Lecture 25
International Trade: Economics 181
Regional Trade Agreements (Wrap-Up); the US and Global Framework for
Trade Policy

L Finishing Up on Regional Trade Agreements.

A. Analytical Framework
The basic economic analysis of regional trading agreements is based on the concept of
trade creation and trade diversion. The intuition is as follows: these agreements are
welfare enhancing if they enceurage more trade with the least cost producers of the good.
These arrangements are welfare worsening if they divert trade to members of the union
who are less efficient than those outside the union. In both cases, there will be more
trade within the region once the union is formed. However, with trade diversion, this is
"bad".

See the diagrams below. Country A starts out with initial tariff to against countries B
and C. It forms a union with B and they agree on a common tariff against C given by t1.

. Case Py <P,

Then Pg(1+tp) < P(1+ty) and Pg < P(1+ty), i.e., B is this supplier before and after union. Trade expands
and can occur at true opportunity cost. Net gain = Cons. surplus gained — Tariff revenue lost. This is trade
creation.

Net Gain
CASE Trade Creation
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(D).  Case P, <Py <P(1+t,)
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The supplier switches from C to B, i.e., trade diversion. Possible gain to consumers from

lower price must be set against higher cost of buying from .B. The case in the Figure shows a net loss.
CASE II: Trade Diversion leads to an ambiguous impact on welfare.

Po(1+1o) Met (igin

Pc(1+tp) J

Pp

|
. %\%}XR& \\




When is trade creation more likely?
* The union covers many countries
* The tariffs imposed on those outside the union are kept low.

What are other gains from these unions (aside from the above welfare gains)

(1) Increased competition for those in the union.
(2) Increased benefits from a large market: economies of scale
(3) Lower transaction costs (ie border controls, transport costs)
(4) More negotiating power vis-vis third parties

(5) Terms of trade gains ]
(6) Joint projects like communications
(7) Greater product diversity . ¥ -

Implications for Business Strategy

¢)) If you are outside the regional agreement, need to make sure you will not be shut
out when internal tariffs fall and make your goods artificially more expensive (ie
trade diversion). In that case, it may make sense to move in via foreign
investment (joint venture or subsidiary) if the region constitutes a large share of
your export market.

)] If you are already inside, you could still lose from the additional competition.
You may need to restructure to face the additional competition.

(3) . As an outsider to the bloc (Japan, the developing countries vis-a-vis NAFTA and
the EEC) it makes sense to try to keep blocs from growing or to form your own
bloc in "retaliation".

Impact of NAFTA on US jobs, Mexican wages, and Mexico’s poor
Summarizing Gains and Losses from Regionalism
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HI. The US Trade Policy Apparatus
Players

US trade representative (USTR)

Negotiates international trade agreements for the US

US Department of Commerce

It determines whether a foreign trade practice is-unfair (examples:
Dumping, subsidies). And assesses antidumping and countervailing duties
US International Trade Commission (USITC)

It determines whether import competition has injured domestic firms

US Congress

Constitutional right to “regulate commerce with foreign nationals and
Between several states”

Ratifies into law trade agreements negotiated by USTR, can pass other trade legislation.

Important provisions of the Legal framework of the US Trade Policy:
US Industries can seek special protection from imports through various channels:

Escape Clause

e Provides temporary protection to US industries hurt by import competition (injury to domestic
industry must be serious, imports must be the most important cause of injury)

e  Foreign trade practices do not have to be unfair
USITC rules and recommends the protection to the president, the measure must be ratified by
congressional legislation

Anti-dumping duties and countervailing duties

e  Import-competing firms file a complaint to the Commerce Department and USITC



e  Material injury and foreign dumping or subsidies must be proven

¢ Commerce department ascertains the existence of foreign dumping or subsidy, US ITC rules
on the injury.

Section 301 of Trade Act

e Covers actions of foreign governments—exporters can complain that foreign markets are
closed and get USTR and the president to impose retaliatory duties.

Fast Trade authority:
US president has a right to negotiate trade agreements and then ask Congress to pass the necessary
legislation without amendment within 90 working days

Why does it matter?

III. The World Trading Environment.

Some Terms you should know:
General Agreement on Tariffs and Trade (GATT) Originally negotiated in 1947 - 48 to
promote expanded trade among its members and avoid the protectionism which
exacerbated the prewar depression years. ‘
The Uruguay Round The latest round of trade negotiations conducted by the GATT.
Began in 1986 and was ratified by the US in 1994. Went into effect on January 1, 1995.
The Uruguay round established the WTO (defined below) as the new body which would
implement the multilateral trade agreements adhered to by all members. The WTO
currently more than 140 members.
[NOTE: for the latest info on members go to the WTO web site at www.wto.org ]

World Trade Organization (WTO) Established by the Uruguay round to police the trade
and investment practices of its members. Creates the ITO that never was. It formalizes
the rules and procedures of the GATT and extends them to the new agreements on
services and intellectual property rights. The WTO’s dispute settlement body (DSB) is
supposed to have the final say on any international trade disputes arising between
members.
Most Favored Nation (MFN) principle means that any tariff reduction agreed to by any
two members of the WTO must be conferred on all other members of the organization.
Question: Suppose you import vinyl dolls from China. Why should its MFN status matter to you?

IV. What did the Uruguay Round Accomplish?
The Uruguay Round went into effect on January 1, 1995. What were its principle
achievements? How does it change world trade?
A. Changes in Tariffs
B. Agriculture.
C. Textiles and Clothing: elimination of Multi-Fibre Agreement (MFA) on January 1, 2005.
D. TRIMS (Trade related investment measures)
E. TRIPS (Trade-related Intellectual Property Rights).
F. Services. The GATS (General Agreement on Trade in Services)
G. Anti-dumping and countervailing duties.

V. The new round (The Doha Round)
A Ministerial conference in Seattle in November 1999 was supposed to launch the next round of
trade negotiations, the Millennium Round. But massive protects from anti-globalization forces cut
it short. The round was finally launched in Doha in November 2001. It was supposed to address
agricultural trade and export subsidies. Another big focus was on opening up DC markets to
emerging markets exports. Poorest country exports account for only % of 1 percent of world
trade. So this was supposed to be the “Development Round”. The Round “failed” because
countries could not agree on cutting agricultural subsidies. There is hope to revive it next year,
but this will be difficult for the US because of the upcoming elections,
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Table 1.11 Income inequality and poverty in Mexico

Percent of population  Human Poverty

below $2/day? Index rank® Gini coefficient ©
Country 1995 2000 2003 1990 1997 2002
n.a. 14.3 n.a. 50.1 53.0 59.0
n.a. 224 18 62.7 63.8 63.9
20.3 9.6 3 55.4 553 55.9
42.5 26.3 12 53.6 53.9 51.4
n.a. n.a. 12 40.0 43.0 42.0
n.a. n.a. 17 42.8 459 45.0

Percentage of population in Mexico living below 1,2,3, and 4 dollars a day
(Source: World Bank) )

15 2% 3% 48 YEAR

| .0832005 .2500005 5921005 .7108005 1989 |

| .1577005 4127005 4142005 .5375005 1992
.1.0839005 .2596005 3982005 .5258005 1995 |
.1.0646005 2393005 3850005 .5049005 1996
.1.0798005 .2435005 4097005 .5293005 1998

| .0985005 .2630005 . . 2000

Table 1: Percent of Mexico®s Population with Per Capita Income below Threshold
Needed to Achieve Minimum Caloric Intake

Area 1992 1994 1996 1998 2000
[Urban Households {102 72 20.1 16.4 9.8

Rural Households [29.5 30.0 143.3 3.8 34.1

Source: Cortés, et.al (2003).




Table 5: Changes in Mexico-U.S. Relative Wages, 1990-2000

Females
Mean St. Dev. Mean _ St. Dev.
Change in Log Wages 1990-2000:
Nominal Mexico Wages - -, :0.291 0.205 0.474 0.258
Real Mexico Wages (GDP Defl)  -0.169 0.205 0.014 0.258
Real Mexico Wages (CPI) -0.190 0.205 -0.006 0.258
Nominal U.S. Wages 0.260 0.050 0.300 0.055
Real U.S. Wages (GDP Defl.) 0.047 0.050 0.087 0.055
Real U.S. Wages (CPI) -0.016 0.050 0.024 0.055
Change in Log Mexico/U.S.
Wages 1990-2000:
Nominal Wages 0.031 0.192 0.175 0.242
Real Wages (GDP Defl.) -0.216 0.192 -0.072 0.242
Real Wages (CPI) -0.173 0.192 -0.030 0.242
Change in Log Mexico/U.S.
Real Exchange Rate 1990-2000:
GDP Deflator 0.205
CPI 0.247

This table shows changes in wages for a panel of synthetic cohorts in Mexico and the
United States based on two years (1990, 2000), four 1990 age categories (16-25, 26-35,
36-45, and 46-55 years), seven education categories (0-4, 5-8, 9-11, 12, 13-15, and 16+
years of schooling), and Mexico’s 32 states (U.S. cohorts are defined for the nation as a
whole). Nominal Mexico and U.S. wages are in terms of current U.S. dollars.



Table 5.3

GATT Negotiating Rounds
Negotiating Round Dates Major Accomplishments
1. Geneva 1947 GATT established. Tariff reduction of about 20
percent negotiated
2. Annecy 1949 Accession of 11 new contracting parties. Minor
tariff reduction (about 2 percent)
3. Torquay 1950-51 Accession of 7 new contracting parties. Minor
tariff reduction (about 3 percent)
4. Geneva 1955-56  Minor tariff reduction (about 2.5 percent)
5. Dillon Round 1960-61 Negotiations involving external tariff of Euro-
i pean Community. Minor tariff reduction (4
- percent)

6. Kennedy Round 196467 ', Tariff reduction of about 35 percent.

7. Tokyo Round 1973-79  Tariffs reduction of about 33 percent. Six
codes negotiated (subsidies, technical bar-
riers, etc.)

8. Uruguay Round  1986-94 WTO established. Additional tariff reductions.
New agreements on dispute settlement, agri-
culture, clothing, services, investment, and
intellectual property

9. Doha Round 2001~ To be determined.
Table 6.1
Average Applied Tariffs for Selected Countries after the Uruguay Round
Industrial Agricultural Textiles and
Tariffs Tariffs Clothing

Developed countries
United States 3.1 22 14.8
European Union 29 37 8.7
Japan 1.4 10.5 7.2
Canada 2.6 15 14.2
Australia 9.7 33 216

Developing countries .
Argentina 10.6 4.9 12.1
India 29.0 60.1 424
Korea 7.6 116 13.0
Thailand 268 26.5 28.9

Source: Finger, Ingco, and Reincke 1996.

Table 6.2
Border Protection for Selected Agricultural Goods, 1 986-1988, 1995, and 2000 (%)
Wheat Sugar —
i Bound in

Prﬁgg?izn Ur/:lsgﬁg;’;!%:;zd Pr‘:gg:izn Urtsguay Round

CountrylRegion 1986-88 1995 2000 1986-88 1995 2000
European Union 106 170 82 234 297 152
United States 20 6 4 131 197 91
Japan 651 240 152 184 126 58
Brazil 98 45 45 —_ 55 35
Mexico -1 74 67 -58 173 156
Other Latin America -17 34 34 41 85 80
Sub-Saharan Africa 10 133 44 100

Source: Ingco 1996, 437.
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