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Foreword

Trade, like every other aspect of the economy, has been deeply affected by the global recession that started to emerge in the wake of the 2008 financial crisis. As this book goes to press, we are projecting a decline in world trade for the first time since 1982.

Trade is not at the origin of the crisis, but since it binds economies closely together, it helps to spread developments from one country to another – the negative developments as well as the positive. Weakening consumption and investment reduce demand for exports, a matter of critical importance for most countries, and particularly those whose economic development strategies rely on export-led growth.

Given the need to tackle unemployment, the temptation for some policy makers and parts of the media is to argue that the priority is to protect the national economy by reducing imports, reserving government contracts for domestic firms, refusing to help companies who invest abroad, and so on.

This approach is based on the seriously flawed premise that any country can rely solely on its own natural, economic and human resources to produce everything it needs, at a price its population can afford to pay.

In fact, national economies need international markets to produce and sell things. Most international trade is not in the goods we buy in the shops. It consists of the things needed to make these goods, ranging from the microprocessors and software in electronic equipment to the cereals in food. By making these more expensive, protectionism ends up making everybody pay more. Reducing the size of markets and making things more expensive damages the economic growth on which jobs and living standards depend.

Experience has shown that international trade can make a major contribution to improving the living standards of people throughout the world. As this book points out, an increase in the share of trade in GDP of one percentage point raises income levels by between 0.9% and 3%.

So although an inward-looking, individualist approach may seem attractive to some in the short term, a co-ordinated international commitment not to engage in protectionist actions would produce a much more effective, longer-lasting means to reduce the damage from the current crisis. In fact, further trade liberalisation would be an even better option as part of a broader response to the crisis.

Of course, liberalising further, and even keeping open those markets that have already been liberalised, will require international co-ordination on a broad set of issues ranging from stimulus packages to financial sector reform to social protection.

Still, liberal trade policy has an important role to play, reinforcing market-oriented solutions and establishing conditions for a more robust recovery than would have been possible otherwise. That said, progress requires compromise and trade-offs among various interests, and it tends to be hard won.

A multilateral system is the best way to ensure that all nations have a say in how trade is conducted. There is, however, substantial room for debate on the specifics of how to implement this. In practical terms, what can be done? Even in a relatively calmer economic climate in the first half of 2008, no agreement was reached on the World Trade Organization’s Doha Development Agenda despite a strong push by key stakeholders. Yet, concluding the Doha Round would be a significant contribution towards the confidence building needed to get the global economy moving in a healthy direction.

With strong political will, a deal could be reached on issues where substantial progress has already been achieved, including market access for goods and services, moves to facilitate trade, and steps to make sure that the least developed countries benefit more fully from globalisation. Trade liberalisation is not an end in itself though. It is part of a strategy to promote economic development and improve social welfare by making the world’s resources more readily available to all. And progress in trade liberalisation would send a strong signal that governments can successfully collaborate in a positive manner in response to the crisis.

This latest book in the Insights series tries to present the issues objectively, showing the benefits of openness, but also the limits to what trade and trade policy can achieve. As well as an introduction to the history of international trade and the mechanisms and institutions that shape trade today, the book also discusses the relationship between trade and a number of key issues such as employment, the environment and development.

I hope that you will find the information presented useful, and the arguments stimulating.

Angel Gurría

Secretary-General of the OECD
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Introduction
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International trade influences a whole range of activities including jobs, consumption and the fight against poverty. It also affects the environment and relations among countries. In turn, trade is shaped by a host of influences ranging from natural resources to fashion. Trade-related issues can give rise to strong feelings, and trade measures such as banning or limiting imports are often called for to respond to major economic problems. An understanding of the benefits and downsides of trade, and of what trade policy can and cannot achieve, will help us to form our own opinions on debates about international trade.


By way of introduction…

Hershey’s chocolate bars are one of America’s best-known brands. The name comes from Milton S. Hershey, who founded the company, and it’s also the name of the town he had built in Pennsylvania for his factories and employees. In January 2007, the US Postal Service released a stamp to mark the 100th anniversary of Hershey’s Kisses, the first time a piece of chocolate was so honoured. But shortly after the stamp went on sale, the firm announced plans to cut its workforce by 1 500 by the end of the decade and close a third of its production lines. At the same time, it announced that a new plant was to be built in Monterrey, Mexico. Wages in Mexico are lower than in the US and Canada, and opponents of Hershey’s decision often cite this as the reason behind the company’s announcement. They also note that under the North American Free Trade Agreement (NAFTA), Hershey could import the candy made in Mexico back into the US. So it looks like a typical case of free trade driving down wages and costing jobs.

But if you look closer, several factors are involved. Trade is certainly one of them, but not just because NAFTA made it economically viable to import products from Mexico. For a manufacturer of chocolate and confectionary, sugar is a major part of the production budget. Sugar producers in the US are protected from foreign competition and prices are two to three times higher than on world markets. Factories in Mexico can buy sugar at world prices, and this is a huge incentive when some of your products are mostly made of sugar.

Innovation, investment and organisation are important, too. Hershey is in competition with other multinationals selling similar products on world markets. But many Hershey production lines could only produce one item, whereas rivals’ lines were flexible.

That said, moving production to Mexico clearly costs jobs in the US and Canada. You can look at this in several ways. One would be that: jobs were sacrificed to save money for the company. Or you could take a wider view, that jobs were created in Mexico, thus helping a trading partner to expand its economy and be better able to import goods and services. And as the US economy became more open to trade, employment increased. That may be true, but it’s not much consolation to the workers who got fired. These workers are more interested in quickly finding another job, even though there may be practical difficulties for those who move to another town, put their children in a new school or lose contact with friends and workmates. Still, a study of European workers showed that four-fifths of those who left a job moved straight into another one.

While some jobs are lost to trade, it’s not the main cause of unemployment. The share of jobs lost due to the internationalisation of production is less than the share of jobs lost through the normal turnover in the labour market through people voluntarily changing jobs or retiring.

Trade’s main impact on production, and thus employment, is to allow operations to be split into a number of different parts that can be done throughout the world and brought together to make the final products we buy. This aspect has allowed many countries outside the traditional industrial centres to enter world markets. In fact, the use of “industrialised” and “developing” to describe OECD and non-OECD countries is becoming meaningless. Industry contributes more to China’s GDP than it does to that of any OECD country, for instance, yet China is practically never referred to as an industrialised country.

Other countries are following China’s example, but do they get a fair deal from the international trading system? Trade gives a country access to markets, knowledge and financing that it would not have otherwise. If there was no trade, a country would have to depend on its own population and resources, and no country has ever done this for long and prospered. But this access to world markets is not the same for every country. It is conditioned by a country’s history, institutions, size and geographical position, as well as a number of more subjective factors such as culture and social structures.


Who sets the rules?

Trade is paradoxical in that it brings countries together, and often for their mutual benefit, while at the same time reinforcing competition between them. The philosopher Reinhold Niebuhr expressed this succinctly by saying that “a trading civilisation is involved in more bitter international quarrels than any civilisation in history”. In the past, these quarrels might have been physical conflicts. Nowadays they are more likely to be “trade disputes”, falling under the rules of the World Trade Organization (WTO) and trade agreements. These rules were determined in large part by the most advanced trading nations who initially set up the system (as the GATT in 1947) but are increasingly subject to influence from smaller, less developed economies.

The OECD defends the multilateral system as the best hope for equitable governance of international trade. Why? Basically because the two other options are not as just. One of these options is to have no rules at all, and every country does what it likes until a more powerful rival stops it. Nobody would claim that this is a fairer system than the present one. The other option is to have preferential trade agreements, usually called regional or bilateral agreements depending on the number of partners. Such agreements can occasionally feed into the multilateral system and they are certainly an improvement on a free-for-all. There is a risk however that the interests of larger partners prevail over those of smaller ones.

Large economies still dominate trade and hence the multilateral system. But they don’t get it all their own way. Smaller nations can form alliances within the multilateral system to make their voices heard, and a victory for one can bring benefits for others. This has been very much the case during the Doha Development Agenda (DDA) negotiations. Developing countries in particular have grouped and regrouped with some success around different issues, such as cotton subsidies or special treatment of the poorest countries.

Some people object to international trade on the grounds that it harms the environment and does little to encourage sustainable development. Two arguments are foremost in these objections. First, companies move abroad to so-called “pollution havens” to take advantage of weaker environmental controls. Second, transporting goods around the globe increases CO2 emissions and has other negative side-effects.

We’ll return to these shortly, but first let’s recall what sustainable development actually means. As emphasized by the title of another book in the Insights series, Sustainable Development: Linking Economy , Society, Environment, it’s not just about the environment. It costs money to provide enough food, clean water, health care, education and the other services we need to live fulfilled lives. A well-functioning social system capable of providing opportunities and managing conflict is essential, too. Neglecting one of the three “pillars” of sustainability will lead to unsustainable outcomes.

As for the strictly environmental concerns, there is little evidence in practice of a pollution haven effect. Also, one consequence of international production chains is a standardisation of equipment and practices. Respecting environmental norms is a very minor cost in setting up a factory anyway and sometimes it can actually save money in the longer run through lower fuel bills or fewer health and safety problems. So it makes little economic sense for a multinational firm to have a factory designed and built specifically to exploit an environmental “advantage”, especially given the risk that costly retrofitting of pollution control equipment may be needed later.

Transport certainly causes pollution, and analysis of food miles or the “carbon foodprint” has drawn attention to this. However, when asking if international trade is worse for the environment than producing locally, we have to look at the total impact. It can be more environmentally friendly to fly produce from a country that doesn’t need to use heated greenhouses, fertiliser or as many of the other damaging inputs as the importer might use. From a sustainability point of view, allowing producers in poorer countries access to rich markets can be more beneficial than excluding them in order to reduce carbon emissions. And poor people in rich countries are hit harder by being deprived of lower-cost imports than their better-off compatriots.

Another question concerns trade in environmentally preferable products. Few countries have the scientific, technical and financial means to develop and manufacture today’s “green” technologies. Future technologies, such as those based on hydrogen, are even more expensive to develop. The huge potential market created by trade makes it economically worthwhile to invest the sums required and makes the products themselves more readily available.

Given trade’s importance in so many different domains, it can be tempting to conclude that trade policy (for example imposing quotas, tariffs or even bans) should be used to address a very wide range of issues. Trade policy is a powerful weapon. But in many cases it is not the best. Moreover, it can be misused by lobbyists seeking to protect their own immediate interests or by politicians seeking to blame “foreigners” for domestic difficulties. If jobs are lost, employment and social policies should be used to help retrain people, inform them of employment opportunities and assist them during the transition period. The environment can be better protected by preventing or reducing any impacts at the source, rather than trying to correct matters by interfering with trade. Building tariff or other barriers to global technology, suppliers and sales is not the best way to encourage national industries to prosper in an interdependent world.


What this book is about…

Jobs, the environment, relations between rich and poor countries – trade affects them all, but not always in the way we might think, or like. This book will try to present an objective picture of the state of world trade, the factors that influence it and how trade in turn influences important aspects of our lives. The computers used to research, write, print and distribute this book could not have been made without international trade, or at least not at a price that many of us could afford. In fact, practically everything we own involves international trade at some point.

This book argues that, overall, trade is hugely beneficial to our well-being. Try to imagine what it would be like if we were forbidden to trade with anyone. Nobel laureate and trade specialist Paul Krugman uses this approach in what he calls “but for” analyses – seeing what happens when trade is removed from the equation. Daily life provides plenty of examples: “but for trade, bananas wouldn’t be the world’s most popular fruit”. Or “but for trade, we’d still have a textile industry here”. Of course there are downsides and limitations to trade, winners and losers, and governments sometimes have to take action to help those adversely affected or to make sure that the benefits are spread throughout the economy. This book also deals in depth with these issues.

Chapter 2 looks at the history of world trade. We don’t know exactly when it started, but archaeologists believe that networks of people were exchanging goods in Europe 10 000 years ago and the same was probably true elsewhere. History also shows that many of the questions we’re debating today have been around for a long time.

Chapter 3 reviews some of the major characteristics of international trade today. It describes the value of what is traded and the relative importance of the different products that are bought and sold internationally. It looks at the importance of trade among the different regions of the world, and how this is changing.

Chapter 4 looks at the ways governments try to control trade. The most direct way is through tariffs on imports. But other means are also important, including subsidies to domestic producers and exporters or non-tariff measures such as product standards or customs procedures.

One way to abolish or reduce barriers is through negotiating trade agreements. Chapter 5 looks at the different rounds of negotiation that have helped shape world trade and the major agreements that resulted from these rounds. It also describes the role of the WTO, the international body responsible for trade questions.

The next three chapters discuss some of the most controversial aspects of international trade. Chapter 6 tackles the argument, quoted above, that international trade means “exporting jobs”. It describes the impact of trade on particular countries and sectors of the economy and identifies the likely winners and losers.

International trade has an impact on the global environment. Chapter 7 looks at its positive and negative aspects and examines ways that trade could contribute to preserving the environment. This chapter also highlights an argument made elsewhere in the book, that trade policy is often not the best instrument to tackle a problem.

Chapter 8 examines trade questions as they affect developing countries. It considers the influence of trade on development and the prospects for trade between developing countries, so-called “South-South” trade.

The main justification for international trade is that it boosts economic growth. Chapter 9 examines the factors that contribute to economic growth and how trade affects them.

Chapter 10 continues this analysis by discussing the link between trade and innovation. Trade influences the diffusion of new technologies, but it also influences the factors that promote innovation in the first place.

Adam Smith, one of the fathers of modern economics, analysed the importance of self-interest in economic growth. The final chapter will look at what international trade has done for various economic “actors” – consumers, retailers, producers.

We hope that this book will help you understand the issues it discusses and to form your own opinion on these questions and on calls to liberalise or to restrict international trade.

Trade at the OECD

One of the major aims of the OECD at its creation in 1961 was the expansion of world trade on a multilateral, non-discriminatory basis in accordance with international obligations.


 This is done by fostering informed debate, building consensus and promoting policy co-ordination among government policy makers, while generally leaving formal trade negotiations to other bodies, such as the World Trade Organization (WTO).


 Reflecting the globalisation of industrial activities and the way trade issues interact with other policy fields, the focus has shifted over the years from an emphasis on border measures to a broader consideration of trade issues, many of which are “behind the border” and encompass trade in services as well as goods.


 In order to foster a better understanding of the benefits and challenges of trade liberalisation among the wider public, informal consultations are organised with civil society organisations, business and union stakeholders. There is a lively dialogue on trade issues with important emerging economies that are not OECD members.

In general, OECD work on trade seeks to forestall trade tensions and conflicts by undertaking innovative, analytical work that aims to clarify issues and point to solutions that distort trade least. The way is thus cleared for more-informed negotiations elsewhere, notably at the WTO.


 The unfolding economic crisis poses particular challenges for trade policy makers. What is the contribution of trade policy to resolving the current crisis? In such an extraordinary environment, why should governments avoid taking protectionist measures to support ailing industries and workers? What trade policy alternatives are there to help countries, and the world, return to more stable economic growth?


 Responses to such questions are being explored today, in search of the best way forward.



 TO FIND OUT MORE


 The trade web site (www.oecd.org/trade) provides a gateway to OECD information on these and other topics. You can also find a wealth of statistical information, analytical reports, working papers and policy briefs that can be downloaded freely.
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Growing Grapes in Scotland
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Some features of the modern economy, including globalisation and financial crises, have existed for thousands of years. And debates about the best way to handle certain issues have been around for centuries. The same is true for international trade, and many of the analyses and concepts developed in the 18th and 19th centuries still form the basis for the work of today’s trade economists and policy makers. Knowledge of the basic history and ideas that shaped international trade and its study is an asset in any discussion about international economic relations.



By way of introduction...


“Quinquireme of Nineveh from distant Ophir, 
Rowing home to haven in sunny Palestine, 
With a cargo of ivory, 
And apes and peacocks, 
Sandalwood, cedarwood, and sweet white wine.


 Stately Spanish galleon coming from the Isthmus, 
Dipping through the Tropics by the palm-green shores, 
With a cargo of diamonds, 
Emeralds, amythysts, 
Topazes, and cinnamon, and gold moidores.


 Dirty British coaster with a salt-caked smoke stack, 
Butting through the Channel in the mad March days, 
With a cargo of Tyne coal, 
Road-rails, pig-lead, 
Firewood, iron-ware, and cheap tin trays.”

John Masefield, Cargoes



Most people’s first reaction on reading Masefield’s poetical history of world trade may be to wonder what a quinquireme was. And Nineveh and Ophir are probably not too clear either. A quinquireme was a huge warship. Once its contingent of rowers and marines plus their weapons, ammunition and stores were loaded, there wouldn’t be much room for a cargo. Anyway, while having a cargo of apes cavorting around the decks in the middle of a naval battle might certainly add to the fun, it wouldn’t really increase your chances of winning. Nineveh was in what is now Iraq, but the exact location of Ophir has not been determined. Many historians think it may have been in Yemen or perhaps Pakistan or India, although others think it may have been in Zimbabwe.

Whatever quibbles we might have with the technical, historical or geographical accuracy of the poem, Masefield got it right on three essential points. First, ships (and other means of transport) have been moving goods across the world for thousands of years, in fact, throughout much of recorded history. During the Stone Age, flint and obsidian were traded, while Egypt traded in luxury goods 5 000 years ago. Trade routes linking the civilisations of the Tigris and Euphrates to those of the Indus appeared around the same time. The Phoenicians (from areas of what are now Syria, Lebanon and Israel) sent traders all over the Mediterranean and even as far as England.

Second, the type of cargo worth trading changed over the centuries. In earlier days, the uncertainty of goods actually reaching the sellers and making it back again to potential clients meant that whatever was transported had to have an extremely high resale value. Long-ago examples would have been ivory and peacocks. After the Industrial Revolution, transport technology was cheaper and more reliable, trade costs had fallen considerably and markets were much bigger. You could make a profit shipping bulk goods (pig-lead, cheap trays) for industry and for consumers.

Third, the centre of world trade and the nations that control it change. No empire, however powerful, dominates the world economy forever. Rome, Mongolia, Spain, the Netherlands, the Ottoman Empire and Britain have all controlled vast areas of the globe at one time or another. Today no single country enjoys that kind of domination. Economic power is concentrated in three main centres – North America, Europe and Japan. But they won’t dominate forever, and new forces are already emerging or re-emerging, as in the case of China.

Masefield was also on target on a more subjective level. Listen to the rhythm of his language. It starts slowly, gradually speeds up and finishes in a breathless scramble. Wherever Ophir was located, today its sweet white wine could be shipped to sunny Palestine within hours if need be.

We don’t really know if most of what was being sent around the ancient world would be classified as “international trade” using modern definitions. In fact, during the early Pharaonic dynasties the economy was a royal monopoly, and there was no word in the Egyptian language for “trader”. Exotic animals and woods may have been gifts intended to reinforce diplomatic ties. The many jars found in shipwrecks may simply have been transporting wine for a rich landowner from one property to another. In a world where practically everybody lived by subsistence farming and had few resources to devote to anything other than the basics, and where the costs of trade were high, such trade as existed was mostly local. On the other hand, there is plenty of evidence that the Romans imported large numbers of wild animals for their games. So it seems reasonable to suppose that people skilled in this trade could deal in other goods, too. We do know that the ancients imposed trade taxes – fees levied by rulers or bandits to enter or cross territories and fiefdoms. In fact, until very recently, trade taxes were a major source of government revenue around the world, and they still are in the poorest countries.

Here we encounter an issue that will crop up again and again in the following pages, that of empirical data. The bones of lions have been found in ancient shipwrecks, but any less resilient goods have long since disappeared. We have no records of what else was carried in the ships’ holds, beyond what is mentioned in literary accounts (for instance, fine wool from Spain). Today, we have figures on what is traded but we don’t always know clearly the impact of trade. Economists have been developing theories of how the economy works for hundreds of years and perfecting highly sophisticated mathematical models to test the hypotheses these theories generate. But often the data available, the figures on imports and exports, GDP, wages and so on, do not allow us to state that one explanation or proposal is better than another. That doesn’t mean that any one proposition is false but simply that, as in the case of antiquity, we don’t know.


[image: e9789264060241_i0007.jpg] In this chapter we’ll look at some of the theories economists have developed to explain the role of trade in the capitalist economy. We’ll sketch out how the world economy has evolved since the early days of capitalism studied by early economists like Adam Smith and David Ricardo. We’ll introduce some of the concepts that are useful to know in order to understand what follows and to form an opinion about it. Finally, we’ll explain the special terminology used elsewhere in the book and in research on international trade in general.




The invisible hand

Many aspects of trade and what we think of as modern economics emerged very early on in history. In the third century AD, the Roman Empire was hit by a major financial crisis that caused trade to collapse and the economy to shrink. The impact would last for centuries and influence even the Middle Ages. For example, large open cities were replaced by walled towns; manufactured goods were made on the landowners’ estates rather than bought from specialists. One lesson for us today is that globalisation is not a one-way process – it can stop or even reverse. Another lesson is that trade tends to be influenced by non-trade factors rather than dominate them. In the Roman case, those factors included military spending and inflation.

Later periods also show similarities to our own. Medieval Europe witnessed a consumer-led boom that revolutionised trade and, through innovations in accountancy and other services, still influences how trade is conducted today. We tend to think of things like the international division of labour and outsourcing of commercial services as modern developments. But by 1200, the great Italian trading families had developed their businesses to such an extent that specialisation in commercial services became the most efficient way to negotiate and manage deals. The merchants themselves no longer travelled with their goods, but relied on agents and transporters to carry out these tasks. They also developed new bookkeeping methods, and by the middle of the 14th century also had insurance contracts.

Demand for consumer goods – essentially luxury items like silk or tea from the Orient – did not just stimulate trade. Urban centres began to flourish too, and local industry started to produce both luxury goods for the well-off and more mundane objects for the rapidly increasing urban population. This meant that demand for raw materials also grew, as did demand for food for town dwellers. The Silk Road is the most well-known of the pre-industrial trade routes. But cereals, salt, spices, wine and many other products that urban populations couldn’t produce themselves, also started to be traded in significant quantities.

Trade helped to disseminate not only physical goods but also new ways of doing things, organisational innovations as we’d say now, and new knowledge of how to make things, or technology diffusion. The pace of change was still slow, and it would take a few centuries before industrial capitalism would overthrow the medieval socio-economic organisation based on hereditary landowning and agricultural wealth. There is debate among historians about when the Industrial Revolution actually started. Some would argue that the printing press and mechanical clocks heralded the start of standardised mass production; others see the mechanisation of the textile industry in the second half of the 18th century as the starting point. As far as the science of economics is concerned, the key date is 1776, when Adam Smith published An Inquiry into the Nature and Causes of the Wealth of Nations.

Smith’s work was to be as important to economics as that of Isaac Newton to physics or Karl Marx to politics, although when Smith wrote it, the term “economics” didn’t exist. On the book’s cover, the author is described as “Formerly Professor of Moral Philosophy in the University of Glasgow”. Even the term “capitalism” was to come later. Smith is responsible for inventing another expression that has passed into common usage (at least in economics): “the invisible hand”, a metaphor for the way markets influence and co-ordinate activities. He used it to describe the fact that people act in their own interest and in doing so may also contribute to the common good. Now his phrase is more often used to express the idea that the market can correct a number of imbalances without intervention from the government or other actors.

One of Smith’s reasons for writing...
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