Free Trade and WTO – Notes – Lecture 8
Pattern of International Trade  

An introduction to the importance of trade for the UK within the global economic system

Open economy

The UK is an open economy and a rising share of output is exported overseas and a growing percentage of AD is satisfied by imports of goods and services. The UK currently is the world’s 8th largest exporter of goods and the 2nd largest exporter of services. In terms of capital flows, Britain has the highest ratio of inward and outward investment to GDP of any leading economy.

Over time, it is inevitable that the pattern and balance of trade in goods and services changes, reflecting shifts in comparative advantage and movements in relative prices of traded products in many international markets. The pattern of trade is also affected by the economic growth and development of particular countries or regions and by the foreign investment decisions of UK and overseas companies.

The majority of UK trade in goods and services is with our partner countries within the European Union. There has been a long-term shift in our trade with EU since the UK joined the EEC in January 1973. The growth of trade has been encouraged by the Single Market which has led to trade creation and trade diversion effects. 

The share of UK trade with North American countries has declined, but the United States remains the largest single export market accounting for 15% of total UK exports. Trade with oil exporting countries has fallen in relative importance over the last fifteen years In 1979, 10% of UK exports went to oil exporting countries, this has now declined to just over 3% as has the share of imports from these countries. 

The other significant change in the geographical pattern of trade for the UK is an increasing share of trade with emerging economies in Asia including China, Singapore, Malaysia, South Korea, Taiwan and Thailand. The growth of the Indian economy should also help to boost exports to the sub-continent in the years to come, providing that UK businesses take advantage of the export opportunities available there.
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Although the UK is now a net importer of manufactured goods (our last trade surplus in manufactured products was achieved in 1983), in several industries, the UK retains a significant position in international markets and we achieve a trade surplus in power generating equipment, pharmaceuticals, telecoms equipment and scientific instruments and other items of specialized machinery.


Trade & Development - Introduction 

Trade has often been viewed as an integral part of economic development for poorer countries. But the merits and de-merits of different trade policies for developing countries remains a controversial issue. 

Trade and growth

During the 1990s, the annual growth of GDP for the developing countries as a whole increased to 4.3 per cent from 2.7% in the 1980s, and some of this acceleration in economic growth is attributed to the success of a number of countries in liberalising their economies, becoming more open to global trade and successfully competing and integrating with the rest of the global economy. 

Global trade expanded rapidly during the 1990s with global exports growing at an average rate of 6.4 per cent, reaching $6.3 trillion in 2000. Trade in manufactured goods and in services has continued to grow at rates far in excess of national output implying an increased dependency on trade for countries rich and poor. 

Trade in manufactured goods has risen by a huge amount in the last ten years and the share of manufactured exports taken up by developing countries has continued to rise reflecting their increasing success in building up manufacturing production and export capacity. Despite this change, many of the world’s poorest countries remain partially dependent on exports of primary commodities and therefore vulnerable to price volatility in world markets.

In 2004 global merchandise trade amounted to $8.9 trillion with $6.6 trillion accounted for by manufacturing and $783 billion of agricultural products. The remainder is taken up by fuels and mining products. $2.1 trillion worth of commercial services were exported around the world economy in 2004.

Trade and Economic Development – Import Substitution and Export Promotion 

One of the main aims of developing countries is to pursue industrialisation by expanding their industrial sector. And trade provides a means by which this development strategy can be pursued. There are two main strategies that countries can follow with regards this problem.

Import substitution: 

The idea is to domestically produce what was previously imported from elsewhere. There are some economically sound reasons for doing this; producing rather than importing will save valuable foreign exchange and ease the balance of payments deficit that most poor countries have. Moreover, there is obviously a ready-made market for the product, because people are already buying it from abroad.

In theory, new firms would start by importing ‘capital goods’ - plant and machinery and the latest technology - ‘intermediate goods’ [raw materials and other components], and technical expertise. Once off the ground, the industry would be able to import capital goods to make all the necessary machinery themselves. The government would remove the tariffs once the industry was ready to compete with producers from around the world (see the later section on import protectionism and the infant industry argument).

In reality, firms have rarely got beyond the first stage. Import tariffs have remained in place, since producers were unprepared to face global competition – and so they had no incentive to become efficient and competitive.

Export Promotion

This was the approach adopted by the ‘East Asian Tiger’ economies in their expansion of hi-tech manufacturing industries. Countries try to find markets in which they can successfully exploit their comparative advantages and sell their products to buyers elsewhere in the world.

Production centred on labour-intensive technologies (for the comparative advantage!) – I.e. production has been based on much lower unit labour costs. 

Industry made up of private-sector firms driven by the profit motive. 

Government provides incentives for firms to export. 

Many of the Asian Tiger economies have been incredibly successful in implementing export promotion strategies and for them the process of globalisation has been a huge stimulus to their economic growth and development over the last ten – twenty years.

The New Globalises

Many developing countries—sometimes known as the ‘new globalizes’— have made huge progress in building and sustaining a strong position in world markets for manufactured goods and services. For example there has been a sharp rise in the share of manufactured goods in the exports of developing countries: from about 25 percent in 1980 to more than 80 percent today and a decline in the dependency of some countries on exporting primary commodities. 

These ‘new globalizes’ have managed to exploit their competitive advantage in manufacturing based on a fast growth of labour productivity, much lower unit labour costs, high levels of capital investment, (much of it linked to inward investment) and crucially a reduction in the tariff levels imposed by industrialised economies. 

Technological progress has also speeded up the expansion of trade in manufactured goods from developing economies with improvements in containerisation and airfreight reducing the costs of transportation.

Developing countries have become important exporters of manufactures

Many developing countries have successfully exploited the rapid growth in demand for transistors, valves, semi-conductors, telecommunications equipment, electrical power machinery, office machines, computer parts and other electrical apparatus. These are all fast-growing industries, although in many cases, price levels are falling as production shifts across the globe to lower cost production centres. The huge increase in out-sourcing of manufacturing production has been a major factor behind the speedy growth of export industries in many developing countries, not least the emerging market economies of south East Asia and more recently in eastern Europe.

Further evidence on the extent to which developing countries are building and then harnessing new comparative advantages in many manufacturing industries is shown in the following table of data again drawn from information published by UNCTAD.

Two industries where this ‘global shift’ in manufacturing production has become ever more transparent are in the transport equipment sector and in textiles and clothing. 

The expansion of trade from developing countries is not focused solely on manufactured goods the share of services in developing country exports has grown from 9% in the early 1980s to 17% at the end of the 1990s. For rich countries, the share of services in total exports is only a little higher at 20%. Relatively low-income countries such as China, Bangladesh, and Sri Lanka have manufactures shares in their exports that are above the world average of 81 percent. Others, such as India, Turkey, Morocco, and Indonesia, have shares that are nearly as high as the world average

Protectionism 

Why are there so many trade disputes around the world economy? Can protectionism ever be justified? This chapter considers the issue of import controls.

Over many years, the world economy has seen a rise in the volume and value of trade. Most countries recognise the long-term benefits of free trade in goods and services between nations although there are disputes about what free trade actually means! Trade is widely regarded as a catalyst for growth both on the demand and supply-side of their economies. But frequently there are trade disputes between countries – as often as not because one or more parties believes that trade is being conducted unfairly, on an uneven playing field, or because they believe that there is an economic or strategic justification for some form of import control. 

Whether or not there is ever a fully persuasive justification for protectionist measures from a purely economics vantage point is open to discussion and debate. In this section we consider some of the options for controlling imports; the arguments for introducing them and an evaluation of their economic consequences.

Expanding trade in the global economy

Free trade produces winners and losers - not all countries benefit at the same time from trade particularly those with poor competitiveness. If a country believes that it is not benefiting fairly from participating in free international trade, it is more likely to want to introduce some form of import control or protectionist measure.

What is protectionism?

Protectionism represents any attempt by a government to impose restrictions on trade in goods and services between countries:

Tariffs - import taxes
Quotas - quantitative limits on the level of imports allowed. 

Voluntary Export Restraint Arrangements – where two countries make an agreement to limit the volume of their exports to one another over an agreed period of time. 

Embargoes - a total ban on imported goods. 

Intellectual property laws (patents and copyrights). 

Export subsidies - a payment to encourage domestic production by lowering their costs. 

Import licensing - governments grants importers the license to import goods. 

Exchange controls - limiting the amount of foreign exchange that can move between countries. 

Quotas, embargoes, export subsidies and exchange controls are all examples of non-tariff barriers to international trade.

Tariffs

A tariff is a tax that raises the price of imported products and causes a contraction in domestic demand and an expansion in domestic supply. The net effect is that the volume of imports is reduced and the government received some tax revenue from the tariff.

Average import tariffs between OECD countries are around 3 per cent; but tariff peaks reach 506 per cent in the EU, and 350 per cent in the US. The highest tariffs are typically levied on goods from the developing world. Among non-agricultural products, the EU has 135 tariff lines over 15 per cent and about 600 tariff lines between 10 and 15 percent, many in labour-intensive products in which developing countries have a comparative advantage. The USA has 230 tariff lines above 15 per cent, and Australia has nearly 800.

Import Quotas

The Government might seek to limit the level of imports through a quota.  Examples of quotas were found in the textile industry under the terms of the Multi-Fibre Agreement which expired in January 2005 and which led, in 2005, to a trade dispute between the EU and China over the issue of textile imports. 

Quotas introduce a physical limit of the volume (number of units imported) or value (value of imports) permitted 

Administrative Barriers

Countries can make it difficult for firms to import by imposing restrictions and being 'deliberately' bureaucratic. These trade barriers range from stringent safety and specification checks to extensive hold-ups in the customs arrangements. A good example is the quality standards imposed by the EU on imports of dairy products.

Preferential Government Procurement Policies and State Aid

Free trade can be limited by preferential behaviour by the government when allocating major spending projects that favour domestic rather than overseas suppliers. These procurement policies run against the principle of free trade within the EU Single Market – but they remain a feature of the trade policies of many developed countries within Western Europe. Good examples include the award of contracts to suppliers of defence equipment or construction companies involved in building transport infrastructure projects. 

The use of financial aid from the state can also distort the free trade of goods and services between nations, for example the use of subsidies to a domestic coal or steel industry, or the widely criticized use of export refunds (subsidies) to European farmers under the Common Agricultural Policy (CAP) which is criticized for damaging the profits and incomes of farmers in developing countries.

Economic justifications for protectionism

Infant Industry Argument

The essence of the argument is that certain industries possess a potential (latent) comparative advantage but have not yet exploited the potential economies of scale. Short-term protection from established foreign competition allows the ‘infant industry’ to develop its comparative advantage.  At this point the trade protection could be relaxed, leaving the industry to trade freely on the international market. The danger of this form of protection is that the industry will never achieve full efficiency. The short-term protectionist measures often start to appear permanent.  

Protection – a reaction against “import dumping”

The nature of dumping

Dumping is a type of predatory pricing behaviour and is also a form of price discrimination. The concept is used most frequently in the context of trade disputes between nations, where businesses in one or more countries may seek to produce evidence that manufacturers in another country are exporting products at a price below the true cost of production. True dumping according to the definitions employed by the World Trade Organisation is illegal under WTO rules. But it can be difficult, time-consuming and costly to prove allegations of dumping, not least the problems in calculating the production costs of a supplier in their own domestic market.

Export subsidies and dumping in developing countries

Many developing countries have complained about the effects of dumping caused by the system of export refunds (subsidies) offered to producers by the European Union. These subsidies have the effect of reducing the costs of suppliers and allow them to offload their surplus production into overseas markets. This can have a very damaging effect on prices, demand and profits for the domestic producers of developing countries trying to compete in their home markets.

The charity Oxfam has been especially vocal in its criticism of the effects of the trade policies of the developed world in sustaining high levels of poverty in many of the world’s poorest nations. You can read more about their current campaign on trade by accessing this site: http://www.oxfam.org.uk/what_we_do/issues/trade/ 

Protection against dumping

Anti-dumping is designed to allow countries to take action against dumped imports that cause or threaten to cause material injury to the domestic industry. Goods are said to be dumped when they are sold for export at less than their normal value. The normal value is usually defined as the price for the like goods in the exporter’s home market.

Anti-dumping tariffs - recent examples 

Tyres: 

India has initiated anti-dumping investigations against imports of bus and truck tyres from China and Thailand

Norwegian salmon:

The European Union (EU) has imposed anti-dumping measures on Norwegian farmed salmon in the form of a minimum import price of 2.80 Euro per kilogram. The EU acted in response to complaints from EU salmon farmers, mainly in Scotland and Ireland, that a sudden surge in imports from Norway was driving them out of business. 

Television picture tubes

The European Commission has opened an investigation into claims that Chinese, Korean, Malaysian and Thai companies are selling cathode-ray colour television picture tubes in Europe at prices below their cost. The EU industry group provided evidence that cathode ray imports had increased volume and market share. In the recent past, the EU has antidumping duties against a range of Chinese products from aluminium foil to zinc oxides. China is the EU's second largest trading partner after the United States, accounting for 12 percent of all EU imports in 2004 - mostly machinery, vehicles and other manufactured goods.

Shoes: 

European shoemakers have alleged that China and Vietnam shoe producers are illegally dumping leather, sports and safety shoes on the European market. The EU Trade Commissioner Peter Mandelson has said that “China has a responsibility to ensure that illegal dumping does not take place” and an investigation is now underway.

If a company exports a product at a price lower than the price it normally charges on its own home market, it is said to be “dumping” the product. In the short term, consumers benefit from the low prices of the foreign goods, but in the longer term, persistent undercutting of domestic prices will force the domestic industry out of business and allow the foreign firm to establish itself as a monopoly.  Once this is achieved the foreign owned monopoly is free to increase its prices and exploit the consumer.  Therefore protection, via tariffs on 'dumped' goods can be justified to prevent the long-term exploitation of the consumer. 

The World Trade Organisation allows a government to act against dumping where there is genuine ‘material’ injury to the competing domestic industry. In order to do that the government has to be able to show that dumping is taking place, calculate the extent of dumping (how much lower the export price is compared to the exporter’s home market price), and show that the dumping is causing injury. Usually an ‘anti-dumping action’ means charging extra import duty on the particular product from the particular exporting country in order to bring its price closer to the “normal value”.

Externalities, Market Failure and Import Controls

Protectionism can also be used to take account of externalities and dealing with de-merit goods.  Goods such as alcohol, tobacco and narcotic drugs have adverse social effects and are termed de-merit goods. Protectionism can safeguard society from the importation of these goods, by imposing high tariff barriers or by banning the importation of the good altogether.

Non-Economic Reasons

Countries may wish not to over-specialise in the goods in which they possess a comparative advantage. One danger of over-specialisation is that unemployment may rise quickly if an industry moves into structural decline as new international competition emerges at lower costs

The government may also wish to protect employment in strategic industries, although clearly value judgements are involved in determining what constitutes a strategic sector. The recent trade dispute arising from the decision by the United States to introduce a tariff on steel imports is linked to this objective. The US steel tariff was declared unlawful by the WTO in July 2003 and eventually the United States was pressurized into withdrawing these tariffs in the late autumn of 2003.

Tariffs are not usually a major source of tax revenue for the Government that imposes them. In the UK for example, tariffs are estimated to be worth only £2 billion to the Treasury, equivalent to only around 0.5% of the total tax take. Developing countries tend to be more reliant on tariffs for revenue.

Economic Arguments against Import Controls

Protectionism – Hurting Consumers

Tariffs, non-tariff barriers and other forms of protection serve as a tax on domestic consumers. Moreover, they are very often a regressive form of taxation, hurting the poorest consumers far more than the better off. In the EU for instance, the nature of existing protection means that the heaviest taxes tend to fall on the necessities of life such as food, clothing and footwear.

According to Professor Jagdish Bhagwati, “the fact that trade protection hurts the economy of the country that imposes it is one of the oldest but still most startling insights economics has to offer.”

The folly of protection has been confirmed by a range of studies from around the world.  These indicate that that it has brought few benefits but imposed substantial costs.  Among the main criticisms of protectionist policies are the following:

Market distortion: Protection has proved an ineffective and costly means of sustaining employment.  

Higher prices for consumers: Trade barriers in the form of tariffs push up the prices faced by consumers and insulate inefficient sectors from competition.  They penalise foreign producers and encourage the inefficient allocation of resources both domestically and globally.  In general terms, import controls impose costs on society that would not exist if there was completely free trade in goods and services. It has been estimated for example that the recent tariff and other barriers placed on imports of steel into the US increased the price of every car produced there by an average of $100 

Reduction in market access for producers: Export subsidies, depressing world prices and making them more volatile while depriving efficient farmers of access to the world market. This is a major criticism of the EU common agricultural policy. In 2002 the EU sugar regime lowered the value of Brazil, Thailand and South Africa’s sugar exports by over $700 million – countries where nearly 70 million people survive on less than $2 a day. 

Loss of economic welfare: Tariffs create a deadweight loss of consumer and producer surplus arising from a loss of allocative efficiency. Welfare is reduced through higher prices and restricted consumer choice. 

Regressive effect on the distribution of income: It is often the case that the higher prices that result from tariffs hit those on lower incomes hardest, because the tariffs (e.g. on foodstuffs, tobacco, and clothing) fall on those products that lower income families spend a higher share of their income. Thus import protection may worsen the inequalities in the distribution of income making the allocation of scarce resources less equitable 

Production inefficiencies: Firms that are protected from competition have little incentive to reduce production costs. Governments must consider these disadvantages carefully 

Little protection for employment:  One of the justifications for protectionist tariffs and other barriers to trade is that they help to protect the loss of relatively low skilled and low paid jobs in industries that are coming under sever international competition. The evidence suggests that, in the long term, tariffs are a costly and ineffective way of protecting such jobs. According to the DTI study on trade published in 2004, since 1997 UK employment in textiles manufacturing has fallen by 45%, in clothing manufacture by nearly 60%, and in footwear manufacturing by around 50% - and this despite the protection afforded to European Union textile manufacturers. The cost of protecting each job runs into hundreds of thousands of Euros for the EU as a whole. Might that money have been spent more productively in other ways? Often there is a huge opportunity cost involved in imposing import tariffs. 

Trade wars: There is the danger that one country imposing import controls will lead to “retaliatory action” by another leading to a decrease in the volume of world trade. Retaliatory actions increase the costs  of importing new technologies 

Negative multiplier effects: If one country imposes trade restrictions on another, the resultant decrease in total trade will have a negative multiplier effect affecting many more countries because exports are an injection of demand into the global circular flow of income. The negative multiplier effects are more pronounced when trade disputes boil over and lead to retaliation. 

The diagram below shows the welfare consequences of imposing an import tariff
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In a new study of the benefits of global trade and investment published in May 2004, the UK Department of Trade of Industry outlined their opposition to import controls (protectionism)

Higher taxes and higher prices

Protectionism imposes a double burden on tax payers and consumers. In the case of European agriculture, the cost to tax payers is about €50 billion a year, plus around €50 billion a year to consumers via artificially high food prices – together the equivalent of over £800 a year on the annual food budget of an average family of four. 

Furthermore huge distortions in international agriculture markets prevent the world’s poorest countries from trading in the products they are best able to produce. Continuing barriers to trade are costing the global economy around $500 billion a year in lost income.

Protectionist policies rarely achieve their aims. They can be costly to administer and they nearly always provide domestic suppliers with a protectionist shield that encourages inefficiencies leading to higher costs. 

Protectionism is a ‘second best’ approach to correcting for a country’s balance of payments problem or the fear of rising structural unemployment. And import controls go against the principles of free trade enshrined in the theories of comparative advantage. In this sense, import controls can be seen as examples of government failure arising from intervention in markets.

Economic nationalism 

Economic nationalism is a term that has become used more frequently in recent years. It is used to describe policies which are guided by the idea of protecting a country's home economy, i.e. protecting domestic consumption, jobs and investment, even if this requires the imposition of tariffs and other restrictions on the movement of labour, goods and capital. Economic nationalism may include such doctrines as protectionism and import substitution.

Examples of economic nationalism include China's controlled exchange of the yuan, and the United States' use of tariffs to protect domestic steel production. The term gained a more specific meaning in 2005 and 2006 after several European Union governments intervened to prevent takeovers of domestic firms by foreign companies. In some cases, the national governments also endorsed counter-bids from compatriot companies to create 'national champions'. Such cases included the proposed takeover of Arcelor (Luxembourg) by Mittal Steel (India). And the French government listing of the food and drinks business Danone (France) as a 'strategic industry' to pre-empt a potential takeover bid by PepsiCo (USA).

Balance of Payments - Deficits  

What does a current account deficit mean? 

Running a sizeable deficit on the current account basically means that the UK economy is not paying its way in the global economy. There is a net outflow of demand and income from the circular flow of income and spending.  The current account does not have to balance because the balance of payments also includes the capital account. The capital account tracks capital flows in and out of the UK. This includes portfolio capital flows (e.g. share transactions and the buying and selling of Government debt) and direct capital flows arising from foreign investment.

Does a current account deficit really matter? 

Should we be concerned if, as an economy, we are running a large current account deficit? The UK has run large current account deficits in recent years with barely any effect on the overall performance of the economy. The United States economy is also experiencing a huge trade deficit at the moment. What are the implications of this?
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In the 1950s, 60s and 70s, small balance of payments deficits in the UK caused ‘economic crises’ with periods of strong speculative selling of sterling on the foreign exchange markets and much political instability. The devaluation of the pound in 1967 led directly to the resignation of the then Chancellor, James Callaghan. These days, trade deficits of enormous proportions seem to have little effect in global currency markets. 

Some policymakers and economists believe the balance of payments no longer matters because of globalisation and financial liberalisation: in other words, trade and current account deficits can be more easily financed by globally integrated capital markets freed from the capital controls that have been dismantled since the end of the 1970s. 

This free movement of global financial capital has allowed countries, in principle, to increase their domestic investment beyond what could be financed by a country’s own savings. Increasingly what we want to consume is produced abroad and if a country wants to operate with a sizeable current account deficit, then provided there is a capital account surplus, there is no fundamental economic constraint. 

Britain has been a favoured venue for inward investment (an inflow of capital) and our relatively high interest rates compared to the USA and the Euro Zone has also attracted large-scale inflows of money into our banking systems. In this way the current account has been financed with little obvious economic pain.

The main arguments for being relaxed about a current account deficit are as follows:

Partial auto-correction: If some of the deficit is due to strong consumer demand, the deficit will partially-self correct when the economic cycle turns and there is a slowdown in spending 

Investment and the supply-side: Some of the deficit may be due to increased imports of new capital and technology which will have a beneficial effect on productivity and competitiveness of producers in home and overseas markets 

Capital inflows balance the books: Providing a country has a stable economy and credible economic policies, it should be possible for the current account deficit to be financed by inflows of capital without the need for a sharp jump in interest rates. The UK has run an average annual current account deficit of £10 billion from 1992-2004 and yet the economy has also enjoyed one of the longest sustained periods of growth and falling unemployment during that time 

But

Structural weaknesses: The trade / current account deficit may be a symptom of a wider structural economic problem i.e. a loss of competitiveness in overseas markets, insufficient investment in new capital or a shift in comparative advantage towards other countries. 

An unbalanced economy – too much consumption: A large deficit in trade is a sign of an ‘unbalanced economy’ typically the consequences of a high level of consumer demand contrasted with a weaker industrial sector. Eventually these “macroeconomic imbalances” have to be addressed. Consumers cannot carry on spending beyond their means for the danger is that rising demand for imports will be accompanied by a surge in household debt. 

Potential loss of output and employment: A widening trade deficit may result in lost output and employment because it represents a net leakage from the circular flow of income and spending. Workers who lose their jobs in export industries, or whose jobs are lost because of a rise in import penetration, may find it difficult to find new employment. 

Potential problems in financing a current account deficit: Countries cannot always rely on inflows of financial capital into an economy to finance a current account deficit. Foreign investors may eventually take fright, lose confidence and take their money out. Or, they may require higher interest rates to persuade them to keep investing in an economy. Higher interest rates then have the effect of depressing domestic consumption and investment. The current situation in the United States is very interesting in this respect. Such is the size of the current account deficit that the USA must rely on huge capital inflows each year and eventually investors in other countries may decide to put their money elsewhere – this would put severe downward pressure on the US dollar (see below) 

Downward pressure on the exchange rate: A large deficit in trade in goods and services represents an excess supply of the currency in the foreign exchange market and can lead to a sharp fall in the exchange rate. This would then threaten an increase in imported inflation and might also cause a rise in interest rates from the central bank. A declining currency would help stimulate exports but the rise in inflation and interest rates would have a negative effect on demand, output and employment. 

The UK has run a current account deficit in each year since 1998 but that the size of the deficit expressed as a percentage of national income (GDP) has actually been falling in the last three years – it is now less than 2% of GDP – a manageable level with few obvious painful consequences. Hopefully our trade balances will improve if:

UK businesses successfully improve their cost and price competitiveness 

The exchange rate depreciates to provide the export sector with a competitive boost 

The UK manages to take advantage of a forecast acceleration in the rate of growth of world trade in the next few years 
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In contrast the US economy is operating with a current account deficit on an enormous scale and this is part of the “twin deficit problem” that will have to be addressed in the near term (The US government is facing up to huge current account and budget deficit problems).

Risks from a current account deficit

The economic history of Britain has been heavily influenced by its balance of payments position. For policymakers, it's always difficult working out how much of any current account deficit is sustainable and how much may be contributing to future economic difficulties. Nowadays, it's quite possible to run current account deficits for a long time, reflecting a country's ability to attract the world's increasingly mobile capital. The problem, though, is that the very same capital can swiftly head for the exit at the first sign of trouble.

The BRICs 

BRIC is a term used to refer to the combination of Brazil, Russia, India, and China – and, according to a major piece of research from Goldman Sachs, a US investment bank; these are four countries that are likely to become major if not dominant players in the global economy over the next twenty to thirty years. The Goldman Sachs forecast for size of GDP is as follows
	Largest economies in 2003 
	Largest economies in 2025 
	Largest economies in 2050 

	USA 
	USA 
	China 

	Japan 
	China 
	USA 

	Germany 
	Japan 
	India 

	UK 
	Germany 
	Japan 

	France 
	India 
	Brazil 

	China 
	UK 
	Mexico 

	Italy 
	France 
	Russia 

	India 
	Russia 
	Germany 

	Brazil 
	South Korea 
	UK


The new workshop of the world – China 
A huge amount of discussion has been generated in recent years with the phenomenal growth of the Chinese economy. The basic statistics of her growth are staggering although such rapid expansion in output and investment is inevitably creating social, environmental, economic and political pressures along the way. Production of factory goods in China has surged by 5-10 per cent a year for over a decade and China now contributes an estimated seven per cent of global manufacturing production. Since the mid 1990s, nearly £280 billion of foreign direct investment has found its way into the Chinese economy. China has developed a huge comparative advantage in the production of motherboards for personal computers and in many other areas of manufacturing, the economy is poised to reap the benefits of high foreign direct investment and a large jump in spending on research and development. R&D spending in China increased from just 0.6% of GDP in 1996 to 1.1% in 2001. 

China joined the World Trade Organisation in December 2001.
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Trade Agreements  

Trade agreements in the international economy

Trade agreements and trade liberalisation are two essential components in the drive to increase the rate of growth of world trade.

Trade agreements can involve two countries reducing tariffs on each other’s goods, or perhaps reducing bureaucracy by simplifying import/export procedures. 

Trade liberalisation might involve creating free-trade areas. This creates larger markets, greater access to raw materials, and more competition. The happy ending should be lower unit costs, since firms are able to gain economies of scale. From the consumers’ point of view, lower prices and greater choice should make them happy too. 

Briefly now we consider the emergence of regional trading agreements between countries.

Growth of Regional Trade Agreements

An important feature of international trade arrangements between countries over the last two decades has been a significant expansion of regional trade agreements (RTAs) across the global economy. Some of these agreements are simply free-trade agreements which involve a reduction in current tariff and non-tariff import controls so as to liberalise trade in goods and services between countries. The most sophisticated RTAs go beyond traditional trade policy mechanisms, to include regional rules on flows of investment, co-ordination of competition policies, agreements on environmental policies and the free movement of labour.

Examples of regional trade agreements:

The European Union (EU) – a customs union, a single market and now with a single currency 

The European Free Trade Area (EFTA) 

The North American Free Trade Agreement (NAFTA) – created in 1994 

Mercosur - a customs union between Brazil, Argentina, Uruguay, Paraguay and Venezuela 

The Association of Southeast Asian Nations (ASEAN) Free Trade Area (AFTA) 

The Common Market of Eastern and Southern Africa (COMESA) 

The South Asian Free Trade Area (SAFTA) created in January 2006 and containing countries such as India and Pakistan 

Economic Integration between Countries

There are many different types of economic integration between countries and these are summarised below. A free trade area is a fairly loose form of integration where countries simply agree to remove tariff and non-tariff barriers between them to promote free trade in goods and services. The North American Free Trade Area (NAFTA) is a good example of this as is the European Free Trade Area (EFTA). ASEAN (Association of South East Nations), the Andean Pact, and Mercosur are other examples.

Customs Union 

The EU is a customs union. A customs union comprises two (or more) countries which agree to:

Abolish tariffs and quotas between member nations to encourage free movement of goods and services. Goods and services that originate in the EU circulate between Member States duty-free. However these products might be subject to other charges such as excise duty and VAT. 

Adopt a common external tariff (CET) on imports from non-members countries. Thus, in the case of the EU, the tariff imposed on, say, imports of Japanese TV sets will be the same in the UK as in any other member country. The important point about a common external tariff is that it prevents individual countries imposing their own unilateral tariffs on different products that differ from other nations in the customs union. 

Preferential tariff rates apply to preferential or free-trade agreements which the EU has entered into with third countries or groupings of third countries. 

EU tariffs on selected products, 2005

The EU, as well as all its member states are a member of the World Trade Organisation and, officially at least, subscribes to its free trade ethos.  The EU certainly argues in principle for more free trade, but mainly in areas where free trade is to the advantage of the EU! For example, the EU is ready to use the WTO appeals mechanism in its frequent disputes with the USA (the recent battle over the introduction of US steel tariffs is a good example to quote).

A customs union shares the revenue from the CET in a pre-determined way – in this case the revenue goes into the main EU budget fund. In 2003, 80% of total EU expenditure goes on agricultural spending and cohesion funds. We shall return to this when we consider agricultural policy and regional policy.

The EU receives its revenues from customs duties from the common tariff, agricultural levies and countries paying 1% of their VAT base. Payments are also made through contributions made by member states based on their national incomes. Thus relatively poorer countries pay less into the EU and tend to be net recipients of EU finances.

A single market represents a deeper form of integration than a customs union. It involves the free movement of goods and services, capital and labour and the concept are broadened to encompass economic policy harmonisation for example in the areas of health and safety legislation and monopoly & competition policy. Deeper economic integration requires some degree of political integration, which also requires shared aims and values between nations.

The economic effects of the creation and development of a customs union can be analysed both in the short term and the long term. We make an important distinction between trade creation and trade diversion effects

Trade Creation

This involves a shift in domestic consumer spending from a higher cost domestic source to a lower cost partner source within the EU, as a result of the abolition tariffs on intra-union trade. So for example UK households may switch their spending on car and home insurance away from a higher-priced UK supplier towards a French insurance company operating in the UK market. 

Similarly, Western European car manufacturers may be able to find and then benefit from a cheaper source of glass or rubber for tyres from other countries within the customs union than if they were reliant on domestic supply sources with trade restrictions in place. Trade creation should stimulate an increase in intra-EU trade within the customs union and should, in theory, lead to an improvement in the efficient allocation of scarce resources and gains in consumer and producer welfare.
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Trade Diversion 

Trade diversion is best described as a shift in domestic consumer spending from a lower cost world source to a higher cost partner source (e.g. from another country within the EU-15) as a result of the elimination of tariffs on imports from the partner. The common external tariff on many goods and services coming into the EU makes imports more expensive. This can lead to higher costs for producers and higher prices for consumers if previously they had access to a lower cost / lower price supply from a non-EU country. The diagram next illustrates the potential welfare consequences of imposing an import tariff on goods and services coming into the European Union.

In general, protectionism in the forms of an import tariff results in a deadweight social loss of welfare. Only short term protectionist measures, like those to protect infant industries, can be defended robustly in terms of efficiency. The common external tariff will have resulted in some deadweight social loss if it has in total raised tariffs between EU countries and those outside the EU.
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The overall effect of a customs union on the economic welfare of citizens in a country depends on whether the customs union creates effects that are mainly trade creating or trade diverting.

Although the UK is now a net importer of manufactured goods (our last trade surplus in manufactured products was achieved in 1983), in several industries, the UK retains a significant position in international markets and we achieve a trade surplus in power generating equipment, pharmaceuticals, telecoms equipment and scientific instruments and other items of specialized machinery.

