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Preface

Controversy over the conduct and coordination of international trade policy has become
a politically charged issue in current times. At the World Trade Organization Ministerial
Conference in Seattle in 1999, groups from civil society went to the barricades to protest
various facets of ‘globalization’. Similar spectacles have been repeated around the world
frequently since that time. The debates over international trade policy are no longer the
exclusive purview of academic economists, trade lawyers, bureaucrats and politicians.
Suddenly, discussion concerning trade policy and trade agreements has burst out of the
back rooms and into the limelight.

This handbook on international trade policy includes a comprehensive spectrum of
trade-policy topics that should be attractive to both practitioners and interested observers
alike. The coverage ranges from very general issues, such as why trade agreements exist,
to highly specific issues, such as how politics affects the administration tariff-rate quotas.
The contributors bring considerable expertise and insight to their topics, and they have
set themselves an ambitious agenda that goes far beyond a simple review of academic lit-
erature. The intention throughout the volume has been to analyze how trade policy works
and to assess the issues and controversies that have arisen in practice. Further, the volume
is addressed to a broad policy audience. It has been designed to be accessible to those who
have only an introductory knowledge of economics, and come to trade policy from a wide
variety of occupational and academic backgrounds. The emphasis has been on readabil-
ity. While diagrammatic methods of analysis are used to help systematically present some
topics, the authors have avoided resorting to mathematical arguments in the text of their
chapters. Where useful, appendixes have been provided.

The editors would like to thank the management and staff at Edward Elgar for their
interest and assistance with this project. We also gratefully acknowledge the organiza-
tional support of the Estey Centre for Law and Economics in International Trade in
Saskatoon, Saskatchewan. Laura Loppacher at the Estey Centre and Francine O’Sullivan
and Suzanne Mursell at Edward Elgar deserve special recognition for their efforts behind
the scenes, which have brought this project to fruition. Finally, we are very appreciative of
the cooperation and enthusiasm of the contributing authors who have made the assem-
bly of this volume a very pleasant task.

James Gaisford, Calgary, Canada
William Kerr, Saskatoon, Canada
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1 Introduction to trade policy
William A. Kerr

The study of international trade by economists can be roughly divided into three general
areas of inquiry: (a) trade theory; (b) empirical studies of trade; and (c) trade policy. The
former seeks fundamental insights through the rigorous application of structural for-
malism and tightly specified assumptions. Empirical studies test the propositions of trade
theory (Perdikis and Kerr, 1998) or attempt to garner insights from the statistical evidence
pertaining to trade flows and related economic indicators. Trade policy deals with the eco-
nomic effects of direct or indirect government intervention that alters the environment
under which international transactions take place. Work in trade theory is most often
undertaken within a general equilibrium context while trade policy, for the most part, is
accomplished using partial equilibrium analysis. Trade policy deals with the winners and
losers that arise from government intervention in markets. Vested interests are at the heart
of trade policy, with government actions viewed as redistributive and open to influence.
It has been the subject of many of the great economic debates of the last two and a half
centuries and still provides topics that are hotly contested in the academic, political and
civil society arenas.

Trade policy has been around since the dawning of economic science. While Adam
Smith (1776)! may have had a number of motivations for writing The Wealth of Nations,
there can be little doubt that a central task was to debunk the intellectual respectability of
mercantilism — a trade policy prescription that favoured exports and eschewed imports. It
can be argued that the development of trade policy since Smith’s time has consisted of the
gradual stripping away of the intellectual legitimacy of various protectionist theories that
have attempted to identify narrow vested interests with the general good. Trade theory
evolved from this process as economists sought ever greater intellectual rigour in trying to
understand the underlying welfare implications of an economy choosing (or not) to engage
in international trade. As trade theory fundamentally came down on the side of trade lib-
eralization it was enlisted in the service of trade policy. The result of these endeavours has
been to raise the cost of obtaining protection from those involved in the political process.
Protectionists, however, have proved to be both formidable and tenacious — as one would
expect as there is often much at stake.

The analysis undertaken in trade policy has, over time, had to deal with increasingly
complex issues. In part this is a result of the expanding set of constraints that have been
imposed on trade policy makers as trade liberalization has become a generally accepted
goal of governments. This has often meant that governments have agreed to constraints
on the use of direct trade policy instruments such as border taxes. Faced with these con-
straints, less straightforward and transparent trade policy measures may have to be
devised when the politicians need to respond to protectionists’ requests that arise.

In addition, the Great Depression of the 1930s which induced an era of high trade
barriers — particularly tariffs — overlapped, to a considerable degree, with the Keynesian
revolution that brought a general expansion in the role of government in the economy.
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2 Handbook on international trade policy

A myriad of subsidies, redistributive policies and regulations were put in place behind high
tariff walls and without any regard for their potential effects on international commerce.

Over the long process of liberalization, particularly in developed countries, that began
with the coming into force of the General Agreement on Tariffs and Trade (GATT) in
1947, tariffs were progressively removed and firms engaging in international trade increas-
ingly found domestic policies in importing countries acting to inhibit the opportunities
they could identify. As a result, trade policy analysis has had to examine questions that
were long considered in the purview of domestic policy. Determining the trade effects of
domestic policies is often much more complex than that associated with border measures.
Further, as most domestic policies that inhibit trade have a domestic policy objective,
questions of legitimacy often arise. This is particularly important given the temptation to
respond to protectionist requests by imposing nefarious policies or regulations justified
on the basis of some supposed domestic imperative. Trade policy interfaces increasingly
with science (for example food safety, the environment), with analysis of consumer pref-
erences (for example animal welfare, child labour) and social policy (for example sus-
tainable development, labour standards). As a result, trade policy analysis has been
broadened to include questions such as: What is the appropriate degree of caution in the
face of scientific uncertainty?; Can the regulation of imports be enlisted to foster dolphin-
friendly fishing methods?; or Is the regulation of the trade in rhinoceros horns likely to
aid in the preservation of the species? These are competencies that have not been typically
expected from trade economists.

Trade policy also deals with institutions and questions relating to the efficacy of those
institutions. Governments have concluded a host of multilateral, regional and bilateral
agreements and arrangements to manage trade. These agreements cover a host of topics
from rules for trade in goods, to rules for trade in services, the international protection of
intellectual property, what constitutes unfair trade, the regulation of international invest-
ment, when sanctions can be applied and what forms of subsidies are allowed, to name
only a few. In some cases these rules have a sound economic underpinning such as the
official preference for tariffs relative to other border measures while others, such as those
pertaining to dumping, have only the most tenuous grounding in economic theory. Their
application, however, will have economic consequences that can be illuminated through
economic analysis.

The relative merit of various institutional arrangements, whether they are multilateral,
plurilateral, regional, bilateral, unilateral or autarkic are also active topics of research
interest in the trade policy area. There are literally thousands of agreements among coun-
tries that regulate trade in some fashion from the 140 member plus World Trade
Organization to bilateral arrangements on the appropriate forms veterinarians can use to
certify meat fit for export. There are agreements dealing with the classification of goods
for tariff purposes, on how to value goods for the collection of tariffs and on how new
products will be incorporated into the trade nomenclature. Even such apparently innocu-
ous topics as tariff classification can have considerable economic ramifications and
become contentious trade policy questions.

The development of trade policy is almost always contentious. At its most basic, this is
because any change to trading arrangements among countries will lead to winners
and losers. Of course, winners and losers will arise from a change in any government
policy. The interesting question is why trade policy changes are consistently the subject of



Introduction to trade policy 3

acrimonious debate. Part of the reason is that there is an expectation that governments
should have as their primary concern the welfare of their own citizens. In many cases,
changes in trade policy may be to the detriment of domestic vested interests and to the
benefit of foreign competitors. For example, the removal of a tariff will be to the detri-
ment of domestic firms whose markets have been protected and to the benefit of foreign
competitors. From the perspective of the firms that lose from this trade policy change,
their government is acting contrary to their expectations. Of course, this perspective fails
to acknowledge the larger benefit domestic consumers reap from lower prices. Further,
the losers are often confined to a few firms, which suffer commensurately larger losses. The
consumers who benefit from the change in trade policy, on the other hand, each receive
only a small benefit, and hence may not have a strong incentive to actively engage in activ-
ities that influence trade policy makers. The result is that public disagreements over trade
policy are seldom undertaken in the context of dispassionate academic debate. They are
full of rhetoric against ‘cheap foreign goods ruining the market’ and ‘low paid foreigners
stealing our jobs’. If protectionists win their arguments and liberalization does not take
place there is no way to establish if their claims are true while if they lose the argument
and liberalization takes place, the winners have no incentive to investigate the protection-
ists claims (Kerr and Foregrave 2002). As a result, there is an incentive to exaggerate
claims regarding the expected losses from trade liberalization. Further, those who expect
to lose from a change in trade policy have an incentive to attempt to associate their cause
with the ‘general good’ so that their rent seeking activities have a cloak of legitimacy.
Latterly, traditional commercial protectionist interests have been joined by civil society
activists who are often characterized as being ‘anti-globalization’ and see the loss of ‘local
control’ that arises from trade liberalization commitments as a major and visible mani-
festation of globalization. Their concerns have attracted a considerable constituency and
resources and have brought new issues that have had to be accommodated in trade policy
analysis. As a result, public debates pertaining to trade policy are often joined by well
financed advocates. Their arguments are sophisticated and well targeted to sway policy
makers and garner valuable support from the broad civil society. Given the degree of pro-
tection manifest in the trade policies of all but a handful of countries, these advocates and
the interests they represent have enjoyed considerable success. The existence and ongoing
development of trade policies that fly in the face of social welfare maximization suggests
that trade policy analysis must extend beyond neoclassical-based welfare analysis and
incorporate political economy elements such as rent seeking behaviour, political decision
making and game theory.

Game theory also has a role in explaining the actions of states both in their trade strat-
egies and the strategies employed during negotiations pertaining to the institutional rules
under which trade can be conducted. Game theory and other aspects of modern indus-
trial organization theory including transaction costs and New Institutional Economics
have been adapted for, and harnessed to, the analysis of trade policy.

The workhorse of trade policy analysis, however, remains partial equilibrium, com-
parative static analysis. With all its shortcomings — inability to encompass general equi-
librium interactions or to provide dynamic paths of adjustment — it provides the flexibility
needed to handle complex markets and a wide variety of institutional arrangements that
act to inhibit or enhance international trade. It also has the advantage of generally being
accessible to a broad audience without advanced training in economics and its usefulness
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in undertaking analysis is not restricted to a relatively narrow group of academics.
Further, its data requirements tend to be relatively modest thus allowing analysts to inves-
tigate topical questions. Of course, many trade policy practitioners use the most up-to-
date empirical techniques and data intensive methods.

Trade policy is often undertaken at the interface of economics and law. International
trade law is largely the outgrowth of international treaties although it has aspects that are
rooted in the domestic trade laws of individual nation states and the conventions of inter-
national commerce that preceded more formal international institutions. The causality runs
both ways. Economic (and commercial) considerations often drive the interest in codifying
the ways in which government policy is allowed to interfere with the flow of goods and ser-
vices across national boundaries. Firms that invest in international commercial activities
generally want strong restrictions on the ability of governments to alter the commercial
environment after their investments are made. Weak rules increase the risks associated with
investing in international commerce and lead to opportunities forgone. Politicians, on the
other hand, while generally understanding the benefits of liberal trade, want to be able to
respond to requests for protection (or other trade distorting requests such as for the subsid-
ization of exports) from their domestic constituents. Their political survival may well
depend on being able to acquiesce to these requests. The constitution of international trade
law at any point in time tends to reflect a compromise between these two forces. Thus, busi-
ness people and other members of civil society often find international trade law frustrat-
ing because it does not provide the predictability that one generally expects from domestic
legal systems, at least those in modern market economies. The compromise between the two
forces tends to ebb and flow depending on the general state of the world economy. When
the international economy is performing robustly, and hence it is easier to find new oppor-
tunities or otherwise accommodate through social policy those who would be losers from
changes in trade policy, trade liberalization through greater restrictions on the trade inhibit-
ing activities of governments tends to strengthen. Conversely, when global economic
activity slows, politicians are faced with rising unemployment and fewer new opportunities
for trade displaced workers and less tax resources with which to fund social policies.
Requests for protection tend to rise and become more strident. As a result, trade liberal-
ization tends to be officially put on hold and trade more restricted in fact.

Given the interplay of these two forces, it is probably not surprising that the codifica-
tion of the economics of trade policy into international trade law requires long and
difficult negotiations and precise but not necessarily predictable language. Trade policy
analysis is required to understand the effects of governments’ intervention in markets and
to assist in the construction of the formal legal texts that constitute trade agreements.

Once the formal legal texts come into force, however, the causality begins to run the
other way. As governments put in place policies within the constraints imposed by their
formal international obligations, their effect on individual markets and trade patterns
becomes the subject of economic analysis. In some international trade agreements there
is an obligation to use the policy to achieve the domestic goal that distorts trade the least.
Thus, a range of trade policy measures may have to be evaluated either by the imposing
country to ensure that it is living up to its international obligations or by trading partners
to ensure that the imposing country is not violating its obligations to their detriment.

If the application and legal interpretation of currently agreed international law
proves too lax or too strict to achieve economic goals, then economic analysis is applied
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to formulating new negotiating positions and the causality is again reversed. Of course,
proposals by individual countries or groups of countries need to be evaluated as to their
economic effect by trade partners that will also be engaged in the negotiations and other
interested groups in civil society. Thus, international trade policy is developed through the
interaction of economic analysis and law formulation. Of course, trade law and economic
analysis do not always develop in lock-step and trade law can, at times, be at odds with
sound economic analysis (for example as is currently the case with anti-dumping (Kerr
2006)). Large divergences between international law and economically justified trade
policy tend to become points of international tension where the confrontation between
liberalization and protectionism become highly visible and politicized. One example is the
treatment of agricultural trade in the General Agreement on Tariffs and Trade (GATT)
where waivers from general GATT disciplines had long been granted. The waivers allowed
the international markets for agricultural products to become heavily distorted over time.
The economic consequences of the absence of disciplines on the policy making activities
of governments began to spill over into other aspects of international commercial rela-
tions and, indeed, broader aspects of states’ international relations. The result was, after
admittedly acrimonious and prolonged negotiations in the GATT’s Uruguay Round
(1986-1994), an agreement to move the rules of trade for agricultural commodities
towards conformity with general GATT disciplines, albeit without a pre-specified
timetable. Thus, it is important to understand the economic forces that underpin the
transboundary movement of goods and services and their interaction with government
policies because simply interpreting existing international trade law does not provide
insights into the stresses that can arise from interference in international markets. As trade
policy is highly interdependent with international trade law, it is also concerned with the
evaluation of the institutions that are put in place to administer international trade law
and to handle other facets of trade relations such as negotiations and trade capacity build-
ing in developing countries. In some cases formal dispute settlement mechanisms have
been built into international trade law institutions so that trade law, and its economic
analysis, evolve through quasi-judicial interpretation.

Although formal trade facilitation/regulation institutions have probably existed as
long as firms in different countries have engaged in international trade and came into
prominence during the nineteenth century (for example the Zollverein and Steuerverein
among various German states), it was not until the formal restructuring and structuring
of international institutions by the victors of the Second World War that the modern era
of international trade institutions came into being. The late nineteenth and first half of
the twentieth century was characterized by technological innovations that allowed for
international commerce to be conducted on a grand scale for the first time. These inno-
vations related primarily to cost reductions and reliability improvements in transporta-
tion but also included time reducing revolutions in communications and new forms of
organization for the management and financing of commercial activities. International
institutions, however, were largely absent and those that did exist were limited in scope
and in the constraints their commitments imposed on sovereignty. The experience of the
Great Depression of the 1930s and the subsequent hostilities, along with the increased
acceptance of the role of government that arose in the wake of the application of
Keynesian economics (broadly defined) suggested to the peacemakers that international
co-ordinating institutions were required to reduce the tensions that arise in international
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relations. In particular, there was a perception that the risks associated with the ability of
countries to restrict trading access to resources was responsible, in part, for the military-
based expansionism of the defeated Axis powers. Absence of co-ordinating mechanisms
and institutional avenues to air and settle grievances were seen as a major institutional
failure that contributed to the outbreak of the two world wars that defined the first half
of the twentieth century. New institutions were required.

Four major areas where international tensions could arise were identified: (a) political
disputes between states; (b) the strategic use of currency devaluation to gain a trade
advantage; (c) the use of trade distorting measures; and (d) differences in levels of average
national income. Prior to the Second World War there had only been an attempt at insti-
tutional co-ordination in the area of political disputes between states — the ill-fated
League of Nations. Learning from the League’s deficiencies, a new institution to deal with
political disputes between states was created, the United Nations. To deal with the prob-
lems created by the strategic use of currency devaluation, the International Monetary
Fund was created at negotiations which took place in Bretton Woods, New Hampshire in
the United States. At the same venue, the International Bank for Reconstruction and
Development (IBRD) — which is more commonly referred to as the World Bank — with
the objective of fostering first post-war economic recovery and, in the longer term, eco-
nomic development was also put in place.

To provide rules for international commercial relations and a mechanism for dealing
with trade disputes, a fourth institution, the International Trade Organization (ITO) was
also negotiated. These four organizations were to be the basis of a new and peaceful
ordering of international relations. The ITO, however, was stillborn. While it had been
negotiated by the administrative arm of the US government, there was not sufficient
support in the US Congress for its ratification and it was, in the end, never submitted for
a Congressional vote. Given US hegemony in global economic affairs in the early years
after the Second World War, the ITO made little sense without the participation of the
US and it was abandoned.

The ITO was conceived as a comprehensive international trade organization. One of its
agreements dealt with rules of trade for goods and provided a mechanism for the reduc-
tion of tariffs. This agreement — The General Agreement on Tariffs and Trade — was sal-
vaged from the ashes of the ITO and became the de facto multilateral institution dealing
with international trade issues. One of its primary purposes was to provide a venue for the
negotiation of the reduction of the very high tariffs that had been put in place during the
Great Depression and remained in place in the late 1940s. Given there had been no
effective restrictions on a country’s ability to unilaterally impose trade barriers prior to the
GATT, tariffs were the primary trade restricting mechanism in use. Thus, the relatively
narrow mandate of the GATT was sufficient to foster a considerable degree of trade lib-
eralization in its early years. This was accomplished through a number of negotiating
‘Rounds’ that took place periodically. In all, between 1947 when the GATT came into
being and 1994 there were six Rounds. All made significant cuts to industrial tariffs. The
negotiating Rounds each took longer to accomplish and became increasingly complex. In
part this was because the number of member states increased, particularly in the wake of
the process of de-colonization, and as the organization gained in prestige and impact.
Negotiations also increased in complexity as other trade distorting policies of govern-
ments were encountered once border measures were reduced or removed. Further, as the
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GATT prohibited new tariffs and did not allow existing tariffs to be raised above agreed
levels (their ‘bound’ rate) governments faced with the political need to placate protection-
ists had to find alternative means to deliver protection (for example technical require-
ments). The result was that new topics were added to the GATT negotiating agendas,
particularly in the later Rounds. Over time, however, the GATT’s narrow mandate and
institutional limitations became increasingly out of step with the requirements of modern
international commercial relations.

At the last GATT Round of negotiations, the Uruguay Round, a reconstitution of the
organization took place with a new organization, the World Trade Organization (WTO)
coming into being in 1995. The GATT as an organization ceased to exist and the WTO
took over the administration of a revised GATT agreement. The old GATT had not dealt
with trade in services, which had become the fastest growing sector in modern market
economies. During the Uruguay Round a new General Agreement on Trade in Services
(GATS) was negotiated to be administered by the new WTO. More contentious, the WTO
was also given responsibility for administering the new Agreement on Trade Related
Aspects of Intellectual Property (TRIPS). Thus, the trade policy envelope was increased
significantly with the establishment of the WTO.

The GATT, and subsequently the WTO, allows for the creation of regional trade agree-
ments as long as they do not contradict commitments agreed at the multilateral organ-
ization. As a result, there is a plethora of regional and bilateral trade agreements, all with
their own sets of rules and whose rulemaking covers areas of trade policy where the WTO
is silent. Hence, the analysis undertaken in trade policy extends to topics that are beyond
the institutional reach of the WTO.

The operation of trade institutions themselves can have trade effects. For example, the
dispute settlement process has lags that can be used as a strategic advantage; if coun-
tries refuse to comply with dispute panel rulings, the aggrieved country is allowed to
choose the products it selects for retaliation; and the process of acceding to the WTO
allows existing members to extract concessions from applicants. The opportunities for
engaging in strategic behaviour that are created by the rules of the institutions are also
analysed by trade policy practitioners. The negotiation process has tended to be opaque.
This lack of transparency has been the source of considerable criticism from activist
civil society groups in recent years. As a result, the WTO and other trade institutions
have been trying to become more transparent but there is a trade off between trans-
parency and negotiating efficiency that is a contentious issue and a subject for trade
policy analysis.

The questions encompassed by trade policy are clearly wide ranging and multi-faceted.
Its study draws upon a wide range of economic theories, approaches and analytical tools.
The mechanisms used by trade policy makers are only constrained by the inventiveness of
the bureaucrats and others who devise them. The set of measures is not static and is ever
expanding. The focus of the study of trade policy changes as new issues and problems
arise. Those who work in the area need to update their human capital on an ongoing basis.

While there are few constants in this dynamic area of economic inquiry, one stands out
in its persistence. The desire for protection from deteriorating economic circumstances
whether or not the source of declining competitiveness is of foreign origin. As long as
declining economic fortunes can be altered by imposing costs on foreigners, one can
expect requests for protectionist trade policies. Foreign firms are always softer targets than



8 Handbook on international trade policy

domestic competitors, it is the ‘real politik’ of trade. Without this constant, however, there
would be little need for the study of trade policy.

Note

1. There are many versions of Adam Smith’s classic. One accessible version is Smith (1994).
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2 Theory and practice in the conduct of trade policy
Sidney Weintraub

Introduction

Trade practice draws its legitimacy from trade theory, but by no means does it mimic
theory. There are legitimate reasons for this: theory changes and it takes time for practice
to catch up (and sometimes practice does not catch up); policies of sovereign countries
are rarely based on economic theory alone, but rather on political economy; governance,
particularly in democratic societies, must reflect the diverse interests of different regions
and sectors; countries do not rely solely on market signals in their trade policy, but also
on state trading that is guided by its own objectives; trade practice is heavily determined
by the extent of a country’s economic development. (Rich developed countries do not
seek ‘special and differential treatment’, but poor developing countries do.!)

The authors of the General Agreement on Tariffs and Trade (GATT), which was
written toward the end of World War 11, were trade specialists from market economies
and the agreement reflects their views.? There are important examples of trade theory that
found their way into the GATT at that time but probably would not be written into trade
agreements in the same way today. Dominant theory at that time was that direct taxes
(income taxes) were not passed forward to the purchaser of goods, but rather absorbed
by the seller, whereas indirect taxes (value added and sales taxes) were passed forward to
consumers. Hence, the GATT rule was that the seller could obtain a drawback for indir-
ect taxes paid before export because they ultimately would be paid in the destination
country, but that a drawback for direct taxes paid was a subsidy, and hence impermissible.
Theory is no longer so clear-cut on the pass-forward versus pass-back of indirect and
direct taxes, but the rule remains unchanged.? It was expected in the 1940s that there
would be few customs unions and free-trade areas, which by definition violate the most-
favored-nation clause (MFN), perhaps the single most important principle of the GATT,
but such economic integration agreements have mushroomed. There may, indeed, be more
trade conducted today on a preferential basis than on the nondiscriminatory terms of the
MFEFN principle. The member countries of the World Trade Organization (WTO), which
has superceded the GATT, have not really figured out how to handle this problem.*

The next section will discuss many of the major differences between trade theory and
trade practice, while at the same time seek to capture how theory has influenced practice.
There will then be a brief discussion about what prompts departures from trade theory in
the conduct of international trade. This will be followed by a brief conclusion.

Trade theory and trade conduct

The period between the first and second world wars was typified by ‘beggar-thy-neighbor’
policies of numerous countries. As one country sought to place the burden of adjustment
from the great depression on others, the other countries responded in kind. High import
tariffs, other import barriers, and deliberately undervalued exchange rates were common;
they were based on the conviction that exports created jobs and imports impeded job

11
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growth in the affected sectors. The folly of this behavior was clearly understood by the
framers of the GATT, and of the International Monetary Fund as well,> and one of the
significant considerations in drafting the GATT was to deter mercantilism. Theory on
the defects of mercantilism was well established beginning with Adam Smith’s Wealth of
Nations.

Consumption is the sole end and purpose of all production . . . In the mercantile regulations . . .
the interest of our manufacturers has been most peculiarly attended to; and the interest, not so
much of the consumers, as that of some other sets of producers, has been sacrificed to it.°

‘Mercantilism’ has now become like a dirty four-letter word and it is not used even as
it is practiced. One US think tank affiliated with the labor movement measured the job
loss in the United States as a result of the enactment of the North American Free Trade
Agreement (NAFTA) by ascribing a definite number of jobs gained by every billion
dollars of exports and those lost from every billion dollars of imports, and declared at
various times how many jobs would be lost because both Mexico and Canada had sur-
pluses in their trade balances with the United States.” The reasoning was ultra-simplistic;
like the mercantilists pre-Adam Smith, exports were good and imports were bad and con-
sumers were ignored. Another theoretical question is ignored in this kind of analysis,
namely, whether a country like the United States should seek to create jobs through export
surpluses or macroeconomic policy. The economics profession almost unanimously
would put the task of seeking full employment in developed countries on macroeconomic
and structural policies, not on trade policy.®

Many countries in East Asia, including China, Japan, South Korea, Singapore, Taiwan,
clearly aim to keep their exchange rates undervalued in order to promote exports and
impede imports. These countries have accumulated large foreign reserves through inter-
vention in money markets to accomplish this. Latin American countries, where high infla-
tion prevailed for decades, tended to have overvalued exchange rates; their import
substitution policies in the post-World War II period made many of these countries
indifferent to exports. This has now changed; indeed, Argentina today is copying East
Asia and intervening in markets to keep its peso slightly undervalued.

Are these beggar-thy-neighbor policies in a twenty-first century context? Yes, but never
so described by the practitioners or their advocates. Mercantilism, despite being shunned
as a theoretical conception, is alive and thriving in practice. The nod to theory today is to
shun the use of the word. The motives are to have a trade surplus, which is believed to give
the country greater power in trade bargaining, create jobs at home, and deter imports,
especially from countries that do not have similarly undervalued exchange rates.

Unilateral versus reciprocal reduction of trade barriers

Trade theory posits that a country benefits by having higher economic growth and a more
equal distribution of income between holders of capital versus consumers and workers
by lowering its import barriers, even when this is done unilaterally. Yet, in practice, both
in the GATT and the WTO, lowering an import tariff or reducing other import barriers,
such as a quota, is called making a ‘concession’. Hence, in practice, lowering import pro-
tection normally takes place only when ‘reciprocity’ is obtained. The language of trade
negotiations, of concessions and reciprocity, obviously departs from trade theory.’
Countries have sometimes acted in accordance with theory and unilaterally lowered
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import barriers. Chile did so under the influence of the ‘Chicago boys’ in the 1970s and
1980s during the dictatorship of Augusto Pinochet.!” Mexico did so under less authori-
tarian leadership following its debt crisis in 1982 and the realization that its highly
protective import-substitution policy had run its course. The reasoning in those two cases
seems to have been that when protectionist practices fail, it may be wise to give a try to
theoretical arguments. In both cases, it is now more or less unthinkable to contemplate a
return to high protectionist practices.

Yet, there is a limit to unilateral reduction of import barriers. Neither Chile nor Mexico
reduced its tariffs or other import barriers to zero, but instead left room for reduction to
zero in reciprocal negotiations. Each country later reduced import tariffs to zero in con-
cluding free trade agreements (FTAs) and each country, in fact, has signed many FTAs.
There has been little reluctance in either country to eliminate most import barriers, but
reciprocity was considered necessary beyond a certain point in the barrier-reduction
process.

It was noted earlier that an objective of the least developed countries is to secure special
and differential treatment in trade negotiations. Some of this undoubtedly will be
obtained, but the tension in the ongoing Doha Round of trade negotiations in the WTO
is on the degree that this favored treatment will be granted by the high-income developed
countries, as compared with the demands of the richer countries for some reciprocity. The
argument of the developed countries is based in part on trade theory that import-barrier
reduction will foster faster growth in the developing countries, and in part on the self-
interest of wanting to export more to the developing countries. A salient aspect of special
and differential treatment relates to infant-industry protection.'!

The case for infant-industry protection is to give time for new industries to mature
before they must face competition from outside. Theorists have disagreed about the valid-
ity of the infant-industry rationale. John Stuart Mill supported the idea, but many of his
contemporaries did not. Such protection has been widely granted; for example, the
import-substitution policy of Latin America after World War II was premised on the need
for protection to develop an industrial base.!> The countries in Latin America and the
Caribbean in which infant-industry protection had some positive effect were Brazil and
Mexico (until 1982 in Mexico, when the underlying import-substitution policy collapsed),
both of which were large enough economically to have scope for reliance on the domes-
tic market at least, for a time. Chile, under the Chicago Boys, argued that if industries
could not survive without high import protection, they should be allowed to die. The
objective, the Chicago Boys argued, was that new activities not only had to compete in
their home markets, but also be able to compete in the global market. That policy has
worked well, at least after 1985, in that Chile’s economic growth and development of com-
petitive activities consistently exceeded those of other countries in Latin America.

Uniform versus escalating tariffs

The Chicago Boys also introduced another feature in their import tariffs that trade the-
orists have long advocated but which were violated in just about every other country —
namely, uniformity of tariff protection. The rationale behind the theory is not to favor
one domestic activity over another in the tariff structure. Tariff practice, nevertheless, has
generally followed a pattern of higher import duties for products with greater value
added. The reason was to protect domestic labor in the production of products. Thus the
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typical tariff structure has been low tariffs for raw materials that entered into the produc-
tion of more complex products, intermediate-level tariffs for intermediate imports, and
the highest tariffs for finished products that incorporated both raw materials and inter-
mediate inputs. Capital goods needed in production lines generally had low or nil tariffs
if they were not produced domestically. Countries practicing import substitution often
imposed domestic content requirements on final products in order to encourage the pro-
duction of intermediate goods at home. This frequently imposed a burden on manufac-
turers of final goods by forcing them to use higher cost and lower quality intermediate
products; and, in the process, destroyed much of their export competitiveness.

Chile broke this pattern under the Chicago Boys. Chile’s uniform tariff today is
6 percent ad valorem. As tariff levels decline, especially in the industrial countries, the
escalation by degree of value added is also diminishing.

Regionalism and globalism in trade practice
The MFN principle enshrined in article I of the GATT is an expression of the framers
that nondiscrimination should prevail in trade among countries, that is, that all exporting
countries should be treated alike with respect to imports in the member countries, or con-
tracting parties as they were called. There were existing preferential arrangements dating
from before World War 11, and these had to be taken into account, although there was
considerable opposition to some of them, such as US antipathy toward Commonwealth
preferences. In any event, article XXIV was inserted in the GATT to permit preferential
arrangements when they included substantially all trade and did not, on the whole, raise
import protection above what had existed previously.!* The concept of trade creation
versus trade diversion for estimating whether trade integration agreements led to more
trade or merely diverted trade away from exporters not part of the integration agreement
was initially set forth by Jacob Viner and, with refinements, has been used ever since.'*

Free trade agreements and customs unions have proliferated over the years. These
include the formation of what is now the European Union (EU), its subsequent expan-
sion to what are now 25 member countries, the creation of the European Free Trade Area,
the Canada—US Free Trade Agreement, then NAFTA, plus a host of similar agreements
throughout Latin America and Asia. Jeffrey Schott lists 284 regional trade agreements
either notified to the GATT or WTO or under negotiation as of May 2003."> Schott also
notes that of the agreements notified to the GATT or the WTO, only a few were deemed
consistent with GATT obligations, but none was ruled inconsistent; hence most were put
in what he calls ‘obscure legal limbo’.!6

This situation is not just inconsistent with what the framers had in mind when the
GATT was written, but rather a significant departure from what was contemplated.
Practice has supplanted theory and this requires new theory. Preferential agreements were
expected to be few in number and be subjected to rigorous scrutiny by the contracting
parties. The post-World War II conception was for an end, or close to that, of preferen-
tial agreements and, instead, a global structure of nondiscrimination in international
trade. It is hard to use the word ‘globalization’ to describe what has happened to the
trading structure; ‘regionalization’ may be closer to the truth, but many preferential trade
agreements cut across regions, such as the US-Jordan agreement, or Mexico—EU. The
Sutherland consultative group argued that the preferential agreements have weakened the
multilateral WTO and concluded that a trading system dominated by the MFN principle,
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that is, by nondiscrimination, will probably not be restored until negotiations bring border
barriers so low as to erase the significance of tariff preferences.

At the same time, we know that trade has become global despite the barrier of dis-
crimination, namely, the massive growth in Chinese and other Asian exports to the United
States and Europe even though few Asian countries enjoy preferences in the US or
European markets!” (the United States and Singapore have an FTA, as do the United
States and Australia). Geography has always been an important factor in the intensity of
trade flows, and the growing trade in intermediate or input products has made geography
even more important because of the low transport costs when these products are shipped
to neighboring states for insertion into final products. Regional agreements have intensi-
fied these exchanges because the intermediate goods can be shipped back and forth
without tariffs.

This reality makes the growth in China’s exports to the relatively distant US market all
the more remarkable. The China experience is reinforcing the global nature of trade, just
as regional preferential agreements are not. The explanatory variables are numerous and
hard to sort out. On one hand there are regional preferences that violate the MFN prin-
ciple; regional trade agreements (NAFTA and the EU, for example) that vitiate the global
trade aspiration; and proximity in both Europe and North America that encourages
regional trade. On the other hand, China is able to overcome these disadvantages, pre-
sumably because of the low wages, an undervalued exchange rate, and other organiza-
tional skills. There may have to be an updating of trade theory to explain what is
happening with respect to regional and global trade.

Agricultural trade
Agriculture may be the extreme example of the differences between trade theory and trade
conduct. From the beginning, trade in agricultural products was treated differently from
trade in other primary products and manufactured goods. The reason was that the devel-
oped countries — the United States, the EU and some individual European countries
before that, and Japan — had domestic price supports that augmented production; and, in
Europe and the United States, export subsidies of various kinds to unload the surpluses
that resulted. Protection had to be high under these circumstances to avoid imports from
upsetting the internal price arrangements. As a result, GATT and WTO negotiations,
which were dominated by the very countries that used these subsidies extensively, made
little to modest progress in reducing barriers to trade in key agricultural products.'®

The pressure for reducing, even eliminating, domestic and export subsidies in the
developed countries has become more intense as developing countries and other non-
subsidizing agricultural producers gained more power in the WTO and pressed vigor-
ously for their elimination; and campaigned, as well, for reductions in other import
barriers, such as quotas and tariffs. There has been some progress in making agricultural
trade more amenable to market forces, but complete correctives to decades of non-
market government intervention are unlikely to take place all at once. Land prices, to cite
one issue, have risen to incorporate the existence of these subsidies; and landowners who
purchased high-priced farms may need some government assistance as the domestic sub-
sidies diminish. Rural areas have more representatives in legislatures than their numbers
or economic significance would warrant, and this will be hard to change in the United
States, the EU and Japan.
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All the signs, however, are that those changes will take place in the treatment of agri-
culture in international trade. This not only would bring practice closer to theory in the
sense that market forces would play a greater role than they have in the past 60 years since
the GATT came into existence, and would also bring a greater sense of justice in the trade
competition between rich and poor countries.

What prompts departures from trade theory

The opening paragraph notes in a general way why trade practice differs from what trade
theory would call for. There remains, however, a question of choice. Many departures from
theory are protectionist in nature and there are almost limitless efforts to obtain protec-
tionist measures. Some efforts succeed, others fail? Are there any patterns that can be dis-
cerned when the efforts succeed? Perhaps a more pertinent question is why all such efforts
don’t succeed. The efforts for restriction are pinpointed and the pressure for restriction is
usually intense and well organized, whereas the opponents of restrictive measures generally
are dispersed and usually less able to bring organized pressure to bear for their position.

An ex ante analysis of public choice theory should lead one to believe that the protec-
tionists should always prevail. They don’t. Indeed, they fail most of the time in developed
countries like the United States and Western Europe. The trade theorists have done a good
job of education of the benefits of generally unfettered international trade.

Departures from what trade theory prescribes have the best chance of success when the
number of domestic jobs involved in a particular sector is large. The apparel industry fits
this description and is an activity in which just about all developed countries, and many
developing countries as well, have succumbed to protectionism. Indeed, the detail
involved in setting forth the specific apparel items that are restricted has been quite
remarkable; and this protection received the sanction of the GATT and the WTO for
many decades. The international quota system was disbanded only in 2005, but bilateral
restrictions against imports from China were restored, at least temporarily, by the United
States and the EU.

President John Kennedy used the apparel industry as a sacrificial pawn when he sought
authority from the US congress to engage in trade negotiations, especially with the then
newly formed European Economic Community. He pointedly accepted a quota system
for textiles, which probably would have been imposed in any event, in order to get the
larger negotiating go-ahead.

The electoral power of particular interests (or ‘special’ interests as their opponents
prefer to label them) often play a decisive role in maintaining protectionist departures from
theory. Neither the United States nor EC countries can compete successfully in price terms
without subsidies and import protection with sugar producers in developing countries. The
United States found it necessary in 2004 to remove sugar from the FTA negotiated with
Australia in order to obtain congressional approval of the agreement. Cane sugar pro-
ducers have much political influence in Florida and Louisiana and beet sugar producers
are politically potent in the upper Midwest of the United States, and the cost of produc-
tion is borne by consumers and producers who use much sugar in their manufacturing
processes. The leading political party in Japan (the Liberal-Democrats) gets much of its
support from rural areas and, in turn, is prepared to force rice consumers to foot the bill.

A technique to bridge this kind of negotiating difference between importing and
exporting countries is the use of tariff-rate quotas, namely, lower tariffs for imports up to
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a determined level, and then higher, often prohibitive, tariffs for imports above the quota
level. This was used for sugar imports from Central American countries in their FTA with
the United States (CAFTA) that was approved by the US congress in 2005. Mexico used
a similar technique to control many agricultural imports, such as corn, over a transition
period in NAFTA. Another technique to get around prohibitive import protection is to
have a low level of protection for seasonal products like fruits and vegetables when domes-
tic production is low, and high protection during the harvesting season in the importing
country. Theory in these cases is allowed to dominate when competitive pressures are low,
and protection is used when competitive pressures are high.

Conclusions

GATT was intended to alter the beggar-thy-neighbor policies that flourished to the detri-
ment of the international trading system and economic growth in the years between
World Wars I and I1. Both GATT and the IMF were written to eschew these practices; or,
put differently, to give greater sway to what trade theory tells us about global welfare. And,
to a great extent, the framers of the post-war international institutions accomplished this.
Trade protection was lowered and trade rules were made more precise; and it can be
argued persuasively that these actions contributed to the relatively high growth of the
post-World War II period.

However, old practices were not fully eliminated. The language changed but much of
the pre-GATT conduct continued, although under different names. The push for under-
valued exchange rates, especially in Asia, is mercantilism under a different name. Infant
industry protection in developing countries was broadened into what today is special and
differential treatment. Despite the fact that theory tells us that unilateral opening of a
country’s market to imports improves its welfare, a tariff reduction is called a concession.
Unilateral tariff reductions are sometimes made, but reciprocity remains the norm. The
primary principle of the GATT and the WTO is nondiscrimination, namely, the MFN
clause, but preferential agreements have exploded. Tariff schedules are rarely uniform, but
instead escalate in order to protect domestic labor input as value is added. Rich countries
still interfere heavily in agricultural production, thereby frustrating the workings of inter-
national markets.

Trade conduct and trade theory are less disparate today than they were, say, in the mid-
1930s; but important differences remain between the two.

Departures from trade theory are generally protectionist in nature. These departures
usually are based on such realities as the amount of domestic labor that would be
adversely affected by open markets, and the political strength of those who seek to main-
tain or raise protection for their products or their region of the country. Protectionists do
not always succeed; and this is testament to the fact that trade theory benefits have pene-
trated deeply into the consciousness of the publics in the developed countries. It is hard
to predict whether the long-term trend will be toward more adherence to trade theory and
open markets, or greater influence of protectionist arguments. This will probably depend
on how well the world economy fares.

Notes

1. Special and differential treatment is the phrase used in the World Trade Organization for providing excep-
tions to the rules to benefit developing countries.
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3 History of economic thought on trade policy
Andrea Maneschi

The theory of international trade is the oldest applied area of economics.! During the
mercantilist period that preceded Adam Smith’s An Inquiry into the Nature and Causes of
the Wealth of Nations of 1776, pamphleteers and businessmen discussed the rationale for
foreign trade and its policy implications, and concluded that it was vital to the health of
an economy and the power of the nation state. Speculations on foreign trade continued
to play a vital role in the evolution of economic thought and the conduct of economic
policy during the classical and neoclassical periods that followed mercantilism. The
theory of any branch of economics carries with it implications for economic policy, and
trade policy has been the subject of much debate, advocacy and analysis since mercan-
tilist times. International trade theory and policy have remained the object of active
research and controversy to our day. Newspapers and magazines frequently report on
trade negotiations and trade agreements, both multilateral and bilateral, that modify a
country’s trade policy by altering tariffs and other trade impediments. At times they
announce the formation of preferential trading areas whose member countries eliminate
trade restrictions among themselves, while retaining them against nonmember countries.

Trade policy instruments used since mercantilist times include: (a) import tariffs (or
duties); (b) export taxes; (c) import quotas or prohibitions; (d) export quotas or prohib-
itions; (e) export bounties (or subsidies); and (f) treaties of commerce with other nations.
Some of these instruments are substitutes for one another. An import duty can always be
found that has the same restrictive effect on imports as a quota, and if raised sufficiently
high can cut off all imports, thus amounting to an import prohibition. Many other policies
that are not listed above, such as exchange rate policy, fiscal policy, wage policy, and pro-
duction taxes or subsidies, can also affect trade flows. As shown below, it may be optimal
to use policies other than trade policies to alleviate market failures or to achieve noneco-
nomic objectives, even though trade policies have often been used in their place.

This chapter examines the evolution of international trade policies in the mercantilist
period, and in the classical and neoclassical eras.> Because of the extensive time period
under review and the space constraint of this chapter, this survey of trade policies is nec-
essarily incomplete. Some arguments for protection proposed in the classical and neo-
classical periods, and in recent decades, have been omitted. These include the so-called
‘Australian case for protection’, where tariffs are used to redistribute national income to
labor and encourage the growth of population, and John Maynard Keynes’s argument for
protection in order to alleviate unemployment. The analysis developed in the past quarter
century of strategic trade policies that allow oligopolistic industries to garner monopoly
rents in world markets has also been omitted.’

The mercantilist period
Mercantilism represents the view of national wealth and the policies best suited to

promote it that prevailed in Europe from the early sixteenth until the late eighteenth
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century. It was not a coherent school of thought in the same sense as other schools
referred to below, such as physiocracy or the Ricardian school, that flourished under the
influence of recognized leaders (Frangois Quesnay and David Ricardo) and shared a
common set of beliefs on economic theory and policy. Its exponents lived in different
countries in an era when economic theories were rudimentary, and often the expression
of vested interests. The impartial and scientific study of the economic world gathered
strength in Britain in the seventeenth and eighteenth centuries, as shown by books and
pamphlets that clearly anticipated the laissez faire and free trade views that became
common in the nineteenth century after the publication of Smith’s Wealth of Nations.*

Jacob Viner (1968: 439) described mercantilism as ‘a doctrine of extensive state regu-
lation of economic activity in the interest of the national economy’. Heckscher (1930:
337) similarly stressed the policy side in his definition of mercantilism, which ‘in the sense
of a policy and doctrine of protection represents the most original contribution of the
period in question to economic policy and the one which has retained more sway over
men’s minds than any other’. The goals of mercantile policymakers, both noneconomic
(national power) and economic (wealth and economic development), were regarded by
them as complementary. According to Viner (1948: 292-3), ‘by the mercantilists power
and plenty were regarded as coexisting ends of national policy which were fundamentally
harmonious’. Because of the sweeping character of the economic policies that they pro-
posed and implemented, it is impossible to separate mercantilist trade policy from other
policies they used to affect trade flows. It is also difficult to detect any overarching logic
in the patchwork of policies in effect, since they were devised at different times for different
reasons without any thought given to their mutual compatibility, and were subsequently
implemented with different degrees of enforcement, or simply allowed to lapse.

A common aim of mercantilist writers, and an apparent obsession for some, was the
promotion of a favorable ‘balance of trade’, defined as the excess of exports over imports
in value terms. Many commentators have maintained that mercantilists wished to
promote exports and discourage imports in order to accumulate the difference in the form
of bullion (precious metals). This aim is epitomized in the title of Thomas Mun’s classic
contribution to the mercantilist literature, England’s Treasure by Forraign Trade, or the
Ballance of our Forraign Trade Is the Rule of our Treasure, published in 1664 but written
some 40 years earlier. According to Mun (1664: 5), “The ordinary means . . . to increase
our wealth and treasure is by foreign trade, wherein we must ever observe this rule; to sell
more to strangers yearly than we consume of theirs in value’. This underlines the extreme
importance for mercantilists of foreign trade as the key to wealth and prosperity. The
reasons for this are not as simple (or simple-minded) as has been often assumed.
Mercantilists have been accused of confusing wealth with money, despite the fact that
some explicitly referred to the Midas fallacy. The accumulation of precious metals over
an indefinite period of time seems indeed a peculiar national policy target. Whether such
a goal is even feasible was questioned by some writers even before the Scottish philoso-
pher David Hume formulated the price-specie-flow mechanism, and showed that goal to
be illusory. Another interpretation of that goal assumed greater importance with the
passage of time, that a positive balance of trade led to a positive ‘balance of labor’: com-
modity exports were associated with ‘foreign paid incomes’ or the ‘export of work’, that
is, to greater employment and a higher level of ouput, whereas imports meant that any
gain in employment went to foreigners.>
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Mercantile states tended to tailor their trade policies to the type of commodity in ques-
tion, with export bounties and import duties graduated according to certain criteria.
Some countries forbad the export of bullion at certain times, under penalty of death or
severe fines. This policy was eventually revoked in England when writers such as Mun
pointed out that the export of bullion to buy foreign spices or other commodities would
eventually bring back a larger amount of bullion once they were re-exported. Exports of
manufactures — particularly those with a high labor content — were encouraged, those of
agricultural goods and raw materials were discouraged, and the export of machinery was
condemned since it allowed foreigners to become productive in lines of activity regarded
as a domestic preserve. Imports were tolerated and even encouraged if they related to
necessities domestically not available or to raw materials that could be worked up into
wrought goods, or if they represented a quid pro quo from a country willing to allow entry
to domestic exports. Imports of luxuries or of finished manufactures were discouraged.
In England in 1689 a corn law (‘corn’ being the generic term for all grains) established a
new export bounty that continued almost uninterruptedly until 1814. Other commodities
such as beef, sailcloth, and silk and linen manufactures, also benefited from export boun-
ties.® Trade incentives included allowing private companies to monopolize certain foreign
(as well as domestic) markets, or even to administer colonies. Trade prohibitions were
much less common than import duties, in part because they tended to encourage smug-
gling even more than duties, and duties had the advantage of securing revenue for the
exchequer.

Protection was also achieved by other means than trade policies. Certain industries
were discriminated against so as to protect an industry with which they were competing.
Since the re-export trade was important to mercantilists such as Mun as an indirect source
of bullion earnings, steps were taken to foster it via drawbacks of import duties. Excise
taxes on domestic consumption at times replaced import duties. Increasingly trade policy
aimed much less to achieve an overall target for the balance of trade than to protect or
otherwise encourage specific industries regarded as strategically or economically import-
ant (Irwin 1996, chapter 2). Mercantilists can be regarded as the first development eco-
nomists, since their foremost preoccupation during the last century of their influence was
to bring about a pattern of economic development consistent with what they regarded as
a nation’s priorities. Although the means they adopted to achieve this were clumsy, often
incoherent, and marked by hostility toward other countries, they shared with the classical
school that followed them the aim to maximize a nation’s wealth.

The classical period

Although the classical school of economics is often said to have begun with Adam Smith
and his Wealth of Nations, several writers in mercantilist times, both in Britain and on the
Continent, anticipated key elements of this school of thought such as the advocacy of free
trade. In England Dudley North, Isaac Gervaise, Henry Martyn and others preceded
Smith in this, but their writings, in the form of pamphlets rather than books, remained
almost unknown until they were rediscovered in the nineteenth century. A much more sig-
nificant precursor of Smith was the first cohesive school of economists now known as the
physiocrats, who were staunch advocates of freedom in both domestic and foreign trade.
They regarded freedom in foreign trade as part of the natural order, going hand in hand
with the doctrine of laissez faire in domestic trade. They particularly supported the
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freedom to export grain. In France stringent regulations had prevented grain exports until
1764, and become the subject of heated debate. This export ban was one of the many mer-
cantilist measures that the physiocrats sought to abolish as detrimental to the interests of
the agricultural classes with which their primary sympathies lay. The free export of grain
would allow its price to maintain a satisfactory level (bon prix) even at times of abundant
harvests. At such times the prevailing ban on its export would instead cause its price to
fall, damaging both the profitability of agriculture and the prosperity of the nation.

Smith has often been called the prophet of free trade. This reputation is well deserved
since his promotion of free trade was an important part of his relentless attack on mer-
cantilism throughout the Wealth of Nations, especially in Book IV (titled ‘Of systems of
political economy’) of the five books into which it is divided. The first eight of the nine
chapters of Book IV expound and criticize the tenets of what Smith called ‘the commer-
cial or mercantile system’. Chapter 2 titled ‘Of restraints upon the importation from
foreign countries of such goods as can be produced at home’ outlines the advantages of
free trade between nations, and the harm caused by the interferences with free trade char-
acteristic of the mercantile system, such as the ones described above. Smith discussed
duties and prohibitions on imports in Chapters 2 and 3, drawbacks in Chapter 4, boun-
ties (on both production and exports) in Chapter 5, treaties of commerce in Chapter 6,
policies toward colonies in Chapter 7, the trade policies adopted in Britain toward par-
ticular commodities such as wool in Chapter 8. Chapter 5 concludes with a ‘digression
concerning the corn trade and corn laws’ because of the importance of this commodity
to workers and the popular views that trade in it, both domestic and foreign, should be
controlled by the government. Although in general Smith favored instead a free market
for grains, he was not opposed to small states imposing restrictions on their export of
them in times of dearth or famine.

Smith advocated the dismantling of mercantilist restrictions on economic freedom and
on free trade so that they could be replaced by his ‘natural system of perfect liberty’, where
the interest of the consumer takes precedence over that of the producer. At the same time,
his support of free trade was not unqualified, since he made exceptions to it in order to
promote noneconomic objectives such as national defense. Since ‘defence . . . is of much
more importance than opulence’, Smith supported Britain’s navigation acts, even if the
provision of greater national security led to a loss of economic efficiency. By encouraging
greater employment of British sailors and the growth of shipping, ‘the act of navigation
is, perhaps, the wisest of all the commercial regulations of England’ (1776: 464-5). The
same concern for national defense led Smith to advocate bounties for industries assumed
to be of strategic importance, since ‘it might not always be prudent to depend upon our
neighbours’ for the supply of commodities such as sailcloth and gunpowder (1776:
522-3).7 Smith also favored a duty on foreign goods equal in size to an existing tax on
similar domestic goods, so as not to discourage production of the latter. In Chapter 2 of
Book IV Smith listed two other possible exceptions to free trade as ‘a matter of delibera-
tion’. The first is retaliation against a foreign country that imposes duties on the home
country’s exports, although Smith warns that the success of this policy leading to the
mutual elimination of tariffs depends on ‘the skill of that insidious and crafty animal, vul-
garly called a statesman or politician’. The second exception applies if trade was inter-
rupted for some time leading to imports being replaced by domestic production that
employs a large number of workers: ‘Humanity may in this case require that the freedom
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of trade should be restored only by slow gradations, and with a good deal of reserve and
circumspection’ (1776: 467-9). Smith was also not opposed to moderate import duties or
export taxes whose purpose was to produce revenue for the exchequer.

Smith was not optimistic about the likelihood of free trade being adopted in his
country: “To expect, indeed, that the freedom of trade should ever be entirely restored in
Great Britain, is as absurd as to expect that an Oceana or Utopia should ever be estab-
lished in it. Not only the prejudices of the public, but what is much more unconquerable,
the private interests of many individuals, irresistibly oppose it’ (1776: 471). But his plea
for free trade was enthusiastically supported in the nineteenth century by most economists
of the classical school that followed him. The most eminent members of this school,
David Ricardo and John Stuart Mill, investigated the basis for foreign trade and the gains
that accrue from it. Ricardo (who formed a ‘Ricardian school’ around him) elaborated
the principle of comparative advantage in Chapter 7 of his Principles of Political Economy
and Taxation (1817), making international trade the first applied field of political
economy. He never explained what determines the terms of trade between two trading
countries, and Mill completed Ricardo’s work by attributing them to the force of recip-
rocal demand, or the demand of each country for its trading partner’s export commod-
ity.? Both authors believed in free trade, and agreed with Adam Smith that Britain’s trade
policy should aim at removing the many impediments in its way.

Ricardo’s main policy aim was the repeal of Britain’s Corn Laws. By artificially raising
the price of grains, they raised money wages and landlord rents, and lowered the profit
rate. This in turn reduced the rate of capital accumulation on which the dynamism of the
economy depended, and hastened its approach toward a stationary state. The Corn Laws
became a cause célebre pitting the majority of classical economists pushing for their
repeal against a small minority, of whom T. Robert Malthus (who favored agriculture over
manufacturing, and was partial to the landlord class) was the chief exponent. Ricardo’s
advocacy of repeal turned on the dynamic argument that it would raise the rates of profit
and of capital accumulation, rather than on the static principle of comparative advan-
tage. The latter is confined to a few paragraphs in Chapter 7 of his Principles and never
referred to again in his book, but the detrimental effect of the Corn Laws on the profit
rate is mentioned repeatedly throughout it (Maneschi 1992). Ricardo’s pleas for repeal in
his writings and his speeches in Parliament fell on deaf ears in his lifetime. He died in 1823,
and the Corn Laws were finally repealed in 1846.

Whereas the classical economists were preponderantly in favor of free trade in grains,
they engaged in acrimonious disputes over several other issues where some of their lumi-
naries favored protection over free trade. The export of machinery that could erode
Britain’s comparative advantage in manufacturing became a contentious issue among
economists and in Parliament, which permitted it only in 1843.° Arguments also arose
over the use of tariffs to turn a country’s terms of trade (defined as the ratio between its
export and import prices) in its favor, and the protection of infant industries. Both
Malthus and Robert Torrens had noted that a tariff, by reducing a country’s demand for
imports, can lower their price on the world market and thus improve its terms of trade.
Torrens gradually converted from favoring unilateral free trade (as was true of nearly all
British economists in the early 1820s) to becoming an increasingly ardent proponent in
1833, and more completely in Torrens (1844), of what he called ‘the principle of recip-
rocity’, whereby Britain should lower or eliminate its import tariffs only with respect to
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trading partners that reciprocated. He was opposed in this by John McCulloch and
Nassau Senior, but backed by John Stuart Mill. With Mill’s influential support, Torrens’s
argument has become generally accepted as a key result in trade theory and a valid justi-
fication for tariffs. Although a tariff can in theory improve a country’s terms of trade and
its welfare, the classical economists who appreciated its theoretical merit observed that it
invites retaliation, which if followed could lead to an overall loss of welfare for both
trading countries due to their diminished ability to exploit their comparative advantages
in trade.

Mill was also instrumental in securing acceptance of the need to support infant indus-
tries as a second legitimate argument for protection in the classical canon. Infant indus-
tries had been claimed to deserve government assistance in numerous mercantilist
pamphlets and books, but this in the main reflected special pleading by those with a stake
in their support. Adam Smith rejected infant industry protection as a legitimate policy
tool, on the ground that even if the industry in question eventually became competitive
in world markets, the resources it absorbed in the interim lower the economy’s revenue
and rate of capital accumulation below their levels without protection (1776: 458).
Protection for infant industries and infant economies was persuasively argued by states-
men and economists in the developing countries of that time on the ground that the built-
in advantages favoring established producers were otherwise too difficult to overcome.
Alexander Hamilton, Secretary of the Treasury to George Washington, promoted poli-
cies to encourage the growth of the nascent American industries in the Report on the
Subject of Manufactures he submitted to Congress in 1791. He was followed in this by
John Rae, a Scotsman who migrated to Canada and then to the US. In Rae (1834) he crit-
icized Adam Smith for not sufficiently encouraging invention and innovation in the
Wealth of Nations, and failing to appreciate the need for infant industry protection. Mill
was so impressed by Rae’s book that it convinced him of the merits of such protection
‘especially in a young and rising nation’: ‘A country which has this skill and experience yet
to acquire . . .” as compared to one where a branch of production is long established °. . .
may in other respects be better adapted to the production than those which were earlier
in the field’” (Mill 1848: 922). To allow it to take root, Mill recommended a protective tariff
for a limited period of time. The German economist Friedrich List also spent some years
in the US where he came under the influence of Hamilton’s Report and its policy recom-
mendations. List’s book of 1841, translated into English as The National System of
Political Economy (1885), argued against free trade for a country like Germany. It became
a handbook for nationalist economists in Europe and other parts of the world, and rec-
ommended protection for developing countries until they develop the ‘productive forces’
that allow them to compete with more developed economies.!?

The neoclassical period

As the classical school of thought gradually gave way to the marginalist economics of
W. Stanley Jevons in England, Carl Menger in Austria, and Léon Walras in France and
Switzerland, and to the neoclassical school founded by Alfred Marshall in England, trade
theory and the justifications for trade policies underwent significant changes and refine-
ments. Marshall depicted J. S. Mill’s reciprocal demand analysis by means of offer
curves, and Francis Edgeworth used them to illustrate the effects of commercial policy on
the terms of trade. A third British economist, Charles Bickerdike (1906), explored the
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determination of the optimal tariff rate that maximizes a country’s gain from trade by
using demand and supply curves, together with the Marshallian tools of consumer and
producer surplus. Edgeworth and Bickerdike recognized that a tariff decreases the volume
of trade and hence the potential gains from it, and that a country’s welfare is maximized
when it sets a tariff such that, at the margin, the gain from improved terms of trade is just
offset by the loss from a lower volume of trade. The Austrian economist Gottfried
Haberler (1936) recast the theory of comparative advantage in terms of opportunity
costs, illustrating production possibilities by means of a transformation curve. Part II of
his book was devoted to trade policy, and included a searching analysis of the arguments
for free trade and protection. Such arguments going back to mercantilist times were also
lucidly examined by Viner (1937), who voiced criticism of some neoclassical models and
tools of analysis as compared to classical ones.

Free trade policies enjoyed increasing support from the British public and statesmen for
about a quarter century after the repeal of the Corn Laws in 1846. Economic difficulties
in the last quarter of the nineteenth century led to disenchantment with free trade, and
calls by economists mostly from the historical school of thought to promote ‘tariff reform’
and a policy of ‘fair trade’ because of the protectionism practiced by Britain’s trading
partners.!! Again the issue of ‘reciprocity’ that Torrens and Mill had highlighted, and
whose roots go back to Adam Smith’s consideration of possible retaliation for tariffs,
occupied some of the best minds of economists and statesmen. Marshall and his neo-
classical confréres stood fast by their free trade convictions, and appeared stuck in a dog-
matic refusal to consider that new conditions, such as the deindustrialization and
employment losses that Britain was undergoing, and the ascendancy of the German and
American economies thriving under the mantle of protectionism, required a fresh look at
its continued applicability.!> The climate of opinion also turned against free trade in the
US, where the revenue tariffs imposed during the Civil War were not lowered when it
ended. The distinguished American economist Frank Taussig, in his Presidential Address
before the American Economic Association in 1904, noted that ‘so far as the doctrine of
free trade is concerned, enthusiasm has been supplanted by cautious weighing or open
doubt’ (1920: 3). Given the American experience with the development of manufactures,
the infant industry argument was deemed potentially valid by both Taussig and Alfred
Marshall. In 1883 Taussig published his first book, Protection to Young Industries as
Applied to the United States, based on his doctoral dissertation. In later writings, he
observed that whether an industry is worth protecting, and whether the initial loss from
doing so is worth the ultimate gain, ‘are not questions to be answered through deductive
reasoning in terms of yes or no; they are to be answered, if at all, through laborious
research and in terms of probabilities’. Moreover, ‘the length of time to be allowed for the
experiment should not be too brief . . . a generation, more or less, may elapse before it is
clear whether success has been really attained’ (Taussig 1931: 28, 22-3).

An argument for the protection of decreasing cost (or increasing return) industries was
advanced by another American economist, Frank Graham (1923). Graham, who studied
at Harvard under Taussig, showed that a country with a comparative advantage in an
increasing cost industry may be hurt by trade when it shifts its resources from a decreas-
ing cost industry, whereas its trading partner that specializes in the latter undoubtedly
gains. Graham’s argument is distinct from the infant industry argument, since protection
for the increasing return industry can never be revoked. Although at the time his article
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evoked critiques from economists such as Viner, it eventually became one of the catalysts
for the ‘new trade theory’ elaborated by W. J. Ethier, P. R. Krugman, G. M. Grossman,
E. Helpman, J. Brander, B. Spencer and others since the late 1970s.'3

The Romanian economist Mihail Manoilescu (1931) justified protection for economies
such as that of his own country where the wage rate in the manufacturing sector exceeded
the opportunity cost of labor measured by the agricultural wage. He argued and proved
with numerical examples that free trade militated against the creation of a manufactur-
ing sector on which the country’s prosperity depended, and advocated protection for that
sector. The condition that Manoilescu described in his book was examined carefully by
mainstream trade economists, who however rejected the protectionist solution that he
proposed. In the second half of the twentieth century, the market failure that he analyzed
was seen to be one of several types of distortion to which economies may be subject.
They include monopoly power in trade (which rules out free trade as the optimal policy),
production externalities that cause social costs or benefits to differ from their private
counterparts, and wage differentials between industries such as those postulated by
Manoilescu (Bhagwati 1971). Each type of distortion was shown to have a first best policy
intervention to offset it, and other policies were ranked in terms of second best, third best,
and so on. The first best policy is one that attacks the distortion directly, without impos-
ing unintended side effects. Trade policy such as a tariff is the first best policy only when
the distortion arises from foreign trade, such as monopoly or monopsony power in world
markets. Economists now argue against the general validity of the infant industry argu-
ment for tariffs, since a new industry can most efficiently be promoted with a production
subsidy (a departure from laissez faire) combined with free trade, whereas a tariff imposes
a concomitant consumer loss. Free trade and laissez faire have thus been shown to be inde-
pendent of each other. It is recognized that if the first best policy is not available, a second
best one such as tariff is better than no policy at all. Welfare economics and the theory of
the second best have provided invaluable tools for selecting the best policies to cure market
failures or achieve noneconomic objectives, and hence to ascertain whether trade policy
is or is not called for.

Conclusions

In this brief and necessarily incomplete survey of trade policies since mercantilist times,
Adam Smith’s name stands out as the founder of the classical school of economic thought
and the proponent of free trade as part of his ‘system of natural liberty’. Despite the title
of his most famous book, the ‘wealth of nations’ was not Smith’s sole objective. He was
willing to use trade and other policies, even if they resulted in a loss of efficiency, in order
to achieve a variety of economic and noneconomic objectives. Noneconomic objectives
such as national defense and protection for the industries that support it were invoked by
Smith. Although he was more tentative about the use of protection to alleviate unem-
ployment when imports flow into a country after a suspension of trade, he made a good
case for a gradual approach to free trade. Economists of the classical school such as
Ricardo agreed with him that in such cases protection should be removed gradually to
allow factors to make an orderly redeployment from import-competing industries.
Nowadays governments recognize the existence of the adjustment costs faced by these
industries, and often provide trade adjustment assistance to extend unemployment bene-
fits and provide retraining for workers as a condition for further trade liberalization.
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Smith also allowed for the possibility of retaliation against a foreign country that
imposes duties on the home country’s exports, in the hope that this would lead to a mutual
lowering of trade barriers and thus yield freer trade between them. Robert Torrens
approved of this call for reciprocity in trade relations, and the issue remained alive in
Britain and inspired the tariff reform debate of 1903. Reciprocity in tariff reductions was
enshrined in the Reciprocal Trade Agreements Act passed by the US Congress in 1934
after the disastrous Smoot-Hawley tariff of 1930, and retaliation by other countries, had
decimated world trade. This Act served as a basis for the trade negotiations conducted
under the aegis of the General Agreement on Tariffs and Trade signed in 1947 by 23 coun-
tries. The GATT was later joined by many more signatory countries, and transformed in
1995 into the World Trade Organization that is the present-day forum for multilateral
trade negotiations.

Notes

1. Parts of this chapter are based on Maneschi (1998).

2. Theclassical era started with the publication of Smith’s Wealth of Nationsin 1776 and lasted until the early
1870s. Neoclassical economics, associated with the British economist Alfred Marshall and his Principles
of Economics of 1890, is a synthesis of classical thought with the marginalist economics that revolution-
ized the field in the 1870s.

3. Strategic trade policy, and the Australian and Keynesian cases for protection, are admirably reviewed by
Irwin (1996, chapters 11, 13 and 14), who also examines whether any of them invalidates the case for free
trade.

4. On ‘enlightened’ mercantilist writers who anticipated key features of classical economics, see among others
Johnson (1937), Viner (1937), Letwin (1963), Hutchison (1988) and Magnusson (1994).

5. Johnson (1937, chapter 15) discusses this interpretation of mercantilist policy.

6. Viner (1937, chapter 2) provides examples of specific trade and other policies employed or proposed in
England in the mercantilist period, and quotes some of their advocates.

7. On the role played by noneconomic objectives in the history of economic thought, see Maneschi (2004).

8. Mill attributed the terms of trade to reciprocal demand in his essay ‘Of the Laws of Interchange between
Nations; and the Distribution of the Gains of Commerce among the Countries of the Commercial World’
in Mill (1844) that he had written, according to him, in 1829 or 1830. The essence of Mill’s argument was
reproduced in his Principles of Political Economy (1848).

9. The ban on the emigration of skilled artisans imposed by acts of Parliament in the eighteenth century was
lifted in 1824.

10.  On the policies advocated by Hamilton, Rae, List and other ‘creators of comparative advantage’, and on
the merits of their arguments, see Maneschi (1998, chapter 5).

11.  Similar calls for a ‘level playing field’ in commercial relations were voiced by politicians and spokespersons
for special interests in the US and other developed countries after World War II.

12.  On the British tariff reform debate, see Gomes (2003, chapter 7).

13. Brander and Spencer’s articles gave rise to strategic trade policy as a new argument for protection. The
validity of this argument is examined by Irwin (1996, chapter 14).
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4 Modern history of trade policy
William. M. Miner

Introduction

The modern history of trade policy is the record of the development of the multilateral
trade system. At the centre of the system is the World Trade Organization (WTO) which
provides the common institutional framework for the conduct of trade relations among
member governments. It is responsible for matters related to a series of agreements and
legal undertakings, including the General Agreement on Tariffs and Trade (GATT), and
provides a framework for the development of a wider range of agreements and institu-
tions related to trade.

The GATT was established following the Second World War (WWII) by a group of
industrial countries which agreed that their trade and economic relations ‘should be con-
ducted with a view to raising standards of living, ensuring full employment and a large
and steadily growing volume of real income and effective demand, . . . the full use of
resources, and expanding the production and exchange of goods’.! They also agreed this
could best be achieved by substantially reducing tariffs and trade barriers and eliminat-
ing discriminatory treatment in international commerce. These objectives of the GATT,
and its successor institution, the WTO, provided the guidance and framework for the
trade policies of most nations and the many various agreements and institutions that
comprise the multilateral trade system of the twenty-first century.

Trade policies and trade agreements reflect the events and trends in the history of their
evolution. They also exert a general influence on the forms and directions of trade and
economic development. Hence the modern history of trade policy is best displayed on a
chronological basis beginning with the origins of the multilateral trading system and its
emergence in the post-WWII era. Over the following decades, the system has been broad-
ened and deepened through successive multilateral and regional negotiations and related
institutional developments. This process is continuing as nations confront traditional bar-
riers to trade, and new issues and strategic concerns further constrain the movement of
goods and services across borders.

Origins of the multilateral trade system?
The liberal trend in trade and economic affairs accompanied by general prosperity in the
1920s came to an abrupt end with the stock market crash and the onset of the Great
Depression. Commodity markets collapsed and nations adopted policies to protect
domestic producers and manage trade. The infamous US Smoot Hawley Act severely
limited access to that market in 1930, and other industrial countries significantly increased
their trade barriers. Economic policies shifted further inward as the devastation of war
disrupted production and shipping, and closed borders. Food and material shortages led
to controls over prices and trade.

The United States (US) was the undisputed leader in trade policy over this period. As
early as 1934, the US Congress passed the Reciprocal Trade Agreements Act, delegating
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authority to the President to negotiate tariffs. Reciprocal trade agreements were negoti-
ated with many countries prior to US entry into WWII.? The agreements contained pro-
visions for tariff bindings, non-discrimination in trade, national treatment of imports, and
commitments to treat one trading party no less favorably than another, the most-favored
nation (MFN) clause. These provisions were to form the basis for the multilateral trade
system. The US Act was extended in 1945 to provide authority to continue to negotiate
reductions in tariffs and other barriers to trade.

The influence of Britain on post-war trade policy was significant but less profound.
Departing from its traditional free trade principles, Britain maintained a system of tariff
protection with preferential treatment for Commonwealth countries. Canada had rela-
tively high tariff protection, and in 1932 led its Commonwealth partners in negotiating
preferential access to the British market. These British Preferential Tariffs (BPTs) were
vigorously opposed by the US but left their mark on the post-war trading system.
Although Canada had pursued reciprocal free trade with the US periodically, the BPT
system provided a sheltered market for its emerging industries. But Canada also pursued
open trading arrangements for its agriculture and resource sectors in a similar manner to
Australia, New Zealand and Argentina. Faced with the challenge of rebuilding their war-
torn economies, the countries of Western Europe and Japan became more protective and
interventionist in their economic policies. Trade with the Soviet bloc and China
(Mainland) was extremely limited by their state systems and by the strategic export con-
trols maintained by Western countries.

During WWII, and in the early post-war period, the leading industrial nations began
to shift their external commercial policies from the ad hoc, unilateral and mercantilist
actions of the 1930s, toward a more cooperative, multilateral approach. Against the back-
ground of extreme trade protection, the severe crises of global warfare, and the serious
challenges of reconstruction, the US and its Western allies worked to develop a frame-
work of rules and institutions to bring greater order to external relations and to promote
economic growth and trade. International economic cooperation was envisaged to include
mechanisms to deal with monetary, financial and trade affairs.

An agreement reached at Bretton Woods* in 1944 provided the basis for global cooper-
ation in monetary and financial policies through the Charters of the International
Monetary Fund (IMF) and the International Bank for Reconstruction and Development
(IBRD — World Bank). The complete framework for this ambitious plan was to include
an organization for international trade.

Following the formation of the United Nations in 1945, its subordinate body, the UN
Economic and Social Council (UNESCO) adopted a resolution to organize a conference
on trade and employment. Based on discussions with its trading partners and experience
with reciprocal trade agreements, the US prepared a draft charter for an international
trade organization (ITO). The charter was negotiated at preparatory meetings in London
and Geneva in 1947. In the context of these meetings the first multilateral trade negoti-
ation was conducted, and the text of a General Agreement on Tariffs and Trade (GATT)
was agreed in Geneva, as a central element of the proposed ITO. It was also agreed that
the GATT would be implemented in the following year through a Protocol of Provisional
Application by the 23 nations engaged in the negotiations, pending completion and even-
tual adoption of the ITO. The Havana Charter for an ITO was agreed in 1947 but was
not accepted by the US Congress or other governments. Thus, on 1 January 1948, the



Modern history of trade policy 31

GATT entered into force and became the central element of the multilateral trade
system.’

The first GATT contained schedules of each participating government’s tariff conces-
sions, and rules and commitments, to be applied on a most favored nation basis includ-
ing national treatment of imports in relation to domestic production. The articles dealt
with specific trade mechanisms such as prohibitions on quantitative restrictions and
subsidy disciplines, and provided for emergency action on imports, consultations and the
redress of impairment of benefits. Because of the GATT’s provisional status, trade pref-
erences in force at that time were allowed to continue and existing legislation that was
inconsistent with GATT provisions could be grandfathered. Agriculture was covered by
the general rules but special provisions gave exemptions from full disciplines such as the
prohibitions on the use of quantitative import restrictions and subsidy disciplines.
Restrictions were also allowed to relieve shortages of essential goods, for balance of pay-
ments reasons, to protect human, animal or plant health, and to implement commodity
agreements.

Throughout the modern history of trade policy, an increasing number of nations have
used the GATT, and its successor body, the WTO, as the centerpiece and framework for
their trade and economic policies. Today most countries adhere to the view that every
economy will gain through international trade, and the gains will be enhanced through
more open markets and trading arrangements. Thus, the basic principles of the GATT, to
promote market efficiency and non-discrimination, have shaped or influenced the many
specific and regional trade agreements and related institutions that together comprise the
modern multilateral trade system.

Developing the trade system

The national policies of the major industrial countries in the post-WWII period were
directed to achieving strong economic growth, full employment and reconstruction.
International monetary conditions and the macroeconomic environment encouraged
Western governments to work together to facilitate trade and maximize economic
benefits. The focus of cooperation was through international institutions and the GATT
provided the framework for most trade policies. Its provisional status encouraged con-
sultation and compromise leading to a pragmatic approach to policy decisions. Despite
the GATT principles of pursuing market oriented and non-discriminatory policies, its
many derogations and waivers left governments with considerable flexibility in their trade
policies. From the outset the development of the multilateral trade system reflected com-
promises between the US-led emphasis on the role of private enterprise and the market
to achieve economic growth and full employment in relation to greater use of govern-
ment intervention and management as practiced in Western Europe and in some other
regions.

Throughout the 1950s and early 1960s successive rounds of multilateral negotiations
yielded reductions in tariffs and the clarification and elaboration of rules to discipline and
reduce trade restrictions and resolve disputes. The initial rounds centered on the acces-
sion of new members including Germany. Early negotiations were conducted on an offer
and request basis, item by item, with the principal supplier leading the process. Following
the example of the 1933 International Wheat Agreement (IWA), the negotiations of the
Havana Charter included provisions for international commodity agreements to stabilize
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markets through price provisions, export quotas or buffer stock arrangements.® But
governments retained the right to restrict trade to reduce supply shortages, for balance
of payments reasons, or to support specific sectors, particularly agriculture. The US
obtained a GATT waiver in 1955 to allow quota restrictions to protect its farm programs.
The newly formed European Economic Community (EEC) implemented a highly restric-
tive Common Agricultural Policy (CAP) to push toward food self-sufficiency, and nego-
tiated its acceptance by GATT members. Many European and Asian countries blocked
or limited imports on balance of payments grounds. These actions and other derogations
severely limited market access despite reductions in tariffs.

Trade policy in this early period focused mainly on consolidating and expanding tariff
reductions, particularly with acceding GATT members, and attempting to overcome the
quantitative restrictions to trade being maintained for monetary reasons, or to protect
agriculture. There were growing pressures to limit market disruption from imports, par-
ticularly in the textiles and clothing sector. Japan joined the GATT in 1955 as its labor
intensive and high technology products captured a growing share of world markets. The
trade rules were bent further to accommodate temporary import restraints. With rising
agricultural productivity and continuing market access restrictions, the issues of surplus
disposal appeared on the trade agenda.

By the early 1960s, the patterns of trade were shifting as Asian exports increased, China
entered the market as an importer of food and raw materials, and Western Europe focused
on economic integration and internal trade. Russia and other Soviet bloc countries began
importing grain while seeking to export industrial products. With significant tariff escal-
ation for finished goods, and related anti-dumping and valuation restrictions, industrial
countries continued to limit imports. Distortion in agricultural trade was widespread, and
developing country market shares were declining. Initially the IWA yielded some benefits
as a mechanism to manage domestic regimes and stabilize grain markets, but the pressures
of over-supply and competition caused it and most commodity agreements to fail.
Increasingly, Canada turned to the US market for industrial trade expansion through
bilateral arrangements such as the automotive agreement. As more of the trade and trade
issues were outside the purview of GATT, trade policy became fragmented and less open.
The US Congress was turning more protectionist due to rising competition from imports
and balance of payments difficulties. Without American leadership, multilateral trade lib-
eralization was stalled.

The US administration undertook a major overhaul of its trade negotiation authority
with the 1962 Trade Expansion Act. It was aimed at a substantial increase in trade to
stimulate the US economy and strengthen Atlantic ties in the face of the emerging threat
of the Soviet bloc. This launched the Kennedy Round of multilateral trade negotiations
which began in 1964. Responding to the broader trade policy agenda of the 1960s, the
negotiation encompassed several non-tariff issues in addition to a substantial, linear
reduction in tariffs. More than 50 countries took part, and since many were developing
countries, including newly independent nations, an early effort was made to respond to
their problems. The developing countries were increasingly critical of the GATT over its
focus on industrial nation trade. A UN Conference on Trade and Development
(UNCTAD) was formed as a permanent institution in 1964. In a special GATT session
in the same year, specific provisions were agreed as Part IV of GATT to promote the trade
and development of less-developed nations.
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The outcome of the Kennedy Round represented an impressive step in the development
of the multilateral trade system. A significant cut in tariffs was agreed on an across-the-
board basis, with some exceptions. As a result, the average industrial tariffs in the leading
trading nations were brought below 10 percent, allowing North American industry to
compete with Japan and Western Europe on the same basis.” But once again, agriculture
was largely excluded. New codes were established to discipline the use of anti-dumping
duties and customs valuation procedures representing an important step in directly apply-
ing trade rules to internal policies. The price elements of a new International Grains
Arrangement with provisions for sharing the burden of food aid formed a part of the
result. But otherwise, for developing country issues, little concrete progress came from the
general undertakings of the new Part IV. Indeed, the Cotton Textile Agreement, imple-
mented in 1961 as a temporary measure to limit imports of textiles and clothing, was
extended.

New strains and directions

A series of political and economic developments immediately following the Kennedy
Round shifted the focus of trade policies from tariffs and opening markets toward man-
aging trade problems through rules, codes and unilateral actions. The Vietnam War, the
collapse of the gold standard, and instability in commodity markets fueled inflation and
monetary pressures. Competition for markets intensified as exports from Japan and newly
industrialized Asia-Pacific nations took a growing share of world markets. A north-south
divide in trade relations emerged as developing countries turned to UNCTAD to pursue
a New Economic Order. Despite a brief period of scarcity, resources moved back into
surplus as labor intensive output in developed countries was being replaced by higher
technology products from Asia. A number of industrial countries imposed ‘voluntary’
export restraints (VERs) to further limit low cost imports, and some introduced export
promotion schemes of their own.

The US had turned increasingly protectionist by the 1970s as exports became more
important to their economy while their trade deficit widened. The US Congress refused
to implement new GATT rules on customs valuation and anti-dumping reflecting their
resistance to subjecting domestic laws to international rules. Facing an exchange rate
crisis, Congress imposed a surtax on imports and levied taxes on US foreign investment.
They adopted new Trade Law provisions to enable unilateral action to redress their trade
concerns. The European Community was preoccupied with enlargement negotiations on
the entry of Britain, Denmark and Ireland. Canada introduced foreign investment regu-
lations, and supply management for dairy and poultry, backed with quantitative import
controls. An oil embargo led to the successful formation of an exporter’s cartel which
aggravated inflationary pressures and monetary problems. There was an increase in con-
tingency protection actions and trade disputes in this period.

These policy issues pushed trade liberalization and GATT cooperation to the sidelines.
Many of the developments involved non-GATT nations, and the issues extended beyond
the disciplines and the purview of the multilateral trade system. They signaled the begin-
ning of fundamental changes in economic and trading relationships.

Once again monetary and macro-economic impacts on the multilateral trading system
convinced nations of the need to negotiate additional rules and commitments. The chal-
lenges facing the major industrial nations over the Bretton Woods and GATT systems had
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stimulated the organization of annual Economic Summits of Heads of State (G7 coun-
tries) which began in Paris in 1974. The OECD, UNCTAD and GATT established work
programs to prepare the ground for a further round of multilateral trade negotiations. It
was evident that trade policy issues had moved beyond borders to include a full range of
non-tariff barriers (NTBs). Import safeguards and issues of agricultural trade and eco-
nomic development were more pressing. There was also the question of how to integrate
trade with state-controlled economies into the multilateral system. In 1971, GATT
adopted a waiver to allow leading members to negotiate general systems of preferences
(GSP) to provide preferential tariffs to benefit developing countries. By the mid-1970s, a
broad multilateral trade negotiation, the Tokyo Round, was underway. Its ambitious
agenda dealt with traditional border issues of tariffs, quantitative restrictions and sub-
sidies, but also with many NTBs that would involve changes in internal laws and regula-
tions at federal, provincial and state levels.

The Tokyo Round concluded in 1979 and represented a further important step in con-
structing an effective multilateral trade system. It resulted in five new codes covering sub-
sidies and countervailing duties, customs valuation, import licensing, technical barriers
to trade and government procurement. The results included revisions to the anti-dumping
agreement and an accord on trade in civil aircraft. The codes were part of the GATT
system but did not amend the General Agreement and were binding only on signatory
countries. Custom tariffs were reduced significantly including some agricultural tariffs.
But the Round failed in its attempt to address the market disruption from low-cost
imports and the use of voluntary export restraints applied outside the non-discrimination
principles. Although developing countries were able to block new safeguard measures,
they were dissatisfied with the outcome. Negotiations to re-establish economic provisions
in the wheat agreement based on grain reserves were not successful. The wheat agreement
was extended as a consultative body, with separate food aid provisions. Consultative
agreements were also reached covering bovine meats and dairy products.

These codes and consultation arrangements, with varying levels of rules, commitments
and adherents, were useful in reducing trade problems and influencing related internal
policies and regulations but represented a different level of commitment. They demon-
strated the flexible nature of the provisional status of GATT but offered limited security
of access to markets or certainty in settling trade disputes. Although an additional part
was added to the General Agreement to respond to the special needs of developing coun-
tries, and the GSP was completed, they experienced little benefits. While protectionist
pressures were largely reigned in as negotiations proceeded, the many waivers and dero-
gations persisted. The multilateral trading system now comprised several levels of bene-
fits and obligations. As international trade policy commitments penetrated borders and
dealt directly with internal policies, new issues of sovereignty and federal-provincial-state
jurisdiction emerged.

Regional accords and a world organization

The gradual integration of the economies of industrial countries that had been underway
since WWII accelerated in the 1980s and became a global phenomenon. Stimulated by
new technologies, and led by rising foreign investment and trade in goods and services,
the effects of integration began to dominate the trade policy agenda. The role of trade in
economic development had long been recognized and the focus of trade policy was access
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to markets. As international competition intensified, governments attempted to manage
trade and influence each other’s domestic policies through rules and codes. But as the inte-
gration and restructuring of economies proceeded, with some regions and sectors moving
much further and faster than others, monetary and trade problems multiplied. The decade
of the 1980s was marked by a diversity of economic and social conflicts and actions on a
national, regional and multilateral basis.

A major global recession in the early 1980s stimulated another phase of protectionist
actions. The US experienced growing trade and budgetary deficits, aggravated by an over-
valued dollar, strong export competition and rising imports. Again the US Congress
turned to unilateral actions and greater use of their trade remedy measures. The 1984 US
Trade and Tariff Act included authority to pursue bilateral as well as multilateral trade
agreements, and additional actions to limit imports and force trade and monetary con-
cessions. The European Community also launched unilateral trade actions while continu-
ing to emphasize the integration of member economies. Developing countries faced
additional restrictions against their low-cost exports and had few GATT obligations or
benefits. Most experienced rising foreign debt as their import replacement policies and
investment restrictions hampered economic growth. Trade disputes increased, particu-
larly for agricultural products. Tensions widened with new concerns over trade in services,
investment and the protection of intellectual property. The viability of the GATT itself
was tested by its inability to resolve traditional problems and to deal with new issues.

The trade agenda was broadening and becoming more complex, and the multilateral
trade system began to adjust to the new reality. On the monetary side, the leading nations
moved to strengthen coordination in macroeconomic and monetary policies. World Bank
loans to developing countries were made conditional on economic and trade reforms.
Stimulated by fiscal and trade pressures, governments in most regions began to open their
markets to international competition. Many countries adjusted their economic policies to
reduce regulations, limit or privatize intervention mechanisms, and lower subsidies.

Canada negotiated a free trade agreement with the US in the mid-1980s. Argentina,
Brazil, Paraguay and Uruguay established a free trade zone (MERCOSUR) and were
working toward a customs union. In most other regions, groups of nations took formal
steps toward economic integration. Many of these arrangements were sanctioned by
GATT members. Although the North American Free Trade Agreement (NAFTA),
MERCOSUR, and common market arrangements in Central America (CACM) and the
Caribbean (CARICOM) were in place during this period, they did not deter multilateral
negotiations, and in some cases, contributed to them.? In addition, Ministerial discussions
at Economic Summits, in GATT, the OECD, UNCTAD and other institutions, demon-
strated that the world had moved beyond the original framework of GATT. A new level
of formal cooperation in trade matters was considered essential, including a further round
of multilateral trade negotiations.

The Uruguay Round began in 1986 with a broad mandate reflecting not only US and
EEC compromises but also the growing influence of new alliances such as the Cairns
Group of agricultural exporters and developing countries led by India and Brazil. The
areas identified for negotiation represented the full range of trade policy issues of the
period. They covered traditional and new issues, the latter including services, trade aspects
of investment, and intellectual property. In addition to strengthening the GATT system,
the agenda identified articles for review dealing with balance of payments measures, state
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trading, dispute settlement, trade policy reviews and institutional arrangements. A stand-
still and roll-back of GATT-illegal measures was agreed. Among traditional issues, it was
considered essential to reduce the extreme distortions in agricultural production and
trade, and to address the excessive fiscal costs of farm support programs. It was also rec-
ognized that developing countries required better access to industrial markets to encour-
age investment and adjustments to global competition. It was also evident that
improvements were needed in the dispute resolutions mechanism of GATT, and in its
overall institutional capabilities.

The Uruguay Round marked a new phase in trade policy. It took eight years to con-
clude, demonstrating the difficulties faced by governments in reforming policies and
restructuring economies in an increasingly interdependent world. Many developments
over the period influenced the multilateral negotiations and added to their complexity.
Mexico implemented fundamental economic reforms to join GATT, and open its
economy to competition. The US, Mexico and Canada negotiated the North American
Free Trade Agreement (NAFTA) and some of its provisions, notably those dealing with
health and sanitary measures, influenced the WTO Agreements. Side agreements dealing
with labor and the environment were added to NAFTA.? Several complaints were taken
to GATT by the US, EEC and others, to challenge import restrictions and export meas-
ures, particularly for agricultural products. The US Congress adopted another protec-
tionist Trade Bill in 1988 to increase pressure on its commercial partners and reduce its
growing trade deficit. The European Community (EC) took a significant step in reform
of the CAP toward a market-based rather than administered agriculture. They also com-
pleted a Single Market project in 1992 to further integrate their economies at the regula-
tory level. The fall of the Berlin Wall reinforced the need to integrate East European
nations into the multilateral trade system.

Strenuous efforts at Economic Summits and in other Ministerial meetings put great
pressure on governments to complete GATT reforms. The OECD, GATT secretariat and
other economic organizations were actively involved in technical work on alternative
approaches to trade issues. Agriculture posed the greatest challenge, and preparatory
work focused on developing methods of measuring and comparing levels of support and
trade distortion from policies in industrial nations. In the final stages the key sticking
points were overcome in negotiations between the US and EC, but taking into account
the positions of key groups of countries. The basic trade deal was reached in December
1993. The conclusion of the Uruguay Round brought a new regime into force, the WTO,
and incorporated 40 agreements and accords in a single undertaking. This integrated
package, the largest and most comprehensive commercial agreement yet achieved on a
multilateral basis, was signed in Marrakech, Morocco in April 1994. It was accepted by
all 125 Contracting Parties to GATT, and 30 other nations indicated their intention to
accede. The Uruguay Round Agreements were described by some as the most important
event in recent economic history.'°

The WTO framework covered three main agreements, the GATT 1994, a General
Agreement on Trade in Services (GATS) and an Agreement on Trade-Related Aspects of
Intellectual Property (TRIPS). It added two important new elements, significantly
improved dispute settlement rules and procedures, and a trade policy review mechanism.
The result included agreements on agriculture, sanitary and phytosanitary measures,
textiles and clothing, technical barriers to trade, trade related investment measures
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(TRIMs), subsidies and countervailing measures, safeguards and a range of other trade
issues. Ministerial decisions and declarations reflected additional commitments on the
interpretation or elaboration of agreements and articles. Apart from four plurilateral
agreements on civil aviation, government procurement, dairy and bovine meats, the result
represented a single set of trade disciplines for all members. The provisional status of
GATT was removed and waivers and exceptions were eliminated, or reduced to a transi-
tional period for developing countries. As a result, the WTO becomes the centerpiece of
the multilateral trading system for the twenty-first century.

Many aspects of the Uruguay Round Final Act represented turning points in the
history of trade policy. Not only was a permanent international trade organization estab-
lished, it is responsible for common rules and obligations to apply virtually without excep-
tion to all member nations. This represents a powerful endorsement of the principle of
non-discrimination, and combined with an effective dispute settlement system, will dis-
courage unilateral trade behavior. In a separate declaration, Ministers directed the WTO
to cooperate with the Bretton Woods institutions in developing ‘coherent and comple-
mentary international economic policies’, recognizing the linkages between exchange rate
stability, orderly macroeconomic conditions and trade, in creating sustainable growth and
development, and correcting external imbalances.!! The addition to the trade system of
multilateral agreements on intellectual property and services was an important beginning
in broadening the coverage of the multilateral system to encompass the rapidly expand-
ing international movement of investment and services.

The Agreement on Agriculture represented a fundamental turning point in the treat-
ment of this sector under international trade rules. From the outset it was agreed that
the long-term objective is to establish a fair and market oriented agricultural trade
system through a reform process. For the first time nations accepted comprehensive
commitments for agriculture that would limit their authorities to erect border restric-
tions to import, implement internal policies that distort trade, or apply direct subsidies
and support measures contingent on export. The prohibition on the use of non-tariff
barriers and the conversion of existing NTBs into tariff equivalents was unique in the
history of GATT. As a result waivers, exceptions and grandfathered protective measures
disappeared, including the US authority to limit imports to support farm programs.
Similarly, the acceptance of direct multilateral constraints on domestic agricultural
policies was an unprecedented step for any sector. However, tariff rate quotas were intro-
duced, with high over-quota tariffs and domestic support commitments allow substan-
tial levels of subsidy to continue. Consequently, the immediate commercial impact of
this historic outcome was limited, indicating that the process of liberalizing agricultural
trade had only begun.

The WTO Agreement on safeguards and textiles and clothing signaled an end to the
1970s drift in trade disciplines toward managed protectionism. The restrictive multifibers
arrangement (MFA) was to be phased out, but over a ten year period. But the reforms to
the antidumping and countervailing duties disciplines are weak, and these policies
continue to be used excessively. The TRIMs Agreement is only a modest step toward an
effective code on investment despite the enormous impact of foreign investment flows on
trade, technology transfer and economic performance. While the average level of customs
duties is low after eight rounds of multilateral negotiations, tariffs are still excessive for
some sensitive products.
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Entering the twenty-first century

Multilateral trade liberalization continued to dominate the policy agenda as GATT
members celebrated its fiftieth anniversary in 1998 and the WTO pursued a new round of
multilateral negotiations to be completed early in the twenty-first century. The dominant
developments shaping the post-Uruguay Round environment were described at that time
by Renato Ruggiero, Director-General of the WTO, as the ‘end of the Cold War, the dra-
matic rise of many developing countries and the massive increase in trade and investment
flows around the globe that have expanded the frontiers of the trading system, and tested
its ability to manage an economy of global dimensions’.!> Now trade liberalization is not
only concerned with traditional barriers to the flow of goods across borders but also the
effects of international trade regulation on a wide range of other policies and issues —
investment and competition laws, labor and environmental standards, health, taxation
and a host of non-traditional concerns.

This broad, additional agenda was dramatically demonstrated at the WTO Ministerial
Meeting in Seattle in 1999 when a large spectrum of civil society and non-governmental
groups congregated in an effort to block the launch of a new round of trade liberaliza-
tion. In a similar manner, organized opposition confronted the IMF, World Bank and
Economic Summits at their meetings to promote monetary stability and economic pros-
perity. In the growing interdependence among nations through investment, technology
transfer and rapid communications and commercial interchange, trade was viewed as a
common denominator. Despite the success of nations in freeing up the exchange of goods
and services to stimulate economic growth and improve the general standards of living,
the multilateral trading system was confronted by other social and political objectives.

Nonetheless governments continued to construct regional and multilateral agreements
to deepen and broaden the trading system. Steps were taken by the WTO and other trade
institutions to make their operations more transparent and to promote a better under-
standing of the benefits of a rules-based trade system. Additional WTO agreements were
negotiated in the 1990s to free up trade in telecommunications, financial services and
information technologies. The EU moved further in accomplishing their economic union
with the introduction of the euro, and expanding to 25 members. New CAP reforms were
adopted to limit expenditures and decouple farm support from production and markets.
Economic integration proceeded in other regions as well. There are negotiations toward
a Free Trade Agreement of the Americas, with similar initiatives underway elsewhere.
Although the US Congress continued to resist fiscal and trade reforms, and increased
domestic support for agriculture, the Administration pursued regional and bilateral trade
arrangements with several nations. China acceded to the WTO, and Russia joined the list
of other nations seeking admission. However, trade challenges persisted, in some cases to
restrict imports for traditional complaints such as contingency protection actions, or over
newer issues, including genetically modified foods, animal health or for environmental
reasons. Stronger WTO rules and the more effective dispute settlement mechanisms were
being used by governments from large and small nations, both developed and developing,
to confront unilateral and restrictive actions. The trade system was becoming more legal-
istic and more litigious.

The difficulties in launching a further round of multilateral trade negotiations at the
turn of the century were eventually overcome. Developing countries were now the major-
ity of WTO members, and through various coalitions, exerted a strong influence from the



Modern history of trade policy 39

outset. Although their positions varied with their levels of development, common objec-
tives included eliminating trade distorting subsidies, particularly agricultural export sub-
sidies and reducing access restrictions, including trade remedy measures. But financial
crises in Japan and South-east Asia, and trade and fiscal imbalances in the US and else-
where, retarded progress. The movement toward regional free trade arrangements slowed.
Once again issues around agricultural trade presented serious obstacles although the
Uruguay Round Agreement committed governments to continue negotiations to pro-
gressively reduce support and protection to the sector.!?

The Doha Development Round was initiated in November 2001. Its work program
reflected the broad range of issues that represented trade policy at the turn of the century.
These included traditional issues in agriculture, services, industrial product access,
intellectual property, investment, competition, government procurement, subsidies, anti-
dumping, dispute settlement and special and differential treatment for developing coun-
tries. Newer trade issues identified included trade facilitation, regional agreements,
environment, e-commerce, small economies, technology transfer, less developed countries
and technical cooperation. The program would also cover issues of trade, debt and finance,
intellectual property and public health, geographical indications for specific products and
other matters.!'* However, the negotiations have proceeded slowly and deadlines have been
missed. Although a framework agreement was reached in Geneva by mid-2004 to provide
specific direction to the negotiations, the Round is likely to continue for at least two years.
Nonetheless, the history of trade policy indicates that nations will succeed in deepening
and extending the multilateral trade system.

Summary and conclusions

The central element of modern trade policy is the emergence of the multilateral trade
system in the last half of the twentieth century. Beginning during WWII, the US, sup-
ported by Britain, Canada and their allies, launched a new phase in international cooper-
ation based on collective action in both economic and political affairs. Against the
recognition that national economic policies had contributed to global warfare and eco-
nomic depression, and recognizing the gains that could arise from more open trade, these
countries began to work on a post-war framework to bring order to monetary, financial
and trade affairs. The Bretton Woods Agreements led to the establishment of the IMF
and IBRD, and a third pillar in an international trade organization was envisaged.

The ITO was finalized by the Havana Charter but not implemented. What were to have
been its trade provisions were incorporated in a General Agreement on Tariffs and Trade
and given force through a Provisional Protocol of Application. This Provisional Protocol,
including the results of the first multilateral trade round in Geneva, became the center-
piece of the emerging multilateral trade system. Through successive rounds of trade nego-
tiations, the GATT provided the framework for the development of trade policies of most
nations of the world over the last half century.

The architecture and agreements of the multilateral trade system reflect the events and
trends of the period of their development. The protectionism and economic hardships of
the 1930s, and the devastation of global conflict convinced governments that their eco-
nomic behavior must be subjected to international disciplines. The experiences of bilat-
eral and plurilateral trade agreements of that period, and wartime measures of controls,
financial agreements and international collaboration, demonstrated the potential gain of
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orderly trade and commercial cooperation. The demands of reconstruction, the strains of
foreign exchange shortages and balance of payments problems were catalysts in the for-
mation of GATT.

Growing economic interdependence pushed economies closer together. Trade
expanded more rapidly than domestic production, and with rising foreign investment,
played an increasing role in economic development. These factors, combined with peri-
odic economic downturns, trade and payments crises, and specific commercial disputes,
continued to bring governments back to the negotiating table. Successive rounds of nego-
tiations, involving increasing numbers of countries and issues, shaped the development of
the multilateral trading system.

More open trade and commercial interchange exposed new and different barriers, and
each round of trade negotiations became more ambitious. Some countries pressed for
faster or deeper trade liberalization. Others demanded special exemptions or differential
treatment to respond to their national circumstances, to deal with specific issues, or to
protect politically sensitive sectors. Groups of countries sought preferential treatment to
encourage their economic development while other nations, notably in Western Europe,
pushed their trade arrangements further or faster on a regional basis. These developments
led to many additional multilateral and plurilateral agreements and institutional arrange-
ments both within the UN framework and outside it. Some organizations, such as the
OECD and UNCTAD, were primarily consultative bodies to facilitate reaching agree-
ments. Several commodity agreements with economic provisions were negotiated but
eventually became consultative arrangements. These formed part of broader efforts
through the UNCTAD to address the economic problems of developing countries.

The trade policies and GATT negotiations of the 1950s and 1960s focused on rebuild-
ing economies and promoting economic growth, stimulated by tariff reductions and more
open borders. The agreements were broadened to include more countries and commit-
ments, and to deal with trade disputes. Monetary and macroeconomic developments were
catalysts in the launching of each multilateral round. By the 1970s new pressures from low
cost imports, trade with state controlled economies, and the oil embargo and perceived
commodity shortages, shifted the focus of trade policies toward managing as well as lib-
eralizing trade.

The economic policies of the 1980s reflected an accelerating trend toward global
integration and policy convergence. A revolution in information technology led to a dis-
aggregation of traditional industrial structures, thereby greatly increasing foreign invest-
ment, market integration and the exchange of services. The restructuring of economies
introduced a new dimension to trade policy, new concepts of sovereignty and the role of
national borders. Governments were challenged to deal with sharp differences over the
impact of trade and economic activities on social, environmental and a myriad of modern
consumer issues and concerns. While the traditional barriers to trade remained challeng-
ing, for those sectors left behind in earlier trade liberalization, such as agriculture and tex-
tiles, new issues were emerging, stimulated by accelerating economic and social
integration. Many countries, both developing and developed, shifted or even reversed
their trade policies away from protectionism and market interventions, to open their
economies to international trade and competition. Beginning in Western Europe follow-
ing WWII, groups of nations came together to form regional arrangements to accelerate
industry restructuring, economic growth and commercial exchange.
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This new phase in trade policy was marked by many regional trade agreements and the
most comprehensive multilateral negotiation in the history of GATT, the Uruguay
Round. Described by some trade experts as the most important event in recent economic
history, its Final Act launched the World Trade Organization in 1995. As the permanent
international trade institution, it completes the ambitious plan for global economic
cooperation envisaged half a century before, and incorporates some 40 separate agree-
ments, including the GATT 1994, in a single undertaking accepted by most of the trading
nations of the world. It includes agreements on trade in goods, services and intellectual
property rights. The agreements cover the traditional trade barriers, reductions in tariffs
and removal of waivers, derogations and most non-tariff barriers to trade. A beginning is
made on liberalizing trade in agriculture and textiles. The WTO has much stronger
dispute resolution mechanisms and a permanent trade policy review mechanism.

The trade policies of the modern era continue to evolve within the WTO framework.
The WTO membership is expanding, with many of its new members drawn from the
developing countries and former state controlled countries which are becoming market
economies. Regional integration with new bilateral and plurilateral trade agreements is
ongoing. With stronger and more effective dispute settlement provisions in the WTO and
in some regional accords, there is a trend toward stricter adherence to rules and commit-
ments. Trade policy is becoming more comprehensive and more confrontational as new
issues and advocacy groups challenge the impact of trade on their interests and concerns.
There are numerous trade policy issues that remain outstanding or only partially resolved
including the use of anti-dumping legislation, countervailing duties and rules of origin to
limit or prevent trade. Emerging security concerns and tighter border supervision present
new challenges to cross-border trade. Despite this, and persistent protectionist pressures
over labor concerns, trade deficits and macroeconomic developments, governments are
working to improve the multilateral trade system. In the first years of the new century, vir-
tually all of the trading nations of the world are engaged in a further round of multilat-
eral negotiations with a focus on international development.

The modern history of trade policy is a record of the efforts by nations to move from
policies based on power and unilateral and nationalistic economic behavior toward a
multilateral system of consultations, rules, and agreed dispute settlement procedures. It
involves the acceptance of a degree of international discipline over internal policies in
relation to retaining full sovereignty over them. The adherence to the principles of the
WTO framework for trade policies, of non-discrimination and national treatment, also
demonstrates the acceptance of market and price-based economies over those managed
through government interventions. The emergence of the multilateral trade system
represents recognition of the growing interdependence of nations and the fact that all
countries are affected by events elsewhere, whether open conflicts, monetary or macro-
economic developments, environmental issues or social or political unrest.

Behind the evolving events of the last half century, and the on-going concerns —
economic, social, political — of rapidly integrating world economies, is the continuing
challenge for governments to manage the benefits of expanding trade and economic
growth in an acceptable manner in the face of inevitable change. There are indications that
governments, and those they represent, recognize that there is a cost to society of shield-
ing sectors from global competition or of providing forms of assistance to weaker sectors.
The gains from trade have been demonstrated by the history of liberalization over half
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a century, and the full costs of trade protection, subsidies and related disputes are becom-
ing recognized. This augers well for future trade liberalization. What is apparent in the
early years of the twenty-first century, and is reinforced by this review of the history of
modern trade policy, is the potential benefit in economic and social terms from more open
trading arrangements. In the future, as in the past, nations can be expected to find a path
to improve the level of their prosperity through cooperation in economic affairs and
expanding trade in goods and services.

Notes

1. The General Agreement on Tariffs and Trade, Geneva, 1986.

2. Numerous publications provide a detailed history of the early development of the multilateral trade system
and the GATT - see references, particularly: Jackson, John. H., World Trade and the Law of the GATT,
1969; and Restructuring the GATT System, 1990; Hart, Michael, Fifty Years of Canadian Tradecraft, 1998,
and editor of ‘Also Present at the Creation, Dana Wilgress and the UN Conference on Trade and
Employment at Havana’, 1995; Stone, Frank, Canada, the GATT and the International Trade System, 1984.

3. By 1942 trade agreements with 28 countries had reduced the US tariff by nearly 50 percent (Hart).

4. Charters for the IMF and World Bank were negotiated at Bretton Woods, New Hampshire and are known
as the Bretton Woods Financial Institutions.

5. Most provisions of the General Agreement were drawn from the commercial policy chapter of the draft
ITO Charter. The text of the Charter, with an introduction and analysis, is included in Hart, M., ‘Present
at the Creation’.

6. Chapter VI of the Havana Charter contained provisions for commodity agreements among producer and
consumer countries to stabilize markets. Six agreements with economic provisions were negotiated in the
post-WWII period covering wheat, tin, sugar, coffee, cocoa and natural rubber, Stone, F.; Canada, The
GATT and the International Trade System.

7. Hart, M., Fifty Years of Canadian Tradecraft.

8. Article XXIV of the GATT provides an exception for countries which form customs unions or free trade
areas with specific rules and conditions subject to approval. Under Article XXV, a waiver may be granted
for other preferential trade arrangements (Stone). Descriptions and assessments of the numerous regional
trade arrangements are provided in several publications, including those noted in 2. above. See also; Serra
Puche, J., ‘Regionalism and the WTO’, and Smith, M. G. and Stone, F., Assessing the Canada—US Free
Trade Agreement.

9. Lipsey, R. et al., The NAFTA, What's In, What's Out, What's Next, C. D. Howe Institute, 1994.

10. Jackson, J., ‘Emerging Problems of the WTO Constitution: Dispute Settlement and Decision-Making in
the Jurisprudence of the WTO’.

11.  World Trade Organization, Uruguay Round Agreements and Final Act, Geneva, 1994.

12.  Ruggiero, R., Fiftieth Anniversary Forum.

13. Ingco, M. D. and L. A. Winters (eds), Agriculture and the New Trade Agenda.

14. World Trade Organization, Doha Ministerial Declaration, 2001. Regarding negotiations on trade and
competition policy, Chapter V of the Havana Charter contained proposed rules for restrictive business
practices.
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5 Modeling approaches to the analysis of trade
policy: computable general equilibrium and
gravity models
Olena Ivus and Aaron Strong

Introduction

Gravity models and computable general equilibrium (CGE) models are the most com-
monly used analytical techniques to perform a quantitative analysis in the area of trade
policy. These models provide a consistent economy-wide picture that can be very benefi-
cial to policy makers. Both CGE and gravity models have the advantages of general equi-
librium approaches in examining a great variety of questions. In the partial equilibrium
models of international trade the focus is on one sector of the economy with the cross-
sector effects being disregarded. General equilibrium modeling, in turn, takes explicit
account of the consequences that a policy change in one sector has on other sectors of the
economy.

The gravity model is a popular empirical approach to trade that has been used widely
for analyzing the impact of different trade policy issues on bilateral trade flows between
different geographical entities. This model takes an ex-post approach to perform trade
policy analysis. Gravity models measure the effect on trade flows of a past trade policy.
By contrast, CGE modeling takes an ex-ante approach, which involves quantifying the
future effects of a new policy. In addition, gravity models only explain the pattern of bilat-
eral trade and do not provide direct estimates of welfare costs. CGE models, on the other
hand, are generally used to quantify the impact of a change in trade policy on countries’
welfare levels and the distribution of income across multi-country regions.

The main goal of this chapter is to provide an introduction to both CGE and gravity
models. The next section discusses the gravity model. First, the basic gravity equation is
introduced. Second, the theoretical foundations of gravity models are provided. Third,
issues and caveats concerning the empirical estimation of gravity models are considered.
The section concludes with a selective review of studies based on the gravity model. The
third section presents the CGE model. First, the advantages and disadvantages of CGE
modeling are discussed. Second, the basic structure of CGE models is presented. Third,
the steps used to construct a CGE model are described. The section concludes with a dis-
cussion of the Harrison/Rutherford/Tarr Multi-Regional Global Trade Model.

Gravity models

Tinnbergen (1962) and Péyhonen (1963) were the first economists to use a gravity-style
equation to analyze international trade flows. Since these foundations were laid, the
gravity model has become a popular empirical trade approach that has been used widely
for analyzing the impact of different trade policy issues on bilateral trade flows between
different geographical entities. It has also been applied to a wide range of other questions,
such as foreign direct investment, tourism, migration, commuting, and so on.

44
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The basic gravity equation

The name of gravity model was derived from Newton’s ‘law of universal gravitation’. In
this version of ‘gravity’, the extent of a trade flow between two countries is equal to the
product of their masses or economic sizes divided by a resistance or distance factor. A jus-
tification for the gravity models of Tinbergen (1962) and Péyhonen (1963) can be based
on Walrasian general equilibrium theory. The gravity equation is viewed as a representa-
tion of demand and supply forces. In this case, aggregate income of the importer proxies
the level of demand in the destination region and aggregate income of the exporter proxies
the level of its supply. Distance is used as a proxy for transport costs.

In greater detail, the general gravity model specifies that the bilateral trade between
countries 7 and j in year ¢ is positively related the economic sizes of the two countries,
proxied by GDP, and negatively related to the trade costs, proxied by distance between
the two countries’ capital cities. The baseline specification of the gravity model with
exports as a dependent variable is summarized in Table 5.1.

In the importing country, a higher level of income should imply greater imports. In the
exporting country, a higher level of income will give rise to a greater level of overall pro-
duction and this, in turn, will increase the availability of goods for export. Distance drives
a wedge between demand and supply, resulting in a lower equilibrium export flows. The
model may be estimated for a single year, as a so-called cross-section of trading countries,
or pooled over several years.

In order to account for as many extraneous factors as possible, it is common to augment
the basic gravity equation with a number of extra conditioning variables that affect trade.
Many authors estimate gravity equations with the per capita incomes of the exporter and
importer as an additional measure of country size. Some authors have included a country
‘remoteness’ variable in the gravity equation. The effect of this variable measured by its
estimated coefficient is expected to be positive, since the less remote a country is, the more
sources of imports it has and, as a result, the smaller share of its imports comes from each
particular source. Anderson and van Wincoop (2003), in turn, stress the importance of
introducing ‘multilateral resistance’ terms — measured by the average trade barriers of the
exporting and importing countries — into the estimated equation. They argue that adding
a remoteness index is in discordance with theory, because it is a function of distance and
it does not capture any other barriers to trade. Anderson and van Wincoop (2004) note
that a multilateral resistance index may be replaced with importer and exporter country-
specific effects. Rose (2004) applies an empirical strategy to control for as many ‘natural’

Table 5.1 The baseline specification of the gravity model*

X . exports from country i to country jin year ¢ depend on:
Y, GDP of the exporter 7 at time ¢

Y, GDP of the importer j at time ¢

D, distance between the trading regions i and j

Note:

2 In the estimation procedure a log-linear form (that is taking the natural logarithms of the variables) is often
applied. In this case the specification will be the following:
logX, =a+B,logY,+ leong’+ B3logD[j+ &,

ijt
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causes of trade as possible. In this case, the gravity equation includes variables for sharing
a common land border, speaking a common language, ever having been colonized, using
the same currency at time ¢, and so on.

The theoretical foundations of gravity models

Despite the gravity model’s considerable empirical success (for example, its high explana-
tory power), it was long criticized for lacking strong theoretical foundations. More
recently, different theories have been developed to establish rigorous theoretical under-
pinnings of the gravity model. Anderson (1979), Bergstrand (1985, 1990), Deardorff
(1998), and Eaton and Kortum (2002) have developed micro-foundations for the gravity
model. Anderson (1979) provided a theoretical basis for the gravity model by assuming
constant elasticity of substitution (CES) preferences and goods that are differentiated by
country of origin. Bergstrand (1990) derived a gravity equation from a monopolistic com-
petition trade model in which the countries are completely specialized in different product
varieties. In this case, each country is exports one variety of a differentiated product to
other countries. Deardorff (1998) has shown that the gravity model can arise from the
Heckscher-Ohlin model, which explains trade based on relative differences in factor
endowments across countries. Eaton and Kortum (2002) obtained a gravity equation from
a Ricardian type of model, which explains trade based on relative differences in tech-
nology across countries.

Feenstra (2004) notes that the conventional gravity model assumes identical prices
across countries. Therefore, price is not included in the gravity equation as a variable that
affects bilateral trade flows. Under the micro-foundations approach this results in mis-
specification of the gravity model. It is important to allow for differing prices due to trade
barriers between the countries. The gravity equation with so called ‘price effects’ was
derived by Anderson (1979). Feenstra (2004) suggests three approaches to estimating this
equation. First, the price effects may be measured by price indexes, as in Bergstrand (1985)
and Baier and Bergstrand (2001). Second, estimated border effects may be used as an
alternative measure, as in Anderson and van Wincoop (2003). Third, a fixed-effects
approach, which allows each country to be different, may be applied as in Redding and
Venables (2000) and Rose and van Wincoop (2001).

Estimation of gravity models

The gravity model is a conventional method used to estimate the impact of various types
of trade-related policies on international trade flows. Many gravity-model papers, for
example, examine the effect of the formation of regional trade areas (RTAs). In this case,
the gravity equation is extended using regional dummy variables, which indicate whether
or not a pair of countries is in the same region. However, one needs to be careful when
the interpreting the estimated coefficient, which describes the empirical effect of this
dummy variable. Ideally, the intent is to measure the impact of the RTA, but other effects
may also inadvertently be captured due to measurement problems. For example, the true
costs of bilateral trade may be partially subsumed by the variables related to trade agree-
ments because the distance between capital cities does not fully reflect the trade costs. Of
course, simple distance measures are flawed in many ways; most countries have multiple
economic centers and other features matter such as infrastructure quality and border
waiting times.
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Regional dummy variables, which are intended to show the impact of RTAs, may also
catch the effects of any variables that are not included in the gravity regression. The base-
line gravity model approach makes an assumption that the level of bilateral trade depends
only on the included economic features of a given pair of countries. However, the level of
export from country i to countries j and k may be different even if countries j and k have
the same GDP levels and they are equally distant from country i. These differences can be
explained by political factors, historical links, cultural similarities, and so on, that are cor-
related with levels of bilateral trade and with the baseline gravity variables. Omission or
misspecification of these variables will lead to omitted-variables bias or the so called het-
erogeneity bias.

As demonstrated by Cheng and Wall (2005), standard estimation methods overestimate
trade between low-trade countries and underestimated trade between high-trade coun-
tries.! They argue that the inability of the standard cross-section estimation to account for
the pairwise heterogeneity of bilateral trade relations is the principal cause of the bias. To
eliminate the heterogeneity bias Cheng and Wall (2005) adopted a model which includes
both the country-pair and year specific effects. The term which is common to all years,
but specific to the country pairs is used to take into account the specific country-pair
effects between the trading partners, such as distance, border, language, culture, and so on.
The term, which is common to all pairs, but specific to each year, is included to capture
the year-specific fixed effects. They will catch all the omitted factors that affect bilateral
trade, are constant across trading pairs and vary over time. Alternatively, Matyas (1997)
has emphasized: ‘Unfortunately, none of the applications of this model bothered to take
into account the local, target and time effects, which means that all practitioners were
imposing the unnecessary restrictions . . . These are unlikely to be correct.” In this way,
Matyas (1997) argues that the correct econometric specification of the gravity model
should include the importer (target) country effects, the exporter (local) country effects,
and the time effects.

In summary, the main benefit of both of the above extensions of the gravity model is
that they help to control for omitted variables that are unobservable or difficult to quan-
tify. Adopting either or both extensions will provide a robustness check, which will help
avoid misinterpretation of empirical results from the simpler formulations of the model.

Applications: The impact of membership in the WTO and RTAs on trade

Several studies have applied gravity equations to provide an empirical examination of the
impact of multilateral or regional trade agreements on international trade and, thus, have
contributed to the refinement of the gravity model approach. This section provides a
selective overview of some of these applications.

A recent study by Rose (2004) provides a comprehensive econometric study that ana-
lyzes the effect of the World Trade Organization (WTO), the Generalized Agreement on
Tariffs and Trade (GATT), and the General System of Preferences (GSP). The augmented
gravity model studied real bilateral trade flows between trading countries for the period
from 1948 to 1999. The author concluded that membership in WTO/GATT did not imply
an increase in trade intensities because the volume of bilateral trade between members
and non-members was not significantly different.

The results of Rose (2004) have been strongly questioned by Subramanian and Wei
(2003) who contend that the analysis needs to take into account liberalization asymmetries
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arising from the WTO: between developed and developing countries; between developing
countries that joined the WTO before and after the Uruguay Round; and between trade
sectors. Once the econometric specification incorporates these types of unevenness in the
patterns of trade liberalization, the impact of the WTO on promoting world trade appears
to be strong and positive, although uneven. On the other hand, the authors suggest that
Rose’s gravity model specification needs to include country fixed effects to capture the
impact of multilateral resistance.?

The economic implications of RTA formation for international trade have been exam-
ined in many empirical papers. Bayoumi and Eichengreen (1995) make an important dis-
tinction between trade creation effects, leading to increases in the intensity of trade
between members of RTAs, and trade diversion effects, leading to decreases in trade with
third countries.’ The authors apply the gravity model with the addition of specific dummy
variables to capture the impact of participation in various RTAs. A positive coefficient on
the dummy variable indicating both countries of a bilateral pair are the members of the
RTA, suggests that they trade more with one another than is predicted by their incomes
and distance, and, so, would provide evidence of a trade creation effect. A negative
coefficient on a dummy variable indicating that one country in a bilateral pair is a member
of an RTA but the other is not, would suggest trade diversion vis-a-vis the rest of the world.
In order to identify differences over time in the trade creating and trade diverting effects of
EU integration, successive cross-sections were analyzed for a sample of 21 industrial coun-
tries and a period of 1953-1992. The authors found that the European Free Trade
Association (EFTA) resulted in trade creation, while the European Economic Community
(EEC) promoted trade within the region through the combination of trade creation and
trade diversion. It is also noted that the accession of Spain and Portugal resulted in almost
no trade diversion.

Christie (2002) presents a classical approach to the problem of quantifying potential
trade levels, with a specific emphasis on trade flows with and within southeast Europe.
After applying the gravity model approach and using panel data from 1996 to 1999 the
author found that EU members trade 122 percent more than non-member countries,
however the cross-section estimation for 1999 indicated that this effect decreased to 98
percent. The author notes: ‘Overall, regional variables appear as significant in the panel
model, but on separate cross-sections regression their significance deteriorates with the
years’.

Chang and Winters (1999) have shown that regional integration, on average, has signifi-
cant adverse effect on non-member countries exporting to the integrated market. Even if
regional integration does not increase external barriers to trade, the excluded countries
may still be negatively affected. This, for example, could arise from excluded exporters
decreasing their prices to meet the competition from suppliers within the RTA.

Gravity models have also been widely applied to examine the link between trade and
exchange rate volatility, trade and currency unions, trade and environment, and trade and
growth. However, it is important to be cautious about drawing inferences from the results
of gravity model estimation, particularly if only one model is being considered. As
Piermartini and Teh (2005) point out, gravity-model results generally depend on a number
of estimation choices, such as the use of aggregated or disaggregated data, the sample
of countries, the length of time period, the specification of a gravity model, the use of
country-specific or country-pair-specific effects, and so on.
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Computable general equilibrium models

Although the gravity model provides a nice framework for considering ex-post analyses
of trade policy, it is also desirable to have a tool for examining changes in trade policy
prior to implementation in so-called ex-ante analysis. Computable/calibrated general
equilibrium (CGE) models provide one such framework. One of the main motivations
underlying the use of CGE models is to be able to consider large scale policy changes
using the present economy as a benchmark. This aspect of large scale policy changes sep-
arates the ability of the policy analyst to evaluate policies using a simple theoretical model
or a back of the envelope calculation to gauge the impacts of policies. Trade policy is an
inherently large scale problem. Even a scale change in a single industry has the potential
to cause drastic and unexpected consequences given backward and forward linkages
within the economy. These interdependencies between industries need to be considered in
order to analyze the full impact of policy changes.

Quantifying the impact of policies had its beginnings with Leontief (1951, 1953) in
which he developed the structure of input-output models for economies. These models,
still popular today, tend to focus on inter-industry connections to meet final demand and
not necessarily an integration of production with consumption along with factor owner-
ship. The theoretical underpinnings for analyzing a general or economy-wide equilibrium
lie first with Walras (1896) who represented the economy with a system of simultaneous
equations that describe supply and demand equilibrium or market clearing through a set
of prices for goods and factors. Nobel laureates Kenneth Arrow and Gerard Debreu
(1954) and Debreu (1959) extended the ideas of Walras to incorporate the conditions for
which a competitive equilibrium exists. Further, they established the link between a
market equilibrium and welfare. The first real CGE model can probably be attributed to
Johansen (1960) in which a linear model of the economy is used to identify the sources of
economic growth in Norway. The first rigorous treatment of the numerical algorithms
involved to compute non-linear models can be attributed to Scarf (1969). More recently
with the advent of improved software and computational power, there has been a steady
increase in the use of computational methods to explore issues of interest not only to aca-
demics but also policy makers at all levels.

Why use CGE models?

In considering questions of trade policy, at one level we care about the qualitative
impact, or about which production sectors and consumer groups will be positively and
negatively affected by the policy change. Economic theory can provide us with these
results in a variety of circumstances. Potentially more interesting is the degree to which
groups are affected. CGE and other quantitative methods allow us to estimate these
effects. Through simulation of the economy we will not only be able to know who are
the winners and losers but also how big these gains and losses are in order to have a
better sense of the economic and social impact of policy change. In addition to being
able to know how big the gains and losses are, in order to make theoretical analyses
tractable, a certain level of aggregation is needed. This aggregation loses the detail that
many policy makers would like to have in order to make better informed choices.
Through the use of computational methods, this curse of dimensionality may be weak-
ened. The limits to the dimension of the problem are no longer driven by tractability but
by data availability.
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Trade policy changes and trade negotiations are usually not single dimensional, and
there is usually a ‘give and take’ in different sectors as well as by different parties involved.
Additionally, a set of policy changes may have both positive and negative effects on the
same sector or group. Theoretical considerations do not allow us to know the magnitude
of these impacts and to be able to compare them in a meaningful manner. Through the
use of computational methods multiple and/or ambiguous policy changes may be ana-
lyzed. Along these same lines, much of economics is concerned with efficiency whereas
many policy makers may be additionally concerned with equity implications of policy
changes. We know that different consumer groups will be affected differently by the same
policy change. Just as we may disaggregate sectors fairly finely, we may also disaggregate
consumer groups. Again, the limit to which we may disaggregate is driven by data avail-
ability and not the tractability of the problem.

Structure of CGE models
One of the main advantages of a modeling an economy and especially modeling a detailed
economy is that we must truly understand the structure of the economy. In general, there
are really five main aspects that need to be considered when trying to accomplish the goal
of modeling an economy:

How do goods and factors flow through the economy?

In each sector, how does production take place?

In each industry, what does the market structure look like?
At the consumer level, how does consumption take place?

Finally, who owns which factors of production and firms?

NS

In general, the structure of a CGE model may be described using an open economy
circular flow model, which illustrates the linkages between different sectors of the
economy. As illustrated in Figure 5.1, firms purchase (demand) intermediate goods from
other domestic or foreign firms and primary factors from households. They produce
final output and sell (supply) it to households, government and the investment sector or
export it to the rest of the world (ROW). In addition, some final and intermediate prod-
ucts are purchased (demanded) from abroad. The aggregate output in the economy is
distributed across households, governments and the investment sector. Households own
factors of production, sell (supply) them to firms and get a reward for using these
factors. Rent for land, wages for labour, interest for capital and profit for entrepreneur-
ship are used as income to demand consumer goods. The role of a government sector is
to collect taxes on domestic and imported goods, pay subsidies, buy goods and provide
public goods and services. In summary, the circular flow diagram divides the economy
into two sectors: one concerned with producing goods and services, and the other with
consuming them.

Production in a CGE model takes place under the assumption of profit maximizing
firms. These firms take prices of factors and goods as signals and make decision about
output and input mixes. Recently there has been a move to incorporate not just
production through factors but also through the use of intermediate inputs in the pro-
duction technology. The production technology is usually modeled using a production
function that is a second order approximation of the data. That is, the production
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Figure 5.1  Circular flow of an economy?

technology will use a benchmark set of prices and quantities for a given year and
then estimate the substitutability of the inputs from either the rest of the economic
literature or through direct estimation using either time series or panel estimation.
The other assumption that needs to be considered at the production level is that of
market structure of the sector. Most commonly, models take perfect competition as the
assumption. When considering trade policy, this may not be the case. Recently
within the trade literature, both theoretically and numerically, there has been a move to
imperfect competition either through an oligopoly or monopolistically competitive
assumption.

Following the structure of the firms, consumer behavior has a similar structure.
Analogous to firm behavior, consumers are assumed to maximize wellbeing, while taking
good and factor prices as given. What distinguishes general equilibrium models from
partial equilibrium is the ability to track the income of consumers. Consumers are
assumed to own the factors of production as well as the firms. Many CGE models
assume that there is a single representative economic agent that stands in for all economic
agents. However, this need not be the case. If the focus of consideration for the policy
change is on how different consumer groups are affected, this representative agent may
be disaggregated to many such agents with different endowments of factors as well as
firm ownership.

Finally, since firms are maximizing profit and consumers’ wellbeing, we need to under-
stand how these two sides of the economy interact. First, there is the assumption of full
factor utilization. On the labor side, this means that there is full employment within the
economy. Second, all markets, whether factor or good, must clear. Prices within the
economy will adjust such that the supply of each good and factor will equal the demand.
All of these assumptions come together into three types of conditions that will define a
CGE model: market structure (zero profit) conditions, market clearing, and property
rights (income balance) conditions.
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Operationalizing CGE models
Following Markusen (2002), there are six steps to consider when constructing a CGE
model of an economy. These are discussed in more detail below:

specify the dimension of the model,;

choose functional forms for production, transformation and utility;
construct a micro-consistent dataset;

Calibrate the model to the data;

Replication of benchmark; and

run counter-factual experiments.

AN

As a starting point to any modeling exercise, we must know the level of detail that the
model must contain in order to analyze the economy at the appropriate scale. We must
choose the dimension of the model or number of goods, factors, consumers, countries and
active markets. Once the level of detail is chosen, the next set of assumptions that must
be chosen is the structure or functional form of the production and consumption sectors.
As discussed previously, this is usually chosen to allow the most flexibility to fit the data.
Most commonly, a two level, nested constant elasticity of substitution is chosen. This
allows the modeler to have the flexibility described above while not having to make too
many additional assumptions regarding the parameters of the functions.

Once the structure of the model is chosen, data must be found to correctly calibrate the
model to the appropriate level of detail. The data are usually constructed using two main
types of data sources. First, a micro-consistent input—output matrix needs to be either
constructed or obtained. Three common sources for this data are the Global Trade
Analysis Project (GTAP), the Minnesota IMPLAN Group, Inc., and national level sta-
tistical agencies. Additionally, the International Food Policy Research Institute has a
variety of input-output matrices for developing countries. If not already present in the
data, the consumer side of the economy must be constructed. At the most basic level, this
simply involves the final demand quantities, which are consumed and exported. In a more
detailed model with heterogeneous consumer groups, consumer expenditure surveys may
be used to obtain information on preferences and factor and firm ownership. From these
data sources, a micro-consistent social accounting matrix (SAM) is constructed. The
SAM is a generalization of the original work of Leontief (1951) that contains more detail
about consumption and ownership and allows the modeler to have a benchmark equilib-
rium with which to calibrate the model. Combining the assumptions of the model with
that of functional forms, the data are used to calibrate the parameters to replicate the
benchmark equilibrium. Assuming that the economy presently satisfies the assumptions
of market structure, market clearing and property rights in the economy, the model
should reproduce the present economy. The ultimate goal of most CGE modeling exer-
cises is to answer questions about how the economy responds to policy changes. Thus, the
model should be able to replicate the present policy. Once a model is constructed to repli-
cate the present economy, alternative counter-factual policies may be considered.

Application. the Harrisonl Rutherford|/Tarr Multi-Regional Global Trade Model
To measure the welfare benefits of the Uruguay Round of the GATT, Harrison et al.
(1995, 1996, 1997) employ ‘“The Multi-Regional Global Trade Model’. The effects of the
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Uruguay Round are quantified for 24 regions and 22 production sectors in each region in
the four following areas: (a) tariff reductions in manufactured products; (b) replacement
of non-tariff barriers in agriculture by the equivalent tariffs and obligatory commitments
to decrease the level of agricultural protection; (c) the reduction of export and produc-
tion subsidies in agriculture; (d) the removal of Voluntary Export Restraints (VERs) and
Multi-Fibre Arrangements (MFAs). All distortions, such as taxes, tariffs, subsidies,
VERs, and non-tariff barriers, are modeled as ad-valorem price wedges.* The data
employed in the model come from the GTAP database for 1992 (Version 2). The results
of the ‘base’ constant returns to scale and perfect competition static model suggest that
the world welfare gains from the Uruguay Round would be $92.9 billion per year, out of
which $18.8 billion are from manufacturing sector reforms, $58.3 billion are from agri-
cultural reform, and $16 billion are from MFA reform.

Variations of the Multi-Regional Global Trade Model may be applied to analyze a wide
range of trade issues. For example, it is possible to assess the impact of global free trade
on the countries’ welfare and the distribution of income across the regions. In addition,
the impact of a county’s accession to the WTO may be quantitatively assessed. Further,
the model may be extended to analyze the effects of regional trade agreements on the
member countries as well as on those excluded from membership regions. Incorporating
the short-run effects of changes in the trade policy in addition to the long run effects will
allow evaluation of the transaction costs associated with a policy change, which must be
taken into account by policy-makers.

Conclusions

This chapter introduces the most commonly used analytical techniques for a quantitative
analysis in the area of trade policy, namely computable general equilibrium and gravity
models. Gravity models are popular empirical trade devices that have been used widely
for analyzing the impact of different trade policy issues on bilateral trade flows between
different geographical entities. CGE models are generally used to quantify the impact of
a change in trade policy on the countries’ welfare and the distribution of income across
countries or multi-country regions. Through the use of computational methods, it is pos-
sible to analyze multiple policy changes and/or policy changes with ambiguous effects
where theory is silent. Both types of models provide a consistent economy-wide picture
that is beneficial to policy makers.

Notes
1. Thestandard estimation method restricts the intercept of the gravity equation to be the same for all trading
partners.

2. This issue was discussed further in Anderson and van Wincoop (2003).

3. Trade creation will occur if formation of a regional trade association results in the transfer of production
from a high-cost source in a home country to the low-cost source in a partner country, because tariffs have
been removed from the trade between these countries. Trade diversion, in contrast, will occur if produc-
tion is transferred from a low-cost source in a third country to a higher-cost source in a partner country,
because tariffs are no longer imposed on the goods from the latter.

4.  Important caveats concerning the conventional practice of ad valorem equivalent modeling are discussed
in Chapter 18.
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6 Why are there trade agreements?
James Gaisford and Annette Hester

Introduction

Even the most cursory look at the conduct of trade policy suggests two predominant facts.
On the one hand, countries rarely pursue free trade as a unilateral policy. On the other
hand, countries frequently do pursue trade agreements on a multilateral or regional level.
The purpose of this chapter is to shed light on these two central features concerning the
conduct of trade policy. While most international trade textbooks provide reasonable
explanations for unilateral trade policy interventions, their accounts of trade liberaliza-
tion under the guise of trade agreements are frequently weaker, and their treatments of
the connections between interventionism and liberalization are often lacking entirely.
A cogent explanation of the relationship between trade policy interventionism and liber-
alization, however, can be gleaned from a strand of the literature addressing retaliatory
tariffs, which was pioneered by Johnson (1953) and elaborated by Dixit (1987) and many
others. This chapter draws heavily on Dixit in particular.

In the past 200 years, there have been few countries that have refrained from using
trade-policy measures. Two examples of jurisdictions that have approximated a free-trade
stance are Britain at the end of the nineteenth century and Hong Kong in the later twen-
tieth century. At the other end of the spectrum, countries seldom cut off trade completely.
The communist regime in Albania attempted to pursue a policy of economic isolation or
autarky after World War II and China followed suit for a shorter time period during the
Cultural Revolution. While these observations suggest that neither free trade nor autarky
are policy equilibria, international trade theory is often misunderstood to imply that free
trade is an equilibrium. As we will see, however, it is independently rational for any one
country to impose trade policy measures, such as tariffs.

To avoid confusion, we hasten to observe that the legacy of economic thought with
respect to international trade, which is discussed in Chapter 3, does demonstrate that,
when markets are competitive, free trade allocates world resources efficiently and that free
trade generates mutual gains for all countries relative to a state of no trade or autarky.
Saying that free trade is better than no trade for any country, however, certainly does not
imply that free-trade is a country’s best policy. Similarly, to say that free trade allocates
world resources efficiently does not imply that this, or any other, efficient allocation will
be attained as a non-cooperative policy equilibrium when each country independently
pursues it own trade policy.

As discussed in Chapter 2, there has been a proliferation of regional trade agreements,
parallel to multilateral trade liberalization under the General Agreement on Tariffs and
Trade (GATT) and the World Trade Organization (WTO). A key common element in the
explanation of these divergent developments is that trade agreements appear to offer
mutual benefits. The analysis in this chapter will confirm that cooperation between coun-
tries on at least partial trade liberalization is mutually beneficial. The overall implication
that we will explore in this chapter is that precisely because free trade is not a robust policy
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equilibrium, there is a role for trade agreements. Moreover, in a multi-country world, the
proliferation of regional trade agreements is a natural result.

To provide a systematic exploration of the nuances of the conduct of trade policy
requires us to employ elements of game theory as well as international trade theory. In
this context, a ‘game’ is a situation where the choices of any one player have a percep-
tible impact on the other players, and thus, indirectly affect their choices. In taking
particular actions and pursuing an overall strategy, any one player must be cognizant
of the impact on the actions and strategies adopted by all other players because these
will in turn affect the first player’s well being or payoff. While these strategic interac-
tions among players add an unavoidable layer of complexity to the theory of interna-
tional trade policy, we will endeavour, at every step of the analysis, to be clear and
straightforward.

An initial trade policy game
To simplify the initial analysis of the trading game as much as possible, we make five
important assumptions:

al. Two countries, 4 and B, trade two goods.

a2. All markets are competitive.

a3. Each country sets its trade policy to maximize its national welfare.

a4. The countries are of equal size and the trading environment is symmetric.
a5. The trading game occurs only once.

Reality, of course, is much richer than the trading environment circumscribed by these
assumptions. While the initial analysis is instructive, we will follow up with vital lessons
that arise from relaxing each of these naive assumptions.

In the initial scenario, Country 4 must import one good and Country B must import
the other since there are just two goods. If neither country sets a tariff, of course, the
result is free trade. Thus, in Figure 6.1, the free trade point is F7, where the tariff rate of
Country A4, t4, and the tariff rate of B, ¢5, are both equal to zero. Given that competitive
conditions prevail in all markets, free trade is one position that is consistent with world
efficiency, but it is not the only efficient point. If one country were to impede trade
through a positive tax or tariff on its import, the other country could restore efficiency
by expediting trade through an import subsidy or ‘negative tariff’ of appropriate size on
its import. Although import subsidies are rare in practice, countries do occasionally
impose such measures, especially on food products in times of shortage. In Figure 6.1,
the WE curve is the locus of all tariff combinations for Countries 4 and B that are con-
sistent with world efficiency.!

If the countries set tariffs that are sufficiently high, a state of no trade or autarky will
result. For example, in Figure 6.1, if Country 4 sets a prohibitive tariff that is greater than
or equal to 14, trade will be cut off even if B refrains from implementing a tariff.?

Further, all tariff combinations either on or above the no-trade curve, which is labeled
NT, eliminate all trade between the countries. Between the WE and NT curves, trade
volume are typically less than the efficient level, and below the WE curve, the trade volume
is typically greater than the efficient level.
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WE

Figure 6.1  Autarky, world efficiency and Country A’s trade-policy behavior

A country’s optimum trade policy
It is reasonable to assume that each country controls its own trade policy, but not that of
the other. Consequently, we can say Country A sets its trade conditional on the trade
policy of Country B, and vice versa. For the moment we will naively assume that each
country sets its trade policy to maximize its national welfare. In other words, we tem-
porarily assume that trade policy is designed solely to benefit society as a whole, rather
than favouring special (or vested) interest groups that have influence for one reason or
another. We can use Figure 6.2 to show how national welfare is affected in both countries
as A implements a tariff. We assume for simplicity that B does not tax or subsidize its
imports or exports so that B’s prices always reflect world prices. Given that DM is the
demand for imports curve of 4 and SX? is the supply of exports curve for B, under free
trade, the trade volume is 7'V, and the world price is P}%;.. A tariff imposed by Country
A creates a wedge between A’s domestic price, given by the import demand curve, and the
world and Country-B price, given by the export supply curve. For example, if Country A’s
tariff rate rises from zero to #4, ,, the trade volume will be reduced to 7V, ,, the world and
Country-B price will fall to P ,, and the domestic price in Country 4 will rise to P4, ,,
which exceeds P4, by 4, percent. If Country A’s tariff rate rises sufficiently, say to .,
it becomes prohibitive and trade is cut off entirely. The world price and Country-B price
will fall to P%,. while the domestic price rises to P4, which exceeds P%, , by 4, percent.?
Implementing a tariff generates a benefit as well as cost from a national welfare per-
spective. Moving from free trade to a tariff rate of #{,, imposed by Country 4 causes a
loss of net consumer surplus equal to 41 + A2 dollars in Figure 6.2,* but government rev-
enues rise by 41 + Bl dollars due to tariff collection. Consequently, the overall change in
national welfare in Country 4 is equal to Bl — A2 dollars, which could be positive or neg-
ative. Equivalently, this overall change in 4’s welfare can be decomposed into a terms-of-
trade gain of Bl + B2 and an efficiency loss of B2 + A42. The terms-of-trade gain is the
result of Country 4’s market power; by restricting its imports, the world price declines.
The efficiency loss arises because the tariff introduces a distortion into the world market.
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Figure 6.2 The impact of a tariff on national welfare

Since Country 4 experiences a terms-of-trade gain in addition to the efficiency loss, the
overall effect on national welfare is ambiguous. Figure 6.2 shows a case where A’s national
welfare increases with a tariff is equal to #4,, because Bl > A2, which implies that the
terms of trade gain is greater than the efficiency loss.

If Country A4 imposes a tariff equal to 74, ,, this causes a loss of net producer surplus
equal to Bl + B2 dollars in Country B, as shown in Figure 6.2.° This terms-of-trade loss for
Country B arises because of the adverse change in the world price. Whatever the impact on
A’s domestic welfare, it can be concluded that its tariff always has a beggar-thy-neighbour
effect on the rest of the world. Since the terms of trade effects in 4 and B cancel out when
seen on a worldwide basis, only the efficiency loss remains. Consequently, a tariff always
causes a misallocation of resources and an unambiguous overall loss to the world economy.®

It is useful to consider the impact of gradually increasing Country A4’s tariff rate. When
the tariff rate is equal to zero, the efficiency loss is equal to zero, but as the tariff increases
the efficiency loss becomes positive and it gets larger at an ever-increasing rate. Ultimately,
with a prohibitive tariff, which is greater than or equal to 74, the efficiency loss is equal
to A1 + A2 + A3 + Bl + B2 + B3 dollars. Since the countries are temporarily assumed to
be symmetric by assumption a4, each country exercises some market power over the world
price and they do so to the same extent. Since Country 4 must then face an upward-
sloping export supply curve from B, its terms-of-trade gain is initially positive as it raises
its tariff rate above zero and its national welfare is necessarily higher than under free trade
over a range of sufficiently small values of its tariff.” While the terms-of-trade gain
becomes ever larger as the tariff increases, it increases at a decreasing rate. Finally, when
the tariff is greater than or equal to 74, the terms of trade gain is equal to B1 + B2 + B3
dollars, which is necessarily smaller than the efficiency loss. Consequently, over a range of
sufficiently large values of its tariff, national welfare in Country A is necessarily lower than
under free trade.
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Figure 6.3 A trade policy game that is symmetric

In this scenario where small tariff rates bring higher welfare than free trade and, high
tariffs yield lower welfare, there must be an optimum tariff at some intermediate value
where Country A exercises its market power as a single buyer or monopsony to its best
advantage.® Let us suppose that this optimum tariff happens to be equal to ¢4, , which
leads to the trade volume of TV, , in Figure 6.2. Returning to Figure 6.1, ¢/, is then
Country A’s best response to a zero tariff rate played by Country B. Since Country B is
behaving competitively, while A is exercising its market power optimally, ¢4, , can be seen
as A’s pure monopsony tariff.’ In the analysis, thus far, Country B’s tariff rate has been set
equal to zero, but there is nothing restrictive about this assumption. Given any non-
prohibitive tariff rate played by Country B such as ¢%,, Country A’s best response is an
optimum tariff that is positive but not prohibitive such as #{, because 4 has market power.
In Figure 6.1, RA is country A’s best response curve. This best-response curve must lie
between the no trade locus NT and the vertical axis where 4 = 0. Further, it will fre-
quently have the steep negative slope shown in Figure 6.1 where a one percentage point
increase in B’s tariff causes a less than a 1 percent decrease in Country 4’s optimum tariff.
We also note that Country A has dome-shaped welfare contours such as W, shown in
Figure 6.1. At all points on a welfare contour, a country’s national welfare is constant.
Starting at N1, if Country 4 were to either raise or lower its tariff from the optimum rate,
14, its national welfare would fall. In the unlikely but fortuitous event that B then lowered
its tariff below 7%, to a sufficient extent, Country 4’s welfare could be restored to the orig-
inal level that prevailed at N1. Thus, all points on the welfare contour W4, yield the same
national welfare for Country A4 as point N1, while all points inside this dome-shaped
curve, yield higher national welfare for Country 4 because they imply an even lower tariff
rate by B.

The key conclusion of our analysis of the optimum trade policy in this section is that
it is individually rational for Country 4 to impose a tariff. Since the countries are sym-
metric, however, the analysis applies equally to Country B. Consequently, Figure 6.3
shows the best response curve of Country B, RB, in addition to that of A, RA.
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Trade policy equilibrium

To begin with, suppose that the trade game is non-cooperative in the sense that each
country chooses its tariff independently without coordinating with the other country. We
can now search for possible Nash equilibria in a one-shot or static trade policy game. A
non-cooperative Nash equilibrium is an outcome where neither player regrets its choice
given the choice(s) of its opponent(s). In a one-shot trade policy game, it is immediately
apparent that free trade is not a Nash equilibrium because neither country’s tariff is an
optimum or best response to the tariff set by its opponent. Conditional on B choosing a
tariff rate equal to zero, Country A4’s best response would be to select outcome M A rather
than FT in Figure 6.3 by playing its pure monopsony tariff. Similarly, if 4 were to choose
a tariff rate equal to zero, then Country B’s best response is to choose its pure monopsony
outcome, M B, rather than FT. Consequently, both countries would have regrets if free
trade were the outcome of the game. However, neither of the countries’ pure monopsony
outcomes are Nash equilibria. While Country 4 would have no regrets at M A4, Country
B would want to increase its tariff rate so as to move to its best response curve, RB.

Analogously, at M B Country B would have no regrets, but 4 would want to increase its
tariff in order to reach the R4 curve.

In Figure 6.3, there is a Nash equilibrium at N1 where the best-response functions of
the two countries intersect. When B’s tariff rate is set at 7§, a tariff rate of 74, is A’s best
response and vice versa. Since both countries set positive tariffs, we can describe the Nash
equilibrium at N1 as a state of limited trade war. Moreover, in addition to satisfying the
no-regrets criterion, there is good reason to expect that outcome at N1 may actually occur
if the governments of the two countries understand the structure of the game. In deciding
what tariff to play, the government of Country A reasons as follows: ‘if we choose 74, then
their best response is t5,. Given that they do play 7§, then our initial choice of 74, isindeed
optimal.” And, of course, with the government of B reasoning analogously, N1 is a natural
outcome.'?

Some, but not all, autarky outcomes are also Nash equilibria. In the subset of autarky
outcomes given by { N2}, each country sets its own tariff at a prohibitive rate that would
curtail trade even if its opponent set a tariff rate equal to zero. Since B’s tariff rate has
already cut off trade, 4 would not regret playing a prohibitive tariff and vice versa. Thus,
the total trade war outcomes in { N2} are also Nash equilibria. While the fact that free
trade is not a Nash equilibrium appears to correspond nicely with the fact that in reality
few countries unilaterally pursue free-trade policies, the fact that there are autarky equi-
libria at first appears at odds with reality. Closer inspection of the model, however, sug-
gests that countries will tend to focus on the limited trade-war equilibrium at N1 because
both countries are better off with some trade than with none (Dixit 1987: 335).

Further examination of Figure 6.3 reveals that the Nash equilibrium at N1 leaves
untapped cooperative gains from mutual tariff reduction. Country 4 experiences higher
national welfare inside (or below) its dome shaped welfare contour, W4, and similarly, B
attains higher welfare inside (or to the left) of its welfare contour, W%,. Consequently,
mutual trade liberalization moving from N1 into the lens-shaped area between the two
curves in the direction indicated by the arrow would raise welfare in both countries.
Further, in the case of symmetric countries since point F7 is in the lens, full liberalization
to the free trade would be mutually beneficial. There are other points besides F7 in the
core of the trade policy game between CA and CB on the WE curve, which are both
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efficient and mutually beneficial.'!! While such points could be the target of cooperative
trade liberalization, free trade is perhaps the most natural target for symmetric countries.

While the availability of gains from cooperation suggests a possible role for trade agree-
ments, it is not possible to achieve such an agreement in a one-shot game specified by
assumption a5. Suppose the two countries had an opportunity to collude prior to choos-
ing their tariffs. In the absence of a world government that would allow countries to sue
to recover damages, each country knows that it is in the interest of the other to renege on
any commitments that are made and, thus, fully expects cheating. The limited trade war
Nash equilibrium at N1, thus, remains the only plausible outcome in the context of the
one-shot game. If the game is repeated, however, the possibility of future cooperation
could conceivably provide sufficient incentive for a self-enforcing trade agreement.

Before turning to repeated games, it should be emphasized that fear of retaliation is not
sufficient motivation for a rational country to unilaterally adhere to a zero-tariff strategy
because it is in the other country’s interest to implement a positive tariff regardless.
Consequently, the virtual absence of unilateral free-trade strategies, which is observed in
practice, is fully consistent with international trade theory.

Repeated trade policy games

We now relax assumption a5 by allowing the trade policy game to be infinitely repeated
and we investigate whether free trade might arise, either spontaneously or through a trade
agreement.'> We immediately observe that the trade war outcome at N1 in Figure 6.3
remains a policy equilibrium. If each country adopts a static strategy where it always plays
its N1 tariff rate, these strategies are mutual best responses. Neither country regrets its
strategy, giving rise to a Nash equilibrium where the outcome is N1 in perpetuity. Further,
this equilibrium passes the credibility tests that we invoke below. By analogous reasoning,
perpetual outcomes in {N2} can arise as credible policy equilibria supported by appro-
priate static strategies. Static free-trade strategies by both countries, however, do not con-
stitute a Nash equilibrium since both countries would always regret playing a tariff rate
equal to zero.

In addition to the outcomes at N1 and N2, there may be other pairs of strategies that
constitute policy equilibria and for some free trade may be the observed outcome.
Suppose that each country adopts a simple trigger strategy. With such a strategy, a
country plays a cooperative tariff rate that is equal to zero in the first period. In subse-
quent periods, the country cooperates if its opponent has cooperated in all previous
periods, but it plays a positive punishment tariff, say at its N1 level in Figure 6.3, if its
opponent has ever deviated from cooperation. Such trigger strategies would clearly
sustain free trade indefinitely. Further, these trigger strategies may be mutual best
responses, and thus constitute a Nash equilibrium. For example, Country 4 will not regret
its trigger strategy if the benefits from continuing cooperation are larger than the one
period benefits from cheating.'?

If neither country regrets its trigger strategy, the resulting Nash equilibrium will also
be a perfect equilibrium where the punishments are credible threats. This is because the
possible sub-game where both countries impose punishment tariffs at the N1 level forever
is itself a Nash equilibrium; neither country regrets its strategy of perpetual punishment
given the strategy of its opponent. On the one hand, the simplicity of trigger strategies
appears to be attractive because it suggests that free trade might arise spontaneously in a
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repeated game. On the other hand, trigger strategies are completely unforgiving in the
sense that the punishments go on forever, which makes them more problematic.'* Further,
the perfect equilibrium resulting from trigger strategies is not renegotiation proof. If a
country did cheat and then tried to renegotiate to return to free trade rather than going
through perpetual punishment, there would be an incentive for the other country to agree
since it is worse off implementing the punishment than reverting to free trade. Since the
threat of punishment is supposed to prevent cheating, this susceptibility to renegotiation
undermines the initial logic of self-enforcing tariff cooperation through trigger strategies.

As discussed in Gravelle and Rees (2004), some pairs of carrot-and-stick strategies
may result in equilibria that are renegotiation-proof and forgiving in addition to being
credible. With such a carrot-and-stick strategy, a country cooperates with a tariff rate
equal to zero: (a) in the first period; (b) when both countries have cooperated in the pre-
vious period; and (c) when punishment of either country has taken place in the previous
period. The country imposes a one-period punishment if its opponent has played non-
cooperatively in the previous period and it submits to a one-period punishment when-
ever it has played non-cooperatively in the previous period. The renegotiation-proof
criterion implies that the country must be better off than at free trade when it is in the
position of implementing a punishment, as well as worse off when it receives a punish-
ment. If both countries adopt compatible carrot-and-stick strategies, free trade will be
sustained indefinitely. Further, if the net benefits from cheating on both cooperation and
punishments are negative, neither country will regret its strategy.

Given an infinitely repeated trade policy game, it is theoretically possible, but not
empirically plausible, for free trade to emerge spontaneously as an observed outcome. For
example, the complexity of the strategies and the need to coordinate on tariff levels for
imposing and receiving punishments makes it highly improbable that the two countries
would independently adopt mutually consistent carrot-and-stick strategies. It is attractive,
however, to think of such strategy pairs in the context of a self-enforcing contract or trade
agreement. In addition to rules defining cooperative trade liberalization, the analysis sug-
gests that trade agreements should also be expected to include rules that apply when
parties do not fulfill their obligations. Pervasive rules concerning unfair trade practices,
which allow countervailing duties and antidumping duties, can be usefully understood in
this context.!> Consequently, trade agreements, which were impossible in one-shot games,
become a much more likely development to sustain cooperation in repeated games. !¢

Unequal countries

We now relax assumption a4 by moving from a fully symmetric trading environment to
one where Country B is larger than 4. Since this typically gives more market power to B
and less to 4, the best response curve of B, RB, tends to shift to up while that of 4, RA,
shifts to the left in Figure 6.3. Consequently, the limited trade war equilibrium at N1 typ-
ically moves up and to the left leading to a higher tariff rate for the large country and a
smaller rate for the smaller one as shown in Figure 6.4. In the limit in the archetypal small
country case where Country 4 is sufficiently small (possibly infinitesimally small) relative
to B, A’s best response function coincides with the vertical axis and its optimum tariff is
always equal to zero.!” In the limit as we approach this small country case, the limited
trade war Nash equilibrium at N1 coincides with B’s pure monopsony point at MB
because Country 4 no longer has any influence over world prices.
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Figure 6.4 A trade policy game that is asymmetric

Regardless of the relative size of the two counties, limited trade liberalization by both
countries remains mutually beneficial. The configuration of the welfare contours, W4,
and W%, in the neigborhood of N1 in Figure 6.4 remains the same as in Figure 6.3.
Starting at N1 and reducing tariffs so as to move into the lens shaped area in the direction
shown by the arrow continues to be mutually beneficial. Moving all the way to free trade,
however, may not be mutually beneficial with asymmetric countries and it is not mutually
beneficial in Figure 6.4. As we depart from the symmetric situation depicted in Figure 6.3
and increase the size of Country B relative to A, we have seen that the limited trade war
Nash equilibrium moves up and to the left. Since the welfare contours associated with N1
are also displaced, points CB and CA also move up and to the left along the world
efficiency locus, WE. Eventually, as shown in Figure 6.4, the free trade point, FT, will lie
below and to the left of the lens enclosed by the welfare contours, W4, and W%, . In such
an asymmetric situation, the large country, B, would experience an absolute gain from a
move from free trade to the limited trade war equilibrium at N1. Consequently, pure free
trade is not necessarily in the national interest of a larger country because it has the pre-
ponderance of market power.

While the mutual gains from limited trade liberalization suggests that cooperation
through trade agreements remains a sensible objective, asymmetries between countries
suggest that these agreements may be much more about managing trade than achieving
pure free trade. For example, Markusen and Wigle (1989) showed that US welfare would
only be slightly higher at free trade than in a Nash equilibrium whereas Canada would
gain more, especially relative to its smaller GDP and population. How, then, can one
understand US participation in the Canada-US Free Trade Agreement? Some have
argued that the agreement really was about ‘free trade’ and that there were political
grounds for US participation, possibly linked to encouraging the Uruguay Round of
multilateral trade talks where success was in the US’s interest. Others have argued that the
US was interested in a set of rules that would manage trade such that, as the larger player,
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it would experience gains that were at least similar in magnitude to those of Canada.
Overall, it appears that both the trade-politics and managed-trade theses are likely to be
important in explaining US participation in trade agreements with smaller countries such
as Canada, Mexico and Israel. Of course, granting some truth to both the trade-politics
and managed-trade theses, still suggests that it would be naive to believe that trade agree-
ments lead to free trade.

Vested interests versus the national interest
While assumption a3 that each country maximizes its national welfare is an analytically
simple political objective, it is not realistic. In reality, political processes are complex and
countries rarely single-mindedly act in their broad national interest. When the political
focus is on the next election, lobbying by interest groups typically has a strong influence
on policy outcomes. Consequently, trade policy is almost inevitably skewed in the sense
that it favours certain vested or special interests over others and over the national inter-
est. In the past, various producer interests have tended to predominate in the determin-
ation of trade policy. Currently, however, activists from civil society have become
increasingly involved. For example, environmental and consumer groups have gained
prominence with respect to new trade issues concerning genetically modified food prod-
ucts, environmental and labour standards, and so on (see Gaisford et al. 2001; Beaulicu
and Gaisford 2002). The chapters in Part III of this volume discuss the impact of a wide
variety of trade policy instruments on the national interest and various special interests.
Note that the interests of producer groups have tended to have more political resonance
when a group has been under pressure due to declining demand, technological change
and/or increasing foreign competition. While lower-income groups have often had polit-
ical caché in sectors such as textiles and agriculture in developed countries, labour unions
and other powerful well-organized groups have also made a profound mark in areas such
as steel and autos. Of course, politically motivated trade taxes are extremely unlikely to
be equal to zero. With political realism, even the smallest countries with virtually no
power in international markets will no longer adhere to a zero-tariff regime. Moreover, for
governments in poor countries, import tariffs are frequently a budgetary necessity. In
general, trade taxes will be either larger or smaller than the national optimum, and they
could even be negative. Gaisford and Kerr (2003) show that when producer interests in
agriculture are given extra weight, trade wars involving export subsidies may arise such as
the grain wars between the US and the EU in the 1980s.

Imperfect competition

Assumption a2 concerning market structure is also highly problematic. Imperfect rather
than perfect competition is the norm in most markets. Market power causes distortions
in international markets such that free trade is no longer consistent with world efficiency.
Nevertheless, when trade is liberalized and global markets become more integrated, there
are frequently, but not always, mutual gains from greater competition, greater product
variety and larger economies of scale. Such gains are particularly likely when firms face
low barriers to entry into the sector (see Krugman 1979). As discussed in Chapter 13, the
larger market size available with trade agreements tends to be very important for small
and medium sized countries where the small domestic market, in isolation, would lead to
high average costs and/or fewer product varieties for consumers.
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Even when barriers to entry into a sector are low, governments continue to have a role in
coordinating the market power of their firms. Consequently, it remains individually rational
to intervene with tariffs to secure beneficial terms of trade effects of the type discussed
above. When there are significant barriers to entry and few firms, persistent windfall profits
are likely to arise. Such an oligopoly setting provides an additional profit-shifting rationale
for trade policy intervention. Depending on the details of oligopolistic rivalry either export
taxes or subsidies may be warranted to give domestic firms an edge in the international
market place. For example, Brander and Spencer (1985) examine a simple Cournot duopoly
where two firms engage in output or quantity rivalry. In this setting, it is individually ra-
tional for a country to impose export subsidies to allow its domestic firm to credibly commit
to greater output and to force the foreign firm to cut back its output. With the export
subsidy set at or near the optimum, the additional profits obtained by the domestic firm
exceed the subsidy costs and make the country better off. Such strategic trade policy is dis-
cussed further in Chapter 28. This analysis sheds important light on the dispute between
Canada and Brazil over control of the regional jet market by Bombardier and Embraer.
Likewise, it is important for understanding disputes between the US and the EU in relation
to Boeing and Airbus.

Additional countries

Of course, assumption al, which specifies that there are only two countries in this model,
is also highly restrictive. To take the opposite extreme, if there were infinitely many infin-
itesimally small countries, free trade would be a trade-policy equilibrium. This result,
however, is not very interesting. There are a finite number of countries. More to the point,
most countries have at least limited influence over some world prices and some countries
have significant influence over many. Further, even those with negligible influence are
likely to impose politically motivated trade measures. Consequently, it remains politically
rational for each individual country to implement tariffs but it remains mutually benefi-
cial for all countries to engage in at least partial trade liberalization. This provides a solid
foundation for understanding the multilateral trade liberalization process that has taken
place through sequential rounds of GATT negotiations and is now spearheaded by the
WTO. Full multilateral trade liberalization is discussed further in Chapter 7.

Introducing additional countries to the model, however, does introduce a critical new
dimension into the analysis. With as few as three countries, two countries could form a
regional trade agreement (RTA) that liberalizes internal trade but leaves the third country
out. Since each member country within an RTA provides preferential access to its domes-
tic market to other member countries and applies trade measures, which discriminate
against outsiders, RTAs are frequently called preferential trade agreements. While the
GATT and the newer General Agreement on Trade in Services (GATS) generally frown
on trade policy discrimination, both explicitly allow for RTAs provided that the member
countries eliminate internal trade barriers on most goods and services and do so within a
reasonable time frame.

Regional trade agreements generally create some new trade amongst member countries,
but also divert trade away from low-cost outside countries. At constant world prices,
member countries generally gain from trade creation and lose from trade diversion.
However, both trade diversion and trade creation involve member countries trading more
with themselves and less with the rest of the world. This trade restriction leads to world
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price changes that generally are beneficial for the member countries as a group but
harmful to outsiders. Consequently, RTAs are at best a mixed blessing for the global
trading system. While a new RTA may frequently but not always be beneficial to member
countries, outside countries are typically hurt. A world where each country is a member
of some RTA may still be superior for all countries to a world with no RTAs. This will be
the case if the RTAs group natural trading partners that have low transport and transac-
tion costs since trade diversion will be minimal (see Krugman 1991). Nonetheless, coun-
tries such as Japan, China and Taiwan may find it difficult to enter into a natural
regionalization process with each other in spite of geographic proximity. Consequently,
such countries tend to be more vulnerable as RTAs proliferate. Issues concerning RTAs
are discussed further in Chapters 8—12. Since a world with many countries and many
goods makes it difficult to negotiate significant trade-liberalizing steps on a global basis,
the proliferation of regional trade agreements is easily understood within the game-
theoretic analysis in this chapter.

Conclusion
This chapter has attempted to shed light on why countries frequently engage in negotiat-
ing trade agreements on a multilateral and regional level even though they almost never
pursue free trade as a unilateral policy. This in itself is interesting. However, it is impor-
tant to go a step further to acknowledge that, while free trade would allocate world
resources efficiently, at least in a competitive market setting, it is seldom a reasonable
policy objective for a country. Moreover, in a world of imperfect competition, where
countries are asymmetric in size and power, and governments must be cognizant of a
variety of conflicting interests, achieving free trade is a virtual impossibility.

Clearly, there is a disconnect between most governments’ rhetoric on trade agreements
— that free trade is the best policy — and what these agreements are able to deliver. Given
our analysis, it is not surprising to find that citizens, worldwide, are increasingly disen-
chanted with these so-called free-trade policies. More troublesome, mistrust of govern-
ments and the multilateral system that supports the world-trading regime appears to be
widespread and rising. In the face of this awkward conjuncture, we believe it would be
more constructive for governments to match their rhetoric with their true interests and
what they can reasonably expect to accomplish.

Notes

1. World efficiency requires that one country cannot be made better off without making the other(s) worse
off. At any inefficient point not on the WE curve both countries could be made better off. At any efficient
point on the WE curve one country cannot be made better off by hurting the other. Comparing points on
the WE curve, national welfare is higher in 4 and lower in B than at free trade at any point below and to
the right of FT where A’s tariff is positive and B’s tariff is negative because the net effect of the trade poli-
cies is to shift purchasing power from B to A. Given that each country is a competitive economy, world
efficiency will arise if and only if each country has the same domestic price ratios for every pair of trad-
able goods.

2. A simple mathematical argument can be used to show that the independently prohibitive tariff of country

B, 8, is equal to that of A4, 14, (see Dixit 1987).

When the tariffis 1§, ,, P4, = (1 + t{, ) P5,, and that when it is 1§, P4 = (1 + t4,) P5 .

4. For each successive increase in the trade volume, the height of the import demand curve measures the add-
itional or marginal benefit of imports for Country 4. Thus, when the import volume is 7'V, ,, the total
benefit from trade for Country 4 is A1 + 43 + Bl + B3 + C1 dollars and when the import volume is 7'V,
itstotal benefitis A1 + A2 + A3 + Bl + B2 + B3 + C1 + C2 dollars. In the two respective scenarios, A’s total
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expenditures by the private sector on imports are 43 + Bl + B3 + Cl and Bl + B2 + B3 + C1 + C2dollars.
Consequently, when imports are TV, ,, A’ net benefit to the private sector from imports is 41 dollars and
when imports are TV its net benefit is 41 + 42 + A3 dollars. Since we are examining an import or net
demand curve, this net benefit can be called an importer surplus or net consumer surplus. Moving from 7'V .
to TV, is associated with an increase in the domestic price in country 4 from P} to P, ,, which reduces
net consumer surplus by 41 + 42. Notice that this reduction in importer surplus represents the area inside
the import demand curve and between the two price lines. The price increase hurts consumers and leads to
a reduction in gross consumer surplus, but it is beneficial to producers and leads to an increase in gross pro-
ducer surplus. Nevertheless, there is an unambiguous loss in net consumer surplus from the increase in the
domestic price because the quantity consumed exceeds the quantity produced for an importing country.
For each successive increase in the trade volume, the height of the export supply curve measures the additional
opportunity cost or marginal cost of exports for Country B. Thus, when the import volumeis 7'V, ,, the total
opportunity cost of exports for Country Bis C1 dollars and when the import volume is 7'V, its total cost
is C1 + C2 dollars. In the two scenarios, B’s total revenues from exports are B3 + Cl and Bl + B2 + B3 +
Cl + C2dollars respectively. Consequently, when exports are 7'V, ,, B’s net benefit to the private sector from
exports is B3 dollars and when imports are 7'V the net benefit is B1 + B2 + B3 dollars. Since we are exam-
ining an export or net supply curve, this net benefit can be called an exporter surplus or net producer surplus.
Moving from TV to TV, , is associated with a reduction in the domestic price in country B from P} to
P8, which reduces net producer surplus by Bl + B2. This reduction in exporter surplus represents the area
inside the export supply curve and between the two price lines. The price reduction is beneficial to consumers
and leads to an increase in gross consumer surplus, but it hurts producers and leads to a decrease in gross pro-
ducer surplus. Overall, there is an unambiguous loss in net producer surplus from the reduction in the domes-
tic price because the quantity produced exceeds the quantity consumed for an exporting country.

Note that Figure 6.2 does show that Country 4, as well as B, is better off under free trade than with no
trade. Country A4 gains an importer surplus equal to 41 + 42 + A3 dollars while B gains an exporter
surplus equal to Bl + B2 + B3 dollars. Thus, there are mutual gains from trade! This of course does not
change the fact that A4 is better off still when it has a tariff equal to 74, , and B has a tariff equal to zero.
Later we discuss asymmetric countries including the archetypal small country case where country 4 has
no market power and faces a horizontal export supply curve.

The optimum tariff occurs where the marginal cost of an extra unit of imports is equal to the marginal
benefit. While the marginal benefit of imports is equal to the domestic price given by the import demand
curve, the marginal cost of imports exceeds the world price of an additional unit purchased given by the
export supply curve. This is because in addition the world price paid for all the previous or intra-marginal
units is bid up moving outward on the export supply curve.

To summarize, over a range of small tariffs between zero and #{,,, national welfare increases as the tariff
rate increases. At the optimum tariff, 4, ,, national welfare reaches its peak. Over a range of excessive tariffs
between #4,, and 14, national welfare declines as the tariff rate increases. For prohibitive tariffs greater than
or equal to 14, national welfare remains constant at its autarky or no-trade level, which is lower than with
a tariff equal to zero.

Multiple Nash equilibria resembling N1 are possible because the best response functions, R4 and RB,
may intersect more than once. While this leaves our conclusion that free trade is not a Nash equilibrium
unaltered, the presence of multiple pure-strategy equilibria makes it problematic to expect that any single
equilibrium will arise. A mixed-strategy equilibrium where neither player regrets the probabilities that it
assigns to playing each possible equilibrium tariff becomes more likely.

Country 4 is equally well off at N1 and CB, but it is better off at F7 and better off still at CA. This order-
ing is reversed for Country B.

Our discussion of repeated trade policy games runs parallel to the more detailed discussion of repeated
oligopoly games in Gravelle and Rees (2004, 417-32).

More formally, 4 does not have regrets if the present value of the gains from mutual cooperation at FT'
rather than N1 exceed the one-period benefits from deviating with a pure monopsony tariff, which leads
to M A rather than FT. This criterion must hold if the interest rate at which Country 4 discounts the future
is sufficiently low.

If both countries adopted equally simple tit-for-tat strategies, there would be immediate but limited pun-
ishments followed a quick return to free trade. With a ‘tit-for-tat’ strategy a country plays a cooperative
tariff rate equal to zero in the first period and in each period where its opponent cooperated in the previ-
ous period, but it plays a positive punishment tariff if the other country deviated in the previous period.
While the tit-for-tat strategies are simple and forgiving, the sub-game of perpetually oscillating punish-
ments does not pass the no-regrets test for credible punishments.

Contingency measures that are applicable in the case of unfair trading practices are discussed in Part IV
of this volume. The political policy objectives that underlie such measures are, not surprisingly, more
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complex than the national welfare maximization that drives our simple model.

16. This analysis of infinitely repeated games could be readily extended to games that always continue to a
subsequent period with a positive probability. Further, similar results could be obtained in a finitely
repeated game with a definite endpoint in period 7. This latter feature is somewhat unusual. Suppose that
N1 were the only Nash equilibrium. Since there is a one-shot game in the last period, N1 will be the
outcome in period 7. This means that there would be no possibility of future cooperation in the second-
to-last period, implying an outcome of N1 in period 7 — | and, by extension, all earlier periods. Trade
agreements as well as spontaneous free trade, thus, would be ruled out. As Dixit (1987) points out, the pres-
ence of autarky Nash equilibria in {/N2} in the trade policy game does rescue the possibility of cooper-
ation in the second to last period, because non-cooperative behaviour in period 7— 1 can be punished with
autarky in period 7. Consequently, cooperation in period 7'— 1 and all earlier periods remains possible
even though N1 would still be the outcome in period 7.

17. The defining feature of the small country case is that B would face a horizontal or perfectly elastic export
supply curve from A4 in Figure 6.2. Since areas Bl, B2 and B3 would disappear there would be no terms of
trade gain, only an efficiency loss, when 4 imposes a tariff. Consequently, in the limit as we approach the
small country case, A’s optimum tariff goes to zero.
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7 Overview of trade agreements: the multilateral
system
Tim Josling

The logic of a multilateral trade system

The development of a multilateral trade system is a project that requires political, eco-
nomic and legal support. Political support has traditionally been provided by hegemonic
powers encouraged by a mixture of self-interest and altruism and backed up by political
elites in those countries.! Other countries add their support out of a mix of unwillingness
to be sidelined and awareness that the system itself helps to restrain hegemony. Over time
the strength of political support can wax and wane, and the composition of the hegemonic
alliance can change. The multilateral system can break down if there is critical disillusion-
ment in the hegemonic powers with its value and performance. Alternative systems, includ-
ing that based on regional trade agreements, tend to be encouraged by weakness at the
multilateral level, though in reality these two systems appear to co-exist fairly well .2

Economic support comes from two sources. One is the notion that the provision of rules
that reduce transactions cost in international trade is a global public good, that would be
underprovided by governments in the absence of multilateral pacts.® Such global good
provision does not require an assumption of altruism, as all can potentially gain, but it
does require some leadership and cooperation, to avoid the pitfalls of the prisoners’
dilemma. And the economic benefits are not equally distributed, which may lead to prob-
lems of equity. The second economic motive is that of quasi-mercantilist expansion of
trade driven by exporters and potential exporters seeking new markets. This trade expan-
sion is encouraged by those politicians that regard exports as creating jobs and improv-
ing trade balances. Alternative trade systems can also provide public goods, at least at the
regional level, and can satisfy some of the mercantilist desires, but they are likely to be less
efficient to the extent that they discriminate against excluded countries, reward regionally
competitive exporters and protect industries within the region from outside competition.
And, if rivalry breaks out among regional groups, the costs of trade can increase and the
economic advantages diminish.

Legal support emanates from the benefits of developing international law covering
commercial transactions across borders and inter-state relations in the economic sphere.*
But the nature of the legal construction is itself unclear, with some trade lawyers arguing
that the trade structure constitutes a constitution enforceable by whatever sanctions gov-
ernments wish to bestow and others preferring to view it as an intergovernmental agree-
ment deriving its legitimacy from domestic legal processes. Whether one views the legal
structures of the multilateral trade system as an extension of national law or a form of
transnational constitution by which countries agree to be bound, the existence of a multi-
lateral trade system impinges on domestic legal processes. Unlike the political support,
one would not expect continuous change in the legal basis for multilateral rules, though
these are certainly capable of substantial innovation when the politics is right.
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The interaction of the political, economic and legal rationales for a multilateral trade
system give the system itself a degree of complexity and apparent confusion. There are
times when politics rules and leads to sub-optimal economic outcomes, and there are
times when a legal imperative clashes with political reality. But to be successful, the system
has to satisfy broad economic objectives of supporting growth and reducing transactions
cost, have enough of a legal character to give credibility to its rules, and enjoy political
acquiescence if not enthusiasm from the major sponsors.

This chapter takes a pragmatic stance with an economist’s bias. What exists in the way
of a multilateral trade system has practical importance to actors, primarily those in the
private sector and others whose livelihood is impacted by trade. Those actors participate
in the process of defining the trade stance of a country and hence indirectly help to estab-
lish the rules for the multilateral system. Governments both act as agents for these actors
and have their own strategic interests less closely related to the traders and multinational
enterprises. Consumers gain from trade but are relatively silent when it comes to making
trade policy, and when they speak they often voice arguments that are more protectionist
than liberal. Sometimes strategic interest, as well as the general economic good, requires
the governments to bind their own hands, in a way that leads to the rather convoluted
rhetoric of trade policy. But nevertheless, regardless of the difficulty of explaining the
actions of governments, the establishment of a functioning multilateral trade system in
the 50 years after the Second World War represents one of the finest achievements of
intergovernmental cooperation.

The remainder of this chapter discusses the development of the multilateral trade
system over the post-war period; the rules of the system, as embodied in the General
Agreement on Tariffs and Trade (GATT) and subsequently the World Trade Organization
(WTO); the scope of the system as it reacted to (and facilitated) the development of global
markets and spread to include important new aspects of trade; the structure of the system
and its governance; and the current state of the system as it adjusts to tensions arising
from the broadening of its mandate and the increasing inclusion of developing countries.

The development of the multilateral trade system

The current multilateral system is based on the post-war construction of the GATT, with
the US and the UK taking the leading roles in its design. The procedures and rules of the
GATT in turn owe much to the post-depression trade policy of the US as manifest in the
Reciprocal Trade Agreements Act (RTA) of 1934. Both the political support for the con-
clusion of trade agreements in the US and the legal framework provided by the RTA
(giving the President more authority for negotiating with other countries, so long as it was
on a reciprocal basis) made it possible to construct a system in the post-war era to guide
the reconstruction of the world economy.’

As joint hegemons, the US and the UK attempted to design this new multilateral system
to fit in with both post-war geopolitics and geoeconomics. A rules-based liberal trade
system would help to prevent another collapse of the world economy and halt the drift
towards communism. However, there were some fundamental differences between the
views of the two industrial powers, on the continuation of preferences and on the use of
trade instruments for support of macro-economic policy, and the plans for the multilat-
eral trade system lagged behind those for the monetary and financial institutions agreed
at Bretton Woods. This lack of unity resulted in the still-born International Trade
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Organization and left the trade system without a formal institutional structure. The infor-
mality of the trade system, however, proved advantageous in allowing for constructive
ambiguity in trade rules. The major powers were able to make use of the ‘space’ for accom-
modating interest groups that might have derailed a more legally binding system.®

The GATT system proved its resilience and usefulness over 50 years of expanding trade.
The system became a useful way to encompass the newly independent countries that
resulted from the breakup of the European empires. Though still connected to their pre-
vious colonial power by trade agreements, these countries benefited from a simplified
accession process into the GATT that helped to broaden their trading horizon. Another
success of the system was its ability to control the protectionist tendencies of the emerging
European trade bloc. Many of the GATT negotiating rounds were a more or less direct
consequence of the widening and deepening of the European Community. As the EC
became an economic power, it proved mutually convenient for the US and the European
powers to use the GATT mechanism to develop a relatively liberal multilateral trade
regime to avoid the fragmentation of the trade system into competing protectionist blocs.’

In spite of the convenience of the system for the major industrial powers, the GATT
went through major crises in the 1950s and again in the 1970s. By the 1980s, its institu-
tional weakness had become a liability rather than an asset. The Uruguay Round, initi-
ated in 1986, became the locus of discussion about the institutions and rules needed to
guide the expansion of world trade. And the outcome was a stronger and more coherent
set of rules, together with the setting up of the World Trade Organization as a full-fledged
multilateral institution in 1994.% After nearly 50 years, the multilateral trade system had
reached maturity.

The rules of the multilateral trade system

The central pillar of the multilateral trade system, as embedded in the GATT/WTO, is the
principle of non-discrimination, both among members (most-favored nation treatment)
and between domestic and foreign sources (national treatment).® The justification for non-
discrimination is broadly that this limits the power of large trading countries to pick and
choose trade partners, and it lessens the scope for domestic customs and regulatory bodies
to protect domestic industry by setting higher standards for imports. But discrimination
is not in fact outlawed: it might be more accurate to call the principle ‘mutually-agreed
discrimination’, where granting preferences to other members of customs unions and free
trade areas is accepted and where developing countries (and in particular the least devel-
oped countries) obtain as a matter of course special and differential treatment (SDT).!°
In the case of national treatment, national laws and practices regularly discriminate
among sources of goods, but again the basis for such discrimination has to be agreed.
Thus health and safety regulations use more-or-less objective criteria to guard against the
import of pathogens. Unjustified and unsanctioned discrimination is however con-
demned, and many of the cases before the dispute settlement panels have revolved around
this principle.

The multilateral rules also direct how a government should institute its trade policy.
First, the use of tariffs is enshrined as the preferred means of controlling imports. This
instrument is seen to be both transparent and easily negotiable downwards.!! And the
notion of banning quotas and other import schemes that invite discrimination fits well
with the concept of a trade system that applies in the same way to all. In addition to limits
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on trade policy, the multilateral trade rules of the WTO ban most export subsidies and
any domestic subsidies that are specific to particular group of producers and that cause
harm to the interests of others. Over time, the reach of trade rules expanded into areas
traditionally thought of as the province of domestic policy. Thus the boundary between
trade policy and domestic policy has become increasingly blurred.

To keep a balance between export and import-competing interests, countries insist that
the multilateral trade system has adequate safeguards against market disruption and pre-
dation by overseas firms. Over time, the GATT and the WTO have developed a set of such
safeguards that may be taken by countries in cases of injury to import-competing sectors
or surges in import levels. The rules governing trade remedies evolved slowly from the
somewhat weak provisions in the GATT through the attempt in the Kennedy Round to
control anti-dumping actions to the optional Codes on subsidies and on anti-dumping
measures of the Tokyo Round until finally being negotiated in the UR as Agreements inte-
gral to the system.!? General safeguard provisions under the GATT have also been elab-
orated, and individual agreements (on Agriculture and on Textiles) have their own
safeguards. Though the popularity of these various trade remedies changes over time,
their role in the trade system seems assured.

Central to the operation of the GATT/WTO as an institution is the idea that each
country has to contribute in order to make use of the services of the system. Thus the
modus operandi of the WTO is built around the notion of reciprocal obligations by all
parties to the agreement. By extension, reciprocity also guides the form of negotiations,
with countries obliged to agree to sometimes painful tariff cuts in exchange for better
access to other members’ markets.!> As with non-discrimination, this principle of recip-
rocity is modified in practice, as least developed countries are not expected to grant reci-
procity in trade negotiations, and are relieved of some of the general obligations.
Developing countries also grant less than full reciprocity as an aspect of SDT.

The intended outcome of reciprocity is that obligations are entered into freely by
member governments in negotiated agreements and are assumed to reflect a balance that
is acceptable to all. As a consequence, changes in the rules or procedures can only be made
with unanimity and actions that threaten the balance of advantages can be challenged on
the grounds of ‘nullification or impairment’ of expected benefits. All this requires the
setting up of an institution to facilitate exchanges among governments and to resolve dis-
putes arising from ambiguities or deliberate violations. So one important function of the
dispute settlement process is to preserve the balance generated by reciprocal obligations
and negotiated trade concessions.

The scope of the multilateral trade system

The Uruguay Round of trade negotiations brought about a major expansion of the scope
of the multilateral trade system.'* The GATT was limited to trade in goods. But other
types of trade, particularly trade in services, had been growing rapidly as a manifestation
of the trend towards global business models. The negotiations on bringing service trade
under multilateral rules were contentious, with developing countries fearing that the
industrial countries dominated the service sectors. Even more problematic was the sug-
gestion by the developed countries that trade-related aspects of intellectual property pro-
tection be included in the talks, along with some aspects of investment that impinged
directly on trade. Many developing countries did not have intellectual property protection
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laws, and considered that introducing such protection would mainly favor the industrial
world. Likewise, rules on trade-linked investment policies seemed to limit the scope for
developing countries to guide their economies.

Eventually a deal was struck by which two areas of trade that particularly interested
developing countries, greater market access for agricultural goods along with a reduction
of subsidies paid to farmers in industrial countries, and an end to the quota system for
controlling textile trade, were included along with services and intellectual property.'
This significant increase in scope for the multilateral trade system was introduced along
with the institutional and legal developments mentioned above. The result was a structure
that more closely mirrored the realities of globalization, albeit reflecting the asymmetries
of economic power that seemed to many to be exacerbated by the global marketplace.

Just as increasing depth of regional integration tends to attract new members (Baldwin
1996) so the increased scope of the multilateral trade system made it more essential for
countries once excluded to join the multilateral trade system. This was made dramatically
more easy in the course of the 1990s by the collapse of the alternative political model, that
of state socialism in the former Soviet bloc and in China, and the adoption of trade and
economic reforms in much of the developing world, particularly in Latin America. The
WTO became a vital support for the transition economies and those embracing the
‘Washington Consensus’ of economic liberalism. Emerging economies found the envir-
onment of trade liberalization supportive of their domestic economic strategies. Thus
expanding membership seemed to be good for both current and new members, and the
WTO welcomed all comers with open arms.

By the time of the Singapore Ministerial in 1996 the expansion of the scope of the
WTO began to clash with the expanded membership. The expanding functions suggested
by the developed countries included aspects of investment and competition policy as well
as trade facilitation and government procurement (the so-called Singapore Issues).!® In
addition, many developed countries sought to add trade rules to support labor standards
and address environmental issues. In this they were supported by civil society groups that
had begun to question the desirability of further expansion of trade and the impacts of
globalization on jobs and the environment. The developing countries, still struggling to
adopt the obligations inherited in the Uruguay Round and concerned that the benefits
that they thought that they had won during those negotiations were slow in materializing,
were less than enthusiastic about expanding the scope of the multilateral trade system.!”
And they particularly mistrusted the motives of those who argued for the adoption of
tougher labor and environmental standards, which they feared would rob them of their
competitiveness.

All these issues converged at the Seattle Ministerial, in late 1999, which was intended
to launch a new round of trade talks. But the tensions between developed and developing
countries, along with the lack of a coordinated strategy on the part of the US and the EU,
slowed progress. Amid chaos outside and discord inside the meeting rooms, the meeting
broke up without agreement on a new round. The new multilateral trade system was in
danger of proving itself dysfunctional, perhaps through over-reaching its base of polit-
ical support, after only six years of operation. But eventually, after a period of ‘confidence
building’ all members agreed at the Doha Ministerial, in November 2001, to launch a new
round of talks. To emphasize that the developing countries could expect their issues to
remain on the front-burner, the round was labeled the Doha Development Agenda
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(DDA). After a disappointing ‘mid-term’ review of progress in Cancin in September
2003, the DDA was back on track, if a little behind schedule, by the summer of 2004. But
three of the Singapore issues had been dropped, leaving only trade facilitation on the
negotiating table. Environmental issues were confined to discussion in a Trade and
Environment Committee and not central to the negotiations.'® Labor issues were excluded
altogether, besides an exhortation to the WTO secretariat to liaise with the International
Labour Office.!” The expansion of the scope of the WTO appeared, at least for the
moment, to be halted.

The structure of the multilateral trade system

What are the main characteristics of the institution that creates and guards the multilateral
trade system? The WTO is structured as an intergovernmental organization with a small
secretariat. It remains self-consciously ‘member-driven’ and controlled through the trade
officials of member states, though in practice national parliamentarians and lobbyists fre-
quently interact with WTO officials and non-governmental organizations are increasingly
included at least at the discussion stage of trade issues. The governing body is the General
Council, comprising representatives from all members. It can meet at the official or the min-
isterial (political) level, and is responsible for taking all major decisions. Many members
have permanent representation in Geneva, but some smaller countries choose to send trade
officials from capitals for important meetings. The General Council also meets as the
Dispute Settlement Board, and so presides over both the legal and legislative functions of
the WTO. In addition, as the Trade Negotiating Committee, the Council also initiates and
closes trade rounds and meets periodically to review their progress.

Reporting to the General Council are Councils for the various component agreements:
the Goods Council (GATT), the GATS Council, the TRIPS Council and the TRIMS
Council. In turn, Standing Committees as created by the various agreements report to
these bodies, including an Agriculture Committee, an SPS Committee, a TBT Committee,
and so on. Though there is provision for voting on the Council, in practice decisions are
taken by consensus (defined as none present objecting).

The Secretariat, located in Geneva, functions primarily as an organizer of meetings, an
institutional memory, and a provider of information to the countries. The Secretariat does
play a role as facilitator in negotiations and disputes, and the Director General has trad-
itionally developed a close relationship with the Geneva ambassadors that allows for some
informal consultation and information exchange. Unlike the staff of the World Bank or
the International Monetary Fund, the WTO secretariat does not engage in extensive
research or country advisory work.?

Through the expanded mandate given the GATT/WTO system in the Uruguay Round,
a number of other trade-related bodies have been brought in to the orbit of the WTO.
Among these are three that deal with various aspects of health and safety regulations in the
area of food and agricultural products, the Codex Alimentarius Commission (CODEX),
the International Plant Protection Convention (IPPC), and the International Office of
Epizootics (OIE). Improved relations with the ‘other’ Geneva based trade organization, the
United Nations Commission on Trade and Development (UNCTAD) has greatly helped to
avoid the tensions between North and South that characterized the 1970s. The one institu-
tion that suffered by the introduction of the WTO was the World Intellectual Property
Organization, WIPO, which was the guardian of the various conventions on copyrights and
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patents. Without the power of sanctions, WIPO had proved ineffective in obliging countries
to adopt these intellectual property protections.?!

The current state of the multilateral trade system

So what is the state of the multilateral trade system at this time? On the positive side, the
legal and institutional structure is firmly in place, based on the Marrakesh Treaty that
established the WTO. The underlying rules are embodied in the GATT and the GATS,
along with the TRIPS. No major country has called for any significant changes in these
basic rules. The increased interest of developing countries in the operation of the system,
though no doubt motivated in part by the increased obligations that they have incurred,
is surely a positive sign for any institution that purports to be global. The fact that those
countries that are not yet members are apparently willing to join, even if to do so means
making significant modifications to their domestic institutions, suggests that membership
of the WTO is still regarded as a necessary if not sufficient condition for attracting foreign
investment.

But the institution is nevertheless under significant stress. A major challenge to the
basic logic of the system comes from the progressive weakening of the MFN principle.
This shows up in two different ways: the increasing attraction of preferential trade agree-
ments (PTAs), and the tendency towards more pervasive ‘special and differential treat-
ment’ for groups of countries. Free trade agreements among WTO members have
proliferated even as the multilateral system has developed. Though the economic impact
of these PTAs varies, they all divert attention and diplomatic resources from the multi-
lateral system. So long as they remain useful to governments, the WTO as an institution
cannot adopt an agenda to curb such agreements. But it could embrace them and exploit
the synergies while avoiding as much as possible the conflicts. This may be one important
item for the agenda after the current DDA.

Special and Differential Treatment for developing countries has a long history in the
GATT and an accepted place in current trade relations. But two concerns keep arising.
First, the category of ‘developing country’ is nowhere defined in the WTO. That desig-
nation is self-declared by countries, leading to a natural reluctance to ‘graduate’ to devel-
oped country status. The need to face this issue has been emphasized by the increasing
success in trade of countries such as India, China and Brazil, for whom developed coun-
tries are less than eager to give non-reciprocal benefits in trade talks. Indeed, those coun-
tries that do need extra time, or special consideration, may be disadvantaged by the
spreading of such treatment to all developing countries. It may be time to limit the scope
of such SDT elements, particularly non-reciprocity in trade talks. Reciprocity is becom-
ing more firmly established in regional trade agreements, as the developing countries offer
to developed country trade partners the benefits of full reciprocity in exchange for greater
assurance of access to markets. The same deal seems possible at the multilateral level.

But quite apart from the difficulty of defining a developing country a second concern
is what concessions should one give to those countries that do not merely delay their full
integration in the trade system and make them less attractive for investment? Certain
structural problems exist in developing countries that make them particularly vulnerable
to rapid liberalization, and it has long been recognized that not all countries have the
capacity to take advantage of export possibilities. But if open economies grow faster, an
underlying premise of the trade system, then encouraging countries to delay opening may
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be perpetuating asymmetries rather than reducing them. Permissive SDT needs to be
matched with positive policies to encourage participation of developing countries, includ-
ing developing supply capacity and transferring technology. In addition, regulatory
systems differ among countries, and the capacity to implement agreed regulatory frame-
works can be lacking in developing countries. But again the approach to this problem
could combine some relief from obligations with assistance to develop the necessary regu-
latory capacity.

The decision-making procedures of the WTO are also being called into question by
many members, as well as by NGOs concerned about access.?? Calls for democratic
processes in intergovernmental organizations are somewhat misleading, as the legitimacy
of the decisions derives from that of the member governments. But ownership of the
system by all the members is desirable, and that requires each country to feel that it has
an opportunity to be heard. Many developing countries have objected, in particular, to
the so-called ‘green room’ meetings held at crucial times during a negotiation that involve
only a few countries. It is difficult to see how crucial compromises can be worked out in
plenary sessions. The trade-off between efficiency and inclusiveness is inevitable, but the
progress of the WTO requires that all members feel informed and consulted. The old
notion of GATT as a traders club for the industrial countries has given way to another
model, but the details have yet to be agreed.?

The dispute settlement process is also under some scrutiny, though radical changes seem
unlikely in the near future.”* Three different criticisms have been leveled against the DSU.
The first is that the procedure is biased against small countries, who can less easily afford
the legal costs and, if they win, cannot easily impose the trade sanctions that would be nec-
essary to persuade the larger countries to adjust their policies. The second issue is the pos-
sibility of a clash between the legal and the political aspects of the WTO. Some have noticed
the emergence of a legal culture in the WTO that encourages litigation rather than negoti-
ation.? It is not difficult to foresee reduced political support for the institution if this were
to be taken too far. A third question is whether trade sanctions are intended as a penalty
for transgression, designed to enforce a judgment of the membership, or a compensation
for non-compliance, that can be chosen as an alternative to the change in policy that would
be required. Clearly, the way in which countries approach this question will indicate the
extent to which the “flexibility’ of the GATT remains in the more legally complete WTO.

Perhaps most fundamentally, the nature of the organization is also under some ques-
tion. The WTO currently is a ‘system guardian’ responsible for the set of rules that govern
world trade. The premise on which it was set up is that trade is beneficial if governments
restrict their actions to a limited set of policies designed to minimize the imposition of
costs on others. But this may not benefit all countries equally, and may not redress
inequalities or promote sustainable development. Many would argue that the body should
be following a ‘results-oriented’ strategy, by judging rules by their contribution to devel-
opment rather than their neutrality and liberality. But this would clearly change the
support for the trade system in developed countries, where selling the trade rules as good
for developing countries is unlikely to generate support. Neither is it obvious that the
Secretariat can reshape itself as a development agency. It has no mandate for work with
individual countries, other than assistance with understanding obligations. But there cer-
tainly could be a place for more consistency between advice given by aid and development
agencies and the obligations under the WTO.
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The current state of the WTO serves to illustrate the strengths and weaknesses of the
multilateral system as it has developed in the post-war period. It requires the active
support of major economic powers and yet has to be run in a way that does not alienate
middle-sized countries and impose impossible burdens on smaller members. The GATT
was successful largely because it allowed the hegemons room to balance domestic polit-
ical interests with the conduct of global strategies. Moreover, there was a broad coinci-
dence of interests between the US and the EU that carried the GATT through crises. The
WTO could be equally successful if its tighter rules, that impinge on domestic interests,
were seen to be reasonable price to pay for a more structured and inclusive trade system.
But this requires a broader consensus both within major countries and across the mem-
bership, and this consensus is proving difficult to obtain. Leadership is shifting from the
US and the EU to a group of countries with a major stake in the stability of the system.
But it is not clear whether this change in power structure will be easy for former trade
powers to accept, and the domestic political support to be maintained.

Much may rest on the successful outcome of the Doha Round currently underway. But
starting a round is easier than bringing it to a conclusion. Starting a round of trade nego-
tiations requires a degree of ambiguity to maintain a consensus. But finishing a round
needs precision and firm commitments, typically involving intensive negotiations among
the leading countries. So the issue of leadership and political commitment becomes
crucial to the success of the Doha Round, and by extension to the future of the multilat-
eral trading system.
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Notes
1. The links between domestic politics and trade rules are explored in Goldstein (1998), and Goldstein and
Martin (2000).

2. Other chapters in this book deal with the rational for trade agreements and the relationship between size
and enthusiasm for such agreements.
3. The economic arguments are covered in detail in Hoekman and Kostecki (2001).
4. Arguments for coordination of legal structures are found in Trebilcock and Howse (1995) and in Barton,
et al. (2005).
5. See Bidwell and Diebold (1949) for a contemporary analysis of the emergence of the post-war trade
system.
6. For a fuller discussion of the issue of flexibility in the GATT see Barton et al. (2005).
7. Agriculture was an exception to this harmony, along with steel and later civil aircraft. Trade disputes con-
tinue in these areas.
8. Thelegal structure introduced in the Uruguay Round is discussed in full in Jackson (1998), and the impacts
of this transformation are reviewed in Victor and Weiner (2002).
9. The basic structure of the GATT, as well as its early development, are discussed in Dam (1970).
10.  See the discussion of discrimination in Hudec and Southwick (1999) and the economic critique of regional
discrimination in Srinivasan (1998).
11. Of course, the instrument used at the border has significant implications for the type and generosity of
domestic economic assistance programs, so a tariffs-only regime is not without its domestic impacts.
12.  For a critique of how the anti-dumping agreement has performed and what might be needed to improve it,
see Lindsey and Tkenson (2002). Sykes (2003a and 2003b) deals with the issues of subsidies, countervailing
duties and safeguards.
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13. This reciprocity in negotiations has an important domestic function as well. It engages the export sectors
in trade talks in a way that counters the pressure of import competing sectors for continued protection.

14. The nature and implications of this expansion are discussed fully in Barton ez al. (2005).

15. For a detailed discussion of how agriculture had been treated in the GATT, see Josling et al. (1996). The
story of the Uruguay Round negotiations is told in Croome (1995). For more information on the TRIPS
Agreement on intellectual property protection, see Gervais (1998). Barton (2001) discusses the rationale
for including intellectual protection rules in trade agreements. Maskus (2000) gives a comprehensive
account of this issue.

16. Graham and Richardson (1997) give an extended discussion of the merits of including competition policy
in trade rules.

17.  Many developing countries were actively involved in constructing regional trade systems at this time, and
deepening the multilateral system was not so high a priority.

18. For detailed discussion of the trade and environment debates see Esty (1994) and Steinberg (2002).

19. The trade and labor issues are discussed in Elliot (2000) and Cleveland (2003).

20. Coordination with UNCTAD is facilitated by the joint responsibility for the International Trade Center
(ITC).

21. Adiscussion of the relationship between the WIPO and the WTO is to be found in Beier and Schricker (1989).

22.  See Blackhurst (2001) and Blackhurst ez al. (1999) for detailed discussions about changing the decision
process.

23.  Compare Curzon and Curzon (1973) with Kerr (2002).

24. See Davey (2001) for a commentary on the expanded scope of the dispute settlement system. Lawrence
(2004) discusses many of the shortcomings of the current system.

25.  See Barfield (2001) for a critique of the sovereignty issues stemming from the legal culture, and Weiler
(2000) for the tension between diplomats and lawyers.
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8 Overview of trade agreements: regional trade
agreements
Nicholas Perdikis

Introduction
The majority of WTO members are also participants in at least one regional trade agree-
ment (RTA). The popularity of RTAs among trading nations is not in doubt. Since the
early 1980s there has been a surge in their number. The WTO claims that 250 RTAs were
notified to it by the end of 2002. Of these 130 were ratified after 1995 with an additional
70 in operation but not yet ratified. The WTO estimates that by the end of 2005 if the
RTAs that are planned or under negotiation come on stream the total number in existence
could be in the region of 300 (WTO 2004 a,b,c,d).

This chapter will examine the reasons behind this growth, their relationship to and the
potential effect on the multilateral trading system, and the way GATT/WTO rules have
dealt with them.

The scope of Regional Trade Agreements (RTAs)

The Dictionary of Trade Policy Terms describes Regionalism or the process by which
RTAs come about as ‘actions of governments to liberalise or facilitate trade on a regional
basis, sometimes through free trade areas or customs unions’. The WTO definition is,
however, both more specific and more general. It is more specific because its provisions
relate to the conditions of preferential trade liberalization. The meaning is more general
because RTAs may be concluded between countries that are not geographically proximate
(WTO, 2004e). RTAs can vary in both their coverage and in the depth of preferential
treatment they accord their members. The movement in modern RTAs is not just towards
the removal or reduction of tariffs and quantitative restrictions but for deeper forms of
integration. These are increasingly covering the regulations governing intra bloc trade.
This may include the harmonization and adoption of common health and safety stan-
dards, safeguard provision, common customs rules and administration. They may also
extend to competition, industrial policy and environmental policy as well as rules regard-
ing government procurement. A widening array of services trade is often included in these
preferential agreements. The adoption of a common currency or the fixing of exchange
rates between national currencies may also be a feature. The European Union (EU) cer-
tainly displays the characteristics of an advanced and sophisticated RTA in that the pro-
visions of its treaties deal with all the issues just mentioned.

Several forms of RTA exist. Economists generally identify four standard types. The
simplest is the Free Trade Area (FTA). In this the participants agree to eliminate the bar-
riers to trade between one another on either one or several product categories such as
manufactures. While barriers are eliminated between participants each member pursues
its own independent trade policy with non-members. This can lead to potential problems.
Non-member exporters can direct their products to their target market via a member
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country that has low trade barriers for onward distribution to one that has high trade bar-
riers. To prevent this, members of free trade areas set up elaborate and complicated rules
to prevent their trade policies being undermined, these are the so called rules of origin.
FTAs are, therefore, not without their bureaucratic costs.

The next form of RTA is the customers’ union. Essentially this is an FTA but one that
operates an agreed common trade policy against non-members. This often takes the form
of a common external tariff (CET). A customs union is a deeper form of integration than
the FTA. In forming a customs union countries give up an element of their economic and
political sovereignty. In so doing while individual sovereignty is reduced collective sover-
eignty is gained. The customs union thereby increases its economic and political power
vis a vis other trade partners or neutralizes that of other RTAs. The acquisition of power
and the thwarting of that of others has often been an important reason for the formation
of RTAs. The North American Free Trade Area (NAFTA) was to some extent a reaction
against the economic deepening of the EU via its single market programme. In Asia, the
Association of South East Asian Nations (ASEAN) in its economic form was developed
as a reaction to the growing power of the EU and integration in North America. Similar
reasoning underlies the development of Asia-Pacific Economic Co-operation (APEC).

A further and deeper form of RTA is the common market. This institution is essentially
a customs union but one that allows the free movement of capital and labour as well as
goods and services. This form of integration allows these factors of production to migrate
and seek their highest return in the RTA. By allocating resources more efficiently factor
productivities are raised and the growth rate increased. Internal tensions can arise from
the distributional issues that result and often collective regional policies are introduced to
deal with these. The EU’s regional development fund is an example of this. An individual
country’s sovereignty is reduced further by this form of RTA as a further element of
domestic policy, the control of capital and labour flows, is lost to a central authority. The
expectation is that the consequent loss of individual sovereignty is outweighed by the eco-
nomic and political power gain by increasing collective sovereignty.

An economic union is the ultimate form of an RTA. It requires that countries harmo-
nize their fiscal and monetary policies as well as their broader economic and social legis-
lation. The idea here is that companies and workers engaged in economic activities
throughout the union face the same economic conditions. All artificial barriers are thereby
removed. While an economic union does not require a single currency for its operation,
merely the fixing of exchange rate parities will suffice, it is often easier and less costly to
adopt one. The EU’s euro is a current example of this. In this type of RTA the loss of indi-
vidual economic and political sovereignty is considerable. Again the benefit is the enhanced
economic and political power of the group. The EU is an example of such an RTA
although it could be argued that because it lacks the harmonization of tax rates and some
member states are not members of the euro it cannot be considered an economic union.

What has been outlined above are a set of ideal models. In the world economy, as we
have indicated, there are variants to these ideals. One assumption made is that the RTA
that is formed is amongst equals or the members are treated as equals in decision making.
This may not always be the case and RTAs can develop in a different way. The ‘hub and
spoke’ idea fits this well. In this form of integration an economy may develop a set of sep-
arate economic agreements with a host of other economies. The larger or more powerful
economy represents the hub of a wheel while the spokes represent the separate agreements
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that run out from the hub to the other countries. These arrangements can be supplemented
by agreements between the countries that make up the spokes. They may, in addition, differ
substantially one with another thus a whole web of overlapping agreements can result.
Examples of this form is the set of agreements that the EU has developed with its former
colonies; the so-called African, Caribbean and Pacific countries or ACP and the countries
of North Africa and the Middle East. These are known as the Euro-Med Agreements.

Regional trade agreements: some history

RTAs are not a new or post-Second World War phenomenon as is sometimes thought.
RTAs first began to appear in the nineteenth century with the Anglo-French commercial
treaty of 1860 (Irwin 1992). The preferential trading arrangements that these countries
granted one another were quickly sought by other countries. The British granted these on
a Most Favoured Nation (MFN) basis. The French in contrast were keen to develop bilat-
eral trade agreements with its trading partners. These eventually led to a plethora of bilat-
eral measures which in turn developed into an open multilateral system. This system came
to an end on the outbreak of the First World War.

The open multilateral system was not restored after the end of the war. To the contrary
and with the onset of the depression of the 1930s a more closed system established itself.
To some extent countries tried to maintain some of the benefits of openness by trading
with neighbours through the formation of RTAs. This was particularly so in Europe.

After the Second World War while the principal thrust of international economic policy
was to establish an open multilateral economic order, the pursuit of RTAs was seen as a
complementary activity. This movement was particularly strong in Europe with the for-
mation of the European Economic Community (EEC), the forerunner of the EU in 1956
and the European Free Trade Area (EFTA) in 1957. The perceived success of the EEC in
raising the growth rate of its members encouraged the setting up of similar bodies in other
areas and continents. In Latin America, the Latin American Free Trade Area (LAFTA)
was brought into being while Africa spawned the Economic Community of West African
States (ECOWAS) and the East African Community (EAC) to name but two. The Middle
East saw the formation of the Arable Common Market (ACM) and in the Pacific the
Australia-New Zealand Free Trade Area (ANZFTA). The success of these RTAs could
not always be assumed. LAFTA, ECOWAS and the EAC did not bring the rewards
expected. This was largely the result of the adoption of inappropriate policies that failed
to liberalize trade between them and a lack of co-ordination.

A second wave of RTA formation can be detected from the late 1980s onwards. This
came about for several reasons. The first was the dissatisfaction felt by some countries, in
particular the United States, with the progress of multilateral trade negotiations. The
second is the fear that the multilateral trading system could be dictated to by a powerful
inward looking EU. This certainly motivated wider economic integration in North
America and influenced policy makers in Asia. A third factor was the idea of linking
slowly growing economies to those with higher growth rates in order to improve their
development.

Regional trade agreements and the multilateral trading system
RTAs are by their nature discriminatory. By conceding preferences to their members they
discriminate against non-members. This cuts across the basis of the multilateral trading
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system which is summed up by the Most Favoured Nation (MFN) clause of the
WTO/GATT system. This clause requires all signatories of the GATT to extend any con-
cessions or preferences granted to one signatory to all signatories. Recognizing the polit-
ical and economic realities of the international trading system both the GATT and later
the General Agreement on Services (GATS) allowed exemptions to the MFN clause
(WTO 2004e).

The GATT and RTAs

In terms of the GATT, RTAs are allowed under Article XXIV. The conditions under
which they are allowed are as follows. First, when RTAs are established on average trade
barriers are not higher than before the formation (Article XXIV:5). This condition
attempts to ensure that the restrictions placed on imports from non-member states do not
reduce the volume of imports significantly. In other words that trade diversion is mini-
mized. The extent to which this is achieved is dependent on the height of the original
restrictions and the concessions granted to fellow members of the RTA. The higher the
external barriers and the greater the concessions the greater the trade diversionary effects.

Sub-paragraphs namely Article XXIV:5 and XXIV:5b dealt with the different effects on
non-member states brought about by the formation of customs unions on the one hand
and free trade areas on another. The formation of a customs union requires member states
to harmonize their individual tariff rates against non members when they adopt a CET.
Article XXIV:5a requires that trade barriers must not be ‘on the whole’ any higher or
more restrictive than prior to the RTAs formation. The words ‘on the whole’ have led to
numerous interpretations and disputes between the signatories of the GATT.

The situation for an FTA is more straightforward. In an FTA each member retains its
own tariff structure against non-member states. This may lead to disputes and disagree-
ments between the members which can only be solved by adopting complex rules of
origin. The retention, however, by each member of its own foreign economic policy
towards non-members makes the GATT rule easy to operate in practice. Article XXIV:5b
decrees that barriers applied by each participant must not be raised in relation to non-
member states when the FTA is formed.

The second condition allowing RTAs requires that when they are formed tariffs and
non-tariff barriers are removed on substantially all intra-regional trade in goods within a
reasonable length of time. This is required in order to maximize the trade creation effects
and to prevent countries establishing RTAs and thwarting the MFN principle in their
trade with their partners (Finger 1993). This sub-paragraph though does not attempt to
ameliorate the impact on non-member states which could well be adverse.

The third condition requires that all RTAs are notified to the WTO Council. This is to
ensure that the RTAs meet the GATT criteria outlined above. The scrutiny of RTA has
now been devolved to the Committee of Regional Trade Agreements (CRTA). Whether
this approach will prove fruitful is open to question given past experience. Up to the
period of the late 1980s only four working parties set up by the council for trade in goods
to examine the compatibility of RTAs with GATT rules could agree that they had been
satisfied. The remainder, looking at over 50 RTAs, could neither agree nor disagree as to
whether they satisfied GATT rules (Hoekman and Kostecki 2001). While allowing non-
member states of RTAs and other interested parties to make their views known, the effect
of the examination of RTAs can be said to have been limited.
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The reason for this can be explained by the political and economic power of the pro-
posed RTAs. In the case of the EEC the GATT decided not to examine its formation.
Several reasons account for this. Had the GATT concluded that its formation was contrary
to its rules the member states could well have withdrawn from GATT (Snape 1993). This
would have seriously weakened its operation and put in jeopardy the multilateral trading
system. Another reason was the approval of the EEC’s formation by the United States for
wider political and economic reasons. It was willing therefore to see this exception to the
multilateral trading system created. The result, however, was that a precedent was estab-
lished which weakened the GATT’s control over the formation and policing of RTAs.

As mentioned above, Article XXIV:5a is open to various interpretations. The words
‘substantially all trade’ lack quantification while the way that trade policy and its effect is
evaluated is unclear. Further what time period can be placed on a ‘reasonable length of
time’ is also indeterminate and open to discussion (Hoekman and Kostecki 2001).

We can see, therefore, that for economic, political and interpretative reasons the GATT
has not been able to control or monitor the establishment of RTA as institutions. It can,
however, through its Trade Policy Review comment on their trade policies.

By the early 1990s it was recognized that there were problems with the GATT’s
processes in evaluating RTAs. In 1994, the GATT established the Understanding on the
Interpretation of Article XXIV. This reaffirmed the view that RTAs should enhance trade
between the members of the group while not raising barriers to non-member states. This
was emphasized further with regard to the expansion of an existing RTA (GATT 1994).

The Understanding also clarified the criteria and procedures used to assess and evalu-
ate new or expanding RTAs and improved the transparency of all RTAs notified to the
GATT under Article XXIV.

The method of assessing the impact of RTA formation was also made more explicit. The
WTO was put in charge of collecting the statistical material necessary for an evaluation to
be made. This was to be carried out by assessing the effect of the change in the weighted
average of tariff rates and customs duties on a line by line, country by country, basis.

In cases where a potential new member of a customs union is required to raise bound
tariffs Article XXIV:6 requires that it enter negotiations and offer compensatory adjust-
ments to the affected parties. In its negotiations it can offer any reductions that might arise
if other potential members have to reduce their tariffs. Where such compensation is
deemed insufficient, then the Understanding requires that the customs union reduced
tariffs on other lines or offer direct compensation. The Understanding also makes provi-
sions if the parties cannot agree on compensation. If there is no agreement within a rea-
sonable period from the commencement of the negotiations then the customs union can
amend or remove the concessions on offer. The affected parties can also react by imposing
penalties or withdrawing concessions of an equivalent value from the customs unions par-
ticipants. By legitimizing retaliation countries are under pressure to come to an agreement.

A ten year maximum was also set by the 1994 Understanding for the implementation
of an RTA. Longer transition periods were allowed but these were considered exceptional.
The working parties were also given authority to examine and pronounce on interim
agreements regarding the time period within which the RTA was to be completed and the
measures required for its completion. Where interim agreements did not include a plan
and schedule the working party had the power to recommend one. Unless the negotiating
parties to an RTA meet the recommendations of the working party then they are not
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allowed to implement it. The implementation of its recommendations is also subject to
review.

The GATT Understanding tightened up considerably the rules surrounding RTAs. The
authority for examining the compatibility of RTAs with the rules of the GATT passed to
the newly founded Regional Trade Agreements Committee in 1995. Although all RTAs
falling under the ambit of Article XXIV are still notified to the Council for Trade in
Goods once it has adopted the terms of reference the agreement is passed on to the CRTA
for examination. This examination has two functions. The first is to ensure transparency
so that agreements are not made in or kept secret. The second is to see if agreements are
consistent with the WTO’s rules. The examination is carried out using information pro-
vided by the members of the RTA either in written or oral form. Once the facts have been
established the secretariat draws up an examination report. Under the rules of the CRTA
the examination report is sent out for consultation after which, if agreed, it is passed up
to the WTO for adoption. A lack of consensus has, though, prevented any examination
report from being adopted since 1995.

There are several reasons as to why this state of affairs exists. First, the wording and
rules of the WTO with regard to RTAs is still imprecise and open to interpretation.
Second, WTO rules are absent with regard to areas of importance to RTAs. For example,
there is a lack of rules on the operation of preferential rules of origin. Third, there are
discrepancies between the rules of the WTO and those of many RTAs.

This state of affairs vexed the members at the WTO ministerial meeting at Doha. It was
felt that given the extent to which members were party to RTAs and given their potential
role for economic development, the issues needed resolving. The Doha declaration set a
deadline for the RTAC’s deliberations.

RTAs and development — the Enabling Clause

The potential of RTAs in promoting economic development was recognized by the inter-
national community and was formalized in 1979. In that year, the so called Enabling
Clause was adopted which allowed developing countries to establish agreements that did
not meet the conditions enshrined in Article XXIV. Essentially, developing countries were
allowed to enter into agreements that while opening up trade did not require them to lib-
eralize ‘substantially’ all trade. It further allowed them to offer preferences to other devel-
oping countries (Hoekman and Kostecki 2001).

The General Agreement on Trade in Services and RTAs

While the GATT Article XXIV deals with the effect of RTA formation on the trade in
goods, Article V of the General Agreement on Trade in Services (GATS) as its name
implies covers services. Like the GATT the GATS allows countries to discriminate in their
trade in services. As in the GATT, this is conditional and subject to surveillance.

The three conditions laid out in Article V are first, that there must be substantial cov-
erage of the sectors involved. Substantial here means in terms of numbers of sectors, the
trade volumes affected and supply modes involved. Second, that the participants ‘provide
for the absence or elimination of substantially all discrimination . . . between or among
the parties, in the sectors covered’ (GATS, Article Vb). It requires, in other words, the
elimination of existing or new discriminatory measures. Third, the formation of an RTA
must not lead to higher trade barriers against non-member states.
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The GATS approach is in several respects weaker than that of the GATT. First, the
GATS refers to sectoral coverage whereas the GATT requires liberalization in ‘substan-
tially all trade’. Second, the GATS does not relate trade in services to free trade. It deals
principally with the specific commitments made by prospective members of an RTA
under the GATS. Third, there are several loopholes that allow prospective members to
deviate from multilateralism. One example of this is Article V:2 which allows agreements
over the trade in services to be influenced by ‘the wider process of economic integration
amongst member states’ (Hoekman and Kosteki 2001). Article V:3 also allows develop-
ing countries to discriminate against non-member states’ companies even if they are
operating within the RTA. These weaknesses in the GATS allow national governments to
pander to, and not stand up against, domestic vested interests. They also allow them to
discriminate further against non-members than under the GATT.

Challenging the operation of RTAs

Despite the difficulties encountered in verifying the compliance of RTAs with WTO rules,
countries have been very reluctant to challenge their operation or use the WTO dispute
settlement procedures. The India—Turkey textile and clothing case is an exception. When
Turkey joined the EU’s customs union it adopted its quantitative restrictions against India
for these products. The WTO disputes panel set up to adjudicate found that Turkey’s
actions were incompatible with its obligations under GATT Articles XI and XIII. Turkey
defended its actions on the basis of GATT Article XXIV and appealed against the ruling.
The Appellate Body upheld the panel’s views and also found that Turkey’s actions were
incompatible with Article 2.4 of the Agreement on Textiles and Clothing. The panel’s
interpretation of GATT Article XXIV was, however, questioned by the Appellate Body.
Its view was that panels should first consider whether an RTA complies with Article XXIV
before other GATT provisions are considered.

Why countries are so reluctant to challenge RTAs trade regimes under the GATT rules
is an intriguing question. It could be due to several factors. First, as so many countries
belong to RTAs themselves the trade diversion effects might be small compared with the
trade creation effects of their own RTA. Given that challenging another RTA’s policies is
not costless in terms of the time and resources required, the benefits to be derived from
pressing a claim may not be worth the costs involved. Second, again given that most coun-
tries belong to an RTA, challenging the rules may bring about retaliations. Again, the per-
ceived losses may not be worth the presumed benefits.

The welfare effects of RTAs

The popularity of RTAs raises questions about their impact not only on non-member
states but also on the development of the multilateral trading systems. This second ques-
tion asks essentially whether the world economy will develop via RTAs into a free trade
multilateral system quicker than it would via multilateral WTO negotiations.

State impact questions: The effect on non-member states and the world economy

To understand the effect of the formation of an RTA on non-members and the world
economy we have to make use of the concepts of trade creation and trade diversion. These
concepts were developed by Viner (1950) and they form the basis of any analysis of the
effect of RTA formation.
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Assume that two countries decide to form an RTA. Initially tariffs are applied in a
non-discriminatory fashion. This is no longer the case once they form an RTA. If they
reduce tariffs on one another’s goods to zero even if they keep the old tariff levels against
their other trading partners then they are discriminating in favour of one another’s
products and against those of their trading partners. Assume further that production
takes place under constant costs. If one of the RTA partners now imports goods from
the other instead of producing them at home, or reduces its own production as a result
of price competition, then trade is created between the two. If one of the RTA partners
replaces its imports from the non-RTA partner with those from a higher cost RTA
partner then trade is diverted. While trade creation increases welfare, trade division
reduces it.

From the point of view of world welfare a trade creating RTA increases world welfare
but a trade diverting RTA reduces it. A trade creating RTA is, therefore, a positive move
towards an open multilateral trading systems while a trade diverting RTA is the opposite.

The relative size of trade creation and trade diversion is dependent on several factors.
The first factor is the initial size of the protective tariff and the size of its reduction. High
initial tariffs suggest that the domestic market is supplied mainly if not exclusively by
domestic suppliers. As tariffs on RTA partners’ products are cut, prices fall and its firms
capture a larger share of the market. Consumers gain while domestic firms exit the
market. Concentration on specialization takes place as the lower cost producers replace
those with higher costs.

The second factor is the similarity in demand patterns between the countries that make
up an RTA. The greater the similarity between markets, the larger the potential gains from
trade creation through specialization. High income countries benefits will accrue mainly
through intra-industry trade specialization as their demand is stronger for differentiated
goods. Poor countries benefit more the more dissimilar they are, since they engage in inter-
industry trade to a greater extent and RTAs allow them to specialize on the production
and export of goods in which they have a comparative advantage.

The final factor that determines the overall gains from RTA formation is the height of
the external tariffs after it is established. The lower the tariffs on non-member imports the
smaller the losses from trade division. These benefits can also be acquired if the low cost
producing nation is a member of the RTA.

It has been suggested that RTAs are more unlikely than not to be trade creating rather
than trade diverting. It is also suggested that even trade diversion need not be welfare
reducing (Summers 1999). The reasons for holding these views are fourfold. First,
empirical evidence suggests that the bulk of existing and proposed RTAs are amongst
countries that trade most with one another. As a result, they are trade creating. Second,
trade diversion can only be negative if trade is diverted to a higher cost supplier. If trade
is diverted to a country whose industries have a similar cost structure then there is no
negative welfare effect. Third, trade creation effects will be enhanced in the longer term
through dynamic economies of scale effects and competition. These are more likely to
be greater than, and unlikely to be damaged by, trade diversion effects. Fourth, the
greater and more longer term gain are more likely to appear via the adoption and har-
monization of economic policies and legislation that has an economic impact. Some
non-trade diversionary effects are more than likely to be outweighed by these longer
term advantages.
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Do RTAs lead to multilateral free trade?: dynamic issues

Economists tend to agree that a multilateral free trade system is the most welfare enhanc-
ing of all possible systems. When discussing RTAs, the question that arises is do they lead
to multilateral free trade? This is what is often called a dynamic time path question
(DeMelo and Panagariya 1992). For international policy makers it means that RTA for-
mation should be allowed to continue until they finally coalesce into one bloc thereby
bringing about universal free trade. For international policy makers this is a crucial ques-
tion. Will RTAs eventually coalesce into one world RTA in which case free trade will be
brought about or will it remain fragmented leaving the world short of achieving its welfare
potential (Bagwell and Staiger 1998)?

Analysis of these issues has required the development of theoretical models (Bhagwati
1993; Summers 1999). One model, developed by Krugman (1993), begins with the premise
that the world is divided into a large number of identical countries trading one
differentiated product with many different varieties. Each country produces one variant
and imports the rest. The world then divides itself into several identical RTAs. Each RTA
then imposes an optional tariff structure of the others. World welfare is then maximized
if there is just one bloc because there is free trade, or when there are very many blocs. This
case comes about because the more blocs there are the more the optimal tariff will
approach zero. Krugman’s analysis implies that as the number of blocs rises beyond one
world welfare falls and continues to do so until it reaches a minimum until after which it
begins to rise. Krugman, via simulations, suggests that world welfare is minimized when
the number of RTAs is three.

Krugman’s result suggests that RTA formation would lead the world to a high level of
welfare and it would remain at that high level. Krugman’s model is highly theoretical and
as Srinivasan (1993) shows allowing for different sized RTAs and how and when they are
formed can lead to different results.

Bhagwati (1993) suggests that to examine the dynamic question properly requires an
examination of the attitudes facing the various interest groups or stakeholders in the
RTA. In particular, how they perceive the gains or losses they will acquire through its
expansion. Bhagwati’s (1993) view is that large blocs will be resistant to further enlarge-
ment. This would be due to several reasons. The first is that governments will perceive the
costs of enlargement to outweigh the benefits. The market is large enough for domestic
companies to achieve economies of scale so why bother. Second, domestic companies will
support this view as they are reluctant to accept further competition by the inclusion of
companies that are more efficient. The potential losers will lobby against expansion
(Winters 1999).

Protagonists for the formation of RTAs would counter these arguments with one of
their own. They would claim that RTAs would lead to free trade quicker than the multi-
lateral process. A few large blocs would be able to negotiate with one another far more
easily than the large numbers involved in multilateral negotiations. They would internal-
ize national interest issues and overcome the free rider problems associated with multi-
lateral negotiations. As a result, a free trade outcome would come faster and more
certainly.

Counter arguments abound but come back to Bhagwati’s thesis that the larger the bloc
the greater the economic power and the more tempting it is to adopt restrictions against
non-member states.
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The potential size and composition of an RTA has been examined by applying the
theory of clues to this question (Buchanan 1965; Olson 1965; Padoan, 2001). The theory
suggests that formation and size are dependent on the marginal costs and benefits facing
the potential and existing members of an RTA. These may be made up of both internal
and external economic and political factors.

Empirical evidence on this important question is mixed. The European Union (EU)
and its forerunners the European Community (EC) and the European Economic
Community (EEC) have consistently brought down trade barriers between the member
states. The most recent attempts at this, the 1992 single market programme and the adop-
tion of a single currency amongst the inner core of members as well as the Madrid Treaty
are witness to this. In contrast stand the blocs formed in Latin America, Africa and the
Middle East which, until recently, became negative forces for liberalization. One can also
point to the EU’s Common Agricultural Policy (CAP) as an example of a barrier to
multilateral liberalization and a restraint on agricultural trade (Dr Melo and Panagariya,
1992).

Dealing with RTAs — maximizing the gains minimizing the losses

Whatever economists say about RTAs they seem to be here to stay and have become
popular once again as vehicles for both promoting economic growth and development as
well as cementing political change and stability. These features can be found in the recent
moves to RTA formation. In particular one can see these arguments deployed in the dis-
cussion over the enlargement of the EU to embrace the former communist, centrally
planned economies of Central and Eastern Europe. They were also prevalent in the devel-
opment of RTAs in Latin America and Africa.

If there are both gains and losses involved in RTA formation, the economic question is
how can the gains be maximized and losses minimized. To achieve this within the exist-
ing multilateral framework would require the reform of GATT Article XXIV and the
GATS.

One step that could be taken is that the GATT only allows customs unions by banning
other forms of RTAs. This would ensure that countries wishing to form an RTA would
have to adopt the trade restrictions of the partner with the lowest trade barriers. The
requirement that in a customs union all countries impose a common external tariff (CET)
would ensure trade liberalization. This positive move occurred when the EC expanded to
include Greece, Portugal and Spain. It has happened again with the recent inclusion of
the Central and Eastern European countries.

Another benefit of a customs union over a free trade area is that it does not require rules
of origin and bodies to enforce and adjudicate on them. Also, interest groups become
fragmented as they have to lobby for customs union policies rather than having to focus
on those of a specific country.

Articles dealing with contingent protection, anti-dumping and export restraints could
be enhanced further in order to reduce the power of RTAs in formulating and imposing
these barriers.

A further possibility, albeit a very radical one, is that RTA approval should be based on
them being unable to exclude any country from membership that wishes to join. This
would ensure that low cost producers could not be kept out of a proposed RTA. In this
way, the trade diversionary effects of RTA formation would be eliminated. This is a very
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radical suggestion because RTA would not be able to exclude potential members on polit-
ical or cultural grounds. The EU is facing a dilemma along these lines regarding the acces-
sion of Turkey, a country that has a poor record on human rights and democracy.

These suggested proposals also disguise the difficulties involved in enforcing interna-
tional agreements. Governments constantly contravene WTO rules. With so many
members of the WTO belonging to RTAs, one has to ask the question whether there is a
willingness to enforce let alone propose changes to the existing GATT rules.

Summary and conclusions

The establishment of RTAs has long been a controversial fact of international economic
life. RTAs can take many forms, each of which has different economic and political impli-
cations for the involved member states. There are also implications for non-members in
that the formation of an RTA inevitably means discrimination against them. RTA for-
mation, therefore, cuts across the principles of both the GATT and GATS which have
non-discrimination and MFN at their core. This has been accommodated formally by
allowing RTAs under Article XXIV of the GATT and Article 5 of the GATS. These
exceptions are in recognition of the political realities of the international trading system.

Whether RTAs are good or bad for their participants, the non-members and for the
wider multilateral trading system has long been debated by economists. Measuring trade
creation against trade diversion has been one way of calculating their effect on members
and non-members alike. The effect on the multilateral system as to whether RTAs even-
tually lead to a free trade system or not has only recently been examined formally. The
theoretical models developed and deployed to answer this question are still in their
infancy. Their conclusions are also not very robust and remain open to debate.

Policy makers, while recognizing that there may be benefits to both the participants
and non-members as well as the multilateral trading system, find it difficult to formulate
policies that substantiate trade creation and eliminate trade diversion and maintain the
momentum towards achieving free trade. Acceptance of such policies requires the accept-
ance of international rules by which nation states have to abide. The current acceptance
of the situation where existing WTO rules are open to interpretation suggests that its
member states are not willing to go down this path. The way the RTAC recommendations
are viewed and accepted by the WTO membership will reveal the way RTAs are likely to
behave in the future. One thing is certain and that is the RTAs have, do and will form an
important part of the international economic landscape.
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9 The breadth of integration arising from trade
agreements
Peter W. B. Phillips

Introduction

International trade has been and likely always will be a critical factor in the economic,
social and political development of nation states. Ultimately, trade agreements and
regimes integrate markets — from the earliest times to the present day, national govern-
ments and imperial powers have sought to use trade rules to bind others to their power
system in order to enhance their development. The process of negotiating and enforcing
international agreements has changed twice in the last century. In the early 1900s, the role
of the imperial powers diminished, and individual trading countries and specific com-
modity groups took the initiative to define the trade system to support their national or
industrial interests (Phillips 2001). This accelerated after the Second World War, with the
proliferation of commodity agreements, international technical agencies and national,
regional and multilateral trade agreements. While these agreements accelerated integra-
tion in selected areas, the rate and range of integration varied widely, with some sectors
highly integrated (for example manufactured goods) and others largely not (for example
agriculture). The signing of the World Trade Organization (WTO) Agreement in 1995
reasserted a strong integrationist focus in trade matters, as members of the new organ-
ization henceforward were compelled to accept all of the wide-ranging international
arrangements. Countries could no longer cherry-pick to comply with those arrangements
that suited their own interests, while ignoring those that were less beneficial. Now, virtu-
ally all aspects of trade (and by extension, many areas that traditionally were viewed as
domestic concerns) are increasingly integrated in a common set of rules and markets.

In that context, many have expressed concerns that the economic, social and political
agendas of the large countries — often equated with the US, European Union, and at times
the OECD - will compel smaller, less powerful countries to integrate into the global system.
This chapter examines a number of specific concerns. First, some worry that many coun-
tries have little or no effective choice in how fast to liberalize and integrate into the global
trade system. In the past, countries could choose which international agreements to join
and when to join them. Many smaller and less developed countries would join the General
Agreement on Tariffs and Trade (GATT) but not some of the technical agencies and agree-
ments — such as the World Intellectual Property Conventions and the FAO/Codex food
safety agencies. This would enable them to pick only those elements that had the greatest
potential benefit for the country. It is becoming increasingly difficult for countries wanting
to trade to remain outside the aegis of the WTO. A couple of options — entering into
regional trade arrangement with partners that may yield higher benefits and accessing the
general system of preferences available to lesser developed countries — offer some flexibility
for smaller and poorer countries. This chapter will examine the practical matter of acces-
sion and membership in an effort to identify what degrees of freedom remain for smaller
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countries. Meanwhile, some have argued that once inside, many of the smaller and less
developed countries have little or no opportunity to influence the general direction of the
international trade regime because the negotiating process effectively shuts them out. This
chapter will examine the challenges facing many smaller countries as they attempt to put
their position forward. Finally, there is a common belief that the WTO dispute settlement
system is a blunt instrument that can compel smaller, weaker countries to conform to the
interests of the international system or the largest traders. This chapter will review the oper-
ation of the dispute settlement mechanism (DSM) to identify the real risks of this.

International integration

International integration is a dynamic process whereby the economic and social, political,
cultural and normative dimensions of a nation converge with those dimensions of other
nations. It occurs either implicitly through cultural convergence (for example multina-
tional corporations, immigration, the global entertainment industry, the internet, inter-
national sports or tourism) or explicitly through governments entering into treaties,
international institutions, global standards and trade agreements.

International integration elicits strong emotional responses from many. At the extremes,
some view international integration as the ‘natural’ extension of ‘progressive’ practices from
the developed world to lesser developed regions (for example Romer 1990) while others see
it as an insidious undermining of national sovereignty and cultural integrity (for example
Council of Canadians, nd). Supporters of international integration believe that collective
action among independent nation-states can lead to greater overall gains or avoid overall
losses that often arise when nations act alone, guided only by their own self-interest. Critics
simply see integration as a corrosive force that erodes national or domestic economic and
social distinctiveness and autonomy.

States can choose a variety of strategies to accelerate or control the rate of integration.
Most nations have attempted to find a balance in the level of integration they pursue,
reserving some matters as merely domestic concerns (for example culture), engaging in
bilateral or regional agreements on other matters (for example environment or some sec-
toral trade arrangements) and opening more generally through multilateral processes (for
example the WTO). Similarly, countries have some control over the depth of integration
into the international system, choosing either to limit integration to issues that extend
from their borders outward (for example tariffs and import quotas) or to engage in
arrangements that explicitly restrict certain domestic practices (for example subsidies) or
require change in domestic policies and industries (for example government procure-
ment). In that context, there is a spectrum of possible integrative options, ranging from
shallow, regional arrangements (for example the NAFTA) to global, deep arrangements,
such as the Cartegna Protocol on Biosafety (see Table 9.1)

Table 9.1 Illustrative examples of the range of international integration

Depth of integration
Level of integration Shallow Deep

Regional NAFTA EU
Global WTO CPB




96 Handbook on international trade policy

States use various strategies to influence the gains or losses of international integration.
Few countries are consistently pro or anti integration. Prospective winners from integra-
tion often pursue global trade systems to solidify their positions (for example the so called
Pax Romanica, Britannica and Americana cited by Gilpin 2001), encouraging liberalized
flows of goods and factors of production. These countries have tended to choose shallow
integrative options (such as the NAFTA and WTO), allowing them to leave their domes-
tic policies unchanged, but often forcing others to revise their systems to conform to the
norms embedded in the international system. Ostry (1997) offers a perfect example of this
from the Uruguay Round, noting that the US negotiating team effectively wrote the Trade
Related Intellectual Property Agreement (TRIPS) to mirror the US system of IP, requir-
ing no changes by the US but major reforms by many other countries. Other countries
may choose deep integration for tactical reasons. European nations, for instance, have
made impressive strides in creating a continental union of 25 member states that provides
a variety of mechanisms that further common economic, social, cultural and political
goals. Globally, there have been a variety of efforts (for example the Cartegna Protocol)
to develop common rules that protect social and cultural goals from being disciplined by
international economic institutions and regimes.

History of integration through international trade
International trade has been for a long time one way to extend a country’s influence on
competitors and partners. Going back into the earliest recorded history one can identify
the important role of trade, and by extension, the significant efforts by governments and
others to benefit from defining the rules of trade.

There is ample evidence of the important role trade played in the evolution and enrich-
ment of the pre-classical, classical and modern empires. The millennia of empires can be
categorized as a period when ‘might was right’ with the imperial power (large or small)
establishing the rules and structures for trade, almost always in order to control the
economy and society and to enrich the social elites and rulers of the empires. There was
clear and direct integration through trade — the goal was not to spread the wealth but to
enrich the core (the rulers and elites) at the expense of the periphery. The Egyptian empire
spanned the Nile and spread into the Mediterranean, establishing a common rule of law,
common weights and measures and a set of practices for the efficient trade in many
common products. As early as 3200 Bc there is evidence of Egyptians importing cedars
from Phoenician traders. With the decline of the Egyptian empires, the Phoenician empire
emerged in about 1100 BC as the dominant ‘merchant mariners’ in the region, trading a
variety of commodities and products around the Mediterranean, aided and assisted by
the establishment of maritime cities in what is now the Middle East, along the north coast
of Africa, in Sicily and in Spain. First the Greek empire under Alexander the Great and
then the Roman empire replaced the trading rules of the earlier systems, culminating in a
pan-European system of governance and trade that realized unprecedented wealth and
power. While there was a hiatus in imperial structures during the feudal age, empires again
emerged on the global stage in the 1400s, as the major European powers refocused their
competitive efforts on carving up the rest of the world as empires and colonies. Trade
within the individual imperial preferential systems — British, Spanish, Portuguese, Dutch,
German and Italian — was often relatively free, but trade between the systems was rela-
tively less attractive and frequently discouraged or even impeded. Each imperial system
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imposed a currency system, most had their own unique sets of weights and measures, all
had their own transportation infrastructure and, through their laws, each provided means
of adjudicating disputes. While trade integrated regions within the empires, competition
between empires escalated. Irwin (1996) notes that the philosophers and economists
throughout history have supported and rationalized the dominant power systems, justi-
fying the structure and nature of the trade relationships — be they state led, free market or
mercantilist.

The waning of imperial power in the later part of the nineteenth century opened the way
for a significant change in trade rules. Beginning after 1850 and accelerating into the early
1900s individual trading countries (for example the US) and specific commodity groups
(for example the dairy industry) took the initiative to redefine the trade system to support
their national or industrial interests. A wide range of purpose built — what we would now
call sui generis — rule systems were developed to enable greater trade under more pre-
dictable and competitive terms. International treaties were negotiated and signed to protect
and enable trade in intellectual property rules, beginning as far back as 1885. Countries
such as the US negotiated bilateral trade arrangements with other countries, such as
Canada, which previously had conformed almost exclusively to the Imperial Preferences
of the British Empire. Some of these arrangements simply dealt with border measures, but
many imposed higher integration, with agreements specifying production and processing
methods and allowable measures to manage domestic markets (for example various
treaties between the US, Canada and the UK to manage fish stocks in the Atlantic and
Pacific). Groups of commodity producers, in the first instance represented by their
national governments but increasingly represented by leading companies, meanwhile
sought to define the terms of engagement in international trade for their specific goods by
specifying appropriate standards for product attributes, public health and safety and, at
times, terms of trade and domestic production targets to manage periodic gluts and short-
ages (for example the International Office of Epizootics [OIE] to deal with animal health
in 1924). This trend to purpose built systems accelerated after the Second World War, with
the proliferation of commodity agreements (for example the International Wheat
Agreement in 1949) and a wide range of international agencies such as the Food and
International Plant Protection Convention (1952), the Food and Agriculture Organization
(1945), the World Health Organization (1948) and the Codex Alimentarius Commission
(1963). In some ways, the GATT in 1948 was simply another purpose built organization,
in its case with a mandate to liberalize trade for manufactured goods; most of the other
products, all services and trade in all factors of production (labor, capital and intellectual
property) were exempt from the agreement. Even though successive rounds of negotiation
in the following 40 years attempted to address many of the exemptions to the GATT, any
resulting arrangements were usually formalized outside the aegis of the GATT and, con-
sequently, allowed piecemeal development and implementation of standard trade rules
across all markets and regions.

The Uruguay Round (1986-1994) fundamentally changed the direction and scope of
international trade. The WTO Agreement essentially rolled up most of the purpose built
systems from the preceding 100 years, adding a few new subjects (such as trade in services
and government procurement), and made them all subject to the four pillars of the GATT
treaty — the most-favored-nation principle; national treatment; transparency; and dispute
settlement. Taking as the base the General Agreement on Tariffs and Trade (GATT),
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which largely focused on manufactured goods, the new Organization added an ambitious
agreement on agriculture (which converted quotas to tariffs and then bound and targeted
to reduce overall tariff levels, domestic trade distorting subsidies and export subsidies),
incorporated and expanded a number of the Understandings from the Tokyo Round (that
is those relating to sanitary and phytosanitary measures (SPS) and technical barriers to
trade (TBTs), the multifiber agreement on textiles and clothing and trade-related invest-
ment measures (TRIMS)), incorporated the provisions of the World Intellectual Property
Office and its related treaties through the agreement on trade-related aspects of intellec-
tual property rights (TRIPS), offered new rules of origin, introduced a new agreement on
trade in services (GATS) and implemented a series of procedural measures related to
making trade less uncertain (for example agreements related to Art. VI, Anti-dumping,
Art. VII, customs valuation, preshipment inspection, import licensing procedures, subsi-
dies and countervailing and safeguards). The WTO Agreement also implemented for the
first time a binding dispute settlement system, where expert panel decisions would be
implemented unless the General Assembly in plenary session unanimously rejected the
decision (under the GATT, if any single member state, including one of the disputing
parties, challenged a decision, it would be suspended, which meant few decisions were ever
adopted). One final provision was a decision of the negotiators to formalize collaboration
between the WTO and its sister Bretton Woods institutions, the International Monetary
Fund and the World Bank. Increasingly the pressure was on countries to be a member in
all three institutions, rather than simply those that offered the greatest benefit to the
country.

This larger package of obligations had three immediate effects. First, many countries
that were members of only some of the purpose-built systems were now obligated to
conform universally to the entire package. Countries could no longer pick and choose
which trade arrangements to join and enforce. Second, there was less incentive to stay out
of the GATT/WTO world. Increasingly, there was less strategic value in partial trade rela-
tionships. Both the costs of non-conformity and the benefits of membership rose. Third,
many of the new trade rules went beyond prescribing border measures and imposed either
constraints or obligations on member states to adjust their domestic policies to conform.
Essentially, countries that previously diverged from the norm were being required to inte-
grate or lose.

Does membership in the WTO force integration?

While the history paints a convincing picture of trade being a highly integrative policy,
the actual influence of various trade measures on individual countries to conform and
integrate with the global system is not discernible without further review. Four specific
issues warrant investigation: the rights and obligations of membership; the special provi-
sions for Least Developed Countries (LDCs); regional trade arrangements; and dispute
settlement practices and outcomes.

The rights and obligations of membership

Membership involves both rights and obligations arising from accession and from the
opportunity to help to direct and craft the future of the agreement. There is a reasonable
argument to be made that LDCs and some of the lower and middle income countries may
be forced to integrate into a system that is not unambiguously in their own best interest.
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As noted previously, since implementation of the WTO, membership is now an all or
nothing choice. Countries, once they pass any transition periods and evolve from being a
lesser developed country, are no longer allowed to select which parts of the system to
accept. Now they must adopt the entire package. Many have argued that while this makes
great sense for developed nations and perhaps even for the largest developing nations,
many smaller and less developed countries could be disadvantaged by the all-or-nothing
process. Lanjouw (2002), for example, has noted that OECD countries adopted strong
patent rights for pharmaceutical drugs at a much higher level of development than many
LDCs. He notes that in the 1976-1992 period, 11 OECD member states adopted stronger
patent protection, with prevailing per capita GDPs of $10900 to $40 000. In contrast, he
identified nine major developing countries that are being asked to adopt higher protec-
tion much earlier in their development. China, for example, extended rights in 1992/3,
with a per capita GDP of only $424. India, Pakistan and Egypt have per capita GDPs of
less than $1200, and were required to implement by 31 July 2006 the provisions in the
TRIPs agreement, which included extension of patents to inventions from other coun-
tries. Other areas of the WTO Agreement and its sub-agreements could similarly be
argued to be less advantageous to LDCs than developed nations. If the GATT model of
purpose built rules prevailed, these countries could accede only to those provisions that
fit with their stage of development and trade prospects.

Meanwhile, there is some doubt about whether the negotiating process is appropriate
to deal with LDC concerns and interests. Quite clearly in the early rounds of GATT nego-
tiations the process was predominantly one of reciprocal negotiating between the key
exporters and importers related to key issues and key markets. A country made bids and
offers with key traders to liberalize specific areas; once bilateral agreements were set, they
were multilateralized through the most-favored-nation principle. In this way the negoti-
ations focused on those trade issues that had the greatest commercial importance. The
strong reciprocity of interests in continued international trade in those products among
those countries improved the likelihood of success. Disproportionately this process paired
the United States with other OECD countries in the key negotiations, effectively disen-
franchising LDCs and low- and middle-income countries. Beginning in the Kennedy
Round and continuing through the Tokyo, Uruguay and Doha Rounds, there has been a
shift in the negotiating process. In the first instance, there has been a move away from bid
and offer negotiating toward a formula-based system of identifying overall goals and
objectives, against which countries then bind specific trade measures. These formulas offer
fewer opportunities for discrete issues to be addressed, and instead increase the pressure
for overall liberalization and integration of markets. By the same token, the introduction
of a wide range of new negotiating issues that have significant domestic implications — for
example SPS, TBT and TRIPs — has created a conundrum for many LDCs and develop-
ing countries. These areas, which mostly involve developing standards of performance
and market access, do not fit with the formula model of negotiation but rather require an
ability to bring forward a functioning system to compare and contrast with others, in the
pursuit of a common base. Phillips and Khachatourians (2001), citing FAO (1998) data,
have noted that many non-OECD countries — including LDCs, various low- and middle-
income countries and most transition economies — lack operating, transparent and
accountable administrative systems for managing intellectual property, sanitary and phy-
tosanitary issues and technical barriers to trade. For example, in 1998, only 25 percent of
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states had national legislation for plant breeders’ rights, about one-third of African and
Asian nations did not have any quarantine rules for seeds or animals, a minority of coun-
tries outside the OECD had seed certification or seed quality legislation and fewer than
one in eight had national crop research programs that could assess and analyze any atten-
dant risks in new agricultural varieties. In the absence of effective domestic capacity, these
countries are completely removed from any negotiations to develop product or perform-
ance standards that will underpin trade in these products.

Special provisions _for LDCs

The purpose built GATT system that evolved between 1948 and 1994 was dominated by
developed country issues and concerns. Between 1948 and 1961, OECD countries domi-
nated the GATT in both absolute numbers and in relative terms. Between 1962 and 1994, the
number of developing and lesser developed countries rose sharply, as decolonization created
more independent states in Africa, the Middle East and Latin America. While issues of
concern to developing nations were aired in the negotiations over that period, the agreement
remained dominated by the issues of OECD member states. With the implementation of the
WTO Agreement beginning in 1995, there has been a push to complete the membership of
the organization, mostly by bringing into the fold key Asian markets (for example China)
and the transition economies from the former Comecon Pact. As of 24 October 2004, 147
states had negotiated membership in the organization and another 28 nations had observer
status, which implies they are likely to seek accession within five years (see Table 9.2).

The total membership of the WTO is now clearly dominated in number terms by coun-
tries with development concerns and the organization has worked to accommodate their
most pressing concerns. While there are no WTO definitions of ‘developed’ or ‘developing’
countries, the WTO allows countries to self-select themselves as needing assistance (gener-
ally the country granting any preference decides whether to accept or reject a country
as developing). In 2004, 32 member states of the WTO were listed as LDCs: Angola,
Bangladesh, Benin, Burkina Faso, Burundi, Cambodia, Central African Republic, Chad,
Democratic Republic of the Congo, Djibouti, Gambia, Guinea, Guinea Bissau, Haiti,
Lesotho, Madagascar, Malawi, Maldives, Mali, Mauritania, Mozambique, Myanmar,
Nepal, Niger, Rwanda, Senegal, Sierra Leone, Solomon Islands, Tanzania, Togo, Uganda
and Zambia (eight additional LDCs were in the process of accession to the agreement,
including Bhutan, Cape Verde, Ethiopia, Laos, Samoa, Sudan, Vanuatu and Yemen while

Table 9.2  Date of admission of 147 member states as of 24 October 2004, by status of
nation state

Africal/ Latin Transition
OECD Middle East Asia America Economies Other
1948-1961 19 5 5 8 0 0
1962-1994 10 38 7 22 2 2
1995-2004 1 4 7 4 11 3
Total 30 47 19 34 13 5
Pending in 2004 0 12 5 2 9 0

Source:  WTO (2004b)
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Equatorial Guinea and Sao Tomé and Principe were WTO Observers). In aggregate, the
WTO estimates that those LDCs that are members accounted for only $34 billion of trade
in 2000, equal to about 0.55 percent of total world trade that year.

Developing country status in the WTO brings certain rights. In the first instance, most
developing countries can avail themselves of the Generalized System of Preferences
(GSP), which provides for greater market access than afforded to larger and wealthier
states (UNCTAD 2004). Some WTO Agreements also provide LDCs with longer transi-
tion periods before they are required to fully implement the provisions (for example
TRIPs provided LDCs with ten years to implement the provisions, rather than the one
year schedule for developed countries), LDCs are eligible to receive technical assistance
to comply with the WTO and some agreements provide commitments or measures to
increase trading opportunities for developing countries (for example the MultiFibre
Agreement members committed to consider favorable quota treatment for small suppli-
ers and least-developed countries).

The WTO negotiating process has also attempted to provide for differential benefits for
LDCs. At the Fourth Ministerial Conference in Doha, Qatar, in November 2001, WTO
member governments agreed to launch a new ‘development’ round of negotiations. Since
then, much of the negotiating effort has focused on addressing LDC concerns, such as a
balance-of-payments exception (clarifying less stringent conditions in GATT for devel-
oping countries if they restrict imports in order to protect their balance-of-payments),
market-access commitments (clarifying LDC eligibility to negotiate or be consulted on
quota allocation) and an array of derogations that will either allow LDCs to deal more
proactively with domestic and rural development or to engage in and help to define the
new technical rules of trade (for example in the SPS standards and measures).

Regional Trade Agreements

One derogation from the WTO MFN principle available to all countries is the right to
enter into a regional trade agreement (RTA), where preferences within the agreement
are not automatically multilateralized to all WTO members. While there are popular
reports of thousands of RTAs, as of May 2004, only about 250 RTAs have been noti-
fied to the GATT/WTO. Over 170 duly notified and authorized RTAs are currently in
force and an additional 70 are estimated to be operational although not yet notified. The
WTO Secretariat estimates that by the end of 2005 the total number of RTAs could
approach 300 if all the RTAs reportedly planned or already under negotiation are
concluded.

RTAs generally involve either a free trade area, a customs union or, increasingly, a ser-
vices agreement. A free-trade area (under GATT Art. XXIV) provides for RTA members
to lower or eliminate trade barriers among themselves while maintaining their own, indi-
vidual WTO-bound commitments against non-RTA partners (for example the NAFTA).
A customs union (under GATT Art. XXIV) usually involves eliminating all trade meas-
ures between RTA members but erecting a common set of tariffs and quotas (which would
then be bound under the WTO) against non-RTA members (for example the EU). A ser-
vices agreement (under GATS Art. V) would reduce barriers for trade in selected services
among RTA members, without offering those benefits to others (for example the
CARICOM agreement). Of the 208 RTAs notified as of May 2004, 141 involve FTAs, 14
involve CUs and 34 involve services.
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The WTO reports that the coverage and depth of preferential treatment varies. More
recent RTAs tend to go far beyond tariff-cutting exercises — they provide for increasingly
complex regulations governing trade in goods (for example with respect to standards,
safeguard provisions and customs administration) or provide preferential regulatory
frameworks for trade in services. The most sophisticated RTAs are major integrative
instruments, providing regional rules on investment, competition, environment and labor.

An examination of the 208 notifications as of May 2004 shows that about 70 percent
of the RTAs involve one or more OECD countries. Most OECD arrangements involve
EU, North America, Australia or Japan and provide for preferential arrangements among
themselves or with other selected strategic partners (for example Israel, selected South
American nations and key trading partners in their region, such as New Zealand with
Singapore). The second largest group of notified RTAs involves the transition economies
in Eastern Europe and the former Soviets. The Comecon trade bloc had a wide range of
preferential regional trade arrangements that remain valuable to some former members.
As these countries join the WTO, they are required to notify any preferential deals. As of
May 2004, 36 preferential arrangements have been approved. The remaining 25 RTAs that
have been notified represent an effort by pairs or groups of countries within Africa, the
Middle East, Asia and Latin America to create closer regional integration, even if at the
expense of trade with larger and more developed countries.

Overall, the provisions that allow RTAs cannot be said to forestall or limit integration,
but rather to redirect the direction and scope of integration toward various strategic
options (regional or sector) and away from global integration. Hence, they offer one
avenue for smaller and less-developed countries to control their level, depth and rate of
integration into the global economy.

Dispute settlement procedures and outcomes

As noted, the processes for handling trade disputes have been strengthened in the WTO,
making it far more likely that countries that do not comply with the terms of the agree-
ment will be prosecuted and either directed to conform or to be subject to sanctions and
retaliation. This ‘big stick’ has the potential to accelerate the integration implied by the
WTO as countries are expected to be more likely to comply with the real threat of costs
of non-compliance.

While the theory would suggest that smaller countries would be most at risk, the evi-
dence does not show that. Between 1 January 1995 and 12 October 2004 member states
launched 317 disputes in the WTO. The vast majority of the cases involved developed,
OECD member states challenging other OECD member state’s policies. An analysis of
the cases shows that 72 percent of the cases were brought against the US, EU or other
OECD countries. No cases during the period were brought against any of the 32 LDCs.
Of the 90 cases brought against low and middle income countries, 60 were brought by
OECD members while 30 were brought by other low and middle income countries (see
Table 9.3). Looking just at the 21 US cases launched against lower and middle income
countries during this period, the strategy becomes clearer. The US launched cases against
Brazil (4), Argentina (4), Philippines (3), India (3) and one each with Chile, China, Egypt,
Indonesia, Pakistan, Romania and Venezuela, each which is either middle income country
or a low income country with a large population and hence proportionately large market.
The US has never launched a case at a market smaller than US$100 billion.
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Table 9.3  Distribution of 317 dispute settlement cases launched between 1 January 1995

and 12 October 2004

Case brought by
UsS EU Other OECD Other Multiple
Case brought against - 26 33 22 3
28 - 13 22 3
Other OECD 27 16 16 17 1
21 23 16 30 0
76 65 78 91 7
Pending 12 5 2 9

Source:  WTO (2004b)

Table 9.4 WTO DSM cases, 1 January 1995 to 12 October 2004

Brought by Brought against
UsS EU Other OECD Other uUsS EU Other OECD  Other
1995 5 2 3 9 3 7 10 2
1996 15 7 11 9 9 6 15 13
1997 17 15 8 5 9 10 11 16
1998 9 16 11 7 7 15 12 10
1999 9 7 12 3 11 4 5 11
2000 8 7 4 11 9 2 3 16
2001 1 1 4 19 8 4 7 8
2002 4 3 11 16 18 6 6 4
2003 2 4 12 10 7 8 6 7
2004# 5 2 3 2 3 4 3 3
Total 75 64 79 91 84 66 78 90
Total (%) 24 20 25 29 26 21 25 28

Note: * Cases filed as of 12 October 2004.

Source:  WTO (2004b)

Perhaps what is most revealing is that the use of the DSM has begun to change in
recent years. In the first six years of the operation of the agreement, the US and EU dom-
inated as the major initiator of trade disputes. Low and middle income countries used
the DSM less frequently. Beginning in 2000, the non-OECD members began to aggres-
sively use the DSM. Looking at the targets of cases, it is interesting to note that lower
and middle income countries were a major target through 2001, but since then the focus
has shifted to opening the US. Rather than becoming a big stick in the hands of the large
and wealthy, the DSM would appear to be becoming a leveling device, enabling
smaller economies to push back on the integrationist agenda of larger, wealthy countries
(see Table 9.4).
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Conclusions
Two points are worth noting when considering whether the international trade system
embodied in the WTO is a major integrative force in the global economy.

First, one must keep in mind that trade policy is only one of the many factors that
can contribute to integration. It is hard to determine how much integration we would
have had in the absence of the liberal trade regime embodied in the WTO. Remember
that integration is being furthered by a wide range of formal and informal arrange-
ments. The combination of multinational corporations, the global entertainment and
media world, the internet, international tourism and immigration, among other factors,
have combined to create a cohort of ‘global citizens’ who work, live and play in a multi-
national world. This world is underpinned by our international governmental and
non-governmental organizations, the increasing global academy, global sports, global
cultural and media stars and multinational executives. While still small, this group of
globalists is a major force for integration. Few if any of these integrative forces can be
attributed to the liberal trade regime. Thus, liberal trade rules may be less of a cause
and more of a result of the evolution of the global society. More work will be needed
to determine the causal relationship between liberal trade and global economic
integration.

Second, the evidence noted above would suggest that there are a range of pressures
resulting from the WTO Agreement in 1995 that are simultaneously increasing the pres-
sure for integration and affording new options for managing and controlling integra-
tion. The WTO would appear to have furthered integration by its comprehensive
structure, the new cooperation between the WTO and other Bretton Woods Systems and
the fact that many of the 29 specific sub-agreements go beyond addressing border meas-
ures and actually prescribe domestic policy. But it is important to keep a few points in
mind. First, these institutions actually provide a more enabling environment than pre-
vailed under the old imperial systems. Second, relatively small and underdeveloped
countries are almost immune from the more integrative aspects of the agreement, partly
due to their formal derogations (for example GSP, transition periods, RTAs) and partly
due to the simple fact that their markets are simply too small to justify a trade action
against them.
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10 Trade agreements: depth of integration
Nicholas Perdikis

Introduction

This chapter describes the principal forms of Regional Trade Agreements (RTAs) and
compares and contrasts their particular features. To illustrate these issues existing and
past RTAs will be referred to and used as examples. While the main focus of this chapter
will be the economic characteristics of RTAs, political causes and effects will also be
touched upon. This is inevitable as the formation of even the simplest form of RTA
requires the agreement of sovereign entities — countries — and has consequences for
different sections of society or interest groups within those countries.

A simple taxonomy of Regional Trade Agreements

Economists identify four basic forms of RTA (World Bank, 2000). These range from the
most simple — the free trade area (FTA), to the customs union (CU), the common market
(CM) and on to the final and deepest form, the economic union. This last form is often
referred to as economic and political union signifying not only the economic aspects of
the relationship but also the depth of political integration that is required from member
states to make it operational.

The Free Trade Area

The simplest form of economic integration is FTA. The FTA is the most popular form of
economic integration amongst countries forming Regional Trade Agreements, account-
ing for approximately 90 per cent of them. In this form the member states agree to remove
all barriers to trade in either goods or services, or both, between them. In its present theo-
retical form, artificial impediments to trade are not allowed to interfere with the free flow
of goods and services between the participants. In practical terms no tariffs, quotas, sub-
sidies or administrative restrictions are allowed to distort the trade between the members.
Each participating country is allowed to pursue its own trade or foreign economic policy
against non-members of the FTA. In this way the restrictions placed on the products of
non-members may vary between the members.

The ability to follow its own foreign economic policy does or can give rise to problems.
Non-member countries’ exporters may be able to overcome discrimination against their
products by exporting via the member or members with the lowest levels of protection.
In this way, they can still penetrate the more highly protected markets. To preclude non-
member countries’ exporters from adopting these transhipment strategies, the members
of an FTA usually agree a set of rules to deal with this possible occurrence. These rules
are often very complex. Often they have to take into account products that arrive from
non-member states having undergone some form of processing or finishing in a member
state. Under these circumstances, the value added has to be calculated and an appropri-
ate allowance made before the tariff rate is applied. These so called rules of origin usually
result in a lower tariff being placed on products that are subject to some processing or
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finishing in member states than those that are applied on exports coming from non-
member states via a member with lower restrictions. To administer their rules of origin,
FTAs have to set up costly bureaucratic structures. The most enduring and at one time
the most prominent FTA, the European Free Trade Area (EFTA), had a very elaborate
system of rules of origin. These were enshrined in its Stockholm convention. The North
American Free Trade Area (NAFTA) has similar rules.

As the members of an FTA have their own sets of domestic regulations with regard to
health, safety, production and so on, conflicts can arise between them. They usually adopt
dispute settlement rules to deal with these potential issues. In NAFTA disputes can be
dealt with via their own agreed procedures or those of the WTO (Kerr 2005).

The Customs Union
The bureaucratic costs of administering complex rules of origin have led policy makers
to suggest the adoption and application of a common trade policy against non-member
states. This can be summed up as a common external tariff (CET). If adopted this would
turn a FTA into a Customs Union (CU). The CET is, however, shorthand for common
external trade policy as a CU has to deal not just with tariffs but quotas, anti dumping
legislation, variable levies, voluntary export restraints (VERSs) as well as domestic policies
that impinge on trade relations with non-member states. Essentially, a CU is an FTA but
one that has a common external trade policy. As we have seen above, FTAs have to adopt
rules of origin to deal with imports from non-member states. This raises some interesting
questions as to whether rules of origin and a CET are equivalent and have the same
welfare effects on the economies involved. It has been shown that this is not the case.
The formation of a CU and its adoption of a common external trade policy adminis-
tered by a central body does lead to an erosion of the participating states’ economic and
political sovereignty. This is inevitable as the member states have to compromise to work
out and adopt a common position and then accept the outcome of any trade agreements
reached on its behalf by a central body. Countries are willing to accept this reduction in
individual sovereignty in order to increase collective power or sovereignty. Countries, by
sinking their differences and adopting common positions, may be able to achieve more
than negotiating individually with trade partners. This was one of the reasons behind the
establishment of the EEC in 1956 and its subsequent evolution into the European Union
(EU) as well as the widening of its CET to cover the majority of trade issues. The EU is
not the only customs union. The current Andean pact made up of Bolivia, Colombia,
Ecuador and Peru in South America is also a customs union and imposes a CET of
between 5 and 20 per cent on imports arising from non-member states (The Economist
1991a).

The Common Market (CM)

This form of integration is deeper than the CU because it incorporates the free movement
of capital and labour as well as goods and services into its structure. It is a deeper form
of integration because it requires a greater degree of harmonization of domestic policies
between the member states. For the movement of capital not to be influenced artificially
by different taxes and incentives between the members of the CM requires commonality
of treatment. Similarly, to facilitate the free movement of labour requires recognition of
qualifications and the harmonization of employment policy.
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From its inception the EEC considered itself as a CM since it allowed for the free move-
ment of capital and labour. The reality of the situation, however, was different. The Cecchini
Report on the barriers to completing the single market certainly highlighted the lack of
policy harmonization and set 1992 as the date for achieving the goal (The Economist 1991b).

Economic union

This is the deepest form of economic integration short of countries merging with one
another to form a single state. As its name implies large areas of economic and, therefore,
political action are merged and dealt with by a central authority. This form of integration
leads to an even greater loss of individual economic and political sovereignty. This is par-
ticularly so where the member states adopt a common currency.

An economic union is in many respects an amalgam of the other forms of economic inte-
gration outlined above. It is a free trade area in that goods are allowed to flow freely between
member states. It is also a customs union because it adopts a common external tariff if not
a common foreign economic policy. It is also a common market since the factors of pro-
duction, essentially capital and labour, are also allowed to migrate freely in order to obtain
their highest returns. An economic union is all those things plus the complete fixing of
exchange rates between member states or the adoption of a common currency. Adopting a
common currency turns an economic union into a monetary union as well.

Adopting a single currency is often seen as a way of eliminating the transactions costs
that companies and individuals incur when converting one currency into another. Where
trade with partners is highly integrated and constitutes a high proportion of overall trade
adopting a single currency makes economic sense. A common currency will also make
prices transparent to consumers and producers across the union. Highlighting price
differences in this way increases competition amongst producers. It also increases com-
petition between countries as potential locations for foot loose foreign direct investment.

An economic union also requires countries to coordinate and harmonize their fiscal
policies. The need to operationalize these requirements leads to authority being vested in
supranational bodies where decisions are made either on the basis of consensus or major-
ity voting. Devolving power to supranational bodies and adopting their decisions is what
reduces a member state’s individual sovereignty. The purpose of accepting this reduction
is the gain in collective sovereignty or economic and political power. The increased lever-
age that results can lead to greater gains for individual states than if they try to achieve
their goals independently.

The European Union is considered to be an economic union albeit an imperfect one.
Not all its member states have adopted its single currency, the euro. A notable absentee
from the Euro zone is the UK. The harmonization of fiscal policy and government expen-
diture it is also not complete.

The high degree of coordination required and the intervention of supranational bodies
in domestic policies can lead to tensions between the member states. Again, this is seen
very clearly in the European Union. Government subsidies to state owned industries, in
particular airlines but also transportation equipment, has led to conflicts between the
member states and the European Commission — one of the EU’s supranational institu-
tions. The threat of and actual imposition of fines has not stopped this behaviour. Opt-
outs and rebates have also been given to member states in order for them to square the
realities of domestic politics and membership of the European Union. Here again, the
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UK is an example. It has been given a rebate on its contribution to the European Union
budget. More recently France, Germany and Italy have run budget deficits in excess of the
3 per cent demanded by the operational rules of the European Monetary System.

The economic and political case for and against Regional Trade Agreements

There are both economic and political reasons why countries seek to form or join RTAs.
We will now discuss the economic arguments and then move on to the political reasons
for forming RTAs.

The economic case for RTAs

The basis of the economic case lies in standard normative trade theory which suggests
that free trade leads to an improvement in economic welfare. Economic integration
implies the opening up of trade with one set of trading partners while continuing or
increasing discrimination against others. In this way it is an economic state lying between
total free trade on the one hand and total discrimination on the other. Since it is short of
total free trade a policy pursuing economic integration through the formation of an RTA
implies a second best policy (Lipsey 1957). A first best policy would be one adopting free
trade with all trading partners.

Pragmatically, it also has to be recognized that a world of free trade is unlikely. The
opening up of world trade is dependent on multilateral discussions held under the aus-
pices of the WTO. The speed with which the trade in goods and services can be opened
up depends on the willingness of the participants to enter into discussions. National and
sectoral interests may well act as a powerful brake on these negotiations. An organization
like the WTO with such a large national membership may find it difficult to proceed
quickly in promoting, negotiating and implementing the outcome of trade rounds. Both
the Uruguay and Doha Rounds are examples of this. To achieve some of the benefits of
free trade, countries may find it useful to form RTAs with trade partners (Ethier 1998).
Two sets of benefits can be said to arise. These are static and dynamic.

The static benefits arise from what is called trade creation (Viner 1950). These appear
from the replacement of high cost domestic supplies in an economy by low cost suppliers
from within the RTA. They can also occur when high cost foreign suppliers are replaced
by lower cost suppliers from within the RTA. The benefits to the members of the RTA
arise from the increase in domestic consumer surplus as a result of lower domestic prices.

These trading creating effects have to be offset against the trade diversionary effects that
result from RTA formation. If lower cost foreign suppliers are replaced by higher cost
RTA suppliers then the costs can outweigh the benefits. The extent to which trade creation
outweighs trade diversion depends on the similarity or overlap between the economies
forming the RTA and whether low cost producers are part of it. The greater the degree of
overlap the more opportunity there is for reallocating resources efficiently between the
members along the lines of comparative advantage.

In addition to these static allocative reasons, dynamic factors also play their part in
conferring benefits to RTA members. The reduction of trade barriers gives rise to
increased competition and, therefore, weakens and threatens existing monopoly pos-
itions. Increased competition not only reduces prices to consumers but spurs companies
to reduce their costs and use inputs more efficiently. That, in turn, increases competition
(Krugman, 1991a, 1991b; Frankel, 1997).
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The larger market also has a dynamic impact. Domestic companies will now find it
easier to export their goods to other member markets. In time, companies begin to regard
the whole RTA economy as their domestic market. Producing for this larger market may
allow companies to acquire economies of scale of a static and dynamic nature. These may
be both internal and external to the companies involved (Corden 1972).

A larger market and the potential of scale economies may also allow firms to special-
ize in producing goods for market segments that were not considered viable prior to inte-
gration. Trade between the members of an RTA can then become more of the
intra-industry type. Specialization as a result of increased trade will be on varieties or
types of a particular product rather than on different products. This type of trade spe-
cialization has been observed by a number of researchers (Balassa 1965; Verdoorn, 1960).

The positive impact that improved resource allocation and economies of scale will have
on economic growth and, hence, the growth of the domestic markets will make the RTA
attractive to foreign direct investment (Rivera-Batiz and Romer 1991; Grossman and
Helpmann 1991).

Foreign investment may also increase as companies fear being left out if the RTA
should turn protectionist in the future (Whalley 1998). This can also act as a stimulant for
seeking membership of existing RTAs or forming rival groups. The formation of NAFTA
can be seen in that light as can the establishment of MERCOSUR. Mexico had little to
gain from establishing a free trade area with the US and Canada as trade barriers were
low. The risk that remaining outside of such a group and losing its existing position to
future potential members acted as a catalyst in its application (Ethier 1998).

RTAs, by enlarging the size of the domestic market, reduce both risk and uncertainty
and hence increase domestic investment in general. Further benefits also arise from the
capital and labour mobility associated with common markets. Capital and labour moving
from areas of surplus, and therefore earning low returns, to areas where there are short-
ages, will raise returns accordingly.

A further economic reason for the formation of an RTA is the benefit that participants
may obtain by exploiting collectively their economic power as monopolists or monop-
sonists via improvements in the terms of trade.

Larger size also confers greater bargaining power on RTA members vis-a-vis non-
member states. In this way RTAs act as devices for coordinating economic policies but in
particular trade policies towards non-members.

Enhancing and furthering economic reforms can also act as a factor contributing
towards RTA membership and formation. By committing to an agreed set of arrange-
ments a government can enhance its credibility as a reformer (Maggi and Rodriguez-Clare
1998). This may also provide it with ammunition to fight and ward off domestic sectional
interests. Arguments of this nature certainly lay behind the entry of Greece, Spain and
Portugal to the EU and more recently the accession of the Central and Eastern European
Economies. These outcomes provide wider economic benefits than those traditionally
associated with RTA formation (Fernandez and Portes 1998; Tornell and Esquirel 1997)

The political case for RTAs

The political dimension in the formation of RTAs should never be overlooked. By linking
their economies together so that they become more interdependent, countries reduce the
likelihood of conflict between them. By developing a common economic purpose and
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acting in concert to promote and protect it a group of nations can enhance their inter-
national bargaining power and hence sovereignty. Political power will follow and enhance
economic power (Schiff and Winters 1998).

The formation of RTAs can also be viewed as the outcome of interest groups seeking
to improve their position vis-a-vis rivals both in their own domestic economies and within
other potential members (Grossman and Helpman 1995). It is also suggested that the long
term viability of an RTA is dependent upon the extent to which interest groups in favour
of it contribute positively towards its continuation.

The current EU owes much of its origins to Western Europe’s desire to establish a
system that locked the economies of France and Germany together so that they were
never likely to go to war against one another again.

The EU also owes its development to the desire of Western European leaders to develop
an economy that would rival that of the US. The aim here was to enhance the potential
of European companies so that they could meet the challenges of US industries and
reduce Europe’s dependence on them.

The founders of the EU also believed that developing a successful and growing Western
European economy would help to prevent it from drifting towards communism and ulti-
mately falling under Russian control. Events in Central and Eastern European countries
that had been liberated by the Russians worried the leaders in Western Europe.

The Europeans also believed that developing an economic entity that could rival the
power of the US and Russia would ensure its political independence. While sympa-
thetic towards the US in terms of economics and politics, they did not wish to be dom-
inated by it.

The political aspect of integration in Western Europe was further enhanced by the EU’s
insistence that member states had to be and remain democracies in order to be member
states. This requirement has been an important feature of its programme of expansion.
States seeking accession see this as a guarantee of their democratic system and a defence
against potential dictators. It has loomed large in the desire for membership in Greece,
Spain and Portugal in the 1980s and more recently in the accession of the Central and
Eastern European states.

Similar political arguments have featured in the formation of RTAs in Africa, Latin
America, the Middle East and Asia to a greater or lesser degree. In the Middle East the
Gulf Cooperation Council (GCC) began its life more as a political entity to cope with
Britain’s withdrawal from the Persian Gulf. It then developed an economic dimension
embracing a free trade area and possibly a common currency in the future. ASEAN also
came into existence primarily as a political military alliance (Yeung et al. 1999). The with-
drawal of Britain from its presence east of Suez and the defeat of the US in Vietnam per-
suaded the pro-market nations in South East Asia to come together in a defensive alliance.
An economic dimension was added later to promote the commercial cooperation
amongst the member states.

The economic and political case against RTAs
The economic arguments Here the economic arguments are mainly based on the trade

diversion effects of RTA formation (Viner 1950). Trade division can exert a negative
influence if high cost goods from RTA members replace those from lower cost foreign
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suppliers. In this way the welfare benefits of RTAs are reversed and the members are made
worse off rather than better.

RTA may also reduce economic welfare by setting in train a set of retaliatory policies
by non-member states. These may lead to the elimination of the terms of trade effect and
the overall reduction in both bloc and world welfare. An extensive literature exists that
can show this in theoretical terms (Krugman 1991b; Richardson 1994; Panagariya and
Findlay 1996; Mayer 1981).

Whether RTA formation is a way to promote trade and overcome the delays in multi-
lateral trade negotiations can also be questioned. Multilateral negotiations may take
longer because they involve more countries but their potential gains are greater. It is also
a fact that RTA formation can also be delayed because of disagreements amongst poten-
tial members.

If RTA formation allows governments to resist sectional interests, enhance domestic
economic reform and establish its credibility then the same can be said of entering into
multilateral agreements.

From the above, we can see that the economic arguments for RTA formation are not
clear cut or unequivocal. It may be the case that rather than overcoming sectional inter-
ests they may establish themselves at the bloc level. Furthermore, the security arguments
for RTAs also apply to multilateral liberalization.

The political arguments 1f the political will is not present to lead to trade liberalization,
then the benefits of trade liberalization will not appear from RTA formation. Evidence of
this phenomenon can be seen in the failure of the Arab Common Market and also in the
MERCOSUR free trade area.

Why should the political will to liberalize trade not exist or weaken when an agreement
has been reached? There are several reasons. The first is ideology. If belief in liberaliza-
tion and the benefits of the market system are not strongly held then political vacillation
can result.

Second, those who are likely to lose out from RTA formation may acquire political
power and prevent the process of integration. Liberalization results in both winners and
losers. In Ricardian analysis, for liberalization to be successful the winners must com-
pensate the losers and still feel better off. In practical terms this would require a third
party, namely the government, to step in and transfer some of the gains via taxation. The
reality may, however, be different. The winners may not be easy to identify and tax. Even
if they can be identified, the government may be reluctant to tax the winners if they are
also its principal supporters. In this political atmosphere if the losers can gain the
support of the government then the process can be stopped if not halted and reversed.

Who would be the winners and who would be the losers? The winners would be, in the
first instance, the consumers who gained from lower prices and an increase in consumer
surplus. It would also be those producers and their workers whose exports increased as a
result of trade liberalization within the RTA. The losers would be those domestic com-
panies that lost out to foreign competition and lower prices; those who experienced a loss
of producer surplus. As the gains of RTA formation and liberalization are often slow to
appear but the losses are concentrated by industry and region the latter are more obvious
and specific. If the losers can concentrate their efforts politically, they may be able to form
a coalition of interested parties to fight the proposals successfully.
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A case against RTAs can also be built on theoretical grounds. Essentially, this view sug-
gests that in the initial stages of RTA formation the more obvious and, hence, trade cre-
ating RTAs are formed. In latter stages, the less obvious and, hence, principally trade
diverting appear which leads to a decline in world welfare. This is then in contrast to the
belief that RTAs are a positive, albeit second best, welfare enhancing form of trade liber-
alization (Bhagwati 1993). While WTO rules can limit the trade diversionary effects of
RTA formation, their existence is still a possibility.

Who should join RTAs?

Having outlined the economic characteristics of RTAs and the arguments for and against
their formation, can we deduce anything specific about who should join one, their size,
depth, width and the external policy to be adopted? The World Bank in a policy report
on trade blocs tried to come up with some answers to these questions (World Bank 2000).

It attempted to answer the ‘who should join a RTA’ question using four hypothetical
scenarios. The first deals with a middle income developed or transitional economy con-
templating joining a high income bloc or country. It is assumed that the bloc accounts for
a high percentage of the middle income country’s exports. In this case, the political
reasons for joining would be high and would ensure the ‘locking in’ of the country’s polit-
ical system with that of the bloc. If it tried to renege on its agreement, the consequences
for the middle income country in terms of economic outcomes could be severe. On the
economic front the benefits to the middle income country could be substantial. These
would arise from both the static and dynamic reallocation of resources as well as inflows
of direct investment from the larger partner, especially if it is a low cost location for a wide
range of economic activities. There is one caveat, however; companies from the middle
income country may relocate to the richer partner if it has better access to technology,
R&D and those activities that benefit from agglomeration. Trade diversion may also be
an issue although an unlikely one given the size of the bloc. Another possibility may be
the loss of tariff revenues.

For the high income country or bloc the advantages of joining with a middle income
country may not be as great but they could be positive in both the economic and political
sphere. Improved resource allocation via competition could be beneficial as could finding
lower cost locations for domestic industries. Political benefits might also flow in the sense
of securing borders and cementing friendly economic and political systems. Examples of
this type of integration include the recent accession of the former communist countries
of Central and Eastern Europe into the EU.

The second scenario deals with the formation of an RTA between large middle income
countries. On the economic front there could be substantial benefits from integration.
These could arise from enhanced resource allocation, economies of scale, terms of trade
effects and improved attractiveness to footloose foreign direct investment (FDI) and tech-
nology transfer. Relocation of industries is also a possibility but would depend on the
difference in both comparative and competitive advantage between the member states.
Benefits could also arise on the political front. There would be gains to countries from the
growth in political power, cooperation, security, as well as locking in policies and dealing
with domestic vested interests.

As well as the benefits, there may be costs from integration that would need to be
weighed up. These would involve trade diversion and loss of government resources from
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reduced tariffs. MERCOSUR may be an example of an RTA between middle income
countries resulting in net costs rather than benefits accruing to its members (Yeats 1996).

The third scenario put forward by the World Bank team is the formation of an RTA
between low income countries. In this scenario, the real economic benefits could be large
especially if size allows scale economies to be secured. Positive benefits from enhanced
competition and nationalization can also arise. FDI inflows and technology transfer could
also result if market size has been an inhibiting factor. Political benefits could appear, in
particular, with regard to enhancing the external power and perception of the bloc.

Costs, however, could also feature from the integration of low income economies.
Development could become uneven amongst the members in particular if one has an initial
advantage over the others. This could also lead to a loss for some members as development
is diverted to the more successful country. To ensure cohesion in such RTAs mechanisms
are needed to compensate losers. Politically, the gains may not be as great as first perceived.
Weak economic benefits may lead members of the RTA to seek more beneficial ties.

An RTA which was not a success, although it has recently been revived, was the East
African Community (EAC). It was established in 1967 by Kenya, Tanzania and Uganda.
The EAC was essentially a common market with free trade, a common external tariff, har-
monized monetary and fiscal policies and fixed exchange rates. It also had a role in the
coordination of development planning between the member states. Tensions quickly grew
between them, however, as disparities in growth rates developed and investment funds
were skewed towards Kenya. These were financed by tariff revenues and, as a consequence,
Tanzania and Uganda were potential losers of development funds. Whether the EAC was
doomed to failure is a moot point (Eken 1979). For an RTA to be a success in trade cre-
ating terms, the potential has to exist. It is unlikely that trade between the members was
being inhibited by trade restrictions.

The last scenario contemplated is that of a low income country joining a high income
country or bloc. In this scenario the low income country can gain politically and eco-
nomically. Political benefits would be associated from security, wider cooperation and the
‘locking in’ of reforms. The last of these could be very important in holding back domes-
tic interest groups opposed to reform. The sanctions a powerful partner could impose
could well force an opposing group to think twice before carrying out any action.
Economic benefits for the low income country would arise from its access to a high income
market and offering itself as a low cost base for footloose producers.

The costs need also to be considered. On the political front, the fear may be that the
richer partner is not that interested in the domestic politics of the low income partner. As
a result, the threat that the high income country or bloc would intervene to sustain
reforms may not be credible. In the economic sphere, the required reduction in tariffs
could lead to a reduction in government revenues. The benefits from improved access to
the richer markets may not arise if transport costs are high and if the appropriate infra-
structure is not available to promote exports. The extent to which these costs can be mini-
mized depends to some extent on the depth of integration between the two parties. If the
high income country or bloc can compensate the low income partners, to help with trans-
port and infrastructure, then positive gains can be achieved. This would, however, depend
on its political willingness to involve itself. If the rich bloc has some ‘moral’ obligation
through previous involvement or perceives some strategic interest, this may come about
and the benefits may be maximized.
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Single or multiple membership?

Allied to the previous issue is the question how many RTAs should a country join? There
are numerous instances of countries belonging to more than one bloc or blocs being
affiliated to other blocs. A prime example of this is the EU whose members states are col-
lectively members of the European Economic Area (EEA) along with EFTA and other
countries. They are also participants in the EU’s Euro-Med agreements with North
African and Middle Eastern Countries.

The EU is not the only example. In Central and Latin America many of the countries
are also involved in overlapping agreements. For example, some of MERCOSUR’s
members are also full participants in APEC and the Latin American Integration
Association. Similarly, in Africa there are many such overlapping organizations. The same
is true of East Asia where again the ASEAN group is also part of APEC.

There may be benefits, but also several costs, associated with being a member of mul-
tiple RTAs. For example, being at the centre of a ‘hub and spoke’ agreement would be
attractive as a location for companies who wished access to several markets otherwise
denied them. This could be a major benefit to a country in enabling it to enhance its com-
parative and competitive advantage.

The costs could be felt by both private business and the government. Being part of
several RTAs with different rules of origin and so on could lead to confusion and uncer-
tainty amongst the business community, both domestic and foreign. This would hinder
both trade — exports and imports — as well as investment, again domestic and foreign. The
resource requirements on governments attempting to coordinate and deal with a multi-
plicity of rules and regulations can also be considerable. This may be particularly so in
poorer countries. Governments may also find their focus on policy issues defined when
having to deal with several RTAs, thus preventing them from dealing with deep seated eco-
nomic problems.

Recent RTA formation in Africa also offers a warning over their potential lack of
success. Since trade between African countries is small, the main benefits are supposed to
arise from their dynamic impact. It has been suggested that these may not arise because
of the difficulties in administering these RTAs (Shaver 1999). Further, they have not only
overlapping memberships but also different objectives and strategies, conflicting rules and
regulations as well as other inconsistencies. As a result, trade and foreign direct invest-
ment is impeded as are the longer term dynamic outcomes.

The issues discussed above can influence an existing RTA considering expansion or
widening to accommodate new entrants. Improving the level of integration or depth
amongst existing members may have to be traded off against expansion and accepting new
members. One way of limiting the costs to existing members is to require new entrants to
accept the existing rules. The EU applies this procedure with new members having to
implement its entire package of policies. This is the so-called ‘acquis communitaire’.
While this may be an attractive way to proceed for existing members, it may make acces-
sion less desirable from the point of view of new entrants (Gaisford et a/. 2003).

RTAs and external trade policy

Countries forming or wishing to join a RTA have to consider their external trade policy
towards non-member states and how it should be implemented. For instance should they
have independent external trade policies or should they adopt a common approach? In
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other words should they pursue an FTA approach or consider forming a CM? Also of
crucial importance will be the height of the barriers adopted against non-member states.
High external tariffs will increase the possibility of trade diversion, lower potential con-
sumer benefits, reduce competition, distort the efficient allocation of resources and lead
to agglomeration diseconomies (Ades and Glaeser 1985; Krugman and Hanson 1993;
World Bank 2000). In contrast, liberalization can bring with it adjustment costs which
may be substantial. These may be considered unacceptable to policymakers. However, not
accepting the adjustment costs may continue or enhance an inefficient economic structure
such as may be the case in MERCOSUR (Yeats, 1996).

Choosing between forming or joining a CU or FTA is bound up with countries’ atti-
tudes towards sovereignty. As noted above, CUs avoid the establishment of costly rules of
origin and bureaucracies to administer them. It has been estimated that administering the
rules of origin that applied to EEC-EFTA trade cost between 3 and 5 per cent of free on
board prices (Herin 1986). As long as the members of a CU can agree on the external tariff
rate to be applied and how the revenues are distributed, this is a better form of RTA.

Since the bulk of RTAs are FTA and not CUs, it must mean that there are also costs
that apply to this form. These costs, as implied, deal with sovereignty and the difficulty of
reaching consensus amongst the members. Applying a CET requires agreement regarding
its height and the distribution of the proceeds. To administer these will require the setting
up of supranational institutions and the ceding of national sovereignty to them. The
whole procedure may be difficult and politically unacceptable to the individual members.
It is evident that this has been, and still is, the case even in established CUs (World Bank
2002). In the EU budgetary contributions are contentious. In the GCC consensus over the
common external tariff has been difficult to achieve while in CARICOM there were con-
siderable delays in its implementation. Difficulties of a similar nature have arisen in the
Central American Common Market (CACM). For the first 30 years of its life, the EU
allowed its individual members to administer their own non-tariff barriers such as quotas
in order to ameliorate adjustment costs and placate vested interests (Winters 1992, 1993).

Choosing between an FTA and a CU

Linked to the previous issue is another regarding the form an RTA should take and the
relationship that should be pursued. We touched on this issue earlier when outlining a tax-
onomy for RTAs. There we suggested that CUs have lower costs in administering trade
policy. Here we will examine the effect these institutions have in setting the height of exter-
nal tariffs.

FTAs may create a downward pressure on tariffs for three reasons. The first suggests
that one way to limit or eliminate trade diversion is to reduce tariffs on non-member states.
The second deals with the differential in tariff rates between members and what this
implies for government revenues. If goods can enter via partners with lower tariffs then it
makes sense for a country to lower its tariffs to recapture the revenues it is losing through
trade deflection. Third, maintaining high tariffs against imports that are used in the pro-
duction of exports makes them uncompetitive. As a result tariff reductions are a sensible
policy option.

CUs, however, may encourage an upward movement in tariffs. This can be for several
reasons. The first is that by coming together the members of a CU increase their collec-
tive economic power. They are, therefore, able to exploit this by increasing their trade
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restrictions on non-members and shift the terms of trade in their favour. Second, if
members are willing to acquiesce in protecting the interests of particular individual
members then trade restrictions can be enhanced. This can also arise if in the decision
making process members can veto proposals that are perceived to be counter to their
national interests. Third, sectoral interests may be enhanced rather than diminished as a
result of CU formation. Concerted pressure from these groups may be difficult to with-
stand. This may be particularly so if the group seeking protection is relatively homoge-
neous such as agricultural producers.

The depth and width of bloc formation
Another issue that is pertinent in bloc formation is the choice of depth and width of cov-
erage of the arrangements.

The long term gains from membership in a bloc arise essentially from the removal of
barriers that segment markets. The removal of trade barriers alone may not be enough to
open up markets and enhance competition amongst firms across borders. To achieve these
gains may require a deeper form of integration than just forming an FTA. This may not
be a simple choice as deepening has its costs. Issues that need resolving cover topics such
as the members’ maintenance of contingent protection, border controls, national regula-
tions and public procurement. In general, these have the effect of protecting the domes-
tic market from foreign competition, albeit from partners in a trade bloc. The extent to
which these are removed or harmonized shows the commitment a bloc has towards
gaining the dynamic benefits and its willingness to give up individual sovereignty to
achieve them.

The choice of the width of coverage of the agreements also has costs and benefits asso-
ciated with it. FTAs usually restrict their coverage to manufactures although some cover
agriculture. In other words, they cover trade in goods. Other areas such as the liberaliza-
tion of investment flows (capital movements), services and the harmonization of fiscal
and monetary policies also need consideration. Allowing liberalization in the area of ser-
vices can bring many benefits to the bloc through an improved allocation of resources as
well as better returns to owners. It also signals a more positive policy stance which may
encourage greater cross-border investment. The opening up of trade in services, while
adversely affecting domestic suppliers, may be beneficial to local producers that use these
services intensively. Harmonizing fiscal and monetary policies may establish a so called
‘level playing field” between producers and enhance real competition. In this way ‘false’
comparative advantages that have arisen from differences in tax regimes can be stopped.

Summary and conclusion

This chapter has outlined the main forms of RTAs ranging from the simplest, the FTA,
through to the Economic and Political Union, the deepest form, and their specific fea-
tures. Both economic and political reasons deployed for and against their formation have
also been examined. Issues regarding a bloc’s membership, external trade policy, choice
of structure and depth and width of integration have also been discussed. Throughout
this chapter the theoretical work has been illustrated by referring to existing RTAs.
Empirical evidence has been used to underscore the points made. It is clear from the topics
covered that the RTAs of whatever depth cannot be said to be good or bad unequivocally
for individual members. A great deal depends on the circumstances. What is clear,
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however, is that belonging to many overlapping RTAs may not be beneficial to individ-
ual countries. Multiple memberships may lead to a muddying of the waters rather than
clarification.
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11 Trade creation and trade diversion: analyzing the
impact of regional trade agreements
Lindsay Kendall and James Gaisford

Introduction

There has been a proliferation of regional trade agreements (RTAs) in recent years. As of
the end of November 2005, the World Trade Organization (WTO) was notified of 186
regional trade agreements (RTA) and it was estimated that by the end of 2006 almost 300
RTAs may be notified (WTO 2006). An RTA is a group of two or more countries or other
territories that reduce or eliminate trade barriers for each other but leave higher barriers
in place for outsiders. In the case of a free trade area, each member country removes trade
barriers on internal trade, but maintains its own external trade barriers. Common exter-
nal trade barriers are added with customs unions and other arrangements involving closer
regional economic integration such as common markets and economic unions.! Since
each participant grants other member countries preferential access to its own markets,
any RTA inherently discriminates against outside countries.

Non-discrimination, however, has been a central tenet of the multilateral trading
system since the inception of General Agreement on Tariffs and Trade (GATT) in 1947.
With respect to tariffs, for example, each member of the GATT is usually required to grant
‘most-favoured nation’ (MFN) status to each other GATT member, such that the lowest
tariff rate available to any country is extended to all. While clearly in violation of the MFN
principle, RTAs have always been explicitly permitted by the GATT subject to certain con-
ditions. External barriers are not permitted to rise and internal trade barriers must be
eliminated on substantially all trade within a reasonable time frame, which in most cir-
cumstances has come to mean 10 years (WTO 1999). RTAs are also allowed by the newer
General Agreement on Trade in Services (GATS), which along with the GATT, is now
housed under the umbrella of the WTO.

While the discriminatory feature of RTAs raises concerns for outside countries, there
are also important issues for member countries inside an RTA. Even if a country is
ultra small so that free trade is its optimum policy, the theory of the second best implies
that if tariffs are to be left in place for some outside countries, it is generally not best
to reduce tariffs to zero for the other inside countries (Lipsey, 1960). Viner (1950) ana-
lyzes the conflicting forces affecting economic welfare that arise from the formation of
an RTA under the headings of ‘trade creation’ and ‘trade diversion’. Trade creation
occurs when new trade arises between member countries because of the reduction in
internal trade barriers. Trade diversion exists when imports from a low-cost outside
country are replaced by imports from a higher-cost partner country because the partner
has preferential access to the market and does not have to pay tariffs. At unchanged
world prices, trade creation is beneficial for the member countries, considered jointly,
but trade diversion is harmful. Since any particular RTA will have a combination of
both trade creation and trade diversion effects, Viner (1950) concludes that it is not
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possible to draw unambiguous conclusions concerning how RTAs affect economic
welfare.

Not surprisingly, there has been considerable debate over whether the forces of trade cre-
ation or trade diversion are likely to dominate. On the one hand, opponents of trade blocs,
such as Bhagwati and Panagariya (1999), take a ‘stumbling blocs’ view that trade diversion
is a serious concern. Opponents also worry that overlapping RTAs appear to be increas-
ing the complexity and reducing the transparency of the world trading system. In addition,
it is also claimed that the formation of RTAs has made progress toward multilateral trade
liberalization more difficult for political as well as economic reasons. On the other hand,
proponents of trade blocs, such as Krugman (1991), take the ‘building blocs’ view of trade
blocs. In this view, trade creation usually dominates trade diversion because RTAs fre-
quently build on natural trading relationships where transport and transaction costs are
low. Further, the enlarged markets resulting from RTAs provide small countries a vital
opportunity to exploit economies of scale.

In this chapter we consider trade creation and trade diversion in detail. We begin in the
simplest possible context with a thorough theoretical analysis of RTAs in a static com-
petitive world economy. Subsequently, we move beyond the static competitive model and
finally we briefly consider empirical evidence on trade creation and trade diversion.

Trade creation and trade diversion in a static competitive world

We analyze a simple static world economy that consists of three countries: 4 and B, which
enter into an RTA, and W, which comprises the rest of the world. There are many
markets, all of which are competitive. On some, both 4 and B export and, on others, they
both import, but on the markets of greatest current interest, one country imports and the
other exports.? For simplicity, we focus on sample markets where it happens that country
A imports and country B exports, but we emphasize that there are likely to be other similar
configured markets where the trade pattern is reversed.’

We assume that import tariffs are the only trade policy instruments that are in use and,
thus, imports are directly subject to distortion whereas exports are not. For this reason
our principal focus is on whether imports rather than exports are created or diverted by
the formation of the RTA. As we examine various market situations for evidence of
import creation and/or import diversion, we proceed in two steps. First we systematically
examine the impact of the formation of RTAs conditional on constant world prices. If
both country 4 and B were (ultra) small relative to the rest of the world, then this first
step alone would suffice. In general, however, world prices will change. Second, for each
market we consider the likely impact on world prices and the subsequent impact on eco-
nomic welfare in each of the member countries and in the rest of the world.* To keep our
analysis as simple as possible we assume that the RTA that is formed by 4 and B s a free
trade area where each partner maintains its original tariff structure.

In the diagrammatic analysis in Figure 11.1 and subsequent figures, P is the price axis
and 7'V is the trade volume or quantity traded axis. In drawing the import demand curve
of country 4, DM ,, negatively sloped, and the export supply curve of country B, SX,,
positively sloped, we are taking a general case where neither country is (ultra) small
relative to the other. Further, the underlying supply curves in each country have non-
infinite elasticities reflecting rising marginal costs in production. While it has become
traditional to pursue a diagrammatic analysis of trade creation and trade diversion where
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Figure 11.1 Pure trade creation

the exporting partner has a horizontal or perfectly elastic export supply curve, we believe
that dispensing with this restriction leads to stronger insights. In Figure 11.1, P, is the
world price that is assumed to prevail prior to the formation of the RTA between 4 and
B, and P, is an exclusive-trading price that would arise if 4 and B traded only with one
another on this market, holding prices on other markets constant.

Pure import creation

‘We begin our market analysis by considering Figure 11.1, which is a market where country
B is a low-cost supplier for A. By this, we formally mean P, is less than P, or that the
price at which B would sell to 4 in an exclusive trading arrangement is lower than the
world price. While the world price is P, the initial tariff-ridden price in country 4 is P ,0
given that A’s tariff is 7', per unit imported. Of course, Country B receives the world price
for its exports such that P, is equal to P,,. Country A’s initial imports are M 0, and
Country B’s initial exports are X, The difference, X,—M 0, reflects the imports
demanded by the rest of the world at the initial world price.

When countries 4 and B form an RTA, 4 removes its tariff on goods from B and the
domestic price in 4 falls until it is equal to the world price. Conditional on the world price
remaining constant at P, the domestic price in Country 4 falls to P ,1 and its imports
rise to M 1. This increase in imports associated with the removal of the tariff-distortion
on imports can be called import creation or, more simply, trade creation. In Figure 11.1,
the arrow labeled M C shows the extent of this import creation for country A. The exports
of country B remain unchanged at X ,. Given the constant world price, the reduction in
A’s domestic price is associated with a gain in net consumer surplus or importer surplus
for the private sector equal to R+ S dollars, but the removal of the tariff causes a reduc-
tion in government revenue equal to R dollars. Thus country 4 experiences an overall gain
in economic welfare or total surplus equal to S dollars, which is unambiguously positive.
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Since the price and total surplus remain unchanged in the exporting country B, the gain
of S dollars by A also represents the level of joint gains for 4 and B from the formation
of the RTA conditional on a constant world price. Here, S represents an efficiency gain
from pure import creation.

The world price, however, is not likely to remain constant. While the overall exports of
B remain unchanged at the initial world price, the creation of new imports shown by the
arrow, M C, implies that net exports available to the rest of the world, W, from 4 and B
have been reduced. Since this net-export restriction represents a reduction in the net
supply from A4 and B to W, there is excess demand on the world market. The world price,
thus, is likely to rise on this market. Such an increase in the world price will reduce eco-
nomic welfare in the rest of the world. As an importing country, 4 also loses from an
increase in the world price, but B gains. Moreover, there are unambiguous joint gains for
A and B from an increase in the world price because B exports more than 4 imports
making the gains of the former larger than the losses of the latter.

On a market where the exporting partner is a low-cost producer and, thus, there is pure
trade creation, countries 4 and B typically experience a joint overall gain because they
gain jointly both from the formation of the RTA at a constant world price and from an
increase in the world price. The overall effect on the importing partner is ambiguous since
it gains from RTA formation but loses from an increase in the world price. The overall
impact on exporting partner B is typically positive because an increase in the world price
is beneficial while the formation of the RTA is neutral. Conversely, the overall effect on
the rest of the world is typically negative because, while the formation of the RTA is
neutral, a world price increase is harmful.

Pure import diversion

In Figure 11.2, we turn to a market situation where country B can be considered to be a
high-cost supplier for 4 because the exclusive trading price at which country B could
supply 4, P, is greater than country A4’s initial tariff-ridden domestic price, P,. Country
B initially receives the world price for its exports such that P0 is equal to P, Country
A’s initial imports are M ,, and Country B’s initial exports are X 0. The difference,
M ,0-X,, reflects the exports supplied by the rest of the world at the initial world price.

When the RTA is formed and A removes its tariff on goods from B, A’s domestic price
remains unchanged at P, conditional on the world price remaining constant at P .. This
is because country A will continue to import some product from the rest of the world at
the tariff-ridden price P, rather than face the higher price P, which would arise if it chose
to import exclusively from B. Since A’s domestic price remains constant, its imports will
remain constant at M, as well. Country B, however, now has preferential access to A’s
market and, thus, the new price that B prevails for its exports and for its own domestic
market, P,l, is equal to P ,. Consequently, B’s exports rise to X 1. For A4, this represents
import diversion. Some low-cost tariff-paying imports from W are replaced by high-cost
tariff-free imports from B. The arrow labeled MD in Figure 11.2 shows the extent of
import diversion or trade diversion.

Since the domestic price remains unchanged in A4, there is no change in the importer
surplus or net consumer surplus obtained by the private sector. Tariff revenue, which was
initially equal to V'+ Y+ Z dollars, falls to Z dollars. Consequently, there is a decline in
both government revenue and total surplus equal to V' + Y dollars in country A. The price
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increase experienced by exporting country B, however, generates an increase in both
private-sector exporter surplus (that is, net producer surplus) and total surplus equal to
V dollars. Conditional on the constant world price, therefore, there is an overall loss of
joint total surplus for 4 and B equal to Y dollars on this market, where B is a high-cost
exporter and there is pure trade diversion. Here, Y represents an efficiency loss due to pure
import diversion.

It should be observed, once again, that the world price is not likely to remain constant.
Since A4 has diverted its imports toward B and away from W as shown by the MD arrow
in Figure 11.2, the rest of the world is faced with an exactly corresponding net import
restriction from 4 and B. The reduction in net demand by 4 and B implies that there is
excess supply on the world market at the initial world price making a decline in the world
price likely. Such a decline in the world price, considered on its own, will hurt both B and
W because they are exporters, but it will be beneficial to 4 because it is an importer.

Considering the overall impact of the formation of the RTA and the likely price reduc-
tion in a market where the exporting partner is a high cost supplier, the rest of the world
loses, but joint impact on the partners is ambiguous. The joint impact of RTA formation
is negative, but a world price reduction has a positive joint impact. The overall impact on
the importing partner is ambiguous by analogous reasoning. Meanwhile, the exporting
partner stands to gain overall provided that the final price in the importing partner
remains above the initial world price.

Contemporaneous trade creation and diversion

In the final market situation to be considered, which is shown in Figure 11.3, B is a mid-
cost supplier for 4 in the sense that the exclusive-trading price for the two countries, P,,
lies below the tariff-ridden price in 4, P 0, but above the world price, P,. Given that the
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Figure 11.3  Trade diversion with trade creation

initial domestic price in Country A4 is P 0, its initial imports are M ,0. Country B’s initial
price, P,0, is equal to the world price and thus its initial exports are X ;0. Since X ;0 is less
than M ,0, the difference reflects imports supplied by the rest of the world, W, at the initial
world price.

As a result of the formation of an RTA, the participating countries always have the
same domestic prices for products that they trade such that P 1 is equal to Pl. Further,
when A and B form an RTA on the market shown in Figure 11.3, they will trade exclu-
sively with one another assuming that the world price remains constant, such that A’s
imports, M 1, are equal to B’s exports, X,1. This is because it is in 4’s interest to buy only
from B at a price of P, rather than continuing to purchase some product from W at the
higher tariff-ridden price, P,0. Overall, existing imports are diverted as shown by the
arrow, M D, but new imports are also created as shown by the arrow, MC.

At an unchanged world price, the private sector in importing-country 4 gains importer
surplus equal to K+ L dollars due to the decline in the domestic price and the government
loses G+ K +J dollars due to the disappearance of tariff revenue. The change in total
surplus for country 4, therefore, is L—[G +J] dollars, which in principle is ambiguous but
happens to be negative in Figure 11.3. Exporting-country B experiences an unambiguous
gain in both exporter and total surplus equal to £+ G dollars. The change in joint total
surplus attributable to the formation of the RTA is [L+ E]—[J] dollars, which is ambigu-
ous in principal and happens to be positive in Figure 11.3.5 Here, L+E represents an
efficiency gain due to import creation and J is an efficiency loss due to import diversion.

Of course, as Countries 4 and B withdraw their net imports from the world market at
the initial world price of P, a state of excess supply will prevail making a decline in the
world price likely. This will clearly be harmful to the rest of the world. A small decline in
the equilibrium world price would be associated with a state of autarky or no imports for
W, but a sufficiently large decrease in the equilibrium world price decline would be asso-
ciated with the re-opening of net exports by 4 and B.
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It is certainly possible to construct mid-cost situations where M ,0 is less than X,0 and
the difference reflects exports supplied to the rest of the world at the initial world price.
In this case, there is only import creation and no import diversion as a result of the for-
mation of the RTA. Countries 4 and B will continue to cut off their net imports harming
. While the impact on B continues to be positive and the impact on A continues to be
ambiguous, it is straightforward to show that there are unambiguous joint gains for 4 and
B together because area J disappears from the analysis.

Overarching considerations

Given that there are many goods, each partner is likely to be subject to trade creation and
trade diversion both on markets where it is an importer and on markets where it is an
exporter. Even in the context of a simple static analysis where markets are competitive,
theory does not predict unambiguous joint gains for countries that enter into RTAs of the
types which are typically seen and described in Chapter 8. Because of trade diversion,
joint losses cannot be ruled out. Additional problems with a mal-distribution of gains or
losses across countries may also arise. The prognosis is generally worse for excluded or
outsider countries, because external trade tends to be restricted as the insiders trade more
with one another, whether due to trade diversion or trade restriction.® This does not imply,
however, that internal trade diversion and/or external trade restriction are inevitable.

In theory, RTAs could be constructed so as to avoid any welfare losses. Consider the
formation of a customs union where external trade barriers are harmonized. Kemp and
Wan (1976) show that, if the common external tariff is set appropriately, the member
countries can obtain unambiguous gains without hurting the rest of the world. In particu-
lar, suppose that external tariffs are configured to keep the aggregate external trade
volumes between insiders and outsiders at their initial levels. This immediately assures
that world prices will be constant and outside countries remain equally well off. Kemp
and Wan show that for the member countries there exists a feasible set of transfers across
individuals and countries that allow all individuals to afford their original consumption
bundles. Since prices inside the customs union will have changed, individuals will be able
to substitute to superior consumption bundles, which implies that there are unambiguous
gains. Krishna and Panigariya (2002) show that the analysis can be generalized to the case
of a free trade area. In this case, each member country re-sets its own tariff structure to
maintain constant trade volumes with outside countries as a group. Once again, world
prices and levels of economic welfare in outside countries remain constant. An additional
advantage of the more general Krishna and Panagariya analysis is that it does not rely on
transfers across countries. While the GATT/WTO rules for the formation of RTAs require
that external barriers do not increase on average, the analysis in Kemp and Wan (1976)
and Krishna and Panigariya (2002) suggest that a requirement to preserve external trade
volumes would be superior on economic grounds.”

Even when an RTA is not designed to eliminate trade diversion, the forces of trade cre-
ation are more likely to dominate the forces of trade diversion under some circumstances
than others. To begin with, trade barriers matter, whether they are policy-made or natural.
Where initial tariffs are high, trade creation is likely to be dominant (Laird 1999). For
example, if the initial tariff is prohibitive, there is only trade creation. On the one hand, if
final tariffs are lowered either due to the formation of a customs union (De Melo ef al.
1993) or as an endogenous policy response (see Richardson 1993), then trade diversion
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will be reduced. On the other hand, if the RTA flexes its muscles and attempts to exercise
its increased market power with respect to world prices by raising final tariffs, then trade
diversion will become more pronounced (see Krugman 1991). Trade creation will also
tend to dominate when transport and transaction costs are low with insiders and high with
outsiders. In the limit if such costs are prohibitive with outsiders, there can only be trade
creation (Laird, 1999). Krugman (1991) points out that countries in close geographic
proximity have relatively low transport costs and thus tend to make ‘natural’ RTAs.

The larger is a country’s RTA-partner, the more likely that trade creation will be dom-
inant. A large partner is more likely to be a low-cost producer, which is able to export addi-
tional products to the rest of the world after satisfying a country’s import demands at the
world price. The less similar is a partner country or the more complementary its patterns
of comparative advantage, the more likely it is to be a low-cost exporter leading to greater
trade creation. For this reason, RTAs between developing and developed countries may
tend to be beneficial (De Melo ef al. 1993).8 When examining products that are imperfect
substitutes, Head and Ries (2004) reason that the more substitutable are domestic goods
with those offered by RTA-partner countries, the greater the trade creation. Contrariwise
the less substitutable are domestic goods with those offered by outside countries, the
smaller the trade diversion.

The analysis of trade creation and trade diversion in a static competitive world
economy also masks some vital features. In a dynamic model, the formation of an RTA
may both create new investment and divert investment from an outsider into the RTA. On
the one hand, to the extent that the RTA members experience more rapid growth there
will be dynamic trade creation gains as trade grows both between insiders and with out-
siders. Further, there may be endogenous gains from learning and improved technical
integration from deeper integration among member countries (Laird 1999). On the other
hand, outside countries could experience dynamic losses if they grow more slowly due to
the diversion of investment.

When markets are imperfectly competitive, the gains from greater market integration
through the formation of RTAs appear to be extremely important, especially to small
and medium-sized economies. As discussed further in Chapter 13, market integration
increases the range of imported plus domestic varieties available to consumers. Mean-
while, rationalization typically occurs in each individual country. The output of surviving
varieties tends to increase, driving down average costs and realizing economies of scale.
Moreover, there are typically pro-competitive gains. More intense competitive pressure in
an integrated market within an RTA tends to generate efficiencies by driving prices closer
to marginal costs.

The empirics of trade creation and trade diversion
There is a growing body of empirical literature that examines trade creation versus diver-
sion. There are three empirical methodologies that are frequently used. The first method-
ology relies on an examination of trade shares before and after an RTA comes into effect.
As Clausing (2001) points out, a major flaw with such studies is that they implicitly
assume that the trade pattern between the partners would not have changed in the absence
of the formation of the RTA signed.

A second more useful methodology for investigating the formation of RTAs involves
ex post econometric analysis with so-called ‘gravity’ models. While gravity models do



128  Handbook on international trade policy

incorporate many explanatory variables into the explanation of bilateral trade flows, they
must be used with care. For example, the dummy variables that are intended to pick up
trade creation and/or trade diversion may inadvertently pick up other commonalities
between country pairs. The third important methodology for studying the formation of
RTAs involves ex ante analysis using computable general equilibrium (CGE) models.
While the results from CGE models are sensitive to the assumptions that they incorpor-
ate and the data they employ, such models are useful in distinguishing between trade cre-
ation and trade diversion effects. Gravity models and CGE models are discussed in detail
in Chapter 5. We proceed by briefly considering a selection of empirical studies from
around the world.

Clausing (2001) and Romalis (2005) have examined the trade creating and trade divert-
ing effects of the Canada—US Free Trade Agreement, which has been subsumed into the
North American Free Trade Agreement. Clausing (2001) used disaggregated trade data
because the large variations in initial tariffs across commodities for both countries could
lead to misleading results if tariffs were aggregated across commodity groups. The model
reveals evidence of substantive trade creation, but there is no statistically significant evi-
dence of trade diversion. By contrast, Romalis (2005) does find evidence of trade diver-
sion when employing a more sophisticated empirical approach to deal with rapidly
growing trade with emerging markets such as China. Nevertheless, trade creation contin-
ues to outweigh trade diversion.

Bayoumi and Eichengreen (1995) used a gravity model to assess trade creation and
trade diversion arising from economic integration in Europe. While the European Free
Trade Association (EFTA) was found to be mainly trade creating, the expansions of the
European Union (EU), with the exception of the additions of Spain and Portugal, were
found to cause significant trade diversion. Grinols (1984) also finds that the United
Kingdom experienced significant trade diversion when it entered the EU.

Bohara et al. (2004) focus on the MERCOSUR agreement between Argentina, Brazil,
Paraguay and Uruguay. While they find evidence of significant trade diversion, their
endogenous tariff approach, which follows Richardson’s (1993), suggests that there may
be secondary trade creation as external tariffs are reduced. This appears consistent with
observed unilateral reductions by Argentina and the agenda for common external tariffs
for MEROSUR as a whole. Carrére (2004) uses a gravity model to examine the impact of
African trade agreements in a framework that incorporates the Economic and Monetary
Union of West Africa and the Economic and Monetary Community of Central Africa.
Regional trade agreements in Africa, which appear to be predominantly trade diverting,
in fact may be mainly trade creating when monetary features are considered. Roberts
(2004) uses a gravity model to examine the trade creating and trade diverting potential of
a proposed RTA between China and the Association of Southeast Asian Nations,
ASEAN. The analysis suggests that trade costs between the potential members are more
significant than geographical distance in determining bilateral trade flows, suggesting that
there may be considerable room for trade creation if an RTA is formed.

Robinson and Thierfelder (2002) examine the results from several studies using CGE
models. Despite the differences in assumptions across studies, they conclude that RTAs
typically have larger trade creating effects than trade diverting effects for member coun-
tries. This, perhaps, is not surprising since CGE models generally go beyond the realm of
static competitive theory. CGE models sometimes incorporate dynamic elements and they



Trade creation and trade diversion 129

generally move the empirical analysis into the realm of imperfect competition allowing
for gains associated with greater market integration.

Conclusion
It is tempting to interpret the rapid spread of RTAs as evidence that: (a) in reality, trade
creation trumps trade diversion, and (b) therefore, RTAs are a boon to the international
commercial system. Even if the first part of this conjecture is true and it is individually
rational for countries to enter into RTAs, the second part does not automatically follow
from the first. In the extreme, a prisoners’ dilemma is possible where the cumulative
impact of all RTAs is mutually harmful for all countries (Krugman 1991). More reason-
ably, the gains that some countries obtain from any RTAs in which they are included
might not compensate for the harm that they experience as a result of those from which
they are excluded.

Consequently, the analysis of trade creation and trade diversion in this chapter suggests
a cautious assessment of regional trade agreements. On the one hand, a cynical view of
RTAs appears to be unwarranted, especially when one considers the likely additional
benefits of market integration when markets are imperfectly competitive. Moreover, there
may be substance to Krugman’s (1991) view that RTAs such as NAFTA and the EU con-
stitute natural trading blocs that are predominantly trade creating. On the other hand, it
appears unwise to be sanguine about the formation of RTAs. The proliferation of RTAs
has seemingly complicated the international trading system and reduced transparency for
businesses. Any net benefits from the reduction in trade barriers within each RTA may be
have been largely nulified by increases in transaction costs that occur when business are
confronted with an overlapping muddle of RTAs. Further, for any countries such as Japan
that might remain on the sidelines without partners, the brave new world of RTAs may
be particularly harsh.

Notes

1. Chapter 8 considers different types of RTAs in more detail.

2. Inprinciple, the formation of an RTA could lead a country to switch between importer and exporter status,
but we ignore this complication. Markets where both partners import are also of considerable interest. At
constant world prices, the joint welfare of the partners will frequently rise. Consider a free trade area and
suppose that 4 has a higher tariff than B. If W can circumvent A’s tariff by shipping through B or displace
B’s domestic production into A’s market, there will be a joint efficiency gain for 4 and B. (Free trade areas
frequently adopt rules of origin to prevent tariff circumvention as discussed in Chapter 12.) A similar joint
efficiency gain occurs in the case of a customs union that adopts the lower tariff in B. In all these cases,
subsequent increases world prices are likely because 4 demands more at the lower price. Such a price
increase will be beneficial to ¥, but harmful to 4 and B. Consequently, the overall impact will be positive
for W, but ambiguous for 4 and B when considered individually or jointly. Further details are provided in
Chapter 12.

3. Toimplement the analysis when there are in principle many goods, we assume that changes in income only
affect the consumption of a numeraire good that is exported by both countries. This allows the use of a
simple (net) consumer and producer surplus approach to policy assessment where it is to be understood
that we would move sequentially through the markets in the economy changing one price at each step.

4. We caution that in a multi-market context, excess world demand (supply) on some particular market at the

original world prices does not automatically imply that the price will rise (fall) on that market to reach the

new world equilibrium.

Notice, in Figure 11.3, it happens to be the case that there are joint gains for 4 and B even though A loses.

6.  Itis worth noting that the rest of the world may experience favourable changes in world prices on markets
where both 4 and B import as detailed in an earlier footnote.

7. Feenstra (2004, ch. 6) provides a useful restatement of the Kemp and Wan (1976) and Krishna and
Panigariya (2002) analysis of unambiguously beneficial RTAs.

v
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8. However, the more dissimilar are the countries, the greater the likely adjustment costs and effect on income
distribution.
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12 Rules of origin and tariff circumvention
Sarah Lang and James Gaisford

Introduction

Tariff circumvention occurs when an outside country attempts to ship goods to a country
inside a free trade area via a second member country, which has a lower tariff, so as to
avoid a higher tariff at the final destination. Consider an example loosely based in history
where Poland had a high tariff on tomato paste and the Czech Republic had a lower tariff.
The two countries participated in a free trade area — the Central European Free Trade
Agreement (CEFTA) — where goods could be shipped tariff-free between the countries,
but each country maintained its own external trade barriers. Outside countries such as
China, then, would appear to have had an incentive to ship through the Czech Republic
when they exported tomato paste to Poland provided that the tomato paste qualified for
tariff-free access from the Czech Republic to Poland and the additional transport and
transaction costs were negligible. Such shipments through the Czech Republic would cir-
cumvent the higher Polish Tariff.

One of the primary roles of ‘Rules of Origin’, which identify the country where a good
is deemed to have originated, is to prevent such tariff circumvention. When appropriate
rules of origin were incorporated into CEFTA to identify the tomato paste as a good from
China rather than the Czech republic, then the tomato paste was no longer exempt from
the Polish tariff. Consequently, the incentives for shipment through the Czech Republic
disappeared.

This chapter explores the use of rules of origin in the context of regional trade agree-
ments (RTAs). In addition to providing a mechanism to forestall tariff circumvention,
however, rules of origin have the potential to act as a new form of protectionism in two
related ways. First, stricter rules of origin typically reduce the extent of new trade creation
in final goods between member countries within a free trade area. Second, stricter rules
of origin also lead to greater trade diversion with respect to trade with outside countries
in intermediate goods because there are significantly increased incentives to produce inter-
mediate goods within an RTA so that final goods will not be subject to tariffs.

We begin by considering when and why tariff circumvention is likely to be a problem.
We then consider the roles of rules of origin and the criteria that are applied in deter-
mining the country in which a good originates. Prior to concluding, we examine a simple
tariff circumvention case that involved the shipment of Brazilian citrus products to the
US through Caribbean Basin countries and a more complex case that involved a rules-of-
origin dispute between Canada and the US over Honda automobiles.

When is tariff circumvention a ‘problem’?

Situations of tariff circumvention and related situations such as (import) quota circum-
vention cannot occur when an RTA adopts common external barriers. Consequently,
customs unions, common markets and economic unions, such as the EU (European
Union) do not have to worry about tariff circumvention. Further, the ‘single market’ of
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the EU eliminates virtually all customs-related procedures from internal borders. Tariff
circumvention, therefore, is only a problem in free-trade areas and other similar prefer-
ential trading situations such as the US Caribbean Basin Initiative where the participat-
ing countries maintain their own different tariffs and non-tariff barriers.!

Within free trade areas, tariff circumvention is regarded as a problem for two reasons.
First, and most obviously, the government of the high-tariff country loses tariff revenue.
Second, tariff circumvention provides unintended trade liberalization for outsider coun-
tries without any reciprocal concessions. These two considerations have an interesting
implication in the likely event that trade policy is politically motivated. Suppose that when
governments set tariffs, they focus predominantly on producer interests and their own
revenue, while largely ignoring consumers. If there were no mechanism in place to prevent
tariff circumvention, it would always be individually rational for higher-tariff countries in
an RTA to lower their tariff and slightly undercut the lowest-tariff member country. Taken
to its extreme, this would lead to a free-trade Nash equilibrium where all external as well
as internal tariffs were completely removed.? Such an extreme non-cooperative outcome
is unlikely in reality since the countries are already assumed to be cooperating in a free
trade area. Nevertheless, the analysis does suggest that there will be strong incentives to
expand coordination to prevent tariff circumvention either indirectly, by harmonizing
external trade barriers, or directly.

The above analysis may also appear to suggest that, when tariff circumvention occurs,
the combined government revenue of the two countries will fall. This, however, is not
necessarily true. Imports may rise sufficiently to counteract the lower tariff rate and give
rise to an increase in combined government revenue of the member countries. Further,
not only is national welfare likely to rise in the low-tariff country, which obtains extra
revenue when tariff circumvention occurs, but national welfare could also rise in the high-
tariff country. For example, suppose that the tariff rate is equal to zero in the low-tariff
country and the high-tariff country is an ultra-small country with no power whatsoever
over the world price. From the perspective of the high-tariff country, tariff circumvention
has the same effect as a unilateral move to free trade. For a small country, moving from a
positive tariff regime to free trade always increases national welfare. In general, such a
welfare gain for the high tariff country is more likely the lower is the tariff rate applied by
the low-tariff country and the smaller its own influence over the world price.

Figure 12.1 helps to clarify the analysis of tariff circumvention. Countries 4 and B,
which might represent Poland and the Czech Republic from the initial tomato paste
example, both import from the rest of the world. The import demand curves of 4 and B
are DM, and DM, respectively, and the world price is P, which for the moment is
assumed to be constant. Country A’s tariff, 7', is larger than B’s tariff, 7', and therefore,
A’s initial domestic price prior to the formation of the free trade area, P |0, is greater than
B’s initial domestic price, P 0. The initial imports of Country 4 are M ,0, while those of
Country B are M 0. Consequently, the initial tariff revenue of A4 is F+J dollars and that
of Bis H dollars. If 4 and B form a free trade area, then in country B, the domestic price
remains at P,0 and the net level of net imports remains at M 0. If there are no provisions
to prevent tariff circumvention, all imports to 4 will be shipped through B. This causes a
decline in the domestic price in 4 to P, 1, which is equal to P40. The influx of additional
imports arising due to tariff circumvention, which are shown by the arrow labeled C/D in
Figure 12.1, increase the level of imports to M 1.
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Figure 12.1 Tariff circumvention and import displacement

The only change from the formation of the free trade area for country B is that it col-
lects tariff revenue on the imports of M ,1 destined for 4 as well as its own net imports
of M0. Consequently, government revenue and overall welfare, or total surplus,
increases by J+ K dollars for Country B. Since government revenue declines in 4 by F+J
dollars, the change in revenue for the two countries jointly is K—F, which happens to be
positive in Figure 12.1 but could be negative in other situations. In Country 4, the
private sector experiences an unambiguous gain in net consumer surplus or importer
surplus equal to F+ G dollars due to the lower domestic price. Aggregating the changes
in importer surplus and government revenue gives a change in total surplus of G—J
dollars in Country A4, which could, in principle, be positive or negative. Figure 12.1 has
been constructed to show a special case where area G exceeds area J so that here is a gain
in A’s overall welfare from tariff circumvention. Considered together, the two countries
experience an unambiguous economic efficiency gain of G +J dollars conditional on a
constant world price. Since country 4 now demands more, however, the world price will
tend to rise. Since this hurts countries 4 and B individually and jointly, the overall
changes in welfare, which arise from tariff circumvention and the induced change in the
world price, are ambiguous for country B and for the countries considered jointly as well
as for 4.

While tariff circumvention does not automatically run counter to a country’s national
interest, it is incongruous with the typical political reality where the vested interests of
producers are a key driver of trade policy. Member countries in a free trade area, thus,
are very unlikely to allow tariff circumvention to persist. Before proceeding, however, it
is crucial to note that simply eliminating tariff circumvention often will not forestall the
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arbitrage process shown in Figure 12.1. If the domestic production in B is greater than
or equal to M 1, then products legitimately originating in B will fully displace imports
from the rest of the world in A’s market, while imports from the rest of the world will
compensate for the displacement of B’s domestic production in its own market. After
this import displacement the net imports of B are still M 0 and the imports of 4 are
still M ,1! While the political appearances may have changed, eliminating tariff circum-
vention may have no economic effects whatsoever and, at best, is likely to have only
limited effects.’

Roles for rules of origin

Rules of origin (ROOs) are central to controlling tariff circumvention. It is important to
distinguish between preferential and non-preferential ROOs. National governments
implement non-preferential ROOs unilaterally whereas preferential ROOs are typically a
feature that is included in RTAs between countries. Non-preferential ROOs are clearly
necessary for keeping trade statistics and for country of origin labeling, but they are also
important for identifying products with countries for government procurement purposes,
antidumping and countervailing duty cases, administering import quotas and tariff-rate
quotas, and so on. Preferential ROOs define the products eligible for tariff free access
between member countries in an RTA or similar preferential trading arrangement. As
such, it is preferential ROOs that are the primary focus of this chapter.

Since ROOs have gradually evolved with the global trading system, they went unmon-
itored by the GATT for many years. During this unregulated period, governments began
to use ROOs for protectionist purposes with increasing frequency (LaNasa IIT 1995).
Stringent preferential ROOs, for example, tend to divert intermediate as well as final good
production inside RTAs so that the final goods will qualify for tariff-free movement within
the RTA. In 1987 the US International Trade Commission (ITC) advanced suggestions
to place disciplines on the use of ROOs (Morici 1992: 2), and eventually, the Uruguay
Round negotiations led to an Agreement on Rules of Origin under the World Trade
Organization (WTO) umbrella. The agreement deals substantively with non-preferential
ROOs, but it also includes an annex on preferential ROOs. Both types of ROOs are sup-
posed to be transparent, impartially applied, non-trade distorting and defined using a
positive standard stating what does ‘confer origin’ (WTO 1999).

How rules of origin work

A central tenet of both preferential and non-preferential ROOs is that the country that
is designated as the origin for a good should be the one ‘where the last substantial
transformation has been carried out’ (WTO 1999: 214). The two primary criteria used to
determine where the ‘last substantial transformation’ occurred are: (a) the change of tariff
classification test and (b) the ad valorem or percentage test. The specified operations test
is a third method that is sometimes used, often in conjunction with one or both of the
other procedures. Within a single RTA, such as the North American Free Trade
Agreement (NAFTA), each criterion is often used in different sectors.*

The ad valorem criterion
The ad valorem or percentage test calculates the percentage of the product’s cost that is
designated as originating in a particular country — say a preferred partner country within
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an RTA. Basically by adding up the value of country-specific inputs and comparing this
with the total cost of production, the ad valorem test establishes the percentage of the
product’s costs attributable to the partner. If this percentage meets the requirement, then
the product is considered to originate in the partner and, therefore, will receive duty-free
status. For example, for passenger automobiles NAFTA uses an ad valorem test that
requires 62.5 percent of the net cost to come from a NAFTA country.

While the ad valorem test has empirical benefits, it’s not problem-free. First, the defin-
ition of the ad valorem test requires setting up standard calculations that estimate the user
cost of capital or contribution of capital to total cost. Differences in calculation pro-
cedures can cause differences and disagreements in measurements. Furthermore, different
industries may be deemed to warrant different ad valorem cutoffs because of diversity in
manufacturing processes. These different percentage requirements allow for industry
lobbyists to argue for changes in the percentage tests to protect their interests as we discuss
further below.

The ad valorem criterion is frequently accompanied by a de minimus or general toler-
ance rule and it sometimes include roll-up or roll-down provisions in assessing the origins
of intermediate inputs used in the production of a final good. A general tolerance rule
simply allows an imported input to be ignored if it constitutes a sufficiently low per-
centage of the cost of a product. Roll-up and roll-down systems are somewhat more
complex. Of course, if one country used an input from a second country to produce an
intermediate good, the intermediate good would be designated as a product of the first
country provided that it satisfied the ad valorem criterion. If the intermediate good were
then used in manufacturing a final product, a role-up rule would allow the intermediate
good to be counted as having 100 percent content from the first country (Ghoneim 2003:
607). Consider an example from DeHousse et al. (2002) relating to the Egyptian—
European Partnership Agreement, in which textiles and apparel from Egypt receive pref-
erential access to the EU. Suppose that fibers from an outside country such as China are
spun into yarn in Egypt and that the spinning process accounts for 60 percent of the cost
of the yarn, which exceeds EU’s ad valorem threshold for the yarn to be considered
Egyptian. If the yarn were shipped to Italy to be used as an input to embroider shirts,
the yarn would be treated as 100 percent Egyptian using the roll-up rule. On the other
hand, using a roll-down provision, the yarn would be treated as 0 percent Egyptian if it
failed to meet the EU’s ad valorem threshold. Since Egypt is a preferred country, the role-
up rule would then allow a greater proportion of other inputs to originate outside the
EU in this particular example. Roll-up and roll-down provisions also ease the computa-
tional problems in implementing ad valorem tests since only the preceding step of pro-
duction is considered.

The change of tariff classification criterion

The change of tariff classification test is the second important methodology employed in
ROO:s. This is the default test in NAFTA, which applies except where ad valorem and/or
other methodologies are specified for products such as automobiles and auto parts, and
textiles and apparel. The change in tariff classification test generally uses the Harmonized
(Tariff) System, which separates products into major categories called chapters and then
further separates them into subcategories called classifications and then further sub-
categories called headings and subheadings. In order for a product to be considered to
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originate in a given country, say a preferred country in a free trade area, it must go through
a change in category due to a production process in the preferred country. Depending on
the product, the extent of the required change will differ. Where some products only
require a change in their subheading, others will require a classification change in order
to be labeled as a preferred-country product (Morici 1992: 8-9). Nevertheless, the benefit
of the change of tariff classification is that all countries using the Harmonized System will
have uniform and transparent product tests. Like the ad valorem test, however, the change
of tariff classification test leaves opportunities for governments to administer these tests
in a protectionist way.

The specified operations criterion

A third methodology that is used in rules of origin is the specified operations test where
a product is deemed to originate in a country if it has undergone specific steps in manu-
facturing or processing. For instance, as part of its non-preferential ROOs for textiles,
the US permitted a ‘four operations rule’ in determining the country of origin. The four
operations rule stated that a textile was considered to originate in a country if ‘[d]yeing
of fabric and printing, [was] accompanied by two or more of the following operations:
bleaching, shrinking, fulling, napping, decating, permanent stiffening, weighting, per-
manent embossing or moireing’ (Dehousse et al. 2002: 71). Continuing with an example
from Dehousse et al. (2002), a scarf made from Chinese silk that was cut and woven in
China, could then be exported to Italy where the scarf was dyed, printed, shrunk, and
permanently embroidered (embossed). Under the four operations rule, such a scarf
would be labeled as originating in Italy. The protectionist potential of seemingly innocu-
ous changes in ROOs is illustrated by the US decision to terminate the four operations
rule in 1996. Overnight the identical scarf in the example would have become a Chinese
product. Consequently, it would be subject to much stricter US quotas on Asian textiles
and apparel and the style premium associated with Italian products would be lost
(Dehousse et al. 2002: 75). The change in the US ROOs initiated a major trade dispute
with the EU, which was eventually resolved by the partial reinstatement of the four oper-
ations rule. To protect the American cotton and wool textile industries, however, the new
US ROOs excluded wool and some cotton accessories from the four operations rule
(Dehousse et al. 2002: 80).

Preferential rules of origin in practice

The attempt to liberalize global trade by forming free trade areas and other similarly
structured preferential trading arrangements has created trade problems as well as bene-
fits for the countries involved. Two case studies — the first where the political dimension is
relatively innocuous and the second where the underlying politics is more pernicious —
illustrate how preferential ROOs have been used within RTAs.

World citrus markets in the 1980s

In 1983 against the backdrop of the Cold War, the US government implemented the
Caribbean Basin Initiative in an attempt to improve the economies of 27 poor neighbor-
ing Caribbean countries by reducing tariffs to increase trade (Fairchild 1988: 94). Even
with the reduction of tariffs on citrus products, less fertile soil conditions in the Caribbean
countries meant that the US industry still had relatively low costs. Consequently, the



Rules of origin and tariff circumvention 137

Caribbean Basin Initiative did not threaten much direct harm to the US citrus industry,
even though there was a significant increase in citrus imports. The real danger to the US
citrus industry came in the form of tariff circumvention. Brazil, a large producer of citrus
and citrus products, could easily circumvent tariffs by shipping its produce through
Caribbean countries (Fairchild 1988: 94). Given that the Caribbean countries are con-
veniently located between Brazil and the US, Brazilian citrus exports would undergo a
minimal addition in transportation costs if they were shipped via a Caribbean country. In
this situation, the Brazilian citrus products could circumvent the US tariff.

Not surprisingly, the US citrus industry complained, and in the late 1980s preferential
ROOs were introduced into the Caribbean Basin Initiative to prevent tariff circumven-
tion. Since minimal processing was involved in the Brazilian citrus case, the solution to
simple tariff circumvention was relatively straightforward. In other more complicated
manufacturing cases, the issues become considerably more complex and depend crucially
on whether intermediate inputs from outside countries have undergone ‘substantial trans-
formation’ in member countries.

Honda automobiles case in the 1990s

In 1989, partially to take advantage of the new Canada-US Free Trade Agreement
(FTA), the Honda Motor Company became the first major Japanese auto manufacturer
to set up assembly plants in North America. Sales of the Honda Civic surged so that it
quickly became the top seller in its class in North America causing serious concern to the
‘Big-Three’” American automakers, General Motors, Ford and Chrysler (Cantin and
Lowenfeld 1993: 379).

Under the Canada—US FTA, auto products had to meet a 50 percent North American
content requirement to obtain duty-free status (External Affairs Canada 1987). Civic
engines were manufactured in the US using imported Japanese parts and US aluminum
and iron. The engines were then shipped to Canada where they were assembled into the
final Honda Civic product. A large proportion of the Civic cars were then exported back
to the US. Honda claimed both the engines and the cars met the ad valorem content
requirement for duty-free cross-border movement. Government decisions on these claims
were finally announced in 1992. Whereas Canada accepted that the engines were a US
product, the US did not accept that the cars were Canadian. As a result, Honda was
charged over $17 million in back payment for tariffs on the Civics imported to the US
from Canada (Cantin and Lowenfeld 1993: 380).

The dispute over Hondas hinged on the use of roll-up and roll-down systems (Inama
2004). Honda insisted that under the change in tariff classification and ad valorem cri-
teria, the US-manufactured engines met the 50 percent threshold to move tariff-free to
Canada and, using the roll-up rule, the engines could be considered 100 percent North
American in the calculation of the North American content of the cars. Ironically, US
Customs maintained that the engines did not meet the 50 percent requirement and, thus,
were subject to a roll-down to 0 percent in the calculation of the North American content
of the cars. By applying the roll-down system, US Customs calculated that the Civics had
only 45.87 percent North American content (Cantin and Lowenfeld 1993: 381).°

While there appear to have been questionable calculations both by Honda and the US
government, political considerations are central to this dispute over ROOs (Cantin and
Lowenfeld 1993: 380). Honda, a Japanese multinational corporation, contended that
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capricious policy by the US was increasing their costs. The Canadian government was
worried that, simply to avoid US tariffs, Japanese automakers would favor US locations
for future assembly plants at the expense of Canada and Canadian jobs. In addition to
generating government revenue and potentially furthering future job-creation in the US,
the strict US government stance on ROOs placated the politically-important Big-Three
American auto producers, which gained a competitive boost from the increased trade
costs of their Japanese rival.

This dispute was resolved indirectly through the NAFTA negotiations, which con-
cluded in 1994. The required North American content ROO for the auto industry was
progressively bumped up to 62.5 percent. NAFTA also dissolved some rules that allowed
for political manipulation, such as roll-up and roll-down systems (see, Morici 1992, and
Johnson n.d).®

Conclusion

While governments frequently extol the virtues of Regional Trade Agreements, preferen-
tial rules of origin may often dilute the potential benefits. In order to prevent tariff
circumvention of the type that arose in the Brazilian citrus case, it is understandable that
preferential rules of origin become a foundational element of free trade areas and other
preferential trading arrangements where the participating countries maintain their own
tariffs and non-tariff barriers. Nevertheless, similar or even identical economic effects may
arise from import displacement even if tariff circumvention is eliminated by rules of
origin. Further, compliance with preferential rules of origin entails significant transaction
costs for businesses, which reduce both trade volumes and gains from trade. As the Honda
case clearly demonstrates, rules of origin also create the potential for an entirely new class
of trade disputes.

Moreover, political pressure often results in stringent rules of origin that have two types
of protectionist effects. First and most obviously, the extent of internal trade creation
between participating countries in downstream goods is limited. Some exporters or poten-
tial exporters are disqualified from tariff-free cross-border access because the proportion
of intermediate imports from outside countries that they use is deemed to be too high. In
the Honda case, for example, impediments to trade in cars arose because of questions with
respect to the origin of their engines. This diminution of trade creation occurs even in
cases where the pattern of tariff rates on intermediate goods is either neutral or biased
against the would-be exporting member (that is, the member wishing to export the final
good has a tariff on the intermediate input that is greater than or equal to that in the
member that would receive the final good).

The second type of protection that arises from preferential rules of origin is that there
is trade diversion away from outside countries for upstream or intermediate goods. In
order to be able to move downstream goods on a tariff free-basis between members, there
is a greater incentive to produce upstream inputs within the RTA.” Indeed, even in an RTA
with common external trade barriers, preferential rules of origin can be put in place with
the protectionist effect, if not the intent, of limiting internal trade creation and accentu-
ating external trade diversion.

The analysis in the chapter points to a variety of significant problems with preferential
rules of origin. While the WTO Agreement on Rules of Origin provides some disciplines
to non-preferential rules of origin, the extent of direct coverage for preferential rules of
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origin is limited to an Annex. Current moves to clarify the multilateral disciplines for rules
of origin are certainly useful, and future moves to tighten them would be constructive as
well. In the meantime, however, there is an obvious alternative to excessive reliance on
preferential rules of origin for countries that are serious about regional trade liberaliza-
tion. When RTAs are formed, the role of preferential rules of origin can be minimized if
the member countries choose to adopt common external trade barriers and, thus, inte-
grate beyond the level of a free trade area to at least the level of a customs union.
Countries should definitely consider this customs-union alternative.

Notes

1. Different types of RTAs are discussed in depth in Chapter 8.

2. This is reminiscent of a standard Bertrand price-setting oligopoly with homogeneous goods.

3. We have seen that eliminating tariff circumvention has no economic effect if B’s domestic production is
greater than or equal to M 1. By extension, eliminating tariff circumvention will be fully effective in pre-
serving the initial domestic price in country A only if B’s domestic production would be less than or equal
to M 0 at a price of P 0, and it will preserve all of A’s initial tariff revenue only if B’s domestic produc-
tion would be equal to zero at a price of P 0.

4.  Other methodologies dealing more directly with the tariff circumvention problem are possible. From its
inception the GATT has specified a net tariff approach where the only the difference in tariff payments
must be paid when a product originating from an outside country is shipped directly from a low-tariff
country to a high-tariff country within a free trade area without transformation. Such a procedure could
be extended to cases where goods are produced in member countries using raw materials or components
from outside countries. A major flaw in this system, and with ROOs in general, is the significant transac-
tion costs required for compliance.

5. In a further twist, the US was simultaneously battling France over the North American content of the
Honda Accord engine. The Accord engines were manufactured at a separate US plant from the Civic
engines. France contended that the Accord engines, which were manufactured in a separate plant from the
Civic engines, did not meet the necessary content requirements to be considered a US product. The US,
however, claimed that these engines did meet the American-content requirements, and consequently, that
the engines should not be subject to Japanese quota restrictions on exports to the EU (see Inama 2004: 19).

6. It has been suggested that tight rules of origin coupled with regional value content requirements seriously
eroded Mexico’s net benefits from NAFTA (Morici 1992: 16-17). For example, Mexico’s potential advan-
tage in labour-intensive assembly and manufacturing plants was weakened by because of strict limits on
the use of non-North American parts and components.

7. Calculations provided by Cadot et al. (2002) appear to suggest that the preferential ROOs within NAFTA
do exert considerable protectionist drag on the potential gains from trade liberalization.
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13 Economies of scale, imperfect competition and
market size
Michael Benarroch

Explaining the causes and consequences of international trade has been a central focus
of both the theoretical and empirical literature dealing with international trade. Prior to
the 1980s, trade theorists generally employed two international trade models, the
Heckscher—Ohlin—Samuelson Model (HOS) and the Ricardian Model, to help under-
stand the world of international economics. Both of these models use a market structure
characterized by perfect competition and constant returns to scale (CRS) in production.
These models predict that trade will occur across countries with either factor endowment
or technological differences, and across countries that export ‘different goods’, inter-
industry trade. By 1980 however, there was a growing body of empirical evidence that
pointed to the fact that not all trade followed this pattern (Grubel and Lloyd 1975).

While trade models based on perfect competition shaped trade policy prior to 1980,
models with imperfect competition, ‘New Trade Theory’, have gained prominence since
that time. These new theories have spawned a generation of trade models based on imper-
fect competition in product markets, increasing returns to scale (IRS) in production
and intra-industry trade (IIT), trade across similar goods. This innovation in trade theory
has led to an analysis of international trade and policy with market structures such as
oligopolies, monopolies, and monopolistic competition (MC). A central feature of this
literature is that trade can occur across either similar countries, countries with the same
technologies and factor endowments, or across ‘similar goods’, intra-industry trade.

With this in mind, the purpose of this chapter is to consider the causes and conse-
quences of IIT rather than inter-industry trade. While there are many models of imper-
fect competition that can generate IIT, this chapter will only consider the impact of
monopolistic competition on the international trade literature. The main focus of the
chapter will be to explain how IIT and monopolistic competition can alter the basic pre-
dictions of trade theory with respect to the effects of trade liberalization on the pattern
of trade and gains from trade.

The chapter proceeds as follows. The next section provides a brief overview of the meas-
ures used to compute the value of intra-industry trade. The third section presents an
overview of the model of monopolistic competition and its predictions for the pattern of
trade and gains from trade. In the fourth section new directions for research are discussed.
In particular, the model is used to show how trade liberalization with IIT and MC can be
used to explain the rising wage gap between skilled and unskilled labour and the impact
of trade liberalization on the environment.

Measuring intra-industry trade

Intra-industry trade refers to two way trade between countries but across the same or
similar products. This type of trade can occur across horizontally differentiated products,
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goods that are slightly differentiated but have similar prices, such as toothpaste, laundry
detergent or candy bars, or it can occur across products that have different characteristics
and prices, vertically differentiated IIT, for example, automobiles.!

An empirical measure of IIT trade first appeared in Balassa (1966) but it was Grubel
and Lloyd (1975) who developed a simple Index (/) that has become the standard measure
of the extent IIT in the literature. According to Grubel and Lloyd the IIT index for any
given industry, i, is given by:

I=1- X~ Mj (13.1)

i X’l + M i :
where X’ is the value of exports and M, is the value of imports in any industry 7. To ensure
that the value of the index is always between zero and one, 0 = / = 1 the numerator is
given by the absolute value of exports minus imports. A value of I,= 1 suggests that all
trade in the industry is IIT. That is, the value of exports in the sector is equal to the value
of imports. Alternatively, a value of zero implies that there is no IIT in the sector.

One of the advantages of this index is that it can be used to measure intra-industry
trade at any level of aggregation. The IIT Index can be aggregated, or summed, across a
particular industry or country, in which case one would take a weighted average of trade
across all sectors.? At the two-digit level of aggregation, i represents entire industries such
as food and live animals, manufactured goods, machinery and transport equipment and
so on. At lower levels of aggregation, i consists of a more refined definition of an indus-
try such as meat and meat preparations, dairy products and birds’ eggs, rubber manufac-
tures, metalworking machinery, and so on.

Equation 13.1 can be used to calculate values for IIT across countries. Table 13.1
reports the aggregate value of [ for eight different countries and three time periods
employing two-digit World Bank SIC data. The data clearly show that IIT is both highly
prevalent across countries and increasing in importance. In all the countries, the index
shows that the degree of IIT has risen over time. Moreover, for six of the eight countries
the index of IIT exceeds 0.7 indicating that over 70 per cent of trade at the two digit indus-
try level is intra-industry trade.

Though the Grubel and Lloyd Index has become the standard measure of IIT within
the international trade literature, it is not without its shortcomings. First and foremost,

Table 13.1 Grubel-Lloyd intra-industry trade index

Country 1980 1990 1999
Argentina 0.33 0.36 0.41
Canada 0.65 0.71 0.74
France 0.86 0.87 0.87
Germany 0.68 0.77 0.80
Great Britain 0.80 0.87 0.87
Japan 0.33 0.41 0.51
South Korea 0.60 0.60 0.72
United States 0.75 0.78 0.78

Source: Trade data is from the World Bank Trade and Production Database 1976—1999
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the index is very sensitive to the level of aggregation. The greater the level of industry
aggregation employed the higher is the value for /. Conversely, the degree of IIT declines
or completely disappears at greater levels of industry aggregation. This occurs because a
large degree of two-way trade occurs at lower levels of aggregation, for example across
the category of food and live animals, but as the definition of the industry becomes more
refined, for example articles of natural cork which exists at the four digit level of aggre-
gation, there is less IIT. A second problem with the Grubel-Lloyd measure is that without
overall trade balance the value of exports cannot be equal to the value of imports so that
the aggregate IIT Index can never equal one. In this case, the measure is biased down-
wards. Grubel and Lloyd (1975) suggest adjusting the index value upwards as the trade
imbalance increases to overcome this problem. There is however, little consensus in the
literature as to how to correct for the problem of trade imbalance.

Monopolistic competition and intra-industry trade

In this section, and the remainder of the chapter, a simple model of monopolistic com-
petition and IIT is developed and employed to explain the role of IIT and highlight the
differences between the standard trade model with inter-industry trade and the model
with IIT. The model is based primarily on Krugman (1979, 1980) and Helpman and
Krugman (1985).

There are a number of defining features of the monopolistically competitive trade
model that differ from those found in the standard trade models. To begin, consider the
production side of the model. It is assumed that that there exists only one good in the
world, a differentiated good produced with monopolistic competition.* There are many
varieties, n, of this differentiated product and it is produced in at least two countries. This
differentiated good is produced within one sector, or industry, but each variety of the good
has slightly different characteristics. Under the assumption that consumers desire to
consume many different varieties of the good, the possibility of trade across varieties,
intra-industry trade, arises. In the standard HOS trade model conversely, all goods are
assumed to be homogeneous so that a country trades one type of good for another, inter-
industry trade.

Second, it is assumed that all firms regardless of location employ the same technology
to produce all varieties. This technology exhibits increasing returns to scale at the firm
level. As firm level output expands, average costs decline. Given that the market is char-
acterized by monopolistic competition, there is free entry into the market. If firms are
earning positive economic profits new firms enter the market. This implies that in equi-
librium, economic profits equal zero. Moreover, because there are increasing returns to
scale at the firm level, each variety of the differentiated good is produced by only one firm.
Under these assumptions, average costs are a positive function of three factors, the
number of firms in the industry, unit costs and fixed costs. Average costs, on the other
hand, are inversely related to market size.’

On the demand side, it is assumed that consumers have a love of variety.® This implies
that consumers desire to consume some of each variety of the differentiated good.
Consumers thus purchase some of every variety. To simplify matters further, assume that
each consumer spends a constant fraction of their income on each variety so that demand
for each variety of the differentiated good is the same. In equilibrium, where supply is
equal to demand, each variety is then produced in equal amounts at the same average cost
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and price. Under this scenario, increased competition will cause prices to decline. As the
number of firms, or varieties, expands price must decline in order to clear the market.
Further, price is directly related to unit or marginal costs.’

The model thus treats each differentiated good symmetrically on both the demand and
supply side so that price is the same across all firms. Setting average costs equal to price
yields the equilibrium number of varieties for a given market size and unit cost. Under this
framework, the number of firms falls as unit costs rise and increases as market size expands.

In this highly symmetric world where all firms employ the same technology and face
the same demand conditions, trade is not driven by comparative advantage, since prices
are the same for all varieties. Nevertheless, there still exist potential gains from inter-
national trade. In particular, if one assumes that there are two countries each producing
a set of differentiated products, international trade serves two important functions: (a) it
expands the size of the market by allowing producers in each country to gain access to
foreign markets; and (b) it increases the number of varieties available to consumers. Both
of these results serve to put downward pressure on the price level for each variety.

In the trading equilibrium, as in the closed economy, each variety is produced by only
one firm. Each country thus completely specializes over a particular set of varieties. In
opening to trade, some firms in each country, however, shut down (for example across
goods that are common to both countries). If one assumes that both countries are initially
the same size, that is they each produce » number of varieties in autarky, the total number
of firms in the world in the trading equilibrium will be less than the number in autarky,
nT<2n.8 With the market doubling in size, each firm’s output expands so that both
average costs and the price level decline. Consumers are made better-off because they gain
access to a greater variety of goods at lower prices.

It is important to note that in this simple model, all trade is IIT. Each country com-
pletely specializes in a range of varieties of the differentiated good, and then exports these
varieties to the foreign country in return for foreign varieties. Which goods are produced
in each country, however, cannot be determined without introducing additional restric-
tions into the model.

This simple framework can easily be expanded to include a second homogeneous good
produced with constant returns to scale. In a world with two goods in which both the
homogeneous and the differentiated good are produced with two factors of production,
skilled and unskilled labour for example, it can be shown that each country will produce
a set of differentiated goods and the homogeneous good.® If the homogeneous good is
intensive in unskilled labour and the countries have different relative endowments of
skilled and unskilled labour, the country that is relatively well endowed in unskilled labour
will export both the homogeneous product and a set of varieties of the differentiated
product. It would, however, be a net importer of the differentiated good, that is it imports
more varieties of the good than it exports. The country well endowed in skilled labour
would export only varieties of the differentiated good though it would produce both
goods. Within this framework, there is both intra-industry and inter-industry trade. The
IIT is motivated by economies of scale and love of variety, whereas the inter-industry
trade occurs due to differences in endowments and comparative advantage. This model
thus, contains features of the standard HOS approach and the IIT trade framework.

The inability of the IIT monopolistic competition model to determine a pattern of
comparative advantage was in part the focus of Krugman (1980). In this paper, Krugman
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extends the monopolistic competition model to include transport costs. He finds that in
a world with increasing returns and transportation costs, there is an incentive to locate
production closest to the market where demand is largest.! This holds regardless of
whether the good is a traded or nontraded. This incentive arises because producers desire
to avoid transport costs and try to maximize the available firm level economies of scale.
Countries consequently tend to export those goods, or varieties of goods, for which they
have the largest domestic demand and, consequently, the lowest production costs. The
pattern of trade, and comparative advantage, is driven by domestic tastes or what
Krugman called the ‘Home Market Effect’.

As in the previous model, market size once again matters. Smaller countries will tend
to have lower wages to compensate for both their smaller market size and absence of
economies of scale. Further, under this framework countries can be incompletely spe-
cialized in a particular variety. The higher are the transport costs relative to the size of the
firm level economies of scale the less likely that a country will be completely specialized
in a variety.!!

Applications of the intra-industry trade model

The basic model of IIT and monopolistic competition outlined above is now commonly
employed in the international trade literature. In addition to its theoretical applications,
numerous authors have empirically tested the results and assumptions of the model. In
this section it is not my intent to review either the theoretical or empirical literature on
IIT and monopolistic competition, rather I will discuss two recent theoretical papers that
link changes in trade policy to both the growing wage gap between skilled and unskilled
labour and to the environment.

The first of these extensions deals with the growing wage gap between skilled and
unskilled labour. There is now ample evidence that the wage gap between skilled and
unskilled labour is expanding across a wide range of both developed and less developed
countries (Economist 1996, 1999; Wood 1994; Das 2002; Zhu and Trefler 2001). Much of
the literature on the wage gap has concentrated on identifying factors that have caused
this widening gap. One of these explanations contends that for the United States, the
growing gap has been driven by trade liberalization across skill-intensive goods (Leamer
1996). While this type of argument may be true for a particular country like the United
States, it cannot explain the simultaneous expansion in the wage gap across many coun-
tries. Under the HOS framework, and as predicted by the Stolper—Samuelson Theorem,
trade liberalization across goods using skilled labour abundantly would lead to a rising
relative wages for skilled labour in skilled-labour abundant countries but the opposite in
skill scarce countries. The empirical evidence however, points to a widening gap across
many, though not all, skill scarce and abundant countries. The question then arises as to
how trade economists can reconcile this dilemma?

In two recent papers, Beaulieu ez al. (2004a,b) adopt the model of monopolistic com-
petition and IIT to reconcile this dilemma. To explain the growing wage gap between
skilled and unskilled labour they consider a model with two factors of production, skilled
and unskilled labour. There are two goods, a homogeneous good produced with constant
returns to scale and using unskilled labour intensively, and a differentiated good produced
with monopolistic competition and employing skilled labour intensively. Tastes and tech-
nology are identical across countries and symmetric across varieties of the differentiated
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good and demand is uniform for each variety. As a result, a common output of each
variety of the differentiated good is demanded and supplied by every country so that the
domestic price of each variety is the same across all countries.

What differentiates the model in this section from that outlined previously is that there
are now trade barriers on both goods in each country. Introducing trade barriers raises
the possibility that prices may not be equal across goods, varieties, or countries. The trade
barriers are represented by T, = 1 where j represents either the homogeneous good, y, or
a variety of the differentiated good, n, and ¢ = A, f for the home or foreign country. For
any imported product, a value of T, = 1 implies that there is an ad valorem import tariff
on the variety or good. If one considers varieties of the differentiated product, the tariff
then raises the price of an imported product at home, p,, =17, Doy

Adjusting for relative differences in protectionism afforded to the homogeneous good,
and assuming that the traditional good is the numeraire, the relative price of an imported
differentiated good to the numeraire at home is raised when the home country applies a
tariff on the product or when the foreign country protects its traditional good. In the case
of the latter, protectionism for the homogeneous good in the foreign country raises supply
of the homogeneous good in the foreign country so that the relative prices of the
differentiated varieties rise. Likewise, protectionism for the traditional good at home
lowers the relative price of the imported good at home.!? The relationship between price
and the extent of protectionsism also implies that if countries apply different tariffs rates
domestic prices need not be equal across varieties.

As in Krugman (1995), the model developed above allows for both IIT across the var-
ieties of the differentiated good as well as inter-industry trade between the differentiated
and homogeneous good. Beaulieu et al. (2004a, b) find that multilateral trade liberaliza-
tion across all countries engaged in IIT can, however, have very different results compared
to the predictions of the HOS model. In particular, they find that this type of trade lib-
eralization has the same effect on the wage gap across all countries engaged in IIT. In
essence, since all countries export the differentiated good, multilateral trade liberalization
causes the relative demand for the differentiated good to rise in every country, not just one
country as in the HOS model. As a result, the relative prices of the differentiated varieties
rise across all countries. Since the differentiated good is intensive in skilled labour, stand-
ard Stolper-Samuelson results suggest that the relative wage for skilled labour rises and
the wage gap expands in all countries engaged in II'T. Unlike the HOS model where coun-
tries trade different products and experience the opposite effects on wages from trade lib-
eralization, a model with IIT in which all countries export similar products, suggests that
the wage gap can increase simultaneously across many countries with trade liberalization.
The main requirements for this to occur are that countries be diversified (produce both
types of goods), engage in IIT and liberalize trade across the differentiated product.

A second similar application of the model can be used to examine the effects of 11T
trade on the environment. The use of the IIT model in this respect is motivated by two
recent empirical findings. First, Antweiler et al. (2002) find empirical evidence showing
that trade can be beneficial to the global environment in the sense that it leads to lower
pollution. They explain this empirical result with a theoretical model that shows that
higher pollution taxes resulting from increases in income from trade, lead to lower pollu-
tion. Second, Frankel and Rose (2004) find that there is no empirical evidence to support
the creation of pollution havens resulting from trade liberalization. Pollution havens arise



Economies of scale, imperfect competition and market size 147

under the HOS model because trade liberalization leads to higher production of pollu-
tion intensive goods in countries with lax environmental policies and lower production of
pollution intensive goods in countries with stricter environmental policies. Pollution
intensive industries consequently, tend to agglomerate in countries with lower environ-
mental standards.

An IIT model similar to the one developed to explain the growing wage gap between
skilled and unskilled labour can also be applied to the case of the environment.!® Several
modifications to the model must however, be made to adapt the model. Specifically, one
must assume that the two goods are distinguished in terms of their pollution intensity,
that is, the degree to which they generate pollution as a by product of production. In par-
ticular, assume that the homogeneous good is more pollution intensive so that it gener-
ates more pollution per unit of production than the differentiated product.

As in the wage gap model, multilateral trade liberalization across all varieties of the
differentiated good and all countries is found to have similar effects across countries.
A lower tariff raises the relative demand of the differentiated product thereby increasing
its relative price. This leads to not only a global expansion in output of the differentiated
good but an increase in output for each country. Since the differentiated good is less pol-
lution intensive than the homogeneous good, higher output of the differentiated good
causes pollution levels to fall in every country. Multilateral trade liberalization thus causes
production and the generation of pollution to move in the same direction in all countries.
The model consequently, provides an alternative explanation to that found in Antweiler,
Copeland and Taylor (2002) as to why trade liberalization can lead to lower pollution. In
particular, the model shows that even without pollution taxes rising with trade, trade lib-
eralization can lead to lower global pollution. Moreover, since multilateral trade liberal-
ization causes changes in pollution to move in the same direction across all countries, this
model of IIT provides a theoretical explanation for the empirical results found in Frankel
and Rose (2005). IIT trade liberalization leads to a cleaner environment without the cre-
ation of ‘Pollution Havens’. With all countries experiencing the same relative price
changes, there is no incentive for ‘dirty industries’ to agglomerate in one country.

Summary and conclusion
The incorporation of imperfect competition and economies of scale into the international
trade literature spawned both new directions for research and new insights into the causes
and consequences of international trade. Rather than trade being limited to occurring
between dissimilar countries producing distinctly different goods, international trade the-
orists were able to explain the growing volume of trade that was occurring both across
similar countries and products. The chapter showed how a market structure characterized
by monopolistic competition can give rise to intra-industry trade. The benefits of IIT were
found to be dependent on market size and the available economies of scale. Expanding
international trade provides producers with the ability to gain access to a larger market
and thus increase production thereby taking advantage of the economies of scale to lower
costs. Consumers are found to also benefit from trade liberalization because a greater
variety of goods are made available at a lower cost.

While the monopolistic competition models used in the literature, and examined in this
chapter, tend to be highly stylized, they still provide students of international trade with
important insights. Arguments in favour of freer trade now centre on domestic producers
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gaining access to greater world markets to expand output and lower costs. This argument
rests crucially on the availability of economies of scale in production. Likewise, it is often
argued that consumers benefit from freer trade because liberalization will allow them have
greater choice in consumption. Once again this prediction finds its roots in trade models
with imperfect competition and IIT.

Notes

1. See Krugman (1980) for a model of IIT with horizontally differentiated products and Lancaster (1980) for
a model of IIT with vertically differentiated products.
See Chapters 5 and 6 in Greenaway and Milner (1986) for a review of aggregation issues.
Further, suggestions for adjusting the index are reviewed in Greenaway and Milner (1986).
At the end of this section and in the next section of the chapter this assumption will be relaxed to allow
for two goods.
See Krugman and Obstfield (2004) Chapter 6 for an explicit version of the model.
The love of variety utility curve first appeared in Dixit and Stiglitz (1977).
With monopolistic competition firms set prices above marginal costs.
The assumption of identical countries is not necessary and is assumed in this case only to simplify the
analysis.
9. One could also, assume that the goods are produced with labour and capital, see Krugman (1995).
10. Note that a similar result can be derived if one assumes that countries impose tariffs or other trade restric-
tions rather than transport costs.
11.  For empirical evidence on the home market effect see Head and Reis (2002), Davis and Weinstein (1999)
and Weder (1995).
12. The exact relationship between price and the relative tariff rates is
I
Pun = Tyh Tnhpn/

W

PN w

13.  See Benarroch and Gaisford (2004) for complete details of such a model.

References

Antweiler, Werner, Brian R. Copeland and M. Scott Taylor (2001), ‘Is Free Trade Good for the Environment,’
American Economic Review, 91(4), 877-908.

Balassa, Bella (1966), ‘Tariff Reductions and Trade in Manufactures Among the Industrial Countries,” American
Economic Review, 56, 466-73.

Beaulieu, Eugene, Michael Benarroch and James Gaisford (2004a), ‘Trade Barriers and Wage Inequality in a
North-South Model with Technology Driven Intra-Industry Trade, Journal of Development Economics, 75,
113-36.

Beaulieu, Eugene, Michael Benarroch and James Gaisford (2004b), ‘Intra-Industry Trade Liberalization and
Trade Policy Preferences,” University of Calgary Department of Economics Working Paper, 2004-06.

Benarroch, Michael and James Gaisford (2004), ‘Intra-Industry Trade Liberalization and the Environment,’
University of Calgary Department of Economics Working Paper, 2004.

Das, S. P. (2002), ‘Foreign Direct Investment and the Relative Wage in a Developing Country,” Journal of
Development Economics, 67, 55-717.

Davis, Donald R. and David E. Weinstein (1999), ‘Economic Geography and Regional Production Structure:
An Empirical Investigation,” European Economic Review, 43(2), 379-407.

Dixit, Avinish and Joseph Stiglitz (1977), ‘Monopolistic Competition and Optimum Product Variety,” American
Economic Review, 67(3), 297-308.

Economist (1996), ‘“Trade and Wages’, 7 December, page 74.

Economist (1999), ‘Global Pay’, 8 May, Survey following page 56.

Frankel, Jeffrey A. and Andrew K. Rose (2005), ‘Is Trade Good or Bad for the Environment? Sorting Out the
Causality, Review of Economics and Statistics, 87(1), 85-91.

Greenaway, David and Chris Milner (1986), The Economics of Intra-Industry Trade, New York: Basil Blackwell.

Grubel, Herbert G. and Peter J. Lloyd (1975), Intra-Industry Trade: Theory and Measurement of International
Trade in Differentiated Products, London: Macmillan Press Ltd.

Head, Keith and John Reies (2002), ‘Increasing Returns Versus National Product Differentiation as an
Explanation for the Pattern of US-Canada Trade,” American Economic Review, 91(4), 859-76.

Helpman, Elhanan and Paul Krugman (1985), Market Structure and Foreign Trade: Increasing Returns,
Imperfect Competition and the International Economy, Cambridge, MA: MIT Press.



Economies of scale, imperfect competition and market size 149

Krugman, Paul (1979), ‘Increasing Returns, Monopolistic Competition, and International Trade,” Journal of
International Economics, 9, 469-80.

Krugman, Paul (1980), ‘Scale Economies, Product Differentiation, and the Pattern of Trade’, American
Economic Review, 70(5), 950-59.

Krugman, Paul R. (1995), ‘Increasing Returns, Imperfect Competition and the Positive Theory of International
Trade,” in G. M. Grossman and K. Rogoff (eds), Handbook of International Economics, Vol. 3, Amsterdam:
Elsevier; 1243-80.

Krugman, Paul and Maurice Obstfeld (2003), International Economics: Theory and Policy Sixth Edition, Boston,
MA: Addison Wesley.

Lancaster, Kelvin (1980), ‘Intra-Industry Trade under Perfect Monopolistic Competition, Journal of
International Economics, 10(1), 151-75.

Leamer, Edward E. (1996) ‘Effort, Wages and the International Division of Labor, NBER Working Paper
W5803, Cambridge, MA: National Bureau of Economic Research.

Weder, Rolf (1995), ‘Linking Absolute and Comparative Advantage to Intra-Industry Trade Theory, Review of
International Economics, 3(3), 342-54.

Wood, Adrian (1994), North-South Trade, Employment, and Inequality: Changing Fortunes in a Skill-Driven
World, Oxford: Clarendon Press.

Zhu, S. C. and D. Trefler (2001), ‘Ginis in General Equilibrium: Trade, Technology and Southern Inequality,’
National Bureau of Economic Research Working Paper No. 8446.



14 Trade in services
FEugene Beaulieu

Introduction

International trade in services has become a major policy issue in both developed and
developing countries. The international (or offshore) outsourcing of some service activi-
ties has attracted considerable media attention in the developed world as white-collar
workers in the service sector face increased international competition from outsourcing. !
A recent article in the Wall Street Journal (2003) reported that white collar workers in the
service sector have become a force in the anti-free trade lobby. Another article in the Wall
Street Journal (2004) points out that it is very difficult to measure the number of jobs that
are being lost to outsourcing but this number appears to be growing. The rapid spread of
service trade caught many off guard. As Thomas Friedman (2005) metaphorically states
in his book on globalization, he woke up one day and found that the world is flat.
Friedman spends time discussing services that used to be strictly considered non-traded
in nature, but are now traded internationally. He is not talking about haircuts. Rather he
provides examples of software development, call centers and accounting work.

All of this attention to international trade in services may seem peculiar as, until
recently, services have been treated in economic analysis as the proverbial non-tradable.
Compared to goods, services are non-tradable in the sense that many services are non-
storable and therefore must be produced where they are consumed. The classic example
of such a non-traded service good is a haircut.

Much of the recent attention afforded trade in services is linked to the rapid growth of
this previously non-traded activity. Although trade in services and foreign investment in
service sectors have been growing rapidly, they started from small bases. Services remain the
most closed sector of the world economy by conventional measures of openness. This is
partially due to the aforementioned non-tradable nature of services, but in addition, service
trade continues to be a highly protected sector of the economy in most countries. Services
were excluded from the multilateral negotiations until the Uruguay Round of the General
Agreement on Tariffs and Trade (GATT) and the reduction of trade barriers in the service
sector faces many hurdles in the current Doha Round of negotiations. Service trade will
continue to be adversely affected if the Doha Round fails to make substantive progress.>

Although the rapid growth in service trade has drawn the attention of both the popular
media and academic literature, trade in services deserves close attention for three add-
itional reasons. First, although services are still not as widely traded as agricultural and
manufactured goods, the service sector is the largest sector in most developed and many
developing countries. Second, services are even more important than their relative size
implies because services are inputs into most other business activity. Third, there are some
important differences between services and goods that have conceptual implications rele-
vant for policy makers.

This chapter provides an overview of the salient aspects of trade in services and dis-
cusses what makes services trade distinct from goods trade. The chapter then provides an
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overview of recent trends and developments in service trade including attempts to liber-
alize this trade.

Overview of trade in services

What are services?

There are important conceptual and practical differences between goods and services.
Nicolaides (1989) defines a service as a transaction involving an agreement to perform
certain tasks. As the ubiquitous haircut example illustrates, services tend to have an intan-
gible quality and often (though not always) require the physical presence of both client
and service provider. Based on this definition, the nature of services is such that a number
of issues arise in thinking about international trade in services. Services tend to be non-
tradable because they are non-storable. However, the service sector encompasses much
more than haircuts and similar activities. Service activities once considered non-tradable,
such as accounting, have become more widely traded internationally. Copeland (2002)
provides an excellent overview of the conceptual issues related to services, and more
specifically international trade in services.

There are two important differences between services and goods that are not always
considered, especially when one refers to haircuts as an example of services. First, services
are often used as an input into the production process. Think of telephone services or
accounting. In fact, so-called ‘commercial services’ are the largest group of industries in
the service sector in most countries. Commercial services are primarily intermediate
inputs. Since services are a key input into the production process, policies that affect
services may have profound effects on productivity. Countries with inefficient service pro-
vision, thus, tend to have lower productivity in the manufacturing, agriculture and gov-
ernment sectors.

A second important difference between goods and services that is often overlooked is
that services tend to be differentiated products, whereas some goods are homogeneous in
nature and other goods are differentiated. Rauch (1999) classifies goods according to
whether they are differentiated or homogeneous. Homogeneous goods are traded on
exchanges where price differences directly reflect relative scarcity. On the other hand,
differentiated goods are not traded on exchanges and price differences reflect differences
in characteristics and quality that may obscure price signals. A typical differentiated good
is difficult to trade internationally because of the informational difficulties. For example,
according to Rauch (1999: 9) shoes are a typical differentiated product and as such

do not have reference prices. Any observed price at another location must be adjusted for multidi-
mensional differences in characteristics, and the adjustment depends on the varieties of shoes avail-
able at that location and the distribution of consumer preferences over varieties at that location. I
claim that these informational demands are too great to permit international commodity arbitrage.

Rauch (1999) uses a gravity model to present empirical evidence that proximity and
commonalities such as language and cultural background are more important for inter-
national trade in differentiated products than for trade in homogeneous goods. He finds
that in 1990 approximately 65 percent of goods trade was in differentiated products. By
the same criteria used by Rauch, 100 percent of service trade is in differentiated products.
It is not only the non-storability aspect of services that make it difficult to trade services
internationally but also that services are differentiated goods.
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An important insight of the work by Rauch (1999) is that networks and search (with
respect to matching between customers and differentiated goods providers) are important
aspects of trade in differentiated goods and hence for trade in services. In this context
there is a role for ‘social capital’ in the international trade of services and for personal con-
tacts and relationship building in determining the geographic distribution of economic
activity. Moreover, if there are unintended spillovers of information in networking and
search then there may be a rationale for export-promotion policies.

Not only are services in principal differentiated products, but it is important to distin-
guish between different types, or modes, of service transactions. Unlike trade in goods, not
all trade in services is based on moving the product from an exporter in one country to an
importer in another country. This is only one type of service transaction. The General
Agreement on Trade in Services (GATS) identifies four modes of service trade: (a) the
standard cross-border trade familiar to trade in goods where physical interaction of the
buyer and seller is not required; (b) consumption abroad where a client travels to the
service provider (that is tourism); (c) commercial presence where the service provider sets
up a facility in the client’s home country; and (d) the temporary movement of natural
persons where the service provider goes to the client. Signatories to the GATS are permit-
ted to limit liberalization commitments to one or more of the four modes of service supply.

Although the different modalities give countries some flexibility when negotiating lib-
eralization in services trade, they also complicate the negotiations. Since many types of
service trade cannot be embodied in a good that is traded across borders, issues of trade
policy in services often relate to international migration or investment. Only the first
modality involves delivery of the service across international borders, which is typical of
international trade similar to trade in goods. The other three modalities require the inter-
national movement of persons and/or international investment.

In addition to the hindrance that the different modalities place on liberalizing trade in
services there are two other aspects of services that make negotiating liberalization in ser-
vices difficult: some services are public goods and many service sectors face domestic regu-
lation. For example, traditional service sectors like finance, electricity, water and
telecommunications are regulated industries in almost all countries and several of these
services are frequently publicly provided. Moreover, services often involve domestic regu-
latory issues and government policies that occur inside borders. Most goods trade avoids
this issue and the policy impediments to trade in goods are ‘border’ policies. On the other
hand, trade policy issues concerning services are commonly referred to as issues of market
access. The most significant commercial policy affecting international transactions in ser-
vices are domestic regulations rather than border measures. Countries tend to restrict
market access for service providers through discriminatory treatment contained in laws
and domestic regulations rather than through border tariffs or taxes. Therefore, liberaliz-
ing trade in services will affect domestic laws and regulations. This makes services nego-
tiations difficult and sensitive for governments, and makes arriving at international
agreements a long and complex process.

Measuring trade in services

Services have become the largest and most important sector in most economies in the
world. It is estimated that the services sector now represents 60 percent of GDP on average
in the Americas. For example, according to Copeland (2002), 73 percent of Canadian
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employment is in services, while only 14 percent of Canada’s international trade is in ser-
vices. This pattern is not just true of developed countries. While services have become an
important part of the domestic economy in both developing and developed countries alike,
services continue to represent a relatively small share of exports and imports. According
to a recent report by UNCTAD (2003, p. 97), services represent 72 percent of GDP in
developed countries and 52 percent in developing countries. McGuire (2002: 2) reports that
the service sector typically encompasses between 40 and 60 percent of GDP and employ-
ment in developing economies and between 60 and 80 percent in developed countries.

The services sector is extremely heterogeneous including a large number of activities
ranging from architecture and telecommunications to air and even space transpor-
tation.? Services are generally divided into 11 different industries: Business Services;
Communication Services; Construction and Related Engineering Services; Distribution
Services; Educational Services; Environmental Services; Financial Services; Health-
Related and Social Services; Tourism and Travel-Related Services; Recreational, Cultural
and Sporting Services; Transport Services; and Other Services Not Included Elsewhere.
It is difficult to measure trade in services, but some data are available. According to recent
statistics from the WTO (2004a) ‘other commercial services’ — primarily made up of busi-
ness and financial services — are the largest and fastest-growing category of trade in ser-
vices. These commercial services made up almost 40 percent of trade in services in 1990
and constituted over 45 percent of total trade in services by 2002. In 1990, transportation
made up just less than 30 percent of services trade, while travel services were just over 30
percent. Transportation and travel services declined in relative importance between 1990
and 2002. In 2002 the three main types of trade in services were transportation services
(22 percent), travel services (31 percent) and other commercial services (47 percent).

Table 14.1 Share of goods and commercial services in the total trade of selected regions
and economies, 2002

Exports Imports
Share Share
Value Commercial Value Commercial
Total Goods services Total Goods services
$ billion (%) (%) $ billion (%) (%)
World 7900 80.1 19.9 7810 80.2 19.8
North America 1258 75.5 24.5 1640 84.9 15.1
Latin America 414 86.4 13.6 408 84.1 15.9
Western Europe 3336 77.1 22.9 3147 71.3 22.7
C./E. Europe/ 379 84.2 15.8 358 81.8 18.2
Baltic States/CIS

Africa 173 82.1 17.9 165 75.6 24.4
Asia 2097 84.7 15.3 1913 80.8 19.2

Notes: Billion dollars and percentage, based on balance of payments data. Trade in goods includes
significant re-exports or imports for re-exports. It is likely that measures of trade in commercial services is
understated.

Source:  World Trade Organization: ‘International Trade Statistics 2003’
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As Table 14.1 indicates, by 2002 total world trade in goods and services reached
US$7900 billion and service trade was approximately 20 percent of world exports and
imports. Notice that in Table 14.1 that trade in services is at least 13 percent of trade on
average across all regions in the world. Services trade represents a larger share of export
trade in North America (24.5 percent) than anywhere else. The services share of trade is
22.9 percent in Europe and 13.6 percent in Latin America. Almost 18 percent of African
trade is in services. Services make up a larger share of total African imports (24.4 percent)
than anywhere else. Service imports into North America represent 15.1 percent of North
American imports. Both developing and developed countries are significantly engaged in
services export and import trade. According to the WTO, services make up over 30
percent of trade in some Latin American and Asian countries.*

Although trade in services is growing rapidly, the sector remains relatively closed by the
conventional metric of trade relative to output. According to the World Trade
Organization (2004b), only one-tenth of service output enters world trade whereas trade
in goods is over 50 percent of goods production. International trade in services has
become a larger share of total world international trade but international trade in services
is still only a small share of the world production of services. This sets services apart from
agriculture and manufacturing.

In 2000 the value of cross-border trade in services amounted to US$1435 billion, or
about 20 percent of total cross-border trade.’ This measure of trade in services under-
estimates the true size of international trade in services because a large proportion of
service trade takes place through foreign establishments located in the export market. This
mode of international trade in services, however, is not recorded in balance-of-payments
statistics. The telecommunications industry provides a good example. Until recently the
telecom industry in most countries was closed to foreign competition and in many coun-
tries the telecoms were state-run. Many countries have now liberalized their telecom
industries and have opened the industry to foreign investment. According to UNCTAD
(2003, p. 117) the communications, transport and storage industry had the fastest growing
foreign direct investment (FDI) of all service industries across all countries. Thus, this
service sector grew significantly due to changes in government policy, but the transactions
are not recorded in trade statistics.

As discussed above, the nature of services implies that there is a non-traded element in
services. Some services, such as haircuts, require proximity to clients. Since services are
differentiated goods, proximity, language and networks are important factors in deter-
mining the extent of the service market for firms. International trade in such services is
also likely to be under-reported because it falls under GATS Mode 4 involving the tem-
porary movement of persons. This type of service conducted across countries does not
pass through customs houses at international borders and therefore some service trade is
not included in the international trade data.

Barriers to services trade

However, the non-traded nature of some services and the under-reporting of trade in ser-
vices does not tell the entire story of why services are such a closed sector. The service
sector faces high levels of protection at the border and often faces domestic regulations
that impede market access. The non-traded nature of many service products means
that until recently, services were not on the table in multilateral negotiations of tariff
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reductions. These factors combine to make services one of the most protected sectors in
the world economy. Hufbauer and Warren (1999) computed tariff equivalent estimates for
industrial, agriculture and service sectors in several countries. They found that some
service sectors like transportation and storage had ‘tariff equivalents’ of over 100 percent
in countries such as the United States and Canada and the estimates were even higher for
Brazil (143 percent) and Mexico (182 percent). Service sectors are typically afforded much
higher levels of protection than are found in industrial and agricultural sectors. Only
sugar has a level of protection as high as protection in the transport and storage sector.

It is important to realize that tariff estimates on broad sectors are a very superficial way
of examining the impact of protection afforded the service industry. Chen and Schembri
(2002) point out that measuring trade restrictions in services is a very complicated affair.
They provide an overview of measuring barriers to trade in services and provide several
measures of barriers and conclude that barriers in services are very high.

Liberalizing trade in services

Until recently services have not been included in negotiated agreements to reduce protec-
tion. They were not included in bilateral and regional agreements until the Canada—-US
Free Trade Agreement (CUSTA) in 1989 and the North American Free Trade Agreement
(NAFTA) in 1994. Services were included in the Uruguay Round of the General
Agreement on Tariffs and Trade (the GATT) negotiations that produced the General
Agreement on Trade in Services (GATYS).

There has been and continues to be a great deal of interest among a large cross-section
of countries in liberalizing services trade. Interest in services trade liberalization has been
strong since services became an important part of the NAFTA and this interest expanded
throughout the 1990s. A large number of countries have completed some form of trade
liberalization in services through bilateral (or sub-regional) arrangements. Many coun-
tries are part of the so-called ‘progressive liberalization’ of services trade at the multilat-
eral level through the GATS. However, liberalization of service trade is illusive because
many service sectors face domestic regulations that hamper liberalization and make nego-
tiations difficult.

The liberalization of trade in services continues to be negotiated under the GATS as
the economic importance of services continues to increase within and between countries.
In Doha in 2001, WTO members agreed that countries would submit initial requests for
market access commitments in services. Negotiations continue today but are character-
ized by a North—South divide where developing countries are limiting areas of discussion
under market access.

Not only is the inclusion of services a recent phenomenon but a number of service sectors
have been excluded both from regional and bilateral agreements as well as the GATS. For
example these agreements exclude government services when they are provided on a non-
commercial basis and are not open to competition between one or more service suppliers.
Therefore, excluded services include services such as education and health care that are fre-
quently provided almost exclusively by the government on a not-for-profit basis.® Other
industries such as telecommunications have typically been either run or regulated by gov-
ernments and until recently have been excluded from international liberalization.

Given the importance of trade in services to both developed and developing countries
and the high levels of protection in service sectors it is not surprising that the need for
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multilateral liberalization is widely accepted. Stephenson (2001) argues that recent
consensus on the need for the liberalization of trade in services is also partly explained by
the expanded information and capacity for negotiating and understanding the implica-
tions of liberalized trade in this sector that has resulted from the GATS negotiations.

This general consensus that ‘something oughtta be done’ to reduce impediments to
trade in services has been translated into a great deal of activity in this area. However, lib-
eralizing trade in services is a complicated issue and is not simply a matter of reducing the
tariff as was the case for most merchandise trade.

Potential gains

As discussed in detail above there are two important trends in the services sector that are
having profound implications for international trade. First, services have become more
tradable. The type of non-traded services, such as haircuts, is a declining share of the total
services sector. Second, the service sector in most countries is becoming an increasingly
important input into manufacturing, agriculture and services.

The structure of the economy in most industrialized countries has changed in the
recent decades. Using very broad measures, the Canadian economy, for example, has
moved from an economy dominated by resources and manufacturing to one where ser-
vices play a major role. The share of services in Canada’s GDP increased from 44.5
percent in 1951 to 65 percent in 1997, while the corresponding share for agriculture and
resources has declined from 18.8 percent to 6.9 percent over the same period. At the same
time, there was an important shift from intermediate inputs being comprised of ‘goods’
to intermediate inputs being comprised of ‘services’. Beaulieu and Chen (2005) show that
the share of goods as intermediate inputs decreased from 57 percent of total intermedi-
ate inputs in 1980 to 48.5 percent in 1997. Consequently, the share of services in inter-
mediate inputs increased from 42 percent to 51 percent of total intermediate inputs over
the same period.

Liberalization in services trade has important implications for less developed countries.
First, imported services might complement rather than substitute for domestic services.
Second, they economize on scarce domestic skilled labor that is then freed for other uses.
Third, imported services may allow countries to obtain what is not otherwise available
and would take considerable time and/or resources to develop. Fourth, imported services
may provide crucial missing inputs that allow a country to produce and export goods in
which the country has a natural comparative advantage except for the missing input.’

Efficiency in the export of goods of all kinds depends critically upon the quality and
cost of available services. Exporters of agricultural and other basic commodities are
adversely affected by inefficient or expensive banking, insurance, telecoms and transport
services. Removing barriers to trade in services will likely lower prices, improve quality,
and increase the variety of service products available. McGuire (2002) provides a very
good survey of the literature measuring the gains from liberalizing services. First he
points out that it is very difficult to measure and model the effects of liberalization in ser-
vices because the models have to incorporate the various modes of trade in services.
Furthermore, there is not very good information on transactions in some modes of service
trade and data on restrictions in services trade is difficult to obtain and interpret.
Nevertheless, McGuire (2002) surveys the studies that have been completed and a
common result in these studies is that there are substantial global real income gains from
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liberalization in services and the gains are typically larger that those derived from liberal-
izing trade in agriculture and manufacturing combined.?

Developing countries stand to gain substantially from liberalizing their trade in ser-
vices, mainly due to the productivity improvement resulting from increased imports of
high-quality, differentiated, intermediate services inputs. Dee and Hanslow (2000) employ
a dynamic CGE model to examine the impact of liberalizing services, agriculture and
manufacturing and find that the world as a whole will be better off by about US$260
billion annually from eliminating all post-Uruguay Round trade restrictions. More than
half of this, US$133 billion, would come from liberalizing services trade. Only 20 percent
of the total (US$51 billion) will come from liberalizing agricultural, and 32 percent
(US$83 billion) from liberalizing manufacturing. Developing economies will stand to
gain US$130 billion annually from this policy change.

Konan and Maskus (2004) examine how service liberalization differs from goods liber-
alization in a developing economy. Their work focuses on Tunisia where, despite recent
trade liberalization, service sectors remain largely closed to foreign participation and are
provided at high cost relative to many other developing nations. The authors use a com-
putable general equilibrium (CGE) model to examine the impact of liberalizing services
trade with respect to restrictions on cross-border supply (mode 1 in the GATS) and on
foreign ownership through foreign direct investment (mode 3 in the GATS). They find that
a reduction of services barriers in a way that permits greater competition through foreign
direct investment generates larger welfare gains than goods trade liberalization. Service
liberalization also entails lower adjustment costs than goods-trade liberalization.
Moreover, services trade liberalization stimulates economic activity in all sectors. Most of
the liberalization gains come from opening markets for finance, business services, and
telecommunications because these are key inputs into all sectors of the economy.

According to the World Trade Report of the WTO (2004b), there may be significant
benefits from liberalizing international trade in services through the facilitation of the
temporary movement of persons across national borders (Mode 4 of the GATS).
According to the report, temporary labour movement can bring significant gains to
national economies in three ways: (a) by stimulating other kinds of trade; (b) by sup-
porting technology transfer and human capital development; and (c) by smoothing out
cyclical variations in the demand for labor. An important aspect of temporary movement
versus permanent migration is that temporary presence avoids the deeper economic and
social problems associated with migration.

The issue of sovereignty and domestic policieslregulations

Article VI of GATS provides a basic framework for minimizing the distortions of trade
created by domestic regulation. Under the provisions of Article VI new regulations that
affect services bound by national commitments are to be ‘administered in a reasonable,
objective and impartial manner’ (GATS Article VI, para. 1). To paraphrase Article VI
member countries must provide procedures for the review of the regulation at the request
of service suppliers (GATS Article VI, para. 2a); and must be ‘based on objective and
transparent criteria’ (GATS Article VI, para. 4a); must not be ‘more burdensome than
necessary to ensure the quality of the services’ (GATS Article VI, para. 4b); and in the
case of licensing procedures must not in themselves restrict the supply of the service
(GATS Article VI, para. 4c).
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Structural change and globalization have created a need for regulatory reform in ser-
vices under the WTO. Technological advances have led to an explosion of new goods and
services. Many of these goods and services have difficulty entering markets where regula-
tions mandate the use of goods and services based on current technologies, in order to
satisfy various environmental, health, or safety concerns. Such regulations may distort
trade and competition by preventing enterprises or consumers from accomplishing
desired social goals by more efficient means.

New insights into the economics of regulation may make it possible to design more eco-
nomically efficient regulations. Much has been learned about the incentive structures
created by various techniques of regulation and their relative effectiveness in achieving
desired social objectives. Too often regulatory systems seek to achieve social objectives by
controlling entry into the industry by new suppliers and producers, while attention really
needs to be on the behavior of suppliers with respect to particular regulatory objectives.

The globalization of production and markets has increased the cost of maintaining large
national differences in regulatory standards and created pressures for harmonizing stan-
dards. Such globalization makes economic sense only where national regulations allow the
adoption of the technologies, information systems, and standards across national frontiers.
Large differences in national regulations that have a direct bearing on the operation of glob-
ally integrated networks or production systems add to the cost of doing business inter-
nationally. Thus domestic regulatory issues resonate strongly in the international trade of
services.

Recent developments

There has recently been a great deal of activity in services negotiations. Services were
included under WTO in 1995 as well as NAFTA. Like the Agreement on Agriculture, the
GATS includes a so-called ‘built-in agenda’ whereby members are required to enter suc-
cessive rounds of negotiations aimed at progressive liberalization. At Doha in November
2001, WTO members agreed to adopt the ‘Negotiating Guidelines and Procedures’ which
stipulate that countries submit initial requests for market access commitments. Countries
agreed to adopt a request-and-offer approach as the main mechanism to negotiate spe-
cific commitments on market access, national treatment and additional commitments.
The submission of members’ initial requests in June 2002 was the beginning of the market
access phase of negotiations. Participants have been exchanging bilateral initial requests
since then.

The approach to liberalization in services in the GATS is known as a ‘positive list’, or
‘bottom-up’, approach. In this approach countries schedule voluntary commitments that
they can re-negotiate. According to Stephenson (2002: 3) this has led to ‘a situation of
very unequal obligations and undertakings in the services area’. A major shortcoming of
this approach is the lack of transparency. It is impossible to get information about a sector
or service in a country if that sector or service is not included on the list.

An alternative approach is the ‘negative list’, or ‘top-down’, approach. Under the ‘nega-
tive list’ approach in which all services and service sectors are included and considered free
of trade restrictions unless they are placed on a list of exclusions or reservations.
According to Stephenson (2002), most regional agreements in the Americas have adopted
the ‘negative list approach’. Stephenson (2002) shows that only the 1997 ASEAN agree-
ment and the MERCOSUR adopted the positive-list approach while all the others,
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including NAFTA, adopted the negative-list approach. However, even MERCOSUR has
moved away from the positive-list approach to adopt a hybrid ‘list-or-lose’ approach.
According to Stephenson and Prieto (2001) the MERCOSUR adopted a variation of the
positive list approach whereby annual rounds of negotiations based on the scheduling of
increasing numbers of commitments in all sectors (with no exclusions) are to result in the
elimination of all restrictions to services trade among the members of the group within
ten years.

Another important difference between the approaches to services liberalization found
in the GATS and among regional agreements is in the treatment of services and invest-
ment. In the GATS, investment is treated as one of the service modes described above.
That is, investment in services entails a commercial presence (the third mode). The MER-
COSUR also follows this approach. In contrast, many agreements treat investment rules
in a separate chapter from disciplines on goods and services. This is the approach taken
by NAFTA and the subsequent NAFTA-type agreements.

Lack of progress in the GATS

One major problem with the GATS — and perhaps with the positive-list approach — is the
lack of progress. There are only a very limited number of sectors included on the national
schedules (the positive-lists). According to a recent report by the International Centre for
Trade and Sustainable Development (ICTSD) and the International Institute for
Sustainable Development (IISD) (2005) almost all WTO members have received initial
requests from 90 different countries. Negotiations have moved into the ‘revised offer’
stage. However, there is dissatisfaction among member countries because the quality of
the offers is unsatisfactory in many cases. Therefore, most members feel that insufficient
progress has been made.

As with trade in goods, the lack of progress at the multilateral level has led to the simul-
taneous occurrence of a large number of bilateral, sub-regional and regional negotiations.
This large number of negotiations is challenging and complex for the countries involved.
However, capacity to produce success in this context does not appear to be the biggest
hurdle at this point. The failure in Cancun and lack of progress since then suggests that
the biggest hurdle for reducing trade impediments in services is the linking of all negoti-
ations to agriculture. Some developing countries have directly linked the level of ambition
in services to the level of ambition attained in other areas of negotiations like agriculture.

On the other hand, developing countries want movement on Mode 4 to be de-linked
from movement on Mode 3. That is, many developing countries are pushing for progress
on the ‘movement of natural persons’ (Mode 4) because this is considered a modality that
offers considerable benefits to these countries. However, most of the Mode 4 offers are
linked to commercial presence (Mode 3). India, China and Brazil have led a group of 18
developing countries striving to move forward on Mode 4 by de-linking the two modes
and removing a number of restrictions on the movement of persons.

Although there is consensus in principle on liberalizing service trade, there still appears
to be some disagreement on the approach to be taken. Many developing countries prefer
the ‘positive-list” approach while the developed countries prefer the ‘negative-list’ approach.
Moreover, there is a further divide between developed and developing countries: develop-
ing countries do not want market access matters to include negotiations on issues such as
safeguards, domestic regulations, subsidies and government procurement.
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The most controversial issue in the Doha Round negotiations on services has been a
strong push by developed countries including Australia, the US and the EU to adopt a
mandatory minimum market access commitment in services. This is known as a bench-
marking approach. Benchmarking is an attempt to increase the level of commitment by
setting numerical targets for services that members must commit to liberalize. The bench-
marks include different targets for developed and developing countries. Most developing
countries disagree with this approach arguing that mandatory market access commit-
ments are contrary to the very nature of the GATS which explicitly allows countries to
liberalize services according to their individual situations and national policy objectives.

However, there are still some reasons for optimism. The liberalization of trade in ser-
vices is not as controversial as trade in agriculture. There is some common ground (and
support) among North and South countries for GATS. The Chair of GATS is attempt-
ing to reconcile differences between countries. The November 2005 draft ministerial text
draws up the post-Hong Kong program to conclude any outstanding initial offers as soon
as possible and conclude negotiations by the end of 2006. In addition there has been sig-
nificant progress at regional and sub-regional level. From 1994, when NAFTA was signed,
to 1999, 14 sub-regional arrangements were concluded in the Americas that included dis-
ciplines on trade in services.

Conclusion

There are four important features of the service sector that have been highlighted in this
chapter. First, services have become the largest productive sector in most economies and
a large share of service output is used as inputs into the production of all goods and ser-
vices in the economy. Second, services are a growing part of world trade and investment,
but the service sector remains the most closed sector of the economy. While services
remain relatively closed in part due to the non-tradable nature of services, there is more
to the story. Third, there has been considerable interest and effort by most countries in the
liberalization of trade and investment in services. However, the fourth feature of the
service sector is that it remains highly protected due to explicit protectionist measures and
due to the fact that many services are the subject of domestic regulations.

Although international trade in services is growing rapidly, services are by far the most
‘closed’ sector in the world economy as measured by the ratio of imports and exports to
output. While the economics literature is not yet too far out of line treating services as the
quintessential ‘non-tradable’, it is important to recognize that service trade has come to
comprise a substantial share of international trade and production for both developed and
developing countries. Nevertheless, the level of protection afforded trade in services remains
very high compared to other sectors. The need in principle for multilateral reductions in such
barriers is not controversial for many WTO member countries, but due to the nature of trade
in services, liberalization is a complicated and drawn out process where progress has been
slow. Trade and investment liberalization in services has been difficult to implement.

Notes

1. In this chapter I follow the economics literature and use ‘outsourcing’ to refer to ‘offshore outsourcing’.
Technically ‘outsourcing’ can more broadly refer to any activity that is contracted out to another firm —
and ‘offshore’ refers to contracting to a firm operating in a different country. Feenstra (2004: 100) points
out that splitting apart the production process across several countries is also referred to as ‘production
sharing’, ‘fragmentation’, ‘vertical specialization’ and ‘slicing the production chain’.
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2. Progressin the Doha Round of WTO negotiations remains difficult in spite of the fact that the Hong Kong
Ministerial in 2005 was moderately successful at least in relation to the failure in Cancun in 2003.

3. Note that this is a different notion of services heterogeneity than discussed above in the context of Rauch’s

(1999) analysis of differentiated products. The current point is that there are different types of services, or

in other words, different industries within the service sector. In the differentiated products context, there is

product differentiation within these different service industries.

This is not reported in Table 14.1. See WTO (2004a) ‘International Trade Statistics 2003’.

See the WTO (2006) document ‘GATS — Fact and Fiction’.

See Stephenson and Prieto (2001).

See Markusen, Rutherford and Tarr (2001).

McGuire cites results from the following studies: Benjamin and Diao (1998, 2000); Brown et al. (1996);

Chadha (2001); Chadha et al. (2000); Dee and Hanslow (2000); DFAT (1999); Hertel et al. (1999); and

Robinson et al. (1999)
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15 Trade-related intellectual property rights, trade
flows and national welfare
Olena Ivus

Introduction

The protection of intellectual property rights (IPRs) is one of the most controversial
issues in today’s global economy. There is a vigorous ongoing debate about the strength
of national systems of patent and copyright protection that is of considerable importance.
Proponents of more stringent protection argue that differences in IPRs protection con-
stitute a form of non-tariff barriers to trade in products containing a patentable innov-
ation and that lax patent systems of many developing countries represents blatant
free-riding, which distorts natural trading patterns and reduces the ability of firms to
transfer technology abroad. Proponents of less stringent protection argue that strength-
ening global IPRs will bestow market power on inventing firms, thus enhancing the profits
of the monopolistic foreign firms at the expense of domestic welfare and would consti-
tute a barrier to legitimate trade in imitative products (Taylor 1993; Gaisford and
Richardson 2000).

The continuing debate over the role of IPRs in trade, growth and development has
resulted in numerous initiatives through international organizations to harmonize,
strengthen and broaden the level of protection for IPRs all over the world. One outcome
of multilateral negotiations was an agreement on Trade-Related Aspects of Intellectual
Property Rights (TRIPS) of 1994, which was approved as a part of the Uruguay Round
that established the WTO. The TRIPS provides minimum standards on IPRs for all WTO
members.

The growing importance of the issue of IPRs has resulted in a proliferation of empiri-
cal and theoretical research analyzing the effect of protecting IPRs on national welfare,
technological transfers, trade volumes and economic growth. This chapter explains key
features of the protection of IPRs in the global economy. It begins by presenting the ration-
ale for intellectual property protection in a closed economy. Attention then shifts to the
impact of IPRs on national welfare in a world economy that is becoming increasingly
global rather that isolated. The impact of more stringent intellectual property laws and
enforcement on international trade volumes is subsequently discussed. Finally, a selection
of empirical studies pertaining to intellectual property protection and trade flows is exam-
ined to determine if the theoretical conclusions are supported by the empirical evidence.

Protecting intellectual property rights in a closed economy

To demonstrate arguments for and against granting patent protection in a closed
economy, consider Figure 15.1, where the domestic market for a patentable product is
illustrated. In the absence of patent protection for this product, the competitive price
would be P¢ and, given the demand for the product is represented by the curve D, equi-
librium output QF will result. Welfare maximization in a single market would require that
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Figure 15.1 Welfare effects of monopoly price discrimination

the market price for a product is equal to the marginal cost (MC) of production. The
diagram shows a simple case where the marginal cost is constant and, thus, is equal to the
average cost of production. Since price is then equal to average cost, this implies zero eco-
nomic profits at the production stage. The sunk cost of expenditures on research and
development, however, are not covered. Consequently, there is no pecuniary incentive to
engage in innovation and the product would not be developed by competitive industry in
the absence of policy action. Clearly, this competitive outcome is not efficient. In this
system, market price fails to provide the proper signals to economic agents because it does
not take account of the costs of inventing. This, in turn, implies that the market would
underinvest in new ideas and information, as research and development involves add-
itional costs and results in negative profits for innovators.

Hence, the most compelling argument usually presented in favor of intellectual prop-
erty protection, say through patents, is that it provides an incentive to undertake research
and development activities and fosters the dynamic benefits associated with the produc-
tion of knowledge. Providing patent protection enables an innovator to exercise tem-
porary monopoly power over the market for the patentable product and to earn a return
on the invention. In this scenario, monopolistic price Py will be established on the market
and a patent-holder will garner the profit on production represented by the area B. The
monopoly profits will provide some return on the cost of invention. Thus, it seems that
the outcome of this standard monopoly pricing model may justify the arguments in favor
of strong patent protection.

However, there is a negative side of this story. In contrast to the efficient solution
described above, in the monopolistic framework consumers and society as a whole are
clearly worse off. The consumer benefits decrease from area A + B + C to A in Figure
15.1. In other words, with monopolistic power in the market, consumers enjoy less output
at a higher price. IPRs protection endows a patent-holder with a monopoly on the use of
patented products which, in turn, leads to monopoly distortions of consumer choice. In
addition, it may be argued that patents are an imperfect method of fostering invention
(Deardorff 1992). An optimal patent system fails to promote all worthwhile inventions,'
since the creation of only those innovations for which expected net gains in monopoly
profit exceed the research and development costs will be initiated. Furthermore, the
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welfare of a country depends on the average level of product improvement. While strong
patent rights increase this average level of product improvement by stimulating innov-
ation, they may also inhibit innovation by preventing a wider dispersion of new technol-
ogy. In this case, the outcome is the following: fewer publicly available technologies, lower
levels of technological spillovers, and, consequently, possibly higher per unit research
costs for all firms. In this sense, incomplete patent protection may be optimal. With less
restrictive patents, more technologies would remain in the public domain, which, in turn,
would allow for more widespread availability and application of innovation (Diwan and
Rodrik 1991; Falvey et al. 2002). Further, in practice, patent laws help to protect the inno-
vators from imitation by increasing the price of infringing goods, but they fail to grant
the perfect protection theorists often assume. For example product ‘masquing’ technol-
ogies are common in practice (Taylor 1993).

In summary, in choosing its IPRs policy a country that acts in isolation will look for
the optimal balance between the benefits from enhancing the incentive to innovate, on one
hand, and costs of monopoly distortions and lower diffusion of new technology and
innovation, on the other. The final policy choice will be some intermediate level of patent
strength.

IPRs and national welfare in a global context

With national economies becoming increasingly affected by the forces of globalization
and the resulting increase in the cross-border trade, investment and the transfer of infor-
mation, there is a growing recognition of the importance of technology and knowledge
spillovers for economic growth. As a result, IPRs have become an issue of international
concern.

As we concluded in the previous section, if each country acts in isolation when estab-
lishing its system IPRs, they will search for the optimal level protection that suits their
own circumstances. However, in contrast to the case of a closed economy, where the
country’s patent strength affects only domestic economic agents, in a global market,
patent protection in one country affects welfare in other countries. Thus, a country’s
choice of its level for IPR protection is now dependent on the choices of other countries
and its choice affects other national markets.

Falvey et al. (2002) note that the way patents are applied tends to push countries to
choose extreme patent strengths. Even for two identical countries,” it is not individually
rational to choose patent systems of identical strength. In order to provide an insight for
this statement, consider a world of two identical countries A and B. If the countries had
identical patent systems, firms from A would have half the sales in country B and vice versa
assuming no transportation and transaction costs associated with the international trans-
fer of goods. If country A has a lax patent system, however, it may make eminently good
sense for the country B to choose tighter patent procedures. By doing so, B will completely
control the sales in its domestic market plus half of the sales in A. In addition, by choos-
ing stronger patent protection, country A provides global incentives for innovation that
would not otherwise exist. Alternatively, if country A has a stringent patent system, it is
rational for the country B to choose weaker patent protection. In this case, B will not bear
the costs of the monopoly distortions, will reap the benefits of free riding and enjoy the
higher level of average product improvement due to greater tolerance of imitation. Hence,
in a Nash equilibrium, where each country adopts an individually rational strategy and
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does not want to deviate from this, one country will have a strong patent system and the
other one will have weaker patent protection.

From a global perspective, the resultant Nash equilibrium is sub-optimal, because intel-
lectual property protection is under-provided. The reason for this is that each country
ignores the benefits that its tighter protection generates for the other countries. As neither
side takes into account these positive spillovers, less than the efficient incentives for
innovative activity are provided on a worldwide basis. This result can be contrasted with
the outcome which arises in the presence of an institutional framework that has the objec-
tive of achieving international cooperation (Gaisford and Richardson 2000).

Whenever the two countries are not symmetric with respect to their characteristics,
there are further reasons why it is optimal for them to choose patent systems of different
strength. That is why it comes as no surprise to observe that the strength of IPRs protec-
tion varied across the globe prior to the TRIPS which standardized patent length inter-
nationally. These differences, being more acute between developed and developing
countries, resulted in a dispute about the increase in IPRs protection during negotiations
to establish common worldwide standards. The basic economic issue that underlies the
conflict between the North (that is the developed countries) and the South (the develop-
ing countries) is not difficult to understand.

The developed countries argued for the stricter enforcement of IPRs on the grounds
that lax patent protection in developing countries allowed for a greater possibility of free
riding on the part of local firms, which competed with innovating firms from developed
countries. Clearly, tighter protection of IPRs laws and their enforcement in the South
would be profitable for the North. It would reduce the ability of domestic firms in the
South to imitate technologies embodied in foreign products and, consequently, would
result in increased costs associated with infringement. In this way, innovators in the North
would be more protected from imitators in their export markets, encouraging additional
production and exports of patentable products. The resulting higher monopolistic profits
would expand the set worthwhile research and development activities leading to innov-
ations that otherwise would not have taken place as soon. In contrast, the strong imita-
tive abilities and weak patent rights in the South do not allow the innovator to
discriminate internationally and reap additional profits. In addition, the differences in the
protection of IPRs across the countries constitute a form of non-tariff barrier to trade.
For example, for the producer to sell its patentable product internationally, it is necessary
to obtain an array of independent national patents, which entails considerable expenses.

For the developing countries there exists a strong free-riding motive because the vast
majority of innovative activities take place in the North and the South is mainly a con-
sumer of invented products. The more lax is the protection of IPRs, the less developing
countries have to pay for the innovated products. If innovative ideas diffuse freely and the
capacity for imitation is high, a close substitute will be produced in the South. Not only
are such products likely to be sold domestically at a price lower than would be charged by
the foreign monopoly, but they may also be exported to other countries with weak IPRs.3
In such a situation, it is independently rational for a developing country to provide little
protection or no protection whatsoever since the new products can be obtained at com-
petitive prices in any case. Of course, this argument considers only the short run because
it does not recognize the disincentive effect on innovation in the North and, hence, that
there will be less innovations available to pirate in the future.
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The issue of IPRs became controversial in the mid-1980s as the proportion of the value
of goods constituted by intellectual property began to rise. For those interested in strong
international protection for intellectual property, the existing international conventions
pertaining to intellectual property were found wanting. In 1883, the Paris Convention for
the Protection of Industrial Property was founded to coordinate patents and in 1886 the
Berne Convention for the Protection of Literary and Artistic Works was formed to coord-
inate copyrights. In order to administer both the Paris and Berne conventions, the World
Intellectual Property Organization (WIPO) was established in 1967. In the 1980s devel-
oped countries’ frequent frustration with the voluntary nature of the WIPO Ied to the
inclusion of trade-related IPRs on the negotiating agenda for the Uruguay Round of
GATT talks. In 1994, the TRIPS agreement was concluded, imposing additional require-
ments on all WTO members (Gaisford and Richardson, 2000). A major facet of the
TRIPS is cross-agreement retaliation through the WTO whereby retaliatory trade meas-
ures on goods can be imposed on countries that fail to protect the intellectual property of
foreign firms (Boyd et al. 2003; Kerr 2003). As countries wishing to be part of the WTO
cannot opt out of the TRIPS, an enforcement mechanism has been added to the multi-
lateral system for the protection of intellectual property.*

The TRIPS agreement was vigorously supported by most developed countries but was
extremely controversial for many developing countries. Gaisford and Richardson (2000)
argue that the provisions of the TRIPS agreement constitute ‘a fundamental and ill-
advised departure from the traditions built up through many rounds of GATT negoti-
ations’ (p. 138). Successive GATT agreements have required symmetric reductions in tariff
protection across the countries allowing for the rates of final tariff protection to be asym-
metric in according to a country’s development status. Hence, some forms of discrimin-
ation in favor of developing countries were provided. On the contrary, the TRIPS
agreement required asymmetric increases in the durations of intellectual property pro-
tection to establish common world standards for patents and copyrights. The only signif-
icant concession in favor of the developing countries was longer periods of grace for
implementation.

The acrimonious debates over the TRIPS agreement resulted in a considerable research
effort to find an answer to the question of how more stringent patent protection will affect
the distribution of welfare, trade flows, technology transfer and growth across countries.
One prominent study, Deardorff (1992) showed that the extension of patent protection
from the North, where innovation takes place, to the South, which only consumes innova-
tive products, unambiguously increases the welfare of the inventing countries but may
decrease the welfare of the developing countries. Moreover, the decline in the South’s
welfare may far exceed the increase in the North’s welfare. In this case, there will be
adverse effects for the world as a whole arising from stronger patent protection. With time,
as the coverage of patent protection is extended to more and more countries in the world,
there will be a definite loss in the world welfare. This is due to the fact that the number of
additional innovations that can be stimulated by extending patent protection diminishes
with an increase in the number of markets covered. Thus, after a certain threshold, the
costs of extending patent protection will outweigh the benefits. As a result, it may be
optimal to limit patent protection geographically.

Further, Deardorff (1992) demonstrated that even if the world’s efficiency does ini-
tially improve from extending more stringent patent systems, it is because of the North’s
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relatively high gains at the expense of the rest of the world. However, for the developing
countries, the benefits from increased economic activity are not strong enough to out-
weigh the losses from monopoly power and lower dispersion of new technology. This
argument provides a formal rationale for the opposition of developing countries to the
proposals for more stringent patent protection.

Another pioneering theoretical study by Chin and Grossman (1990) found that more
stringent intellectual property protection may or may not enhance global welfare. They
demonstrated that there is a conflict of interest between developed and developing coun-
tries such that it may be in the South’s interest to evade rather than enforce the protection
of IPRs.

The arguments above strongly rely on the assumption of identical demands for
invented goods in both countries. However, in reality the developed and developing
countries have different technological needs or tastes and, therefore, the inventions
demanded by different countries can be different. Diwan and Rodrik (1991) assume that
North and South have differences in distributions of preferences over the range of
potential innovated products. This, in turn, implies a greater incentive for the South to
protect IPRs, because tighter patent protection in the South now implies a larger pro-
portion of scarce research and development resources will be allocated to the invention
of goods that are of particular importance to its consumers. To put it differently, more
stringent property protection in the South leads to a tighter fit between innovated tech-
nologies and the preferences of its population. This additional incentive can at least
partially offset the strong free-riding motive the South would have in case of identical
technological needs and tastes.

The model by Diwan and Rodrik (1991) suggests that the restrictiveness of the pre-
vailing patent laws in the South has important implications for the welfare of both
regions. More stringent patent protection in the South affects the welfare of the North
and the South in two directions: (a) through the magnitude of profit transfers from the
South to the North; and (b) through the change in the range of innovated technologies.
The second impact is of particular interest as it suggests that the stringency of intellec-
tual property protection affects not only the quantity of the products innovated, but also
their quality. In other words, the South’s more stringent patent rights will facilitate the
invention of technologies more appropriate to their own preferences and may skew the
range of innovations away from Northern preferences. In this vein, Gaisford et al. (2001)
examine the impact of IPRs in agricultural biotechnology on the trade patterns. The
authors note that there exists substantial potential for the innovations that are more
appropriate to the local needs of developing countries that are left unexplored. One
reason for this is the low levels of income and resulting low demand in developing coun-
tries. Therefore, the degree to which the extension of patent protection in the South will
alter the range of products innovated remains problematic. Merely suggesting that the
South could reap greater benefits by protecting intellectual property more vigorously,
because it will stimulate the invention of more ‘local’ technologies, leaves the vital ques-
tion of affordability unanswered. Are the developing countries able to pay monopolistic
prices for more ‘appropriate’ innovated products, such as drugs to combat tropical dis-
eases, and to reap the benefits of extended protection? If the answer to this question is
doubtful, as the HIV/AIDS crisis in Africa seems to suggest, then the debate regarding
extending patent protection in poor developing regions may be a moot point.
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The theoretical results of the welfare analysis by Diwan and Rodrik (1991) imply that
a benevolent global planner would assign identical rates of patent protection to the North
and South only if their welfare levels are weighted equally, that is when the global welfare
function is strictly utilitarian. In addition, the results of their numerical simulations
suggest that when the poor South’s welfare is given priority, as in the case of an egalitar-
ian global welfare function, the North should be required to provide a higher level of
patent protection.

The findings of the previous models critically depend on the assumption of how the
information about the innovated product is transmitted. If one assumes that information
is costlessly spread from the North to the South and the South’s level of imitation is high,
then the same product may be produced in the South with no patent protection whatso-
ever. However, in reality, innovative ideas do not diffuse without cost. Consequently,
extending patent protection may be beneficial for the developing countries to the extent
that it stimulates the transfer of technology (Deardorff 1992).

To investigate how the stringency of the South’s patent protection affects the level of
unintentional technology transfer, a North—South model is developed by Taylor (1993). He
adopts a leader—follower (Stackelberg) framework where the North is the first to move and
to set its output and ‘market-made’ barriers to imitation, such as physical masking tech-
niques in order to deter local imitators. It is assumed that both institutional and market-
made barriers to imitation affect Southern costs of production. In this respect, southern
production costs are increasing in the strength of the South’s patent protection and in the
level of the North’s efforts at masking product technology. The results of the model indi-
cate that vigilant intellectual property protection by the South reduces the need of firms in
the North to invest in masking their product’s characteristics and, consequently, leads to
higher flow of unintended technology transfers. This increase in the transfer of technol-
ogy to the South would enhance the productivity of resources employed in the South and,
hence, raise output in the South. Conversely, laxly enforced intellectual property laws in
the South would call forth defensive reactions from the side of innovative firms, which can
limit technology transfer to the South. This represents a Pareto-inferior position for the
world economy. The North is diverting resources into strategies to reduce imitation and
the South, in its turn, is employing resources to uncover the ‘embodied technology’. The
analysis suggests moving away from this situation through the use of a mechanism to
protect IPRs more vigorously will be beneficial for both the developed and the developing
countries. The world welfare is maximized at some intermediate level of patent strength.

Taylor (1994) employs a two-country endogenous-growth model to investigate the
effect of intellectual property protection on world trade, technology transfer and growth.
His analysis leads to the conclusion that laxly enforced patent laws in developing coun-
tries: (a) reduce the incentive for inventors to implement best practice research techniques;
(b) decrease the willingness of innovators to transfer technology abroad; (c) reduce global
research and development activities; and (d) slows global economic growth. The stark
move from a symmetric protection regime to an asymmetric one brings a loss in export
opportunities for the developed countries, where innovating firms are concentrated, and
distorts the patterns of trade in both goods and research and development. In addition,
a move to asymmetric protection eliminates technology transfer between the countries
and, consequently, slows down the rate of technological progress in all industries in the
developing countries. The welfare of both regions may fall in the move to an asymmetric
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IPRs regime. On the contrary, if the levels of intellectual property protection are equal-
ized across countries, innovative firms will have an incentive to transfer technologies
abroad, the allocation of the world technical resources will improve and, in many cases,
world economic growth will rise. Thus, the paper by Taylor (1994) argues that there is sub-
stance to the claims of the developed countries.

In contrast to Taylor (1994), Grossman and Lai (2002) examine an optimal government
policy for intellectual property protection in the framework of a simple model of
endogenous innovation. They found that the harmonization of patent systems is neither
necessary nor sufficient for the efficiency of the global patent regime. This result is con-
sistent with a study by Gaisford and Richardson (2000), which addresses problems caused
by the establishment of a harmonized world level of intellectual property protection
under the TRIPS agreement. These authors argue that, given the existing asymmetry in
innovative capacity across countries in the world, the common international standards for
IPRs protection established by the TRIPS are not likely to be mutually beneficial. The
move to the uniform worldwide standards worsens the positions of the developing coun-
tries both absolutely and relative to the developed countries. The developing countries
potentially suffer significant losses in their national welfare and would comply with
TRIPS requirements only under the threat of WTO trade sanctions. Alternatively, a
mutually beneficial efficient solution can be achieved with asymmetric intellectual prop-
erty protection where lower levels are allowed for developing countries and higher are
required for developed countries. To support this statement, the authors develop a partial-
equilibrium, game-theoretic model, which focuses on patent lengths. The results of the
model simulations imply that a move to symmetric levels of patent protection will lead to
a40-47 percent decline in the net welfare benefits from innovation in the developing coun-
tries. At the same time this change is unambiguously welfare enhancing for the North.

IPRs and trade volumes

The issue of the trade-related IPRs has gained more importance as the share of high tech-
nology products in total world trade has increases from 12 percent in 1980 to 24 percent
in 1994 (see Braga and Fink 1999). The main findings of the theoretical studies establish
that IPRs are related to international trade flows. The theoretical literature alone cannot
provide clear prediction on the direction of the impact of greater intellectual property
protection on international trade flows.

To analyze the influence of the level of IPRs protection on international trade flows,
Maskus and Penubarti (1995) developed a model in which a dominant exporting firm
competes with a fringe industry in a particular market. The fringe industry is capable of
imitating the dominant firm’s production process and produce competing goods. The
paper shows that the optimal response of an exporting firm to a marginal strengthening
of intellectual property laws by an importing country could be to either increase or
decrease its exports. This is because there is a tradeoff between enhanced market power
and greater market size. In other words, the results of the model indicate that no unam-
biguous theoretical prediction can be made about the effects of strengthening IPRs pro-
tection on international trade flows because there are two opposing effects. On one hand,
a stronger level of IPRs protection decreases the level of imitative activity in the import-
ing country. This increases the demand faced by the exporting firm, encouraging it to
export more to the local markets. This is known as the market expansion effect. On the
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other hand, stronger protection of IPRs grants monopoly power to the exporting firm by
assuring exclusive rights for its products and technologies. This allows the firm to behave
more monopolistically and export less. The latter effect is known as the market power
effect. Thus, the impact of the imposition of stronger IPRs protection depends on the rel-
ative importance of the two countervailing effects.

The market expansion effect lies at the heart of the numerous initiatives from the side
of international organizations to harmonize and strengthen the level of IPRs around the
world. The developed countries contend that differences in intellectual property protec-
tion constitute a form of non-tariff barriers to trade, which distorts natural trading pat-
terns. Thus, the asymmetries in national standards of IPRs protection are thought to
negatively affect trade between countries. However, the market power effect provides
support for the developing countries’ counter argument. From their point of view, a more
stringent IPRs system would provide monopoly power to the foreign firms and decrease
foreign exports to their domestic markets. In addition, such requirements would consti-
tute a barrier to legitimate trade in imitative products and substantially restrict the exports
of developing countries in ‘IPR sensitive’ industries.

According to Smith (1999), the relative strength of the market-power and market-
expansion effects depends on how exporters respond to the threat of imitation (or its
absence) in the importing country. Table 15.1 describes the relationship between threat of
imitation and market power and expansion effects. The table entries describe the threat of
imitation as an interaction between imitative abilities and level of IPRs protection in the
country. As is summarized by Shevtsova (2004), the numbers in the cells rank the threat
of imitation from weakest (1) to strongest (4). A stricter patent system is expected to pri-
marily generate an increase in market power in importing countries with a weak threat of
imitation (Group 1) because few substitutes are available. For these markets, enhanced
patent protection increases the monopoly power of innovative firms by ensuring exclusive
rights to their technologies. Higher prices then follow from a restriction in the supply of
exported goods. By contrast, in importing countries where there is a significant threat of
imitation (Group 4), the market-expansion effects are expected to be dominant if the
patent system becomes stricter because imitation is made more difficult. Reductions in
masking costs incurred by innovative firms then lead to greater exports. In situations with
a moderate threat of imitation (Groups 2 and 3), it is not possible to make an unambigu-
ous prediction concerning the impact 