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Overview

ωGains from Trade
ςTraditional static analysis

ςEconomies of scale/ desire for variation

ςX-efficiency

ωTrade policy instruments & techniques
ςHow we analyse

ςInstruments & Techniques

ωAnalysis
ςCGE & Gravity models
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Production Possibility

Quantity

Good Y

Quantity of Good X
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Indifference Curves

Good Y

Good X

Increasing Utility
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Kosovo with no trading

Good Y

Good X

A

[-PX/PY]A
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Kosovo with trade

Good Y

Good X

A

[-PX/PY]A

[-PX/PY]W

B

C

Principal Conclusions:

ω Achieving higher utility

ω Trade ґ necessarily job creation 

ω Productivityҧ@ world prices 

ω Institutions matter

ω Distribution of benefits(?)

ω Small country affected more

ω Lǘ Ŏŀƴ ǘŀƪŜ ǘƛƳŜΧ



Jonathan Gage

Diplomacy
Dialogue

LǊŜƭŀƴŘΩǎ 9ȄǇŜǊƛŜƴŎŜΥ Lǘ ǘŀƪŜǎ ǘƛƳŜΗ
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GDP/Capita relative 

to OECD average

(read right)

FDI/GDP 

(read right)

Source: Gage OECD PFI paper
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Relative amount of trade

2003 Trade % of World 

trade proportional to 

thickness of line

Baldwin 2006; If <2% Trade is ignored

What causes so 

much trade amongst 

those countries with 

similar costs of 

factors of 

production?

Two possible 

explanations:

ÅEconomies of scale

ÅDesire for variation
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Competition /X-efficiency/ Allocation

ωPrior analysis is largely static  

ωX-inefficiency:technical-efficiency is not being 
achieved due to a lack of competitive pressure 
(technology transfer).

ωAllocativeinefficiency: a firm should not 
employ brain surgeons to dig ditches. 

ωBoth inefficiencies can be driven out by 
competitive pressures ςsome economists 
view such the real benefits of trade.
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Trade Policy Instruments & Techniques

ωAnalysis Tools

ςSupply & Demand Curves

ςWelfare

ωThe Instruments

ςTariff

ςQuota / Tariff Rate Quota

ςExport Subsidy

ςOthers

ωThe Techniques

ςTariff peaks and escalation

ςRules of origin
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Supply, Demand & Welfare

Price

Quantity

Demand

Supply
Consumer

Surplus

Producer

Surplus



Jonathan Gage

Diplomacy
Dialogue

Importer

Price

Quantity

Demand

Supply

PW

QP QD
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Small Country Importer 
Imposes a Tariff

Price

Quantity

Demand

Supply

PW = PW*

Q1
D

PW*+t

Q2
DQ1

P Q2
P

Production

Distortion Consumption

Distortion

Net Welfare Effect?
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Classification of 
Policy Instruments

Commercial Policy Instruments

Trade Contraction Trade Expansion 

Tariff

or

Export tax

Import quota (+TRQ)

or 

VER
(Voluntary  Export Restraint)

or 

Procurement

Import subsidy

or

Export subsidy or

Export credit 

subsidy

Export quota

or

VIE
(Voluntary  Import Expansion)

Price    Quantity Price    Quantity 

© Pearson Education (Modified)

Red-tape barriers
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Summary of Instruments

Tariff
Export 

Subsidy

Import 

Quota
VER

Producer ŷJ ŷJ ŷJ ŷJ

Consumer ŹL ŹL ŹL ŹL

Govt 

Revenue ŷJ ŹL
(Spending ŷ)

No Change 

(Rents to 

Licensees ŷ)

No Change 

(Rents to 

Foreigners ŷ)

Overall 

Welfare

Ambiguous 

(Small Ctry Ź)ŹL
Ambiguous 

(Small Ctry Ź)ŹL
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Non-Tariff Barriers (NTBs)

ωA general phrase incorporating a host of 
protectionist / legitimate concern instruments/ 
techniques

ωBigones:

ωBorder practices

ωTBT: technical barriers to trade & SPS: Sanitary & 
Phyto-Sanitary issues for public safety, morals, 
ŜƴǾƛǊƻƴƳŜƴǘΣ ƭŀōƻǳǊ ǎǘŀƴŘŀǊŘǎΣΧ
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Non Tariff Barriers: The Evidence
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Tariff Peaks & Escalation

0.0

0.9

2.0

7.7

0.0

2.4

5.0

7.2 12.6

2.2

1.5

4.5

0.0 2.0 4.0 6.0 8.0 10.0 12.0 14.0

Average* MFN percentage tariff

4403 Wood in the rough

4407 Wood sawn

4408 Veneer/plywood <6mm

4412 Plywood, veneer panels

5201 Cotton not carded or combed

5203 Cotton carded or combed

5205 Cotton yarn 

5208/9 Woven cotton

6205 Men's shirt

4011 Pneumatic rubber tires

8407 Engines

8703 Passenger cars

*Mean of USA, EU, Japan & Canada for sub-headings under this HSC heading in 2000

Source: Gage OECD PFI Paper
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/ƘƛƭŜΩǎ Tariffs: Uniform and signalling with 
scheduled reductions

ωPractice:
ςUniform tariffs applied to nearly all products

ςAnnounce scheduled reductions to the tariff rate

ωAdvantages of uniform tariff:
ςLess distortions

ςEase to administer

ςLess prone to lobbying

ςLess prone to corruption

ςPossible precursor to broad consumption tax

ωAdvantages of signalling:
ςAllows constituents time to adapt
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Abuse of Rules of Origin
άb!C¢! ¢ǊƛǇƭŜ WǳƳǇέ
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Economic Analytic Models

ωAnalysis using supply demand curves

ωComputable General Equilibrium (CGE) 
models

ωGravity models
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Why Value-Chain Analysis is Important

World price (CIF)

Total EU

demand

EU internal price

Transport cost

Profits of

EU importers

Tariff revenue

Deadweight 

losses

Producer 

support

Profits of

US importers

prices

Welfare analysis of [EU Bananas] 

Regulation 404/93

(approximate)

Source: Cadot 2003
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Trade Imbalances & Capital Flows

National Income = National 
Consumption: (Krugman)

Y = C + I + G + X ςM

Ƹ

(X ςM) = (SPςI) + (T ςG)

Y = Income (GNP)

C = Consumption

I = Investment

G = Govt Spending

X = Exports

M = Imports

SP = Private savings

T = Taxes 

Consider if Kosovo builds a hydro-electric dam and buys a 

turbine from GE using GE Capitalé what happens?

Is a current account deficit necessarily bad?...
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CGE models

Computable General 
Equilibrium Models use 
input/output 
relationships between 
regions and sectors to 
build a simulation of the 
economies of interest

Source: Petersen 1997
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Example of CGE Model

ά!ƴ ƛƴǘǊƻŘǳŎǘƛƻƴ ǘƻ /D9 ƳƻŘŜƭƭƛƴƎ ŀƴŘ ŀƴ ƛƭƭǳǎǘǊŀǘƛǾŜ ŀǇǇƭƛŎŀǘƛƻƴ 
ǘƻ 9ŀǎǘŜǊƴ 9ǳǊƻǇŜŀƴ LƴǘŜƎǊŀǘƛƻƴ ǿƛǘƘ ǘƘŜ 9¦Φέ TokeWard 
Petersen. September 1997.

The model of the Europe Agreements showed only small 
benefits for Czechoslovakia, Hungary and Poland, and even 
smaller benefit for the EU. Thus it is reasonable to say, that 
the model supports the critical voices, claiming that the 
Europe Agreements are mainly of political value and that the 
economic consequences are small. If the purpose of the 
agreement was economic gains, then the analysis showed 
that a Free Trade Agreement would be preferable to the 
Europe Agreements.
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Gravity models

Tradeij = a  (GNPi)
b  (GNPj)

c (DISTij)
d 

Logarithm of the above and add other explanatory variables

ln(Tradeij)= a + b ln(GNPi)+ c ln(GNPj)+ d ln(DISTij) + 
[other variables & dummies]
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Example of Gravity Model

άtƻǘŜƴǘƛŀƭ ǘǊŀŘŜ ƛƴ ǎƻǳǘƘŜŀǎǘ 9ǳǊƻǇŜΥ ŀ ƎǊŀǾƛǘȅ ƳƻŘŜƭ ŀǇǇǊƻŀŎƘέ 
Edward Christie, 2002

Dependent variable: imports cif

Variable Coefficient Prob. Multiple

GDP importer 0.87 0.00 -

GDP exporter 1.01 0.00 -

Distance -1.21 0.00 -

English language 0.86 0.00 2.36

EU14 0.80 0.00 2.22

EU Association 0.64 0.00 1.90

CEFTA7 1.03 0.00 2.79

Baltic state 3.75 0.00 42.78

Two considerations: landlocked  (-0.27=0.76) & conflict dummies
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Trade Policymaking Loop: 
Measuring up & sensing change

Investment

Trade
Tax

Exchange rate

Environment 

Labour

Other

Coherent

Policies

Host Country 

Attributes/

Opportunities

Policies

Achieving

Goals?Measurements:

- GDP/capita

- Poverty reduction

- Other
- FDI/ investment

- Amount of trade

- Composition of trade

Inducing

Catalysts?

Policies

Noticed &

as Desired?

- Benchmarks

- Peer reviews 

- Surveys

Linkages/

Competition

Gains?

- Linkage extent & depth

- Productivity

- Consumer prices

No

No
No

No

Have

Circumstances

Changed?
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Promoting FDI in Manufacturing
(Example of  Coherent Policies)

ωPromote an open banking service sector even though it may 
not increase manufacturing FDI

ωSupport liberalisation of broadband internet

ωLimit trade rules that discourage fragmentation

ωPromote international technical and process standards

ωIntroduce a coherent innovation policy

ωInstitute complementary competition policies

ωFacilitate trade as timing and costs tighten

[Source: Gage OECD FDI in Manufacturing, 200]



Jonathan Gage

Diplomacy
Dialogue

Extra slides: for WTO background

[to be covered if sufficient time]


