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MULTILATERALISING 21°" CENTURY REGIONALISM

The multilateralisation of regionalism takes different forms when applied to deep versus shallow regional
trade agreements (RTAs). Shallow agreements focus on discriminatory tariffs; hence, multilateralisation
strives mainly to reduce discrimination. Deep agreements focus on the disciplines necessary to foster
international production sharing; key provisions often resembling unilateral liberalisations that just
happen to be bound by an RTA. In this case, multilateralisation achieves network externalities and solves
co-ordination problems. This paper suggests a novel framework for thinking about the costs and benefits
of multilateralising the provisions in deep RTAs, including those that seem set to appear in the Trans-
Pacific Partnership (TPP) and the Trans-Atlantic Trade and Investment Partnership (TTIP).
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1. Introduction’

When I coined the phrase “multilateralising regionalism” in the 2006 World Economy Annual Lecture,
conventional wisdom viewed preferential trade agreements as focusing mostly on tariffs.” In this setting,
multilateralising regionalism could be defined as making regional trade agreements (RTAs) less preferential.
Multilateralisation meant turning systems of bilateral RTAs into regional zones of duty-free trade as a step to
removing tariffs globally. The focus was on tariffs, rules of origin and rules of cumulation (Baldwin and Low,
2009). Multilateralising 21* century regionalism is a very different thing.

Many 21* century RTAs include provisions unrelated to tariffs or other border measures. This is because
21% century RTAs are at the same time trade agreements and production-sharing agreements. The trade aspects
reduce barriers to selling foreign-made goods. The production-sharing aspects lock in disciplines that facilitate
the internationalisation of production — especially between high-tech and low-wage nations. At first blush, this
may sound like 21% century regionalism is “offshoring jobs”, but recent empirical work shows this can be a win-
win situation (Hufbauer, Moran, and Oldenski, 2013). Expanded activity of affiliates abroad is associated with
greater production, employment and research and development (R&D) in the home nation.

Goals of this paper

The goals of this paper are twofold. The first is to argue that multilateralising 21* century regionalism
would be a good way to ensure that the ongoing mega-regional talks are constructive steps toward improving
the multilateral trade governance system. This point is taken as largely self-evident and receives little room in
the paper.

The second goal is to argue that we need a different mindset when thinking about 21% century
multilateralisation. This point requires a good deal of background, as shifting a mindset always does.

Our first step is to argue that 20" and 21% century regionalism are fundamentally different. Twentieth-
century RTAs concern “made-here-sold-there” goods, while 21% century regionalism concerns “made-
everywhere-sold-there” goods. The difference means that 21% century RTAs include rules on making goods as
well as selling them. These rules impinge upon firms, services, capital, regulations and intellectual property
(IP). The paper argues that discrimination is technically difficult for such rules, since it is hard to define the
nationality of firms, services, capital, and IP in ways that cannot be easily circumvented. For this reason and
others, 21* century regionalism is not fundamentally about discrimination. It is about undergirding the
internationalisation of production processes.

Our second step is to argue that the economic effects of global value chain (GVC)-linked trade,
i.e. 21" century trade, differ fundamentally from those of made-here-sold-there trade, i.e. 20" century trade.
GVC-linked trade changes nations’ comparative advantage, since it de-nationalises the whole notion of
comparative advantage. The competitiveness of GVC-produced goods depends upon a multinational bundle of
labour, capital and technology. Under the 20" century conceptualisation of trade, by contrast, production is
national, so trade involves competition among national bundles of capital, labour and technology. This
difference explains why GVC participation is now the fast-track to industrial development. Joining a GVC
allows nations to export goods they never could on their own.

Our next step is to argue that the distinctions between 20" and 21% century trade and regionalism require a
new mindset. The old paradigms are inadequate for thinking through the new challenges. Twentieth-century
concepts like “trade creation and diversion”, “spaghetti bowls” and “building and stumbling blocks” were
relevant when regionalism was mostly about discrimination. Now that regionalism is largely about underpinning

international production networks, the old concepts are unhelpful in most cases and harmful in others.

1. This paper was written for the Organisation for Economic Trade and Co-operation (OECD) in the context
of its assessment of whether and how the World Trade Organization (WTO)-plus steps taken in RTAs
could be harnessed to multilateralise liberalisation and rule-making. My thanks to Susan Stone for her
valuable comments and to Yuan Zi for excellent research assistance

2. Published as Baldwin (2006a) and NBER Working Paper 12545.



Our final step is to offer a fresh approach to thinking about multilateralising 21*" century regionalism. I
suggest we think of the benefits from 21* century multilateralisation as stemming from the extra “network
externalities” that come from knitting together diverse sets of disciplines. Here, “network externalities” means
that each individual’s gain from participating in a network increases with the network’s size. I suggest that we
think of the costs of multilateralisation in terms of the cost of harmonisation, i.e. in terms of systems
competition. For example, if all bilateral investment treaties (BITs) were harmonised, and all property rights
assured by the same rules, network externalities would be maximised. But which set of investment rules would
be adopted? US firms would surely prefer the US template, while European firms would prefer the European
template. This suggests that the cost of harmonisation can be thought of as a “systems competition”. Here,
“systems competition” means the sort of problems that would arise if one had to choose whether the Windows,
OS or Linux operating system should become the global standard.

As part of this fresh perspective, a new question — the level of governance — arises. As 20" century
multilateralisation aimed to limit tariff discrimination, the logic of non-discrimination meant that the
multilateral level was the best place to do so. Twentieth-century regionalism, however, involves harmonisations
on a far broader range of policies. The key questions are: which deep RTA provisions should be harmonised at
the global level and which at the regional level? Which disciplines are best left un-harmonised?

Answering these questions will require a major legal, economic and political research effort to learn more
about the exact differences among existing deep RTA provisions and the difficulty of partially or fully
harmonising them. As an analogy, the Organisation for Economic Co-operation and Development (OECD)
spent decades documenting — in a harmonised manner — the distortionary impact of nations’ radically different
agricultural policies. These results laid the groundwork for the Uruguay Round’s successful negotiations on the
subject. Without this research, diplomats would have argued incessantly over the basic terms and effects of
different nation’s agricultural policies. The OECD played the fair broker in that case. The WTO could do the
same in the case of deep RTA provisions as a means of smoothing the road to multilateralisation in the medium
term.

2. Defining 20™ and 21* century regionalism

This section defines and illustrates the development of 20™ and 21" century regionalism. We begin by defining
20™ and 21" century trade, a topic to which we return in depth in Section 0.

In a nutshell, 20" century trade is about “made-here-sold-there” goods. In this world, international commerce
means goods crossing borders. Twenty-first century trade is about “made-everywhere-sold-there” goods.
International commerce thus involves 20™ century trade, plus complex cross-border flows related to
international production networks. It includes trade in intermediate goods, services, ideas, know-how, capital
and people.

Twentieth-century RTAs

As twentieth-century trade was mostly about goods crossing borders, twentieth-century RTAs were mainly
about trade barriers at the border - especially tariff preferences and related rules (of origin, cumulation, etc.).
From the time free trade agreements (FTAs) were defined in Article 24 of the 1947 General Agreement on
Tariffs and Trade (GATT), their form has changed little. An FTA sets tariffs to zero on substantially all trade
between the signatories. A customs union goes further, harmonising tariffs against third nations. Apart from
some rare examples, like the European Economic Community (EEC), pre-1980s RTAs were of this 20" century
type. To avoid awkward prose, we refer to all forms of non-multilateral agreements as either preferential trade
agreements (PTAs) or RTAs.”

3. Some authors prefer the more logically inclusive PTA, but well-informed observers know that in WTO
jargon this refers only to FTAs among developing nations. Moreover, as shown below, tariff preferences
have eroded to the point where having “preference” as the key noun is misleading too.



The marginalisation of margins of preferences

Since 20" century regionalism is characterised by tariff preferences, our first step is to study the manner in
which preferences have evolved. This section documents how many so-called PTAs are no longer very
preferential.

The margin of preference created by an RTA is the difference between the tariff applied to imports from
RTA partners as opposed to non-RTA partners, i.e. the countries’ most favoured nation (MFN) tariffs. Tariff
reductions in advanced economies (driven by GATT Rounds) lowered MFN tariffs to quite low levels, with the
result that margins of preference automatically fell. As we shall see below, developing countries” MFEN tariffs
have dropped more recently, although largely outside of GATT Rounds. This means that the scope for
20" century RTAs to create large tariff preferences is now greatly eroded.

More precisely, Acharya et al. (2011) show that the share of RTA imports that enjoy MFN zero tariffs has
risen steadily (Figure 1). Since such products cannot include tariff preference, its importance compared to the
early post-war period is greatly diminished. Another excellent study illustrating these basic facts, Fugazza and
Nicita (2010), goes one step further by considering interactions between overlapping preference margins. The
authors’ basic insight is that no one has preferences when everyone has preferences. They also consider import
elasticities to determine whether the large preference margins fall on goods whose quantity reacts strongly to
small price differences. Despite this refinement, they reach the same conclusion, i.e. that tariff preferences are
now rather small from a global perspective.

Figure 1. Share of imports with MFN zero tariffs, various RTAs, 1995 to 2008
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Source: Acharya et al. (2011).



Table 1. Margins of preference in 2008

World

World (ex-intra-European Union)

European Union (internal)
European Union (external)
United States

China

Japan

Mexico
Canada
Chile
Turkey
Brazil
Russia
Indonesia
Malaysia
Thailand
Australia
Korea
India
Singapore
Taipei, China
Argentina

Hong Kong

Share of imports according to margin of preference

Over20%  20%1010%  10%t05% ' ooive but prefzeerreonce I(:::r:
1% 2% 7% 18% 69% USD 13.6
1% 1% 4% 11% 83% USD 9.8

Largest importers (over USD 500 billion)
4% 5% 17% 38% 34% USD 3.8
0% 2% 3% 11% 82% uUsSDh 2.3
1% 1% 2% 22% 74% USD 2.1
0% 0% 2% 4% 93% usD 1.0
0% 0% 1% 5% 93% usbh 0.7
Other top traders
6% 10% 31% 1% 48% USD 0.30
0% 2% 26% 8% 65% USD 0.37
1% 3% 9% 40% 46% USD 0.18
0% 2% 11% 27% 59% USD 0.19
3% 4% 4% 1% 88% USD 0.17
1% 3% 2% 8% 85% USD 0.19
1% 1% 3% 20% 73% USD 0.07
1% 2% 1% 1% 92% USD 0.14
1% 1% 1% 4% 93% USD 0.13
0% 0% 1% 12% 86% USD 0.19
0% 0% 1% 8% 90% USD 0.43
0% 0% 1% 4% 93% USD 0.22
0% 0% 0% 0% 100% USD 0.24
0% 0% 0% 0% 100% USD 0.23
0% 0% 0% 5% 95% USD 0.15
0% 0% 0% 0% 100% USD 0.37

Source: Author’s calculations, based on Carpenter and Lendle (2010) data.

Carpenter and Lendle (2010) provide even more direct evidence for the 20 largest trading nations. They
study tariff line data carefully for actual preferences granted. This is important, since i) many of the tariff lines
have applied MFN rates of zero and hence no preference is possible and ii) where MFN tariffs are high, the
goods are often excluded from RTAs. As a result, the degree of preferences is radically lower than aggregate

numbers might suggest.



Around half of world imports are covered by an RTA. However, only 16.7% of world trade is eligible for
preferences’. Moreover, the preference margins are low: less than 2% of world imports enjoy preferences over
10 percentage points. These numbers do not consider trade inside the largest RTA of all, the European Union.
Taking world totals to include intra-European Union flows, Carpenter and Lendle (2010) calculate that 64% of
world trade is covered by an RTA and 29.8% of world trade is subject to preference margins, with only 3.9%
enjoying margins over 10 percentage points.

As Table 1 shows, the largest importers’ imports are not subject to large preference margins. Intra-
European Union trade is by far the most preferential, with 9% carrying preference margins over 10 percentage
points. The United States grants preferences over 10 percentage points on 2% of its imports, and China and
Japan grant such preference margins to none of their imports. Small nations that are heavily dependent on large
neighbours register the highest share of imports covered by margins over 10%. For instance, 16% of Mexican
and 2% of Canadian imports receive such margins.

Twenty-first century RTAs

Twenty-first century RTAs, or “deep” RTAs, are quite different. As mentioned above, all of them include
tariff preferences, but they are not primarily about preferential market access. Rather, they focus on disciplines
underpinning international supply chains. It is useful to distinguish two aspects of international production
sharing, each of which creates a need for new types of disciplines (Figure 2). The first is related to:

e  Co-ordinating internationally dispersed production facilities.

The disciplines necessary to assure this can be thought of as “supply chain disciplines.” The point is that
bringing high-quality, competitively priced goods to customers in a timely manner requires international co-
ordination of production facilities via the continuous two-way flow of goods, people, ideas and investments.’
Certain policies or national practices threaten these flows, so 21* century RTAs include provisions to restrict
such policies.

The second is related to:

e  Producing abroad.

The disciplines that underpin this can be thought of as “offshoring disciplines”. When firms set up
production facilities abroad, or form long-term ties with foreign suppliers, they typically expose their capital and
technical, managerial and marketing know-how to new international risks.” Policies that reduce or eliminate risk
to these forms of tangible and intangible property are typically included in 21* century RTAs.

It is vital to remember that these disciplines are a package. All of them are necessary for offshoring firms
to feel confident combining their technology with labour in the offshore destination — typically a developing

4. The remaining trade flows either have zero MFN tariffs (about 25% of world trade) so there can be no
preference, or are excluded from preferential treatment by the terms of the RTA (about 9% of world trade).
Applied MFN tariffs are zero for 56% of European Union external trade, 43% for the United States, 48%
for China and 80% for Japan. Products for which the large importers maintain high tariffs — especially
agricultural goods for developed nations — are routinely excluded from their RT As.

5. Tariffs on imported intermediates are one part of this. Co-ordinating international production also requires
assurances of world-class telecommunications, goods transportation (especially express parcel services and
air cargo) and customs clearance; assured access for short-term visits by key personnel (managers and
technicians); and capital and financial market openness to inward and outward investment flows and profit
repatriation.

6. As the World Bank (2011) notes, doing business abroad implicates “the laws, regulations and institutional
arrangements that shape daily economic activity.” This entails rules that establish and clarify property
rights, moderate the cost of resolving disputes, boost predictability of economic exchanges and guard
contractual partners against abuse by public or private agents.



nation. Developing nations that cannot commit to the whole package are unlikely to be able to attract the
offshored factories and are thus unlikely to see their supply chain trade take-off.

Figure 2. Disciplines underpinning international production sharing

!\!\!\!\’—D-‘ 1) Supply-chain barriers: Threats
to cross-border movement of
¢=\ goods, ideas, capital & people. NNNN’_[L‘ H H
2) Offshoring barriers: Threats to
) foreigners’ tangible & >
(‘ intangible property rights, local v

business conditions, etc.

Source: Author’s elaboration of diagram in Baldwin (2011a).

Not just RTAs: 21st century regionalism

The rise of international supply chains between high-technology developed nations and low-wage
developing nations created new demand for and supply of international disciplines.

The demand came from advanced nations (and their firms) seeking to increase their competitiveness by
offshoring certain stages of production. The supply came from developing nations, many of which opted to
remove 21* century trade barriers to attract offshored factories and jobs. Joining international supply chains
became the fast lane to industrialisation and growth, at least in nations near high-technology offshorers (e.g. the
United States, Germany and Japan). Given this mutual interest in promoting international production sharing,
the governments of developing nations willingly embraced disciplines on aspects of trade that were not
traditionally considered as barriers. Specifically, the deeper discipline arose through three main policy
“vehicles”: deep RTAs, BITs and unilateral reforms. We consider these in reverse order.

Unilateral reforms by developing nations

In the late 1980s and early 1990s, many developing nations engaged in full-throttle unilateral tariff cutting,
evidenced in spectacular tariff reductions (Figure 3). Though this was partly driven by International Monetary
Fund (IMF) conditionality (especially in Africa), even nations not subjected to external pressure lowered their
rates. According to new evidence (WTO, 2011), the global tariff reduction on parts and components exceeds the
overall average, providing rough evidence of an association between the second unbundling and an autonomous
tariff liberalisation.

The number of developing nations signing BITs also exploded between 1985 and 1995 (Figure 3). In
essence, BITs provide unilateral concessions to rich-nation firms seeking to invest in developing nations (Egger
and Merloz, 2012; Berger, 2008), i.e. they establish disciplines that govern interactions between private foreign
investors and host governments. As such, they are central to the trade-investment-services nexus at the core of
international production sharing, i.e. 21* century trade.

7. On the political economy of unilateralism, see Garnaut (1991), Young (1996), Edwards and Lederman
(1998), Richardson (2001), Sally (2008), Coates and Ludema (2001), Krishna and Mitra (2008) and more
recently, Ludema, Mayda and Mishra (2010), Conconi and Perroni (2010) and Baldwin (2010).
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Figure 3. Unilateral tariff liberalisation, 1988 — 2008
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BITs are extremely common; about 2 800 exist worldwide. All the major foreign direct investment (FDI)
emitters — Europe, the United States, Japan, etc. — have their own model agreements. The US model, which is
quite explicit and comprehensive, illustrates well the basic features of a BIT.®

The basic goals of a typical US BIT are: (i) to assure non-discrimination in national treatment (in other
words, US investors should be treated as favourably as national investors and third-country investors); (ii) to
limit expropriations and ensure proper compensation when expropriations are unavoidable; (iii) to ensure that
investors can move investment-related funds in or out of the country; (iv) to limit “performance requirements”
placed by host nations on foreign investors (local content restrictions, etc.); and (v) to give foreign investors the
right to submit disputes to international arbitration rather than local courts. The main arbitrator is the
International Centre for Settlement of Investment Disputes (ICSID).

As Figure 4 shows, the number of BITs exploded in the late 1980s and early 1990s, around the time that
developing nations embraced unilateral tariff cutting. Before this period, BITs occurred mainly between
European FDI emitters and developing nation FDI seekers; the United Kingdom and Japan signed their first
treaties in the 1970s and the United States only in the 1980s. The list of signers expanded rapidly in the 1990s.
Since then, many developing countries have signed BITs with the major FDI emitters (the larger
European Union countries, the United States and Japan), as well as other developing nations in their region. By
now, almost all WTO members have signed multiple BITs.

8. See, for example, http://www.state.gov/documents/organization/117601.pdf.
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Figure 4. Take-off in BITs and FDI
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Sources: BITs from ICSID; chart adapted from Baldwin and Lopez-Gonzales (2013).

Deep RTAs

At about the same time as unilateral tariff cutting and BIT signing came into favour, RTAs with “deep”
provisions — where deep means disciplines that help underpin GVCs (e.g. assurances for IP, capital movements,
competition policy, business visas, etc.) — increased massively.

Systematic data on these provisions first appeared in the form of a database (WTO, 2011) founded on
seminal work by Horn, Mavroidis and Sapir (2010). The three authors read through all US and EU agreements,
noting whether they contained:

The authors also noted whether these provisions were legally enforceable.'

“deeper-than-WTO commitments”, i.e. commitments on areas already covered by WTO agreements,
but where the RTA parties went deeper;

“beyond-WTO-commitments”, i.e. disciplines on areas not covered in WTO agreements (e.g. free
movement of capital linked to FDI)."
1

10.

11.

Lawrence (1996) highlighted explicitly the distinction between deep and shallow RTAs by. He also noted
its association with more complex trade and pointed out that it first developed among developed nations in
Europe and North America. Leaving aside the European Union’s Single Market —the ultimate deep RTA —
the trend in deep RTAs started with the US-Mexico component of the North American Free Trade
Agreement (NAFTA) and Europe’s Euro-Mediterranean Association Agreements (see, for example,
Hufbauer and Schott, 2005 and 1993). Japan joined the movement by signing deep Economic Partnership
Agreements (EPAs) with its large ASEAN offshoring partners (see Bilboa, 2008).

Horn, Mavroidis and Sapir (2010) call deeper-than-WTO commitments “WTO+” and beyond-WTO
commitments “WTOX” provisions.

WTO+ provisions concern commitments that already exist in WTO agreements, but go beyond the WTO
disciplines. WTOx provisions cover obligations that are outside the current WTO aegis. Yap, Medalla and
Aldaba (2006) and Balboa (2008) did a similar exercise on Japanese EPAs.
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The WTO database applies the same methodology to 100 RTAs. It provides information on 52 categories
of provisions. Many of these are highly idiosyncratic, since European Union RTAs contain numerous issues that
are only tangentially related to trade."? Figure 5 shows how often the agreements include the provisions in
legally binding language.

Figure 5. Frequency of legally enforceable “deeper-than-WTO” and “beyond-WTO” provisions
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Source: WTO RTA database, 2011.

Table 2 shows provisions that provide disciplines for 21" century trade. Some clearly aim to protect the
tangible and intangible assets (e.g. intellectual property rights (IPR), capital movement and investment
provisions) of foreign firms that offshore production to a developing nation. Others aim to better connect
production facilities. For example, many General Agreement on Trade in Services (GATS) commitments
involve liberalising infrastructure services (telecoms, express mail, air cargo, etc.). While these do not
exclusively serve international supply chains, they do provide a critical element in the pro-supply chain package
of disciplines.

To study the increase in deep RTAs in the late 1980s and early 1990s, we focus on the provisions most
plausibly linked to international production sharing, namely: the Agreement on Trade-Related Investment
Measures (TRIMs), the Agreement on Trade Related Aspects of Intellectual Property Rights (TRIPs),
competition policy, IPR, investment, movement of capital, approximation of legislation, industrial tariffs,
customs and GATS. Figure 6 plots the total number of such provisions included in the stock of RTAs signed
between 1958 and 2011. It also plots the total stock of all RTAs signed (i.e. those in the WTO data base). The
results illustrate the sharp acceleration in deep provisions in RTAs, in conjunction with the boom in unilateral
tariff cutting and BIT signing.

12. The European Union frequently uses RTAs as a form of foreign policy, so many non-trade issues creep in.

13



Table 2. Example of deep RTA provisions in the WTO database

Customs

State trading firms
State aid

Public
procurement
TRIMs

GATS

TRIPs

Competition
policy

IPR

Investment

Capital movement

Provision of information; publication on the Internet of new laws and regulations; training.

Establishment or maintenance of an independent competition authority; non-discrimination regarding
production and marketing condition; provision of information; affirmation of Article XVII, GATT provision.

Assessment of anti-competitive behaviour; annual reporting on the value and distribution of state aid
given; provision of information.

Progressive liberalisation; national treatment and/or non-discrimination principle; publication of laws and
regulations on the Internet; specification of public procurement regime.

Provisions concerning requirements for local content and export performance of FDI.
Liberalisation of trade in services.
Harmonisation of standards; enforcement; national treatment, MFN treatment.

Maintenance of measures to proscribe anti-competitive business conduct; harmonisation of competition
laws; establishment or maintenance of an independent competition authority.

Accession to international treaties not referenced in the TRIPs Agreement.

Information exchange; development of legal frameworks; harmonisation and simplification of
procedures; national treatment; establishment of mechanism for the settlement of disputes.

Liberalisation of capital movement; prohibition of new restrictions.

Source: WTO www.wto.org/english/res e/publications e/wtr11 dataset e.htm.
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US and Japanese deep RTA “templates”

As it turns out, the deep provisions included in RTAs by two of the largest organisers of international
supply chains — the United States and Japan — feature some very stark patterns. Figure 7 shows the frequency
with which each of the provisions shows up in US (left panel) and Japanese (right panel) RTAs included in the
WTO database. The blue bars show the share of all agreements that mention each provision; the red bars show
the share of provisions with legally enforceable language.

As we see, the United States is remarkably consistent in its provision coverage. Only 12 of the
52 provisions are included in most US RTAs, taking 80% as the threshold for “most”. While most of the
12 provisions involve deeper-than-WTO disciplines, they also include beyond-WTO disciplines in services,
TRIPs, TRIMs, customs co-operation and procurement. These aim to encourage international supply chains
(particularly IPR, investment restrictions and assurances) and the free movement of capital. Japanese RTAs
show a fairly similar basic pattern.

Figure 7. Share of US and Japanese agreements with deeper provisions
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Figure 8. Share of European Union and rest of world (RoW) agreements with deeper provisions
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As we noted above, the European Union’s RTAs are much more diverse (Figure 8, left panel). Most
EU firms have international supply chains within the European Union itself. Hence, the disciplines for German
supply chains in Poland (for example) are underpinned by the ultimate deep RTA — the Single Market.

RTAs that do not involve the world’s largest organisers of international supply chains — namely, the
United States, Japan and the European Union — are very shallow and only rarely include 21* century disciplines.
This shows that 21* century RTAs are really about North-South supply chains.
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3. Economics of 20™ century and 21* century trade

Globalisation is often mistakenly viewed as linear — a progressive integration of national economies driven
by lower technical and man-made trade costs. The traditional analysis of regionalism is based on this
misunderstanding (Krishna, 2013; Bhagwati, 2008). In reality, globalisation leapt forward with two
breakthroughs in “connective” technology, namely, transportation and transmission (Baldwin, 2006b).

The transportation breakthrough is called the “first unbundling”. It allowed consumption and production to
be separated by great distances, while production stages remained bundled in factories and industrial districts.
Its main impact was the increased ease with which goods crossed borders.

The transmission breakthrough (the information and communications technology (ICT) revolution) is the
“second unbundling”. It allowed production stages to be unbundled and dispersed across international
boundaries. Its main impact was felt in the increased ease with which ideas crossed borders.

The two unbundlings are very different, a point that is not widely understood. This section lays out the
basic economic differences using simple partial equilibrium diagrams.13 We first touch on the essential
differences between 20™ and 21% century trade.

20th and 21st century comparative advantage

Traditional (20" century) trade concerns goods where the producing nation accounts for the vast majority
of the export’s value added. In this case, exports are basically a bundle of national technology and production
factors. Comparative advantage is purely a national concept.

The liberalisation of 20" century trade allowed nations to exploit their comparative advantage better by
trading more, focusing production on what they did best while importing the rest. As productive efficiency
grew, higher trade went hand in hand with higher welfare. Rather than alter nations’ comparative advantage,
20" century trade agreements strengthen existing comparative advantages. To put it differently, the trade system
is used to sell and buy goods.

Twenty-first century (supply chain) trade concerns the complex international flows of goods, services,
ideas, capital and people that arise when production processes are internationalised. While trade of goods is the
most easily observed and best measured of these flows, trade is not the heart of the matter. The key to
21% century trade is the recombination of technology and factors across nations. In its most direct form,
21% century trade involves high-tech firms from high-wage nations that combine their managerial, marketing
and technical know-how with low-wage labour in developing nations. This “technology lending” bears many
names: foreign affiliates, joint ventures, contract manufacturing, offshoring, re-importing, export platforms, etc.

A more indirect form of 21%century trade involves importing intermediates that embody foreign
technology and productive factors. Here, technology and factors are recombined across nations through the
transfer of foreign know-how and factors embodied in imported parts and components (Jones, 1980; Deardorff,
2005).

In both cases, comparative advantage becomes a multinational concept. A key point here is that the trade
system is being used to make things. Consequently, 21% century trade agreements can alter comparative
advantages. One nation’s exports become competitive based not so much on the easier movement of goods, but
on the easier cross-border movement and combination of several nations’ technology, labour and capital in the
context of internationalised production networks.

13. For example, basic Vinerian economics assume goods derive 100% from the exporting nations and ignore
the impact of RTAs on production sharing. This 20™ century view still dominates thinking on RTAs (see
Krishna, 2013).
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Twentieth-century trade: Basic economics
To contrast 20" century and 21% century regionalism, we start with the familiar Vinerian analysis.

The well-known RTA diagram (Figure 9) is a three-nation (“Home”, “Partner” and “RoW”) framework
. 4 . . .. .
with three goods, numbered 1, 2, and 3. To enable comparison, we assume all nations are symmetric in size
and tariff levels. All markets are also symmetric, but comparative advantage is staggered — each nation exports
two goods and imports the other. Since each nation has two sources of imports, each market can display tariff
discrimination.

We study the market for only one good, the good that Home imports. The diagram shows the relevant
export supply curves (marked XS) for Home’s two potential suppliers (Partner and RoW). The horizontal sum
of the XS curves, in the absence of tariffs, is MS™". All nations have a specific “T” tariff on all goods to start
with, so the sum of import supply curves is MSM™ (MS'" shifted up by T). Home’s internal price is “P”; the
border price is P - T (which is what Partner and RoW exporters receive).

When Home and Partner sign an RTA, tariffs between them drop to zero. MS shifts to MS™* and Home’s
internal price falls to P’. There are two border price effects. Partner sees its export price rise to P’, while RoW
sees its export price fall to P’-T. Partner exports expand (trade creation) and RoW exports contract (trade
diversion). Identical things happen in the market for the good where Home is the exporter and Partner and RoW
are the importers.

Three elemental Vinerian effects

In terms of international political economics, three elemental effects apply (Baldwin, 2009). Smith’s
Certitude notes that tariff preferences benefit exporters who receive them (area D+ D, in the diagram).
Haberler’s Spillover notes that tariff preferences harm exporters who do not receive them (area E). Viner’s
Ambiguig points out that discriminatory tariff removal has ambiguous overall welfare effects on the RTA
partners.

The domestic political economics are equally simple. Domestic trade usually turns on commercial
interests. Consumers are usually disorganised and governments (at least in rich nations) tend to underplay tariff-
revenue considerations when considering trade deals. Home’s import-competing producers oppose the RTA
because it lowers the price to P’. Home producers of its export support it because their export price rises to P’
(remember that all markets and nations are symmetric in this illustration). Thus, the politics of the RTA pits
Home’s exporters against Home’s import competitors. A similar array of special interests determines Partner’s
stance on the deal.

14. Many authors use the small-open economy version of this diagram, which would prevent us from
considering third-nation effects that are the heart and soul of the Vinerian comparison of multilateral and
regional tariff cutting. The small-open version is useful for considering the impact on the home country in
isolation.

15. Home welfare impact in the good Home imports is A+B-C1-C2, but Home gains the equivalent of D1 and
D2 in the market for the good it exports to Partner. Since D1 = C1, the net effect is A+B+D2-C2.
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Figure 9. The RTA diagram
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Source: Author’s elaboration on diagrams in Baldwin and Wyplosz (2012, Chapter 5).

Non-tariff barriers, slanted multilateralism and negative trade diversion

While classroom analysis of regionalism almost always focuses on tariffs, recent RTAs often include
deeper provisions, as discussed above. Since the differences between tariff and non-tariff barriers have
important implications for interpreting the empirical evidence, we illustrate this trend with the PTA diagram.

Trade falters when the price of imports in the importing nation differs from the price in the exporting
nation. Free trade is defined as the absence of such a gap. The gap compromises many elements, such as tariffs,
logistics (e.g. shipping, insurance, port clearance fees, etc.) and technical barriers to trade (TBTs) — the cost of
adapting foreign products to the importing nation’s particular regulatory regime. Figure 9 assumes the whole
gap was due to a tariff. In the next illustration, the whole gap stems from a “frictional” barrier, which does not
generate rent or revenue to anyone as it merely raises the cost of importing.

We can alter the basic PTA diagram to determine how the reduction of regulatory and related barriers
(TBTs, poor infrastructure services, bad ports, etc.) can be so different. To keep things simple, we suppose the
tariff-equivalent of the frictional barriers is “T”. We study two policy experiments: fully discriminatory and
partially discriminatory frictional barrier liberalisation.

In the first experiment, Home completely eliminates T for imports from Partner, but not for imports from
RoW. In the second experiment, eliminating T in the context of an RTA with Partner has a positive spillover for
RoW, i.e. the Home-Partner RTA leads to lower frictional barriers for RoW, but T falls to T’ rather than zero.
The point here is to reflect the reality that since many NTB liberalisations come without rules of origin, the
beneficial effects tend to be less exclusive (as argued above).

Figure 10 shows the analysis. Again, the initial situation is where T is applied to imports from Partner and
RoW, so Home’s MS is MSyen. The fully discriminatory liberalisation has positive effects that are identical
to the discriminatory tariff liberalisation. The relevant MS curve is MSnrg(). The new price is P’, which means
a rise in the export price for Partner, but a drop in the export price of RoW. These price effects produce the
usual trade creation and trade diversion. Home gains area A, Partner gains area C+E and RoW loses area D.
Since there is no loss in tariff revenue, Viner’s ambiguity disappears for frictional barrier liberalisation. Apart
from the welfare effects on Home, this is identical to the Figure 9 analysis.

The partially discriminatory liberalisation has quite different trade and welfare effects. When the RTA
between Home and Partner results in the full elimination of T for Partner exports and a partial reduction of T to
T’ for RoW, the relevant MS curve is MSnrg(2). The Home price is lower at P’, so Partner sees its price rise to
P’ and RoW sees its price rise to P’-T’. Note that both exporters see their price rise, but the rise is less important
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for RoW. As usual, Partner exports more, so we should see trade creation. The unusual outcome is that we
should also see “negative trade diversion” — RoW exports would also rise with the “preferential” agreement, but
less than Partner’s exports.

The partially discriminatory liberalisation raises welfare for all three nations: for Home by A+B, for
Partner by E and for RoW by F.

Figure 10. Preferential frictional barrier liberalisation
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Summary

For traditional trade, preferential tariff cutting allows each nation to exploit its comparative advantage
better by exporting more (trade creation). Since preference for one is discrimination for the others, this trade
creation partly occurs at the expense of third-nation exports (trade diversion). For frictional barriers liberalised
by RTAs, the trade effects may be similar to those of a preferential tariff cut. However, we may also see
negative trade diversion, where the RTA boosts Home’s imports from both Partner and RoW, but RoW exports
rise less than Partner’s. Section 4 below discusses the many studies that find evidence for “negative”, or
“reverse”, trade diversion.

Twenty-first century trade: Basic economics

The PTA diagram does not allow us to consider how production internationalisation can shift trade patterns
independently of trade liberalisation. It is therefore not the right framework to study 21* century regionalism
and multilateralisation. Two new diagrams will serve this purpose.

This sub-section assumes that all trade in goods is costless and free of all natural and man-made barriers.
Since in this context a 20" century RTA would have no effect whatsoever, any observed trade effects stem from
factors unrelated to 20" century regionalism.

Twenty-first century RTAs foster two individual aspects of production unbundling: (i) direct
recombination of national comparative advantages via foreign affiliates (e.g. offshoring); and (ii) indirect
recombination via new trade in parts and components (i.e. the foreign technology and factors are embodied in
imported intermediates).We illustrate each of these in turn.
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Directly recombining Northern technology with Southern labour

Let us consider a world with two nations where one nation has better technology, but higher wages than
another nation. For convenience, call the high-tech, high-wage nation “North”, and the low-tech, low-wage
nation “South”. To start from the familiar setting of 20" century trade, we open the analysis assuming free trade
in goods, but no international mobility of technology. The point is to consider the impact of a deep RTA that
alters South’s domestic policy environment in a way that makes it safe for North’s high-tech firms to apply their
know-how in the South. After the deep RTA, the firms’ technology can move internationally, but stays under
their control.

The first point to keep in mind is that technology will not flow both ways. North’s firms will find it
profitable to combine their high-tech know-how with South’s low-wage labour. South’s firms, by contrast, will
never want to combine their low-tech know-how with North’s high wages.

To highlight how different this outcome is from the traditional view of trade liberalisation, consider a
historical analogy, the 19" century mass migrations to the New World. In the late 1800s, there was a big gap
between the land-labour ratio in the Old World and the New World that made European wages lower than New
World wages. As land could not be moved, labour went to land. This movement of nations’ “sources of
comparative advantage” had big effects on world trade patterns. In particular, the New World became a major
exporter of land-intensive goods such as food and cotton (O’Rourke and Findlay, 2009).

In the 21% century, the big gap is in the technology-labour ratio. Twenty-first century globalisation is very
much about technology (broadly defined to include marketing, management and technical know-how) moving
to labour. This outcome has many monikers — offshoring, fragmentation, vertical specialisation, production
unbundling, production sharing, GVCs, etc. We call it supply chain trade, or 21* century trade. Note the
difference with 20" century trade, where all the sources of comparative advantage are immobile and the goods
trade is the only way of exploiting comparative advantage.

Figure 11. Impact of 21st century RTA: Switching comparative advantage
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To illustrate the effects in a simple diagram, we focus on the market for a single good, namely the good
that North initially exports (Figure 11). The middle panel shows the world supply and demand curves (Sy and
Dw), with superscripts indicating the regime: FT for free trade, SC for supply chain trade. The left panel shows
South’s supply and demand curves.

Note that before the deep RTA is signed, South’s supply curve is SgT; North’s supply curve is SET,

reflecting the combinations of national technology and national factors (North produces in North and South
produces in South). Here, we assume that North initially has a comparative advantage in the good (i.e. North
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exports the good since its technological advantage outweighs its labour cost disadvantage; this is why S;:T is

higher than S};r ). As there are no tariffs or trade barriers of any kind, P"" is the price in both nations.

After the deep RTA is signed, North’s firms have the assurances they need to move their tangible and
intangible assets to South. Given the wage differences, this is a profitable move and an international supply
chain arises. Since production in South involves Northern technology and Southern labour, South’s supply

curve shifts down to Sgc. Nothing happens to North’s supply curve, since its production still uses its own
technology and labour. In a nutshell, the main changes are:

e World supply shifts out to Sf‘,,c , the price drops from P to P°C and global production increases;

e Trade volume rises, but North and South swap comparative advantage;
e South switches from importing to exporting the good;

e North stops production and starts importing the good.

Note how this “trade creation” does not stem from lower trade barriers (trade is costless both before and
after the RTA). Rather, the trade volume rises due a recombining of the nations’ sources of comparative
advantage.

The domestic political economics are very different for supply chain trade than they are for traditional
trade. To see this, we focus on three groups in each nation — firms, workers and consumers (remember that there
is no tariff revenue, so the government is not directly affected). To link production and workers’ interest
naturally, we assume that a nation’s firms share a fixed share of their producer surplus with the local workers.'®

The political economy follows from welfare effects on the groups. North’s firms see their supply curve
drop when they can use cheaper labour (far right panel). The producer surplus is area ¢ under the FT and area b
with supply chain trade, so North’s firms gain c-b; if this is not positive, no offshoring arises. South’s firms exit
and lose area a, but Southern workers are likely to gain as there is more producer surplus to share. Thus, while
North’s firms and consumers favour the SC regime, North’s workers oppose it. Meanwhile, South’s firms
oppose it, but workers and consumers support it.

Notice how standard commercial pressures for tariffs disappear with this type of liberalisation. Since
North’s firms are producing in South, they do not lobby for protection in North; South’s firms no longer import,
so tariffs become useless. If our examples included tariffs, all political economy support for the initial tariffs
would evaporate after the offshoring. As for third nations, the price drop would harm the welfare of exporting
nations and help that of importing nations.

Let us now examine how 21* century RTAs can switch comparative advantage more indirectly.

Unbundling upstream and downstream production

In the previous example, international supply chain arises only in final goods. In the real world, production
unbundling typically involves intermediate goods (Ando and Kimura, 2005), so we introduce a diagram to
capture this important aspect of 21% century trade."” To spotlight the indirect recombination, we revert to
assuming that technology is immobile, but continue to assume that trade in goods is perfectly free.

In the pre-RTA world, all production stages in both nations are bundled spatially (in factories) to save on
communication and co-ordination (not trade, as those are set to zero) costs. Moreover, exports consist of 100%
local value added.

16. In a model where firms and trade unions have bargaining power, the equilibrium the share could be
determined by Nash bargaining.

17. Also see Gereffi (2001) for early examples and the website http://www.globalvaluechains.org for abundant
recent case studies.
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Consider what happens when this initial situation is changed by two developments. The costs of co-
ordination fall with the ICT revolution and the nations sign a deep RTA that provides the assurances needed to
stimulate offshoring. As a result, production of intermediate goods and final goods take place in different
nations. In other words, the production process is internationalised.

We illustrate this with a simple diagram where there a single upstream (i.e. intermediate) good called Y
and a single downstream good called Z (the mnemonic is that Y comes before Z, so Y is upstream of Z). The
linked diagrams (Error! Reference source not found.12) show the equilibrium in South for Y (left panel) and
Z (right panel); S is the supply curve and D is the demand curve, while the subscripts indicate the good. We
assume the input-output linkage to be as simple as possible; each unit of Z requires one unit of Y."® In addition
to the cost of input Y, there is a marginal local labour cost MSy to produce Z (right diagram). The supply curve
for Z is the vertical sum of MCz and the price of Y.

Figure 12. Supply chain trade with intermediate goods and no technology lending
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The idea here is that before the deep RTA and ICT revolution, it is too expensive or risky for South to
produce Y and Z in separate nations, so South makes its own Y locally. When this is true, the supply curve for Z
is MCy plus the equilibrium price of Py (set in the left panel). While South is producing Y and Z, given Sz,
South imports Z in an amount indicated as My (right panel).

The RTA changes this. Its deep disciplines lead to reliable supply chain logistics (express mail, air cargo),
telecommunications and business mobility (key managers and technicians moving to co-ordinate Y and Z
production), etc. Consequently, South can import Y. To obtain sharp results, we assume that after the RTA,
supply chain linkages become costless and perfectly reliable. Thus, South can start to import Y from the RTA

Partner at the lower price of P, reducing its own Y production to ny. The lower price for Y lowers Sz to S5

The key effects of this are that South switches from importing to exporting Z and starts to import Y. Note
how this trade creation did not stem from trade liberalisation per se (as there were no trade barriers before), but
rather from relaxed co-ordination (as opposed to transportation) constraints'*.

18. Dy is a derived demand curve, i.e. linked to the production of Z.

19. Obviously, one could find a tariff equivalent of the co-ordination barrier. Empirically, though, trade costs
fell little after the second unbundling, while ICT costs plummeted.
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Although we have not shown North (who produces the intermediates at a lower cost than South) explicitly,
it would be easy to draw a case where it exports Z before the RTA, but imports Z and exports Y after the RTA.
This is a clear example of how foreign technology and factors embodied in the imported component can
transform South’s comparative advantage, creating new trade for South in Y and reversing its pattern of trade in
Z.

Using the same three groups as before — firms, workers and consumers — the impact on South is clear.
Workers and firms in industry Y lose, as both the price and sales volume are lower. Workers in Z gain, as the
combined surplus of X and Y is maximised by sourcing inputs from the lowest-cost source. This suggests that
South’s government will favour the deep RTA, which leads to an overall expansion of its producer surplus.

There is no mystery in this outcome. Before the RTA, South had a latent comparative advantage in Z, but a
latent comparative disadvantage in Y. The RTA allows South to specialise in its comparative advantage sector.

While we have kept the RTA partner in the background, we can imagine several scenarios. The easiest is
to assume that North was exporting Z to South pre-RTA and is exporting Y and importing Z post-RTA. In this
case, Northworkers and firms in industry Z would oppose the RTA, while those in Y would support it.

4. The impact of regionalism: Empirics

The traditional 20™ century view of the economic impact of RTAs centres on the amount of trade created
and diverted. This view gained intellectual dominance among policymakers and economists in the 1950s and
1960s, when tariffs were high worldwide. But this dominance is not founded on empirical evidence. Decades of
empirical testing have yielded few solid results. Most of the work is based on the view that RTAs are mainly
about preferential tariff liberalisation and indeed, several recent high-profile publications assume they are only
about tariffs (Romalis, 2007). Given the above discussion of the limited relevance of tariff preferences in the
21* century, much of this work is no longer relevant. Nevertheless, we discuss the studies for completeness.

Shallow RTAs: Trade creation and diversion

Clausing (2001) uses detailed tariff data to show that the Canada-United States FTA had substantial effects
on trade creation, with little evidence of trade diversion. Fukao, Okubo and Stern (2003) find that North
American Free Trade Agreement (NAFTA) tariff preferences had effects on trade creation and diversion in a
handful of industries (e.g. clothing, cloth and some footwear products) where MFN tariffs applied by the
United States remained high. However, the tariff preferences had no statistically important impact on most
industries (e.g. motor cars and vehicles and television receivers). The authors take this as evidence that NAFTA
was working via 21* century trade channels (i.e. outsourcing) rather than tariff preferences.

More recently, Freund and Ornelas (2010) note that the conventional empirical strategy involves
estimating trade creation and diversion via the gravity equation, allowing researchers to control for income and
idiosyncratic factors related to the year, bilateral relationship and individual nation. They state that while “the
empirical literature is not entirely conclusive, it does suggest that trade diversion is not a major concern, though
in some agreements and sectors it may matter.”

One important study in this line, Magee (2008), uses data from the late 20" century to estimate the
creation/diversion effects of 15 separate RTAs, including NAFTA, the 1986 enlargement of the
European Union, the 1992 bilateral RTAs between the European Union and several Central European nations,
Mercosur, ASEAN and select RTAs among Latin American as well as African nations. Only 8 of the 15 RTAs
were found effective (controlling for other factors) in creating new trade among the partners.20 The other RTAs
neither increased nor decreased trade significantly. Moreover, Magee finds that NAFTA (the second-largest
RTA, whose internal trade accounts for about 8% of global trade) created trade and produced “reverse trade
diversion”. In other words, controlling for other factors, NAFTA made it easier, not harder, for excluded nations
to export to the United States, Canada and Mexico. This strongly suggests it is misguided to apply a Vinerian

20. The eight are the 1986 European Union enlargement, the Andean Community, Mercosur, the ASEAN
FTA, NAFTA and the Association Agreements linking the European Union and EFTA with Central and
Eastern European countries.
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analysis to the economic effects of NAFTA, as its provisions do not appear to act as preferential tariffs in the
aggregate.

Egger, Larch, Staub and Winkelmann (2011) find the trade creation effect is substantially larger when
using an econometric methodology that controls for reverse causality (i.e.the fact that nations that trade
unusually much also tend to sign RTAs, so the high level of trade is causing the RTA and vice versa). Studying
data on six Latin American RTAs, Freund (2010) shows that RTAs are not associated with trade diversion and
that preferential tariff reduction tends to precede external MEN tariff reduction in a given sector. This leads her
to conjecture that the lack of trade diversion may arise from unilateral MEN tariff cutting, which lowers tariff
preferences.

On the other hand, studies of areas and time periods where MFEN tariffs were still high tend to find more
evidence for trade diversion. Chang and Winters (2002) examine export price data for five non-member
countries’ exports to Mercosur. They find that tariff preferences granted to Argentina, Uruguay and Paraguay
caused substantial reductions in the prices received by United States, Chilean, German, Korean and Japanese
exporters to Brazil.

Yeats (1997) finds that goods for which Mercosur members did not have a revealed comparative advantage
displayed the fastest intra-Mercosur trade growth. They interpreted this correlation as evidence that Mercosur
diverted trade in the late 1980s and early 1990s. Note that this was before Latin America’s big unilateral MFN
tariff cuts were fully implemented (see Figure 3), so Mercosur initially created large margins of preferences.
Yeats’ findings are probably no longer relevant as the unilateral tariff cuts by Brazil would have greatly reduced
the Mercosur-linked tariffs preferences.

Deep RTAs and supply chain trade

Analysts have only recently begun to focus on the impact of deep RTAs on trade through other channels
than trade creation and diversion. The seminal analysis by Orefice and Rocha (2013) shows that deep RTAs
tend to foster trade in production networks among RTA members (with an average effect of 12 percentage
points). Their strongest findings are for industries where international production networks are most prevalent,
e.g. electrical and mechanical machinery. For example, while deeper RTAs boost supply chain trade by 36% in
automotive parts and 11% in information technology (IT) products, the impact is statistically insignificant
impact for trade in textiles. The result for IT products, on the other hand, is particularly significant as tariffs in
this industry have been set to zero at the multilateral level since 1997.%' This is highly informative as we know
there can be no tariff preferences in this industry, so the trade creation result must stem from the deeper
elements of the RTAs.

The authors also find that two nations that already trade in production networks are more likely to sign a
deep (as opposed to a shallow, tariffs-only) RTA. The effect is five times stronger for North-South agreements.
This latter finding is particularly interesting, since it is likely that RTAs are allowing Southern nations with
weak institutions to use the RTAs to make their domestic pro-offshoring reforms more credible. Finally, the
positive effect of production network trade on deep integration is driven largely by Asia, where international
production sharing has flourished the fastest.

These findings help to explain the seemingly paradoxical rise of deep integration at a time when preference
margins are shrinking. The conclusion is that partners are not primarily exchanging market access when they
sign RTAs. Rather, they are locking in disciplines that foster offshoring and the 21% century trade that comes
with it.

Damuri (2013) pursues a related empirical strategy, but uses a different measure of RTA deepness. He
tests the hypothesis that countries that are intensely involved in international production networks are more
likely to sign deep RTAs, especially with their most important production-sharing partners. He also decomposes
the link between production sharing and deep RTAs into non-bilateral (or general) and bilateral (partner-
specific) effects. The general effect — the extent to which a particular country wishes to be connected to an
international production network — is captured by multilateral trade in parts and components. The partner-

21. This was accomplished through the Information Technology Agreement.
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specific effect — the importance of a given partner in the country’s production network — is embodied in bilateral
trade of parts and components. While deeper RTAs reflect both factors, the general effect dominates. This
finding is quite robust to changing samples and specifications or the use of alternative indicators. The idea is
that international production sharing is very much a network of related firms, rather than a simple bilateral
connection between firms in two nations.

Figure 13. Recent estimates of trade creation and trade diversion
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Source: Acharya et al. (2011).

Acharya et al (2011) present complementary findings, based on data drawn from the period after the
massive unilateral tariff liberalisation documented in Figure 3. If one thinks of RTAs as being mostly about
tariff preferences, their estimates show a curious pattern of trade creation and diversion (Figure 3). However,
realising that tariff preferences were low for their estimation sample (see the related reasoning in Section 2), the
findings are easily understood.

The most strikin% finding is that almost all of the RTAs have led to reverse trade diversion, i.e. external
trade creation. In a 20" century analytic framework, this would make no sense as tariff preference for partners is
tariff discrimination for third nations. Here, the RTAs create trade for member and non-members alike.

The most likely explanation is: i) the RTAs they look at liberalised frictional barriers that lower trade
barriers for all nations, but more so for RTA members. As the Figure 10 reasoning showed, we should expect
this to lead to trade creation among RTA partners and “negative trade diversion” with non-RTA nations. This
suggests that RTAs act more like general trade liberalisation schemes — but slanted toward members — although
where the Common Market for Eastern and Southern Africa and Caribbean Community are concerned, they
seem to act as general trade restriction schemes.
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Antras and Foley (2011) take a different approach, analysing the impact of the ASEAN FTA (AFTA) on
the level and nature of US multinational firms’ activity. They find that AFTA boosted the number of US firms
investing in AFTA members, as well as the size and sales of the affiliates within AFTA markets. While this
does not indicate a direct connection between 21 century RTAs and supply chain trade, it does illustrate that
RTAs like AFTA can have effects far beyond the traditional trade creation and diversion framework presented
in Figure 9. In this case, it seems that AFTA is affecting FDI patterns.

Summary

According to empirical evidence, tariff preferences no longer dominate regionalism in the 21 century. Studies
of recent data find that RTAs lead to modest trade creation and reverse trade diversion, suggesting that
traditional thought patterns (i.e. standard Vinerian analysis involving trade creation and diversion, as illustrated
in Figure 9) are incorrect or incomplete. The most likely cause of this very non-traditional outcome is that
combinations of GATT negotiations and unilateral liberalisations by developing nations have greatly reduced
the importance of tariff preferences. Thus, we should stop thinking of RTAs in terms of tariff preferences and
focus instead on their impact on frictional barriers and disciplines related to international production networks.
The few papers that directly test the impact of 21% century trade agreements concur that deep RTAs tend to
foster, and be fostered by, 21* century trade.

5. Liberalising 20" versus 21" century trade

As discussed above, 21* century regionalism is not a simple phenomenon. It consists of unilateral reforms
by developing nations, BITs and deep RTAs. By contrast, 20" century regionalism was driven mainly a search
for tariff preferences.

This section argues that the very different economics and political economy of 20" and 21" century trade
account for the very different liberalisation vectors.

e  Twentieth-century trade grew from a continuing process of tariff cutting through regionalism and
multilateralism.

e  Twenty-first-century trade, by contrast, did not progress at the multilateral level, but progressed
rapidly at the regional level.

Since this contrast has critical implications for multilateralising 21* century regionalism, we briefly review
the two phases of liberalisation and their associated political economy drivers.

Liberalising 20th century trade: Juggernauts and dominos

Modern multilateralism was born in 1947 with the signing of the GATT. Modern regionalism also started
in 1947, when regionalism was woven into the GATT (Article 24) and the Organisation for EEC launched
European regional integration.22

In the early 1960s, regional liberalisation kick-started multilateral liberalisation. The rapid progress of the
EEC customs union, combined with the United Kingdom’s 1961 application to join, prompted the United States
to seek to reduce preferences through the Dillon Round and Kennedy GATT Rounds (Ludow 2007; Dam 1970).

In 1964, regional and multilateral liberalisation boomed in tandem. The Kennedy Round began, the
United States initiated talks on its first RTA (the United States-Canada Auto Pact), and Australia and

22. See Irwin, Mavroidis and Sykes (2008), Pomfret (1997, Chapter 4), Zeiler (1997), Dam (1970, Chapter 2),
or Jackson (1997, Chapter 2.2). The United States had more direct interest in the Article 24 exception; in
March 1948, the United States and Canada concluded a secret draft protocol eliminating most tariffs and
quotas bilaterally, which was ultimately rejected by the Canadians for fear their industries would be
crushed or absorbed by their US competitors (Smith, 1988, p.39; Wonnacott, 1987, p.15; Chase, 2007).
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New Zealand signed an RTA, all in 1964. While South-South regionalism flourished on paper, few tariffs were
actually lowered.”

The next watershed year was 1973, which saw the launch of the Tokyo Round, as well as the massive
broadening of European regionalism through the accession of the United Kingdom, Ireland and Denmark. This
was also the year that the bilateral FT As between the EEC and all the remaining members of the European Free
Trade Association (EFTA) were signed.24 By the end of 1973, all industrial tariffs on intra-Western European
trade (almost half of total world trade at the time) had disappeared. All the nations that participated in these
effective RTAs (the United States, Canada and Western European countries) were ardent multilateralists. The
foremost distinction was not between regionalism and multilateralism, but between industrialised nations cutting
tariffs and developing nations that did not.

This remarkable correlation of regional and multilateral tariff cutting calls from some explanation. After
all, if we want to understand why the two are no long marching together in the 21% century, we need to
understand why they were in synch in the 20" century. I believe the answer lies in the so-called “juggernaut”
and “domino” effects.”

The schema in Figure 14 illustrates the basic reasoning. Tariff levels result from the political economy
balance between anti-trade and pro-trade forces inside each nation (typically, import-competing firms are anti
and exporting firms are pro). Tariff cutting occurs when something alters this balance. The key post-war novelty
was the reciprocity principle contained in the GATT: the announcement that foreign tariffs would only be cut if
domestic tariffs also were had a rallying effect. Domestic exporters added their voice to the tariff-cutting
coalition, leading to a drop in each nation’s politically optimal tariff and causing the success of the GATT
Rounds.

But this is not the end of the story.26 As tariffs dropped reciprocally — either multilaterally or regionally —
import-competing sectors shrank and wielded less influence on trade policy. Simultaneously, exporters in all
nations expanded and wielded greater influence. As this tilted domestic tariff-setting balance toward more
liberalisation in every nation, liberalisation tended to beget liberalisation. I dubbed this the “juggernaut” effect
(Baldwin 1994, Chapter 2.5).

Figure 14. Juggernaut and domino effects
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Feedback mechanisms:
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In the 20™ century, multilateral reciprocal liberalisation occurs in phases over five to ten years (see above)
and the necessary entry of exporters and exit of import competitors may take even longer. This naturally leads to
tariff liberalisation that is episodic and synchronised. Once the entry and exit has occurred, governments find it

23. See Holmes (2005) and Foroutan (1998).

24. See Baldwin (1997).

25. Baldwin (1994) is the first presentation of the juggernaut effect; Baldwin (1993) is the first presentation of
the domino effect. Bergstrand (1996) subsequently dubbed the first half of the domino effect “competitive
liberalisation”.

26. See Baldwin (1994), Staiger (1995) and Baldwin and Robert-Nicoud (2008).
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politically optimal to cut tariffs regionally and multilaterally. In short, once the tariff—cuttin% “juggernaut” gets
rolling, the political economy momentum keeps it rolling until it crushes all tariffs in its path.”’

Another feedback mechanism is the “domino” effect, whereby the signing of one RTA tends to induce the
signing of more RTAs. As FTAs reduce third-nation exports to the FTA nations, they stimulate third-nation
exporters to engage in new political economy efforts to persuade their government to redress the new
discrimination. In many cases, third-nation governments respond by signing new FT As with one or both of the
recently integrated par‘[ners.28 The dominos continue to fall as each new RTA increases the trade diversion
befalling excluded nations.

International political economy of 21* century trade liberalisation

Old-fashioned mercantilist exchanges of market access drove the political economy of 20" century RTAs.
The international bargain was, “my market for yours”.” With 21% century RTAs, the basic international bargain
is very different. It is “Northern factories for Southern reform”. This bargain is primarily bilateral, as the
factories come from a specific nation, e.g. Japan, and the reform is done by a specific developing nation,
e.g. Thailand. When a nation like the Philippines looks for Japanese factories, it goes to Tokyo to sign a deep
RTA, not to Geneva to finish the Doha Round.

There is nothing new in this. Regionalism underpinned international supply chains in the 1960s and 1970s
in North. US-centred production sharing was underpinned by the 1965 United States-Canada Auto Pact, while
production sharing among West European nations was underpinned by the EEC Common Market. Japan, the
only other manufacturing giant at the time, did very little production sharing and required no such disciplines.

This analysis helps explain why regionalism and multilateralism ceased to progress in tandem after the
second unbundling. On the one hand, the juggernaut and domino effects ran out of tariff “fuel”. The GATT
Rounds brought G7 nations’ tariffs down to very low levels and unilateral liberalisation did the same for
developing nations’ tariffs. Moreover, most GATT members are not deeply involved in production sharing, so
negotiating new disciplines in the WTO would be cumbersome and slow. On the other hand, negotiating deep
RTAs was fairly straightforward, given the “factories for reform” nature of the political economy drivers.

In fact, the new development in the 21* century RTA saga has been mega-regionalism, as exemplified by
the Trans-Pacific Partnership (TPP). If it concludes, it is likely to knit together many existing deep RTAs and
extend their coverage to new bilateral relationships.

27. Juggernaut is a mispronunciation of the Hindu deity of the Puri shrine, Jagannath, whose chariot — an
enormous and unwieldy construction — requires thousands to get rolling but was hard to stop once in
motion. See Baldwin (1994, p.73) for the first presentation of the idea, Baldwin and Robert-Nicoud (2009)
for formal modelling and Fugazza and Robert-Nicoud (2010) for empirical evidence.

28. See Baldwin (1993) for the original formulation of the domino theory, Baldwin (1997) for an early
application and Baldwin and Jaimovich (2009) for a formal model. Egger and Larch (2008) and Baldwin
and Jaimovich (2009 provide empirical support. On the theory, also see Bond and Syropoulos (1996),
Freund (2000), Yi (1996), McLaren (2002), Levy (1997) and Krishna (1998).

29. As Cooper (1971, p. 410) puts it: “The principle of reciprocity is designed to hold out the promise of export
gains to certain sectors of the economy, and thereby to establish a counterweight to those who will be hurt
by increased imports. Reciprocity attempts to build pluralistic support for tariff reduction.” Well known to
trade negotiators, this point was surely not novel to Cooper. Many made it subsequently, including
Roesseler (1978), Blackhurst (1979) and Baldwin (1980). For an early formal treatment, see Moser (1990)
or Hillman, Long and Moser (1995).Grossman and Helpman (1995) brought the basic logic of these early
papers to the attention of the broader community of trade academics.
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6. Multilateralising deep regionalism: Practical issues

Since 21" century regionalism centres on quite distinct policies from the preferential tariffs that drove
20" century regionalism, the multilateralisation of 20™ and 21" century regionalism should be quite different.
To flesh out this observation, this section turns to practical concerns surrounding the multilateralisation of 21%
century issues. To start with, we consider the nature of disciplines embodied in 21* century RTAs.

Multilateralising preferential agreements on services trade

Trade in services used to be called “trade in invisibles” — an outdated terminology reflecting the reason
why services trade faces different barriers than goods trade. With rare exceptions, services trade is regulated
behind the border, rather than at the border. See Borchert et al. (2012) for an inventory of services trade barriers.

In RTAs, services are classified by modes. Mode 1 comprises services which, like goods, are made in one
nation and sold to another. Mode 2 is consumption abroad (e.g. tourism). Mode 3 is basically FDI, and Mode 4
is short-term migration. Twenty-first century RTAs frequently address services in modes 1 and 3, although
Japanese deep RTAs usually include special provisions for temporary movement of key technicians and
managers. For details on the rapid spread of services RTAs, see Miroudot et al. (2010), Fink and Jensen (2007)
and Roy, Marchetti and Lim (2006).

Missing discrimination technology

A key feature in thinking about the multilateralisation of services trade is that discrimination across
importers can be technically difficult.

Services are intangible products. Establishing where they were “made” is not an easy task (value added
taxation of services faces the same challenge). Moreover, such origin-linked rules are frequently at odds with
the announced regulatory goals. For example, prudential regulations for insurance providers should assure
consumers that the insurance company is solid enough to pay claims when they arise. If the company is
sufficiently solid, its nationality should not be an issue one way or the other.

Given these facts, nations typically regulate services trade by imposing requirements on service providers,
rather than services themselves. For example, banks are only allowed to take deposits if they are subject to
prudential regulations that meet national standards. The nation does not tax or limit deposit-taking, it simply
forbids the bank from operating at all, or offering deposits.

Regulating services trade in this way creates huge loopholes in preferential access. For example, many
provisions in the Japan-Thailand FTA apply to “enterprises of the other Party”, which it defines as: (i) a
company constituted or otherwise organised under the law of the other Party and engaged in substantive
business operations in that other Party; or (ii) in the case of the supply of a service through commercial
presence, owned or controlled by natural persons of the other Party, or enterprises of the other Party in the sense
of point (i). Thus, an American service provider that is active in Japan benefits from the Japan-Thailand bilateral
agreement.

In a sense, the rules of origin for services in RTAs are “leaky”. For instance, while Sony can reasonably be
considered a Japanese company, Sony USA is a US company. As Miroudot et al. (2010) put it, “rules of origin
for services providers play an important role in minimising the distortions introduced by RTAs as firms from
third-countries can benefit from the preferential treatment of RTAs through commercial presence in the territory
of the parties.”

Due to these factors, Fink and Jansen (2009) argue that preferential agreements for services trade have not
created a tangle of preferences, as happened with 20" century RTAs. In essence, most services FTAs have
provided for “multilateralisation on autopilot”. The leaky rules of origin automatically multilateralise the
preferential market access to a certain extent, as third-nation service providers can pay to establish a presence in
one of the partner markets. Hence, unless all of the partners have equally stringent restrictions, the liberal rules
of origin tend to lower all RTA partners” MFN market access to that of the most liberal member (plus the extra
establishment cost).
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“Non-party MFN clauses”, a rarity in 20" century agreements, are yet another common feature of
21% century services RTAs. They allow the RTA parties to automatically enjoy any preferential treatment that
either party extends to other nations. This measure, akin to multilateralisation on autopilot, avoids a tangle of
bilateral privileges by automatically making the most liberal provision applicable to all parties.

Competition policy

Supply chain trade involves production abroad and this potentially exposes foreign firms to unfair competition.
Trade agreements have long reflected this concern. The 1958 Treaty of Rome took this threat so seriously that it
granted the European Commission direct regulatory powers on the matter. The worry was that anti-competitive
practices (e.g. domestic firms colluding against imports) would offset the liberalising impact of lower tariffs.

For many years, competition policy featured mainly in European RTA provisions (Figure 8). Today, they
are more prominent — especially with respect to state-owned firms, which often play a major role in emerging
markets. Solano and Sennekamp (2006) reviewed the competition chapters of 86 (overwhelmingly North-South)
FTAs, finding provisions on:

e adopting, maintaining, and applying competition laws
e  co-ordination and co-operation between competition enforcement bodies
e addressing specific forms of anti-competitive behaviour

e  competition principles reflecting core principles, including non-discrimination, due process and
transparency

e excluding, or altering the recourse to, trade remedies
e  dispute settlement
e  special and differential treatment for developing countries.

Of the two main approaches to competition policy, the European Union’s is more prescriptive, focusing on
persuading partners to embrace EU practices. The US approach centres on co-ordination and co-operation
between the existing competition authorities, acting on their own regulations. A third way is exemplified in the
Japan-Thailand FTA, which stipulates that each party shall promote fair and free competition by applying its
own rules, without discriminating on the basis of nationality.

Very few RTAs have explicitly discriminatory provisions in the competition chapters, even if they do not
specifically rule out preferential treatment. This is quite natural. Competition policy rests on domestic concerns
over fairness or economic efficiency, so a firm’s nationally is irrelevant.

In short, the commitments included in RTAs have a multilateral effect, despite being codified in a bilateral
agreement. For example, US firms in Turkey have the same rights before Turkish competition authorities as
EU firms, even though Turkey’s competition policy resulted from bilateral agreements with the European Union
(Kulaksizoglu, 2006). It is quite likely that this lack of discrimination is driven by the same issue that arose in
services trade, i.e. that it is difficult to determine a corporate’s nationality. As a result, nations tend to adopt
policies applicable to all corporate activity inside their borders, regardless of nationality. For this reason, RTA
provisions on competition policy and state-owned enterprises are best viewed as unilateral pro-business policy
reforms by developing nations. The RTA merely locks in an essentially autonomous non-discriminatory reform.

Investment: RTAs, BITs and capital movement provisions

The most visible aspect of GVCs is trade in parts and components. The second most obvious is FDI, whose
protection is a core element of the package used by many developing nations to join international supply chains.
FDI flows are protected by more than 2 800 bilateral investment agreements and 300 free-trade agreements with
investment chapters (Berger, 2013). The rights provided include national treatment (in the WTO sense), fair and
equitable treatment, and the freedom to move capital. Typically, these rights are enforceable before an
international tribunal rather than national courts.
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Two major approaches rule the global network of BITs (Berger, 2008). The European “admission model”
(used by the main developed and developing nations, including China), protects investments only after the FDI
meets the host country’s domestic laws and regulations. The North American “pre-establishment model” (used
by the United States since the 1980s, Canada since the mid-1990s and Japan since 2000), impinges to a much
greater extent on host nation prerogatives by restricting their screening powers. This restriction thus leads to
greater ex ante openness toward FDI.

To feel comfortable setting up supply chain operations in the nation, investors need to feel confident they
can control capital flows (e.g. capital expansion and contraction and profit repatriation). The global governance
in this area is fragmented (Lupo Pasini, 2011). It involves an array of policies not commonly associated with
trade (including capital controls and exchange restrictions). These are featured in the IMF rules, the WTO
GATS rules (for service-related investments) and the OECD Code of Liberalisation of Capital Movements (for
North-North flows).

To address this fragmentation and lock in liberal disciplines, many North-South deep RTAs include
provisions on capital flows. The investment chapter of the Korea-United States FTA requires both parties to
allow all in-and-out transfers related to the other party’s investment and explicitly prohibits currency market
restrictions.

As with services and competition, investment assurances lack effective discrimination technology. To
avoid relying on leaky rules of origin, the nationality of investments is not a concern in NAFTA. Its
Article 1106 prohibits nations from imposing performance requirements (related to export, domestic
content, etc.) on foreign investments — but the proscription applies to all foreign investors, not just those from
other NAFTA nations.

Technical barriers to trade (TBTs)

Although TBTs are a serious issue, they are extremely difficult to liberalise in trade agreements. Baldwin
(2000) points out that only two methods — hegemonic harmonisation and mutual recognition — have worked.
The European Union and United States apply hegemonic harmonisation with their smaller trade partners.
Mutual recognition is only possible among trade partners that profoundly trust each other’s regulatory systems
(e.g. in the context of the European Union, EFTA and the Australia-New Zealand Closer Economic Relations
Trade Agreement (ANZCER)).

Piermartini and Budetta (2007) surveyed a representative sample of 70 FTAs, 58 of which included TBT
provisions. Beyond simple measures such as transparency and notification, they found three types of
commitments: harmonisation of norms: mutual recognition of norms; and mutual recognition of certification
procedures of each other’s norms.

Apart from the European and ANZCER arrangements, regional TBT agreements’ liberalising elements
focused on mutual recognition of testing facilities in sectors such as pharmaceuticals and electrical equipment.
In mutual recognition agreements (MRAs) signed between the European Union and the United States, for
example, the European Union recognises the right of certain US laboratories to certify goods meeting EU norms
(which can thus be sold in the European Union), while the United States recognises the right of certain
EU laboratories to certify goods meeting US norms (which can thus be sold in the United States). This
arrangement lowers costs, since all US-norm testing previously had to be performed in the United States and all
EU-norm testing in the European Union.

As with all the other deep provisions, rules of origin make very little sense with regard to standards. One of
governments’ basic motive for standards — to avoid all bad goods from reaching consumers — automatically
makes them multilateral. If the goods meet the standard, their nationality is irrelevant as far as safety regulation
is concerned. This lack of rules of origin effectively multilateralises TBT provisions in RTAs.

Take the MRA between the European Union and the United States. While the MRA appears to
disadvantage Mexican firms in the EU market, the fact that Mexican firms can use US laboratories to prove
their products’ conformity with EU norms considerably reduces the discriminatory effect. Compare the MRA
with an FTA without rules of origin between nations A and B. Third nations — say, nation C — can still avail
themselves of A’s duty-free access to B by trans-shipping goods via A. While C’s firms are at a relative
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disadvantage compared to B’s firms, it can never exceed the trans-shipment cost. Similarly, having a testing
laboratory in the United States provides US firms with an edge over Canadian firms, but the advantage is
limited to saving on Canadian firms’ extra cost of having their products tested in the United States.

The case for more extensive multilateralisation of TBTs is subtle and indeed, worldwide TBT liberalisation
may not be a good idea: valid arguments (e.g.judicial competition and differences in preferences and
endowments) support allowing nations to set different regulations. There is no reason for South Africa and
France to have the same standards, and therefore little reason for mutual recognition of norms. On the contrary,
a common standard would likely harm both (Baldwin, 2000). Similarly, the wide gaps in income levels and
governance capacity at the global level rule out liberalisation. European (or any other) norms might not be
optimal for RoW, and vice versa (Bhagwati and Hudec, 1996).

Summary

A key lesson from the above discussion is that discrimination is difficult with regard to many 21" century trade
disciplines — rules of origin either make no sense, or are “leaky” since nationality is difficult to pin down when
it comes to services, companies and capital. This “leakiness” of the rules of origin dilutes the discriminatory
effects of RTA provisions. The key upshot is that multilateralising 20" and 21%' century regionalism present very
different practical challenges.

7. Which measures should be multilateralised?

While governance at the global level is clearly most efficient where tariffs are concerned, this statement is
less true for the deeper disciplines of 21* century regionalism. The question is, at what level should 21* century
disciplines be set — globally, regionally, bilaterally, or unilaterally? In other words, what is the appropriate level
of governance?

This question is not new. It arises within nations (e.g. should school curriculums be set at the national or
sub-national level?) and across nations (e.g. should air passenger transport rules be set nationally, regionally or
globally?).

The European Union has a long experience in this “allocation of competencies” — for instance, should anti-
competitive behaviour be regulated at the European Union, national, or sub-national level? After struggling with
the problem for six decades, it has largely adopted a set of principles to arrive at a set of answers.

The key EU principles are “subsidiarity” and “proportionality”. Subsidiarity means the European Union
should only be in charge of those policies where EU-level action is more effective than at national, regional or
local action. Proportionality means the European Union should be involved to the least extent necessary.

The EU answers are illuminating. Where external trade policy is concerned, the European Union
harmonises policy to maintain the customs union. Likewise, it controls state aids policy to avoid beggar-thy-
neighbour policies among members. Nations, however, are left entirely free to decide on corporate taxation.

“Fiscal federalism” as an analytic framework

Economists use the theory of fiscal federalism as an analytic framework to consider the governance-level
problem. Rather than provide clear-cut answers, this theory helps approach the question intuitively and
systematically.

Four key trade-offs permeate any consideration of the correct governance level.

Diversity of preferences: when people in different nations have very different preferences, a fully
multilateralised, one-size-fits-all policy may not be optimal. For instance, nations differ radically in their ability
and willingness to absorb foreign workers. A one-size-fits-all policy on temporary migration of workers will
therefore most likely not improve the welfare of all WTO members.

Economies of scale: joint action by many nations can frequently reduce costs and/or increase effectiveness.
The “Harmonized System” (HS) of trade classification is a good example. In principle (and in practice before
the Second World War), each nation could create and use its own categorisation of imports. Such fragmentation

33



would, however, cause firms to incur extra costs as they attempt to justify their product’s classification — e.g. to
determine the applicable tariff — differently for each importing nation. This is a matter of scale economies. With
a global coding system, firms can amortise the fixed cost of classifying their products over many more sales,
thus lowering their average cost.

Since 1950, the World Customs Organization (WCO) has helped reduced fragmentation by maintaining
the HS. In an interesting twist — which holds important lessons for multilateralising 21* century regionalism —
harmonisation only goes so far. While the system identifies about 5 000 categories at the finest level of
disaggregation (HS 6), nations are free to refine this further on a non-harmonised basis. The European Union,
for example, classifies imports down to the eight-digit level, the United States to ten digits and Japan to nine
digits. There is no harmonisation among these finer taxonomies.

Spillovers: many public policy choices involve positive or negative effects that cross sub-national and
national boundaries. Take production subsidies: when a nation subsidises its firms’ production, it generally
imports less or exports more; this supply shift tends to lower prices, with a spillover effect onto firms in other
nations. Thus, individually rational policies can lead to collective folly. This is a good argument for enacting
disciplines at the global level, as happens with the WTO Agreement on Subsidies and Countervailing Measures.
Yet spillovers can also be positive: innovation in one nation tends to spur growth in all, which is why the WTO
explicitly allows R&D subsidies.

The very existence of spillovers does not mean a rule should be set at the global level. Lower-level
governments can co-operatively take them into account, as with the voluntary setting of industrial standards.
Global rule-setting may also not be ideal when preferences vary considerably. France and other nations insisted
that the WTO treat “culture” differently than other commercial products. While the logic of mutual gains from
freer trade in goods is clear even in cultural products (e.g. films), the diversity of preferences for maintaining
national cultural production has led to the “cultural exception”.

The trade-offs highlighted here assume that governments are well-intentioned. A very different line of
thinking holds that policies should not be globally harmonised, so as to restrict governments’ ability to exploit
their own citizens.

Jurisdictional competition and democracy as a control mechanism: it is not uncommon for politicians and
government officials to systematically favour politically powerful special-interest groups — e.g. by granting
them tax breaks, subsidies and favourable laws — even to the detriment of average citizens. Hence, voters may
be well advised to keep their governments in check through the two chief control mechanisms of jurisdictional
competition and democracy.

Voters and firms can influence their government through either “voice” or “exit”. Voice means operating
within the system to change things. Exit — or jurisdictional competition — means to leave the jurisdiction
imposing the policy, forcing decision makers to pay closer attention to public opinion. If a particular policy is
globally harmonised, the exit option (which plainly applies more to firms than people) has no weight.

When policies are set at the national level, citizens and firms can directly influence policy choices, which
is much more difficult when policies are set at the global level. In this sense, national policy setting provides
them with more leverage to discipline their own governments’ welfare-lowering actions.

In short, policy making at the national level tends to improve government by forcing nations to compete on
policy choices and provide the “best value for money”. Just as in the marketplace, competition can improve
quality and reduce prices.

Current practices in light of the principles

While fiscal federalism provides a way of addressing the question of which 21* trade disciplines should be
multilateralised, it does not provide clear answers. It is therefore instructive to study two long-standing
WTO/GATT choices through the lens of this approach.

Since one nation’s tariffs have direct spillover effects on market conditions in other nations, tariff
disciplines are best set at the global level to reduce negative spillovers — which is why the first “T” in “GATT”
stands for tariffs. This classic solution, however, does not fit all cases. GATT did not insist every nation have
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the same tariffs, but rather that each nation’s tariff-setting mechanism respected certain rules, the foremost being
non-discrimination (Article 1). The rules on the deviations contained in RTAs are set at the global level (Article
24). Heterogeneous preferences and conditions play a role, in that the rules for discrimination are laxer for PTAs
among developing nations than for PTAs involving at least one developed nation.

By contrast, the GATT general principles governing non-discrimination behind the border explicitly
excluded government procurement (Article 3.8, “National treatment”). While the economic benefits of non-
discrimination apply as directly to government purchases as they do to private purchases, national preferences
varied too widely to justify a single discipline at the global level. Instead, a subset of WTO members banded
together to adopt the Agreement on Government Procurement, whose one-size-fits-all disciplines apply only to
its signatories.

The lack of spillovers

The spillovers are much less obvious when it comes to most deep RTA provisions. As seen in Section 0,
there is little empirical evidence for trade diversion. The practical considerations discussed in Section 4 help
explain why these PTAs are not, in practice, very preferential. Many deep RTA provisions come without
obvious rules of origin, or with leaky ones.

The deep RTA provisions involving property rights protection are similarly leaky. If an FTA between two
nations provides investment protection to firms operating in each other’s markets, third-nation firms may gain
the same protection by registering — or taking on a partner — in one of the RTA nations. Moreover, the RTA
signers may change their national laws to protect the property rights of all investors, with the fundamental
policy goal of fostering inward investment by all advanced technology firms, not just those from the partner
nation.

In other cases, the deep RTA provisions establish no preferences at all. For examg)le, the IPR chapter in the
United States-Korea RTA requires the parties to accede to various existing treaties. O Since these treaties are
open, the FTA is not creating a negative trade diversion spillover; it is merely a vehicle for locking in domestic
reforms.

Network externalities and “standards competition” analysis

The preceding analysis suggests there is a need to rethink approaches to multilateralising deep RTA
provisions. One way is to consider 21* century rules in light of network externalities and standards competition,
an economic reasoning that permeates the analysis of high-technology industries, such as apps for smart phones.
Apps are marked by clear network externalities. If lots of people use Apple phones, developers will write lots of
iPhone apps, and the availability of so many apps makes Apple phones more attractive. The same is true for
Windows-based smartphones and related apps.

Upon reflection, it is clear that this perspective is useful when thinking about the costs and benefits of
multilateralising 21* century regionalism. That is, the gains in multilateralising deep RTA provisions stem not
from eliminating negative spillovers, but rather from realising greater network externalities. For example, we
know there are about 2 800 BITs in existence, divided into two basic categories — the European and US models.
Here, the notion of network externality relates to the idea that home and host nations would be better off with a
single rulebook. In the case of smart phone apps, the existence of multiple operating systems makes it more
difficult to do business with friends using different systems.

30. The treaties listed are the Paris Convention for the Protection of Industrial Property, Berne Convention for
the Protection of Literary and Artistic Works, Convention Relating to the Distribution of Programme-
Carrying Signals Transmitted by Satellite, Protocol Relating to the Madrid Agreement Concerning the
International Registration of Marks, Budapest Treaty on the International Recognition of the Deposit of
Microorganisms for the Purposes of Patent Procedure, International Convention for the Protection of New
Varieties of Plants, Trademark Law Treaty, World Intellectual Property Organization Copyright Treaty and
Performances and Phonograms Treaty.
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Spillovers, harmonisation costs and level of governance

While network externalities tend to favour multilateralisation at the global level, there is a trade-off.
Multiple rulebooks exist on items such as IPR, investment assurances, BITs and capital mobility strictures.
Transforming these into common rules entails “harmonisation costs”. The question of multilateralisation must
balance these costs with the benefit of greater network externalities.

Figure 15 helps organise the analysis. The diagram plots the cost of harmonising rulebooks on the vertical
axis; it illustrates the benefit of harmonisation — namely, the importance of network externalities — on the
horizontal axis. In principle, while the costs and benefits could (given perfect data) be quantified in dollars, we
merely illustrate them here schematically as “high” or “low”. An important dimension, which does not fit easily
into the diagram, is the localness of the network externalities. Take BITs: since most trade and investment —
especially supply chain trade — is regional (Gamberoni et al., 2010), agreeing on common rules affecting supply
chain trade and/or the associated investment will likely have regional rather than global spillovers. More
precisely, the strength of the spillovers from harmonisation will diminish over distance. In the absence of an
explicit “distance” axis, we use the “high but most regional” category to indicate mostly regional or local
spillovers.

Figure 15. Schema for thinking about multilateralisation levels

Harmonisation

costA
Hieh National Hub & spoke Mega-regional or global

& rules regionalism multilateralisation

. Unilateral adoption Unilateral adoption
Low Non-issue .
of regional rules of global rules
> Gain from
Low Medium High common rules

Source: Author’s elaboration.

If we start at the bottom row (left side) with the case of low benefits of multilateralisation (i.e. low gains
from common rules) and low costs of harmonisation, the sensible option is to ignore the issue. Each nation does
what it wants and the cost of the missed opportunity of setting common rules at the bilateral, regional, or global
level is minimal. In the case of locally provided services, e.g. hotel services, each nation has its own regulations
and multinational hotel chains adapt.

Moving to the right, the next case entails medium-sized gains to common rules and low costs. The network
externalities are regional, rather than global, in reach. For example, the NAFTA approach to BITs started as the
US approach; while Canada and Japan unilaterally adopted it, Europeans did not. At the same time, the
economic dominance of the European Union has led its trade partners to tend toward the European model in
their own BITs.

The right-most case in the bottom row involves low costs and high benefits to global harmonisation of
rules. While examples of policies in this category abound, they are uncontroversial and therefore rarely
discussed. Most WCO and much International Organization for Standardization work involves identifying
“focal point” equilibriums for global co-operation and helping nations co-ordinate on them. The USB connector
is a good example. Adoption of a common standard provided a huge benefit to global trade, with low
harmonisation costs.

Turning to the top row, the issues get more contentious. The high harmonisation costs may stem from the
diversity of preferences across nations (e.g. income tax rates), or from more mechanical issues arising in
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complex regulatory regimes (e.g. banking regulation, where the Basel Committee is finding it massively
complex to move toward global standards).

The top-left category, “national rules,” contains most national economic policy issues, where spillovers are
small and costs of harmonisation are high. Nations set their own rules and no one complains, since there are few
spillovers. In the middle-top category, “hub and spoke regionalism”, the idea is that while the costs are high,
harmonisation offers major positive network externalities. In such cases, nations generally require some carrot-
and-stick mechanism — such as the domino effect from bilateral RTAs — to perform regional harmonisation.

A good example here is the spread of the NAFTA rules of origin. In Asia and Europe, rules of origin tend
to be based on value added principles. Firms — which already have to gather most of the required data for value
added tax purposes — find them clear, easy to implement and efficient. The United States, however, has no value
added tax and has adopted the “change of chapter headings” approach to rules of origin. Australia previously
used the value added approach, but switched to the US system when it signed an FTA with the United States. It
then convinced New Zealand, its long-standing FTA partner, to switch to the US system to avoid duplicative
administration. This regional harmonisation happened via hub and spoke — the carrot is tariff preferences and
extra investment from the hub (in this example, the United States), while the stick is the fear of being harmed by
trade and investment diversion. The hub has very little interest in turning this process into a plurilateral
discussion and the spokes have little commercial interest in discussing the issue with the other spokes orbiting
around the hub’s gravitational pull.”

The top-right entry in the schema represents the hardest case — high cost and high benefits — which requires
serious inducements to achieve harmonisation. The Agreement on Government Procurement (GPA) of the WTO
is a good example. The gains from freer competition for government purchases are large, both in terms of cost
savings and mercantilist export. However, the resistance from sheltered providers is equally fierce and requires
serious leverage to overcome.

The method currently applied is mega-regionalism. The United States in particular is orchestrating
plurilateral talks in the Asia-Pacific (through the TPP) and Atlantic (through the Trans-Atlantic Trade and
Investment Partnership (TTIP)) regions. Other talks are underway between Japan and the European Union,
Canada and the European Union and Canada and Japan. If these succeed, multilateral rules would most likely
resemble TPP and TTIP rules and global multilateralisation of deep RTA rules would essentially entail nations
adopting the TPP-TTIP rulebook unilaterally. If the mega-regionals fail, global level negotiations could
eventually multilateralise deep RTA provision.

A tentative list of deep RTA provisions to be multilateralised

Based on this reasoning, I propose that a shortlist of deep RTA provisions should include deeper
commitments on TRIMs, TRIPs, customs and GATS, as well as new commitments on competition policy, IPR,
investment, movement of capital and the approximation of legislation. But which of these provisions should be
multilateralised at the global level?

Investment rules: As argued in the introduction, today’s world of GVCs blends trade in goods, services,
investment and IP. As the WTO sets the basic rules on trade in goods and services, it seems natural it should
also set the basic rules on investment — but not in the form of a one-size-fits-all policy. The first step would be
to agree on basic principles, such as national treatment and third-party arbitration. WTO members would then
harmonise specific wording according to regional practices. The inspiration here is the GATS text, which sets
out some general guidelines, but leaves future multilateral trade and regional agreements to fill in most of the
fine print.

The gains from multilateralising investment rules would include bountiful network externalities from
reducing the tangle created by thousands of BITs. Moreover, thanks to the close analogy between trade

31. A similar pattern occurred in the Central American Common Market (CACM), when the United States
signed bilaterals with the Dominican Republic and CACM members using value-added rules among
themselves. After signing with the United States, CACM nations agreed to recognise origin based on either
the US chapter-heading rules or the CACM value-added rules.
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diversion and investment diversion (Baldwin, Forslid and Haaland, 1996), the idea that multilateralisation
would reduce negative spillovers applies as much to investment as it does to tariffs.

Another argument in favour of global investment governance is its impact on perceived systemic fairness.
As Lawrence (1996) argued, “Major regional arrangements could be dominated by considerations of market
power rather than the principles of a liberal trading order.” Thus, nations other than the largest global players
would have to either sign up and play by their rules or be left out in the cold. A multilateral agreement on
investment provisions could yield a more equitable outcome. The GATT (Article 24) restricts power
asymmetries in RTA talks. Both parties must arrive at zero tariffs on substantially all trade, which limits the
bigger nation’s ability to force an asymmetric deal on its smaller partner. Similarly, a global deal on investment
provisions could strengthen the hand of small developing nations faced the with large FDI emitters.

Finally, preferences have converged massively since globalisation’s second unbundling. For years, quasi-
Marxist thinking led developing nations to treat FDI as an attempt to steal the family silver. Now, they view FDI
as the most promising way to jump on the supply chain industrialisation escalator. These changed circumstances
have led the United Nations Conference on Trade and Development, the OECD, the International Chamber of
Commerce and Asia-Pacific Economic Cooperation to take steps toward multilateralising investment
disciplines.

Customs co-operation: The obvious network externalities arising from harmonised customs procedures
become especially important for 21% century trade, where delays of days (or even hours) can create cascading
problems for firms along the supply chain. Discussions on trade facilitation — the only area where the WTO is
making some progress — have recognised this point.

Other issues: The diversity of preferences among supply chain participants would seem to limit the scope
for one-size-fits-all rules in other disciplines. In some disciplines, like competition policy, the disagreement is
mainly between the United States and the European Union. In others, like IPR, the divide is mainly between the
giant emerging nations (e.g. China and India) who have the market power to attract offshored industrial jobs
without offering strong IPR protection and all other nations. Nations with advanced technology favour strong
IPR, while small developing nations are willing to embrace the disciplines in exchange for Northern factories.

Multi-tier multilateralisation

Given the extreme difficulties of arriving at global one-size-fits-all disciplines, Baldwin and Thornton
(2008) suggest multi-tier multilateralisation.

The first — and loosest — tier would be for the WTO to establish voluntary best-practice guidelines for new
RTAs and modifying existing RTAs. The idea is to encourage nations to consider the impact of their agreements
on non-party WTO members and provide model language to reduce unnecessary wording differences across
RTAs. This modest step could involve a hierarchy of best-practice guidelines for North-North, North-South and
South-South RTAs. The inspiration here is Article 24 of the WTO, which imposes stricter standards on RTAs
between developed nations than the Enabling Clause does on RTAs between developing nations. The WTO
could also consider a “super-developed” nation standard — a sort of gold standard of 21* century RTAs.

The second tier would consist in setting a set of minimum principles, e.g. national treatment, third-party
MEN and transparency. The idea is to take advantage of the reduced diversity of preferences among WTO
members, many of which have signed RTAs with commonalities (albeit different details). This is akin to nations
agreeing to harmonise their import classifications at the HS-6 level, but having leeway to specify more detailed
categories. The first step here would be to launch a major legal research project documenting the similarities or
differences among the deep RTA provisions in practice.
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8. Conclusions

Trade and trade agreements used to be relatively simple.
e Trade primarily meant trade in “made-here-sold-there” goods.

e  Twentieth-century regional and multilateral trade agreements dealt primarily with tariffs and other
border-barriers.

e The key purpose of trade and trade agreements for governments was to help their firms sell things.

The internationalisation of production networks from high-wage to low-wage nations — call it the GVC
revolution — changed all this. The trade system is being used to make goods, rather than simply sell them. The
resulting transformation of international commerce and commercial policy has triggered a paradigm shift.

First, the definition of trade has been stretched. International commerce involves richer, more complex and
more interconnected exchanges. Put simply, the goods, services, ideas, people, know-how and capital that used
to move only within rich-nation factories are now crossing borders. This turned GVC-linked trade into a nexus
of trade, services, investment and IP.

Second, more complex commerce required more complex trade agreements. Deals that promote trade in
“made-everywhere-sold-there” goods must address disciplines related to the making as well as the selling of
goods. Trade agreements must provide assurances that (i) GVC-linked flows of goods, services, and capital can
easily cross borders; and (i) GVC-linked tangible and intangible property rights are respected.

Third, governments’ motives have shifted. For rich nations, 21% century agreements underpin international
supply chains that are critical to their firms’ competitiveness. The motives for most developing nations are quite
different. As GVC participation is the 21* century’s fast lane to industrial development, 21% century trade
agreements are keystones in many nations’ development strategies. Oversimplifying to make the Izoint, the
bargain behind 21" century trade agreements is Northern factories for Southern reform. For 20" century
agreements, the bargain was “my-market-for-yours”.

Fourth, the GVC revolution transformed trade governance. The complex and fundamentally bilateral
nature of the factory-for-reform bargain swung the centre of gravity decisively away from multilateral
governance. Ad hoc governance structures have materialised to undergird international production networks.
Since GVC networks are mostly regional, the governance responses have mostly been regional. The main
elements are BITs, deep RTAs between advance technology “offshorers” and low-wage “offshorees”, as well as
massive unilateral policy reform by developing nations.

The rise of mega-regional arrangements threatens to cement this new structure into place and further erode
WTO centricity. While the WTO remains relevant to 20" century trade, global rules for 21* century trade are
being written in the TPP, TTIP, TISA and the like.

The real threat to multilateralism

The rise of 21* century regionalism has been good for world trade. Despite slow progress by the WTO,
trade and trade opening have boomed. Thinking ahead, however, it is clear that global trade governance faces a
historical turning point. The current trajectory seems certain to undermine the WTO’s centricity, with the mega-
regionals taking over as the main loci of global trade governance. Without reforms that bring existing deep RTA
disciplines under the WTO’s aegis and facilitate development of new disciplines inside the WTO, the trend will
continue. At best, the WTO will continue to thrive as the institution underpinning 20th century trade flows.

This is not the only scenario. WTO centricity could erode beyond the tipping point where nations ignore
WTO rules, since everyone else does. The inability of the WTO to update its rules undermines the authority of
the dispute settlement mechanism. Judges are increasingly forced to make rulings based on previous judges’
rulings, instead of on agreements negotiated by consensus. Danger lies down this road. A WTO that cannot
finish negotiations and cannot effectively adjudicate would be moribund. The GATT/WTO would go down in
history as a 70-year experiment where world trade was rules-based instead of power-based.
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This darker scenario runs the risk of throwing global trade governance back toward a 19" century Great
Powers arrangement. Back then, dispute settlements and trade agreements arose from reciprocal negotiation
when two Great Powers were involved, but from exercises in pure economic muscle when Great-Power nations
dealt with other nations. This should worry all world leaders. In the first half of the 19th century, attempts by
incumbent Great Powers to impose rules on emerging powers paved the road to humanity’s greatest follies —
World War-I and World War-I1.

Multilateralising 21" century regionalism: A better way forward

One programme of preventive action would be to work toward multilateralising the deeper disciplines in
today’s deep RTAs and BITs. Many of these are embodied in national laws. Many are endowed with a public-
good nature, in the sense that they facilitate trade with all nations, not just the members of the RTA which
brought about the reform. While questions of consistency seem secondary for such measures, for other measures
—e.g. IP protection or investors’ rights — the various deeper disciplines do not appear clearly compatible.

Distinguishing the various categories of disciplines is an important task for trade scholars and
governments. The centricity of the WTO is not in peril if the various deep RTAs turn out to have implemented
reforms that are consistent with each other. Such disciplines might easily be multilateralised with WTO
agreements (e.g. the GATS) or plurilateral agreements (e.g. the Government Procurement Agreement). The
disciplines that are creating mutually inconsistent rules are more of a problem and need to be identified.

Part of this exercise will be to identify which deeper disciplines are more efficiently organised at the global
level and which are best set at the regional or national level. As discussed above, economic theory on the
allocation of tasks to various levels of government (fiscal federalism) could be used to determine which of the
deeper measures belong in the WTO and which are more appropriately dealt with in RTAs and/or national
legislation. Again, this is an open question for trade scholars, governments and practitioners.

More modest versions of 21* century multilateralisation can also be envisioned. The WTO could develop
some basic guidelines for deeper provisions in RTAs, akin to those on tariffs and services in the GATT and
GATS. For example, the GATS provides a few basic guidelines for services FTAs, but the FTAs fill in the
details for market opening. Even such very basic guidelines are completely absent when it comes to GVC-linked
provisions, such as competition policy, rights of establishment, FDI-linked capital flows, IPR and the like.

The way forward

To be practical, I suggest that the WTO start multilateralising 21* century regionalism by addressing
investment rules and customs co-operation. Any further action will face enormous challenges, as WTO
members find it almost impossible to agree on one-size-fits-all disciplines.

As an alternative, the WTO should consider multi-tier multilateralisation (Baldwin and Thornton, 2008).
The first tier — establishing voluntary best-practice guidelines for new RTAs — would encourage nations to
consider the impact of their agreements on non-party WTO members and help reduce differences in wording
(and thus interpretations) across RTAs. The hierarchy of best-practice guidelines — tailored to North-North,
North-South and South-South RTAs — would allow for developmental differences.

The second tier would involve agreeing on basic principles — including national treatment, third-party
MEN and transparency — already widely included in deep RTAs.

Whatever happens, the global system of trade governance will be transformed by the end of this decade.
As in the 1930s and 1940s, global trade rules are being written by a handful of powerful nations. On the current
trajectory, mega-regionalism will sideline multilateralism and undermine the centricity of the WTO.
Multilateralising these new rules would help ensure that today’s situation ends up like the latter half of the 20™
century instead of the first half.
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