	
	


	
	



4
Estimates of the effect of individual agreements
The gravity model described in chapter 3 provides estimates of the common change in trade flows following the formation of an agreement, while holding other factors (such as GDP, relative income levels and country-specific effects) fixed. 
Section 
4.1 presents the estimated effect of the 27 agreements on trade between members as proportional changes (proportional to the level of trade between the members of each agreement). However, in examining only the estimated effect of each agreement on trade between members, the results presented in section 
4.1 reflect only a partial examination of the total estimated effect of each agreement.

To understand how agreements may affect broader trade outcomes, it is necessary to consider the net effects of the agreements — their influence on trade between members and non-members in addition to their effect on trade between members. Section 
4.2 presents this analysis, and discusses the estimated effects of each agreement.
4.

 SEQ Heading2 1
Agreement formation and trade between members

The individual effects of the 27 agreements are shown in figure 
4.1. The estimated effects on trade between members (in proportional change terms) range from -0.378 for the EFTA-Israel agreement to 1.367 for the Bolivia-Mexico agreement.
 
Of the 27 agreements included in the gravity model, 22 were estimated to be associated with higher bilateral trade between members (intra-group trade) than would otherwise prevail. Although the magnitude of the 22 positive estimates vary, their results are in line with a-priori expectations of the effect of lowering barriers to merchandise trade. 
Figure 4.

 SEQ Figure \* ARABIC 1
Estimated effects of BRTA groupings on intra-group trade flows
Estimated proportional change on trade between members, share of members total trade
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Sources: Gravity model estimates and UN Comtrade database. All coefficient results from gravity model are significant at the 1 per cent level.
For five agreements, however, it was estimated that the formation of the agreement was associated with lower levels of trade between members than would otherwise be expected. The five agreements are: 

· The EEC–Switzerland Association Agreement, in operation since 1973. The agreement served as an alternative to full Swiss membership of the European Union. 

· The EEC–Egypt Association Agreement, signed in 1978. The agreement provided a basis for the gradual liberalisation of trade and set out the conditions for economic, social and cultural cooperation between the European Union and Egypt. The agreement had a range of non-trade objectives (such as adherence to democratic principles and fundamental rights). 

· The EFTA–Poland agreement, in force for approximately 10 years prior to Poland joining the EEC in 2004.

· The EFTA–Israel agreement, entered into force in 1993.

· The Mercosur–Bolivia agreement, entered into force in 1996.

In the case of the EEC–Switzerland agreement, the negative result could be related the expansion of the EEC, and the reducing importance of trade with Switzerland for the newer members of the expanded EEC.
 For the other agreements, the cause of the negative intra-group trade effect is not as clear, although confounding factors such as those associated with the results pertaining to the EEC–Switzerland agreement are likely to be important.

Because the estimates in figure 4.1 are presented as changes proportional to the level of trade between the members of each agreement, and in view of the significant variation in the levels of trade between the members of each agreement, caution is required when examining these results across agreements (box 
4.1). 

To assist with assessing the influence of each agreement on its members trade, the share of intra-group trade in members’ total trade is also presented in figure 4.1. This provides an indication of how much scope there is for each agreement to influence its members’ total trade. Aside from a moderation in the magnitude of the estimated effect as the share of intra-group trade in total trade increases, there is not a clear relationship between the ‘importance’ of an agreement (in terms of its share of intra-group trade in members’ total trade) and its estimated effect on intra-group trade (see figure 
4.2).

Do not delete this return as it gives space between the box and what precedes it.
	Box 4.

 SEQ Box \* ARABIC 1
Effects estimated as proportional changes

	It is common practice to present the results obtained from gravity models of trade as proportional changes in trade between members. While such estimates provide one indication of the effects of agreements, caution is needed when comparing the effects across agreements because each agreement relates to a unique set of trade flows, with the estimated proportional changes having different denominators.

For example, comparing the estimated effects of the Bolivia–Mexico agreement to the estimated effects of the European Economic Community (EEC):

· the Bolivia–Mexico trade agreement was estimated to be associated with an average increase in trade between members of 140 per cent. However, trade between Bolivia and Mexico averaged less than one fifth of one per cent of their total trade over the life of the agreement; and

· the EEC was estimated to be associated with a smaller average increase in trade between members, of 37 per cent, but trade between the EEC members averaged around 47 per cent of their total trade over the life of the agreement.

A comparison of the estimated proportional changes, ignoring its relative coverage,  may make the Bolivia–Mexico agreement appear to be associated with a greater increase in trade than the ECC. However, while the EEC had a smaller estimated effect, it covered a larger share of its members’ total trade, and so it appears to have been more influential on its members’ total trade flows.

	

	


Figure 4.

 SEQ Figure \* ARABIC 2
Relationship between estimated intra-group effect and intra-group trade as a share of members’ total trade
Estimated proportional change on trade between members, share of members total trade
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Sources: Gravity model estimates and international trade data. 
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 SEQ Heading2 2
The net effect 

BRTAs have the potential to affect trade with non-members as well as members. Some preferential agreements are explicitly designed to shift trade from non-members to members — for example the EEC, the largest customs union in place today, enforces common external tariffs with open borders between members. Even where preferential agreements are not designed with this objective, it is inevitable that the implementation of preferences will affect trade with non-members. Other arrangements such as those agreed through APEC, which are designed to increase the competitiveness of their members by encouraging trade liberalisation on a non-discriminatory basis, will also affect trade with non-members as well as members.
To examine the net effect of each agreement examined in this study, the Commission has disaggregated the estimated effects of each agreement in two ways:

· a distinction is made between the agreement’s effect on trade between members (the intra-bloc effect) and its effect on trade between members and non-members (the extra-bloc effect); and 
· in addition, for the extra-bloc effect, a distinction is made between the direction of trade under consideration. 

This second distinction is necessary because each agreement may affect exports from members to non-members differently from the way in which it affects imports from non-members to members. For example, the introduction of improved customs processing on a non-discriminatory basis for all countries participating in an agreement would affect bilateral trade between members, and imports from non-members to members, but not exports from members to non-members.

The estimated net impacts of trade agreements on global trade are presented in figure 4.3 and table 4.1. The effects are presented using a common denominator (global trade flows) so that each of the components can be compared.
 In addition, a common denominator allows comparison of the effects across agreements.

The largest single impact is estimated to arise from the expansion of intra-group trade amongst members of the EEC, a long standing customs union with progressively expanding membership. The other major positive impacts are estimated for the ASEAN–CEPT and APEC, while the mixed effects estimated for NAFTA on global trade indicate that, in some cases, a positive effect on trade within the group could be substantially offset by lower exports to countries outside the group. 

Table 4.

 SEQ Table \* ARABIC 1
Estimated effect of BRTAs on global trade, 2008a
	Name
	Intra-group: Imports and exports
	Extra-group: imports to the group
	Extra-group: exports from the group

	
	% change
	% change
	% change

	APEC (1989)
	2.54
	1.60
	1.88

	ASEAN–CEPT (1992)
	0.60
	0.67
	1.42

	ANZCERTA (1983)
	0.01
	-0.12
	-0.23

	AU–PNG (1977)
	0.00
	0.08
	-0.24

	SPARTECA (1981)
	0.01
	-0.07
	-0.28

	EEC (1958)
	10.65
	1.17
	0.73

	EEC–Poland (1994-03)a
	0.17
	-0.04
	-0.03

	EEC–Romania (1995-06)a
	0.22
	0.01
	0.00

	EEC–Swiss (1973)
	-0.10
	-0.06
	-0.03

	EEC–Egypt (1978)
	-0.04
	0.08
	0.03

	EFTA (1960)
	0.01
	0.33
	0.16

	EFTA–Hungary (1993-03)a
	0.00
	0.12
	0.10

	EFTA–Poland (1992-03)a
	-0.00
	-0.03
	-0.12

	EFTA–Israel (1993)
	-0.01
	-0.02
	0.06

	CEFTA (1994)
	0.01
	0.06
	0.02

	US–Canada (1989-93)a
	0.72
	0.41
	0.26

	NAFTA (1994)
	2.49
	0.85
	-1.71

	Andean (1994)
	0.09
	0.04
	0.16

	CACM (1993)
	0.00
	0.12
	-0.00

	LAIA (1980)
	0.28
	-0.28
	1.27

	MERCOSUR (1991)
	0.30
	0.29
	-0.13

	Bolivia–Mexico (1995)
	0.00
	1.38
	0.43

	Costa Rica–Mexico (1995)
	0.01
	0.08
	0.83

	Chile–Columbia (1993)
	0.00
	0.20
	-0.15

	Group of three (1995)
	0.01
	-0.88
	-0.37

	Mercosur–Bolivia (1996)
	-0.00
	-0.01
	-0.01

	Mercosur–Chile (1996)
	0.03
	-0.05
	0.17


a The effects of 5 agreements not operational in 2008 are estimated for the final year of operation. All estimates are significant at the 1 per cent level.

Source: Gravity model estimates and Commission calculations. 

Figure 4.

 SEQ Figure \* ARABIC 3
Estimated net effect of BRTAs on global trade, 2008

Proportional change
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Note: * indicates those agreements not in operation in 2008 where the estimated effect is shown for their final year of operation.

Source: Gravity model estimates and Commission calculations. 

Region-by-region results

The nature of individual agreements, according the broad groupings of agreements, together with the estimates of the impact of each group on global trade, are reported below. 

Asia–Pacific region agreements

The APEC agreement was established in 1989 as an initiative to enhance economic growth and to strengthen the Asia–Pacific community. APEC operates as a forum for facilitating economic growth, cooperation, trade and investment in the Asia–Pacific region on the basis of voluntary commitments and open dialogue. The 21 members account for a significant proportion of world population (40 per cent), GDP (54 per cent) and trade  (44 per cent).
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The Association of South East Asian Nations was established in 1967 as a forum for regional cooperation. The ASEAN-CEPT was not established until 1992, but while preferential in name, many of the concessions were multilateralised (Hill and Menon 2010). 
The non-binding APEC grouping and the ASEAN-CEPT agreement share a number of commonalities. They are both designed to encourage trade and competition between members and between members and non-members. Both agreements are also large (ASEAN CEPT covers 10 countries while APEC includes 21). Six members of ASEAN are also members of APEC. 

Both agreements are estimated to have created trade between members and between members and non-members (figure 
4.4). The net estimated effect is an almost 9 per cent increase in global trade due to these agreements. Comparing the estimated effect on trade between members and trade between members and non-members shows that, in the case of APEC, almost 60 per cent of the estimated increases in trade is estimated to occur between members and non-members and, in the case of ASEAN, more than three quarters of the estimated increases in trade is due to an increase in trade between members and non-members.

North American agreements

The purpose of the US–Canada free trade agreement was to eliminate barriers to trade in goods and services between Canada and the United States, encourage competition, liberalise investment and lay the foundation for further bilateral and multilateral cooperation. It was, however, superseded by NAFTA after 4 years of operation, and prior to the full phase in of the tariff concessions.
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In 1993, the last year of operation of the US–Canada free trade agreement, the agreement is estimated to have increased global trade by 1.39 per cent. Almost half of this estimated increase is associated with an increase in trade between members and non-members.  

In contrast, NAFTA, the United States’ largest trade agreement, was designed to increase trade between members in a strongly preferential manner, is estimated to have had mixed effects on trade. While NAFTA is estimated to have increased trade between members and increased imports from non-members, approximately 50 per cent of this gain is offset by an estimated decrease in exports from members to non-members. NAFTA is estimated to have resulted in a net increase in global trade of 1.64 per cent, only 0.25 per cent greater than the estimated net effect of the US–Canada agreement in the final year of its operation.

European Economic Community (EEC) and related agreements

The EEC was established in 1957 by Belgium, France, Italy, Luxembourg, Netherlands and West Germany (with the signing of the Treaties of Rome). 

In terms of country membership, the EEC is the largest regional agreement examined and is significant for its unique features. The agreement has served to integrate the economies of its members, encouraging trade through the removal of all internal tariffs, harmonized standards and a common currency. Through its common external tariff, it has also strongly focussed activity within the region. 
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The EEC has not been a ‘static agreement’ — the coverage of the agreement has expanded and membership has grown from an initial 6 countries to now include 27, with more countries in the processes of joining.

Part of the accession process of the EEC typically involves prospective members signing trade agreements with the EEC. For example, the EEC and Poland signed a trade agreement 10 years prior to Poland’s accession.

The estimated effect of the EEC on global trade is the largest of all the agreements examined, with an estimated net increase in global trade of around 12.5 per cent in 2008.

This increase is predominantly comprised of an estimated increase in trade between members of the agreement (almost 85 per cent of the estimated gain) — a small estimated increase in trade between members and non-members makes up the remainder.

While the estimated trade creating effects of the EEC are unambiguous, the estimated effects of its association agreements with Poland and Romania and its bilateral trade agreements with Switzerland and Egypt are less clear. 

The two transition agreements (EEC association agreements with Poland and Romania) are estimated to have increased global trade by 0.09 per cent and 0.23 per cent respectively. While both agreements are estimated to have had a positive effect on trade between the respective countries, the association agreement with Poland is estimated to have decreased trade with non-members.

The EEC–Swiss agreement is estimated to have resulted in a small decrease in both trade between the EEC and Switzerland and Switzerland and the rest of the world, with the estimated net effect a decrease in global trade of 0.20 per cent. In context, however, these results conform to the trade patterns over the period of the agreement (see footnote 2, page 25)
While the EEC–Egypt agreement is estimated to have increased trade between Egypt and the rest of the world by 0.11 per cent of global trade, this is partially offset by an estimated decrease in trade between Egypt and the EEC of 0.04 per cent of global trade for a net increase in global trade of 0.07 per cent. 

European Free Trade Association (EFTA) and related agreements

The EFTA agreement was established in 1960 (through the Stockholm Convention) as a political alternative to the EEC by those countries which did not join the EEC. Membership shrunk in the two decades to the mid-1990s as many of the EFTA member countries joined the EEC. All remaining members now have some form of integration agreement with the EEC.

Unlike the EEC, EFTA did not feature a common external tariff. The estimated effect of EFTA is positive (albeit small given the current membership) and is predominantly due to an estimated increase in trade with non-members, estimated to be approximately 50 times as large in 2008 as the estimated effect of EFTA on trade between members.

The CEFTA agreement (entering into force in 1994) also served as a precursor to EEC membership for a number of countries (all original members are now EEC members), and membership now predominantly comprises the Balkan states. CEFTA membership criteria included WTO membership, an association agreement with the European Union and free trade agreements with other CEFTA members. 
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The estimated effect of the CEFTA agreement is similar to that of the EFTA agreement — positive, predominantly due to estimated increases in imports into the group from non-members and exports out of the group to non-members which are approximately 8 times larger than the estimated effect of the agreement on trade between members in 2008.

Similar to the EEC, since its inception EFTA has pursued bilateral agreements with a range of partners, both in Europe and beyond. The estimated effects of these agreements are mixed: the EFTA–Hungary agreement is estimated to have increased global trade by 0.22 per cent in its final year of operation, while the EFTA–Poland agreement is estimated to have decreased global trade by 0.15 per cent in its final year of operation. The EFTA–Israel agreement is estimated to have decreased trade between EFTA and Israel and decreased imports to Israel from the rest of the world, but these effects are offset by an increase in exports from Israel to the rest of the world, for a net positive effect of a 0.03 per cent increase in global trade.

Central and South American regional agreements 

The Andean Community was designed to increase integration between Central American countries. In 1993, a free trade zone between the members entered into full operation and, in 1994, a common external tariff was approved.
 While the estimated effects of Andean are small in comparison with larger groupings such as the EEC, the estimated increase in trade between members and non-members is approximately twice as large as the estimated increase in trade between members. 

The CACM was formed to facilitate regional economic development through free trade and economic integration between Costa Rica, Guatemala, Honduras, Nicaragua and El Salvador in 1961. Following a period of suspension commencing in 1985, it was reformed in 1993 and remains in place today.
 The membership of the agreement means that the estimated increase in trade between members does not have a significant impact on global trade levels. However, the estimated increase in imports from non-members to members of the agreement is estimated to have increased world trade by approximately 0.14 per cent. 
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The LAIA, formed in 1980 and replacing LAFTA, is designed to promote regional tariff preferences granted to products originating in the member countries, based on the tariffs in force for third countries. Its membership encompasses 12 Latin American economies and encapsulates both the MERCOSUR and Andean countries. 

The agreement is estimated to have increased global trade by 1.27 per cent in 2008. This increase is entirely due to an estimated increase in exports from members to non-members — the estimated increase in trade between members is offset to some extent by an estimated decrease in imports from non-members.

The MERCOSUR agreement is estimated to have increased global trade by 0.46 per cent, comprised of an increase in trade between members and imports from non-members offset by approximately one quarter by an estimated decrease in exports to non-members.

Other Central and South American agreements

In addition to the regional agreements in place, there are a number of more ‘traditional’ bilateral style agreements in operation in Central and South America.

The two Mexican bilaterals with Bolivia and Costa Rica are estimated to have increased trade between members and between members and non-members. The agreements are estimated to have increased global trade by 1.81 per cent and 0.92 per cent respectively — with the vast majority of the gains due to increases in trade with non-members.
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The Chile–Colombia and Group Of Three agreements (Colombia, Mexico and Venezuela) are estimated to have had mixed effects, with the former estimated to have a small positive effect on global trade (0.05 per cent) and the latter estimated to have decreased global trade by 1.23 per cent.

Similarly, two of MERCOSUR’s bilateral agreements (Bolivia and Chile) have had mixed effects, with the former estimated to have had a negligible (but negative) effect on global trade and the latter estimated to have increased global trade by 0.15 per cent.

Australian agreements

ANZCERTA is the main instrument governing the economic relationship between Australia and New Zealand. All tariffs and quantitative restrictions on trade were eliminated by 1990 and later reviews widened the scope of the agreement to include services and harmonisation of standards.

The estimated effect of ANZCERTA is mixed, with an estimated increase in trade between Australia and New Zealand, offset by an estimated decrease in trade with the rest of the world of 0.35 per cent.
The Australian–Papua New Guinea trade agreement was a non-reciprocal agreement that gave duty free access to Australia for PNG exports. Its estimated effect is also mixed, with an estimated increase in imports to members of 0.08 per cent of world trade more than offset by an estimated decrease in exports of 0.24 per cent of global trade, or a net decrease in global trade of 0.15 per cent.

SPARTECA, similar to the Australia–PNG agreement, grants non-reciprocal access to Australia and New Zealand for Forum Island countries. The agreement is also estimated to have had mixed effects with an estimated increase in trade between members more than offset by an estimated decrease in trade between members and non-members of 0.35 per cent.
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�	Coefficients should be interpreted as an approximation of the estimated proportional change in trade flows following the formation of a trade agreement, holding other factors fixed.


�	Since 1973, the EEC has grown in importance as a share of Switzerland’s total trade, but the share of trade with Switzerland as a total of EEC trade fell from 1.03 per cent to 0.76 per cent. This is likely to have placed downward pressure on the estimated trade effects associated with the operation of the agreement and is likely to contribute to the negative result observed.


�	The effect of the BRTAs on world trade is shown as the estimated proportional change in trade flows (dummy variables D1, D2 and D3) multiplied by the level of trade covered by those flows. For the analysis, the base is taken as the counterfactual, that is, trade levels without the estimated effects of the 27 BRTAs. 


�	In the case of association agreements between a single country and the members of an existing trade agreement, the extra-group effects are specified to exclude the change in trade with non-members for the existing trade agreement. For example, in the case of the EEC–Poland agreement, the estimated change in imports from non-members is estimated as the change in imports to Poland from non-EEC economies excluding the estimated change in imports to EEC economies from countries other than Poland, as this effect is already captured in the estimated effects of the EEC itself.


�	The agreement is modelled from 1994, allowing examination of the effects of the ‘customs union’ and ‘free trade area’ in isolation from the earlier regional grouping.


�	The agreement is modelled from 1993, allowing examination of the reformed agreement. A sensitivity test which models the earlier incarnation of the agreement is included in Appendix D. For more details regarding the CACM, see Bulmer-Thomas (1998).
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