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Agreement orientation and style
Chapter 4 explored the individual effect of the 27 agreements on global trade flows, placing the estimated effects of each agreement in context with a brief discussion of the apparent objectives or purpose of each agreement (section 4.3). This chapter seeks to shed light on the association between broad BRTA design features and the significance and direction of influence that these have on trade flows. It considers the effect of agreement formation on the ‘trade orientation’ of members and the association between trade orientation and agreement style.
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Agreement orientation
For the purpose of this supplement, the trade orientation of an agreement is characterised by the comparison of two measures — relative ‘trade coverage’ and ‘balance of effects’ (box 5.1). Using these measures, agreements are characterised as either ‘inward orientated’ — if the change in trade between members is estimated to be greater than would be expected (given the actual level of trade between the members of the agreement relative to their trade with non-members) — or ‘outward oriented’ otherwise. Agreements estimated to be associated with a change in trade between members in line with what is expected are characterised as ‘neutral’. 

The trade orientation of 11 of the larger agreements examined in this supplement is shown in figure 5.1. A general trend in the results is that as relative importance of intra-group trade increases (trade coverage, estimated by the ratio of intra-group trade to extra-group trade), so does the relative importance of projected changes in intra-group trade (balance of effects, estimated by the ratio of estimated intra-group to extra-group effects). That is, agreements that cover a greater amount of their members’ trade are generally more ‘inward orientated’.
This trend is particularly evident for the cases of Mercosur, the US–Canada agreement, NAFTA and the EEC agreement:

· The trade coverage ratio of the Mercosur agreement was 0.11 while its balance of effects ratio was 1.87. 
· The trade coverage ratio of the US-Canada agreement was 0.22 with a balance of effects ratio of 1.09.

Do not delete this return as it gives space between the box and what precedes it.
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Characterising the trade orientation of an agreement

	To determine the trade orientation of an agreement, two measures — the ‘trade coverage’ ratio and ‘balance of effects’ ratio — are derived:  

· The trade coverage ratio of each agreement provides a benchmark indicator of how important trade between the members of an agreement is as a share of their total trade. 

· It is computed as the average ratio of the actual levels of intra-group trade to extra-group trade for the years in which the agreement was in force over the period 1970 to 2008.

· For example, a ratio greater than one indicates that trade between the members of the agreement comprises at least half of the agreement members’ total trade, that is, the level of intra-bloc trade is equal to or exceeds that of extra-bloc trade. 

· The balance of effects ratio of each agreement indicates the relative size of the estimated effect of the agreement on trade between members in comparison to its net estimated effect on trade between members and non-members.

· It is computed as the ratio of the estimated intra-group effect on global trade to the net estimated extra-group effect on global trade. 

· A ratio greater than one indicates that the agreement is estimated to have had a greater effect on trade between members than it is to have had on trade between members and non-members. A ratio less than one indicates it had a lesser effect.

· A negative ratio indicates that the direction of the estimated change in intra-group trade is offset by the estimated change in extra-group trade, either towards more outward oriented trade (intra-group effect negative, extra-group effect positive) or more inward oriented (intra-group effect positive, extra-group effect negative).

Using these criteria, the trade orientation of each agreement can be characterised (see below).

Criteria for assessing the trade orientation of an agreement

Criteria —  ‘Trade coverage’ (x) versus ‘Balance of effects’ (y)

Trade orientation

x < y 

Inward oriented

x ≈ y
Neutral

x > y > 0
Outward oriented

y < 0
Positive intra-group effect: inward oriented  Negative intra-group effect: outward oriented



	

	


· The NAFTA agreement has a trade coverage ratio of 0.39 but a balance of effects ratio of negative 2.91 (the negative indicates the estimated change in intra-group trade is in the opposite direction to extra-group trade). 

· The second largest agreement examined in this supplement was the EEC, with a trade coverage ratio of 0.45 and a balance of effects ratio of 5.61. 
The general trend was less evident for the ASEAN–CEPT agreement, where the trade coverage ratio of the ASEAN–CEPT agreement was 0.15 but its balance of effects ratio was only 0.29; this places it relatively close to the ‘neutral’ line in figure 5.1.
An exception to this general pattern is APEC, where the level of trade between members was approximately the same as the level of trade between members and non-members (giving it a trade coverage ratio of 1.0, the largest of the 27 agreements examined), while the estimated increase in trade between members was around one quarter smaller than the increase in trade between members and non-members (balance of effects ratio of 0.73), resulting in it being characterised as ‘outward oriented’.

Figure 5.
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Trade orientation of selected regional agreementsa 
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a(US–Canada is included for comparison with NAFTA. The dotted lines indicate a ‘neutral’ focus.
Source: Table 5.2.

The results for each of the 27 agreements examined in this supplement are shown in table 5.1.
Table 5.
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Agreement balance, coverage and orientation
	Description
	Trade coverage ratio (x)
	Balance of effects ratio (y)
	Trade orientation

	EFTA–Hungary
	0.00
	0.00
	Neutral

	Bolivia–Mexico
	0.00
	0.00
	Neutral

	Costa Rica–Mexico
	0.00
	0.01
	Neutral

	EEC–Egypt *
	0.01
	-0.33
	Outward oriented

	EFTA–Israel *
	0.01
	-0.28
	Outward oriented

	AU–PNG
	0.01
	-0.01
	Inward oriented

	Group of three
	0.01
	-0.01
	Inward oriented

	EFTA–Poland **
	0.01
	0.01
	Neutral

	Chile–Columbia
	0.01
	0.01
	Neutral

	Mercosur–Bolivia **
	0.01
	0.14
	Inward oriented

	EEC–Romania
	0.01
	23.32
	Inward oriented

	EEC–Poland
	0.03
	-2.23
	Inward oriented

	EFTA
	0.03
	0.02
	Outward oriented

	Mercosur–Chile
	0.03
	0.26
	Inward oriented

	ANZCERTA (CER)
	0.04
	-0.04
	Inward oriented

	Andean
	0.04
	0.45
	Inward oriented

	SPARTECA
	0.06
	-0.03
	Inward oriented

	CEFTA
	0.06
	0.11
	Inward oriented

	EEC–Swiss **
	0.07
	1.08
	Inward oriented

	CACM
	0.08
	0.03
	Outward oriented

	LAIA
	0.09
	0.29
	Inward oriented

	MERCOSUR
	0.11
	1.87
	Inward oriented

	ASEAN–CEPT
	0.15
	0.29
	Inward oriented

	US–Canada
	0.22
	1.09
	Inward oriented

	NAFTA
	0.39
	-2.91
	Inward oriented

	EEC
	0.80
	5.61
	Inward oriented

	APEC
	1.00
	0.73
	Outward oriented


* indicates agreements with an estimated decrease in intra-group trade. ** indicates agreements with an estimated decrease in both intra- and extra-group trade.
Source: Gravity model estimates, Commission calculations and UN Comtrade database. 
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Agreement style

While the vast majority of BRTAs in force today are designed to be preferential in nature, there are a number of notable exceptions. The patterns explored above provide some indication of the range of effects that both preferential and non-preferential agreements can have on trade flows. Identification of these features, which determine whether an agreement is likely to simply re-mix existing trade flows, encourage trade between members without discouraging trade with non-members or even boost trade between both members and non-members, may assist in the evaluation of different approaches to BRTAs. This section discusses the various styles of agreements examined in this supplement and draws some observations to the extent that the estimated effects correspond with the measure of trade orientation developed above. 

Preferential bilateral and regional agreements

Most BRTAs in force are preferential in nature and seek to reduce barriers to trade between members while not extending these reductions to non-members. Two well known preferential agreements are NAFTA and ANZCERTA (both characterised as inward oriented). Their estimated effects and corresponding trade orientation are illustrative of some of the characteristics of typical preferential agreements more broadly:

· The NAFTA agreement was estimated to have been associated with a increase in trade between members; however, this effect was partly offset by reductions in trade with non-member countries. The results suggests that the preferential nature of this agreement brings with it some costs: for NAFTA members, while the agreement is estimated to have been net trade creating, it also appears to have ‘reshuffled’ a significant amount of trade between sources.
· While the ANZCERTA agreement was estimated to have had little overall impact on global trade flows, it was estimated to be associated with an increase on trade between members. Despite this, it was also estimated to have had a negative impact on Australia’s and New Zealand’s trade with the rest of the world. In this sense, the analysis suggests that the preferential nature of the agreement appears to have, to some extent, altered the focus of some exporters (and importers) in these economies to the smaller markets within the agreement, foregoing some of the potential gains that would have otherwise been expected from exploring even greater trading opportunities in markets elsewhere. 

Open regionalism

Open regionalism has been pursued as a model of increasing economic integration within a region while increasing competitiveness with the rest of the world (for example, through encouraging unilateral trade facilitation and liberalisation or increasing regional integration with a focus on competition and efficiency). There are three such agreements in the 27 modelled:
· APEC is a non-preferential undertaking, without legal binding, designed to encourage unilateral liberalisation and the general competitiveness of its members. While some have suggested that the common reforms that have improved competitiveness are a result of domestic policies for which the member countries have undertaken similar reforms (those which have achieved a common effect), it should be noted that the APEC process is also regarded as having played a facilitating role in reducing trade barriers and the empirical results from this supplement suggest that agreements which favour a non-preferential approach, and which seek to establish a cooperative forum intended to promote openness among members, had positive impacts on trade flows generally. 
· The ASEAN–CEPT agreement, while preferential, is an example of a ‘preference-light’ agreement that is loosely based on the principle of open regionalism. It allows for non-preferential reductions in tariffs by countries to receive credit as preferential concessions, thereby allowing them preferential access to other member countries, and embodies other characteristics which make it a relatively open agreement, although slightly inward oriented (box 5.2). 
· The Central American Common Market (CACM) was originally formed in the 1960s as a model of closed regionalism. Following a number of regional crises, it was abandoned in the mid 1980s. It reformed in 1993 with the purpose of pursuing open regionalism (and it is the outcome of this later formulation that is modelled in this supplement). The agreement is categorised as outward oriented.
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The ASEAN agreement

	In 1992, members of ASEAN agreed on the ASEAN Free Trade Area which was embodied by the Common Effective Preferential Tariff (CEPT) scheme. Given the importance of non-member trade, and members’ desire to not have overly binding conditions enforced on them through the agreement, the scheme has several features which have lead to it being considered as ‘open’ or ‘preference light’. These include:

· a low value Regional Value Content Rules of Origin (RoO) of 40 per cent; 

· the ability of members to offer tariff reductions on an MFN basis and qualify for preferential access to other member markets; and 

· the exclusion of agricultural products (ASEAN 2010). 

Given the conditions of the CEPT scheme, the importance of non-member trade, and the focus on matters that extend past border barriers (such as providing a forum for discussion on economic and regional development), the ASEAN agreement has been argued to represent an example of open regionalism (Hill and Menon 2010). During the period of the agreement, members’ MFN tariffs have been reduced significantly and, in practice, only around 10 per cent of member trade makes use of the concessional arrangements — notwithstanding the margin of preference still remains significant on some products and the relatively liberal RoO. The agreement also provides an ongoing forum for pursuing economic and regional development issues, including trade facilitation measures. 

	

	


Customs union / common market

The common market approach shares similarities with an open regionalism approach, but typically involves deeper integration (for example, allowing freer movement of natural persons) and common barriers with third parties.

· The estimated net effect of the EEC on global trade is positive, and its trade orientation (inward oriented) appears consistent with that of a customs union featuring a common external tariff. 

· Similarly, the Andean agreement is categorised as inward oriented — it too operates as a customs union or common market.

· The Latin American Integration Agreement (LAIA), originally established as a free trade area in the 1960s, was reformed as a regional integration agreement in 1980. The latter variant is modelled in this study, and is categorised as inward oriented.

Agreements with developing coutnries
Agreements focused on facilitating economic development typically provide non-reciprocal tariff concession for developing country members to the developed country market. Such agreements aim to foster economic development and enhance cooperation between members.

Two of Australia’s development–focussed agreements are modelled in this supplement — the South Pacific Regional Trade and Economic Cooperation Agreement (SPARTECA) and the Papua New Guinea Australia Trade and Commercial Relations Agreement (PATCRA). 

Both agreements are estimated to be relatively inwardly oriented, and not to have increased overall levels of trade.
· The results indicate that the Australia-Papua New Guinea agreement led to an increase in imports into the two countries, but this is estimated to be more than offset by a decrease in exports to other countries, resulting in a net decrease in global trade. 
· Similarly, the SPARTECA agreement was associated with an increase in trade between members, again more than offset by a estimated decrease in trade with non-members. 
These results may be driven by a lack of reform of barriers in the developing countries, given the one-sided nature of the agreements. Further, to the extent that they resulted in preferential access beyond Australia’s relatively low MFN rates, the agreements may have focussed the smaller heavily resource constrained nations on exporting to Australia (and New Zealand), perhaps away from (faster growing) markets that otherwise would have represented even greater prospects for them.
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