
trade with extraregional partners (Bergsten 
1997). The ultimate goal of the renewal of 
the OR strategy is to enhance the region’s 
competitiveness with respect to the rest of the 
world, which depends on smart (yet complex) 
policies that enhance intraregional economic 
integration while also lowering barriers to 
international trade with the rest of the world. 
Because the magnitude of bilateral trade and 
migration flows is dependent on the geo-
graphic distance between economic partners, 
a key analytical challenge is to assess the 
potential for region-wide efficiency gains that 
can be attained through regional integration 
efforts (beyond the pull of geography) com-
bined with domestic structural reforms and 
further liberalization of trade with the rest of 
the world. The preponderance of the evidence 
compiled for this study suggests that how the 
Americas become integrated can affect the 
region’s long-term growth prospects and sta-
bility, precisely because the forces of geogra-
phy imply that pro-growth global integration 
cannot be achieved without strengthening 
our own neighborhood. A key implication is 
that the renewal of OR embraces domestic 
structural reforms that can raise the eco-
nomic efficiency of the Americas as a whole.

To be clear, the analysis presented in this 
overview does not quantify the impact that 
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O V E R V I E W   3

OR has had on LAC economies in the past. 
Nor does it quantify the potential gains of the 
proposed renewal of the OR strategy. Rather, 
it relies on the economics literature to identify 
accepted channels through which different 
forms of international economic integration 
can stimulate growth and stability, which in 
turn can be quantified as an indirect way of 
assessing the priorities for the renewal of OR 
in the Americas. The report draws upon two 
prominent strands of economic theory. The 
first argues that the gains from trade depend 
on differences between countries. In these 
“neoclassical” models, these differences 
are usually modeled as arising from either 
 factor supplies (for example, being “labor 
abundant” or “capital abundant”) or from 
technology. The second argues that trade 
facilitates learning, either through the experi-
ence of exporting or from the exposure to 
new products and ideas that are embodied in 
imports. Although these are not the only the-
ories that explain trade and the gains from 
trade, these are two that have perhaps the lon-
gest and most established history in interna-
tional economics.5 The intuition from these 
models can, in certain ways, also apply to fac-
tor market integration.

To keep the discussion focused, this over-
view leaves aside two important aspects of 
regional integration. First, it does not discuss 
the effects of economic integration on 
inequality and poverty, a subject that 
has been widely discussed in the existing 
 literature.6 The potential effects of interna-
tional integration on inequality and poverty 
are important to consider but go beyond the 
scope of this report. For now, it suffices to 
say that there is evidence that global integra-
tion in LAC has probably helped reduce 
inequality. Following the extensive trade lib-
eralization of the 1990s, wage inequality 
eventually fell throughout Latin America 
(Lopez-Calva and Lustig 2010; Messina and 
Silva, forthcoming). Falling inequality could 
be linked to trade, as predicted by neoclassi-
cal trade theory (Robertson 2004). Perhaps 
more importantly, concerns about poverty 
and inequality are generally considered to be 
less effectively addressed through trade 

policies than through alternatives, such as 
expanding the coverage of public education, 
improving the quality of education in poor 
neighborhoods, or conditional cash transfers, 
among other policies that would not hamper 
growth or economic efficiency. The second 
limitation of this study is that it does not dis-
cuss noneconomic objectives or consequences 
of regional integration.7

The rest of this overview is organized 
around the topics that lie at the heart of the 
arguments it presents. It first discusses the 
importance of geography in shaping both 
economic performance and integration pat-
terns around the world. Having discussed the 
role of geography, the overview analyzes 
observed regional integration patterns. Then 
it assesses the benefits of integration through 
two separate theories—one that argues that 
potential efficiency gains depend on how 
much countries can complement each other 
and another one that argues that benefits 
depend on how much countries can learn 
from each other. With this evidence in hand, 
the overview then lays out the five-pronged 
strategy for renewing OR in the Americas. In 
discussing each area of the strategy, the over-
view presents the current state of policies 
in the region as well as the challenges that 
lie ahead.

Even in the age of globalization, 
geography matters for trade, 
factor flows, and economic 
performance
In recent decades the world has experienced 
significant technological and economic 
changes that have transformed international 
economic relations. These changes have 
led many to claim that “distance is dead” or 
that “the world is flat.” In short, one expects 
that in a “flat world” a country’s economic 
performance should not be affected by its 
geographic location.8 The Internet and 
improvements in transportation have cer-
tainly affected trade patterns and facilitated 
new trade relationships (see box 1).

As significant as these changes are, how-
ever, the effect of distance does not seem to 
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4  B E T T E R  N E I G H B O R S

The advent of information and communication 
 technologies (ICTs) and the Internet is regarded as 
perhaps the most disruptive change affecting inter-
national economic interactions in the past thirty 
years. It has led many economic and business com-
mentators to suggest that economic and business 
interactions are no longer bound by geography (the 
“death of distance” hypothesis). A literal interpreta-
tion of this hypothesis is that, in the extreme, 
 geographic distance should not affect bilateral 
trade and factor flows. Despite some anecdotal 
 evidence in support of the death of distance hypoth-
esis (Friedman 2007), a large number of academic 
papers suggest that distance is still an important 
force shaping economic interactions.

How can one reconcile the expectation that tech-
nology would facilitate international economic inter-
actions, especially between faraway countries, and 
the reality that distance still plays an important role 
in shaping trade flows? The answer is that most of 
the evidence of the economics literature supports the 
view that technology has affected trade— especially 
by reducing the fixed costs associated with exporting 
(Freund and Weinhold 2004). These are the costs 
that are not associated with the movement of goods 
and services from one country in the world to 
another but are, instead, the costs of establishing a 
business relationship. They range from transactions 
that exporters have to undergo before exporting a 
good or service to the costs of acquiring the informa-
tion needed by buyers and sellers. There is no robust 
evidence, however, of systematic changes in the costs 
that are associated with the movement of goods and 
services over the past thirty years.

To illustrate the impact that technology has on 
fixed costs, it is useful to focus on online markets, 
such as Amazon or eBay, and contrast these with 
 traditional “offline” markets. A seller that wants to 
serve foreign consumers and firms through offline 
markets would have to establish client and distribu-
tion networks in every destination it wants to serve. 
In contrast, a seller that operates through online 
markets can avoid these costs by accessing the online 
platform’s networks. In this sense, online markets 
reduce unnecessary duplications of transaction costs. 

The role of technology in facilitating business trans-
actions by reducing information costs can be illus-
trated by assessing the differences between online 
and offline markets from the point of view of buyers. 
Buyers make decisions regarding the goods they 
acquire based in part on the information they have 
about the goods and their producers. A business 
transaction is more likely if the buyer trusts and has 
better quality information about a good and its pro-
ducers. In offline markets information is dispersed 
and costly to acquire, thus reducing the scope for a 
transaction to materialize. In contrast, in online mar-
kets information is easily accessible. An implication 
of the cost-reducing effects of online markets is that 
they make it easier for firms that are smaller or from 
less-known countries to export (Lendle et al. 2012).

What does the evidence say about the relation-
ship between technology and the costs directly 
linked to the movement of goods and services across 
borders? The literature has provided two pieces of 
evidence suggesting that, at least for a broad set of 
goods, these costs are still affected by distance. 
Berthelon and Freund (2008), for example, showed 
that there is a large degree of heterogeneity across 
goods in terms of the responsiveness of bilateral 
trade flows to distance. In fact, most goods have 
large and negative distance elasticities, which cap-
ture in part freight and insurance costs. To be sure, 
it is undeniable that technology (ICTs and the 
Internet, specifically) has reduced the transportation 
costs for certain services (Freund and Weinhold 
2002). For example, an architect selling his services 
to a foreign client can deliver those services at the 
same cost (close to zero), regardless of the location 
of the client. For a large share of the goods and ser-
vices making up world trade, however, freight costs 
are still large and have not significantly declined 
over time (Hummels 2007).

In sum, ICTs and the Internet have changed 
world trade. They have reduced transaction and 
information costs, allowing more buyers and sellers 
to participate in global markets. Nevertheless, mov-
ing goods across borders is still costly, and these 
costs increase with distance. In this specific sense, 
trade and factor flows are still bound by geography.

BOX 1 Is distance dead? Technology and its impact on international integration
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have disappeared. As discussed in box 1, geo-
graphic forces are also important drivers of 
economic integration. That is, even in the 
absence of policies favoring regional integra-
tion, proximity facilitates economic integra-
tion. This bias is the by-product of costs 
associated with the movement of goods, peo-
ple, and, to a lesser extent, capital across bor-
ders. The literature has found that such costs 
increase with distance.

The incidence of geography on trade and 
factor flows (capital and labor) has important 
implications for the patterns of regional inte-
gration observed across regions. Countries 
that are geographically closer to their 
regional partners are expected to have higher 
levels of regional integration compared to 
those that are more distant.

Economic performance around the globe 
is also geographically clustered. In particular, 
a country’s economic performance in both 
the long run and the short run is highly cor-
related with that of its neighbors. The likeli-
hood that two countries will simultaneously 
experience prolonged episodes of either high 
growth or low growth falls with geographic 
distance (figure 1, panel a). Similarly, the 
probability of two countries going through 
the same phase of a business cycle decreases 
with geographic distance (figure 1, panel b). 
Moreover, the geographic forces that shape 
economic performance haven’t diminished 
over time. On the contrary, they have 
increased. New research presented in this 
study shows that regional forces affecting a 
country’s GDP growth have gained promi-
nence in the recent past, to the point that, for 
the average country in the world, they have 
surpassed country-specific and global factors 
as key determinants of macroeconomic fluc-
tuations (figure 2).

Regional forces have become increasingly 
important over time for Latin American 
countries as well. By the 1995–2011 period 
they were as important as country-specific 
factors. To be sure, the lion’s share of this 
increase is due to the rising prominence of 
forces that similarly affect many countries in 
the region but are linked to developments 
in other corners of the world. This finding is 

likely explained by China’s rise in the global 
economy and the impact it has had across 
LAC (see de la Torre et al. 2015).

There are at least two hypotheses for the 
geographic clustering of economic perfor-
mance. One is that it is a consequence of trade 
and the integration of capital and labor mar-
kets, which themselves are geographically 
clustered (see Calderón, Chong, and Stein 
2007). Another is that endowments, institu-
tions, and other determinants of economic 
performance are geographically clustered.

FIGURE 1 Economic performance and geographic distance
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6  B E T T E R  N E I G H B O R S

Regardless of the explanation, the geo-
graphic clustering of economic performance 
and the way it has evolved over time affect the 
gains from integration predicted by neoclassi-
cal models of trade based on endowment or 
technological differences and by models of 
learning through trade. Similarly, the forces of 
geography are expected to affect the observed 
levels of regional integration. The rest of this 
overview analyzes in more detail these two 
points. The analysis will then guide the policy 
discussion that lays the ground for the pro-
posed renewal of OR.

Regional trade in LAC and in 
the Americas: International 
comparison and determinants
Regional trade flows are an integral part of 
international trade flows. Approximately half 
of total trade flows occur between regional 
partners. There are, however, significant dif-
ferences in the incidence of intraregional 
trade flows in total flows across regions. 
On one extreme stand EU15+ (European 
Union 15 extended) and EAP, regions where 
intraregional exports accounted for 60 
and 50 percent of total trade in 2014, respec-
tively (figure 3). At the other extreme stand 
regions such as South Asia (SAR), Sub-
Saharan Africa (SSA), and the Middle East 
and North Africa (MENA), where intrare-
gional exports accounted for a meager 10 to 
15 percent of total trade in 2014.

As mentioned above, the remarkable per-
formance of EAP in terms of regional trade 
integration has caught the attention of other 
regions, including LAC. However, replicating 
EAP’s experience has proven a difficult chal-
lenge for LAC. The region has pursued 
regional integration efforts through formal 
trade integration agreements since the 1960s, 
efforts that have only intensified since the 
mid-1990s. Indeed, prior to the year 2000 
the average country in LAC held a preferen-
tial trade agreement with about 4 regional 
partners; by 2013 this number rose to close 
to 10. Despite these efforts, the incidence of 
intraregional exports in LAC’s total exports 
has remained stable at about 20 percent.

FIGURE 2 Variance decomposition by region and subperiod

Source: Hevia and Servén 2016. 
Note: Numbers for each region correspond to the contribution of each of the three factors 
to the growth variance in the average country in the region. Global share is the share of a 
 country’s real gross domestic product (GDP) growth variance that is explained by a global 
 factor—that is, a factor that is common to all countries in the world. Regional share is the 
share of a country’s real GDP growth variance that is explained by a regional factor—that is, 
a factor that is common to all countries in the region. The regional factor for each region is split 
into two components, one that is orthogonal to other regions (own region) and one that is 
correlated with those of other regions. Finally, country share is the share of a country’s real 
GDP growth variance that is explained by an idiosyncratic factor. See appendix A for a list of 
countries in each region.

Global share Cross-region share Own-region share Country share

W
or

ld
Su

b-
Sa

ha
ra

n
Af

ric
a

M
id

dl
e 

Ea
st

 a
nd

N
or

th
 A

fr
ic

a
Eu

ro
pe

Ea
st

 A
sia

 a
nd

Pa
ci

fic
La

tin
 A

m
er

ic
a 

an
d

th
e 

Ca
rib

be
an

N
or

th
 A

m
er

ic
a

Percent

0 10 20 30 40 50 60 70 80 90 100

1961–1977

1978–1994

1995–2011

1961–1977

1978–1994

1995–2011

1961–1977

1978–1994

1995–2011

1961–1977

1978–1994

1995–2011

1961–1977

1978–1994

1995–2011

1961–1977

1978–1994

1995–2011

1961–1977

1978–1994

1995–2011

TRORA.indb   6 9/27/16   12:28 PM



O V E R V I E W   7

The discussion above raises a question: 
Why is the region not more integrated? Or, 
more precisely, what are the constraints to 
boosting regional trade that policy makers in 
LAC face? To answer these questions, the rest 
of this section explores a potential explana-
tion that follows from the insights of the 
international trade literature, which points to 
economic size and trade frictions associated 
with geographic distance as gravitational 
forces shaping trade flows.

Size and geographic distance matter 
for trade flows

Understanding the determinants of interna-
tional trade patterns is a research goal that 
dates back to the early 1800s. Neoclassical 
models of international trade focused on the 
role of technology (Ricardian models) and 
differences in factor endowments (Heckscher-
Ohlin model) in explaining observed trade 
patterns. As appealing as the insights of these 
models are, however, studies from the 1970s, 
1980s, and 1990s found little empirical 
 support for these theories as explanations 
for observed trade patterns because most 
global trade was between wealthy and nearby 
countries.9

One empirical model that appears to fit 
the trade data particularly well is the so-
called “gravity” model of trade.10 Its central 
tenet is that trade flows should be propor-
tional to the GDP of trading partners and 
inversely proportional to their geographic 
distance. The positive relationship between 
bilateral trade flows and the GDP of trading 
partners captures the idea that large, wealthy 
countries demand and supply more goods 
from and to the rest of the world relative to 
smaller countries, yielding high levels of trade 
between them.11 The inverse relationship 
between trade and distance captures the idea 
that trade implies moving goods, and that the 
cost of moving goods is expected to increase 
with distance.12 Hence, the prices charged by 
more distant producers are expected to be 
higher than those of producers nearby, result-
ing in lower demand for exports (varieties) 
from more distant countries. The effects of 
distance, therefore, may prevent countries 
from realizing the benefits of trade predicted 
by neoclassical models.

The relationship predicted by the gravity 
model has important implications for under-
standing the regional integration patterns 
discussed above. First of all, the negative rela-
tionship between trade flows and distance 

FIGURE 3 Intraregional trade across regions
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predicted by the gravity model and observed 
in the data implies that, all other things being 
equal, trade flows between nearby partners 
are expected to be higher than between far-
away partners. In other words, even if trade 
policy around the world were nondiscrimina-
tory, the gravity model predicts that trade 
should be largely regional because of trade 
costs that vary systematically with geo-
graphic distance.

Another important implication of the 
gravity model is that differences in the size 
and distance between countries within 
regions can play an important role in explain-
ing differences in the incidence of regional 
trade across regions. In particular, regions 
comprising countries with large GDP values 
and with short distances between them are 
expected to exhibit higher regional trade 
flows as a share of total trade than others, all 
else being equal.

Table 1 provides a preliminary look at 
some of the characteristics that may be 
behind the cross-regional differences in 
regional integration patterns depicted in fig-
ure 3. For example, Europe, a region that 
stands as one of the most integrated in terms 
of trade flows, is also one of the regions with 
the highest average GDP and the shortest 

average distance between regional pairs of 
countries. EAP, another highly integrated 
region, ranks poorly in terms of distance but 
has the third-largest GDP among all regions 
(it includes Japan and other high-income 
countries). In contrast, SSA, the region with 
the second-lowest level of regional integra-
tion, has the lowest average GDP and the 
 second-highest average pairwise distance. 
Thus the logic of the gravity model seems 
consistent with the data.

The points made in table 1 can be further 
illustrated by an alternate definition of 
regions. Figure 4, panel a, shows the levels of 
regional integration in the Americas, com-
prising LAC plus the United States and 
Canada, and EAP without Japan. Hence, the 
exercise adds two large countries to LAC 
(pushing in favor of regional integration com-
pared to LAC alone) and subtracts one big 
economy from EAP (pushing against regional 
integration compared to the original EAP 
definition). The results confirm the impor-
tance of the size of countries in a region 
for its level of integration. The incidence 
of regional exports in the Americas (LAC 
plus the United States and Canada) stands 
at about 50 to 60 percent of total trade, 
higher than the 20 percent for LAC and the 

TABLE 1 Gravity variables, by region

Within-region country
pairwise distance, in kilometers

2014 GDP
(as % of U.S. GDP)

2014 GDP per capita
(as % of U.S. GDP per capita)

Mean Median Mean Median Mean Median

SSA 3,360 3,120 0.24 0.07 4.91 1.91

EAP 4,840 4,464 5.23 1.07 29.45 7.92

ECA 2,190 1,864 1.00 0.30 19.22 16.78

EU15+ 1,260 1,242 6.55 3.08 90.98° 87.87

LAC 2,816 2,531 1.08 0.17 16.06° 13.63

MENA 2,193 1,952 1.04 0.63 35.69 12.27

SAR 1,735 1,710 2.14 0.43 4.59 2.44

Central America 795 571 1.23 0.25 11.62 7.29

Caribbean 1,366 1,236 0.07 0.02 18.41 15.20

South America 2,504 2,376 2.40 1.18 16.63 13.52

Source: World Bank calculations from World Development Indicators and Centre d’Etudes Prospectives et d’Informations Internationales (CEPII).
Note: EAP = East Asia and Pacific; ECA = Eastern Europe and Central Asia; EU15+ = EU15 plus Iceland, Norway, and Switzerland; GDP = gross domestic 
product; LAC = Latin America and the Caribbean; MENA = Middle East and North Africa; SAR = South Asia; SSA = Sub-Saharan Africa. See appendix A for a 
list of countries in each region.
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FIGURE 4 An illustration of the gravity forces of international trade

Source: World Bank calculations based on data from UN COMTRADE. 
Note: The share of intraregional exports is calculated as the ratio between intraregional exports and total exports. Americas = LAC plus the United States 
and Canada (USA–CAN); EAP = East Asia and Pacific; JPN = Japan; LAC = Latin America and the Caribbean. See appendix A for a list of countries in each 
region.
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35 percent for the United States and Canada 
in the original classification. Likewise, EAP’s 
regional integration falls from 50 percent in 
the case where Japan is included to 40 per-
cent when it is excluded.

In addition, the exercise with alternative 
regional definitions demonstrates the impor-
tance of distance in shaping regional integra-
tion. Under standard regional definitions, 
figure 4, panel b, shows that South America 
displays the highest levels of regional integra-
tion with LAC as a whole (20–25 percent of 
total trade flows) and Central America the 
lowest levels (below 10 percent). When the 
United States and Canada are included in the 

Americas, the rankings are reversed  (figure 4, 
panel c). Thus, while the inclusion of two big 
countries increases regional integration levels 
across the board, it favors disproportionately 
countries that are close to them.

The insights of the gravity equation sug-
gest that, in order to carefully assess LAC’s 
standing in terms of regional integration and 
to understand the factors underpinning 
it, one should take into account the impact 
of geography and size on trade flows. 
Background research prepared for this study 
follows this approach and compares LAC’s 
standing relative to other regions in terms of 
intraregional trade, after stripping away the 
impact of these variables.13

The results of this exercise show that the 
average pair of countries in LAC, which orig-
inally ranked poorly in terms of the incidence 
of regional trade, have intraregional trade 
flows that are in line with or exceed what is 
predicted by gravity variables (figure 5, 
panel a).14 In contrast, EAP, a region that 
ranked second in the original comparison of 
intraregional trade flows, presents levels of 
intraregional trade that are statistically lower 
than those predicted by gravity variables.

Naturally, as illustrated by figure 4, differ-
ences in regional integration within LAC are 
sensitive to the definition of region, as 
the inclusion or exclusion of countries can 
change the size and distance of the average 
pair of countries in the region. This will, in 
turn, affect intraregional trade patterns 
because of the role of geography and size in 
shaping trade flows. For instance, an assess-
ment of integration in the Americas provides 
substantially different conclusions relative 
to the assessment in figure 5, panel a. 
The analysis of megaregions shows that 
intra-Americas trade is statistically larger 
compared to what gravity variables would 
predict, suggesting that the inclusion of the 
United States and Canada boosts trade in the 
Americas beyond what would be predicted 
by their economic size and distance to LAC 
countries (figure 5, panel b).

The results highlighted in this section 
show that, if one of their objectives is to 
increase intra-LAC or intra-Americas trade 

FIGURE 5 Benchmarking regional integration through a gravity 
model of trade

Source: World Bank calculations based on Artuc, Hillberry, and Pienknagura 2016. 
Note: In both panels the coefficients capture the excess intraregional trade of a region (megaregion) 
relative to its trade with nonregional partners conditional on gravity characteristics. Vertical lines 
capture 90 percent confidence intervals. Standard errors are clustered at the importer level. In 
panel a, ECA = Eastern Europe and Central Asia; EAP = East Asia and Pacific; EU15+ = EU15 plus 
Iceland, Norway, and Switzerland; LAC = Latin America and the Caribbean; MENA = Middle East and 
North Africa; SAR = South Asia; SSA = Sub-Saharan Africa. In panel b, Africa = SSA plus MENA; 
Americas = LAC plus the United States and Canada; Asia = EAP plus SAR; Europe = EU15+ plus ECA. 
See appendix A for a list of countries in each region.
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flows, Latin American policy makers have 
two options. Countries in the region could 
grow at a rate higher than that of the aver-
age country in the world, or they could 
reduce trade frictions associated with poli-
cies and distance. But clearly growth is a 
policy goal in its own right, and arguably a 
more important one than regional integra-
tion per se. Thus, instead of focusing on 
policy actions that have the sole objective of 
boosting regional integration, the rest of 
this overview explores integration strategies 
that can help LAC achieve high and stable 
growth.

The conceptual arguments for a 
renewal of Open Regionalism
This study assesses the benefits of different 
integration strategies through the lens of two 
prominent strands of economic theory. The 
first is inspired by neoclassical models, which 
suggest that the gains from trade and eco-
nomic integration more broadly crucially 
depend on how different economies are in 
terms of their technologies and their endow-
ments. The gains are expected to be larger 
when partners are more different. Likewise, 
the gains in terms of stability are also 
expected to be larger when trade occurs 
between dissimilar countries because they 
are exposed to different types of shocks.

The second strand of theory highlights 
the role of economic integration as a conduit 
for technological diffusion and learning. 
According to these theories, countries could, 
for example, learn from the technological 
content embodied in the goods they import. 
This knowledge content depends on the inno-
vation efforts of a country’s partners and 
those of their partners’ partners (Coe and 
Helpman 1995; Lumenga-Neso, Olarreaga, 
and Schiff 2005). Similarly, economic inte-
gration may allow firms in one country to 
learn about the goods, production processes, 
and business relationships in third markets 
of the firms with which they interact in 
another country. This, in turn, may facilitate 
productivity improvements and entry and 
survival in third markets (Morales, Sheu, and 

Zahler 2014; Chaney 2011). Importantly, 
according to these theories the characteristics 
of a country’s partners matter for the benefits 
stemming from learning. The gains are 
expected to be larger when a country’s part-
ners are knowledge hubs (invest in research 
and development [R&D]) or when they are 
open (have more business connections and 
trade with knowledge hubs).

What do these two strands of the theory 
imply for the attractiveness of different eco-
nomic integration strategies for LAC coun-
tries? From the point of view of neoclassical 
models, countries in the region would benefit 
the most by seeking trading partners that 
are not near them. This point is illustrated in 
figure 6, panel a. It presents an index that 
captures the similarity of the structure of net 
exports across pairs of countries. For the 
average country in a region, it assesses how 
similar its pattern of net exports is with 
respect to those of regional and nonregional 
partners. A high positive number indicates a 
more similar pattern of comparative advan-
tage, which would imply that there is less 
scope for efficiency gains from trade integra-
tion if the neoclassical theories are valid. The 
results show that, in all regions, integration 
with the rest of the world appears to provide 
larger potential efficiency gains compared to 
regional integration. In LAC, however, the 
average pair of countries appears to be much 
more similar compared to the average pair of 
countries in developing regions such as EAP 
or ECA.

Even so, there are still important differ-
ences among LAC countries that could lead 
to neoclassical-style gains from trade. Data 
show that there is a positive relationship 
between the similarity of the revealed com-
parative advantages (RCAs) of a given pair of 
countries and that pair’s similarity in terms 
of economic size. Likewise, there are marked 
differences in terms of patterns of RCA 
between countries in South America and 
those in Central and North America (figure 6, 
panel b). In fact, the average efficiency gains 
that LAC countries could obtain from trade 
with regional partners outside their subre-
gion are comparable to those that could be 
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FIGURE 6 Trade similarity

Source: World Bank calculations using data from UN COMTRADE. 
Note: Calculations are made using data for 2014. Export similarity between any pair of countries is calculated as the Spearman rank correlation of the vector of revealed comparative 
advantages of the two countries. The ranking ranges from −1 (most dissimilar) to 1 (most similar). For the bilateral correlations all products with zero trade in both countries are 
excluded. Regional numbers correspond to the average correlation between countries in the region and partners in the relevant partner group. EAP = East Asia and Pacific; 
ECA = Eastern Europe and Central Asia; EU15+ = EU15 plus Iceland, Norway, and Switzerland; LAC = Latin America and the Caribbean; MENA = Middle East and North Africa; 
MEX = Mexico; SAR = South Asia; SSA = Sub-Saharan Africa; USA–CAN = United States and Canada. See appendix A for a list of countries in each region.
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attained from trade with partners elsewhere 
in the world. These findings suggest that 
deeper integration between small and large 
countries in LAC and between South America 
and Central and North America could yield 
efficiency gains if the neoclassical theories 
are valid.

In addition to limiting the efficiency gains 
predicted by neoclassical trade models, the 
similar trade structures observed between 
LAC countries, especially those that are 
nearby, also limit the prospects for regional 
integration to deliver stability. LAC econo-
mies are typically exposed to similar shocks 
(for example, terms-of-trade shocks), thus 
limiting the scope for regional integration to 
diversify country-specific risks. This point is 
illustrated in figure 7, which presents the 
results of two counterfactual exercises assess-
ing the effect that an increase in the incidence 
regional trade integration has on export 
growth volatility. The first exercise assumes 
that the incidence of regional trade integra-
tion on total trade doubles and the second 
assumes that the weight of trade with the rest 
of the world is reduced in half. In both cases 
the volatility of LAC’s exports increases as a 
result of the increase in the weight of regional 
partners, which typically have highly volatile 
and correlated import demands.

Learning models do not provide much 
more support to regional integration. 
Countries in LAC do not have as many trade 
connections as do other countries in the 
world and invest too little in R&D, thus lim-
iting the benefits predicted by these models. 
To be sure, the desirability to integrate with 
specific partners depends on how transfer-
able knowledge is between countries. If 
knowledge is fully transferable, the charac-
teristics of a country’s partners become irrel-
evant because countries can build upon the 
stock of knowledge of the world. In this 
case, the stock of knowledge of a country 
can be appropriated by that country’s trad-
ing partners, the partners of its partners, and 
so on. This is illustrated in figure 8, panel a, 
which shows the average total stock of 
knowledge of a country (proxied by R&D 
intensity), assuming that it can produce 

knowledge domestically or import it from its 
trading partners and that knowledge trans-
fers face very low frictions. In this case, most 
countries have a very similar stock of knowl-
edge. In contrast, if knowledge transfers and 
learning are not easily diffused across space, 
the characteristics of a country’s trading 
partner become more important and coun-
tries will differ in their stock of knowledge 
(figure 8, panel b). Countries that have high 
domestic investment in R&D, and that are 
surrounded by partners with high invest-
ment in R&D, are expected to have higher 
stocks of knowledge. The assumption that 
there are frictions to knowledge diffusion 
and learning is supported by evidence, sug-
gesting that the identity of partners matters 
(Keller 2002). Moreover, frictions appear to 
increase with distance, both geographic dis-
tance and distance in levels of development, 
which means that the potential gains from 
trade from the point of view of learning 
models will depend on the characteristics of 
a country’s nearby partners. A country is 
expected to have more scope for learning 
when its nearby partners are knowledge 
hubs or have strong commercial ties with 
knowledge hubs.

FIGURE 7 Regional integration and its effect on export volatility 
in selected countries

Source: World Bank calculation based on Bennett et al. 2016. 
Note: Changes in export variance are calculated under two counterfactual exercises. The first 
assumes that for each country intra-LAC export shares double compared to the observed share. 
The second assumes that the ROW share (the non-LAC share) halves compared to the observed 
shares. ARG = Argentina; BRA = Brazil; CHL = Chile; COL = Colombia; LAC = Latin America and the 
Caribbean; MEX = Mexico; PER = Peru; ROW = rest of world.
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There seems to be tension, therefore, 
between geographic forces and the policies 
that facilitate regional integration and the 
predictions of economic models that drive 
countries in LAC to look for efficiency gains 
beyond their immediate neighbors. Indeed, 
there is a tension between preferential trade 
arrangements that provide incentives for 
intraregional trade perhaps at the expense of 
trade with the rest of the world and the reali-
zation that geography naturally favors 
intraregional trade. Why would LAC pursue 

an integration strategy that combines global 
and regional integration? The short answer is 
that there are important complementari-
ties between regional integration and global 
integration that make LAC’s international 
competitiveness and its ability to reach 
extraregional markets dependent on regional 
integration. Thus, a comprehensive renewal 
of OR can make LAC more competitive in 
global markets.

There are several reasons why a balance 
between regional and global integration 
efforts can boost LAC’s competitiveness. 
First, the impact of geography is unlikely to 
disappear any time soon. This implies that 
trade links with nearby countries will affect 
the global competitiveness of countries in 
the region. The link between regional trade 
and global competitiveness is most clearly 
illustrated in the case of “regionally traded 
goods.” These are goods and services for 
which the costs associated with distance are 
so high that they are typically exchanged 
only by neighboring countries and for which 
the policy-related barriers to trade are not 
import tariffs per se, but rather differences in 
regulatory schemes. For these goods and ser-
vices, regional integration efforts are equiva-
lent to global integration. Notable examples 
of these goods and services are electricity and 
land transportation. Hence, regional efforts 
to assure the quality and the efficient provi-
sion of these types of goods and services will 
be crucial for the growth and stability pros-
pects of LAC and for the ability of the region 
to gain international competitiveness in sec-
tors that use these “regionally traded goods” 
intensively.

Similar arguments can be made in the case 
of labor markets. Migration decisions are 
shaped by the costs faced by migrants to move 
and successfully adapt to the host country. 
These costs, which can be monetary and non-
monetary, are expected to increase with dis-
tance. Moreover, there is evidence of persistent 
wage differentials between countries in LAC, 
which suggests that there is scope for achiev-
ing region-wide efficiency improvements by 
enhancing intraregional mobility of labor. 
Expanding the talent pool for employers, and 

FIGURE 8 Knowledge stocks across regions: The role of frictions in 
the diffusion of knowledge

Source: World Bank calculations based on Lumenga-Neso, Olarreaga, and Schiff 2005. 
Note: The stocks of knowledge are calculated as in Lumenga-Neso, Olarreaga, and Schiff 2005. 
More specifically, the total research and development (R&D) stock of a country i is calculated as 

& &R D = R Di
T

i
D + (1−ρ) ∑ = & ,,m R Dj 1

J
i j J

T  where j is an index capturing a country’s trading partners, m 
captures the trade shares, and ρ captures  frictions to knowledge diffusion. Panel a assumes a 
ρ = 0.1; panel b assumes ρ = 0.9; AFR = Africa; EAP = East Asia and Pacific; ECA = Eastern Europe and 
Central Asia; EU15+ = EU15 plus Iceland, Norway, and Switzerland; GDP = gross domestic product; 
LAC = Latin America and the Caribbean; MENA = Middle East and North Africa; SAR = South Asia; 
SSA = Sub-Saharan Africa; USA–CAN = United States and Canada. See appendix A for a list of 
countries in each region.
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the employment options for workers, may 
facilitate matching and a more efficient alloca-
tion of workers across countries.

Geography also appears to affect the abil-
ity of international economic interactions to 
facilitate the diffusion of knowledge and a 
country’s ability to learn from the experience 
of its peers. Knowledge diffusion and learn-
ing can be larger between nearby countries. 
The strength with which these channels 
affect a country’s growth and competitive-
ness, however, will be affected by the stock 
of knowledge, the level of development, and 
the degree of global integration of its peers. 
For example, a country’s likelihood to enter 
into and survive in third markets is larger 
when its current trading partners are actively 
exporting to those markets (figure 9). This 
implies that a country’s ability to learn from 
the experiences of its nearby partners depends 
on how open they are to global trade, which 
illustrates the complementarities between 
regional integration and global integration. 
Thus, the potential growth and competitive-
ness benefits that LAC countries can get from 
interacting with their neighbors will depend 
on regional efforts to invest in innovation 
and to integrate globally.

Coordinated regional efforts can also 
facilitate LAC’s competitiveness in relation to 
the rest of the world, even if these efforts are 
not directly aimed at strengthening regional 
trade and factor market links. This point 
can be easily illustrated in the case of infra-
structure and logistics, two areas where the 
region has a noticeable deficit. Domestic and 
regional policies that seek to improve the 
quality of LAC’s infrastructure and connec-
tivity can lower the costs associated with dis-
tance for all countries in the region, costs 
that rank among the highest in the world. 
Moreover, the potential for region-wide com-
petitiveness gains is expected to be greater to 
the extent that these policies are implemented 
by a large number of countries in the region.

In a nutshell, the preponderance of the evi-
dence discussed above suggests that, for LAC 
to reap the benefits of international integra-
tion, it has to exploit the complementarities 
between efforts to integrate at the regional 

level and those aimed at integrating globally. 
In the past, the OR strategy of some countries 
in the region was short on the “O” and long 
on the “R.” Going forward, a rebalancing 
might be desirable in the renewal of OR as a 
means to achieve higher growth with stability.

Toward the renewal of Open 
Regionalism in the Americas: 
Past efforts and current 
challenges
Since the 1990s, with varying timing and 
intensities, most countries in the region 
advanced policies with the central objective 
of pursuing a global integration agenda 
(the “O”) through strengthened relationships 
with their immediate neighbors (the “R”). 
The early momentum toward OR, however, 
has slowed in some countries and completely 
stalled in others. This report seeks to illus-
trate with evidence what could be done going 
forward in the five areas that constitute the 
renewal of OR in light of the economic mod-
els discussed earlier.

FIGURE 9 Determinants of entry and survival in new exporting 
markets

Sources: World Bank calculations based on data from UN COMTRADE; World Development Indicators 
(WDI); and Centre d’Études Prospectives et d’Informations Internationales (CEPII). 
Note: Elasticities are the estimated coefficients of ordinary least squares (OLS) regression of the 
 likelihood of entry into a new export market and an OLS regression of survival of one year or more 
in a new export market on a set of controls that include previous exporting experience and 
product-year and exporter-importer-year fixed effects. The network effect indicates that a current 
established partner has export ties to the new market. Established partners’ gross domestic 
product (GDP) per capita is a trade-weighted average of the exporting country’s established 
partners’ GDP per capita. An established partner is defined as a partner to which a country has 
exported successfully in each of the five years prior to a new entry episode.
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1. Tariff liberalization with the rest of 
the world: An unfinished agenda

Past efforts in the OR agenda are perhaps 
most clearly seen in the commercial policy 
front. Since the 1990s, MFN tariffs (external 
tariffs applied to nonpreferential partners) 
have significantly fallen in most LAC coun-
tries. For some countries, these reductions 
were the result of the negotiations to join the 
World Trade Organization (WTO). For oth-
ers, reductions in MFN tariffs go beyond 
their WTO commitments and appear related 
to advances in regional preferential agree-
ments. For instance, Estevadeordal, Freund, 
and Ornelas (2008) studied regional prefer-
ences and MFN tariffs in ten LAC countries 
for the period 1990–2001 and found that 
preferential tariff reductions in a given sector 
led to a reduction in the MFN tariff in that 
sector. Their evidence supports the idea that 
regionalism in LAC in the 1990s was in fact a 
building block toward global trade integra-
tion, thus satisfying Bergsten’s (1997) defini-
tion of OR.

This OR trade agenda continued well into 
the 2000s in many Central American coun-
tries, Mexico, and in some South American 
countries like Chile, Colombia, and Peru. 
Average MFN tariffs in these countries are 
noticeably lower today compared to what 
they were in the mid-1990s. In parallel, pref-
erential agreements with regional and 
extraregional partners flourished over the 
past 15 years. In contrast, in other South 
American countries the building-block effect 
of regional preferential agreements appears 
to have stalled.

A proximate cause behind the diverging 
paths in MFN tariffs observed between cer-
tain South American countries, especially 
those in Mercosur, and the rest of the region 
is the advent of FTAs with high-income 
economies. MFN tariffs fell sharply during 
the 2000s in countries that signed preferen-
tial agreements with the United States and 
Europe, and they remained flat in countries 
that did not (figure 10, panel a). Thus, the 
positive reinforcement between regional 
preferences and external liberalization 
appears to have mutated in the 2000s. 

Regional preferences alone do not seem 
related to further MFN liberalization; 
rather, external liberalizations appear to fol-
low preferential agreements with key players 
in the global economy. Clearly, the evidence 
does not establish a causal link between the 
two because the relation can be spurious or 
driven by other factors. The evidence does, 
however, illustrate the diverging paths of 
applied MFN tariffs of countries that signed 
preferential agreements with large econo-
mies, such as the United States and Europe, 
and those that did not.

A deeper, and arguably more interesting, 
cause behind these differences is the intensity 
with which countries in LAC participate in 
global value chains (GVCs). Final goods tar-
iffs are expected to decrease as the domestic 
content of imports increases (Blanchard, 
Bown, and Johnson 2016). Thus, participa-
tion in GVCs gives countries an incentive 
to reduce tariffs. This is consistent with the 
fact that Mexico and countries in Central 
America, which are deeply immersed in 
GVCs, have lower tariffs compared to coun-
tries in South America with an incipient par-
ticipation in GVCs (figure 10, panel b).

Importantly, the above differences show 
that tariff liberalization with the rest of the 
world is still an unfinished agenda for many 
countries in the region. Despite significant 
reductions over the past two decades, many 
countries in the region, especially those in 
South America, still have relatively high 
MFN tariffs (figure 10, panel a). Lowering 
them could facilitate LAC’s ability to connect 
to countries that offer large potential for effi-
ciency gains and learning opportunities 
according to the models that constitute the 
organizing conceptual framework of this 
study.

Moreover, most countries in the region, 
even those with relatively low MFN tariffs, 
display noticeable tariff binding “over-
hang”—defined as the difference between 
applied/effective MFN rates and the tariff 
commitments countries have with the WTO. 
Tariff binding overhang introduces uncer-
tainty in trade relationships as governments 
have the option to raise import tariffs 
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without risk of WTO-sanctioned retaliation, 
thus distorting investment decisions. From 
this it follows that reducing the tariff binding 
overhang can lead to welfare improvements 
(Handley and Limão 2015). Cutting applied 
and binding MFN tariffs, however, may 
require difficult political decisions. In the 
case of custom unions, for example, all 

member countries should in principle agree to 
reduce MFN tariffs, and often the benefits of 
such decisions can take time to materialize.

Pursuing further reductions in MFN tar-
iffs and reducing the tariff binding overhang 
could help build a more open, globally con-
nected LAC, which could in turn yield 
dynamic gains for countries in the region. 

FIGURE 10 MFN tariffs, preferential agreements, and participation in GVCs

Sources: Panel a is constructed from data from the World Trade Organization and World Development Indicators. Panel b is from de la Torre et al. 2015.
Note: In panel a, 1989 data for Mexico (MEX) were replaced by data from 1991, 1995 data for Panama (PAN) and the Dominican Republic (DOM) were replaced by data from 1997. 
In parentheses is the year the country implemented the free trade agreement (FTA) with the United States. Countries in each group ranked from low to high according to average 
applied most-favored-nation (MFN) tariff in 2014. In panel b, participation in global value chains (GVCs) is proxied by the share of a country’s exports that are part of a multistage 
trade process. This measure is constructed by adding the foreign value added used in a country’s own exports (backward GVC links) with the value added supplied to other 
countries’ exports (forward GVC links), and this total is scaled by the country’s total exports of goods and services. North countries comprise the G-7 and Western European 
economies. ARG = Argentina; BOL = Bolivia; BRA = Brazil; CHL = Chile; COL = Colombia; CRI = Costa Rica; EAP = East Asia and Pacific; ECA = Eastern Europe and Central Asia; 
ECU = Ecuador; GTM = Guatemala; HND = Honduras; MENA = Middle East and North Africa; MEX+CA = Mexico and Central America; NIC = Nicaragua; PER = Peru; PRY = Paraguay; 
SAR = South Asia; SLV = El Salvador; SSA = Sub-Saharan Africa; URY = Uruguay; VEN = República Bolivariana de Venezuela. See appendix A for a list of countries in each region. 
Regions exclude countries that are included in North.

Average applied MFN tariff, 1995

a. Average applied MFN tariffs, in 1995, five years prior to U.S. FTA, and in 2014

b. Participation in GVCs, by region

Average applied MFN tariff, five years before FTA implemented Average applied MFN tariff, 2014
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New research prepared for this study shows 
that entry into, and survival in, new product 
markets is more likely when a country’s 
trading partners have more trade connec-
tions. These findings, together with the 
forces of geography, imply that a more open 
LAC can facilitate entry into global export 
markets for countries in the region. 
Similarly, reducing tariff binding overhang 
can reduce policy uncertainty and stimulate 
local economic activity and attract foreign 
investment.

2. Enhancing the global integration of 
the Americas with tariff preferences

Preferential trade agreements (PTAs) are an 
integral part of today’s global trade architec-
ture. Moreover, their presence has been 
on the rise, especially in recent decades. In 
the early 1980s, the average country in the 
world granted tariff preferences to approxi-
mately six partners. In the early 2000s that 
number doubled, and by 2011 it had reached 
28 countries.

LAC countries are no exception to this 
pattern. In fact, the increasing number of 
PTAs has been one of the defining traits of 
LAC’s OR agenda. In the early 1980s, the 
average LAC country granted preferences to 
about 6 countries; by 2010 that number had 
increased to 23.

Despite the advances made by the region 
in terms of preferential agreements, there is 
scope for further improvements as part of 
the renewal of OR agenda. On the regional 
front, there is still room for additional 
regional preferences, especially between 
South America and Central and North 
America, which have notably different pat-
terns of net exports. This would be consistent 
with neoclassical theories of the gains from 
trade. Table 2 summarizes the state of bilat-
eral tariffs in LAC. Rows in the table charac-
terize importing country tariff preferences 
offerings, and columns in the table character-
ize exporting country receipt of potentially 
available tariff preference offerings. The table 
suggests that there are roughly two groups of 
countries in LAC. The first group (group A), 

which mainly comprises countries in 
Mercosur plus Bolivia and Ecuador, is dis-
played in the top part of the table. It is char-
acterized by relatively high MFN tariffs, a 
fairly universal coverage of bilateral tariff 
preference offerings to other countries in the 
group, more modest bilateral tariff preference 
offerings to other countries in the region, and 
no tariff preference offerings to high-income 
countries. The second group (group B) com-
prises Chile, Colombia, Mexico, Peru, and 
Central American and Caribbean countries. 
Broadly speaking, these countries typically 
offer tariff preferences to high-income coun-
tries and either have relatively low MFN tar-
iffs, offer tariff preferences to a large number 
of countries in LAC, or both.

Clearly, achieving the objective of broader 
tariff preferences between Mercosur and 
Mexico and Central America is not free of 
difficulties. It would entail addressing com-
plex political economy constraints that limit 
the ability of countries to grant preferences in 
specific sectors. These challenges were mani-
fested in the context of the Brazil-Mexico 
auto pact, where diverging views between the 
two countries created difficulties for elimi-
nating the import quotas imposed by the auto 
agreement.15 These sectors may be particu-
larly important in shaping value-chain based 
trade that could strengthen the region. As 
was highlighted above, however, the poten-
tial efficiency gains to be had from integrat-
ing the two ends of the Americas appear too 
large to be ignored.

In addition to pursuing broader regional 
preferences, table 2 also shows that many 
LAC countries, especially those in Mercosur, 
could still offer tariff preferences to high- 
income partners. Doing so can yield at least 
two potential benefits. First, it could allow 
countries in LAC to attain unexploited effi-
ciency gains by deepening commercial ties 
with economies that have trade structures 
that differ from those in LAC and that offer a 
large learning potential. Indeed, once factors 
affecting trade flows, such as geography and 
economic size, are taken into account, LAC 
countries overperform in terms of their trade 
with partners with which they hold PTAs, 
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which suggests that implementing PTAs with 
high-income partners could boost trade flows 
between Mercosur and these countries. 
A second potential benefit is that, as sug-
gested by figure 10, panel a, signing 
PTAs with high-income countries has been 
associated with reductions in extraregional 
tariffs. If such PTAs were to arise with 
 multiple high-income partners, this could 
serve as a close substitute for MFN tariff 
liberalization.

Commercial policy in LAC has surely 
come a long way in facilitating the region’s 
immersion into global markets and in foster-
ing economic integration in the Americas. 
This was the main focus of the original OR 
strategy that emerged in the 1990s. The road 
ahead requires additional efforts to reduce 
MFN and extend tariff preferences within 
the Americas. In addition, the renewed OR 
strategy could focus on some of the adverse 
effects of the current “spaghetti bowl” of 
trade agreements that resulted from the  initial 
OR efforts, an area to which we turn next.

3. Harmonizing rules of origin and 
regulatory frameworks in the 
Americas to achieve global 
competiveness

Trade flows are thought to be affected by a 
number of variables. OR focused heavily on 
one of these variables, namely tariffs. By 
doing so, however, it left aside other barriers 
to international trade flows; and, in some 
cases that will be discussed below, it aggra-
vated them. Factors like standards, regula-
tions, or local content requirements affect the 
decisions of firms to enter export markets 
and the intensity with which countries trade. 
Going forward, initiatives to minimize the 
trade distortions imposed by these trade bar-
riers can have a large impact on the region’s 
global competitiveness because they would 
act as a region-wide positive productivity 
shock. In some instances, these initiatives 
will entail country-specific efforts such as 
streamlining import processes, or even 
wholesale reforms of customs agencies, which 
tend to be complex (see box 2). In other 

instances they will entail coordinated efforts 
between countries, such as the streamlining 
of quality and sanitary requirements of prod-
ucts or harmonizing rules.

The potential benefits of coordinated 
efforts to reduce nontariff trade costs are evi-
dent with rules of origin (RoOs). RoOs are 
the criteria needed to determine the national 
source of a product and are used to decide 
whether imported products receive MFN 
treatment or preferential treatment. The rules 
aim to avoid granting preferences to goods 
that are produced outside countries’ signato-
ries to a PTA. RoOs, however, can impose 
hefty administrative and compliance costs to 
exporting firms, costs that are aggravated by 
the fact that there is a growing number of 
PTAs and each establishes its own RoOs. 
Some take the form of minimum value-added 
content from the country in the PTA, some 
rely on identifying the country of manufac-
turing and processing, and some apply a 
“tariff shift” rule (Estevadeordal and Talvi 
2016). Hence, efforts to harmonize and allow 
for RoOs with full accumulation within the 
Americas would help LAC attain higher divi-
dends from its existing PTAs, by allowing 
firms to use materials from other countries 
without losing preferential access.

The region-wide benefits of advancing non-
tariff reform efforts are expected to be partic-
ularly large for regionally traded goods. First, 
as noted above, trade in regionally traded 
goods is bound to occur between nearby 
countries because they cannot be transported 
by air or sea. As a result, the exchange of 
these goods between nonbordering countries 
involves goods and services transiting through 
other regional partners, thus making region-
wide coordination crucial. Second, among 
regionally traded goods are goods and ser-
vices, such as electric current and land trans-
portation, which are fundamental inputs in 
the production and distribution of other 
exports. In fact, in the specific case of electric-
ity, although important steps toward an inte-
grated energy grid have been taken, countries 
in the region have been unable to fully capital-
ize on these efforts in part because of conflict-
ing regulatory standards.
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4. Reducing LAC’s cost of distance 
through investments in infrastructure 
and logistics

As much as policy-induced reductions in 
trade costs can facilitate international trade 
integration, new research prepared for this 
study shows that LAC faces higher costs 
associated with distance compared to other 
regions. Geography together with economic 
size appear as the preponderant factors 
underpinning LAC’s relatively low levels of 
trade integration, both within the region and 
with the rest of the world. In fact, the region’s 
trade flows appear to be more sensitive to 
geographic distance compared to other 

regions, which could mean that LAC faces 
larger trade costs associated with distance 
(figure 11).

There are at least two factors explaining 
LAC’s relatively large costs of distance. The 
first factor is related to infrastructure. The 
ability of economies to integrate efficiently 
into the global economy depends on the 
 quality of hard and soft infrastructure ser-
vices, ranging from transportation, telecom-
munications, and financial services to border 
processes and customs practices to the busi-
ness and regulatory environments.16 In fact, 
 internal (domestic) trade and transaction 
costs can have a large impact on a country’s 
international competitiveness.

Cross-border trade volumes have increased at the 
staggering average rate of 9.8 percent per year over 
the past 50 years. As a result, the incidence of inter-
national trade in world GDP increased noticeably. 
International trade has also become increasingly 
complex. Today international trade not only gives 
consumers access to a wide variety of final goods at 
a relatively low cost but also gives firms the option 
to use inputs produced abroad. This has given rise to 
GVCs. Moreover, international trade occurs in a 
landscape of a vast number of trade agreements 
that impose complex preferential rules of origin in 
addition to rules that are already administered by 
customs.

The rise of international trade and its complexity 
require institutions that can adapt to the current 
landscape and facilitate the efficient flow of goods 
and services across borders. Customs are a country’s 
door to the world. As such, the regulations and pro-
cedures that customs agencies impose can facilitate 
or impede international trade. This observation led 
WTO members to conclude negotiations on a Trade 
Facilitation Agreement at the Bali Ministerial 
Conference in December 2013. The agreement, 
which presents a set of recommendations to improve 
the efficiency and transparency of customs proce-
dures and regulations, is currently under the domes-
tic ratification process of WTO member states and 
will enter into force once two-thirds of the members 
complete this process.

Achieving the goal of having efficient customs 
agencies that facilitate global trade may be difficult. 
In part, the challenges stem from the fact that in 
some cases they are the only instrument to attain 
multiple objectives. Customs are the vehicle that 
countries use to prevent illegal trade, to safeguard 
the country’s security, and to ensure that goods from 
abroad satisfy domestic environmental, health, and 
quality standards. Revenue collection is yet another 
objective of customs agencies. This is particularly 
important in countries with weak capacity to collect 
taxes domestically (for example, countries with a 
large informal sector) or small countries that cannot 
afford the costs associated with domestic tax collec-
tion. Hence, countries may face trade-offs between 
facilitating the efficient flow of goods and services 
and the accomplishment of other national objec-
tives. An additional challenge arises from the fact 
that the interests of private economic actors (port 
employees and transport firms, among others) col-
lide in customs agencies. Customs reforms can result 
in short-term losses to them. Not surprisingly, these 
agents can prevent reforms to the extent that they 
have sufficient political influence.

In sum, customs reform appears as an important 
item in the trade agenda of many countries in LAC. 
The successful implementation of these reforms, 
however, could depend on designing an orderly and 
gradual reform with clear priorities that takes into 
account the challenges described above.

BOX 2 The challenge of customs reform
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The quality of LAC’s hard and soft infra-
structures appears as an important factor 
underpinning LAC’s relative high costs of 
distance. Studies such as Mesquita Moreira 
et al. (2013) or Mesquita Moreira, Volpe, and 
Blyde (2008) point to inadequate infrastruc-
ture compounded by a challenging topogra-
phy as factors driving transport costs up for 
LAC. Indeed, data on the quality of land 
transport infrastructure suggest some scope 
for improvement in LAC. The quality of the 
road network, proxied by the share 
of unpaved roads, is relatively poor when 
contrasted with other developing regions: 
almost 70 percent of the roads in LAC are 
unpaved—a far larger share than in EAP and 
MENA (less than 30 percent) and SAR (less 
than 50 percent).

A second factor explaining LAC’s rela-
tively high costs of distance is the region’s 
position in the world’s network of maritime 
and air transport. Access to both of these 
modes of transportation, which account for 
close to 80 percent of total world trade, is not 
homogeneous across countries. Both modes 
of transportation follow a hub-and-spoke 
operating structure. This structure consists of 
hub ports, lateral ports, main lines (long-haul 

lines that connect hub ports and involve 
a set of sequential port calls typically 
across the oceans), and branch lines (short-
haul lines connecting several lateral ports in 
one region to serve the main lines), which 
together form a complex transportation net-
work system.

In the specific case of maritime transporta-
tion, LAC countries have access to this global 
network through its branch lines, which puts 
LAC countries at a disadvantage. This is high-
lighted by the Liner Shipping Connectivity 
Index, a proxy for the ease of access to high-
capacity and high-frequency global maritime 
freight transport systems. In 2013, the 
export-oriented economies of East Asia took 
the top five spots: China and Hong Kong 
SAR, China, were the highest-ranking econo-
mies, followed by the transshipment hub of 
Singapore. High-income countries, including 
Belgium, Germany, Japan, the Netherlands, 
the United Kingdom, and the United States, 
took most of the other top 15 spots. Within 
LAC only Panama features in the top 30 (at 
25th). Mexico is the second-highest ranking 
country in the region (32nd), followed by 
Colombia (38th) and Brazil (39th). The rest of 
the region ranks poorly.

FIGURE 11 The elasticity of trade flows with respect to geographic distance, by regions and partner

Source: World Bank calculations based on Artuc, Hillberry, and Pienknagura 2016. 
Note: Bars capture the elasticity of trade flows with respect to bilateral distance after controlling for exporter and importer fixed effects and other gravity 
controls. The gravity model estimated allows for regional heterogeneity in the estimated coefficients. Standard errors are clustered at the importer level. 
EAP = East Asia and Pacific; ECA = Eastern Europe and Central Asia: EUR = Europe; LAC = Latin America and the Caribbean; MENA = Middle East and North 
Africa; SAR = South Asia; SSA = Sub-Saharan Africa. See appendix A for a list of countries in each region.
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The spatial design of the maritime trans-
port network reflects an equilibrium outcome 
in which both demand and supply effects are 
at play. Demand factors include demand for 
containerized transport and demand for spe-
cific transport services. Central to supply-side 
considerations are the strategies of container 
shipping liners, which aim to maximize prof-
its and take advantage of economies of scale 
through the strategic choice of market cover-
age (the hub-and-spoke operating structure is 
particularly important in this regard). Other 
important factors are port infrastructure, 
port system development, and internal 
 transport and logistics infrastructure in the 
hinterland for port access (see, for example, 
Notteboom 2009). Unfortunately, in many 
LAC countries port performance is poor. 
According to the Global Competitiveness 
Report 2013–2014, ports in Brazil and Costa 
Rica are among the least efficient ports 
(Schwab and Sala-i-Martin 2013).

Hence, the evidence suggests that efforts 
to improve LAC’s hard and soft infrastruc-
ture could facilitate the region’s search 
for efficiency gains that would improve its 
global competitiveness. Some of these efforts 
will take the form of country-specific invest-
ments in infrastructure, especially in air-
ports, ports, and roads, or improvements in 
the efficiency of ports and airports. In other 
instances they will entail coordinated 
cross-border efforts such as cofinancing joint 
infrastructure projects. These items entail an 
ambitious agenda for the renewal of OR in 
the Americas.

5. Achieving region-wide efficiency 
gains in the Americas through factor 
market integration

Factor market integration is another element 
in the renewal of OR agenda that could bring 
region-wide efficiency gains. Some regional 
agreements in LAC took notice of the poten-
tial benefits of pursuing policies to integrate 
factor markets, namely labor and capital 
markets. Nonetheless, even in these cases the 
emphasis on trade preferences overshadowed 
the emphasis on factor market integration. 

The following sections discuss evidence 
about the potential benefits from bringing 
factor market integration to the forefront of a 
renewed OR strategy.

Labor market integration in the Americas  
Well-functioning labor markets are essential 
for countries to reap the benefits from 
economic integration. Integrated labor 
markets at the national level guarantee the 
flow of workers from low-productivity sectors 
and firms to high-productivity sectors and 
firms. Similarly, labor market integration 
across borders through migration can help 
countries materialize efficiency gains not 
captured through trade integration.17 
Migration can also help boost growth because 
it can foster cross-border knowledge transfers. 
Attracting international talent for sectors in 
which a country specializes is important in 
many countries, such as the United States, and 
will become increasingly important in Latin 
America as it grows and gains competitiveness 
in human capital–intensive industries.

Beyond efficiency and growth, labor 
 market integration may also mitigate the con-
sequences of macroeconomic shocks. Cross-
border labor market integration allows 
workers to respond to adverse wage shocks 
by giving them the chance to seek employ-
ment opportunities in other countries. An 
example of this mechanism at play was seen 
in the European Union during the debt crisis 
of countries in the periphery, where workers 
from Greece, Italy, and Spain migrated 
toward France, Germany, and the United 
Kingdom as labor market conditions deterio-
rated in the former.18

The potential efficiency gains from liberal-
izing labor flows across countries have been 
acknowledged by Latin American policy 
makers and specifically addressed in trade 
agreements such as Mercosur and the Andean 
Pact. The Pacific Alliance also aims to liber-
alize labor flows. Nonetheless, even in these 
cases the emphasis on migration is overshad-
owed by the emphasis on trade preferences.

Evidence produced for this study indicates 
that there are large wage differences between 
workers of similar characteristics across LAC 
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countries, even after controlling for short-
term co-movements in wages. More specifi-
cally, data suggest that wage differentials of 
otherwise similar workers (in terms of age, 
gender, and education) across LAC econo-
mies during the 21st century tend to be more 
than 100 percent larger than the average 
wage differentials across Mexican states or 
the wage differentials across the United 
States. In addition, the speed at which wages 
move toward those long-run equilibrium dif-
ferences is much slower in LAC than within 
Mexico or the United States, although the 
short-term co-movement of wages across 
LAC is strikingly similar to the co-movement 
of wages across Mexican states and across 
the United States (figure 12). These results 
can be interpreted as evidence of persistent 
differences in labor productivity across coun-
tries in LAC and unrealized region-wide effi-
ciency gains that could be attained through 
migration.

Promoting cross-border migration flows 
within LAC may require tackling impor-
tant regional challenges, especially on the 
side of Latin Americans’ preferences for 
migration. In a nutshell, data from Gallup 

public opinion surveys indicate that Latin 
Americans prefer to migrate to high-income 
economies outside of the region. In fact, evi-
dence suggests that intra-LAC migrants are 
below the number predicted by standard 
determinants of migration. The numbers 
reported in Gallup surveys imply that, if 
migration were costless, the number of Latin 
American migrants living in other LAC coun-
tries would be even smaller (map 1).

Fortunately, LAC appears to be a region 
that is open to migration. Citizens of Latin 
American countries with available data have 
pro-immigration opinions that fare well com-
pared to other countries in the world.19 These 
relatively positive sentiments toward migrants 
are also reflected in the views expressed by 
policy makers. The share of government offi-
cials from LAC who view migration levels as 
too low or satisfactory is higher than in any 
other developing region (figure 13).20

This relatively pro-immigration sentiment 
notwithstanding, policy efforts to attract 
migrants to LAC may still be subject to diffi-
culties if not managed carefully. The views 
held by Latin Americans about migrants 
may be a result of the relatively low levels of 
migration in the region. In fact, countries 
that have relatively high immigration rates 
have less positive attitudes toward migrants 
compared to those with low immigration 
rates (figure 14). Hence, policy efforts to fos-
ter immigration may end up affecting public 
opinion such that the pro-immigration atti-
tudes displayed by Latin Americans up to 
now could be reversed. To be sure, migration 
attitudes appear to be affected by other poli-
cy-related factors. Research prepared for this 
study shows that positive attitudes toward 
migrants are more common among the more 
educated population. This highlights the fact 
that the effectiveness of LAC’s integration 
agenda is tightly linked to the effectiveness of 
structural reforms in areas such as education; 
as the rate of accumulation of human capital 
in LAC advances, attitudes toward immigra-
tion might soften.21

Evidence suggests that there are effi-
ciency gains to be attained through 
increased regional labor market integration. 

FIGURE 12 Short-term and long-term co-movement in wages

Source: World Bank calculations based on Lederman and Robertson 2016. 
Note: The figure shows the results of a regression of the change in wage of workers of narrowly 
defined demographic characteristics in country/region A on the change in wage of the same type 
of workers in country/region B and the lagged difference in wages between the two countries.
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LAC’s ability to reap these gains hinges on 
implementing policies, especially on the 
migration front, that may face short-term 
opposition in certain countries. Nevertheless, 
the potential region-wide economic payoffs of 
further  liberalizing international migration in 
the Americas should not be ignored.

Capital market integration in the Americas  
Capital market integration (CMI) is important 
for growth and stability for several  reasons. 
On the growth side, it can expand credit to 
households, allowing them to invest in durable 
assets and in human capital acquisition. 
Similarly, it expands credit to firms, allowing 
them to take on productive investments that 
were not otherwise possible, thus raising 
productivity. CMI, especially in the form of 
foreign direct investment (FDI), can also 
foster innovation and productivity upgrades 
through additional channels. It can enhance 

MAP 1 Share of actual and intended intraregional emigration, 2010

Source: Bertoli and Mayda 2016 from Gallup surveys on migration intentions.

a. Actual migration b. Intended migration
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FIGURE 13 Government view on current documented immigration 
levels

Source: Bertoli and Mayda 2016 from UN Survey of Government Officials. 
Note: Data include government’s view on level of documented immigration, including work and 
family reunification, but not refugees or asylum. LAC = Latin America and the Caribbean. See 
appendix A for a list of countries in each region.
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competition in the local economy by bringing 
in new products and new varieties of existing 
products, and it can bring new processes and 
managerial expertise that can spill over to 
domestic firms. On the stability side, credit 
expansions fostered by CMI can allow 
households to cope with income shocks and 
smooth consumption. CMI can also lead to 
diversification opportunities because firms 
can invest in new projects that do not face the 
same risks as existing ones. The downside of 
CMI, however, is the potential transmission 
of external shocks to the local economy, 
which potentially exacerbates macroeconomic 
 volatility when capital flows themselves are 
volatile and decoupled from economic 
fundamentals.

Countries in LAC have acknowledged the 
benefits and risks of CMI and have taken 
steps to allow capital flows into the region. 

LAC embarked on financial liberalization in 
the 1990s, which resulted in the region’s 
leading other emerging regions as the most 
financially integrated in the world in terms of 
de jure policies (Galindo, Izquierdo, and 
Rojas-Suárez 2010). In the specific area of 
FDI attraction, countries in the region have 
used policy tools such as tax and tariff 
exemptions to attract foreign firms and capi-
tal (see UN 2000)

At the regional level, countries in LAC are 
signatories of investment agreements, either as 
chapters of FTAs or through bilateral invest-
ment treaties (BITs), with a large number of 
regional partners. More recently, countries in 
the Pacific Alliance signed an agreement to 
create an integrated stock exchange (Mercado 
Integrado Latinoamericano, or MILA). MILA 
has the objective of unifying the equity trading 
platforms of the four countries in the Pacific 
Alliance and in this way concentrating a big-
ger number of issuers, investors, and interme-
diaries within these countries.

In spite of recent calls for further CMI 
among LAC economies (IMF 2016), there 
is no shortage of financial integration 
within LAC, once factors such as economic 
size and geography are taken into account 
(figure 15). In fact, financial integration 
within LAC is higher compared to bench-
marks after controlling for such fundamen-
tals. Moreover, the arguments in favor of 
actions to strengthen regional CMI are weak 
at best. The case in favor of regional CMI 
could be justified by appealing to the idea that 
knowledge diffusion appears to decay with 
distance, thus limiting the positive spillovers 
from FDI from faraway countries. As with 
trade, however, the prospects for growth and 
stability dividends from intra-LAC capital 
flows appear to be limited. Multinational cor-
porations (MNCs) from the region display 
lower investments in innovation and worse 
managerial practices than their peers from 
other regions, thus limiting the scope for 
knowledge spillovers to local firms  (figure 16). 
These observations suggest that the benefits 
from regional CMI in LAC are tightly linked 
to the vigor of the region’s growth and inno-
vation agenda. In addition to the limited 

FIGURE 14 Anti-immigration views and immigration rates in 
selected LAC countries

Sources: World Bank calculations from Bertoli and Mayda 2016, World Value Survey Data, and World 
Development Indicators. 
Note: The extent of anti-immigration views is captured by the share of the population that responds 
that its country should “prohibit people coming here from other countries” or that it should 
“place strict limits on the number of foreigners who can come here.” BRA = Brazil; CHL = Chile; 
DOM = Dominican Republic; GTM = Guatemala; MEX = Mexico; PER = Peru; TTO = Trinidad and 
Tobago; URY = Uruguay; VEN = República Bolivariana de Venezuela.
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scope for growth and knowledge spillovers 
from intra-LAC capital flows, the evidence 
also shows that geography has a weaker pull 
on financial flows than on trade or labor 
flows. This implies that, to gain access to for-
eign capital at a given cost and knowledge 
content, a country is not as restricted by its 
geographic location. Hence, it is difficult to 
see efficiency or dynamic gains from facilitat-
ing intraregional capital market integration at 
the expense of CMI with the rest of the world.

However, regional agreements can yield 
efficiency gains in other dimensions and, if 
enacted jointly, can magnify the growth and 
stability benefits from global capital integra-
tion. For example, MILA provides a unified 
set of norms and reduces transaction costs 
for investors seeking opportunities in coun-
tries of the Pacific Alliance, thus making 
them a more appealing investment option. 
Similarly, regional agreements can facilitate 
coordination in the provision of incentives to 
foreign capital among countries in the region 
and prevent a race to the bottom where coun-
tries sacrifice revenue as they compete for 
FDI. As a result, such coordination has the 
potential to maximize the positive impact of 
foreign capital across the region. The bottom 
line is that initiatives such as MILA should be 
seen as efforts to improve the collective 
investment climate, rather than as efforts to 
increase intraregional capital flows at the 
expense of foreign investment from the rest 
of the world.

It takes a competitive region to 
make a competitive economy
The time is ripe to bring LAC’s OR agenda to 
center stage. The challenge lies in designing 
an integration agenda that is conducive to 
region-wide efficiency gains. This does not 
imply that integration strategies should seek 
to build regional ties at the expense of those 
with the rest of the world. Rather, the region 
could seek integration strategies that exploit 
the complementarities between regional and 
global integration to attain higher global 
competitiveness. The forces of geography 
imply that pro-growth global integration 

FIGURE 15 Benchmarking financial flows in LAC using a gravity 
model, 2014

Source: World Bank calculations based on Didier, Llovet Montanes, and Schmukler 2016. 
Note: In all panels the coefficients capture the excess intraregional flows of a region relative to its 
flows to and from nonregional partners conditional on country fixed effects and gravity 
characteristics. EAP = East Asia and Pacific; ECA = Eastern Europe and Central Asia; 
EU15+ = EU15 plus Iceland, Norway, and Switzerland; FDI = foreign direct investment; 
LAC = Latin America and the Caribbean; MENA = Middle East and North Africa; SAR = South Asia; 
SSA = Sub-Saharan Africa. See appendix A for a list of countries in each region.
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cannot be achieved without building a strong 
neighborhood.

This study, therefore, proposes an ambi-
tious agenda aimed at achieving the type of 
region-wide efficiency gains discussed above. 
On the trade front, evidence suggests that 
there is still room for additional preferences 
at the regional level, especially between 
Mexico, Central America, and North 
America on the one hand, and South America 
on the other. Importantly, there is significant 
scope for further tariff liberalization with the 
rest of the world. The latter would help build 
a more open neighborhood, from which 
countries in the region can learn about pene-
trating foreign markets while taking advan-
tage of regional specialization.

The road ahead also presents the challenge 
of reducing other nontariff trade frictions. 
Regional efforts to standardize RoOs, to 
build more efficient customs agencies, 
to invest in joint infrastructure projects, and 
to harmonize procedures and standards are 
some of the key issues in this agenda. The 
benefits of these efforts appear to be greatest 
in the case of regionally traded goods (for 
example, electricity and land transportation), 
goods for which the cost of distance is so 
high that trade typically occurs only between 
regional partners and where their efficient 

exchange can lead to improvements in global 
competitiveness.

Factor market integration, especially in 
labor markets, stands out as an additional 
important element of the renewal of OR. 
Policies aimed at facilitating intraregional 
migration could allow LAC to capture unex-
ploited region-wide efficiency gains reflected 
in the region’s large wage gaps. Regional 
coordination in policies to attract foreign 
capital could also produce efficiency gains by 
reducing transaction costs and help prevent a 
race to the bottom whereby countries sacri-
fice revenue as they compete for foreign 
investment.

In a nutshell, this study argues that the 
success of global integration strategies is 
inextricable from the strength of a country’s 
region. In this sense, the old African proverb 
“it takes a village to raise a child” applies to 
the OR strategy delineated here. After all, the 
evidence suggests that it takes a competitive 
region to make a competitive economy.

Appendix A. Classification 
of regions
Many parts of the report emphasize differ-
ences in outcomes across regions: this appen-
dix presents the list of countries included in 
each region. With some exceptions that will 
be properly highlighted, the list of countries 
below will be respected throughout the 
report.

East Asia and Pacific (EAP) includes: 
Australia; Brunei Darussalam; Cambodia; 
China; Fiji; Hong Kong SAR, China; 
Indonesia; Japan; Kiribati; Democratic 
People’s Republic of Korea; Republic of 
Korea; Lao People’s Democratic Republic; 
Malaysia; Mongolia; Myanmar; New 
Zealand; Palau; Papua New Guinea; 
Philippines; Samoa; Singapore; Solomon 
Islands; Thailand; Tonga; Tuvalu; Vanuatu; 
and Vietnam.

East and Central Europe (ECA) includes: 
Albania; Armenia; Azerbaijan; Belarus; 
Bosnia and Herzegovina; Bulgaria; Croatia; 
Cyprus; Czech Republic; Estonia; Faeroe 
Islands; Georgia; Greenland; Hungary; 

FIGURE 16 R&D spending by multinational corporations, by home 
region

Source: Lederman et al. 2014 from Bureau van Dijk’s Orbis database. 
Note: EAP4 = Indonesia, Malaysia, Philippines, and Thailand; ECA = Eastern Europe and Central Asia; 
LAC5 = Argentina, Brazil, Chile, Colombia, and Mexico; R&D = research and development.
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Kazakhstan; Kyrgyz Republic; Latvia; 
Lithuania; former Yugoslav Republic of 
Macedonia; Moldova; Montenegro; Poland; 
Romania; Russian Federation; Serbia; Slovak 
Republic; Slovenia; Tajikistan; Turkey; 
Turkmenistan; Ukraine; and Uzbekistan.

European Union 15 extended (EU15+) 
includes: Austria; Belgium; Denmark; 
Finland; France; Germany; Greece; Iceland; 
Ireland; Italy; Luxembourg; Netherlands; 
Norway;  Por tuga l ;  Spa in ;  Sweden ; 
Switzerland; and United Kingdom.

Gulf countries: Kuwait; Bahrain; Oman; 
Qatar; Saudi Arabia; and the United Arab 
Emirates.

Latin America and the Caribbean (LAC) 
includes:  Argent ina; The Bahamas; 
Barbados; Belize; Plurinational State of 
Bolivia; Brazil; Chile; Colombia; Costa Rica; 
Dominica; Dominican Republic; Ecuador; 
El Salvador; Grenada; Guatemala; Guyana; 
Hait i ;  Honduras; Jamaica; Mexico; 
Nicaragua; Panama; Paraguay; Peru; St. Kitts 
and Nevis; St. Lucia; St. Vincent and the 
Grenadines; Suriname; Trinidad and Tobago; 
Uruguay; and República Bolivariana de 
Venezuela.

Middle East and North Africa (MENA) 
includes: Algeria; Bahrain; Djibouti; Arab 
Republic of Egypt; Islamic Republic of 
Iran; Iraq; Israel; Jordan; Kuwait; Lebanon; 
Libya; Malta; Morocco; Oman; Qatar; 
Saudi Arabia; Syrian Arab Republic; Tunisia; 
United Arab Emirates; and Republic of 
Yemen.

North America includes: Canada and 
United States.

South Asia (SAR) includes: Afghanistan; 
Bangladesh; Bhutan; India; Maldives; Nepal; 
Pakistan; and Sri Lanka.

Sub-Saharan Africa (SSA) includes: 
Angola; Benin; Burkina Faso; Burundi; Cabo 
Verde; Cameroon; Central African Republic; 
Chad; Comoros; Democratic Republic of 
Congo; Republic of Congo; Côte d’Ivoire; 
Equatorial Guinea; Ethiopia; Gabon; The 
Gambia; Ghana; Guinea; Guinea-Bissau; 
Kenya; Liberia; Madagascar; Malawi; Mali; 
Mauritania; Mauritius; Mozambique; Niger; 
Nigeria; Rwanda; São Tomé and Príncipe; 

Senegal; Seychelles; Sierra Leone; Somalia; 
South Africa; South Sudan; Sudan; Tanzania; 
Togo; Uganda; Zambia; and Zimbabwe.

Notes
 1. Appendix A provides a list of the definition of 

regions used throughout this overview and a 
list of countries in each region.

 2. The objectives of the Pacific Alliance can be 
found at https://alianzapacifico.net/en/que -es 
-la-alianza/#what-is-the-pacific-alliance.

 3. See CAFTA-DR’s preamble.
 4. The term “Open Regionalism” was first 

 introduced during the Asia-Pacific Economic 
Cooperation (APEC) discussions in the early 
1990s (Frankel and Wei 1995). For an early 
discussion of OR in the context of Latin 
America and the Caribbean, see ECLAC 
(1994). See also Bergsten (1997).

 5. Other notable examples are the intraindustry 
trade models of Helpman and Krugman 
(1985, 1989) and the heterogeneous-firm 
models that generally reference Melitz (2003).

 6. The academic literature on trade, inequality, 
and poverty is huge. There are at least six 
broad literature surveys: Winters, McCulloch, 
and McKay (2004) and Goldberg and Pavcnik 
(2004) cover trade liberalization and poverty; 
Goldberg and Pavcnik (2007) and Harrison, 
McLaren, and McMillan (2011) cover trade 
and the distribution of income; Lederman 
(2013) covers trade and inclusive growth; and 
Lederman and Porto (2014) cover the distri-
butional consequences of commodity-price 
fluctuations. 

 7. See IDB (2002) or Schiff and Winters (2003).
 8. The terms the “death of distance” and 

“the world is flat” were introduced in two 
books, The Death of Distance: How the 
Communications Revolution Is Changing 
Our Lives by Frances Cairncross (1997) and 
the international best-seller The World Is 
Flat: A Brief History of the Twenty-First 
Century by Thomas L. Friedman (2007), 
respectively.

 9. For example, Trefler (1995) finds that there is 
substantially less trade observed in the data 
compared to the levels predicted by the 
Heckscher-Ohlin (HO) model. The inability of 
traditional models to correctly predict trade 
patterns planted the seeds for new trade mod-
els that try to match features of the data 
such as intraindustry trade between similarly 
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endowed economies (see Krugman 1981) or 
the heterogeneity of firms in terms of their pro-
ductivities (Melitz 2003), which are not usu-
ally incorporated in Ricardian or HO models.

 10. The gravity model of trade was first used 
by Nobel Laureate Jan Tinbergen in 1962. 
The author proposed an empirical relation 
between bilateral trade flows, economic size, 
and distance that follows the logic of Newton’s 
law of gravity, which states that the force of 
attraction between two bodies is proportional 
to their mass and inversely proportional to the 
distance between them. In Tinbergen’s model, 
economic size plays the role of mass and the 
geographic distance between two countries 
plays the role of the distance between the two 
objects. Originally, the gravity model was pre-
sented as an empirical relationship that pro-
vided a good description of bilateral trade 
patterns. Recent advances in the field of inter-
national trade have provided microeconomic 
foundations for the gravity model and a better 
understanding of the implications of the rela-
tionship. Early papers using the gravity equa-
tion were reduced-form estimations of the 
relationship that in many cases delivered mis-
leading predictions (see Head and Mayer 
2014). This problem has been solved by the 
introduction of structural gravity equations 
derived from formal economic models (see 
Anderson 1979 or Eaton and Kortum 2002, 
among others). Importantly, structural gravity 
equations allow for the analysis of counterfac-
tual policy experiments.

 11. Although trade flows are larger, trade over 
GDP may not be.

 12. These costs may be linked to freight and insur-
ance costs, or any other economic friction that 
increases the costs of international commerce 
even when not strictly related to geographic 
distance. The latter are often associated empir-
ically with language differences and cultural 
differences, as well as with trade taxes and 
nontariff barriers.

 13. An initial attempt to do such an assessment is 
presented in the work of Frankel, Stein, and 
Wei (1995). The authors follow the gravity 
approach by estimating a regression of bilat-
eral trade flows (in logs) on log GDP of each of 
the countries, a set of bilateral variables that 
includes distance and a dummy variable tak-
ing the value one if the two countries are mem-
bers of a preferential trading arrangement. 
The authors include Mercosur, the Andean 
Pact, and the North American Free Trade 

Agreement (NAFTA). Their results show that, 
once GDP, distance, and other bilateral vari-
ables are taken into account, intra-Mercosur 
and intra–Andean Pact trade in the 1990s was 
statistically higher than the average pair of 
countries that are not in the trade blocs  studied 
in the paper. In contrast, NAFTA’s trade falls 
within the predictions of gravity variables. The 
work prepared for Better Neighbors: Toward 
a Renewal of Economic Integration in Latin 
America differs from Frankel, Stein, and Wei 
(1995) in three ways. First, it  estimates the 
gravity equation using the Poisson-Pseudo 
Maximum Likelihood (PPML) estimator pro-
posed by Santos Silva and Tenreyro (2006), 
which corrects for biases common in the log-
linear ordinary least squares (OLS) model. 
Second, the estimations presented here use ori-
gin and destination fixed effects, which cap-
ture not only the role of size but also the 
so-called multilateral resistance term, a term 
that arises from the formal theoretical deriva-
tion of the gravity equation. Finally, the exer-
cise compares intraregional trade flows as 
opposed to intra–free trade agreement (FTA) 
flows.

 14. The gravity specification used in the exercise 
controls for origin and destination fixed 
effects, colonial links, same language, and dis-
tance. The results presented here, which are 
based on the specification by Artuc, Hillberry, 
and Pienknagura (2016), use the average 
 bilateral trade flows between 2004 and 2013 
and include an FTA dummy as an additional 
control.

 15. The agreement was recently extended until 
March 2019, and Brazil and Mexico are 
expected to return to a free-trade regime after 
that. The new agreement increases the quota 
by 3 percent per year. 

 16. The literature provides some evidence that 
domestic trading costs and the economic busi-
ness environment are significant determinants 
of the volume of trade between countries. 
See, for example, Limão and Venables (2001); 
Wilson, Mann, and Otsuki (2003); Anderson 
and Marcouiller (2002); and Hoekman and 
Nicita (2011).

 17. Migration flows and trade flows can be com-
plements or substitutes. In the extreme where 
trade is frictionless, the two flows should be 
substitutes—countries can attain the same 
efficiency gains by integrating through trade 
or by integrating factor markets. In contrast, 
when trade is not frictionless, because of 
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 tariffs or other trade frictions, differences in 
returns to factors of production may arise and 
factor movements may become complemen-
tary to trade flows. Moreover, migration flows 
can mitigate frictions in the transmission of 
technology and know-how across borders or 
in the transmission of information about for-
eign markets. In these cases, migration flows 
can foster trade flows, thus reinforcing the 
potential complementarity between trade and 
labor flows. 

 18. The number of Greek, Italian, and Spanish 
migrants in Germany increased by 154 percent 
between 2010 and 2013. In contrast, it grew 
by 5 to 25 percent between 2007 and 2009.

 19. Data on attitudes toward immigrants come 
from the World Value Surveys. 

 20. Data on views on immigration from gov-
ernment officials come from surveys con-
ducted by the United Nations Department of 
Economic and Social Affairs. The data are 
averages from 1976 to 2009.

 21. Between 2000 and 2014, the tertiary school 
enrollment rate in LAC increased from 
20 percent to 40 percent. See Avitale et al. 
(forthcoming) for an analysis of the challenges 
facing university education in the region.
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