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Foreword

This study was undertaken in response to the dramatic fall in trade flows that occurred during the height of the economic crisis and amid fears that trade-specific factors might be at work, including protectionist measures. It was found, however, that resort to such measures has been relatively muted and that a more important role in the trade crisis was played by collapsing demand, the drying up of trade finance, and the vertically integrated nature of global supply chains.

A whole range of measures taken during the crisis by governments of OECD countries and major emerging economies is investigated, with a series of stylised experiments estimating the potential impact of such measures on trade and GDP of the countries taking the measures and their trading partners. New light is shed on how the design and implementation of measures in stimulus packages can affect outcomes, which can be of importance as governments reflect on exit strategies that continue to be supportive of trade, jobs and growth. The analysis undertaken here suggests that governments should first roll back the most direct protectionist measures, those that discriminate between domestic and foreign firms, and those that target specific sectors as these have all proven to be detrimental to growth and trade in the long run. On the contrary, it is found that general demand stimulus measures and active labour market policies are preferable under current conditions, as would an ambitious and balanced conclusion to the Doha Development Agenda negotiations to give much-needed impetus to the recovery.

This study was prepared by a team comprised of Carmel Cahill, who was also coordinator, Jane Korinek, Przemyslaw Kowalski, Jean Le Cocquic, Sebastien Miroudot, Hildegunn Nordas, Alexandros Ragoussis, Ron Steenblik, and Frank van Tongeren. Ken Ash, Raed Safadi, Ken Heydon, and Joanna Hewitt provided valuable commentary and input, as did colleagues in OECD’s Economics Department and the Directorate for Financial and Entreprise Affairs. Jennifer Griffin and Gillian Nelson provided secretarial assistance and editorial assistance was provided by Michèle Patterson.

The report was declassified by the OECD Working Party of the Trade Committee in May 2010.
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EXECUTIVE SUMMARY

This study was undertaken by the OECD’s Trade Committee in response to the financial and economic crisis that started in 2008.

The 12.5% fall in global trade in 2009 is explained by several factors: the collapse in demand, the drying up of trade finance, a larger fall in demand for highly traded goods (such as machinery and transport equipment) relative to less traded goods and services, and the vertically integrated nature of global supply chains.

Early resort to protectionist measures has been relatively muted and does not play a significant part in explaining the fall in trade – only about 1% of world imports were affected by new trade restricting measures. The rapid and coordinated G20 response to ensure adequate trade finance was available for viable transactions seems to have been effective.

Given their sheer size, stimulus measures taken to rescue sectors of systemic importance (such as banking) or to preserve jobs (as in the automobile industries) or to stimulate growth (such as consumption tax reductions) or “buy national” measures may be more significant in terms of their potential impact on trade than direct trade policy measures.

But dollar for dollar, direct trade restricting measures have the most strongly negative impacts on both trade and growth: simulations suggest a USD 1 increase in tariff revenues results in a USD 2.16 drop in world exports and a USD 0.73 drop in world income. Simulations also suggest that USD 1 of stimulus spending behind the border can increase a country’s own GDP by USD 0.64 on average while world trade could increase by USD 0.08, but the effects on the real GDP of other economies are mixed. These estimated overall impacts depend critically on the nature of the stimulus. Stimulus measures that discriminate between domestic and foreign goods and firms and sector specific measures are clearly less effective. Measures that are most supportive of both trade and growth are non-discriminatory demand stimulus and labour support. Coordination of stimulus measures ensures that benefits are larger and more widely shared.

Open markets and the restoration of a level playing field will be a necessary condition for a sustained recovery; this means addressing policies with both direct and indirect impacts on trade. This report recommends:



	An immediate roll-back of the most trade distorting measures, continued resistance to protectionist pressures, and an ambitious and balanced conclusion of the DDA that will deliver further market opening.

	that governments step back from the exceptional measures taken to support trade finance as conditions normalise.

	Removal of discriminatory provisions from all stimulus measures.

	Restoration of competition policy disciplines and withdrawal from the banking sector when the time is judged right with the international coordination needed to avoid regulatory arbitrage.

	Under current conditions economy-wide demand-side measures to address demand shortfalls and active labour market policies to address unemployment are preferred.

	International coordination of ‘exit’ from extraordinary measures as economic conditions permit; further attention is required both to address specific needs in less developed countries and persistent global macroeconomic imbalances.





Chapter 1.

Summary, Conclusions and Recommendations

This chapter summarises the main findings of this report and draws out the main conclusions. While the report finds that protectionist responses to the crisis were relatively muted and protectionism does not explain a major part of the fall in trade that occurred, vigilance is nevertheless needed. Stimulus measures taken behind borders may have very significant effects on trade, especially if they target specific sectors or only domestic goods or firms. Analysis of the stimulus measures generates some insights into exit strategies that could be supportive of growth, employment and trade. It is expected that protectionist sentiment will increase as unemployment remains high and governments are increasingly under fiscal pressure. Concluding the Doha Development Agenda negotiations could prevent backsliding and provide a much needed impetus to growth.


The sharp and synchronised drop in economic activity that began in late 2008 and spread quickly across the globe has had a deleterious impact on international trade. In the first quarter of 2009, the volume of OECD imports and exports was down by about 15% compared to the same quarter in the previous year and GDP by almost 5%. In the second quarter, imports and exports were still sharply down (exports by 15% and imports by 13%) and real GDP by more than 3%. Overall, world trade declined by 12.5% in volume terms in 2009 compared to 2008.The latest OECD forecast is for an increase of 6% in 2010.

Governments have responded to the crisis by introducing deep monetary easing and large fiscal stimulus packages with the objective of supporting economic activity and jobs. Inter-governmental forums, such as the G8 and the G20, are providing the platforms to coordinate the responses, including in the area of international trade where leaders have committed to maintaining markets open as an integral part of getting the world economy out of the crisis; leaders have also committed to providing short-term credit facilities to mitigate against sharp increases in risk premiums. Looking ahead, the immediate challenge for trade policy makers is to ensure that the crisis that has impaired world trade does not spill over to the trade policy agenda.

The disproportionate collapse in trade can be explained by a combination of three main factors: (1) The collapse in domestic demand; (2) the disproportionate fall in outputs and trade of capital goods that make up a larger share of trade than of GDP; (3) the temporary drying up (and subsequently lower availability and higher cost) of short-term trade finance. The drop in demand has significantly contributed to the drop in trade but it cannot explain it fully. Compositional differences between trade and GDP also contributed to the severity of the trade collapse; sectors hit hardest by the crisis (e.g. fuels, machinery and transport equipment or manufactured goods) have a relatively higher share in trade than in GDP. Our findings also suggest that trade finance becomes more important during times of crisis; and this was a contributing factor to the drop in trade. Structural factors related to vertical specialisation and global supply chains explain, as least in part, the highly synchronised nature of the trade collapse

There is no evidence that would suggest that protectionism was a major factor behind the trade collapse. This is the case despite many examples of individual countries taking specific measures to increase tariffs or otherwise increase protection through non-tariff measures or increased resort to trade remedies.

The majority of the new measures affect already highly protected sectors such as agriculture, textiles, and metal industries thus reversing some of the hard won gains that were realised during more than five decades of trade diplomacy. These sectors are also relatively labour intensive, and as such are sectors in which some less developed countries have a comparative advantage. These sectors are clearly in need of more market opening, not further restrictions.

In its July 2009 report, the WTO Secretariat stated that contrary to 2008, “the number of new trade-restricting or distorting measures announced or implemented since 1 March 2009 exceeds the number of new trade-liberalizing or facilitating measures by a factor of more than two.” A closer examination of the measures reveals that they have principally been introduced in specific sectors, and very rarely have general applicability. In most cases restrictions also target products from specific sources. According to one estimate, the new trade restricting measures affect less than 1% of the pre-crisis level of imports. Indeed, there have been a significant number of trade opening measures.

Complacency is not justified. While the scale of the measures taken has been relatively modest, the simulations carried out for this study show that among the different types of measures studied, direct trade restricting measures generate the worst outcomes in terms of trade and growth both of the country implementing the measure and of its trading partners. Governments therefore need more than ever, to be vigilant and to avoid protectionist actions that may be politically expedient in the short term but that could have devastating long term consequences. The danger is that restrictions could build up incrementally, slowly stifling trade and ultimately weakening the effectiveness of all the anti-cyclical measures that have been introduced. Protectionist sentiments are likely to increase with persistent unemployment and mounting pressure on government finances. Moreover, once put in place protection becomes entrenched and is increasingly difficult to undo. Retaliation may occur compounding the effects of unilateral measures. Continued attention and vigilance are therefore needed.

Of immediate concern is the impact on trade of behind-the-border measures that are found in the crisis-induced fiscal stimulus packages. We generally think of protectionism in terms of measures at the border – tariffs, quotas or other mechanisms that restrict trade or make imported products more expensive. But there is a wide array of measures that governments can take behind their borders that will have very similar effects – including various forms of direct subsidies. Support to one sector in one country, whatever the motivation, disadvantages competing sectors in other countries. As other countries then move “to level the playing field”, a subsidy competition is launched that in the end benefits no country. But those that receive subsidies may be better off than otherwise, and will vigorously defend their new entitlements; this explains in large part why subsidies to deal with a short term problem often prove almost impossible to remove.

Countries that do not have the fiscal resources to compete on the basis of subsidies will be major losers in this situation, finding themselves excluded from protected markets. There is an enormous danger that the important advances made in recent years by some developing countries whose economies were lifted by aid and by trade, will be lost.

Various domestic regulatory measures that operate behind-the-border can also act as a form of protectionism. Although harder to document, there have also been reports of more restrictive implementation of regulatory measures, both at and behind borders. Stricter implementation of SPS or TBT measures, more complicated border procedures, or other less transparent devices will slow down imports and carry the same threat of corrosive retaliation that could lead to an escalation of trade tensions.

The objective of the measures included in the stimulus packages was to prevent collapse in sectors of systemic importance to the economy – such as banking and finance, to support sectors particularly severely hit by the effect of the drying up of credit, such as automobiles or consumer durables, or to generally support growth and employment – such as consumer tax reductions or labour market measures. These measures did not target trade as such, but they often have significant effects on trade through various indirect channels. The purpose in exploring them here, along with their effects on GDP, is to generate insights into how stimulus measures can be designed to meet their declared objectives while also supporting trade or being as minimally disruptive of trade as possible. These insights in turn are relevant to the design and sequencing of exit strategies, it being again recognised that the timing and manner of the exit strategies to be adopted will be determined by many factors and not mainly by trade-related considerations

Simulations carried out on the impact of some of these behind-the-border measures highlight the critical need to properly target policy interventions. If the intervention is seeking to remedy a shortfall in demand, demand-side measures are a more appropriate response than supply-side measures. But the specific design characteristics of demand-side measures determine their effectiveness in terms of their impact on GDP and on trade. Policies that bias demand towards specific sectors, and those that are biased towards domestic products are inferior to those that are more generic in design.

Sector-specific supply-side measures are found to yield mainly negative effects on the economy taking the measure, through maintaining or creating inefficiencies, and they yield negative spillovers on partner countries, through lowering production costs in one country relative to the world market.

Sector-specific supply-side subsidies can have an anti-export bias. Although they may increase exports of the industry subsidised they draw resources away from other sectors so that total exports may fall. Their positive effect on own GDP is strongest when the subsidy is given to labour rather than to capital (in a situation of unemployment).

General consumption subsidies such as tax reductions or payments to households are relatively trade-friendly. Partner exports can rise following a domestic demand stimulus, and own country exports can rise as well, provided the demand stimulus does not lead to an appreciation of the real exchange rate. GDP impacts are also generally positive.

Sectoral consumption subsidies may also be trade friendly, at least in the short term, boosting exports and GDP in both the country taking the measure and in partner countries. When countries take similar measures (as in the incentives provided to consumers to purchase cars in many countries) leakages are less of a problem and everyone gains, except where the consumption subsidy is restricted to domestically produced goods. In this case there are negative own-country export effects and negative third-country GDP effects.

All sector specific interventions, by retaining additional resources in the sectors concerned, will have a dampening effect on growth in the longer term. This is why it is critical that support be restricted to activities whose failure may carry systemic risks with a clear timetable for restructuring and eventual withdrawal of support.

The implications for trade of increased government spending depend crucially on the composition of the increased spending. Business as usual — that is, maintaining the composition of existing spending — may contain some anti-trade bias as government expenditures tend to be dominated by non-tradeables. On the other hand, shifting expenditure towards investment in infrastructure, and provided that no “buy national” or other discriminatory provisions are incorporated, may prove supportive of trade.

Almost all measures, if taken unilaterally, have a beggar-thy-neighbour effect — that is, they reduce third-country GDP. Co-ordination offsets the depressing effect in the case of demand push measures but compounds it in the case of sector-specific, supply-side measures. The latter are largely self-defeating when taken by several countries in the same sector. These findings suggest that international coordination could be important as governments move to unwind certain measures.

With respect to supply-side measures, design features are crucial to the outcomes. A subsidy to labour, whether generic or specific to an industry, will generate better outcomes in terms of trade and own GDP effects than a capital subsidy, particularly in a situation of unemployment.

Two main factors have combined to prevent the proliferation of the kind of beggar-thy-neighbour protectionist policies of the 1930s. An increasing number of firms are global; they have organised their sourcing activities across different countries in order to reduce costs and improve their capacity to react to new technologies and changing tastes. These firms need open markets and any intervention that would break links in the global supply chain would undermine their competitiveness.

The second factor relates to the continuous fight against protectionism that the WTO, with its arsenal of internationally binding rules and disciplines, has been waging. Many of the more worrying or less transparent measures that are explicitly protectionist in intent or effect have been in areas where WTO rules are either weak or non-existent. This is perhaps most obvious in the case of the WTO Government Procurement Agreement that does not forbid a signatory country from having measures that impose “buy local” requirements on government spending. Scrutiny of stimulus packages has also focussed attention on the extent to which government procurement in many economies has escaped meaningful discipline in the past. Closing this gap in the multilateral trading system would offer a further guarantee against the risk of sliding towards greater protectionism.

Another area of concern in the current environment is the temptation to raise tariffs from their applied rates to their legally bound ceilings. While this is a WTO-consistent action, a recent study by Bouet and Laborde (2009) shows that if all countries were to follow on this path, global trade would suffer a loss of USD 809 billion, and global GDP would shrink by 0.65%. One sure way of preventing this loss from actually occurring is to seek in the DDA the reduction or total elimination of the “water in the tariff” that is found in a large number of countries’ tariff schedules.

The WTO is entrusted with monitoring trade policy developments in member countries, thus furthering its constructive role in managing the crisis and contributing to the restoration of healthy trade. The OECD is complementing the WTO efforts in this area by examining the impact of the trade-related policy responses to the crisis. This project is but one manifestation of the OECD-WTO co-operation.


What should governments do next?

The most urgent action would be to roll back the most obvious trade-restricting measures that have been taken such as tariff increases and import licensing, and to show restraint in initiating any further trade restricting actions. Taxing production and growth through new trade restrictions will only serve to offset the benefits of the stimulus policies that have been introduced. Mindful of this contradiction, several countries have taken steps to further open their markets. Many more could follow their example.

In order to ensure that the trade recovery is not interrupted by a further series of restrictive measures, it is of the utmost importance that the DDA be brought to an ambitious and balanced conclusion. This would have the benefit of preventing backsliding, bringing much needed stability and predictability to international markets, and would, through further opening, give impetus to the recovery. If, as many commentators suggest, the temptation to resort to protectionist measures will increase as governments begin to unwind the fiscal stimulus measures but unemployment remains persistently high, the “locking in” and market opening effects of a successful DDA conclusion could be crucial.

Consideration also needs to be given at an early date to trade policy issues related to climate change. Pressure in many OECD countries to offset or “countervail” through subsidies or import restrictions the higher production costs that may arise following the anticipated introduction of carbon taxes and other regulatory changes is bound to mount. Multilateral co-operation in this area would serve to reduce trade tension.

During the current crisis most governments have provided support to their financial sector to limit the economic effects of the crisis and reduce systemic risk. These have been necessary steps taken under extraordinary circumstances where information on the nature and distribution of risk was far from perfect. As financial markets return to normal, well designed and internationally coordinated exit strategies will be needed to ensure financial markets are both open and supported by adequate regulation.

On trade finance, careful monitoring will be needed so that governments can begin to step back from the exceptional measures taken in the crisis so that as markets normalise, the level playing field can be ensured and the creation of subsidies avoided. The key here will be to remove measures once it can be established that there is no longer...
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