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Free Trade Agreements: Praise and Prejudice

Aldo Matteucci, former Deputy Secretary-General of EFTA, Geneva

I have dabbled in Free Trade Agreements (FTAs) for 25 years now, first as a practitioner, then as a teacher of young diplomats from 3rd world countries. I shall not claim more than to be a jaundiced amateur.

What is a Free Trade Agreement?

Free trade, I suppose, was invented together with tariffs. Tariffs are a rent on trans-border trade. Rulers charged tariffs to let goods flow through their territory. Rulers and local authorities charged tariffs on imports to earn revenue. Rulers charged tariffs to protect local industry. Tariffs begat tariffs: trade dwindled, and everyone became worse off. The solution: reciprocal tariff reduction and – in the best of all worlds – free trade.
Europe was long a motley collection of warring states. Tariffs were a scourge, or at least harassment - a damn nonsense. I still remember local tariffs being imposed at the gate of Milan in the 50s. Europe grew around the idea of free trade. German states first established some sort of customs union in the mid-nineteenth century. They saw it as the first step toward political integration. Economic and political integration have been intertwined ever since.
There are over 100 hundred FTAs in force in the world today. They represent what the free trade stalwart Jagdish Baghwati dismissively calls the ‘spaghetti bowl’ of international trade, or the proverbial ‘can of worms’.

They come in all flavours, shades and colours, so we’ll have to determine first what one is talking about.

An FTA is an agreement that conforms to Art XXIV of GATT/WTO, i.e. an agreement that foresees the elimination of customs tariffs on “essentially all the trade” of two or more partner states. Such an agreement is called ‘preferential’.
· Customs unions – like the EU – would qualify as an FTA. Whether MERCOSUR qualifies is anybody’s guess;
· Singapore may have signed this or that agreement that would qualify under the definition;
· The EU has surrounded itself with a host of FTAs – first with the EFTA (European Free Trade Association) countries; then with neighbouring countries (as a preliminary to accession; also with former colonies (the ACP-countries); and now with important trading partners (Mexico, SADC, Chile, etc.). All of these agreements provide for free trade in industrial goods – agriculture is treated separately and often in miserly fashion;
· NAFTA includes some services components, and is a ‘one of a kind’ agreement that fulfils most criteria for an FTA;
· ‘Framework agreements’ are often called FTAs – but if they only contain ‘statements of intent’ rather than operable commitments they are impersonating FTAs;
· Developing countries have created ‘free trade areas’ among themselves – e.g. the Arab League has such a thing. Under the WTO ‘enabling clause’ these countries are allowed fool’s freedom.

All FTAs are notified to WTO for evaluation and eventual approval. No FTA has ever been approved by the GATT/WTO Council. I do not expect this to take place anytime soon, though I could see a deal coming out of the Doha Round that would ‘grandfather’ all existing agreements – without prejudice for future deals.

What is the content of an FTA?

FTAs are ponderous things – they come in 1, 2, or more kg sizes. The EFTA agreements contain about 30 main articles, and dozens of annexes, protocols, and letters of understanding - whatever. NAFTA has over 1’000 articles and as many lawyers. So let’s list quickly the main elements:

(1) Free trade in goods

Free trade should be obtained by all partners after a decent interval in which tariffs decline progressively - the transitory periods. Among industrial countries such a period might be 3 years (the average length of a technological cycle), 12 for developing countries. Intervals of 18 years could be obscene.

If agriculture is not included provision should be made at least for ‘processed agricultural goods’ – like cookies – which have a significant ‘industrial’ component.

Free trade is as good as its ‘origin rules’. Origin rules determine the conditions under which a good qualifies for free trade status:

· ‘Wholly obtained’: in a globalised world it is unlikely that many goods (except for trees and lambs) will be ‘wholly produced’ in the partner country.

· Most goods will include foreign components. Special rules are needed to sort the wheat from the chaff. If these rules are too strict, no good will qualify. If the rules are too lax, the benefits will dissipate to third countries.

I’ll give a couple of examples here:

· ‘Value added criterion’ – usually 40 or 60%. A country with relatively cheap wages will have difficulties meeting a strict criterion, for the ‘value added’ provided by cheap salaries is small;
· ‘Tariff jump’ – the component has changed classification in the HS tariff code. This is not as innocent as it sounds. Choosing the ‘right’ level of definition can yield very varying liberalisation results;
· ‘Multiple tariff jump’ – origin is bestowed only after the component has changed HS classification two or three times. A country with a small industrial base will have difficulty fulfilling this criterion, for it will not have the industry to match (Depth of industrial structures). One can bury industrial policy among the tariff rules.

A FTA is as good as its origin rules. Do not praise an FTA before you have studied the origin rules thoroughly.
An FTA lives next to other FTAs. FTAs tend to grow into a FTA network – a FTA system. In this context diagonal cumulation rules are established that allow free passage from one FTA to another.
(2) Market access

Once past the customs barrier, imported goods should be subject to national treatment. An FTA grants national treatment, though not market access. Regulations – non-discriminatory rules setting out the prerequisites for market access – decide about it. If the market regulations in the two countries do not match (or unless they are declared equivalent) non-tariff barriers (NTB) will ensue.

Exporters may produce in accordance with the ‘importing country’s rules’ (e.g. cars). However, verification of conformity will be cumbersome and bring about delays. Certification (official verification of conformity) may be a first step, provided the national certifying agency of the exporting country is accredited in the importing country.
If the export interest is significant, the exporting country might decide voluntarily to harmonise its own regulations with those of the importing country. Usually it is the economically ‘weaker’ country that does the adjusting. This may create NTB with third countries (US and EG regulations seldom match).

It is not unknown for regulations to have been used for protectionist purposes (e.g. France). Not all NTBs are scientifically justified: some are grounded in differing risk assessments (GMO, hormones). To reduce NTBs the partners may decide to have joint consultative bodies to explore regulatory issues and may be resolve them. Such bodies at best lead to more transparency. They may becomes Trojan Horses.
Norms are private rules – they can be as damaging in their effects as regulations (e.g. Switzerland). The road here is achieving understanding between normalisation institutions in the partner countries.

(3) Free trade in services
Most FTAs only have ‘best endeavour clauses’ about services. ‘Second generation’ FTAs that include services are being concluded. There are not many of them yet. NAFTA is a ‘one of a kind’ that was concluded before GATS came into existence.
With 75-80% of employment being in services, there is much scope for cross-border liberalisation. Not all services were ‘tradable’ at the outset. Technology and lowering of transport costs make for many more of them becoming tradable. Services can be offered (a) across the border (e.g. internet insurance); (b) by establishment (branch or subsidiary); (c) temporary immigration; (d) direct investment.
Key elements characterising services are prudential supervision (e.g. financial sector) and social policy (e.g. health and schools). The state is thus very much present in the supervision or even the provision of services and will remain a major factor.
GATS sets out the rules according to which national ‘positive lists’ of services may be liberalised. ‘Free trade in services’ is regulated under Art. V GATS (essentially all trade). So far most agreements contain only a ‘negotiating undertaking and schedule’.
I’d surmise that prudential supervision is the core issue.

· Shared supervision by two authorities is seldom effective and timely. Relinquishing supervision is perceived as risky and/or incompatible with sovereignty.

· In theory social policy goals can be defined, funded and enforced at ‘arms length’ among private suppliers. Reality is a bit more complicated. An FTA in services creates pressure for the scuttling of social policy goals, or for transforming the state in the ‘service supplier of last resort’, which is a far cry from the original intent.
(4) Trade Related Intellectual Property Issues
IP is a ‘temporary rent’ rewarding discovery and innovation. National levels of protection for intellectual property rights may differ significantly between partner countries. As a rule of thumb the ‘haves’ in this area tend to protect IP and the ‘have-nots’ try to acquire it freely. We all have been ‘have-nots’ once, so there is always hypocrisy underlying the discussion.
It is seldom easy to adjudicate IP rights. Invention is a social process and it is always difficult to determine the author of an innovative idea. Excessive IP protection (e.g. way of doing business patents; biotech processes) stifles innovation, as patents are used to ring-fence whole research areas and innovation is lost in litigation. Even in the US there is growing recognition that IP protection may have gone too far. This sentiment does not just reflect the obscene rents that IP protection yields.
As a rule, in a FTA the partners tend to enshrine the ‘highest possible’ level of IP protection by setting out corresponding obligations among them. The weaker partner may be the loser, as it will have to upgrade the IP protection significantly.

(5) Dispute settlement

An FTA will have dispute settlement provisions. They can be as week as ‘diplomatic best efforts’ and as strong as ‘binding arbitration’.
Traditionally, big countries have been loath to accept ‘binding arbitration’. The EU has always maintained that it is the sole interpreter of its own laws. Anglo-Saxon jurisprudence also goes in the same direction. Monist or dualist legal systems also influence the result.

It would be sensible to verify the compliance record of the prospective FTA partner. What is its record in WTO? We may also want to evaluate realistically the realistic redress potential.
The political economy of FTAs

FTAs have coalesced around a regional power core. Smaller countries saw in an FTA their chance to obtain access to the largest market, and the leader saw therein a way to enlarge its home market – to secure its backyard so to speak. Over time the ‘hub and spoke approach’ moved to all-round regional integration. This is what has happened time and again in Europe. This is happing in the Americas.
FTAs have been further employed to ‘upgrade’ colonial relations. The Lomé and then the Cotonou Agreement between the EU (as the successor state of the colonial powers) and former colonial countries are an example. Through such an agreement traditional preferential arrangements were recognised. Recent WTO ruling have undermined this approach as contrary to the MFN principle. 
The 90s first saw the emergence of trans-regional FTAs. Important trade partners were to become preferential partners. This was the result of the growing importance of competitive FTAs. The EU, for instance, fearing for its markets in Mexico, concluded an FTA with this country attempting to create for its firms ‘the same competitive conditions as those enjoyed by US and Canadian firms’. The EFTA countries soon followed suit. Such trans-regional FTAs are proliferating now, and are a sign of the perceived weakness of the multilateral (WTO) system – as well as its cause. 
To take the example of Switzerland, over 75% of its trade occurs in the regional setting of Europe. FTAs in different regions of the world will soon let the % of trade still regulated by WTO to fall below 15%. At this point Switzerland’s interest in WTO becomes limited, this the more since all of the FTAs exclude agriculture. A WTO deal would thus cost Switzerland a lot and bring little trade benefits.
The 90s also saw the emergence of FTAs between countries at different levels of economic development – the agreements were understood to have a developmental finality. Developing countries for a long time enjoyed GSP treatment – unilateral (and thus non-binding) tariff-free access to the markets of developed countries. As a ‘graduation measure’ FTAs would legally bind free trade, while gradually awarding industrial countries eventual reciprocal rights in the partner country.
As a developmental instrument the FTA is not without difficulties. Take the example of the Jordan-EFTA FTA. Jordan exported then 1,5 Mio in cosmetic muds and salts, and imported 70 Mio worth of industrial goods. Even after 12 years I cannot see the imbalance vanish, in particular since Jordan’s competitive advantage is in agriculture – which is excluded. The other issue is fiscal revenue. The FTA between Jordan and the EU would have created a loss of tariff revenue for Jordan in the order of 4% of GDP. GST of course could be introduced – but might be beyond the capacity of the developing economy to handle.
The ‘developmental effects’ may be overrated. Salary levels being what they are, the ‘value added’ criterion will not ‘bite’; and industrial structures have insufficient depth to allow for ‘tariff jumps’.

Choosing one’s FTA partner wisely

FTA used to be ‘agreements among friends and neighbours’. Most of the EU FTAs were such ‘neighbourhood agreements’. This no longer needs to be the case. FTAs have gone extra-regional and target any trade partner. The choice is much wider. What should be done?
The first issue is whether FTA should be a foreign trade policy instrument at all. Opinions were divided until fairly recently. Europe was in favour, arguing that FTAs were ‘trade-enhancing’. The rest of the world viewed FTAs as ‘trade-distorting’, and backed the multilateral trading system instead. As a practitioner of FTA I can recall (as an anecdote) that EFTA had a ‘me too’ – also called ‘one step behind the EU’ - policy in order to avoid discrimination. In other words, the matter is in the eye of the beholder.

This did not matter much as long as the FTAs were regional in character. Now they have become trans-regional and we are in a ‘free-for-all’ situation. Intellectual barriers have come down, and everyone is doing it, particularly in the Pacific:

· the US is trying to sew up the Americas: NAFTA, CAFTA, FTAA.
· Singapore is pioneering matters in the Pacific, followed by Chile, Thailand and South Korea;
· Japan is testing the waters;

· China is emerging as a potential FTA partner.
What is one to say?

· FTAs favour structural adjustment. Opportunities are created and welfare in enhanced. The accelerated adjustment burden falls in the weaker – the marginal firm and the marginal worker. Firms go out of business and workers onto the dole. According the economic theory one should go ahead – provided the winners compensate the losers. Should they, though? New technologies are not required to compensate ‘old’ technologies. So why should new sectors and firms compensate old sectors and firms? The reality is that both on practical, political, and intellectual grounds compensation is a difficult concept to implement. A balance must be struck to allow for orderly adjustment.
· FTAs favour specialisation. One need not fear this as long as the partners are roughly of comparable size and/or productive structures. If not, an FTA can spell trouble.
The US South specialised in cotton and tobacco it sold to Britain, and from which it received capital. It failed to diversify and industrialise. It succumbed in the Civil War.

The emergence of China as a FTA partner, but also of the US, poses challenges for small partners. Their industrial structures - e.g. agriculture for export - can become frozen in a dependency mode that is detrimental to the long-term evolution of the country.
Natural resource based industries are particularly at risk. In the case of the US South agricultural production was coupled with severe mining of the land. In fact the plantation/slave economy more resembled transhumance (by slaves) that settled production. The Louisiana Purchase, the annexation of Texas etc. were responses to loss of land productivity. When expansion is not feasible, productivity loss may threaten the long-term position.
Whether current agricultural practices are sustainable in New Zealand and Australia is far from certain. According to the CPE agricultural land is being mined in this country. In Australia matters are even worse, as water is running out.
Non-renewable resources may become economically exhausted. The developmental record of resource-based economies (oil and gas) is dismal.
· FTAs and policy autonomy. Given floating exchange rates, the competitive advantage arising from the elimination of tariffs through an FTAs is limited today – except where ‘peak tariffs’ exist, as in agriculture. The real advantage lies in better market access for goods and services. This comes at a price – convergence of the regulatory framework. There should be little illusion about this. Convergence results inevitably from deeper integration; convergence is always in favour of the stronger partner. The EFTA countries had to align their regulatory framework on that of the EU, and they have little say in its evolution. For a big country FTA brings the likelihood of extra-territorial extension of its regulatory framework; for a small country the FTA implies a loss of regulatory autonomy. Such a development might be welcome – when one is fighting sclerotic and protectionist regulations. It may make the defence of national interests more difficulty, when the stronger partner belittles them out of ignorance or malice.
Conclusions
FTAs yield both growth opportunities and threats to established enterprises. Their extent depends on the specifics of the agreement. FTAs great advantage is the creation of large coalitions that favour trade liberalisation. The devil is hidden in the detail. FTAs should be scrutinised closely. Unfortunately neither economic interests nor Parliament are always up to the task. Vigilance is of the essence.
When imbalances exist between partners – either because of the difference in size, or level of development – the weaker partner stands to lose degrees of economic policy freedom. As its economy adapts and specialises, opportunities are missed, or foreclosed. Regulatory powers are lost.
FTAs are the beginning, not the end of the liberalisation process. For a small country there is no alternative but to pursue a policy of becoming a ‘centre of economic excellence’ where innovation thrives.
_____________________
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