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Some implications of preferential regional tariff arrangements
An argument advanced for signing preferential trade agreements is that they can act as a ‘defence measure’ against trade diversion and other deleterious effects to Australia of other economies signing preferential agreements. This chapter illustrates some of the mechanisms at work and possible orders of magnitude in play with hypothetical combinations of preferential and non-preferential tariff reductions between North Asia, North America and Australia  (table 
5.1).
 The scenarios are illustrative only and do not imply such regional preferential arrangements would eventuate in the foreseeable future.
Table 5.

 SEQ Table \* ARABIC 1
Scenarios to illustrate the effects of regional preferences with and without Australia

	Code
	Scenario
	Description

	R1
	Australia as a ‘hub’
	Australia reduces tariffs bilaterally with countries in the North American and North Asian regions — the other countries do not reduce tariffs for each other 

	R2
	Australia joins a hypothetical preferential trading bloc
	Australia reduces tariffs bilaterally with countries in the North American and North Asian regions and they reduce tariffs bilaterally with each other

	R3
	Australia excluded from a hypothetical preferential trading bloc
	The countries in the North American and North Asian regions reduce tariffs bilaterally and Australia does not reduce tariffs

	R4
	Australia excluded from a hypothetical preferential trading bloc and pursues unilateral tariff liberalisation 
	The countries in the North American and North Asian regions reduce tariffs bilaterally and Australia reduces tariffs non-preferentially


Bilateral tariff reductions between Australia and the selected regions are projected to increase Australian real GDP. This increase is projected to diminish when the countries in those regions grant bilateral preferences to each other. 

In scenarios R1 to R4, it is assumed that there are no transaction costs to reducing tariffs bilaterally with many countries, that there is a full take up of preferences, and that the RoO do not have any impact on business costs. The scenarios also abstract from the ‘spaghetti bowl’ effect on administrative and other costs that might be created by overlapping agreements and the associated difficulty traders might have navigating through the specificities of different trade agreements with different trading partners. Were such costs taken into account in the modelling, the projected increase in activity from the regional arrangements would be lower than reported in this chapter. 
Australia reduces tariffs bilaterally with selected partners
In scenario R1, real GDP is projected to increase for Australia and the economies that enter into bilateral preferential arrangements with Australia (table 
5.2). The relative impacts are determined by the initial bilateral trade shares and margins of preference between Australia and the partners undertaking the bilateral tariff reductions. 

Australia’s real GDP is projected to increase by about 1 per cent with tariff preferences applying to goods imported from the North American and North Asian regions (41 per cent of Australia’s total imports in the GTAP database). By contrast, the experiment affects less than 5 per cent of the partners’ imports. GDP is projected to increase by around 0.1 per cent or less for the countries in the North American and North Asian regions. 
Another reason why North American real GDP is projected not to change substantially is that tariffs on trade between Australia and North America are two to three times lower than the average tariffs on trade between Australia and North Asia; removing North American tariffs is therefore projected to have smaller effects. 

In scenario R2, Australia, and the illustrative North American and North Asian economies are modelled as reducing tariffs preferentially. In this scenario, Australia’s real GDP is projected to increase by 0.7 per cent. Hence, the bilateral tariff preferences between North America and North Asia are projected to reduce the projected increase in Australian real GDP from scenario R1 (1 per cent). This is largely due to trade diversion, with Australian exports projected to be 0.4 per cent smaller and Australian imports 2.6 per cent smaller than in R1, as trade among the illustrative regions increases. 

As a result of relatively large modelled reductions in tariffs in the illustrative regions, real GDP in the illustrative North Asian economies is projected to rise by between 1.5 and 3 per cent. 
Table 5.

 SEQ Table \* ARABIC 2
Projected effects on real GDP and trade volumes of regional tariff preferences with and without Australiaa
	
	Australia reduces tariffs bilaterally
	Australia reduces tariffs bilaterally
	Australia does not 
reduce tariffs
	Australia reduces 
tariffs non-preferentially

	
	North American and North Asian regions do not reduce tariffs with each other
	North American and North Asian regions reduce tariffs bilaterally with each other

	Scenario
	R1
	R2
	R3
	R4

	
	% change
	% change
	% change
	% change

	Real GDP
	
	
	
	

	Australia
	0.950
	0.691
	-0.088
	0.473

	China
	0.090
	1.467
	1.364
	1.387

	Japan
	0.032
	0.443
	0.410
	0.416

	Korea
	0.118
	2.952
	2.811
	2.834

	USA
	0.002
	0.056
	0.055
	0.056

	European Union
	-0.010
	-0.062
	-0.053
	-0.051

	Rest of Asia
	-0.027
	-0.333
	-0.311
	-0.308

	Rest of the world
	-0.009
	-0.143
	-0.132
	-0.131

	Export volumes
	
	
	
	

	Australia
	5.077
	4.644
	-0.227
	5.051

	China
	0.396
	7.336
	6.932
	6.975

	Japan
	1.197
	5.011
	4.620
	4.653

	Korea
	0.633
	8.260
	7.880
	7.898

	USA
	0.098
	2.656
	2.579
	2.585

	European Union
	-0.012
	-0.135
	-0.124
	-0.118

	Rest of Asia
	-0.061
	-0.604
	-0.556
	-0.541

	Rest of the world
	-0.035
	-0.294
	-0.268
	-0.268

	Import volumes
	
	
	
	

	Australia
	8.885
	6.042
	-0.681
	3.000

	China
	0.457
	9.285
	8.835
	8.964

	Japan
	1.054
	6.809
	6.378
	6.460

	Korea
	0.570
	10.799
	10.440
	10.497

	USA
	0.024
	1.727
	1.722
	1.729

	European Union
	-0.042
	-0.220
	-0.187
	-0.175

	Rest of Asia
	-0.121
	-1.124
	-1.033
	-1.011

	Rest of the world
	-0.026
	-0.467
	-0.433
	-0.429


a(Scenarios listed in table 
5.1.

Source: Simulation results.

In scenario R3, the illustrative countries in North America and North Asia are modelled as reducing their tariffs on a bilateral preferential basis while Australia leaves its tariffs unchanged. In this scenario, Australian real GDP is projected to decrease almost 0.1 per cent, mainly due to trade diversion effects that are projected to be induced by the bilateral tariff preferences between partners.

Scenario R1 illustrates the impacts of Australia lowering tariffs on its imports from a group of countries that do not reduce tariffs among their group. The difference between R2 and R3 illustrates the effects on Australia of bilateral tariff preferences with a group of countries that does reduce tariffs on each other’s imports. 

In scenario R4, Australia is assumed to reduce its tariffs non-preferentially, while countries in North America and North Asia are assumed to lower their tariffs bilaterally. Under this scenario, Australian real GDP is projected to increase by 0.5 per cent, which is 0.2 per cent lower than in scenario R2 (where Australia reduces tariffs on a preferential basis with the group of countries under consideration). 
The projected increase in Australian real GDP under non-preferential tariff reduction in scenario R4 is consistent with the projected results for the other unilateral tariff reduction scenario (scenario T3, in which only Australia is assumed to reduce its tariffs). The reductions in tariffs in the North American and North Asian regions contribute to some trade diversion and to a small reduction in the projected increase in real GDP under scenario T3. 

On the other hand, the larger increases in GDP projected in scenarios R1 and R2 relative to scenario R4 result from the reductions in tariffs that apply to Australian exports. In scenario R2, however, this effect is mitigated by the trade diversion that is associated with the North American and North Asian regions reducing their tariffs bilaterally. 
Australian exports are projected to increase by around 5 per cent in scenarios R1, R2 and R4; in scenarios R1 and R2, the increase arises because tariffs on Australian exports are reduced, while in R4, Australia's unilateral tariff reduction makes its exports more competitive internationally. In scenario R3 there is a small reduction in Australian exports because of trade diversion.
Australian imports are projected to increase the most in scenario R1 (9 per cent), followed by scenario R2 (6 per cent) and scenario R4 (3 per cent). The projected increase in scenario R1 is larger than in scenario R2 because the bilateral tariff reductions between countries in North America and North Asia are projected to increase the relative price of many Australian imports. The projected increase in imports in scenario R2 is greater than in scenario R4, despite more widespread Australian tariff reductions, because the absence of preferences means that projected real GDP increases are smaller under scenario R4 and the demand for imports is reduced.
Sensitivity of results to assumptions about output flexibility in Australia’s export sectors
Two sensitivity simulations were run on scenario R3 to test whether increased demand from preferential bilateral tariff reductions would be sufficient to outweigh the trade diversion that Australia experiences when some of its trading partners are assumed to reduce tariffs and Australia is assumed not to. 

In the first sensitivity simulation (S6), the elasticity of supply of effective land in Australia is increased by a factor of 10.
 This mainly increases the supply response of Australia’s mining exports. With this increased supply response, projected Australian real GDP contracts 67 per cent less (table 
5.3) than when the supply response of the export sectors (in this case mining) is more constrained (scenario R3). The change is not sufficient to avoid trade diversion with projected Australian exports contracting by 0.078 per cent.

Table 5.

 SEQ Table \* ARABIC 3
Sensitivity of projected results to alternative assumptions on export sector (that is, mining) supply response
	Scenario
	real GDP
	Export volumes

	
	% change
	% change

	Australia leaves its tariffs unchanged, while the illustrative North American and North Asian economies reduce tariffs bilaterally with each other (R3)
	-0.088
	-0.227

	R3 with increased elasticity supply of effective land to the mining industry (S6) 
	-0.029
	-0.078

	R3 with endogenous supply of effective land to the mining industry (S7)
	-0.001a
	0.012


a If the assumed flexibility applied to the mining sector (relative to the availability of effective land) is also applied to the rural sector, a small increase in GDP is projected.
Source: Simulation results.
In the second simulation, the supply of effective land is set endogenous in the mining industry so there is no restriction on the output of mining in response to an increase in demand. Under this setting, Australian real GDP is projected to decrease by 0.001 per cent while exports are projected to increase by 0.012 per cent (table 5.3). In scenario S7, the mining industry is projected to exp  and (around 1.5 per cent). If the assumed flexibility applied to the mining sector (relative to the availability of effective land) is also applied to the rural sector, a small increase in GDP is projected.

�	North Asia is represented by China, Japan and Korea. North America is represented by the United States. 


�	The output of resource industries is limited by their access to relevant resources (for example, iron ore, coal, fish stocks). These stocks are represented by the same variable as agricultural land in agricultural activities. In the standard model, their supplies are assumed to be limited and they act as an industry-specific input. In these two sensitivity simulations, the industry-specific inputs are assumed to restrict output expansion less than they do in the standard model. Given the structure of the model, this is achieved by increasing the elasticity of substitution between different types of ‘land’. Although this means that agricultural land is ‘transformed’ into iron ore or coal, in the model, the effect on agriculture is negligible. However, alleviating the constraint on mining supply response allows mining output and real GDP to expand more easily than with the standard setting. 
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