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Abstract

To dae, thereceived theory regarding the undepinningsof trade negotiation does not
provide a satisfactory account of the impasses that have plagued both recent World
Trade Organisation and Preferential Trade Agreement negotiations This pgper
attempts to address this omission by extending the widdy cited modd of Bagwell and
Staiger (1999,2002 to encompass two small exporters dealing with a common large
importer. It isfoundtha the smaller counties prefer to deal as a codition whereas the
large country prefers to deal bilaterally. This characterisation provides an explanation
of the observed phenomena of developing county codition forming and developed
county nornrcoopeaation with such coditions phenomenatha have been a particular
feature of impasses within the Doha Development Agenda and in recent PTA
discussions. Moreover, this andysis suggests that use of the Kemp-Wan propostion,
rather than Article 24, as the deciding metric in the formation of PTAs can potentially
mitigae such problems.

1. Introduction

A dtriking feature of current multilateral and plurilateral trade negotiations is the
growing role of developing county coalitions The influence of such coditionsis
certainly not innoaious Collier (2006) Badwin (2006) and Narlikar and Tussie
(2004) have all noted tha the coditions of the Doha Development Agenda of the
World Trade Organisation (WTO) are much more active, cohesive and, ultimately,
integral to the eventud outcome of the negotiations than those of previousrounds The

increasing agency of coditions can be further observed in the recent negotiations of
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several Preferentia Trade Agreements (PTAS): ASEAN with Ching India and Japan;
MERCOSUR with the EU and India; CARICOM with Canadg etc. However, it is
clear tha negotiationsinvolving such coditions have been plagued with difficulties.
For example, the Doha trade round has stalled several times with a collapse in
negotiations at the Cancun ministerial in 2008 and a temporary sugpenson of
proceedingsin July 2006. Similarly, trade talks beaween MERCOSUR and the EU,
ASEAN and Japan, ASEAN and India have been marred with hold-ups Identifying
remedies to these difficulties requires sufficient undestanding of the mechanisms that
create them. However, despite recent advances in the theory of trade negotiations the
literature does not yet provide a satisfactory account of the impasses tha have been
the source of negotiating deadlocks between large counties and developing county

coditions alacunathat this pgper attempts to go someway towards addressing.

Clearly, trade negotiations can break down, and have broken down in the past, for
myriad reasonsand it is beyond the scope of this pgper to provide a comprehensve
explanaion for every past and paentia cause of impasse. However, three key
phenomena distinguish the present problems from those of the past and merit
paticular attention: the greater induson of developing counties in multilateral and
plurilateral trade talks; the emergence of infrangible developing county negotiating
coditions within these talks, and the proliferation of bilateral Preferentia Trade
Agreements (PTAS). It is the contention of this paper tha these three phenomena are
related and partly responsble for the present difficulties.

The structure of this pgpe is as follows. Firstly, a nontechnical account of the main
arguments is developed with reference to the current problems plaguing trade
negotiations involving coditions Secondly, a brief expostion is provided of the
Bagwell and Staiger (1999, 2002 modd regading the undepinnings of trade
negotiation. Thirdly, this modd is expanded to indude two small exporters and a
single large importer. Fourthly, this interpretation of the modd is utilised to provide
explanaions of: the emergence of developing country coditions developed county
noncoopeaation with such coditions and the resulting proliferation of PTAs. Fifthly,
the potential solution of replacing Article XXI1V of the GATT with the Kemp-Wan
propostion is addressed within the context of the formal modd. Findly, a conduding

section summarises and suggests directionsfor future research.



2. The breakdown of trade negotiations involving coalitions and the

concurrent proliferationin PTAs

Coditions of developing counties tha negotiate collectively have been a feature of
multilateral trade negotiations for a nunber of years. However, by the time of the
Cancoa ministerial there were severa major developing country groups the group of
Least Developed Counties (LDC); the Small and Vulnerable Economies (SVE); the
Like-Minded Group (LMG); the African Caribbean Pacific group (ACP); the African
Group;the Core Group;the codition on cotton; the aliance on Strategic Produds and
Special Safe-guad Mechanism; and the G20. Moreover, these coditionswere not as
autononousas this listing suggests; inter-group coopeation lead to a web of related
developing county negotiating stances involving logrolling as well as mora suppot

for single issues such as that of the concerns of the cotton producers.

Narlikar and Tussie (2004) arguetha existing theories of codition stability, such as
those of Hamilton and Whdley (1989) and Kahler and Odd (1989) etc, predict that
cohesion based upon such a multiplicity of interests is susceptible to domino-effect
style fragmentation catalysed by bilateral @arrots and sticksO offered by more
powerful negotiating partners. However, contrary to theory, the coditionsof the Doha
Development Agendahave hdd ther groundin spite of consderable arm-twisting by
the developed counties. Possible reasons for this are manifold: supeior, hybrid
codition structures incorporating features from both bloc-style and issue-based
coditions strongleadership from the emerging economies, and well bdanced agendas
etc. The falure of developed counties to recognise the credibility of developing
county threatsis posted by Narlikar and Tussie (2004)as the foremog explanation of
the collapse of the Cancom ministerial. Essentially, past experience, and knowedge of
codition theory, led developeal countries to condudetha compliance with the greater
conaessions demanded of them by developing country coditionswas not hecessary in
the endgane as bilateral carrots and sticks should be enoughto break coditions thus

an impasse was reached.

However, an aternaive diagnosis of the ailing Doha round has been ventured by
authors such as Collier (2006} multilateral trade deals are ultimately the exclusve
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pursuit of large symmetric counties, thus the greater induson of developing
counties has rendeed the WTO usaess. Essentialy, the formation of developing
county coditions was irrelevant; by expanding developing county paticipaion in
the first place, the Doha Development Agenda was doorred from the start. This
implies tha the initial rationde undelying the induson of developing counties
stemmed from political concerns rather than welfare consdeations conaerns tha

mug have subsequently faded in importance.

Conmomitant to the impeded momentum of multilateralism has been the increased rate
of PTA formation. Since the early 1990sthe number of regiond trade agreements has
quadrupled to the extent tha every member county of the WTO, except Mongoila, is
paty to at least one PTA, and on average each county bdongsto six PTAs (World
Bank, 2005) Interestingly, the EU and the US (which traditiondly escheved PTAs
until the closng years of the Clinton administration) have actively been pursuing
PTAs with developing counties since the collapse of the 2003 WTO ministeria in
Cancom. This so-called Gew regiondismOencompasses a great deal of North-South
trade dedls, with approximately 45 developing countries having signed bilateral PTAs
with aNorthern trading partner (World Bank, 200b).

Whilst it appears tha PTAs have supplanted multilateral dedls, it would also appear
tha plurilateral PTAs have been supplanted by bilateral PTAs in cases where such
talks have become deadlocked. For example, Japan has recently established Econorric
Partnership Agreements (EPAS) involving subgantial trade libeaisation with
Malaysia, the Philippines and Singgpore, and has announed agreements in prindple
to establish smilar EPAs with Indonesia and Thaland, thusdiminishing thelikelihood
of success of Japan - ASEAN trade negotiations Similarly, in 2005 India conduded
an Economic Coopeation Agreement with Singgpore involving subgantial trade
liberalisation and in 2003 negotiated a framework for establishing a Free Trade
Agreement (FTA) with Thaland, thereby diminishing the likelihood of success of
India- ASEAN negotiations

In both the multilateral and plurilateral cases it is clear tha the oppotunity cos of
multi/plurilateral trade agreements is tha of the value of bilateral PTAs foregone
Thus the threat-point of developing country coditionsduring such trade negotiations
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is nottotal norragreement, buta moveto bilateral negotiation. Whilst econonists have
soughtto ascertain whether PTAs have a postive or negaive impact uponthe god of
universal free trade as reflected in Bhagwati® (1993) memorable phrases Gouilding
blocksOand Gtumbling blocksQ wha has not yet been considered in the literature is
the impact tha developing county coalitions within multi/plurilateral trade
negotiations have on the relative desirability of PTAs. Whilst liberalisation is not a
zero sum game, the actions of trade negotiators are often viewed as mercantilist in
naure, as noted by Krugman (1991) and explained by Bagwell and Staiger (1999,
2000) Hence, from the point of view of developed county negotiators, a better dedl
for developing counties is viewed as a worse ded for developed counties.
Consquently, a large propottion of the problems of the Doha Development Agenda
and the ailing plurilateral PTA negotiationscan be explained thus the deal soughtby
resilient developing county coditionsreduced the relative merit of multi/plurilateral
negotiation, from a developed county perspective, to such an extent tha bilateral
PTAs became more desirable. Impasses were not caused by nave developed county
logic, but by the well informed choice of developed counties to pursue bilatera
outcomes, which, for them, would be supeior to the successful concluson of trade
talks involving codition-based negotiation. Essentialy, the new found fortitude of
developing county coditionsand therise in PTAs can be viewed as cause and effect

with multi/plurilateral based negotiation being victims in the process.

24 Non-technical overview of modd

This pgoe developsa formal modd of trade negotiations congstent with both of the
above explanaions This is achieved via extending the Bagwell and Staiger (1999
2000) framework to an asymmetric setting incorporating three counties (one large
importer and two smaller exporters) tha have the option to negotiate bilaterally or via
the WTO. A taxonony of welfare effects is developed to show the ben€fits to each
country unde a variety of different scenarios It is found that the large developeal
county prefers to dedl bilateraly, whereas the smaller countries prefer to deal as a
codition. This result lendsdirect suppot to the views of Collier (2006) aslong as a
multilateral trade deal involves large counties extending MFN treatment to smaller
trading patnes, large counties will prefer bilateralism. This implies tha the initial

establishment of the Doharoundwas irrationd from a strictly econonic perspective.
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However, if it isassumed tha initial developed country participaionin the Dohatrade
round was not irrationd, then it is clear tha MFN mug yield some ben€fits to
developal countries tha mitigae the terms-of-trade losses assod ated with multilateral
rather than bilateral negotiation with its smaller trading partners.? In this case, the
modd lendssuppot to theformer diagnoss of the problems of the DohaDevel opment
Agenda the emergence of credible developing county coditions has reduced the
benefits of multilateralism from the perspective of developed counties to such an
extent tha, where bilateralism was once a lesser option, it is now optimal. In either
case a solution to salvage multilateralism would be to remove the ability of the
developed counties to Qlivide-and-conqueOvia PTAs. It is shown in this paper tha
use of the Kemp-Wan propasition (tha PTAs should not reduce the trade volumes of
nonpaticipaing counties) as oppogd to Article 24 (that PTAs should not raise the
tariffs levied on non-participaing counties), as agovening rule over the formation of

PTAs, achievesthisend.
2. The modd

The current modd conssts of three counties and two goods County A is a large
county tha exports goody; and counties B and C, are two smaller identical countries
who both export goodx. Whilst, counties B and C are smaller, it is assumed tha they
still have sufficient market power to entice county A to engage in negotiationswith
them. For simplicity it is also assumed tha counties B and C do not trade with each
other.® Let the loca relative prices faced by producers and consumers be defined

asp'! B /P, for i! {AB,C} and define the world price of each good as P’
forj! {x, y}. Given tha goody is the export good in county A, the price will
correspond with the world price such tha PyA ! Py*. Likewise, the domestic price of
goodx in counties B and C will correspondwith theworld price such that P! ! P, for
i! {B,C} . Ad valorem impott tariffs applied to imports from counties B and C by the

govenment of county A are denoted as +** and t*° respectively, whereas tariffs on

2 See Horn and Mavroidis (2001) for a survey of the literature regarding the rationale underpinning the
MFN principle.
% This avoids the possibility of trade deflection as discussed by Richardson (1994).



imports of goody in counties B and C are denoted as t' fori! {B,C}; al tariffs are
assumed not to be of a prohibitive magnitude Expressing the terms of trade in each
bilateral relationship as p™® ! PZ/R* and p™° ! PS/R" respectively and defining
I'" @+t') fori! {AB,AC, B,C} allows the following relationship among the local

relative prices to be derived utilising thefact tha thelaw of one price necessitates that
local pricesin county A mug bethe same irrespective of the origin of the imports of

goodx:

pA :! AB pAB :! AC pAC (1)
p° = pre/1® @
p"=p*/I¢ (3

Produdion in each county is deermined by selecting the point on the produdion

possibilities frontier that represents equdity between the local relative price and the
margind rate of tranformation such tha output is given asQ| ! Qi(p'), for

it {A B,C}and j! {x y}. Conuumption is a fundion of both local relative prices
and tariff revenue and is given as D} ! Di(p',R) for i! {A B,C} andj! {x, y}.
Tariff revenueis denoted by R’ for i! {A, B,C} andis measured in units of thelocal

export goodin terms of domestic produdion prices. It isdéefined as.

R* =47 (p".R” J# O} (") gty p” #1/ p" ¢S R (p”. p** (4
R® =4y (P R )# QY (P°)ghty p° #1/ p* g8 R° (p°, p*°) (5)

RA =1 Df (pB, RB)#Q)I,B(pB)S/épA# pABvd/o

(6)
+!$D)(,: (pc’ RC)#Q)?(pc);/épA# pAc-d/égLRA (pA1 pAB’ pAC)

Where the derivation of R* follows from the fact tha badanced trade mug exist in

both bilateral trading relationships such that the volume of imports of good x from
county B musgt beequal to country B&imports of goody, and likewise for county C.



Note that each county@® tariff revenueis an increasing fundion of its terms of trade

unde the assumption that goodsx and y are nommal.

Thus naiond consumptionin each county can be defined as.

CiA (pA’ pAB)! DiA (pA’ RA (pA’ pAB) fori" {X, y} 7
CiB (pB’ pAB)! DiB (pB1 R® (pB, pAB) fori" {X, y} (8)
CiC (pc’ pAC)! Dic (pc’ RC (pc, pic )) fori" {X, y} (9)

In orde to determine equilibrium world prices it is necessary to express the trade
bdance condition. Accordingly, notation mug be introduced for exports and imports.

For county A, imports (M) of x and exports (E) of y are denoted as:

MA(p% p*) CP (% P )" QA(P%) (10)

E* (%, p* ) @ (") CM(p*, p*) (1)

Similarly, for counties B and C, imparts of y are denoted as M B(pB, pAB) and
Mc(pc,pAC) respectively; and exports of x are denoted as E® (pB,pAB) and

EC (pc, pAC) respectively.

The two equilibrium trading prices, p8°(x**,7%) and PO°(! %,/ ©), are thos tha

satisfy thetrade badance condition given as.

EA (pA (, e B | A %C), proe, %C):
(12
M (P, B6°), B8 )+ M© (p°( ., ), B6°)

In order to incorporate WTO negotiationsinto themodd, the framework developed by
Bagwell and Staiger (1999, 20R) is initially applied before being adgpted to
incorporate PTAs. According to Bagwell and Staiger, the sole pumpos of trade

agreements is to alleviate the negative effects of terms-of-trade externdities tha arise
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from the impostion of tariffs by counties with market power. The WTO facilitates
this by mediating trade agreements involving reciprocal tariff redudions tha leave
world relative prices unchanged. Such agreements allow liberalisation to take place up
until thelevel of politically optimal tariffs, i.e. those tariffs imposed independently of
a county@ ability to manipulate its terms of trade. Utilising this approach involves

specifying government preferences by thefollowing general fundions

WA(PA( 2,17, p6°, P6°), PO°, PO°) (13
W2(p*(! ®, p6°), §6°) (14)
WE(pS( ©, p6°), p6°) (19

Thus each government® welfare is determined by the local and bilatera relative
prices implied by domestic and foreign tariffs. The key restriction placed on
govanment preferences is tha, holding local prices constant, terms-of-trade
improvements, i.e. a rise in the relative price of the export good engende highe
welfare:

!WA(pA, pAB’ pAC) !WA(pA, r)AB’ pAC)

T <0 and 5 <0 (16)
WP (p°, £6°)

T>O (17)
We(p°, p6°)

B >0 (18)

Essentially this representation of govenment preferences incorporates both the
domestic redistribution and traditiond optimal tariff motivations for protectionism.
Moreover, it does not specify the exact mechanism through which domestic
redistribution affects govenment welfare. In this way, the Bagwell and Staiger modd
of govanment preferencesis sufficiently general to assimilate elements from previous
modds such as the lobbying modds of Grossman and Helpman (1994, 1995) the
median-voter modd of Mayer (1984) and myriad political econonmy modds of trade
protection assodated with Hillman (1982) Findlay and Wellisz (1982)and Brock and
Magee (1978)amongg others.



Given the preferences defined above unilateral tariff setting yieldsthefollowing first-

order conditions

$\NA#’d # $\NA#'d 0° # $\NA#’dA# $WA#'d CH#
/0$ A ((gp/ ,pAB& /%QAB &)/((ljlﬁis& /0$ A ((gp/(()j,pAc& /%%c &)/(a;p:c& O (19)

"WE #' dp® # " WO # dpt® #
Yogp? 89/ ',OB& /%%B 8P/oﬁA & 0 (20)

$W°#’d # "W H# dpe” #
$pc &)/ r,:)c& /%%c @/O%Ac & 0 (21)

By letting:

| AB g ($%B/$u AB )/(dpA/dn AB)< 0
| AC 4 ($%C/$" AC )/(dpA/dn AC)< 0

18 4 ($%B/$”B)/(dp8/d”8)< 0
14 ($ﬁ’3c/$”c)/(dpc/d”c)< 0

(19), (20) and (21) can berewritten as:
n $VVA B $VVA # $VVA ) ac n $WA #

Yora & T Yom & % ' og—=&=0 22
S R R N T 2
"SWEH WO #
Yoea &+ ! Yprs &0 23
Ve 1 Vo @
"SWOH WO H
Yogrc o =0 24
" ‘(g‘+ "8t { =

The Nash equilibrium tariffs are a set of four tariffs (%B,%C,%,P/%) which
simultaneoudy satisfy (22), (23) and (24). Note that satisfaction of (22), (23) and (24)
implies that (1 W*/1p*)<0, (tW®/tp®)>0 and (tW°/!p°)>0, i.e tha, a the
Nash equilibrium, each govenment would prefer an expanson in trade Bagwell and

Staiger (1999, 2002 show formally tha the Nash equilibrium tariffs between two
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courtries are ineficient. Bagwell and Staiger@ logic is reproduced beow; in this case
for counties A and B. Firdly, note tha locus of efficient tariff combinaionsis
defined as al points of tangency beween the iso-welfare fundions of the two

govanments:

d, AB dl AB
= (29
d® dwA=0 d!® dw®=0
Note tha either side of (25) can berewritten as:
#oB° $§ 2 %NA WS
d/ ~8 & 04 B "o o/ﬂAB
d’® | s ( dp” ;&%NA+,,AB/&N ! (26
dl 8 *§< o o_b°
# dp® U’ Wt $
& s " ! o
=(" &l & (27)

duB

dw’=0 B &N +"8 W :
og 45 *5& %B o/ﬁ,aB .

From (19) and (20) it is clear tha the Nash equilibrium tariffs cause
0! AB/d_/Bﬁde:O:$ and ¢d! AB/d!‘3a§f/£dWB:0:O; i.e. the iso-welfare fundions of

the two govenments are not tangential and thusthe Nash equilibrium does not lie on
theefficiency locusas defined by (25).

Bagwell and Staiger (1999,2002)then arguetha areciprocal trade agreement, i.e. one
tha maintainsworld relative prices, leadsto welfare improvements for both counties

(providing they are sufficiently symmetric). Consder reciprocal tariff redudionssuch
that dp6® =0. The impact of a small amount of such reciprocal liberalisation on

govanment welfare is given as:

"W H gt #
(Ez$p ) ( ’AB)d’ 9
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SV ST

Qe - (29
(%) (%)
Starting at the Nash equilibrium, these are gtrictly postive until the paint where:
WA AWE
Mmino$——-—,———&=0 (30)
'@ #pA #pB f‘

Thusthe welfare of both govenments is improved by reciprocal tariff redudionsup
until the point defined by (30). If both counties are symmetric then the eventud tariff
combination will be the political optimum, i.e. the point on the efficiency locus that
correspondswith the origind terms of trade, and which is determined solely by the
politica motivations for protection in either county. In the specia case where
govanments are only concerned with naiond welfare maximisation, i.e. where! = 0,

areciprocal tariff agreement would produce free trade

To add further clarity to the expostion, the symmetric version of the Bagwell and
Staiger modd isillugrated utilising offer curves, shown in Figure 1 b ow.
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Figure 1. Tariff setting behaviour prior to a reciprocal trade agr eement

County AG exports of Y
County B@importsof Y

Country AGimports of X
County B@ exports of X

OC, recordsthe quantities of goody tha country A iswillingto supply for export and
the quantities of good x tha it imports in return, for all possible relative prices.
Similarly, OCg recordsthe quantities of goodx that county B iswilling to supply for
export and the quantities of goody tha it imports in return, for al possible relative
prices. The terms of trade are determined by the dope of the line tha connects the
origin to the point of intersection of the offer curves OC and OCg, i.e. EQ*. Given a
county B offer curve of OCg, the govenment of county A can do better than OCp
from a naiond welfare perspective; it can impose an @ptimal Otariff in order to shift
the offer curve such that it intersects OCg at point Oa, Which engendes the highest
possible indifference curve, ICa*. However, in the Bagwell and Staiger (1999,2002)
modd, govenments are also politically motivated to impos tariffs for domestic
redistribution purposes. Consequently, the offer curve that prevailsis OCla, which lies
furthe to the left than that which would prevail for traditiond optimal tariff reasons
aone This causes a shift in the terms-of-trade line from TOT* to TOT,, which is

favourable for county A but unfavourable for county B. Similarly, given acounty A
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offer curve of OC,, the govanment of county B will impose a tariff to indue a
downwards movement of ther offer curve from OCg to OClg, which agan bypasses
tha which would prevail for traditiond optimal tariff reasons alone The terms of
tradein thisingance are shifted from TOT* to TOTg which is beneficia to county B
but detrimental to county A. The Nash equilibrium tha results from unilateral tariff
setting is shown by the intersection of OCly and OClg, i.e. EQn. This equilibrium
generates the same terms of trade i.e. TOT*, astheinitial free trade equilibriumbutis
assodated with lower indifference curves, 1CA* and ICg% In essence this is the
inefficiency tha trade agreements endeavour to correct according to Bagwell and
Staiger (1999,2002) A reciprocal agreement neutralises the terms-of-trade motivation
for protection by mediating tariff redudions that maintain the same world price.
Therefore, trade agreements facilitate an equilibrium at some point between EQy and
EQ*, which engende's highe indifference curves for both counties. The postion of
the equilibrium is determined by the politically optimal tariff levels for either country,
i.e. the tariff levels imposed indgendently of the terms-of-trade motivation for

protection.

Unde asymmetric conditions a reciprocal trade agreement will produe a tariff
combination different to that of the political optimum. Reciprocal liberalisation will
occur up until the point where onecounty achievesits preferred local price first; thus
the eventud tariff combinaion will not lie on the efficiency frontier. Indeed, Johnn
(1953564), Mayer (1981) and Kennan and Riezman (1988) arguad tha sufficient
asymmetry will completely eliminae any scopefor trade agreements, i.e. the stronge
county will prefer the non-coopeative tariff outcome to any alternaive outcome that
could beobtained via negotiation. The specific form of asymmetry that is of relevance
to the remainde of this pgoe is that of differing market power between the two
counties. A county@ market power is reflected in the curvature of the offer curve of
its trading partner: the straighter the offer curve of county B, the less the market
power of county A, and vice versa. The less market power a county has, the less
ability it has to influence the world price and hence the more muted is the terms-of-
trade motivation for protectionism. The extreme case is shown in Figure 2 bdow in
which, for the pumposes of presenting a contrasting scenaio, it has been assumed tha

county B has neggligible market power in its dealingswith county A.
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Figure 2: Tariff setting behaviour under perfectly asymmetric conditions

Country AG exports of y
County B@imports of y

OCB .| CBl

County AGimports of x
County B@ exports of x

Point A in figure 2 represents theinitial, free trade postion assodated with tangential
indifference curves of 1Ca* and ICg*. Given tha country B has an infinitesimally small
level of market power, any impostion of tariffs unambiguousy leads to the
deterioration of nationd welfare as is shown by the movement from OCg to OClg and
the corresponding shift from ICg* to 1Cs%. However, county A has virtudly complete
market power such tha its offer curve is a straight line and thussingularly determines
the terms of trade Consequently, country A can increase its welfare by imposng
tariffs, which will improve its terms of trade at the expense of county B's welfare.
Agan, the level of tariffs imposed will be greater than tha required to reach the
@ptima Opoint from a naiond welfare perspective, i.e. Oa. The offer curve OCl, that
maximises govanment welfare, fully dictates theterms of trade Theequilibrium trade

levels are determined by theintersection of thetwo offer curves at point EQ.

Unde the condiions described above there is little scope for a reciproca trade

agreement as county B@& lack of market power precludes it from affecting the world
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price and thusit has nothing it can offer county A to indue it to reduce its tariff rate.
Any intermediate Situaion beween Figure 1 and Figure 2 involves greater
liberalisation onthe pat of county B than county A. It is at this point tha the present
paper diverges from the Bagwell and Staiger (1999, 2002) framework in order to

extend ther modd to explain coditionformingin WTO negotiations
3. Using the model to explain coalition forming

Extending the modd to incorporate more than two counties necessitates desper
condderation of the naure of the barganing process involved. Accordingly, the
remainde of this section investigaes three possible scenariosrelating to the nature of
negotiated tariff liberalisations In the first scenario country A negotiates a bilateral
PTA with county B before also negotiating a bilateral PTA with county C. At this
stage such agreements are moddled as complying with WTO Article 24. In the second
scenaio the MFN principle applies to any agreement conduded. In the find scenario
counties B and C neggotiate as a coalition by setting a Common Externd Tariff (CET)
between them and making a collective trade agreement with county A. Welfare
compaisons are made beween all three scenarios such tha a ranking from each

govenment@ perspective is obtained.

It is assumed throughouttha county A initialy treats both counties B and C equdly
with respect to tariffs. In addition, it is assumed tha county B is theindigator of the

negotiations i.e. tha it makes an offer of atariff concessionof ! #$"° to county A.

In order for the libealisation between counties A and B to beregarded as reciproca

in theBagwell and Staiger sense, thefollowing condition mug hold:

HOE gy P (31)

#118 #18

Equaion (31) sates tha the effect upon world prices of county AQG tariff
liberalisation mugst be equd to the effect upon world prices of county BG
liberalisation such that the combined effect is zero, i.e. such that ther bilateral terms

of trade, p06°, are maintained.
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3.1 Senario 1. APTA adheaingto Article 24

In the first scenario, counties A and B initiadly condud¢ a PTA followed by a
seconday PTA beween counties A and C. Article 24 says. Of a free trade area or
cusoms union s created, duties and other trade barriers should be reduced or removed
on subdantially all sectors of trade in the group. Non-members should not find trade
with the group any more restrictive than before the group was set upQ(WTO, 2006)
For the purposes of the present modd, thisisinterpreted as requiring that liberalisation
between counties A and B is conduded such tha tariffs levied on county CG

exports, i.e.! *°, are hdd condant.

In the present case it is assumed tha, given its relatively larger size, county A has a
greater degree of market power than county B such that:

n %B . n %B (32)

n,AB IIIB

Thus from (31), it is clear tha areciproca trade agreement between counties A and
B will necessitate a greater degree of liberalisation on the part of county B than onthe
pat of county A. Conequently, the direct welfare effects for the govenments of

counties A and B of aPTA between them can beexpressed as.

Ao g N I e 33
W=t e 9
. #%N $N° $,
dw 34
(% )&0/ (39)

Wheae ! >d""®

Theliberdisation removes the domestic distortions assodated with the tariffs and thus
engendes trade creation between county A and county B. However, counties A and
B do not exist in a vacuum changes in bilaterd trade volumes beween A and B

necessarily affect country C. Given tha the bilateral trading price between A and B
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remains undfected by the liberalisation, and the restrictionson! *° imposed by WTO
Article 24, equaion (1) can bemodified as follows:

pA :! ABEAB :!—AC pAC (35)

IAB

Thus it is clear tha, given(35), any redudion in /™™ engendas a propottionae

redudion in the value of p*“, i.e. country C@ terms of trade. This arises because of

trade diversion; a portion of county A® import demand shifts from county C to
county B following the liberaisation such tha the trade volume between county A

and country C decreases. Thisreduaes thewelfare of the government of county C by:

' WC #u AC # 5
dw* 0/27‘(@ %IJAB ((ggi’ ! (36)

Moreover, the deerioration in county CG3 terms of trade is concomitantly an
improvement in county A® terms of trade Thus county A@ welfare changegiven in
(33) mug be expandeal to indudethe indirect effect on govenment welfare generated

by the terms-of -tradeimprovement:

A A A AC
aw* :(aaV:A )(a"’fAB )drAB +("’V\,{C )(ap )dTAB (37)

At this jundure it is important to recognise tha there will now be diminished scope

for a PTA beween county A and county C. To see why consdea again the

reciprodty condition when county C offers a liberaisation of ! #$"° =$"° after a

PTA has aready been formed between counties A and B:

HE d! A€ ﬂ (39)

#, AC #, C

In thisingance, as county A has aready undeataken a PTA with county B, it isless
trade dependent uponcountry C and can therefore be assumed to have a greater degree
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of relative market power in its dealingswith C in comparison with the power it could

commandinitsinitia dealingswith B:

n ~AC n ~AB n AB n ~AC
P _p* _p* _tp

||!AC ||!AB ||!B ||!C

(39

Consquently,! >d"”® >d"*°, i.e. county A will liberalise less unde a second PTA
with county C than it did in thefirst PTA with county B. Moreover, a second PTA
would maintain the diminished terms of trade beween counties A and C caused by
the initial PTA. Thee is thus significant first move advantage for the smaller
countiesin striking a PTA deal with county A unde these conditions However, it is
important to note that the second PTA would involve conaession diversion from the
perspective of county B, i.e. it will lead to aterms-of-trade deterioration for county B

dueto tradebeng diverted to county C.

Thefind welfare changes for al three govenments of a PTA between counties A and

B followed by a PTA between counties A and C are thusgiven as.

oW ‘VMZ#PI/%@ l/— /a;i(;?ﬂ’
$p (98’ ( ?Bp '9’5’ (40
WA S # $WA#'$pB# pe
g @y e By e
- #%/v $#0p° $ #%vc$#°/p“‘$ W AC
(O/ﬁ) )&0/' o/ﬁ)AB)&o/nAC (41)
c #‘WVC$#%7 #oOV® /ﬁ) '$nAB 42
(%° )&0/ (%™ ( ) 2

Thefind welfare outcomes expressed in (40), (41) and (42) lead to Propostion 1:

Propodtion 1: By dedling bilaterally and sequentialy, county A captures terms-of-

trade gainsfrom both of its trading patners.
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3.2 Senario 2: Bilateral/multilateral deal unde MFN

The second scenaio involves counties A and B making a bilateral accord within
nomal WTO negotiationssuch that any tariff liberaisation is extended to all members
unde the MFN clause. Furthermore, county C does not initially reciprocate the

conassion.

Given tha al tariff conaessionsoffered to county B mug also be extendead to county
C, itfollowsthat! *® =/ *° =1 * Thus thelaw of oneprice condition given in (1) can

berewritten as;

pA :!AﬁAB :!ApAC (43)

From equdion (43) it is clear tha adhaence to the MFN clause necessitates tha the
terms of trade beween counties A and C are hdd congant. As with the previous
scenario, the maintenance of p*® occurs because of the reciprocal tariff redudions
between counties A and B. These reciprocal redudions engenda an expanson in
trade for both counties A and B such tha the volume of trade between them
increases. County C, however, does not reciprocate the tariff conaessions offered by
county A. Ceteris paibus this unreciprocated liberalisation would result in a terms-
of-trade improvement for county C, however, the expansion in trade between
counties A and B causes trade diverson away from county C which offsets this

effect and thereby maintains p”.

The welfare effect for country A of an A-B deal subject to MFN can thus be written

as

" $VVA #u A # n $VVA #u AC #
W = i g 8 e g g
' ' (44)
"$WA#" AC# II$VVA#JI $ A #
o B S ok g
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The second and third terms in equaion (44) are equd and opposte in magnitude thus

(44) collapsesto:

"SWAH $pt # "SWAH St H# | ac
dw? = 5+ ! 4
W‘(gp%’ e, &0 " WWZ@ (45)

Whilst county A gansfrom the removd of domestic distortions assodiated with its
tariff on county C, it loses from the resulting terms-of-trade effect, which acts to
countract the terms-of-trade gan it achieves through the reciprocal trade deal with
county B. It is implicitly assumed, however, tha the net effect upon the welfare of
govenment A of this unreciprocated redudionin ! *° is negaive. If it were postive,
i.e. if theben€fits of theremovd of domestic distortion outweighead the terms-of-trade
effects, then the govanment would engagein unilateral liberaisation and there would

be no scopefor trade negotiations

Thewelfare effect uponcounty B is given as.

- #%N $#%)
“Fop™ ) fouTy

(46)

By condruction, county C experiences no changein welfare.

Clearly, unde these circumstances, there is no incentive for county C to free ride on

this agreement; if it wereto offer aliberaisationof ! it would gan by:

#%NC $p° $,

dWE =
Cop° ) (%°)
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Thisleadsto Propostion 2:

Propodtion 2: In the current context there is no incentive for third parties to free-ride
on MFN; any MFN-based dedl will involve all 3 counties.

Counties B and C clearly prefer scenaio 2 to scenaio 1, as they do not suffer a
terms-of-trade deterioration vis-"-vis county A, yet they still bendit fromtheremovd
of domestic distortions assodated with tariff liberalisation. Convasely, county A
prefers scenario 1 to scenario 2 because, in scenario 2, it does not obtain terms-of-

tradeimprovements. This leadsto propostion 3:

Propodtion 3: Relative to a series of bilateral PTAs, multilateral negotiation subject
to the MFN prindple diminishes the welfare of county A, but leads to welfare

improvements for counties B and C.

3.3 Senario 3: Counties B and C form a coalition during multilateral negotiations

The third scenario entails counties B and C forming a codition in which they set a
CET and nggotiate collectively with county A, i.e. in which they behave as thoudh
they are a single large county. Essentially this involves the smaller counties usng
thar collective market power during negotiations such tha the offer curve of county
A becomes more curved, i.e. this causes a change from a situaion similar to tha
depicted in Figure 2 to onemore akin to tha depicted in Figure 1. The bendit of this
tactic is smple: greater market power induces greater liberaisation by county A
during reciprocal trade negotiations To elucidate this point consde the reciprodty

condition that prevails during codition-based negotiation:

d!AB_#pACd!AC:#pAB n:#pAC " (47)
#14° #14¢ #° #l©

Writing the world price as p* and the tariffs levied by county A and as !/ * and

1 B¢ respectively allows thereciprodty condition to berewritten as:
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#p* ,A — #p* "
# A d e (48)

By negotiating collectively counties B and C raise the amount of market power that
can be broughtto thetable during talks with county A. In thisingance, as counties B
and C represent the entire market for country A® exports, it is reasonable to condude

tha county A and theunion of counties B and C have equd market power such tha:

PP (49

n,A ||IBC

The prindple of reciprodty therefore ensures tha codition-based trade negotiations
will entail symmetric tariff redudions of/ . However, whilst counties B and C
negotiate collectively, welfare implications mug be viewed from the perspective of
individud counties. Thus as aresult of coditionbased negotiation, counties B and C
obtain terms-of-trade improvements. To see why consde the agan the reciprodty
conditionsas defined in (31) and (38):

B B
HOE gy PO (31)
s mE

C C
_#9?0 dr A :—#‘%c " (39)
#l #l

It was noted in scenario 1 that! >d"”® >d"”°, however, in the current scenario
county A liberalises by ! with respect to both countries and, as such, the reciprocdty
condition at the individud level breaks down; as all countries liberaise by the same
amount, and as country A has greater market power than county B or county C,
county AG liberalisation engende's terms-of-trade improvements for counties B and

Cgivenas.

izl (' $a7) (50)

#” AB
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s (' $d"*) (51)

Thus the welfare effects of scenario 3 for each country are given as.

HOW " B 0p” $, #%NA $Hp™ $ .,
dVV4A O/ﬁ) g O/IABg %AB£ %lAB&(’ &d AB)
Y A) %" 3, #9 A)$#o e 2
AV op” V" S#% ;
) %P i)%'ACi %v“cﬁ)%'ACi(' &d"*)
HOWV® $Hop° $ #%N P $ ;
W= yop® el T o i)O/'ABi(' &d"*) (3
¢ _#%NC $HOP® $,  HOAWC $Hop™ $(, &d"*) (54)

4 O/b g) %rC g o/bAC g) 0/" AC
Propostion 4 follows from equaions(52), (53) and (54):

Propodtion 4: By forming a codition and acting as a single large county, counties
B and C can extract terms-of-trade gans from county A during multilateral

negotiations

From equaions (52), (53) and (54) it is possible to rank this find scenario from the
perspectives of al three counties. In comparison with scenario2, scenario 3 represents
adeclinein welfare for country A; it achieves a greater level of liberdisation butat a
cog of terms-of-trade deteriorationswith both of its trading partners. Countries B and
C prefer scenario 3 to the other scenarios as they obtain both the bendits from the
removd of domestic distortions assodated with tariff liberalisation and a terms-of-

trade bendfit. The order of preferences of each country is summarised in table 1 bdow:

Tablel: Order of preferences of scenariosfor countriesA, Band C

Scenaio 1 | Scenario 2 | Scenaio 3
County A 1% 2" 3
County B 3 2" 1%
County C 3 2" 1%
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3.4 Interpretation of these findings

It is pertinent at this jundure to note tha, given tha county A is best off unde
scenaio 1, the above description of welfare rankings gives no a priori rationde for
county A's participaion in multilateral trade negotiations involving smaller trading
patnes. Accordingly, this specification of trade agreements lends suppot to the
notion advocated by authors such as Collier (2006 tha, regardless of whether smaller
counties form coditions or not, large county paticipaion in the Doha round is
irrationd; large counties are made better off by Qlividing-and-conqueingOsmaller
counties via PTAs. In this case, the difficulties of the DohaDevelopment Agendaare
naural outcomes tha flow from rationd, welfare maximising behaviour. Accordingly,
the demise of the Doharound is inevitable and, indeed, the very future of a WTO
featuring developing county membership is questionable.

However, it can bearguel tha theinitial paticipaion of largecountiesin multilateral
negotiationswith smaller trading patners was rationd, i.e. tha there is some bendfit
from the MFN clause tha outweighs the resulting terms-of-trade losses for large
counties. Hom and Mavroidis (2001) discuss the myriad reasons tha have been
ventured in defence of the MFN prindple, however, for smplicity, in the present
context, it is best to surmise that the cods from making several bilateral deals relative
to the cogs involved in making a single multilateral deal outweigh the benefits from a
web of bilateral deals for county A. In this case, the modd presented here lends
suppot to the notion that the difficulties of the Doha Development Agendastem from
the emergence of stronge developing country coalitions rather than the presence of
developing counties per se. If the loss of benefits for county A in moving from
scenaio 2 to scenaio 3 is greater in magnitude than the difference in cogs between
bilatera and multilateral negotiation, then the credible formation of a codition
between counties B and C during multilateral negotiations makes the outside option,
i.e. PTAs the mog favourable from county A's perspective. Thus paticipaion in
multilateral negotiations with smaller trading patnes is rationd for large counties
when the smaller countries act individudly, but when they form a codition it is not

This scenario can be summarised by revising table 1 accordingly:

25



Table2: Order of preferences of scenariosfor countriesA, Band C

Scenaio 1 | Scenario 2 | Scenaio 3
County A 2" 1% 3
County B 3 2" 1%
County C 3 2" 1%

Regadless of which of these two explanaions pertains in reality, the demise in
multilateralism stems from the bendits large counties obtain via regiondism.
Eliminating this ability would thus salvage multilateralism. It is shown in section 4
tha the source of this ability is actudly Article 24. If this Article were replaced with
the Kemp-Wan propostion, as has been advocated by McMillan (1993) then county
A would have no incentive to Qlivide-and-conquerOand multilateralism would not

necessarily bedoomed to failure.

5. Utilisng the Kemp-Wan propostion asan alternative to Article 24

The use of Article 24 as a demarcation criterion between desirable and undesirable
PTASs has been chdlenged by numerousauthors, such as McMillan (1993) Bhagwati
(1991) and Dam (1970) amongg others. The primary focus for such criticism stems
from the use of tariffs as the princpd variable of concern. Three fundamental
problems are assodated with the use of tariffs. Firstly, theimpact of tariffs on welfare
is less direct that tha of trade volumes and thusit iswiddy argued tha the latter is a
more appropriate deciding variable than the former. Secondly, the full assessment of
changesin tariff rates entails alevel of measurement detail tha isimpractical. Thirdly,
the exact decisiornrmaking criterion, in terms of tariff changes, has been |eft too vague
in the wording of the text of Article 24 to be useful. Accordingly, McMillan (1993)
has advocated the use of the framework devised by Kemp and Wan (1976) as the
correct test of the desirability of any particular PTA. The crux of the Kemp-Wan
propostion is that, given appropriate compensatory lump-sum payments between
patneasin a PTA, it is posible to select a tariff vector such tha al counties, both
paty and non-paty to the PTA, are at least as well off as before the PTA was ingated.
This hypothesis is illugrated diagrammatically below in Figure. 3, which shows the
effects of aPTA between counties A and B from county AG perspective.
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Figure 3: The Kemp-Wan proposition (adapted from Panagariya, 2000, p.?)

Price B

tit
M, M, Quantity

From figure 3 above it can be seen tha, prior to the formation of a PTA between
county A and county B, the price p* engendes a total import demand of GS by
county A. GV of thisimport demand is satisfied by county B and VS is satisfied by
county C (note tha the export supply curve for county C is not shown). County A
collects tariff revenue of area GHUV from county B and area VUIS from county C.
Now assume that a PTA conforming to the Kemp-Wan propostion is agreed between
counties A and B in which, for ease of expostion, county A eliminaes al tariffs
between itself and country B. The Kemp-Wan propostion dictates tha the demand for
imports from county C mus be maintained. Consquently, M!*, i.e. county A& pog
PTA import demand from B, can be derived by subtracting VS from every point on
M*. The equilibrium between this and E®, i.e. counry B3 pog PTA export supply
curve, engendas a price of p!* in counties A and B, which, for county A, resultsin
imports of LN (>GV) from county B and NT (=VS) from county C. Asthepricein
county C is hdd condant at p©, the tariff tha county A applies to imports from
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county C falls from UV to FN. Accordingly, the PTA has no effect uponthe welfare
of county C.

The welfare effect for county A is ambiguous The area representing tariff revenue
collected from county C changesfrom VUIS to NFJT, which entails aloss of revenue
equivalent to area GLKV. This loss in tariff revenueis redistributed to county AG
consumers and thus the effect on county A naiond welfare from this is neutral.
However, arevenuetrander effect occurs via the scrapping of tariffs between country
A and county B. County A loses area GHUV in tariff revenug area LHUK of which
can be conddered a trander to the exporting firms of county B. It gansarea GLNV
in trade creation, thusthe net effect on county A of the PTA is deermined by the

difference baeween area VKN and area LHUK.

County B necessarily gansfromthe PTA by area LHUN. LHUK represents thetariff
revenuetranger from county A and UNK representsthegan from new trade Thend
gan to the union of counties A and B is the area UNV. Clearly, if appropriate intra-
union tranders are utilised, a Kemp-Wan conforming PTA can make the paties

involved unambiguousy better off withoutharming non-contracting counties.

In the context of the current modd, the Kemp-Wan propostion can be regaded as
entailing Bagwell and Staiger style bilateral redudionsin ! *® and / ® whilst theterms
of trade of county C, i.e. p"°, are hdd condant. Consequently, equaion (1) can be

rewritten accordingly:

pA :! ABEAB :! ACEAC (55)

Clearly, any redudionin ! *® entails an equd redudionin! *°. Thus adheing to the
Kemp-Wan criterion in this context involves extending MFN treatment to al parties.
County AQ liberalisation with respect to both countries B and C maintainsthe current
terms of trade however, with country B, this liberalisation compensates for the terms-
of-trade effects of country B@ libedisation whereas, with county C, the
liberalisation offsets theredudion in the volume of trade engendeed by the PTA. This
leadsto Propostion 5:
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Propodtion 5: In the current context, applying the Kemp-Wan criterion to the
formation of PTAs necessitates tha MFN treatment be extended to the excluded party.

The welfare implications of this would be identical to thoe of scenaio 2.
Accordingly, use of the Kemp-Wan propostion would condrain large counties from
extracting terms-of-trade benefits from smaler counties via sequentia bilatera

bargaining. The only remaining optionsall involve multilateralism.

5. Summary, conclusons and directionsfor futureresearch (very preliminary!)

This pgoe develops an asymmetric version of the Bagwell and Staiger (1999, 2002)
modd of trade negotiationsin which 3 counties (onelarge importer and two smaller
importers) engage in trade negotiations unde four different scenarios This form of
andysis genegates several useful outcomes. The first conduson stems from

congderation of Propostions1-3

Propodtion 1: By dedling bilaterally and sequentialy, county A captures terms-of-

trade gainsfrom both of its trading patners.

Propodtion 2: In the current context there is no incentive for third parties to free-ride
on MFN; any MFN-based dedl will involve all 3 counties.

Propodtion 3: Relative to a series of bilateral PTAs, multilateral negotiation subject
to the MFN prindple diminishes the welfare of county A, but leads to welfare

improvements for counties B and C.

Thus the current modd provides no apriori rationale for large county participaionin
multilateral negotiations involving smaller trading partnes. Accordingly, this lends
suppot to the notion, advocated by authors such as Collier (2006) tha the Doha
Development Agenda was dooned to failure from its inception. Essentialy, this
suggests that multilateral negotiation is a forum meant only for symmetric counties

and thusthe induson of developing counties in the WTO means tha the success of
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the organisation depends upon the political whims of large players in terms of the

extent of thecharity tha they extendto weaker members.

A second, aterndive conduson arises when it is assumed that theinitial formation of
the Doha Development Agenda was not irrationd from a developed county
perspective, i.e. when it is assumed tha large counties derive some benefit from
negotiating multilateraly tha compensates them for the resulting terms-of-trade
losses. In this case, Propostion 4 sheds some light on the recent difficulties
expeienced in the WTO

Propodtion 4: By forming a codition and acting as a single large county, counties
B and C can extract terms-of-trade gans from county A during multilateral

negotiations

Accordingly, even if multilateralism is initialy welfare maximising for large
counties, the formation of developing county coditions reduces the bendfits of
multilateralism and thus may make regiondism, which was initially a lesser option,

the optimal outcome for large counties.

In either case, it is clear that theability of developed countiesto utilise bilateralism to
thar advantageis what causes the demise of multilateralism. Condraining this ability

would therefore salvage multilateralism. Propostion 5 offers onepotential solution:

Propodtion 5: In the current context, applying the Kemp-Wan criterion to the
formation of PTAs necessitates tha MFN treatment be extendead to the excluded party.

Thus replacing Article 24 with the Kemp-Wan propostion removes the benefits of

bilateralism for developed counties and thereby forces a multilateral solution.

As Baldwin (2006) notes, history has shown tha adjugments to multilateral
negotiating outcomes following shifts in the bdance of power, such as tha which
occurred through enhanced EU clout during the Urugugy trade round can take years

to come into effect. However, it seems, tha with the proliferation of PTAs, the
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developad counties no longe vaue multilateral outcomes enough to make the

necessary adjugments to incorporate the demandsof developing counties.
The current modd deals with a specific patern of trade and it is not clear how

generalisable theresults of this model. Thiswould be an important direction for future

research.
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