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Global patterns of international trade have changed significantly in recent years. The world
has also experienced a sudden collapse of international trade flows during the climax of the
financial crisis. This changing landscape creates several types of concerns that could have an
impact on policies in the UK and elsewhere. Recent research from the Centre for Economic
Performance has addressed many of these concerns.
In the last decade the role of emerging economies in the world has increased considerably.
Most dramatic is the growth of China. Increasing trade flows from and to China have had a
profound impact on the global economy, including the UK. This has created fears that the
British economy will become ostracized by the growth of China, inspiring many observers to
call for action to minimize the effects of increasing competition from China.
Our research (http://cep.lse.ac.uk/textonly/_new/staff/vanreenen/pdf/China_feb192009_v4.pdf;
http://cep.lse.ac.uk/pubs/download/cp318.pdf) suggests that many of these concerns are overblown
and misplaced. By tracking the performance of more than half a million manufacturing firms
in 12 European countries over the past decade, we find that the rapidly growing imports from
China has prompted the best European firms to innovate more (by adopting better
information technology, through higher spending on research and development, and by
increased patenting) than they otherwise would. Specifically, we can attribute 15% of
technical change in Europe to competition from Chinese imports. Clearly, not every firm
reacts in this way to the stringent competition from China, but primarily the better and larger
ones. And this process is not restricted to developed economies. We find similar results when
studying
the
effects
of
China’s
growth
for
Mexican
producers
(http://cep.lse.ac.uk/pubs/download/dp0999.pdf), whose lessons are likely to apply also to the
relatively similar Central and Eastern European economies. Again, we find that smaller and
less productive plants are forced to shrink and exit from the market, but that this effect is
reversed for larger and more productive plants. This process of “creative destruction” is true
not only at firm- but also at the product level. Both imply higher productivity in Mexico as a
result of increased competition from China. These heterogeneous micro-level dynamics are
often hidden by average effects in more aggregate, sector-level studies; we are able to
identify them because we use firm- and product-level data.
The main message from these studies is that the best response to China is to speed up
innovation that will lead to greater efficiency and sophistication in production. Therefore, the
policy responses to Chinese competition (which can probably be safely extended to the
effects of competition from other emerging economies) should be in the direction of
facilitating change, rather than preventing it by supporting failing firms, and of promoting
innovation by permitting innovating firms to earn high rewards when they succeed.
Furthermore, policy should recognize the centrality of large and more efficient firms to the
response, rather than over-emphasizing the role of small and medium enterprises. On the
other hand, doling out export subsidies, threatening to label China a ‘currency manipulator’
or erecting trade barriers to protect those who are losing out are not the right answer to these
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changes. Such measures would merely delay restructuring, drive up domestic prices and
encourage industries to delay innovation.
Now, while this process is clearly beneficial for the growth prospects of the British and
European economies, it may cause pain to some groups in the short run. An important
concern is that the rise of China will decrease the demand for less educated and less skilled
labour. While legitimate, increasing human capital through education and training should be
the answer to help ease the transition of displaced workers across jobs. Moreover, although
the UK has experienced increasing inequality in the last decades, it is not simply that the
more educated are benefiting at the expense of the less educated; rather, it is the middleskilled
who
are
losing
out
most
(http://cep.lse.ac.uk/pubs/download/cp326.pdf;
http://cep.lse.ac.uk/pubs/download/dp0987.pdf). This “shrinking of the middle” is, however, not
directly linked to trade, but largely to longer term trends of technological changes. Again, our
findings suggest that the case for erecting trade barriers to protect less skilled workers from
the effects of China, India or other emerging economies is not warranted.
A more dramatic, but also more short-lived, trade scare happened between 2008 and 2009,
when global trade of manufactured goods fell by almost 30%. While different explanations
have
been
offered
to
explain
this
collapse,
CEP
research
(http://cep.lse.ac.uk/pubs/download/dp0995.pdf) shows that the trade collapse was a natural
consequence of the particularly large fall in demand for durable and intermediate goods
during the financial crisis, and that this was not caused by any fundamental flaw in the
international trading system. Trade finance helped, but was not a central source of the
problem either. Furthermore, the role of protectionist measures, while not entirely absent, has
been very small—and drastically different from their role in the previous financially-driven
depression of the 1930s.
An important reason for the limited use of protectionist policies during and after the peak of
the financial crisis, despite ample calls for their use in different parts of the globe, is the
strength of the international trading system today, which through the agreements under the
World Trade Organisation (WTO) has become much more resilient to periods of crisis like
this. An immediate lesson is therefore that we should do all possible to maintain and improve
the system by expanding trade agreements through the WTO. In particular, an effective
conclusion of the Doha Round would help to reassure governments throughout the world, as
well as potential exporters, that the current system of relatively low trade barriers is here to
stay.
Indeed, CEP research (http://cep.lse.ac.uk/pubs/download/dp0974.pdf) indicates that the entry of
firms in foreign markets is the most central decision for exporting. Once a firm starts to
export, it uncovers some fundamental uncertainty about its own capacity to compete abroad.
While many attempts are short-lived, those who succeed tend to rapidly expand the level of
their foreign sales as well as the number of markets they serve. An implication is that
reductions in trade barriers are likely to have much broader effects on trade flows than it is
normally believed.
This is true for multilateral liberalisation under the WTO but also through reduction of tariffs
in more limited but more widespread free trade agreements (FTAs). While there is a
perennial concern that the two forms may be antagonistic, and that FTAs may even be
harmful, our research (http://cep.lse.ac.uk/pubs/download/cp313.pdf;
http://cep.lse.ac.uk/pubs/download/dp0961.pdf; http://cep.lse.ac.uk/pubs/download/dp0973.pdf;
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http://cep.lse.ac.uk/pubs/download/dp0930.pdf) suggests these concerns are exaggerated, and that

multilateral and preferential liberalisation are actually complementary. Thus, our research
suggests that the UK, and the EU, should support liberalisation both through the conclusion
of the Doha Round and by seeking FTAs with other countries and trading blocs.
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Abstract
There is a popular belief that Chinese imports have devastated US and European manufacturing and
contributed to rising inequality. Somewhat paradoxically, the consensus amongst empirical economists
is that trade has not been a major cause of rising wage inequality (although this is largely based on
datasets predating China’s rise). We argue that both views have underestimated the positive impact of
Chinese trade on technical change. We examine the impact of the growth of Chinese imports
innovation and IT diffusion using a panel of over 23,000 European establishments through 2007. We
correct for endogeneity using natural experiments such as China’s entry into the World Trade
Organization. We find that Chinese import competition led to both within firm technology upgrading,
and between firm reallocation of employment towards more technologically intensive plants. These
effects are growing over time as Chinese trade volumes rise, accounting for up to 38% of technology
upgrading in the most recent years. These results suggest that trade with low wage countries appear to
have potentially large beneficial impacts on technical change as recent theories suggest.
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Keywords: China, technical change, trade, firm survival, jobs
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What impact is the rise of China having on
technological change in the West? To answer
this question, John Van Reenen and colleagues
have tracked the innovation and productivity
performance of more than half a million
manufacturing firms in 12 European countries
over a decade.

Chinese ghosts
in the Western machine
win spectres are haunting
Europe and the United
States: the growing
economic power of China;
and fears about where the
West’s own growth will come from after
the crisis. But our research suggests that
the dramatic rise in Chinese exports is
actually good news for our economic
prospects, encouraging the best firms in
the developed world to get even better

T
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and to make the innovations that will
power growth in the future.
Take footwear, a classic low-tech
sector that conventional wisdom says
should have all been offshored to China.
Many Western shoe manufacturers have
disappeared, but some are innovating in
designs that serve parts of the market
where China is less able
to compete.

For example, Massai Barefoot
Technology (MBT), which makes posturecorrecting shoes, began when Karl Muller,
a Swiss engineer with a bad back, relieved
his condition through walking barefoot on
Korean grass. He patented a design to
emulate the effect, which has gone on to
great success and now attracts many
imitators.
Companies that can find a niche for
high-end style or technology can prosper

CentrePiece Autumn 2010

The dramatic
rise in China’s
exports is good
news for the
West’s economic
prospects

in the face of stiff competition. Vermontbased Burton is a leading snowboard
manufacturer, but also successfully designs
and produces sportswear clothing. This
year, Burton is offshoring the production
of snowboards not to China, but to
Innsbruck, Austria.
Firms like MBT and Burton have
responded to the threat of China by
investing in new technology and staff
training, and by innovating in highly
customised designs. Why were so few
firms doing this already? The answer is
that enjoying the easy life producing old
goods is more attractive than coming up
with new ones. But a big shock like China
makes innovation relatively cheaper than
continuing with business as usual.
That shock first hit when China joined
the World Trade Organization in 2001 and
quotas on many Chinese goods were
reduced substantially. This led to a huge
surge in imports and a battle between
retailers and manufacturers as the latter
succeeded in getting some quotas
reinstated. Former European Union trade
commissioner Peter Mandelson was in the
thick of these ‘bra wars’ in 2005, as
Chinese-made clothing – notably women’s
underwear – piled up in European ports.
These events provide natural
experiments for examining the effect of
Chinese competition, an opportunity that
the CEP has taken. In the largest ever
study of the impact of China on Western
technological change, we track the
performance of more than half a million
manufacturing firms in 12 European
countries over the past decade.
A startling finding is that 15% of
technical change in Europe can be

attributed directly to competition from
Chinese imports, an annual benefit of
almost €10 billion to European countries.
Firms have responded to the threat of
Chinese imports by increasing their
productivity through adopting better
information technology, higher spending
on research and development, and
increased patenting.
But not all firms have seized the
opportunity. Inefficient low-tech firms have
been much more likely to shed jobs and
disappear. This in itself raises productivity
through the brutal force of natural
selection as economic activity is
reallocated away from inefficient
enterprises to their more nimble-footed
competitors. About a third of the overall
effect of Chinese competition occurs in
the form of this ‘creative destruction’.
The job losses for some firms explain
the political resistance to trade and why
pressure is mounting to ‘do something’.
The announcement of another massive
China trade surplus in August during an
otherwise tepid global recovery has added
to these fears.
But doling out export subsidies,
threatening to label China a ‘currency
manipulator’ or erecting trade barriers
(such as President Obama’s 35% tariffs on
tyres last year) to protect the business and
labour lobbies that are losing out are
precisely the wrong way to go. Such
measures will merely delay restructuring,
drive up domestic prices and encourage
industries to invest more in lobbying than
innovation.
Openness improves overall prosperity,
but the worry is that the burden of
adjustment falls more heavily on the poor
than the rich. Standard economic theory
puts this down to increased pressure on
the wages and jobs of unskilled workers

Chinese imports
boost the
European
economy by
almost €10
billion a year
through
stimulating
innovation

who are now competing with workers in
Beijing rather than just Birmingham.
Previous research on this ‘HeckscherOhlin trade effect’ suggests that it has
been pretty small. Our data show that a
greater cause for concern is that there will
be a fall in demand for the less educated
because of a China-induced acceleration
of technical change. The appropriate
policy response is not Luddism, but
increasing human capital through
education and training, and easing the
transition of displaced workers across jobs.
There are additional benefits of
Chinese trade to those that increase the
innovation rate of Western firms. For
example, consumers have enjoyed lower
prices. Bigger export markets have spurred
investment. And offshoring has enabled
devices such as the iPod – produced in
China but designed in Silicon Valley – to
be created, because without the
availability of cheap manufacturing many
of these devices would never have been
developed.
China’s rise is undoubtedly a political
challenge. But trying to keep China down
by freezing it out of the world trading
system would surely have been more
politically dangerous than keeping
China engaged and thus aligning its
economic incentives with those of the
developed world.
The Chinese have a saying about
haunting spectres: ‘If you believe it, there
will be, but if you don’t, there will not’. If
Europe and the United States continue to
encourage belief in the danger of Chinese
trade to their own economies and try to
weaken China through trade barriers, the
spectre of China will not disappear. On the
contrary, the West’s own growth will be
enfeebled – and that would be
unwelcome even in good times.

This article summarises ‘Trade Induced
Technical Change: The Impact of Chinese
Imports on Innovation and Productivity’ by
Nick Bloom, Mirko Draca and John Van
Reenen, a forthcoming CEP Discussion Paper.
Nick Bloom is an assistant professor of
economics at Stanford University and a CEP
research associate. Mirko Draca is a research
economist in CEP’s productivity and
innovation programme. John Van Reenen is
director of CEP and of its productivity and
innovation programme.
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Abstract
This paper exploits the surge in Chinese exports from 1994 to 2004 as a natural experiment to
evaluate the effects of a unilateral low wage trade and competition shock to producers in Mexico. We
find that this shock causes selection at both firm and product levels as its impact is highly
heterogeneous both on the intensive and extensive margins. Sales of smaller plants and more marginal
products are compressed and are more likely to cease, while larger plants and products exhibit an
opposite response. Similar results hold both for the domestic market and for competition facing
Mexican exporters in a third market (i.e. the United States).
Keywords: China, Mexico, multi-product-firm, trade shock
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Over the last 30 years, inequality has risen as
new technologies have massively increased the
demand for highly skilled workers. But as
research by Guy Michaels and colleagues
shows, it is not simply a case of the more
educated benefiting at the expense of the less
educated; rather, it is the middle-skilled who are
losing out most.

The shrinking middle:
how new technologies are
polarising the labour market
n the UK today, the richest tenth
of male earners receive almost
four times as much as the poorest
tenth; 30 years ago they only
earned twice as much. A good
chunk of this increase in wage inequality is
due to higher returns to education (see
Figure 1). Because this has been
accompanied by a massive increase in the
proportion of the university educated, the
inescapable conclusion is that the demand
for more highly skilled workers has risen.
This holds true across the developed
world. The academic consensus is that this

I
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increase in skill demand is linked to
technological progress, driving up the
demand for workers who are able to deal
with a more complex and challenging
workplace.
New facts on inequality have recently
emerged. In the United States, ‘upper half’
inequality – the difference between the
richest tenth of the population and the
middle – has risen continuously over the
last three decades. But after increasing
during the 1980s, ‘lower half’ inequality –
the difference between the middle and
the poorest tenth – has actually fallen
since then (see Figure 2).
And while college graduates’ wages
have continued to increase relative to
those of non-graduates, high school
graduates’ wages (the wages of those
who leave school at age 18) have ceased

to increase relative to those of high-school
dropouts (those who leave at age 16)
since the 1990s. It also seems that jobs in
middle-skilled occupations have decreased
relative to both high-skilled and low-skilled
occupations across Europe and North
America (see Figure 3).

Information technologies
replace mid-level jobs: look
at the cleaning robots
What could account for this ‘polarisation’,
in which the prospects of the middleskilled have been declining? One clue is to
be found by looking at robot competitions
in Japan. Every year in Tokyo, the ‘RoboOne’ competition rewards the robot that is
best at doing tasks such as cleaning,
playing football, dancing and punching
other robots (really hard). What is
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Technology has raised the
demand for college-educated
workers and reduced
the relative demand for
middle-skilled workers
Figure 1:

Graduate/non-graduate wage differential

Increasing returns to higher education: the wage ratio
between all UK workers with a college degree and all UK
workers without a college degree, 1980-2004
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Source: Machin and Van Reenen (2010), General Household Survey and
Labour Force Survey.

Figure 2:

The divergence of upper half and lower half inequality in
the United States, 1975-2005

remarkable about this competition is
not so much the sophistication of
Japanese technology, but how bad these
robots are at doing things that humans
find very easy.
This suggests that what new
technologies – such as information and
communication technologies (ICT) – are
very good at doing is replacing repetitive,
boring, ‘routine’ tasks (Autor et al,
2003; Goos and Manning, 2007). Tasks
that require responding rapidly to
unfamiliar situations (such as driving or
cleaning) are not easy for robots to
reproduce. Repetitive activities that were
traditionally performed by less educated
workers, such as assembly workers in a car
factory, have been good candidates for job
destruction by new technology.
But it isn’t only this group that has
been affected. ICT has also reduced the
need for middle-educated workers
carrying out routine tasks. Bank clerks, for
example, have found demand for their
services plummeting as a result of
computerisation – ATMs, online banking
and the like.

■ 90-50 log hourly wage differential, all
■ 50-10 log wage differential, all

Log hourly wage differentials
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Source: Goldin and Katz (2008).
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Figure 3:

Lovely and lousy jobs: employment share growth
1979-2008 by job quality (occupational wage), UK
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Job quality decile (1979 median wage)
Source: Mieske (2009), updates Goos and Manning (2007), percentage changes for entire period.

Figure 4:

More educated workers making
analytical, non-routine use of ICT – such
as management consultants, advertising
executives and physicians – have found
their jobs made easier by ICT rather than
threatened by it. Nor has ICT reduced the
demand for less educated workers
carrying out non-routine manual tasks –
such as janitors and cab drivers – contrary
to claims that low-skilled jobs are
disappearing (see Figure 4).
Since the number of routine jobs in
the traditional manufacturing sectors (such
as car assembly) declined substantially in
the 1970s, the subsequent growth of
computerisation may have primarily
increased demand for highly educated
workers at the expense of those in the
middle of the educational distribution,
leaving the least educated (mainly working
in non-routine manual jobs) largely
unaffected.

A taxonomy of tasks
Task type

Routine

Manual

Task

Example of

Education

Effect

Change in

description

occupations

levels

of ICT

demand

Rules based

Assembly line

Low

Direct

Down 5

repetitive

workers

substitution

procedural
Non-manual

Clerical,

Middle

Book-keepers
Non-routine

Non-manual

Direct

Down 5

substitution

Abstract problem

Managers, doctors

solving (analytic)

lawyers, scientists

High

Strongly

Up 1

complementary

mental flexibility

Manual

Environmental

Maids, janitors

adaptability

security guards

Interpersonal

waiters, drivers

Low

Broadly

Zero

neutral

adaptability
Figure 5:

Growth in demand for high-skilled workers

In countries where technology grew fastest, so did the share of the most highly skilled
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USA

3%

3.5%

Note: The figure plots the growth of ICT/VA
(the ratio of information and communication
technology to value added) against the
growth of the highest skill group (the share
of the wage bill going to those with college
education). This is done across the entire
economy of 11 OECD countries between
1980-2004.
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In industries where technical change was fastest, the
middle-skilled lost out to the most skilled and the least
skilled: growth of skills shares and ICT, 1980-2004
Figure 6:
Growth in demand for high-skilled workers

ICT growth causes big increase in highest skill share
20

15
Electrical
Transport
Machinery

10

Chemicals
Paper

Rubber
Minerals
Wood Metals
Manufacturing
Textiles

Substitution of
middle-skilled
workers by highskilled workers
is most prevalent
in industries
with higher R&D
and higher
use of ICT

5
Agriculture

-0
0

1%

2%

3%

4%

Growth in ICT intensity
Figure 7:

Growth in demand for middle-skilled workers

ICT growth causes big decrease in middle skill share
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Growth in demand for low-skilled workers

ICT growth causes small increase/no change in least skill share
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Note: All three figures plot the growth of ICT/VA (ratio of the information and communication
technology to value added) against the growth of a skill group (the share of the wage bill going to
the education group). This is done across all the traded sectors of 11 OECD countries between
1980-2004. Michaels et al (2010) show this pattern also holds for non-traded sectors.
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Technology is replacing the
middle-skilled
To look at whether technology is reducing
demand for those in the middle, we have
conducted a simple test using 25 years of
data across 11 countries and all sectors of
the economy. If our story is right, we
would expect industries that had a faster
growth of computerisation to have also
had an increase in demand for collegeeducated workers relative to workers with
middle levels of education, leaving the
least skilled unaffected. Our analysis of the
data reveals that this is basically what has
been going on.
After 1980, countries with faster
upgrading of ICT (Finland, the Netherlands,
the UK and the United States) also saw the
most rapid increase in high-skilled workers
(see Figure 5). Across different countries,
similar industries – for example, financial
services, telecommunications and electrical
equipment manufacturers – replaced
middle-skilled workers with high-skilled
workers at the fastest rate.
This finding is consistent with a
technology-based explanation for
polarisation, but not with alternative
explanations that emphasise institutional
changes, such as the decline of
trade unions or the introduction of
minimum wages.
Changes in skill demand across
industries are strongly correlated with ICT
upgrading. Industries that experienced
more rapid ICT upgrading also increased
the relative demand for high-skilled
workers (see Figure 6) at the expense of
middle-skilled workers (see Figure 7), with
little impact on low-skilled workers (see
Figure 8).
The change in demand reflected an
increase in both the wages and the hours
worked by high-skilled workers relative to
middle-skilled workers. We document this
finding not only for the full sample of
countries together, but also separately for
the United States and for continental
Europe.
There is also evidence of technology
polarising the demand for skills not only
through increased intensity of ICT.
Industries that engage in more research
and development (R&D) also show the
same pattern of substitution of middleskilled workers by high-skilled workers.
Taken together, ICT upgrading and R&D
account for about a quarter of skill
upgrading since 1980.
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This article summarises ‘Has ICT Polarized
Skill Demand? Evidence from Eleven
Countries over 25 Years’ by Guy Michaels,
Ashwini Natraj and John Van Reenen, CEP
Discussion Paper No. 987
(http://cep.lse.ac.uk/pubs/download/
dp0987.pdf).
Guy Michaels is a lecturer in LSE’s
economics department and a research
associate in CEP’s labour markets
programme. Ashwini Natraj is a research
assistant in CEP’s productivity and
innovation programme. John Van Reenen is
director of CEP.

What about trade?
An alternative explanation for the falling
demand for non-college workers is
globalisation. The idea is that increased
trade with low-wage countries like China
has depressed the wages and taken the
jobs of the less skilled.
We find that the positive correlation
between trade openness and the increased
demand for high-skilled relative to middleskilled disappears once we control for
technological change. This could either
mean no role for trade or a more subtle
effect whereby trade has an indirect effect
by inducing faster technical change (an
effect discussed elsewhere in this
CentrePiece – see page 2).
In either case, unless one believes in a
Luddite view of smashing machines, there
is no reason to erect trade barriers to
protect less skilled workers from the effects
of China, India or other emerging
economies.
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Conclusions
Polarisation is not bad news for the least
skilled – there will be jobs for them even in
a high-tech world. But for the middle
classes, technology may be endangering
their future labour market prospects.
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Abstract
OECD labor markets have become more “polarized” with employment in the middle of the
skill distribution falling relative to the top and (in recent years) also the bottom of the skill
distribution. We test the hypothesis of Autor, Levy, and Murnane (2003) that this is partly
due to information and communication technologies (ICT) complementing the analytical
tasks primarily performed by highly educated workers and substituting for routine tasks
generally performed by middle educated workers (with little effect on low educated workers
performing manual non-routine tasks). Using industry level data on the US, Japan, and nine
European countries 1980-2004 we find evidence consistent with ICT-based polarization.
Industries with faster growth of ICT had greater increases in relative demand for high
educated workers and bigger falls in relative demand for middle educated workers. Trade
openness is also associated with polarization, but this is not robust to controls for technology
(like R&D). Technologies can account for up to a quarter of the growth in demand for the
college educated in the quarter century since 1980.
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Abstract
We provide an analysis of the 2008-2009 trade collapse using microdata from a small open economy,
Belgium. First, we find that changes in firm-country-product exports and imports occurred mostly at
the intensive margin: the number of firms, the average number of destination and origin markets per
firm, and the average number of products per market changed only very little. Second, econometric
analysis reveals some composition effects in the intensive margin fall along firm, product and country
characteristics. The most important factor explaining changes in exports is the destination country's
growth rate of GDP. Had growth rates in 2008{2009 been the same as in 2007{2008, Belgian exports
would have fallen by about 57% less than what we observe. Trade in consumer durables and capital
goods fell more severely than trade in other product categories, which explains another 22% of the
observed fall. Financial variables and involvement in global value chains have some explanatory
power on the exports and imports fall respectively, but appear to have affected domestic operations in
equal proportion. More generally, exports-to-turnover and imports-to-intermediates ratios at the firm
level did neither systematically decrease nor reveal strong firm- or sector-specific patterns. Overall,
our results point to a demand-side explanation: the fall in trade was mostly driven by the fall in
economic activity. It is not a trade crisis | just a trade collapse.
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Abstract
Firms need to incur substantial sunk costs to break in foreign markets, yet many give up exporting
shortly after their first experience, which typically involves very small sales. Conversely, other new
exporters shoot up their foreign sales and expand to new destinations. We investigate a simple
theoretical mechanism that can rationalize these patterns. A firm discovers its profitability as an
exporter only after actually engaging in exporting. The profitability is positively correlated over time
and across foreign destinations. Accordingly, once the firm learns how good it is as an exporter, it
adjusts quantities and decides whether to exit and whether to serve new destinations. Thus, it is the
possibility of profitable expansion at both the intensive and extensive margins what makes incurring
the sunk costs to enter a single foreign market worthwhile despite the high failure rates. Using a
census of Argentinean firm-level manufacturing exports from 2002 to 2007, we find empirical support
for several implications of our proposed mechanism, indicating that the practice of “sequential
exporting” is pervasive. Sequential exporting has broad but subtle implications for trade policy. For
example, a reduction in trade barriers in a country has delayed entry effects in its own market, while
also promoting entry in other markets. This trade externality poses challenges for the quantification of
the effects of trade liberalization programs, while suggesting neglected but critical implications of
international trade agreements.
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There has been a proliferation of regional
trade agreements around the world since the
early 1990s. In a survey of the latest theoretical
and empirical research on regionalism,
Caroline Freund and Emanuel Ornelas ask
whether we should celebrate or be concerned
about this trend.

Regional trade
agreements:
blessing or burden?

n December 2009, a Ministerial
meeting was concluded at the
World Trade Organisation (WTO).
The headlines typically read
something like ‘Ministers reaffirm
the need and their desire to conclude the
Doha Round by the end of next year’. For
many observers, this was a case of déjà
vu: since the current round of multilateral
trade negotiations began in 2001, there
have been numerous promises that it
would be concluded in the ‘near term’

I
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Regionalism has become
and will probably remain
the preferred form of
reciprocal liberalisation
for most countries
and time and again, those expectations
have been frustrated.
The main concern with the seemingly
endless delay in achieving a new
agreement is that such a failure could

lead to a protectionist backlash. Like
riding a bike, the argument goes, if you
don’t move forward, you fall over.
Fears of a retreat to protectionism
became particularly intense after the
onset of the financial crisis – if the road
gets bumpier, then you really have to
push forward to avoid falling. As it turns
out, there has been only a very limited
retreat towards protectionism, even
though the WTO bike has not been
moving forward.
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Still, even if the lack of progress in
multilateral talks does not imply a retreat,
many observers remain worried. After all,
if there are gains to be shared with
further liberalisation, we should make
sure we don’t waste the opportunity.
While this view is correct, it must be
noted that lack of progress in the
multilateral arena does not imply that the
world is not becoming more integrated. In
fact, governments across the globe are as
active as ever in negotiating new trade
agreements. The difference is that the
agreements are not multilateral but
‘regional’.
In 2009, for example, 25 new regional
trade agreements (RTAs) were notified to
the WTO. The agreements include
developed as well as developing
countries, and involve countries from
most parts of the world. In fact, they are
not always regional, increasingly
encompassing members from different
continents.
The new agreements bring the total
number of RTAs in force to nearly 300. In
the same period, the WTO also received
notification of 14 other RTAs that are
currently being negotiated or about to
enter into force. The WTO estimates that
there are around 100 other agreements
currently at this stage (WTO, 2009).
Should we celebrate the expansion of
RTAs, or should we be concerned with
this trend, which seems to be only
accelerating since it took off in the early
1990s? In a survey of the theoretical and
empirical literature on regionalism, we
conclude that although countries should
approach regionalism with care, to date
RTAs have been more of a blessing than a
burden for the multilateral trading system.

Assessing the impact
of RTAs
To understand the impact of RTAs, it is
important first to recognise that they are
intrinsically different from both
multilateral liberalisation (under the aegis
of the WTO) and unilateral liberalisation.
In both of those cases, countries lower
trade barriers on all sources of imports of
a good by exactly the same extent.

To date,
regionalism has
been more a
blessing than a
burden for the
multilateral
trading system

In contrast, under an RTA, tariffs fall
on imports from the other members of
the agreement, but they need not change
on imports from non-members. As a
result, RTAs imply both trade liberalisation
and trade discrimination. Whereas there is
a near-consensus among economists that
the former is desirable, that is not true for
the latter.
Trade liberalisation within a trading
bloc tends to be beneficial when it
promotes a shift of resources from
inefficient domestic suppliers to more
efficient producers within the region.
Economists call this phenomenon
‘trade creation’.
Conversely, a trading bloc is likely to
be harmful if it generates a shift of
resources from efficient external
producers to inefficient producers within
the region. This is a consequence of trade
discrimination, which economists call
‘trade diversion’.
In principle, either trade creation or
trade diversion can prevail within an RTA.
There are theoretical arguments that
support the primacy of each effect under
similar circumstances. Thus, in the
end, which effect dominates is an
empirical matter.
Unfortunately, estimating trade
creation and trade diversion is no easy
task. It requires knowledge of the
counterfactual: what would have
happened to trade if there were no trade
agreement? As this is unknown,
assumptions must be made.
A variety of approaches have been
employed. While results inevitably vary
depending on the methodology employed
(as well as the time period, the trading
bloc in question and the level of
aggregation in the data), at least two
general messages arise from the large set
of studies investigating trade creation and
trade diversion in RTAs around the world:
 First, trade creation tends to be the
norm in RTAs – and trade diversion is the
exception.
 Second, when trade diversion is
observed, its magnitudes are normally
relatively small.
17
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Trade creation versus
trade diversion
Why is there such a dominance of trade
creation over trade diversion? The answer
is in two parts. First, governments seem to
be choosing their RTA partners well. For
example, variables that suggest greater
gains from a bilateral RTA (such as
proximity between the members, a
similarity in their GDPs and a large
difference in their factor endowments) are
also sharp predictors of whether the two
countries actually have a common RTA
(Baier and Bergstrand, 2004).
Second, when countries form an RTA,
their governments not only lower tariffs
vis-à-vis their RTA partners, as they are
supposed to do; they also bring down the
trade barriers on imports from countries
outside the bloc. This is not part of the
agreement, so governments liberalise
externally because they choose to do so –
and without any type of reciprocity from
the favoured non-members of the bloc.
There is increasing evidence of
external trade liberalisation following an
RTA, especially in developing countries.
(See, for example, Estevadeordal et al,
2008, for an analysis of how Latin
American countries changed their import
tariffs on non-members after forming or
expanding their trade ties during the
1990s.) The lower external tariffs
provide a double blessing: they imply that
RTAs are responsible for more trade
liberalisation than they mandate
(amplifying trade creation) and for less
trade discrimination than might be
expected (limiting trade diversion).
At first, it may seem odd that
governments, pressured by special
interests as they are virtually everywhere,
would voluntarily lower their external
tariffs without any compensation
from the favoured countries. But it does
make sense.
Suppose that domestic special interest
groups pressure the government and
induce it to set relatively high tariffs,
which allow the domestic industry to
maintain high prices and enjoy a large
market share. If subsequently the country
enters into a RTA, export-oriented firms
18

Regional trade
agreements
generally seem
to amplify trade
creation and
limit trade
diversion

benefit (and support the agreement)
because of the better access to foreign
markets, whereas purely domestic firms
suffer from the tougher competition from
the RTA partners.
But this also weakens the domestic
firms’ stance on protection against nonmembers. The reason is that the free
access to the domestic market enjoyed by
the partners’ exporters under the RTA
lowers the market share of the domestic
industry. As a result, the RTA makes any
price increase generated by a higher tariff
less valuable for the domestic industry:
now whenever the government attempts
to help domestic producers through higher
external tariffs, the partners’ producers
absorb part of that surplus.
In other words, the RTA creates
‘leakage’ in the trade policy redistributive
channel. External protection also becomes
more costly, because of the trade diversion
that accompanies the RTA. As a result,
external tariffs tend to fall after the
formation of an RTA both because the
economic marginal cost of external
protection rises and because the politicaleconomy marginal gain from external
protection falls.
For developing countries, empirical
research supports this rationale because
trade preferences tend to lead to lower
external tariffs. Results for the United
States and the European Union (EU),
however, indicate that they are less likely
to reduce external tariffs on goods where
preferences are offered (see Limao, 2006).
But since the tariffs of both the United
States and the EU are very low to start
with, and cannot be raised because of
their WTO commitments, there is not
much room for change anyway.

Are RTAs welcome?
The benign view that trade creation
dominates trade diversion does not imply
that RTAs are necessarily welcome. In fact,
some commentators argue that the
multilateral negotiations at the WTO are
stuck because RTAs are spreading. Their
basic argument suggests that
governments’ resources are scarce, so if
officials are busy negotiating bilateral
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This article summarises ‘Regional Trade
Agreements’ by Caroline Freund and
Emanuel Ornelas, CEP Discussion Paper
No. 961 (http://cep.lse.ac.uk/pubs/download/
dp0961.pdf) and forthcoming in the
Annual Review of Economics 2: 139-67

agreements, they will be unable to focus
on more evolving multilateral negotiations.
Others put forward more elaborate
arguments. For example, it is possible that
RTAs may create rents to some groups.
Once well entrenched, these groups may
be able to block further liberalisation
initiatives that would destroy such rents.
On the other hand, there are
arguments indicating that the opposite
may be true. A simple one is that
negotiating RTAs helps officials to develop
the expertise and the frameworks to
implement international trade agreements,
and these could be useful at subsequent
WTO negotiations. Moreover, RTAs also
destroy rents in parts of

relevant) from bad (empirically
inconsequential) theories.
Hence, to the extent that we can
measure, the increasing wave of
regionalism has been largely beneficial to
the world trading system. Most empirical
analyses indicate that trade creation, not
trade diversion, is the norm, both because
governments choose well when forming
RTAs and because they adjust other
trade policies to moderate the distortions
from discrimination.
Although it is possible that regionalism
could endanger multilateralism,
at the moment we just do not know.

(September 2010).
Caroline Freund is at the World Bank.
Emanuel Ornelas is a reader in LSE’s
management department and a research
associate in CEP’s globalisation programme.

With regionalism here to
stay, economists should
focus on ways of
integrating it more
effectively with
multilateralism

Further reading
the economy. If the rentholders who lose with RTAs were the
ones slowing down multilateral talks,
then RTAs can actually provide a boost to
such negotiations.
These and related arguments
constitute an intellectually engaging
debate, but which of them dominate?
When faced with opposing theoretical
results, the solution is typically to scrutinise
the divergent predictions empirically. The
problem here is that the nature of the
question – whether regionalism helps or
hinders multilateralism – does not lend
itself easily to testing.
Simply put, at any point in time we
observe a single realisation of WTO
negotiations. Would they have been any
faster, or easier, had there been fewer (or
more) RTAs? This is a very difficult
question. Consequently, to date empirical
scrutiny has not been able to help us
distinguish good (that is, empirically

Scott Baier and Jeffrey Bergstrand
(2004) ‘Economic Determinants of Free
Trade Agreements’, Journal of
International Economics 64: 29-63.
Antoni Estevadeordal, Caroline Freund and

Since regionalism has become and will
probably remain the preferred form of
reciprocal liberalisation for most countries,
no matter what we economists say,
henceforth we should focus on ways to
integrate regionalism with multilateralism
more effectively.

Emanuel Ornelas (2008) ‘Does Regionalism
Affect Trade Liberalization towards
Non-members?’, Quarterly Journal of
Economics 123: 1531-75.
Nuno Limao (2006) ‘Preferential Trade
Agreements as Stumbling Blocks for
Multilateral Trade Liberalization: Evidence
for the US’, American Economic Review 96:
896-914.
WTO, World Trade Organisation (2009)
‘Overview of Developments in the
International Trading Environment,’
document WT/TPR/OV/12
(http://www.wto.org/english/news_e/
news09_e/wt_tpr_ov_12_a_e.doc).
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Abstract
This paper reviews the theoretical and the empirical literature on regionalism. The formation
of regional trade agreements has been, by far, the most popular form of reciprocal trade
liberalization in the last fifteen years. The discriminatory character of these agreements has
raised three main concerns: that trade diversion would be rampant, because special interest
groups would induce governments to form the most distortionary agreements; that broader
external trade liberalization would stall or reverse; and that multilateralism could be
undermined. Theoretically, all of these concerns are legitimate, although there are also
several theoretical arguments that oppose them. Empirically, neither widespread trade
diversion nor stalled external liberalization have materialized, while the undermining of
multilateralism has not been properly tested. There are also several aspects of regionalism
that have received too little attention from researchers, but which are central to understanding
its causes and consequences.
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On US Regionalism
Marco Fugazza and Frédéric Robert-Nicoud

Abstract
Using a detailed data set at the tariff line level, we find an emulator effect of multilateralism
on subsequent regional trade agreements involving the US. We exploit the variation in the
frequency with which the US has granted immediate duty free access (IDA) to its Free Trade
Area partners across tariff lines. A key finding is that the US has granted IDA status
especially on goods for which it had cut the multilateral MFN tariff during the Uruguay
round the most. Thus, the Uruguay Round (multilateral) ‘concessions’ have emulated
subsequent (preferential) trade liberalisation. We conclude from this that past liberalisation
sows the seeds of future liberalisation and that multilateral and preferential trade agreements
are dynamic complements.
Keywords: Regionalism, multilateralism, stumbling bloc, Uruguay round
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Impact on Trade Flows and External Trade Barriers
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Abstract
Using detailed data on trade and tariffs from 1992-2007, we examine how the ASEAN Free Trade
Agreement has affected trade with non-members and external tariffs facing non-members. First, we
examine the effect of preferential and external tariff reduction on import growth from ASEAN
insiders and outsiders across HS 6-digit industries. We find no evidence that preferential liberalization
has led to lower import growth from non-members. Second, we examine the relationship between
preferential tariff reduction and MFN tariff reduction. We find that preferential liberalization tends to
precede external tariff liberalization. To examine whether this tariff complementarity is a result of
simultaneous decision making, we use the scheduled future preferential tariff reductions (agreed to in
1992) as instruments for actual preferential tariff changes after the Asia crisis. The results remain
unchanged, suggesting that there is a causal relationship between preferential and MFN tariff
reduction. We also find that external liberalization was relatively sharper in the products where
preferences are likely to be most damaging, proving further support for a causal effect. Overall, our
results imply that the ASEAN agreement has been a force for broader liberalization.
Keywords: regionalism, external tariffs, trade liberalization, preferential trade agreements, Asia
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