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Chapter one – Introduction 
1.1 Introduction

Until 2005, the clothing and textile sector (T&C) was subjected to a quota system called the Long Term Arrangement Regarding International Trade in Cotton Textiles and Substitute (LTA). This was established in 1962 under the auspices of the General Agreement on Tariffs and Trade (GATT) but was referred as the Multi Fibre Arrangements (MFA) from 1974 when the  Program was extended to include materials other than cotton. At the end of the Uruguay Round countries agreed to eliminate the MFA over ten years until 2005. The Uruguay Round also transformed GATT into the World Trade Organisation (WTO).

The announcement to eliminate the MFA produced many studies on its impact on different countries. These studies covered different areas and mostly indicated that T&C is an important growing sector. It has been proven that T&C sector is the second fastest growing world trade after electronics in the last two decades (Adhikari, 2006). The removal of the quotas benefitted developing countries such as China, India and Pakistan. 

The elimination of MFA altered the competiveness of individual exporting countries differently, because quotas restrictiveness varies across countries. Those that have been facing more restrictive quotas will see their competitiveness improve after the removal of the quotas, while those facing less restrictive quotas will face difficulties maintaining their current market shares (Dean 2002). The elimination of the MFA also predicted  a massive scale of job losses in countries like Bangladesh, Cambodia and Sri Lanka, where half of their total merchandise trade relates to T&C.  Before the abolition of the MFA, these countries also benefited from their preference in Europe and/or the United States. However, they now face increasing competition from other countries, especially  China. 

China’s membership of WTO from 2001 also increased China’s ability to enter the market, resulting in many concerns by the developed countries. These were not unfounded and data have shown that after China’s WTO membership, their exports to the United States and Europe increased considerably with more than 90 percent (Table 1).
	Table 1 Total export from China to Europe and United States after WTO membership

	
	Europe
	United States

	2000
	72.41%
	75.88%

	2001
	91.78%
	95.85%

	2002
	80.16%
	71.31%


Source: UN comtrade
In addition, the developing countries also fear the integration of China into the world economy. China’s  impact on the developing countries was likely to be felt in two main areas. Firstly, in the goods and services market, there will be an increased competition from Chinese exporters. Secondly, in the international capital market, there will be an intensified competition for foreign direct investments (FDI). Overall, the impact of China on other developing countries will depend on their trade structure and investment relations with China (Yang 2006). 

China’s entry into the global market contributes significantly to its increasing domination of in the world T&C sector. Consequently, China succeeded in becoming a main player in the T&C sector and has taken over the leading position of Mexico as leading textile producer to the world (Emerging textiles, 2006). However, China’s rapid export growth lead to big fears in other developed countries as well such as  Europe and US. They blame China as the major cause for the decrease in their T&C exports and the increased unemployment in this sector.

As a result, the T&C firms in the US forced the government to implement imports sanctions on Chinese exports. Similarly,  Europe signed an agreement with China to place prospective limits on 10 categories of Chinese T&C exports. In 2004, just before the end of the abolition of MFA, many countries took up trade protection measures against China. With pressures from these countries, China implemented a tax on its T&C exports. However, the imposed tax was so low that it barely had influence on the exports. 

Under the framework of WTO, member China was further subjected to a special safeguard  until the end of 2008 to protect other WTO countries who believe that China is the cause for the ‘market disruption’ in their countries. The special safeguard  allows WTO countries to limit Chinese imports to 7.5 percent of the annual growth for a specific T&C category (Hufbauer, Wong and Sheth, 2006). 

1.2. Objective and research question

The T&C sector brings opportunities to less  developed countries for several reasons. The T&C sector is labour intensive and low skilled, thereby  providing  jobs to many unskilled workers. However, the developments in the T&C sectors have led to an uncertain situation among the producing countries, workers and enterprises worldwide (Nordas, 2004). 

China has benefited from the opportunities in the T&C sector and increased its position in world trade. With so many developments in the last decade, this thesis will also look into the most recent phenomenon: the world crisis which started in the United States in 2007. 

The objective of this study is to see the relation between the increasing export growth of China and the other Asian T&C exporters. The changes in international trade of T&C sector have managed to give China an important position in world’s export trade. The effect of China on other exporters will be further referred as the “China effect” and an answer will be given to the question:

What is the impact of the T&C sector of China on other Asian T&C exporters to the Western countries?

1.3. Thesis structure

The study is divided into two sections. The first section provides an overview of theory and literature; with Chapter Two providing an introductory overview of the T&C sector. Chapter Three then elaborates on the differences in international trade theories. Chapter Four  contains the literature survey of different studies and discusses the recent developments in the T&C sector in China and Asia from 1990 to 2010. 

The second section and contains the theoretical and  empirical analysis. Chapter Five presents an overview of the empirical studies based on the analysis. Chapter Six examines the results of the empirical model further using the gravity model. Finally, Chapter Seven summarizes the main findings and conclusions from this study. 
Chapter Two – Introduction to T&C Sector
2.1. Structure of T&C sector 
The T&C sector provides one of the basic fundamental needs of humanity and it dates as far back as the 18th century. When people think of the T&C sector, one will automatically think of developing countries. This association is not a coincidence as studies have shown that an industrializing country will invest in the T&C sector or set up one. Many developed countries have used the T&C sector as the springboard for their development. In general, it is accepted  that developing countries have a comparative advantage in the T&C trade. The advantages of the T&C sector allow the developing countries to diversify their exports beyond their traditional primary commodities whose production may be restrained by natural resources. The T&C sector is characterized by its labour intensive production. The barriers to entry are low and high capital outlays are usually not required. 

The demand for T&C is steadily growing in both developed and developing countries as countries become wealthier (Diao & Somwaru, 2001). A recent trend in the manufacturing sector is the T&C sector moving from developed countries to developing countries (Tan, 2005). This means that developing countries have the opportunity to expand their production and increase export capacities. 

The market in the T&C sector can be divided into two markets. The first market is characterized by mass production of lower quality and/or standard products such as t-shirt, uniforms and white underwear. The second market moves towards a modern technology with relatively well-paid workers and designers with a higher degree of flexibility. The comparative advantage in the latter market can be related to the ability to produce designs that capture tastes and preferences and is largely found in developed countries (Nordas 2004).  The modern technology market can be found in the high end of the fashion industry using highly qualified human capital in the areas of design and marketing. In the industrial textiles sector, research and development play an important role and material technology is a competitive factor. 

As shown in Figure 1, the retailers of the clothing sector of today are increasingly managing the supply chain of the T&C sectors and this consists of  a number of discrete activities.  The dotted line represents the flow of information, while the solid line represents the flow of goods. The direction indicates a demand-pull-driven system.  

Figure 1 also shows that the supply chain in the T&C sector is a well organized network where production, distribution and marketing are integrated in the production network where it is divided into different activities.  
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Figure 1 - Supply chain in the Textile and Clohing Sector Source: Nordas 2004




Textiles can be used for different purposes and classified into stages, and different levels of processing. For example: fabrics for clothing and furniture can be regarded as intermediate products and towels as a final product.

It is already said that the T&C sector is labour intensive. However the labour intensity in the textile sector differs from clothing sector. The textile sector is more capital intensive than the clothing sector. This is because the textile sector is more automated. The textile sector consists of three operations: spinning, weaving and finishing and are mostly integrated in one plant. The three operations result in long lead time. The lead time and capital intensity of the textile sector result in relatively large minimum of orders. Nevertheless, the textile sector is more flexible in terms of adjusting to consumer tastes during a season than the clothing sector and thus in many ways the latter may create a bottleneck in the supply chain (Nordas 2004). 
The new innovations implemented in the clothing sector have improved the efficiency at each stage of the production and improved the coordination between stages. It also provides a more seamless interface between them but the major innovation in the clothing sector can be assigned to the automatic cutting machines introduced in 1969. It has made cutting thicker layers of cloths more accurately and with ease. These innovations can be related to pre-assembly phase production where technology developments are more prominent than at the assembly stage and where quality and precision are its core characteristics. The assembly stage of the clothing sector is labour intensive and is mostly performed in lower-cost firms or countries. The value chain of the Clothing sector is given in Figure 2.
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Figure 2 - The clothing value chain source: infodey




Another approach of the supply chain of the T&C sector is given by Tan (2005), where each chain requires different skills and technologies and the industry is divided into four segments, numbered from one to four. The segments are linked by process “A, B or C” as shown in Figure 3. This figure also illustrates the level of labour and capital intensity. The further one goes downstream from segment “A” to segment “C”, the more labour intensive it becomes and the knowledge and added value of each conversion declines.  
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Figure 3 - Supply chain in T&C sector




The T&C sector of today is becoming a more buyer driven market with smaller numbers of retailers dominating the sector (Gerreffi (1999), Naumann (2006)). The buyer driven market consists of  three groups and plays the central role in setting up decentralized production networks in a variety of exporting countries, typically located in the Third world (Gerreffi, 1999):

1. Retailers: sell their own-label clothes in their own stores and usually sub-contract the manufacturing. Big retailers selling their own label are increasingly in control of their supply chains, performing the same function as marketers and manufactures in terms of product design and development, followed by production which is contracted out to overseas suppliers. This is sometimes referred to as “vertical retailing”;

2. Marketers: specialize in design and marketing functions. They also contract all the actual production to others and do not have their own retail outlet apart from a small number of flagship stores;

3. Branded manufacturers and marketers: manufacture clothing in their own factories as well as sourcing from unrelated factories, whose products are sold mainly by third party retailers.

Figure 4 is a good illustration of the buyer driven commodity using United States as example. The solid arrows indicate the primary relationships and the dashed arrows are the secondary relationships. This pattern can also be found in any consumer goods industries and its production is generally carried out by tiered networks of Third World contractors. The characteristics of this commodity chain are highly competitive and have a globally dispersed production system. The profits can be derived from unique combinations of high-value research, design, sales, marketing and financial services that allow the retailers and branded marketers to act as strategic brokers in linking overseas factories with evolving product niches in the main consumer markets. This makes it possible for the retailers, marketers and manufactures to shape mass consumption via strong brand names and their reliance on global sourcing strategies to meet the demand (Naumann 2006). 

The latest trend in this sector is dominated by the power of large retailers in developed countries. The trend is going towards greater product specialization, branding and market segmentation. The information on the latest trend on styles and assimilation of this information has given the larger retailers an increasing leverage in dealing with suppliers. It is the buyers’ preferences that shape the market response in the exporting countries.
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Because of these factors the T&C sector is becoming more lean retailing (Adhikari and Weeratunge, 2006) and is based on bar codes and uniform product codes, electronic data interchange (EDI), data processing distribution centers and common standards across firms (Nordas, 2004). This change is visible for example in the United States. Through the expansion of large shopping malls at the edge of the cities at the expense of city centre department stores and boutiques. The retailers in this sector are gaining more market power and thus an increased bargaining power to suppliers. 

Naumann (2006) suggests that there is a clear relationship between the value chain and the quotas particularly in buyer-driven value chains, in this case the T&C sector. Quotas in the T&C sector have led to a wide global dispersion of T&C production, because the quotas have hindered the low-cost countries to set up a natural value- chain.  In a buyer-driven commodity the foreign lead firms determine the prices and producers are required to match them. In effect, the bargaining powers of the foreign lead firms exceed those of the local supplier firms, with regard to switching costs, transaction volumes, availability of market and price information and overall price sensitivity. 

2.2. MFA and T&C sector

The Multi Fibre Arrangement (MFA) was a replacement of the Long Term Agreement Regarding International Trade in Cotton Textiles (LTA) signed under GATT in 1962. There were 40 nations placed under the MFA. Because the LTA was originally short termed, its scope was expanded by the introduction of the MFA in 1974 to include Wool and man-made fibers (Martin 2007).

The MFA is levied on imports in the T&C sector from developing countries. In general a quota equals the effect of a tariff which increases the local price of the product, therefore reducing the demand of that product locally. 

Another impact of the quotas is the lowering of the price of the product in a large importing country and because the large country’s reduced demand is sufficient to reduce total world demand (terms of trade). This phenomenon is likely to lower the world market price of T&C. The level of effect of these prices and demand depends on the level of quotas relative to the local demand and the price elasticity of the demand. According to the estimations of the EU in 1997, the tariff-equivalent of theses quotas varied from 1.3 percent to 21.6 percent for textiles and 3 percent to 35.8 percent for clothing (Nordas 2004).

The transition period of the MFA, WTO Agreement on Textiles and Clothing (ATC), prescribed the T&C liberalization schedule relative to 1990 levels of trade and applicable to the total sectoral imports of each individual country. During every phase of transition, the products of each of four predefined phases were chosen to integrate into the scheme of ATC. These four categories were: tops and yarns, fabrics, made-up textile products and clothing (Naumann 2006). This happened between 1995 and 2004 and it had given the T&C manufacturer countries enough time to prepare for a more competitive global market.  The integration of the product into the ATC scheme contributes to the liberalization of a country and its export.
ATC consists 4 phases, which are shown in Table 2. The period of each varies from 3 to 4 years. In the third column, one can find the indication of the quantitative restrictions lifted on imports. Column 4 of Table 2 shows the percentages of trade in T&C liberalized in 1990 and the last column refers to increases in the quota that remained under restrictions (Nordas, 2004). As table 2 shows the quotas still exist during the ATC and parties to the ATC were expected to decrease the quotas by a prescribed percentage, thereby opening their domestic markets to more imported goods. In theory this means that the gradual transition period would allow the manufacturers enough time to prepare for a more competitive global market of the post-ATC era. One has to keep in mind that ATC was not an extension of MFA but a transitory regime between the MFA and the full integration of the T&C into the multilateral trading system. Just like the MFA the ATC can be seen as discriminating towards the developing countries because the T&C sector in Asian countries like the Philippines, India, Malaysia and China were facing high barriers, while Central and Eastern Europe had the lowest barriers. Therefore, both the MFA and the ATC provisions create incentives for rent-seeking, transshipment, rerouting and false declarations concerning country or place of origin and fiber content of T&C.  
	 Table 2 - Phase out of MFA

	Phase
	Start
	Activity
	Accumulated share of T&C (Textiles Trade without Quotas)
	Increase in size of Quota for T&C trade still subject to:

	I
	January 1, 1995
	Countries had to integrate products representing 16 percent of their 1990 import volumes
	16 percent
	16 percent

	II
	January 1, 1998
	17 percent of 1990 export volumes were integrated at the beginning of phase II
	33 percent
	25 percent

	III
	January 1, 2002
	18 percent of 1990 export volumes were integrated at the beginning of phase III
	51 percent
	27 percent

	IV
	January 1, 2005
	The integration of the remaining 29 percent of export volumes  and all quotas were abolished
	100 percent
	Full Integration


Source: Brambilla, Khandelwai, Schott (2007) and Martin (2007)

The ATC can be divided in 4 dimensions of influence and is broadly discussed by Nordas (2004). The first dimension contains the political gain which is related to the credibility of the multilateral trading system at a time when the system is experiencing considerable strains. This is followed by the efficiency gains from eliminating highly distorting quotas. The third dimension is a loss of quota rents on the part of the ATC exporters, and at last, the gain to consumers. 
Chapter Three – International trade theory
The Heckscher-Ohlin (HO) model and Specific Factors (SF) model are built on Ricardo model of comparative advantage.  The SF -model can be viewed as the intermediate model between the Ricardo model and HO-model. Although the SF-model is built on HO-model, there are differences between the two models.

Starting with the HO-model, this model is developed by Eli Hesckscher and Bertile Ohlin of the Stockholm School of Economics in 1919. There are 2 factors in the HO-model, namely capital and labour. These factors are free to move between industries, but not between countries, and neither factor is specific to an industry. The HO-model tries to predict the international trade according to the available factors. The HO-model says that the country will export its abundant factor intensive good. For instance, a country that is labour abundant will export labour- intensive good. The production in HO-model is characterized by constant returns to scale. According to HO-model, tariffs and quotas have a redistributive character and reduces efficiency.

In the SF-model there is one immobile factor, either capital or labour. Capital is often assumed to be immobile and costly to move. Because of the immobility of capital, it is assumed that capital is different in two industries or differentiated and not substitutable in production. For example, capital may be specifically designed for use in a particular production process. Therefore, it may be impossible or at least very expensive to move these factors across industries. Just like in the HO-model (taking prices and wages as given) the firms in SF-model choose an output level to maximize profit. The production in the SF model is diminishing returns to scale. This is the result of the immobility of capital, this means that each worker has less capital to work with in production and that each additional unit of labor will add a smaller increment to output. Since the output price is fixed, the value of marginal product will decline as labor increases 

In the Specific Factors model, the capital owners in the export sector will gain at the expense of the capital owners in the import-competing sector.  For example, if there is a price change due to trade liberalization in a two good SF-model, the price in the export sector will increase. The price increase will induce a series of adjustments in the economy. First of all, the increased export price will increase the profits of the export firm, since it takes time for wages and rents to adjust. The marginal product in the export would rise above the current wage and this will induce firms to hire more workers and expand output. In order to hire more workers, the export firms are forced to increase the wages, since labour is homogeneous. The import-competing sector is also forced to improve the wages, as they do not want to lose their employees. The expansion of output in the export sector and the reduction in the import-competing sector is the result of the higher wages. 

The international trade theories of Heckscher Ohlin and Specific Factors are also known as the inter-industry trade specialization. The new international trade theory explains the intra-industry trade.  Intra industry trade can be characterized by import and export of similar but differentiated types of goods or services. Intra industry trade can be divided into horizontal and vertical intra inter industry.  The goods in horizontal intra industry are classified in the same sector and are at the same stage of processing.  In vertical industry trade, the goods are also classified in the same sector, but are at different stages of processing. For example, China imports capital intensive goods and uses its abundantly available labor force to assemble and export it again to other countries.

The Krugman theory (Krugman 1979) on monopolistic competition belongs  to the new trade theory. In monopolistic competition there is a large number of firms producing the same but differentiated product. And in the new trade theory, countries specialize and trade to exploit scale economies. Therefore, the new trade theory is more about increasing returns to scale, than on comparative advantage. The goal of the new theory was to abandon the idea that countries are not necessarily specialized and trade in order to take advantage of their differences.

Fixed costs in production and IRS lead firms to specialize and differentiate their project in order to exploit scale economies and earn positive profits. In Intra-industry trade, countries trade even if there are similar factor endowments, while in HO-model, only countries with very different factor endowments trade.   

Chapter Four –Economic development and Integration in Asia and China 
The trade in T&C sector has faced many changes throughout the years. The profile of trade patterns has changed, as well as the country-ranking of top exporters. China, for example succeeded to take the top  position away from Mexico. The decline in Mexico’s export was triggered also by a rise in exports from countries in some Asian countries i.e. Bangladesh, Cambodia, Indonesia and Vietnam (Emerging textiles, 2006). 

4.1. Trade pattern in Asia
The global trade pattern in the world has changed in the last decade. Before Bangladesh, China, Vietnam, Pakistan and Indonesia rise to power, it was the NIEs
 (Hong Kong, South Korea, Singapore, Taiwan) who were dominating the T&C market until the early eighties (Adhikari and Weeratunge 2006). The NIEs have moved from lower technology segment to higher technology segment.

Nordas (2004) predicted that China and India would have the largest T&C export growth in the post-MFA period. Table 3 shows the top 10 exporters in Asia from1990 to 2009. In this period, China’s export grew from US$17.9 billion to US$167.84 (about 838% increase), while India’s export grew from US 5.22billion to US$22.64 (about 334% increase); attaining the top two places respectively  on the list of largest exporter in Asia.

Total Asia’s T&C export has also grown from US$77.49billion to US$265.65billion (an increase of about 243%) and in 2009 T&C export of Asia provides for more than 50 percent of the world market (Table 3). Table 3 also shows that the countries in South-East Asia are growing in importance. 

	Table 3  Top 10 exporters in Asia
(in US$ billion & percentage share of global exports of Textiles and Clothing)

	
	1990
	1995
	2000
	2005
	2009

	China
	17.90
	8.36%
	38.76
	12.85%
	53.17
	15.84%
	115.97
	24.44%
	167.84
	33.09%

	India
	5.22
	2.44%
	8.57
	2.84%
	11.68
	3.48%
	17.59
	3.71%
	22.64
	4.46%

	South Korea
	14.43
	6.73%
	18.35
	6.08%
	18.71
	5.58%
	14.04
	2.96%
	11.59
	2.29%

	Vietnam
	NA
	NA
	2.14
	0.64%
	5.46
	1.15%
	10.61
	2.09%

	Pakistan
	4.19
	1.96%
	6.17
	2.04%
	6.96
	2.07%
	10.91
	2.30%
	10.19
	2.01%

	Indonesia
	2.95
	1.37%
	6.29
	2.09%
	8.45
	2.52%
	8.86
	1.87%
	8.58
	1.89%

	Japan
	7.23
	3.37%
	9
	2.97%
	8.56
	2.55%
	8.43
	1.78%
	7.71
	1.52%

	Thailand
	3.84
	1.79%
	7.04
	2.34%
	6.00
	1.79%
	7.36
	1.55%
	7.30
	1.44%

	Malaysia
	1.74
	0.81%
	3.54
	1.17%
	3.60
	1.07%
	3.93
	0.83%
	4.65
	0.92%

	Sri Lanka
	0.69
	0.32%
	NA
	NA
	3.05
	0.64%
	3.48
	0.69%

	Total top 10
	58.19
	27.15%
	97.69
	32.38%
	119.29
	35.54%
	195.60
	41.23%
	255.60
	50.39%

	Total Asia
	77.49
	36.16%
	120.21
	39.85%
	148.74
	44.32%
	225.44
	47.52%
	265.65
	52.37%

	World
	214.31
	100%
	301.68
	100%
	335.64
	100%
	474.45
	100%
	507.27
	100%


Source: worldbank.org

The performance of the countries in South-East Asia in the post ATC era are mixed and almost in line with global trend. South-East Asia can therefore be divided into three categories: highly competitive (e.g. India and Pakistan), least (e.g. Maldives and Nepal) and the potential losers in quota-free era (e.g. Bangladesh and Sri Lanka).
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Asia’s role in world export from 1990 to 2010 is shown in Figure 5. It also  shows that Asia’s T&C export is much higher than the USA and Africa. Since 1999 Asia has overtaken Europe as the  major exporter of T&C in the world.. 

Asia T&C bilateral trade with the EU and the USA  is displayed in Figure 6. It shows that T&C imports by the  EU and USA from Asia are significantly higher than their exports to Asia. Asia exports to Europe peaked  in 2008, but declined after the global economic crisis.  

Figure 6 – Textile and clothing bilateral trade Europe and Asia
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Source: worldbank.org
Different graphs have shown that Asia’s T&C export is increasing towards the 4 major western areas. The increase in Textile sector differs from the clothing sector. Figure 7 shows the Textile’s export pattern of Asia. One can see that most of Asia’s export goes towards China, Europe and US. This is an indicator of vertical integration, this means that China is sourcing the inputs from Asia and exporting it to the rest of the world. This figure shows that in 2005, Asia’s export to China decreased. This is not very strange, as in 2005 the MFA was abolished. Coupled with the  impact of the global crisis, Asia’s textile export pattern took a further dive from 2007.
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Figure 7.1 shows the clothing export pattern of Asia. The figure shows that Europe and US are major  importers of Asia’s clothing.  In contrast to Figure 7, US is the world’s major importer of clothing, with the EU following closely. The difference in volume of imports  between these two  largest importers as compared to  China, Australia and Canada is very significant.  The pattern in the latter 3 countries seems to be stable and do not show a strong decline as in US and Europe. Just like in the textile sector, the clothing sector is also influenced by the global crisis in 2007. From this point, Asia’s exports to US and Europe start to decline. 

4.1.1 Trade pattern in clothing Sector

Table 4 shows the top 10 clothing exporters in Asia between 1990 and 2009. The top 10 countries are responsible for a large amount of Asia’s clothing export. Asia’s clothing exports to the rest of the world increased in the last 19 years. Since 1990, the Asian clothing sector has been growing in importance. In 2009, Asia is responsible for 53.53% of world’s clothing export. Table 4 shows that China is the major clothing exporter in Asia and is responsible for 36.42% of world clothing exports in 2009. In the 19 years, the biggest export growth was in China; China increased their clothing export by  more than 1011% (from US$ 9.61bn to US$106.81bn).

In 1990, Thailand was listed on the second place of the top 10 clothing exporters, but lost their position to India in 2009. India managed to increase their clothing export by 378% (from US$2.54bn to US$12.15bn). 
	Table 4 Top 10 Clothing exporters in Asia
(in US$ billion & percentage share of global exports of clothing)

	
	1990
	1995
	2000
	2005
	2009

	China
	9.61
	9.86%
	24.18
	16.73%
	36.00
	19.93
	74.09
	28.04%
	106.81
	36.42%

	India
	2.54
	2.61%
	4.13
	2.86%
	6.00
	3.32%
	8.85
	3.35%
	12.15
	4.14%

	Vietnam
	NA
	NA
	1.83
	1.01%
	4.76
	1.80%
	8.68
	2.96%

	Indonesia
	1.67
	1.71%
	3.47
	2.40%
	4.84
	2.68%
	5.18
	1.96%
	5.99
	2.04%

	Pakistan
	1.09
	1.12%
	1.77
	1.22%
	2.36
	1.31%
	3.87
	1.47%
	4.00
	1.36%

	Thailand
	2.82
	2.90%
	4.86
	3.36%
	3.79
	2.10%
	4.12
	1.56%
	3.79
	1.29%

	Sri Lanka
	0.64
	0.66%
	NA
	NA
	2.87
	1.085%
	3.25
	1.11%

	Malaysia
	1.32
	1.35%
	2.27
	1.57%
	2.25
	1.25%
	2.47
	0.934%
	3.10
	1.06%

	Cambodia
	NA
	NA
	0.97
	0.54%
	2.21
	0.84%
	2.44
	0.83%

	Philippines
	0.68
	0.70%
	1.10
	0.76%
	2.58
	1.43%
	2.33
	0.88%
	1.59
	0.54%

	Total top 10
	20.39
	20.93%
	41.78
	28.91%
	60.63
	33.56%
	110.76
	41.92%
	151.83
	51.78%

	Total Asia
	35.84
	36.79%
	57.71
	39.93%
	75.84
	41.98%
	128.75
	48.73%
	156.92
	53.51%

	World
	97.43
	100%
	144.51
	100%
	180.64
	100%
	264.23
	100%
	293.24
	100%


Although, the data for Vietnam are unknown between the period of 1990 and 2000, Vietnam’s export shows a remarkable jump to the third place by 2009, with its clothing export increasing by about 374% in 9 years.

However, there is a significant difference in output between China and the rest of the countries. But the differences between these other nine countries are small when compared to China. 

4.1.2 Trade pattern in textile sector
The importance of Asia in world textile export has increased from 1990 to 2009 (Table 5), Asian textile export grew by more than 212% (fromUS$34.84bn to US$108.90bn). In 2009, the top 10 Asian countries are responsible for more than 95.47%  of Asian textile export. This shows that the top ten Asian countries are  responsible for a big part of world export. 
China is the largest clothing exporter in Asia, with 27.78% of world’s total textile export in 2009. The difference between China and the other countries is large. Just like in the clothing sector, India takes the second place. However,  India managed to overtake  Japan in 2005. The data of Japan shows that their contribution to world’s export has been decreasing since 1990, while most countries showed an increased output. 

	Table 5 Top 10 textile exporters

(in US$ billion & percentage share of global exports of textile)

	
	1990
	1995
	2000
	2005
	2009

	China
	8.30
	7.10%
	14.58
	9.28%
	17.17
	11.07%
	41.88
	19.92%
	59.48
	27.78%

	India
	2.68
	2.29%
	4.44
	2.83%
	5.69
	3.67%
	8.73
	4.15%
	8.98
	4.19%

	South Korea
	6.42
	5.49%
	13.13
	8.35%
	13.35
	8.61%
	11.46
	5.45%
	9.17
	4.28%

	Japan
	6.54
	5.60%
	8.30
	5.28%
	7.88
	5.09%
	7.92
	3.77%
	6.09
	2.85%

	Pakistan
	3.10
	2.65%
	4.40
	2.80%
	4.60
	2.96%
	7.04
	3.35%
	7.49
	3.50%

	Indonesia
	1.27
	1.09%
	2.82
	1.79%
	3.61
	2.33%
	3.69
	1.75%
	3.19
	1.49%

	Thailand
	1.01
	0.86%
	2.19
	1.39%
	2.22
	1.43%
	3.24
	1.54%
	2.97
	1.39%

	Vietnam
	NA
	NA
	NA
	NA
	0.31
	0.20%
	1.68
	0.79%
	2.97
	1.39%

	Malaysia
	0.43
	0.36%
	1.27
	0.81
	1.35
	0.87%
	1.46
	0.70%
	2.86
	1.33%

	Israel
	0.38
	0.32%
	0.45
	0.28
	0.55
	0.35%
	0.52
	0.25%
	0.77
	0.36%

	Total top 10
	22.76
	19.47%
	53.16
	33.82%
	40.51
	26.13%
	87.62
	41.68%
	103.97
	48.56%

	Total Asia
	34.84
	29.81%
	56.68
	36.06%
	61.99
	39.99%
	91.76
	43.65%
	108.90
	50.86%

	World
	116.89
	100%
	157.17
	100%
	155.01
	100%
	210.22
	100%
	214.11
	100%


The competition between the countries is similar as in the textile sector. The gap between the top two countries remains large. Therefore, the competition between the countries from 2 to 10 might be most intensive. 
4.2. Emerging trend of China
During the MFA and abolition of the MFA, China was facing quotas and trade restrictions.  This has forced producers to locate outside China or at least form strategic production, and sourcing partnerships (Naumann 2006). These measures were not effective, as  China still managed to increase its T&C export trade during the period of quotas and trade restrictions enforced by US and Europe. In the early 90s the textile sector was dominated by Germany and was one of the top 10 world textile exporters. This position has been taken over by China at the beginning of 2000 and China maintained this position throughout (Table 6). 
The clothing sector (Table 6.1) shows another scenario where Hong Kong dominated the sector during the early 90s with a market share of 14.25% until China overtook this position in 1995 with a market share of 15.19%. By the end of 2009, China’s export for textiles and clothing grew by almost 800% and 1100% respectively.
	Table 6 Top 10 Textile exporters

(in US$ billion & percentage share of global exports of textile)

	
	1990
	1995
	2000
	2005
	2009

	China
	7.22
	6.92%
	13.92
	9.14%
	16.13
	10.25%
	41.05
	20.06%
	59.82
	28.34%

	Germany
	14.03
	13.44%
	14.38
	9.44%
	10.85
	6.89%
	13.58
	6.64%
	12.43
	5.89%

	Italy
	9.49
	9.09%
	12.88
	8.46%
	12.04
	7.65%
	14.83
	7.25%
	11.79
	5.59%

	Hong Kong
	8.21
	7.87%
	13.81
	9.07%
	13.44
	8.54%
	13.83
	6.76%
	9.88
	4.73%

	United States
	5.04
	4.83%
	7.37
	4.84%
	10.95
	6.96%
	12.38
	6.05%
	9.93
	4.71%

	S. Korea
	6.08
	5.83%
	12.31
	8.08%
	12.71
	8.07%
	10.39
	5.08%
	9.16
	4.34%

	India
	2.18
	2.09%
	4.36
	2.86%
	5.57
	3.54%
	8.29
	4.05%
	9.11
	4.31%

	Taiwan
	6.13
	5.87%
	11.86
	7.79%
	11.89
	7.55%
	9.71
	4.75%
	7.89
	3.74%

	Turkey
	1.44
	1.38%
	2.53
	1.66%
	3.67
	2.33%
	7.08
	3.46%
	7.72
	3.66%

	Pakistan
	2.66
	2.55%
	4.26
	2.80%
	4.53
	2.88%
	7.09
	3.47%
	6.51
	3.08%

	Total
	62.47
	59.87%
	97.68
	64.13%
	101.8
	64.66%
	138.23
	67.56%
	144.33
	68.39%

	World 
	104.35
	100%
	152.3
	100%
	157.4
	100%
	204.61
	100%
	211.05
	100%


	Table 6.1 Top 10 Clothing exporters

(in US$ billion & percentage share of global exports of clothing)

	
	1990
	1995
	2000
	2005
	2009

	China
	9.67
	8.98%
	24.05
	15.19%
	36.07
	18.26%
	74.16
	26.64%
	107.26
	33.98%

	Hong Kong
	15.41
	14.25%
	21.3
	13.45%
	24.21
	12,25%
	27.29
	9.80%
	22.83
	7.23%

	Italy
	11.84
	10.95%
	14.42
	9.11%
	13.37
	6.77%
	18.66
	6.70%
	19.61
	6.21%

	Germany
	7.88
	7.29%
	7.53
	4.76%
	7.32
	3.71%
	12.39
	4.45%
	16.55
	5.24%

	Turkey
	3.33
	3.08%
	6.12
	3.86%
	6.53
	3.31%
	11.83
	4.25%
	11.56
	3.66%

	India
	2.53
	2.34%
	4.11
	2.60%
	5.96
	3.02%
	8.6
	3.09%
	11.45
	3.63%

	Bangladesh
	0.64
	0.59%
	1.97
	1.24%
	5.07
	2.57%
	6.89
	2.47%
	10.73
	3.40%

	France
	4.67
	4.32%
	5.66
	3.57%
	5.41
	2.74%
	8.5
	3.05%
	10.06
	3.19%

	Viet Nam
	NA
	NA
	1.82
	0.92%
	4.68
	1.68%
	8.63
	2.73%

	Belgium
	2
	1.85%
	2.86
	1.81%
	3.94
	1.99%
	6.71
	2.41%
	8.35
	2.65%

	Total
	57.97
	53.61%
	88.02
	55.59%
	109.7
	55.53%
	179.71
	64.55%
	227.03
	71.93%

	World
	108.13
	100%
	158.4
	100%
	197.6
	100%
	278.42
	100%
	315.62
	100%


China did not only overtake Germany world position of world exporters but affected other countries too. Japan has always been a strong economic power and was one of the important exporters of T&C before 1970. China managed to take over this position and Japan turned into a large net importer of clothing and a relative small net exporter of textiles. The increased import competition has led to structural and intensive adjustment in Japan’s textile industry in the past decades (Yamawaki 1989). Due to the rapid increase in Japans T&C export to China, Japan became the most important industrial market for T&C of China. The NIEs (Singapore, Hong Kong, South Korea and Taiwan) were also victims of China.  In 1993, China overtook Asia’s NIEs position as the world’s largest T&C exporter (Figure 8).
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Figure 8 China and NIEs T&C export to the World 1990 - 2010
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The economic development in China started after its economic reform in 1978. Before 1978, China was a centrally-planned economy; where all companies were owned by the state. The Foreign Direct Investment (FDI) indicates that the Chinese exporting firms are mostly foreign owned. The data on FDI are downloaded from Worldbank.org. Unfortunately, data before 1982 was not available. Looking at the FDI pattern in China, one can see that in 1982, FDI started to take off and has been growing slowly (Figure 9). The FDI In China really took off after 1992 and has been growing till 2007.  After 2007, one can see that the FDI in China has been decreasing, which can be caused by the crisis. Therefore, a part of the period the pattern of trade can also be explained by outsourcing.
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Taking a closer look into China’s export trend, Figure 10 compares the export growth of China with 4 other important exporters to world. Figure 10 shows that China is facing a tremendous growth from 2000 till 2007. In 2008, China’s growth declined just like other countries.  But China managed to maintain its growth after 2009, while the T&C export of Europe has kept declining since 2007. The T&C export in China has surpassed Europe in 2009. China is not only accounting for a big share of world T&C trade, but its share in exports to the four areas is also increasing. Figure 11 is a snapshot of the import and export between the countries and China.  

Figure 10 T&C export to World 1990-2010
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Figure 11 shows that the import is extremely higher than exports to China.  Instinctively, one can say that these areas are heavily dependent on its trade with China and it shows the importance of China in T&C sector. 

Figure 11 – Textile and clothing bilateral trade between Australia, Canada, Europe and United States with China [image: image12.jpg]5000
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Source: worldbank.org

It is also interesting to see how the trade of T&C sector in China has been evolving with respect to other Asian countries. Did the growth of T&C sector in China surpass other Asian countries? Or is China crowding out other exporters in Asia?  Does China affect other exporters in Asia? 

Figure 12 shows the growth of China compared to other Asian countries in Asia. The blue line contains the sum of 48 countries without China. There are 49 countries in Asia whereas 9 countries are developed and the remaining are developing countries according to the Human Development Index of 2010.  Figure 12 shows a small decline from 1997 till 1999 and from 2007 till 2009. The decline in 1997 for all Asian countries can be caused by the financial crisis in South-Asia in that period. While the exports of all the Asian exporters have declined since 2009, this figure shows that China’s exports are increasing. 

Figure 11 Asia’s T&C Export to World 1990-2010
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China has been facing external and internal obstacles in order to achieve this position. During the MFA period, China was facing a large number of economic restrictions like anti-dumping, the spread of preferential trade agreements and the restrictions of Japan on its T&C exports. On top of this, China was also excluded from the Uruguay Round Agreement on T&C.  The major internal obstacle of China was the legacy of the planned economy. Chinese industry is constrained by its unique ownership and industrial structure. The valuable financial resources are being drained through the existence of ten thousands small and medium size enterprises proliferating all over the country. The number of firms exploded extremely from 1980 to 1995. In these 15 years, the numbers of firms increased from 37.900 to 102.500 and the number of employees have doubled to 12.43 million (Yeung 2004). The majority of these firms are however too small. To set an example, in 1995 the average number of employees was 121 per firm, the gross annual industrial output was only 18.9 million Yuan per firm and the annual profit was only 259.700 Yuan per firm. These firms do not benefit from economies of scale and neither are they competitive at the international market. This is the case in cotton and wool spinning sectors. Only 10 percent of the cotton spindles are on a par with international standards. These firms are also performing badly, about 55 percent of the 3.061 state owned firms were loss making in 1996 and in 1999 there were about 41 percent of 4.247 states owned textile firms suffering from losses. The share of these firms declined to less than 25 percent. The government pays subsidies of 60 billion Yuan to the state owned textiles industry every year in terms of low cost loans, welfare payments, financial subsidies, and so forth (Shi, 2001). The central government established the National Textile and Clothing industry bureau and the China textile and Clothing Association to improve the industrial competitiveness. 
The T&C supply of China contributed to its growth. According to Yang and Zhong (1998) there are 2 factors which will determine the long-term growth of Chinese T&C exports. The first factor was the continued economic reforms in China. One can think of openness or WTO membership, which will boost long term growth rates (Edward 1993). Yeung (2002) believed that WTO accession of China matter for the majority of Chinese T&C firms. The reduction of import tariffs and opening up of the Chinese distribution market will benefit foreign competitors wanting to enter the Chinese T&C market. The second factor was the abolition of the MFA. The MFA creates distortion and when it was gone, there was the shift in comparative advantage in world T&C sector.  China was able to provide a large number of unskilled labour, since labour in T&C sector is labour intensive. Since China’s reform, trade pattern in China has increased its comparative advantage, leading to rapid growth of labour-intensive exports, including T&C (Zhang 1993). 

4.3. Measurement of Intra Industry Trade in Asia 

To identify the trade pattern in Asia and China, one can use the methodology of earlier studies (Greenaway, Hine and Milner (1995), Fontagne, Freudenberg and Peridy (1997)). The attention on Intra-Industry Trade (IIT) started in 1960s by Verdoorn and Balassa on the increase trade flow among European countries. One of the most commonly used ITT measurement is of Grubel and Lloyd (1971) and is known as the Grubel Lloyd index (appendix A). The Grubel Lloyd index is commonly used to measure the vertical Intra Industry Trade.  The trade pattern can be divided in 3 trade patterns: Inter-industry trade (one-way trade), IIT in horizontally differentiated products, where products are differentiated by attributes, and IIT in vertically differentiated products, where products are differentiated by quality. 

Table 7 illustrates the intra regional trade in Asia and the intra-regional trade within Asia and Emerging Asia (include China) has increased from 1990 to 2006. 
	Table 7 Asia’s Intra-regional trade 1990-2006

(Share of intra-regional exports in 2006 and changes from 1990 in parentheses)

	Directions

	
	Asia
	Emerging Asia
	Industrial Asia
	NAFTA
	EU 15
	Rest of the world

	Asia
	51.9

(9.2)
	42.1

(11.7)
	9.9

(-2.5)
	20.7

(6.9)
	14.2

(-4.1)
	13.2

(1.9)

	Emerging Asia
	51.6

(4.1)
	40.8

(9.8)
	10.8

(-5.7)
	20.1

(-4.6)
	14.6

(-2.2)
	13.6

(2.7)

	Industrial Asia
	53.1

(16.2)
	46.5

(16.9)
	6.6

(-0.7)
	22.5

(-8.7)
	12.8

(-7.4)
	11.6

(-0.1)

	NAFTA
	19.5

(-5.8)
	13.5

(1.0)
	6.0

(-6.8)
	52.5

(11.9)
	14.6

(-7.4)
	13.4

(1.3)

	EU 15
	8.2

(0.7)
	6.1

(1.7)
	2.2

(-1.0)
	9.6

(1.2)
	59.2

(-6.7)
	23.0

(4.8)

	Note: numbers in bold are changes in the shares from 1990 to 2006


Source: IMF Direction of Trade Statistics and calculation from Gruenwald and Hori (2008)
China has become a major export market for Asian counties in recent years. China also has displaced the United States as the largest export market for an increasing number of Asian countries. This has strengthened the intra regional trade in Asia and verified by Jin, Koo and Sul (2006), where they showed that the trade pattern between China, Japan and South-Korea is more of intra-regional trade based on the principle of comparative advantage. To set an example, China is specialized in labour-intensive manufacturing and exports to Japan and South Korea. Japan is specialized in producing high technology manufacturing and export it to China and South Korea. At last, South Korea is specialized in mid-, and high technology manufacturing and exports to China and Japan.

On a global level, China exports labor intensive manufacturing goods to EU and the US and imports high-technology manufacturing goods from EU and US, while EU and US also have import high-technology manufacturing goods from the three countries (Jin, Koo and Sul 2006). It suggests that there is a strong sign of intra-industry trade in high manufacturing goods between EU and US with the three countries.   
	Table 8 China Hub

(Importance and  direction of exports in 2006 and changes from 1990 in parentheses)

	Directions

	
	NIEs
	ASEAN5
	China
	Industrial Asia
	Rest of the world

	NIEs
	14.0

(1.7)
	12.2

(3.7)
	25.4

(17.5)
	8.3

(-5.1)
	38.3

(-18.7)

	ASEAN5
	21.6

(0.3)
	9.7

(5.4)
	11.1

(8.9)
	16.0

(-10.9)
	39.6

(-5.1)

	China
	22.8

(-18.4)
	4.6

(1.7)
	
	11.5

(-3.8)
	59.7

(19.1)

	Industrial Asia1
	21.4

(2.6)
	8.9

(1.1)
	14.8

(12.5)
	6.6

(-0.7)
	46.9

(16.2)

	Note: numbers in bold refer toshares from 1990-2006, (but that is not different from the others, so why put it as bold?)
1ASEAN5: Indonesia, Malaysia, Philippines, Singapore and Thailand


Source: IMF Direction of Trade Statistics and calculation from Gruenwald and Hori (2008)
China’s role in Asia is more of a hub and China has increased its import from Asia and export to the rest of the world (Table 8).

The trend in Asia has resulted in vertical intra-industry trade, fostered by foreign direct investment (Fukao, Ishido and Ito 2003). China has succeeded in moving from primary commodity toward unskilled-labor intensive products (textile, clothing, and T-shirts). The expansion of China’s market creates opportunities for regional economies (Cui 2007).  This trend has also occurred in the NIEs, as the NIEs had a strong position in T&C sector and are now major players in the technology and human-capital intensive markets, where labor costs are high. If China is following the trend of NIEs, the low-income countries in South-East Asia could take China’s place and become major players in T&C sector. The IIT in labor intensive category are considered to be low and will increase when countries move towards human-capital intensive products (Marrewijk 2009).
Chapter Five - Empirical Literature review
5.1. Trade effects of China on other Asian exporters

Eichengreen, Rhee and Thong (2004 and 2006) used the gravity model (appendix B) to study the effect of the Chinese export on other Asian exporters. As predicted by the Gravity Model, export rise with the national GDP and the GDP per capita of importing and exporting countries falls with distance and with the land mass. Countries that have recently or had previously a colonial relationship, share a common border and a common language trade more, while land locked countries and countries that are spread across multiple islands trade less. The latter has to do with the concept of the distance in the gravity model. 

Eichengreen et. al (2004 and 2006) used the model for the export of capital goods, intermediates and consumer goods sectors with 13 export countries and 180 importing countries in the period of 1990 to 2003. The overall conclusion of the research is the crowding out effect of China is mainly in the consumer goods sectors and less in capital good and developed Asian countries.

 Other additional conclusions: 

· Chinese exports have implications for the national development trajectories in Asia and elsewhere. Because another medium sized emerging market will drive down the world manufacturers prices of global economy, this will worsen the incentive for other countries to move up the technological ladder. In order to distance themselves from Chinese competition, countries need to invest more in human capital. 
· On a regional level, any free trade arrangement or effect to more closely coordinated monetary and financial policies will not be attractive if it does not involve the region’s largest economy;

· On a global level, a revaluation of the Yuan will lead to a general revaluation of Asian currencies and thereby help to restore the problem of global imbalance. If China revaluate, other Asian countries will also revaluate, thereby the realignment of Asian currencies against the US dollar will help to narrow the US current account deficit and relieve the competitive pressure felt by Europe without causing major disruptions to the world economy. However, if China’s export is positively correlated with other Asian countries, the major impact of Chinese export growth is to stimulate the Asian countries own demand of raw materials, components and capital equipment from elsewhere in the region. Developed and less developed countries are affected differently by the increase of China’s export. An increase in Chinese imports and capacity to export has a positive effect on the exports of high-income neighbors but a negative effect on less-developed countries.

The study of Fernald, Loungani and Schindler (2003) used the VAR estimation of aggregate trade equations to regress the effect of China’s export on other emerging Asian Economies, i.e. the NIEs and ASEAN-4 (Indonesia, Malaysia, Philippines, Thailand). Their research has shown that China’s growth has remained strong during the Asian crisis in 1997. As a result the export growth of China remained robust despite the drag from the depreciation among many Asian currencies. They also found little evidence that an increase in China’s export will lead to a reduction of the exports of the emerging Asian economies. This suggests that Chinese exports and export of other economies are positively related. 

A more detailed research on this topic is from Athukorala (2009), which confirms the research of Fernald et al (2003). Athukorala (2009) used the gravity model to examine China’s emerging trade patterns and their implication for export performance of the other East Asian countries. China as a major exporter has indeed an impact on the trading environment faced by other countries in Asia. However, Athukorala (2009) shows that the competition from China does not necessarily imply proportionate losses in a market share for all developing countries. China’s full integration in vertically global industries as major assembly centre has created opportunities for other East Asian countries to specialize in parts and components production and in assembly. At last, the NIEs have lost comparative advantage in labour intensive manufactured goods to China. 

5.2. The effects of MFA on T&C sector

Hummels, Ishii and Yi (1999) studied vertical specialization in exports, where the value of imported inputs embodied in goods that are exported are measured. In order to find an answer why vertical specialization has grown so much and how it accounts for overall trade growth, they extended their concept of the Dornbusch-Fischer-Samuelson (1977) continuum of goods Ricardian trade model. The model is able to show two ways in which vertical specialization can lead to greater welfare gains from trade. They find that small reductions in tariffs can lead to extensive vertical specialization, large trade growth and large gains from trade. Therefore most countries believe that the removal of quota will stimulate trade. These beliefs are verified by Evans and Harrigan’s (2004) which found that the MFA distorted trade even after WTO and that the MFA quotas tightly constrained many East Asian exporters and led to higher import prices in the US. The effect of the abolition of quotas was researched by Tan (2005). He found a significant negative effect of quota-abolition on the Southeast Asian countries.

The MFA and the announcement of the abolition of the MFA had led to many authors to elaborate on this topic. Woerz and Francois (2005 and 2008) were one of the few authors using the gravity model to research the effects of the abolition of the MFA on the T&C trade. The first study (2005) showed that the MFA and the ATC have been serving as a negative preference system helping other developing countries at the expense of the two potential suppliers: India and China.  The second study (2008) showed that macroeconomic shifts like exchange rate movements can have a dramatic effect on competitive positive of particular suppliers in particular export markets.  These changes are indentified over the ATC period of 10 years and in the trend toward liberalization. 
One of the earliest researches is dated back to the 1990s. Trela and Whalley (1990) analyzed the impact of the T&C restrictions. They used the general equilibrium model to show that the elimination of the quotas would lead to global gains and developing countries would benefit from it by accessing into the developed country markets. This is verified by Yang and Zhong (1998), the phasing out of MFA quotas is prospected to demand a temporary boost in T&C export in the developing economies and China. For China to maintain their competitive position in the T&C sector for some period in the future, it must be able to move the production to lower-cost areas or free labour transport to coastal areas.  Even with great expectations of China, Yang & Zhong (1998) predicted that the China’s reliance in the T&C sector would diminish over time. Major markets close to China and markets with common border with the importer will be less affected by their competition and will face a low or zero tariffs (Nordas 2004).


The period after MFA
The studies of Trela and Whally (1990), Yang and Zhong (1998) and Nordas (2004) predicted that the main losers of the MFA are the developed economies and the abolition of the MFA makes China the major winner. Knappe (2005) predicted high unemployment, deeper poverty in developed countries and risk of losing existing markets. If these countries want to survive they need to attempt to keep at least part of their present markets. Although the developing countries are the main gainer of the abolition, Knappe (2005) predicted this group will risk losing heavily from the final liberalization of trade in T&C if they are not well prepared for the expected business and market changes. 

Knappe (2005) also predicted three important indicators of the abolition of the MFA:  

· Use of quotas: countries using quotas before 2005 will probably increase their exports after that date. Countries are unlikely to benefit from a market opening, if the countries are not able to fill their present quotas.
· Exploiting liberalized categories: in the third stage of the abolition of the ATC in January 2002, the US integrated 7 products categories into WTO, thereby abolishing quotas and causing trade flows tremendously. Other countries did not increase its export in all categories, while China managed to increase it exports of all liberalized categories to the US market. 
· Critical export mass: developing countries that are not under quota constraints will face intensive competition. For those that do not have a meaningful export quantities, it will even be harder to enter or remain in world markets and critical export mass will become an important issue. 
Many studies predicted a shift in T&C production to quota-constrained nations. Among those studies there was also a disagreement on the size and pace of the production shift. There was neither an agreement on which nations would suffer a decline in their T&C exports as a result of the end of the ATC. Despite the disagreements they agreed on the overall impact at the end of the ATC that China will be one of the biggest beneficiaries (Martin 2007).

Diao & Somwaru (2001) conducted different studies on the linkage between trade, income and abolition of the MFA. To study the linkage between trade in T&C and income while eliminating MFA, Diao & Somwaru (2001) used the general equilibrium model. They found that there are statistical significant positive relationships between total trade and income, thus also in T&C trade and income. The linkage between T&C trade and income are illustrated and on top of this research, Diao & Somwaru (2001) also tried to make a distinction between the linkage of textile and income as well as clothing and income. The result of this research shows that there is definitely a distinction between the two and the coefficient for the share of the clothing trade is significantly larger than for the textile trade, suggesting that the clothing trade is important for the economic growth. They made the following conclusions: 

· First of all they showed that phasing out of MFA and removing other trade restrictions will lead to more T&C trade in the world, suggesting that an increase in clothing exports in developing countries will also induce an increase in the textile sector. In general, restrictions from governments put restraints on export of developing countries but it also limited the possible export of industrial countries and hence reduced overall world trade flow. By liberalization, the competition will increase between the rich and poor countries and also induce interdependency among the countries and enlarge world trade. 

· Secondly: countries’ market share changes in the world. Just like other studies, China is predicted as the big winner of the abolition of the MFA. The world T&C market share of China will increase by 3 percentage points, leaving the developing countries a loss of 20 percent of their T&C market. Overall the abolition of the MFA affects the growth pattern and growth rates of developing countries, and induces to trade reforms and have a significant impact on the market structure of world T&C trade. It will have a positive welfare effect among the countries, but they are not equally distributed among the countries. Developing countries are facing the negative side of the welfare effects while the consumers in developing countries face the positive ones. Developing countries will see their T&C exports decrease as competition increases and the consumers benefit from the lowered prices. 

An addition to this research is of Francois et al. (1997) and showed that welfare gains are mostly concentrated in importing countries, and export countries face a small welfare loss. This phenomenon is caused because the rise in exports is not sufficient to compensate for the loss of quota rents.
5.3. Trade distorting impacts

There are many trade impacts in the last decade and the theories on these impacts are illustrated in Chapter 2 of this research. This part will present the empirical studies done by different authors/researchers on these impacts. .

5.3.1. WTO effect on trade

World Trade Organization

Until today, the impacts of the WTO (appendix C) on developing countries remain unclear. There are many studies available on this topic and one of them is Rose’s (2002). The first conclusion of his first study reveals no significant effect of GATT/WTO membership on the value of bilateral trade flows over a period of fifty years. Yet, he regards these findings as mysterious (Rose 2002). But a year later, he concluded that GATT/WTO accession increased the value of bilateral trade flows but WTO membership itself does not (Rose 2003). Finally, his third study shows that GATT/WTO membership does not have a statistically significant effect on the volatility of trade flow over a period of 25 years (Rose 2004). 

The studies of Rose have inspired other authors to re-examine the  findings by using other methods. The study of Subramanian & Wei (2006) shows that WTO did have a strong positive impact on trade and amounted to about 120 percent of additional world trade; but this impact was unevenly distributed. 

The study of Tomz, Goldstein and Rivers (2005) solves the mystery of Rose (2002) about the effects of GATT/WTO on international trade. They have shown that GATT/WTO do have an effect on international trade, confirming that GATT/WTO substantially increased trade and its effects were relatively stable across countries and over time. Their findings are confirmed by Liu (2007). Liu concluded and established strong evidence that the GATT/WTO has been very effective in trade creation. This is because the GATT/WTO not only makes existing partners trade more, it also creates new trading relationships.
Another study supporting the GATT/WTO membership is the one of Tang and Wei (2006). They find a positive relation between GATT/WTO and the country’s performance. In their study they argue that countries that access the GATT/WTO do face a higher increase in growth and investment/GDP ratio around the time of accessions. WTO contributes to the governance in a country and forces the countries to undertake substantial reforms. The beneficial effects of policy commitments in a country with good governance are better than in countries with poor governance. This suggests that binding policy changes enforced by WTO is necessary, once a country wants to substitute poor governance for economic development.  

All these authors have shown that membership of GATT/WTO contributes to the economic performance and suggest that becoming a member of WTO is beneficial for developing countries. In addition, Bagwell and Staiger (1999) argue that WTO is made for large countries. However, Voituriez (2007) study differs from Rose and other authors/researchers. Voituriez (2007) did a research on small countries with a case study of Vietnam trying to answer the question whether it is beneficial for small countries to enter WTO. The definitions here for large country means that they are price maker and small country are the price taker. He concluded that Vietnam has also gained large benefits of the WTO after its accession, thereby advocating that even small countries should enter the WTO. 

When the membership of China was announced many countries were scared for its competitive threat. The fear of East Asia became bigger after its WTO membership. Different studies have shown that the fear was unnecessary and presented the following findings:

·  “Integration of China into WTO’s global trading system would significantly expand world trade, and strengthen the multilateral trade system’s integrity and credibility” (Zhai and Li, 2000)

· “With its access to the WTO China is expected to continue being a powerful driver of growth specially in East Asia” (Ianchovischina and Martin, 2001)

However, the positive effect of Chinese membership is not supported by the results of the research of Rose (2007). Using the Gravity Model, Rose (2007) was unable to find evidence that membership in the GATT/WTO has a strong positive effect on international trade and that GATT/WTO membership has a substantial positive effect on trade. 

5.3.2 The effect of crisis on trade

One cannot deny that the East Asian crisis does not have an impact on the global crisis. Due to its crisis, East Asian countries started to save and minimize their borrowing and became major lenders to the United States. This phenomenon can be characterized as “global saving gut” (Jones 2008). 
As there are many studies on the effects of the banking crisis on the industry, only relevant studies will be elaborated. The study of Iacovone and Zavacke (2009) differ from most of other the studies on the impact of banking crisis on the industry activity and growth (Berman (2009), Dell’Ariccia, Detragiache and Rajan (2008), Borensztein and Panizza (2006)); none of them did a specialized analysis on the impact of banking crisis on export growth. While the study of Iacovone and Zavacke (2009) is more specific and tried to analyze which of the banking crisis had the biggest impact on export growth. For this research they used the difference-in-difference identification strategy. One of their conclusions is very relevant to this study and they found that there is a negative significant effect of banking crises on export growth with sectors more dependent on finance growth.

An addition to this result is given by Chor and Manova (2011). Their research looked into the most recently crisis from 2007 and 2008. They found that countries with tighter credit conditions exported less to the USA. This was namely in the sectors that require extensive external financing or have limited access to buyer-supplier trade credit. Countries whose exports have stronger long-term financial development are more resistant to the crisis.
Chapter Six - Empirical Research and results

6.1. Model specification

This study focuses on the export effects of China, and it will employ the commonly used OLS model with panel data with fixed effects. Panel data analysis captures the relationships between the relevant variables over a longer period and to identify the role of the overall business cycle phenomenon and it is also disentangles the time invariant country specific effects.  Egger (1999) claimed that the main force behind the fixed export effects are the tariff policy measures and export driving or obstruct “ environmental” variables, i.e. average tariff or non-tariff barriers as tariffs, taxes, duties or bureaucratic legal requirements either on the export or the import side. This includes the country size, access to transnational infrastructure networks, geographical and historical determinants. These effects are not random but country fixed. 

To prove that the fixed model is appropriate, the F-test and the Hausman test will be performed. The F-test will be used to test the null hypothesis of homogeneity amongst cross-section and what time series data holds against the alternative hypothesis of heterogeneity. When the null hypothesis is rejected the dummies will be included for heterogeneity. On the other hand, the Hausman test is used to test whether fixed or random effect dummies should be fixed in the model.  The null hypothesis of the Hausman test is constructed to show the crucial assumption of random fixed effect model holds against the alternative hypothesis of correlation. 

6.2. Data

The data for the research are downloaded from the UN COMTRADE database and the WTO’s database and the data on tariffs are downloaded from the UNCTAD TRAINS database. These data were available through the World Bank WITS (World Integrated Trade Solutions) data system. The SITC 1 is used for textile and clothing data (Table 9). 
	Table 9 Used sectors 

	Products:
	SITC 1 codes:

	Clothing
	84

	Textile
	26+65


Geographic distance and common language is taken from CEPII’s for various distance measures. The estimation is about the ‘China effect’ on other textiles exporters. This yields a database with 7,083 observations on export trade of 21 Asian countries to Australia, Canada, Europe and United States. The list of the 21 chosen countries is listed in appendix D. The countries are chosen because of their economic and cultural background. Australia, Canada, Europe and United states are all western countries and are all well developed. 
The observations cover 2 important sectors in China namely the clothing and textile sectors. In this study, the observations cover the textile and clothing sectors. As shown in Table 12 below, the clothing sector has 1,403 observations and the textile sector has 1,390 observations from 1990 to 2010. 
6.3. Estimating equation

E-views 7.0 will be used to perform the estimations using fixed effect least squares with panel data. The dependent variable [image: image15.png]Vije



 is the natural logarithm of textiles export of county i to country “j” at time “t”.  Since the value of export is denominated in US dollars, the export value is deflated with the annual inflation rate. The main explanatory variables are the country size and the total Chinese export. The country size is measured by the natural logarithm of deflated GDP in US dollars annual inflation rate. Since the Chinese export value is also denominated in US dollars, this value will be represented in its natural logarithm form after the deflation with the annual inflation rate. The dummy variables are the financial crisis and quota exporter.
The dummy financial crisis will take the value “1” if there was a financial crisis and otherwise “0”. The financial crisis from 1997 to 2000 is known as the Asian financial crisis and the most recent world crisis was from 2007 to 2009. Therefore the years 1997 to 2000, 2008 and 2009 will have the value “1” and the others will have the value of“0”.  Although the crisis started from 2007, 2007 will have the value “0”. This is because the data shows that the dip in export happened with a lag. The other standard gravity model variables are distance and language. 
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  (1)

Where i=1,2…,.22; j=1,2,…,22 and i≠j; t=0,1,2…,21

The variables are defined as:
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The textile exports of county i to country j at time t
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: 
The product of Real GDP of country i and country j at time t
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Total export of China at time t
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:
Tariffs levied on exports from country i to country j at time t
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Financial crisis dummy:  it takes value 1 if there was a crisis in that particular year
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:
Language dummy: it takes value 1 if country i and country j have the same official first language; time invariant dummy

 [image: image31.png]dist;
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Distance variable,:  measure the distance between country i and country j ; time invariant variable
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:

Disturbance term

	Table 10 Expectations of variables

	Variable
	Expectation

	GDP
	+

	Export China
	+ /-

	Tariffs
	-

	Financial Crisis
	-

	Language
	+

	Distance
	-


The expectations for the variables GDP and Language are positive (table 10), while the other variables are expected to have a negative effect on the exports. Based on the theory of the Gravity model, trade share is supposed to increase with income per capita and decrease with country size. The country mass is measured as the product of their respective GDPs, implying that a country with a large GDP has a big mass and trade more. Therefore the GDP affects trade in a positive and significant way. Meanwhile being a member of the same free trade agreement enhances trade mainly though reduction of trade or eliminating trade restrictions like import tariffs or quotas. 
The effect of the export of China on other exporters depends on which trade dominates. Is it inter-industry or intra-industry trade? The effect of Chinese exports on other countries is mixed It is already shown that the T&C sector is considered to be labor-intensive and different papers have shown that the trade of China can be characterized by Intra-Industry trade.  According to HO-model, countries will specialize in the good (homogeneous good) where they are abundant in. In this case Chinese export will have a negative effect on other Asian countries. For instance, if Chinese homogeneous goods T-shirt increases, T-shirt export of other Asian countries will decrease. This will occur if the differentiation of the products is low.

 However, this is not always the case. T-shirts can be differentiated by brands, quality, style or target group (and still categorized as T-shirts). This allows the international market to have many firms producing the same product. In this case, the Intra-Industry trade occurs and Chinese export will have a positive effect on other exporters. 
Sharing a common language is a legacy of the relationship between 2 countries in the past, i.e. a colony. Countries with such a legacy tend to trade more with each other. Therefore one can intuitively say that the countries sharing a common language are already related and this has a positive effect on the export trade.  

Tariffs and quota are general known for having a negative effect on trade, eliminating these or having a trade agreement contributes to exports. Distance is considered to have a negative effect because one can argue that the length of a distance is related to transport costs, thus if the distance between 2 countries is long, the transport costs will increase and export of country “i” will decrease.

Scenario 2 is the fixed effect model with country- pair fixed dummies that do not change over time. The model is as follows:
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                            (2)
Where the variables are defined as:
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        Cross-section fixed, time invariant, dummies
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:
  Period fixed dummies

In scenario 3 the country-pair fixed dummies are replaced by country fixed dummies αi. There are total of 21 countries fixed dummies. This can be interpreted as the multilateral resistance to trade, e.g. Singapore, is supposed to be the same for all its trading partners. The use of country fixed dummies rather than country-pair fixed dummies are favorable because of the degrees of freedom in fixed dummies which are generally thought to improve the estimation results.
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                                        (3)
As earlier explained there is a need to prove the reason for introducing fixed effect dummies. The results are shown in Table 11. To perform this F-test and the Hausman test will be performed. Results in parentheses show the Chi-square statistics of the Hausman test and estimate the random-fixed dummies while the F-test estimate the fixed effect dummies. The results of the F-statistics are shown in Table 11 reject the null hypothesis of equal intercepts between cross-sections and time periods in the textile and clothing sectors. 

In the last row of Table 11, one can see that using country fixed effects or country fixed effects and time effects change significantly the error sum of squares and reject the null hypothesis of no change in intercepts in textile and clothing sector. Nevertheless, there is a slight difference between the 2 sectors, using cross-section fixed effects and time period effects yields there are better results in the clothing sector than in the textile sector. Therefore, these methods will be used.  
	Table 11 F-test and Hausman test

	Market:
	Textile 
	Clothing 


	Period Fixed (dummy variables)

(period random)

Cross-section (dummy variables)

(cross-section random)

Period Fixed & Cross section (dummy variables)


	5.340421

(125.7776)

877.6354

(156.5666)

883.3983
	8.419335

(143.1321)

1414.717

(291.6742)

2271.309

	Country fixed & period fixed (dummy variables)

Country fixed (dummy variables)


	16.23373

5.340421
	10.37515

12.53491


The results of estimations for the textile and clothing sectors are shown in Table 12. The results of the textile sector will be elaborated first. The table shows that the results for scenario 1 and 2 do not match with the expectations presented in Table 10. In the gravity model (scenario 1) and the fixed effect model with country fixed effect (scenario 2) the variables GDP, export China, Tariffs and Language are positive and significant. The positive effect of tariffs is remarkable while it was predicted that tariffs would have a negative effect on trade. This might be caused by the high level of aggregation of the tariffs (sitc 1).
Figure 13 – Disaggregated level of Textile tariffs (570323 manmade textile materials)
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 So the average tariff is hiding some tariff peaks within the sector. To prove this, an ocular inspection of the textile tariffs will be done in disaggregated level.  Figure 13 shows there is no tariff peak, so this is not the cause for the positive effect of the tariffs.  
The positive effect of the GDP and the language is as expected. 

Meanwhile, Chinese textile export shows a large impact on the other trade exporters. The estimated Chinese impact on export trade is approximately 115 percent ((e0.768 -1)*100) for scenario 1 and 131 percent ((e0.840-1)*100) for scenario 2. This indicates that the China effect is positive for other exporters and it even stimulates the trade of Asian exporters. 

Although the sign of the financial crisis match the expectations, it is not significant in scenarios 1 and 2, suggesting that financial crisis does not have an impact on exporters. 
	Table 12 Estimated China effect on Export Trade

	Dependent Variable
	Export Trade

	Market
	Textile
	Clothing

	Scenario
	1
	2
	3
	1
	2
	3

	Explanatory variables:
	
	
	
	
	
	

	Real GDP
	0.113

(0.035)**
	0.059

(0.167)
	0.154

(0.000)*
	0.001

(0.985)
	0.003

(0.940)
	0.062

(0.010)*

	Export of China
	0.768

(0.000)*
	0.840

(0.000)*
	0.663

(0.000)*
	0.532

(0.000)*
	0.505

(0.000)*
	0.722

(0.000)*

	Financial Crisis
	-0.060

(0.464)
	-0.074

(0.266)
	-0.064

(0.000)*
	-0.065

(0.456)
	-0.073

(0.363)
	-0.077

(0.039)**

	Tariffs
	0.0786

(0.000)*
	0.066

(0.000)*
	0.069

(0.000)*
	-0.676

(0.000)*
	-0.832

(0.000)*
	-0.790

(0.000)*

	Language
	0.331

(0.000)*
	
	
	0.712

(0.000)*
	
	

	Distance
	-3.49E-05

(0.029)**
	
	
	0.000

(0.000)*
	
	

	Sample Period

(unbalanced)

Observation

R-squared
	1990-2010

1403

0.142
	1990-2010

1403

0.184
	1990-2010

1403

0.980
	1990-2010

1390

0.2844
	1990-2010

1390

0.174
	1990-2010

1390

0.868

	* significant at 1%, ** significant at 5%, *** significant at 10%


The results for scenario 3 are similar to the outcome of scenario 1 and 2. However, there are small differences between the scenarios. In scenario 1 and 2 the financial crisis is not significant and in scenario 3 it is significant. This implies that the financial crisis does have a negative impact on export traders. It suggests that in times of financial crisis, the export trade will decrease.
At first sight the results of the clothing sector do not show remarkable differences with the textile sector. Almost all the results in scenario 1 and 2 match the expectations with exception of the distance. Just Scenario 1 shows that the distance has a significant positive impact on the export trade. In contrast to textile sector, export trade does not decrease when the distance between 2 countries increase. The exports of China have also had a positive impact on the clothing sector. This impact in scenario 1 and 2 is not as large as in the textile sector. The level of impact of the Chinese export is almost 71 percent and 66 percent for scenario 1 and 2 respectively, suggesting that a unit rise of Chinese export increments trade with 0.71 and 0.66 unit for scenario 1 and 2 respectively. This is lower than in the textile sector. 

Meanwhile the signs of a financial crisis and tariffs are negative and this matches the expectations, but they are not as significant as in the textile sector. In contrast to the textile sector, tariffs have a significant negative effect on the export trade in the clothing sector. 
6.4. Sensitivity test
One reason to do a robustness test of the results is the structural break. Structural break is badly captured in the Gravity model, just like the business cycle. China shows a tremendous growth since 1990 and makes a large contribution to the export growth of Asia. However, the Chinese effect on other Asia could be different in earlier and later years. To test on the existence of structural break, the preceding analyses will be done for the sample period 2005 -2010. The dummy D1 will be introduced and take the value 1 for 2005-2010 and 0 for other years. The equation will be:
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         (4)

Equation 4 shows the interaction of the export of China with the structural break dummy (Xcnt*D1) and by Xcnt*(1-D1) and analyze the respective estimated coefficients. If there is no difference between β2 and β5, there has not been a structural break, but if there is a difference and this might indicates that structural break exists between the export of China and other Asian countries. Table 13 shows the results of scenario 4 and one can see that there is a structural break in the textile and clothing sector. In contrast to previous results, the China effect in textile sector is positive but not significant. This might suggest that there is no China effect in Asia. In the Clothing sector China does have an effect on other Asian countries. In contrast to previous results, the effects are smaller. Different causes between 2005 and 2010 can be the reasons for the structural break in the Clothing sector. Figure 14 shows the timeline what has happened between 1990 and 2010. One can see that between 2005 and 2010, two things have happened. First of all, the abolition of MFA and secondly the financial crisis started in 2007. Besides these causes, there can be different reasons for the structural break, like government stability, law and order, socio-economic conditions or business cycles.
	Table 13 Estimating effects of changes in T&C sector (Structural break)

	Dependent Variable
	Export Trade

	Market
	Textile
	Clothing

	Explanatory variables:
	
	

	Real GDP
	0.025

(0.007)*
	-0.064

(0.024)**

	Financial Crisis
	-0.005

(0.713)
	-0.024

(0.595)

	Tariffs
	-0.001

        (0.525)
	-0.100

(0.128)

	Export of China *D1
	0.024

(0.157)
	0.363

(0.000)*

	Export of China * (1-D1)
	0.020

(0.206)
	0.404

(0.000)*

	Sample Period

(unbalanced)

Observation

R-squared
	1990-2010

21403

0.974
	1990-2010

21381

0.825

	* significant at 1%, ** significant at 5%, *** significant at 10%


In this research different factors have been discussed, including recession, the abolition of MFA and the WTO admission of China, and saw that there was a tremendous growth in Chinese T&C exports. All these factors can be the reasons behind the business cycle between 1995 and 2010. It is commonly known and discussed that recessions have bad effect on trading countries; while the abolition of the MFA has a negative effect on the developed countries, but a positive effect in developing countries (namely China); and the WTO admission of China had a positive effect on Chinese exports. The effect of world crisis has  already been discussed and only the variables Chinese WTO admission and abolition of MFA will be tested in the econometric model. 
Figure 14 – Historical timeline 
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Where the dummies are defined as follow:

D1:
dummy variable represents the abolition of the MFA and will take the value 1 for the period 2005 till 2010 and 0 if otherwise;

D2:
dummy variable represents the WTO admission of China and will take the value 1 for 2001 and after and 0 for the years before 2001.

The different scenarios in Table 14 suggest that there has been a negative, not significant economic effect of a world without MFA and a negative and significant effect of Chinese WTO admission on textile trade.  The clothing sector shows different results: the abolition of MFA and Chinese WTO admission are both negative and significant. Therefore, in the Clothing sector, the business cycle can be assigned to the abolition of MFA and Chinese WTO admission. The Chinese WTO admission has shown to be negative and significant. This might suggest that the business cycle in the textile sector is created by Chinese WTO admission. However, there is a drawback on the used dummies that account for business cycles. It is because the business cycle occurs at different time periods in different countries.  

The result of export of China in the Textile and Clothing sector does not differ very much when compared to scenario 4. Just like in scenario 4 the export of China is around the 2 percent in the textile sector and around 60 percent in the clothing sector and significant.
	Table 14 Estimating effects of changes in T&C sector (Business cycles)

	Dependent Variable
	Export trade

	Market
	Textile
	Clothing

	Scenario
	5
	6
	7
	5
	6
	7

	Explanatory variables:
	
	
	
	
	
	

	Export of China 
	0.023

(0.167)
	0.028

(0.079)***
	0.029

(0.079)***
	0.397

(0.000)*
	0.423

(0.000)*
	0.465

(0.000)*

	Real GDP
	0.025

(0.007)*
	0.026

(0.004)*
	0.027

(0.004)*
	-0.062

(0.027)**
	-0.063

(0.025)**
	-0.055

(0.056)***

	Financial Crisis
	-0.006

(0.707)
	-0.018

(0.230)
	-0.017

(0.276)
	-0.024

(0.589)
	-0.127

(0.007)*
	-0.099

(0.041)**

	Tariffs
	-0.001

(0.512)
	-0.002

(0.363)
	-0.002

(0.356)
	-0.101

(0.120)
	-0.091

(0.160)
	-0.084

(0.191)

	D1
	-0.025

(0.161)
	
	-0.005

(0.803)
	-0.272

(0.000)*
	
	-0.159

(0.011)**

	D2
	
	-0.039

(0.017)**
	-0.036

(0.051)***
	
	-0.292

(0.000)*
	-0.227

(0.000)*

	Sample Period

(unbalanced)

Observation

R-squared
	1990-2010

2 1403

0.975
	1990-2010

2 1403

0.975
	1990-2010

2 1403

0.975
	1990-2010

2 1381

0.812
	1990-2010

2 1381

0.813
	1990-2010

2 1381

0.828

	*significant at 1%, ** significant at 5%, *** significant at 10%


Chapter Seven – Summary and conclusion
The textile and clothing sector has been a very important sector for many countries and this is also one of the first sectors a country invests in when it starts to industrialize. The entrance into the T&C sector is easy for investors and inhabitants as it is labour intensive and largely low skilled. Although textiles and clothing are related to each other and they have the same trade policy there are some differences. The competitive nature of textiles lies in Research and Development, and the material plays an important role. Clothing is a more complex sector, where preferences and tastes are of essence and the level of high human capital is important. The structure of T&C has changed over the years, governed by buyer-driven value chains, where the market is dominated by large retailers. 

The T&C sector was facing the MFA for a long time. MFA was a quota system levied on the imports from developing economies. The longest and severest case of MFA was directed to China. Fortunately for China, the MFA was abolished in 2005. This announcement has evoked many reactions from developed countries. The US and Europe saw China surpassing them in terms of export and saw China as the cause for the decrease in employment and export of T&C sector in their countries. As a result, US T&C firms influenced their government to implement import sanctions on Chinese exports and Europe also signed an agreement with China to limit 10 T&C categories of Chinese exports.  The abolition of the MFA was not the only factor contributing to Chinese export growth. Chinese WTO admission did also alter many concerns among the developing countries. 

Before China came to power, it was the NIEs dominating the Asia’s T&C market. The most recent trend in Asia showed the emerging power of China in T&C world market. China managed to become the number 1 player of Textile and Clothing exporters of Asia. Chinese increase in power has been growing tremendously since its admission into the WTO and the abolition of MFA, and China also managed to keep its growth path during the crisis. 
The trade pattern of China and Asia can be explained by international theories like HO model, SF model and Krugman theory on monopolistic competition. However, the trade pattern in Asia and China can be best explained by Intra-Industry Trade, where products are differentiated by quality. If this trade pattern dominates in Asia and China is the export hub, the Asian neighbors of China do not need to fear because China has a positive effect on other T&C exporters. 

The literature and data on export of China and neighbors have predicted the effect of China on other Asian T&C exporters. Different answers are given by different studies. In this research the Gravity model is used to measure the effects of China and the results positively supported findings provided in the literature China’s textile and clothing sector has a significant positive impact on other exporters. The results for the textile and clothing sector are satisfying for several reasons. In the textile sector almost all the variables are favourable except for GDP, tariffs and FTA. The positive sign of GDP in the textile sector assumes that a large GDP does not have a negative effect on trade. In contrast to what is expected, tariffs also have a positive effect on trade. The clothing sector is not very different than the textile sector.  Tariff is the only variable which is different from the textile sector and has a negative effect on trade as expected. In this case if a country faces a tariff, the import in this country will decrease. 

Many countries and researchers expected that China’s WTO admission and abolition of the MFA would have a negative effect on the export of other Asian countries but this is not true. In the textile and the clothing sectors these factors are not significant and do not have an impact on the export pattern. This does not imply that these factors did not have an effect on trade. It could be that these countries undertook some measures prior in anticipation of the implementations. 

This research started with the question: what is the impact of China’s T&C exports on other Asian exporters? The answer to this question is given with the help of the gravity model. The estimations have shown that China does not have a negative impact on the export of other Asian countries.  Therefore, China can also play an important role in helping other Asian countries in making the first step onto the development ladder. Although the T&C sector is often the springboard for developing countries for their development, there is still a need for countries to invest in factors such as infrastructure, human capital or market access which can boost the T&C sector and their overall development.
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Appendices
Appendix A The Grubel-Lloyd Index (Intra-industry trade)

The intra-industry trade is inconsistent with the standard pure theories of international trade derived from Ricardo, Heckscher and Ohlin. It is attributed to statistical aggregation and most studies employ net imports or exports as the measurements for the calculations of the intra-industry trade. The theory of intra-industry is a product of aggregation because a country will not import and export simultaneously identical commodities. All measured intra-industry trade must be recorded in the same statistical class and are differentiated by location or time, appearance or some functional characteristics. 

Intra-industry trade for industry i, at any given level of aggregation is defined as the value of exports of an “industry” which is exactly matched by the import of the same industry:
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Where Xi and Mi are the value of the exports and imports in the same industry, valued in the home country’s currency. Ri can be calculated for the home country’s trade with one , or a subset, or all foreign countries. Intra-industry trade is defined as:
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(2)
Intra-industry trade is the value of total trade (Xi+Mi) remaining after subtraction of net exports or imports of the industry |Xi-Mi|.

To facilitate comparisons of these measurements for different industries and countries, intra-industry measurement will be express as a percentage of each industry’s combined exports and imports. The resultant measures of inter-and intra-industry trade are:
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The measurements of inter- and intra- industry trade vary between 0 and 100. The level of inter- industry is always given by 100 minus the measured level of intra-industry trade. If exports equal imports of an industry the measure of intra-industry trade Bi is 100 and when there are exports but no imports or vice versa the measure is 0, which is desirable.

If the measures of intra-industry are calculated for all individual industries at all levels of aggregation, the analysis proceeds in 2 directions. The first direction is a given level of aggregation and the second for a particular set of traded goods. 

Starting with the first direction, the most useful statistic for summarizing the distribution of a set of individual measures is the mean, using the weights of relative size of exports plus imports of each industry in the total value of exports plus import of the set of n industries:
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 measures average intra-industry trade as a percentage of the export plus import trade. It equals the sum of intra-industry trade for the industries as a percentage of the total export plus import trade of the n industries.

The mean is a biased downward measure of intra-industry trade if the country’s total commodity trade is imbalanced or if the mean is an average of some subset of all industries. The mean between import and export must be less than 100 no matter what the pattern of export and imports because exports cannot match imports in every industry. This feature is undesirable, because it captures both the trade imbalance and the strength of the intra-industry trade. 

When considering all commodity trade, an adjustment is made for the aggregate trade imbalance by expressing intra-industry trade as a proportion of total commodity export plus import trade less the trade imbalance. Therefore, the adjusted measure:
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Where n is the total number of industries at the chosen level of aggregation. The adjusted measures lies in the closed interval [0,100].

The second direction involves the comparison of the Bi’s at different levels of aggregation. For ith industry, Xi and Mi are each made up of the exports and imports of industries defined at a more disaggregated level, called Xij and Mij. The percentage of intra-industry trade fot the ith industry is calculated by using the sums [image: image63.png]X Xi;



and [image: image65.png]X M;;.




From equation (4) we get:
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It is important to not the following result of this aggregation. Since 
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and since the denominator of Bi is unaffected by aggregation, it follows that the measure of intra-industry trade at a more aggregative level is greater than, or at least no less than then the measure intra-industry trade with a finer commodity break-down. Aggregation increases the measure of intra-industry trade by a greater amount the greater the extent to which the terms (Xij - Mij) at the less aggregated level are of opposite sign. Indeed in the extreme case it is possible that an aggregated measure is 100 when at the disaggregated level of j measures are 0. This affect of aggregation also applies to aggregation across countries at a given SITC digit level. Therefore, the weighted average of the measures for bilateral trade with individual countries with each country’s weights determined by its share of total export plus import trade, is usually less than the measure for the intra-industry trade between the country and all other countries combined.

Appendix B – Gravity model
The gravity model is the most common model used in bilateral trade and it relates bilateral trade flow to GDP, distance and other factors that affect trade barriers. This model specifies that the trade flow between two countries is determined by supply conditions at the country i, by demand conditions of country j and by simulating or restraining forces relating to the specific flow between country i and country j.  This gives the following formula:

(1)
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 specifies exports from country i to country j. The capital a here is a constant proportionality, [image: image75.png]Vi
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 stand for GDP for country i and country j respectively and [image: image79.png]


 controls for distance between the two countries. 

There are many papers using the gravity model to explain trade patterns between countries and try to construct a theoretical framework for the gravity equation. Anderson (1979) was the first to provide clear micro foundations that rely on assumptions that would strike present-day readers as standard (Baldwin & Taglioni 2006). The intension of the first paper of Anderson is to provide a theoretical explanation for the gravity equation applied to commodities with Cobb Douglas preferences, but the theory of Anderson relied on the assumption that each nation produced a unique good that was only imperfectly substitutable with other nations’ good.  After Anderson (1979)there are many other authors constructing a theoretical framework for the gravity equation like, Deardoff (1995), Bergstrand (1985), Evenett and Keller (2002) and Anderson and van Wincoop (2001). The basic theory used in the paper of Anderson and van Wincoop (2004) is very close to the paper written by Anderson in 1979. Their mainly value of their paper is the derivation of a practical way of using the full expenditure system to estimate key parameters on cross-section data. Due to the difficulties of this procedure, Anderson and van Wincoop (2003) also use an alternative procedure of using of nation dummies, a procedure first employed by Harrigian (1996). 

To explain the gravity equation the paper of Anderson and van Wincoop (2003) will be used, because of its comprehensive character. 

Anderson (1979) presented the gravity equation based on constant elasticity of substitution (CES) preferences and good that are differentiated by region of origin. The new paper of Anderson and van Wincoop is a manipulation of the CES expenditure system to derive an operational gravity model with an elegantly simple form. With this basis they derived an operational gravity model with an elegantly simple form. The gravity model consists of two building blocks:

1. All goods are differentiated by place of origin. Each region is specialized in the production of one good and the supply of each good is fixed.

2.  All goods have homothetic preferences, approximated by a CES utility function.

If [image: image81.png]


 is consumption by region j consumers of goods from region i, consumers in region j maximize the CES utility function:

(2)
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Subject to the budget constraint

(3)
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The σ is the elasticity of substitution between all goods, [image: image87.png]


 is a positive distribution parameter, [image: image89.png]


is the nominal income of region j residents and [image: image91.png]Pi;



is the price of region i goods for region j consumers and therefore (3) says that total income equals total expenditures. 

The trade cost causes the difference in price between locations and are therefore not directly observable. To identify these costs, let [image: image93.png]P



 denote the exporter’s supply price, net of trade costs and [image: image95.png]


 denote the trade cost factor between i and j. 

(4)
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Trade costs are acquired to the exporter and these costs will be passed to the importer by the exporter. Therefore, Anderson and van Wincoop assume that for each shipped good from i to j incurs export costs equal to [image: image99.png]


 of country i goods. This brings us to the normal value of exporter from i to j, which can also say the j’s payments to i is

(5)
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 in (5) states for the sum of the value of production at the origin and the trade cost exporter pass on importer is

(6)
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Therefore, the total income of region i is

(7)
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By maximization of the utility function to the budget constraint you find the nominal demand for region i goods by region j consumers. First to set up a Lagrange function:

(8)
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Deriving (8) with respect to [image: image113.png]


 yields:

(8a)
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Simplifying (8a) yields:

(8b)
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In order to derive an expression for λ, multiply (8a) by [image: image119.png]


 and take the sum of all i, i.e. [image: image121.png]


 yields
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Rearranging yields:
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Where[image: image125.png]


, thus the expression for λ is

(8c)
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Substituting (8c) in (8b) yields:

[image: image128.png]8/18-1)

5P

S 16D gla=o)fo -1/
02 que-ng o

né/te-1

/6D ga-o)le 2o _

i




(8d)
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The consumer price index for country j is given by the formal definition:

(9)
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Adding a new assumption to the price index, this implies that total income is a product of price index and composite consumption. This can be add to what Anderson and van Wincoop are referring to the price index as multilateral resistance to trade considering its positive correlation with trade barriers [image: image134.png]i




(8e) 
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Rewriting (8e) yields:
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Substituting this in (8d):
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Rearranging (8d) and elevating to the power of σ:

(8f)
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Multiplying both sides of (8f) with[image: image142.png]Pi;



:
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Therefore:

(10)
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Equation (10) says that demand and expenditure on good i  depends on total income and on the relative price of the good [image: image147.png]


, that is price of good i compared to a basket of prices. Anderson and van Wincoop states that the general-equilibrium structure of the model imposes market clearance which implies:  
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Substituting the market clearance of [image: image150.png]


 derived in (10) yields:

(11)
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Anderson and van Wincoop make an assumption that the trade barriers are symmetric, that is [image: image154.png]


 and they show that under this assumption the following equation holds:

(12)
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 is defined as country i’s share of world income. Rewriting it gives the following expression:
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 substituting this expression in (10) yields:
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  , rewriting it gives the gravity equation:

(13)
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The gravity equation of Anderson and van Wincoop is subject to the multilateral resistances to trade equation: 
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The gravity equation (13) shows us that bilateral trade depends on the bilateral trade barrier between i and j, relative to the product of their multilateral resistance indices, after controlling for size. For any bilateral trade barriers for i and j will have an impact on export and import between country i and country j and other countries. The gravity equation depends on the relative income, trade costs and on their multilateral resistance to trade with other partners. The σ is considered to be larger than 1 and the gravity equation suggests that higher trade costs [image: image167.png]


 will reduce trade between 2 countries.  Trade costs between 2 countries are generally captured by distance between them.

Higher barriers between country j and other countries will lower the relative price of goods from country i and raise its imports. Next to higher barriers, will higher multilateral resistance of the exporters i  raises trade. When the higher trade barriers are faced by the exporter, it will lower the demand for its goods and its supply price [image: image169.png]


 and increase the level of trade between i  and j  for a given bilateral barrier.
Appendix C – 10 benefits for joining WTO

1. The system helps promote peace
Peace is partly an outcome of two of the most fundamental principles of the trading system: helping trade to flow smoothly, and providing countries with a constructive and fair outlet for dealing with disputes over trade issues. It is also an outcome of the international confidence and cooperation that the system creates and reinforces.

History is littered with examples of trade disputes turning into war. One of the most vivid is the trade war of the 1930s when countries competed to raise trade barriers in order to protect domestic producers and retaliate against each others’ barriers. This worsened the Great Depression and eventually played a part in the outbreak of World War 2.

Two developments immediately after the Second World War helped to avoid a repeat of the pre-war trade tensions. In Europe, international cooperation developed in coal, and in iron and steel. Globally, the General Agreement on Tariffs and Trade (GATT) was created.

Both have proved successful, so much so that they are now considerably expanded — one has become the European Union, the other the World Trade Organization (WTO).


How does this work?
Crudely put, sales people are usually reluctant to fight their customers. In other words, if trade flows smoothly and both sides enjoy a healthy commercial relationship, political conflict is less likely.

What’s more, smoothly-flowing trade also helps people all over the world become better off. People who are more prosperous and contented are also less likely to fight.

But that is not all. The GATT/WTO system is an important confidence-builder. The trade wars in the 1930s are proof of how protectionism can easily plunge countries into a situation where no one wins and everyone loses.

The short-sighted protectionist view is that defending particular sectors against imports is beneficial. But that view ignores how other countries are going to respond. The longer term reality is that one protectionist step by one country can easily lead to retaliation from other countries, a loss of confidence in freer trade, and a slide into serious economic trouble for all — including the sectors that were originally protected. Everyone loses.

Confidence is the key to avoiding that kind of no-win scenario. When governments are confident that others will not raise their trade barriers, they will not be tempted to do the same. They will also be in a much better frame of mind to cooperate with each other.

The WTO trading system plays a vital role in creating and reinforcing that confidence. Particularly important are negotiations that lead to agreement by consensus, and a focus on abiding by the rules.

2. Disputes are handled constructively
There could be a down side to trade liberalization and expansion. More trade means more possibilities for disputes to arise. Left to themselves, those disputes could lead to serious conflict. But in reality, a lot of international trade tension is reduced because countries can turn to organizations, in particular the WTO, to settle their trade disputes.

Before World War 2 that option was not available. After the war, the world’s community of trading nations negotiated trade rules which are now entrusted to the WTO. Those rules include an obligation for members to bring their disputes to the WTO and not to act unilaterally.

When they bring disputes to the WTO, the WTO’s procedure focuses their attention on the rules. Once a ruling has been made, countries concentrate on trying to comply with the rules, and perhaps later renegotiating the rules — not on declaring war on each other.

Around 300 disputes have been brought to the WTO since it was set up in 1995. Without a means of tackling these constructively and harmoniously, some could have led to more serious political conflict.

The fact that the disputes are based on WTO agreements means that there is a clear basis for judging who is right or wrong. Once the judgement has been made, the agreements provide the focus for any further actions that need to be taken.

The increasing number of disputes brought to GATT and its successor, the WTO, does not reflect increasing tension in the world. Rather, it reflects the closer economic ties throughout the world, the GATT/WTO’s expanding membership and the fact that countries have faith in the system to solve their differences.

Sometimes the exchanges between the countries in conflict can be acrimonious, but they always aim to conform with the agreements and commitments that they themselves negotiated.

3. Rules make life easier for all
Decisions in the WTO are made by consensus. The WTO agreements were negotiated by all members, were approved by consensus and were ratified in all members’ parliaments. The agreements apply to everyone. Rich and poor countries alike have an equal right to challenge each other in the WTO’s dispute settlement procedures.

This makes life easier for all, in several different ways. Smaller countries can enjoy some increased bargaining power. Without a multilateral regime such as the WTO’s system, the more powerful countries would be freer to impose their will unilaterally on their smaller trading partners. Smaller countries would have to deal with each of the major economic powers individually, and would be much less able to resist unwanted pressure.

In addition, smaller countries can perform more effectively if they make use of the opportunities to form alliances and to pool resources. Several are already doing this.

There are matching benefits for larger countries. The major economic powers can use the single forum of the WTO to negotiate with all or most of their trading partners at the same time. This makes life much simpler for the bigger trading countries. The alternative would be continuous and complicated bilateral negotiations with dozens of countries simultaneously. And each country could end up with different conditions for trading with each of its trading partners, making life extremely complicated for its importers and exporters.

The principle of non-discrimination built into the WTO agreements avoids that complexity. The fact that there is a single set of rules applying to all members greatly simplifies the entire trade regime.

And these agreed rules give governments a clearer view of which trade policies are acceptable.

4. Freer trade cuts the costs of living
Protectionism is expensive: it raises prices. The WTO’s global system lowers trade barriers through negotiation and applies the principle of non-discrimination. The result is reduced costs of production (because imports used in production are cheaper) and reduced prices of finished goods and services, and ultimately a lower cost of living.

There are plenty of studies showing just what the impacts of protectionism and of freer trade are. These are just a few figures:

Food is cheaper
When you protect your agriculture, the cost of your food goes up — by an estimated $1,500 per year for a family of four in the European Union (1997); by the equivalent of a 51% tax on food in Japan (1995); by $3 billion per year added to US consumers’ grocery bills just to support sugar in one year (1988). 

Negotiating agricultural trade reform is a complex undertaking. Governments are still debating the roles agricultural policies play in a range of issues from food security to environmental protection. 

But WTO members are now reducing the subsidies and the trade barriers that are the worst offenders. And in 2000, new talks started on continuing the reform in agriculture. These have now been incorporated into a broader work programme, the Doha Development Agenda, launched at the fourth WTO Ministerial Conference in Doha, Qatar, in November 2001. 

Clothes are cheaper
Import restrictions and high customs duties combined to raise US textiles and clothing prices by 58% in the late 1980s. 

UK consumers pay an estimated £500 million more per year for their clothing because of these restrictions. For Canadians the bill is around C$780 million. For Australians it would be A$300 annually per average family if Australian customs duties had not been reduced in the late 1980s and early 1990s. 

The textiles and clothing trade is going through a major reform — under the WTO — that will be completed in 2005. The programme includes eliminating restrictions on quantities of imports. 


If customs duties were also to be eliminated, economists calculate the result could be a gain to the world of around $23 billion, including $12.3 billion for the US, $0.8 billion for Canada, $2.2 billion for the EU and around $8 billion for developing countries. 

The same goes for other goods …
When the US limited Japanese car imports in the early 1980s, car prices rose by 41% between 1981 and 1984 — nearly double the average for all consumer products. The objective was to save American jobs, but the higher prices were an important reason why one million fewer new cars were sold, leading to more job losses. 

If Australia had kept its tariffs at 1998 levels, Australian customers would pay on average A$2,900 more per car today. In 1995, aluminium users in the EU paid an extra $472 million due to tariff barriers.

One of the objectives of the Doha Development Agenda (DDA) is another round of cuts in tariffs on industrial products, i.e. manufactured and mining products. Some economists, Robert Stern, Alan Deardorff and Drusilla Brown, predict that cutting these by one third would raise developing countries’ income by around $52 billion. 

… and services
Liberalization in telephone services is making phone calls cheaper — in the 1990s by 4% per year in developing countries and 2% per year in industrial countries, taking inflation into account. 

In China, competition from a second mobile phone company was at least part of the reason for a 30% cut in the price of a call. In Ghana the cut was 50%. 

The group of economists led by Robert Stern estimates that lowering services barriers by one third under the Doha Development Agenda would raise developing countries’ incomes by around $60 billion. 

And so it goes on. The system now entrusted to the WTO has been in place for over 50 years.

In that time there have been eight major rounds of trade negotiations. Trade barriers around the world are lower than they have ever been in modern trading history. They continue to fall, and we are all benefiting.

5. It provides more choice of products and qualities
Think also of the things people in other countries can have because they buy exports from us and elsewhere. Look around and consider all the things that would disappear if all our imports were taken away from us. Imports allow us more choice — both more goods and services to choose from, and a wider range of qualities. Even the quality of locally-produced goods can improve because of the competition from imports.

The wider choice isn’t simply a question of consumers buying foreign finished products. Imports are used as materials, components and equipment for local production.

This expands the range of final products and services that are made by domestic producers, and it increases the range of technologies they can use. When mobile telephone equipment became available, services sprang up even in the countries that did not make the equipment, for example.

Sometimes, the success of an imported product or service on the domestic market can also encourage new local producers to compete, increasing the choice of brands available to consumers as well as increasing the range of goods and services produced locally.

If trade allows us to import more, it also allows others to buy more of our exports. It increases our incomes, providing us with the means of enjoying the increased choice.

6.  Trade raises incomes

The WTO’s own estimates for the impact of the 1994 Uruguay Round trade deal were between $109 billion and $510 billion added to world income (depending on the assumptions of the calculations and allowing for margins of error).

More recent research has produced similar figures. Economists estimate that cutting trade barriers in agriculture, manufacturing and services by one third would boost the world economy by $613 billion — equivalent to adding an economy the size of Canada to the world economy.

In Europe, the EU Commission calculates that over 1989–93 EU incomes increased by 1.1–1.5% more than they would have done without the Single Market.

So trade clearly boosts incomes.

Trade also poses challenges as domestic producers face competition from imports. But the fact that there is additional income means that resources are available for governments to redistribute the benefits from those who gain the most — for example to help companies and workers adapt by becoming more productive and competitive in what they were already doing, or by switching to new activities.

7. Trade stimulates economic growth
This is a difficult subject to tackle in simple terms. There is strong evidence that trade boosts economic growth, and that economic growth means more jobs. It is also true that some jobs are lost even when trade is expanding. But a reliable analysis of this poses at least two problems.

First, there are other factors at play. For example, technological advance has also had a strong impact on employment and productivity, benefiting some jobs, hurting others.

Second, while trade clearly boosts national income (and prosperity), this is not always translated into new employment for workers who lost their jobs as a result of competition from imports. 

The picture is not the same all over the world. The average length of time a worker takes to find a new job can be much longer in one country than for a similar worker in another country experiencing similar conditions.

In other words, some countries are better at making the adjustment than others. This is partly because some countries have more effective adjustment policies. Those without effective policies are missing an opportunity.

There are many instances where the facts show that the opportunity has been grasped — where freer trade has been healthy for employment. The EU Commission calculates that the creation of its Single Market means that there are somewhere in the range of 300,000–900,000 more jobs than there would be without the Single Market.

Often, job prospects are better in companies involved in trade. In the United States, 12 million people owe their jobs to exports; 1.3 million of those jobs were created between 1994 and 1998. And those jobs tend to be better-paid with better security. In Mexico, the best jobs are those related to export activities: sectors which export 60 per cent or more of their production, pay wages 39% higher than the rest of the economy and maquiladora (in-bond assembly) plants pay 3.5 times the Mexican minimum wage.

The facts also show how protectionism hurts employment. The example of the US car industry has already been mentioned: trade barriers designed to protect US jobs by restricting imports from Japan ended up making cars more expensive in the US, so fewer cars were sold and jobs were lost.

In other words, an attempt to tackle a problem in the short term by restricting trade turned into a bigger problem in the longer term.

Even when a country has difficulty making adjustments, the alternative of protectionism would simply make matters worse.


8. The basic principles make life more efficient

Trade allows a division of labour between countries. It allows resources to be used more appropriately and effectively for production. But the WTO’s trading system offers more than that. It helps to increase efficiency and to cut costs even more because of important principles enshrined in the system.

Imagine a situation where each country sets different rules and different customs duty rates for imports coming from different trading partners. Imagine that a company in one country wants to import raw materials or components — copper for wiring or printed circuit boards for electrical goods, for example — for its own production.

It would not be enough for this company to look at the prices offered by suppliers around the world. The company would also have to make separate calculations about the different duty rates it would be charged on the imports (which would depend on where the imports came from), and it would have to study each of the regulations that apply to products from each country. Buying some copper or circuit boards would become very complicated.

That, in simple terms, is one of the problems of discrimination.

Imagine now that the government announces it will charge the same duty rates on imports from all countries, and it will use the same regulations for all products, no matter where they come from, whether imported or locally produced. Life for the company would be much simpler. Sourcing components would become more efficient and would cost less.

Non-discrimination is just one of the key principles of the WTO’s trading system. Others include:

· transparency (clear information about policies, rules and regulations); 

· increased certainty about trading conditions (commitments to lower trade barriers and to increase other countries’ access to one’s markets are legally binding); 

· simplification and standardization of customs procedure, removal of red tape, centralized databases of information, and other measures designed to simplify trade that come under the heading “trade facilitation”. 

Together, they make trading simpler, cutting companies’ costs and increasing confidence in the future. That in turn also means more jobs and better goods and services for consumers.

9. Governments are shielded from lobbying
One of the lessons of the protectionism that dominated the early decades of the 20th Century was the damage that can be caused if narrow sectoral interests gain an unbalanced share of political influence. The result was increasingly restrictive policy which turned into a trade war that no one won and everyone lost.

Superficially, restricting imports looks like an effective way of supporting an economic sector. But it biases the economy against other sectors which shouldn’t be penalized — if you protect your clothing industry, everyone else has to pay for more expensive clothes, which puts pressure on wages in all sectors, for example.

Protectionism can also escalate as other countries retaliate by raising their own trade barriers. That’s exactly what happened in the 1920s and 30s with disastrous effects. Even the sectors demanding protection ended up losing.

Governments need to be armed against pressure from narrow interest groups, and the WTO system can help.

The GATT-WTO system covers a wide range of sectors. So, if during a GATT-WTO trade negotiation one pressure group lobbies its government to be considered as a special case in need of protection, the government can reject the protectionist pressure by arguing that it needs a broad-ranging agreement that will benefit all sectors of the economy. Governments do just that, regularly.

10. The system encourages good government
The rules include commitments not to backslide into unwise policies. Protectionism in general is unwise because of the damage it causes domestically and internationally, as we have already seen.

Particular types of trade barriers cause additional damage because they provide opportunities for corruption and other forms of bad government.

One kind of trade barrier that the WTO’s rules try to tackle is the quota, for example restricting imports or exports to no more than a specific amount each year.

Because quotas limit supply, they artificially raise prices, creating abnormally large profits (economists talk about “quota rent”). That profit can be used to influence policies because more money is available for lobbying.

It can also provide opportunities for corruption, for example in the allocation of quotas among traders. There are plenty of cases where that has happened around the world.

In other words, quotas are a particularly bad way of restricting trade. Governments have agreed through the WTO’s rules that their use should be discouraged.

Nevertheless, quotas of various types remain in use in most countries, and governments argue strongly that they are needed. But they are controlled by WTO agreements and there are commitments to reduce or eliminate many of them, particularly in textiles.

Many other areas of the WTO’s agreements can also help reduce corruption and bad government.

Transparency (such as making available to the public all information on trade regulations), other aspects of “trade facilitation”, clearer criteria for regulations dealing with the safety and standards of products, and non-discrimination also help by reducing the scope for arbitrary decision-making and cheating.

Quite often, governments use the WTO as a welcome external constraint on their policies: “we can’t do this because it would violate the WTO agreements”.
Appendix D – Countries used in model
[image: image170.emf]nrCountry codeExporting countries

1BGD Bangladesh

2KHM Cambodia

3CHN China

4HKG Hong Kong

5IND India

6IDN Indonesia

7ISR Israel

8JPN Japan

9JOR Jordan

10KAZ Kazakhstan

11KOR Korea, Republic

12MYS Malaysia

13MNG Mongolia

14NPL Nepal

15PAK Pakistan

16PHL Philippines

17TW Taiwan

18SAU Saudi Arabia

19SGP Singapore

20THA Thailand

21VNM Vietnam

22YEM Yemen, republic


� NIE stands for Newly Industrialized Economy is also called Newly Industrialized Country, a term used by political scientists and economist to describe a country whose level of economic development ranks it somewhere between the developing and first-world classification. These countries have moved away from an agriculture-based economy and into a more industrialized urban economy. ( www.invesopedia.com)
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