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CHAPTER 10

New Rules for the Global
Economy

uppose that the world’s leading policy makers were to meet

again at the Mount Washington Hotel in Bretton Woods, New

Zmﬂwmgwo. to design a new global economic order, dﬂhmﬂ ar
moswa of the guiding principles of global economic governance Om
which they might agree? Here are S€ven commonsense principles I mmm”

proposed in 2011, which I think are more relevant than ever.!

1. Markets must be deeply embedded in systems of governance. The idea that
s.gm%ma are self-regulating received a-morta] blow in the global finan-
cial crisis and should be buried once and for all. Markets require other
social institutions to support them. They rely on courts, legal frame-
works, and regulators. They depend on the stabilizing functions that
lenders-of-last-resort and countercyclical fiscal policy provide. The
need the political buy-in that redistributive taxation, safety sm.a MEM
social insurance programs help generate. They need public H.E\mmnhdozﬁ

ini i
infrastructure and R &D to mnnovate. What is true of domestic mar-
kets is true also of global ones.
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2. Democratic governance and political communities are organized largely withiy
pation-states, and are likely to remain so for the foreseeable future. The nation-
state lives, and even if not entirely well, remains essentially the only
game in town. The quest for extensive global governance is a fool’s
errand, both because national governments are unlikely to cede sig-
nificant control to transnational institutions and because ?pmﬁoaﬁsm
rules would not benefit societies with diverse needs and preferences.
The European Union is possibly the sole exception to this truism, but
Brexit, the rise of populist parties, and the reassertion of national auton-
omy show the limits of the political dimensions of the European project.

Too often we waste international cooperation on overly ambitious
goals, ultimately producing weak results that go litctle beyond the lowest
common denominator among major states. When international coop-
eration does “succeed,” it typically codifies the preferences of the more
powerful states or, even more frequently, of international corporations
and banks in those states. The Basle rules on capital requirements; the
WTO’s rules on subsidies, intellectual property, and investment mea-
sures; and investor-state dispute settlement (ISDS) arrangements typify
this kind of overreaching. We can enhance both the efficiency and the
legitimacy of globalization if we empower rather than cripple demo-

cratic procedures at home.

3. There is no “one way” fo prosperity. Once we acknowledge that the
core institutional infrastructure of the global economy must be built at
the national level, it frees up countries to develop the institutions that
suit them best. The United States, Europe, and Japan are all successful
societies; they have each produced comparable amounts of wealth over
the long term. Yet the regulations that cover their labor markets, cor-
porate governance, antitrust, social protection, and even banking and

finance have differed considerably. These differences enable journalists
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and pundits to anoint a succession of these “models”—a different one
each decade—as the great success for all to emulate. Such fads should
not blind us to the reality that none of these models can be deemed ,
clear winner in the contest of “capitalisms.” The most successful soci.
eties of the future will leave room for experimentation and allow fo,
~ further evolution of institutions over time. A global economy that rec.
ognizes the need for and value of institutional diversity would foster

rather than stifle such experimentation and evolution.

4. Countries have the right to protect their own regulations and institutions.
The previous principles may have appeared uncontroversial and innoc-
uous. Yet they have powerful implications that clash with the received
wisdom among boosters of globalization. One such implication is that
we need to accept the right of individual countries to safeguard their
domestic institutional choices. The recognition of institutional diver—
sity would be meaningless if nations were unable to “protect” domestic
institutions—if they did not have the instruments available to shape
and maintain their own institutions.

We should therefore accept that countries can uphold national rules—
tax policies, financial regulation, labor standards, or consumer health
and safety—and can do so by raising barriers at the border if necessary,
when trade demonstrably threatens domestic practices enjoying broad popular sup-
port. If globalization’s advocates are right, then the clamor for protection
will fail for lack of evidence or support. If they are wrong, there will be a
safety valve in place to ensure that these contending values—the benefits
of open economies and the gains from upholding domestic regulations—

both receive a proper hearing in the domestic political debate.

5. Countries do not have the right to impose their institutions on others. Using

restrictions on cross-border trade or finance to uphold values and
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regulations at home must be sharply distinguished from using them to
impose these values and regulations on other countries. Globalization’s
rules should not force Americans or Europeans to consume goods that
are produced in ways that most citizens in those countries find unac-
ceptable. But they also should not allow the United States or the Furo-
pean Union to use trade sanctions or other kinds of pressure to alter
the way that foreign nations go about their business in labor markets,
environmental policies, or finance. Nations have a right to difference,

not to impose CONVergence.

6. The purpose of international economic arrangements must be fo lay down the

traffic rules for managing the interface among national institutions. Relying

‘on nation-states to provide the essential governance functions of the

wotld economy does not mean we should abandon international rules.
The Bretton Woods regime, after all, did have clear rules, even though
these were limited in scope and depth. A completely decentralized
free—for-all would not benefit anyone; one nation’s decisions can affect
the well-being of others. What we need are traffic rules that help vehi-
cles of different size and shape and traveling at varying speeds navigate
around each other, rather than impose an identical car or a uniform
speed limit on all. We should strive to attain the maximum globaliza-
tion that is consistent with maintaining space for diversity in national

institutional arrangements.

7. Nondemocratic countries cannot count on the same rights and privileges in
the international economic order as democracies. What gives the previous
principles their appeal and legitimacy is that they highlight demo-
cratic deliberation—where it really occurs, within nation-states. When
nation-states are not democratic, this scaffolding collapses. We can

no longer presume a country’s institutional arrangements reflect the

225



STRAIGHT TALK ON TRADE

preferences of its citizenry. So, nondemocracies need to play by differ.
ent, less permissive rules.

These principles support a different model of global governance, one
that would be democracy enhancing rather than globalization enhanc.
ing. They would open up space for democracies to improve their func.
tioning at home, without prejudging what the policy outputs ought to
be or whether the result is greater economic integration. Global goy-
ernance could then usefully contribute to democracy, through globa]
norms and procedural requirements designed to enhance the quality of
domestic policy making—instead of rules aimed at increasing global
trade and investment.

Specific examples of such requirements are global disciplines per-
taining to transparency, broad representation, accountability, and use
of scientific/economic evidence in domestic proceedings. Disciplines
of this type are already in use in global institutions to some extent.
For example, the World Trade Organization’s Agreement on Appli-
cation of Sanitary and Phytosanitary Measures (the SPS Agreement)
explicitly requires the use of scientific evidence when health concerns
are at issue for imported goods. Procedural rules of this kind can be
used much more extensively and to greater effect to improve domestic
decision-making. Antidumping rules can be improved by requiring
that consumer and producer interests that would be adversely affected

by the imposition of import duties take part in domestic proceedings.
Subsidy rules can be improved by requiring economic cost-benefit
analyses that incorporate potential consequences of industrial policies
for both static and dynamic efficiency.

The key point is this: problems rooted in failures of domestic
deliberation—those produced by beggar-thyself policies—can be solved
only through improved democratic decision-making. Global gover-

nance can make a very limited contribution here, and only if it focuses
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on enhancing domestic decision-making rather than constraining it
Otherwise, global governance becomes a yearning for technocratic
solutions that override and undercut public deliberation. That, in turn,

is a recipe for democratic malfunction and populist reactions.

Fair Trade and Free Trade

Many of the problems of the world economy are exemplified by the
tensions between China and the Western economies, countries with
very different social systems and approaches to economic management.

When China negotiated to join the World Trade Organization, there
was a critical question: Is China a market economy, as the United States
and the EU understood the term? As typically happens when diplomats
face a thorny question, the decision was postponed. China’s WTO acces-
sion agreement signed in December 2001 permitted the country’s trade
partners to deal with China as a “nonmarket economy” for a period of
up to fifteen years. NME status in turn meant that it was a lot easier for
importing countries to impose special tariffs on Chinese exports, in the
form of antidumping duties. In particular, they could use production
costs in more expensive countries as a proxy for true Chinese costs,
increasing both the likelihood of a dumping finding and the estimated
margin of dumping. Many countries, such as Argentina, Brazil, Chile,
and South Korea, have already rewarded China with market-economy
status—Dbut not the United States and the Buropean Union.?

The delay has simply postponed the escalation of the trade con-
flict between these giant economies. Unfortunately, the terms of this
battle have ensured nothing was done to address the deeper flaw of
the world trade regime. Regardless of whether China is given market
economy status, prevailing antidumping measures are ill-suited to the

task of addressing concerns over unfair trade. This is not because such
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concerns are ungrounded but because they go well beyond dumping,
Antidumping facilitates protectionism of the worst kind, while doing
nothing for countries that need legitimate policy space.

Economists have never been fond of the WTO’s antidumping rules,
From a strictly economic standpoint, pricing below costs is not a prob-
lem for the importing economy as long as the firms that engage in the
strategy have little prospect of monopolizing the market. That is why
domestic competition policies typically require evidence on anticom-
petitive practices or likelihood of successful predation. Under WTO
rules, however, pricing below costs on the part of exporters is suffi~
cient for imposing import duties, even when it is standard competitive
practice—such as during economic downturns.

This and other procedural elements make antidumping the preferred
route for firms to obtain protection from their foreign rivals when
times are tough. The WTO does have a specific “safeguard” mech-
anism that enables countries to raise import tariffs temporarily when
imports cause “serious injury” to domestic firms. But the procedural
hurdles are higher for safeguards, and countries that use them must
compensate exporters who are adversely affected.

The numbers speak for themselves. Since the WTO was established
in 1995, in excess of three thousand antidumping duties have been put
in place (with India, the United States, and the EU being the heaviest
users). The corresponding number for safeguard measures is a mere
155 (with developing countries being the heaviest users). Clearly, anti-
dumping is the trade remedy of choice.

But beyond the economics, the global trade regime must address
issues of fairness in addition to ecormomic efficiency. When domestic
firms have to compete with, say, Chinese firms that are financially sup-
ported by a government with deep pockets, the playing field becomes

tilted in ways that most people would consider unacceptable.? Certain
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types of competitive advantage undermine the legitimacy of interna-
tional trade, even when (as with this example) they may confer aggre-
gate economic benefits to the importing country. So, the antidumping
regime is not without its political logic.

Trade policy makers are deeply familiar with this logic, which is
why the antidumping regime exists in the form that it does, enabling
relatively easy protection. What they have never taken on board is
that the fairness argument extends beyond the dumping arena. If it is
unfair for domestic firms to compete with foreign entities that are sub-
sidized or propped up by their governments, is it not similarly unfair
for domestic workers to compete with foreign workers who lack fun-
damental workers’ rights such as collective bargaining or protections
against abuse in the workplace? What about firms that despoil the -
environment, employ child workers, or provide hazardous employ-
ment conditions—are they not a source of unfair competition?

Such concerns about unfair trade lie at the hedrt of the antiglobaliza-
tion backlash. Yet trade remedy laws allow little room for them beyond
the narrow commercial realm of pricing below cost. Labor unions,
human rights NGOs, consumer groups, or environmental groups do
not have direct access to protection in the way that firms do.

Trade @Nwmaa have long been wary of opening up the WTO regime
to questions about labor and environmental standards or human
rights, fearing the slippery slope of protectionism. But it is becoming
increasingly clear that failure to take these issues on board does greater
damage. Refusal to acknowledge that trade with countries with very
different economic, social, and political models raises genuine legiti-
macy concerns undermines not only those trade relationships but the
entirety of the trade regime.

We must distinguish between two different versions of an argu-

ment as to why trade may be problematic from a social or political

229



STRAIGHT TALK ON TRADE

perspective. Some suggest trade is problematic because it redistrib.
utes income. The basis for that claim is true, but trivial. Pretty much
everything else that happens in a market economy redistributes income
somehow. Technology and market competition are the source of end-
less churn in an economy. Moreover, plenty of other things, including
skill-biased innovation and minimum wage laws, have vastly greater
effects on income distribution than trade per se.

So it makes very little sense to set international trade apart and
decouple it from other domains or approaches for dealing with inequal-
ity in labor markets at large (progressive tax systems, active labor mar-
ket policies, employment-friendly macro policies, etc.). Imports from,
say, France may adversely affect domestic firms that are displaced, but
there’s no reason to treat the people who lose out any differently than
workers who are adversely affected by, say, technological innovation.
There is a coherent justification for compensating the losers of free
trade for reasons of solidarity and equity—but the justification would
apply in the case of innovation too. Consequently, the preferred reme-
dies should be the same as well.

There is a second, different social and political objection to trade—
that trade violates norms embodied in our institutional arrangements.
The suggestion here is that trade may undercut the social bargains
struck within a nation and embedded in its laws and regulations. Think
for example of workers that must compete with countries where bar-
gaining rights are severely repressed by authoritarian governments.
These workers are effectively told that they must either accept low-
ering their own standards of pay and bargaining or lose their jobs. In
such cases compensating the losers would be beside the-point, because
what is at stake is the surreptitious modification of the rules of the
game—the undermining of domestic social bargains through the back

door. Trade is not merely a market relationship but an intervention into
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domestic institutions and an instrument for reconfiguring them to the
detriment of certain groups: Responding to such an injury by directly
curtailing the trade flows that have the alleged effect would have a
legitimate basis. After all, this is no different than keeping imports out
that, violate, say, domestic health and safety regulations, which most
countries already do.

And this brings us back to fair trade. The notion of fair trade is
much derided by economists who view it as a thinly disguised cover
for self-interested protectionism. But it is already enshrined in trade
Jaws (in the form of antidumping and safeguard remedies), although in
a skewed, corporation-friendly way.

So rather than abandon the fair trade concept, we should broaden
it, as it exists in trade law, to include social dumping. Just as coun-
tries can impose duties on goods that are sold below costs, they should
be allowed to restrict imports that demonstrably threaten damage to
domestic regulatory arrangements. I discuss what such a process may
look like in my book Globalization Paradox. 1 would argue that this
would not open the trade regime to more protectionist abuse than cur-
rent antidumping practices already do!

The benefit of thinking about fair trade along these lines is that it
allows the drawing of a clear line between trade flows that threaten
legitimate domestic political arrangements and those that don’t. For
example, there is a clear distinction between situations where a trade
partner’s low wages are due to low productivity versus the abuse of
worker rights (including, say, the absence of collective bargaining, or
freedom of association.). Both may generate distributional implications
at home—Dbut there is a problem of unfair trade only in the second case.

Economists should be more willing to accept that trade may fail to
pass the fairness or legitimacy test in certain circumstances. Paradoxi-

cally, this would strengthen their defense of international trade in the
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bulk of cases where the test is easily passed. It would enable them to
speak to popular concerns about fairness in trade without undermining
the general case for trade,

Advocates of globalization lecture the rest of the world incessantly
about how countries must change their policies and institutions to
expand their international trade and to become more attractive to for-
eign investors. This way of thinking confuses means for ends. Global-
ization should be an instrument for achieving the goals that societies
seek: prosperity, stability, freedom, and quality of life. Whether global-
ization sets off a race to the bottom or not, we can break the deadlock
between the proponents and opponents of globalization by acknowl-
edging a simple proposition: social dumping that undermines demo-
cratically legitimated domestic practices is not acceptable.

The principle rules out extremism on both sides. It prevents global-
izers from gaining the upper hand in cases in which international trade
and finance are a backdoor for eroding widely accepted standards at
home. Similarly, it prevents protectionists from obtaining benefits at
the expense of the rest of society when no significant public purpose is
at stake. In less clear-cut cases, in which different values must be traded
off against each other, the principle forces internal deliberation and
debate—the best way to handle difficult political questions.

One can imagine the questions that a domestic political debate may
raise. How much social or economic disruption does the trade in ques-
tion threaten? How much domestic support is there for the practices,
regulations, or standards at stake? Are the adverse effects felt by particu-
larly disadvantaged members of society? How large are the compensat-
ing economic benefits, if any? Are there alternative ways of achieving
the desired social and economic objectives without restricting interna-
tional trade or finance? What does the relevant evidence—economic

and scientific—say on all these questions?
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If the policy process is transparent and inclusive, these kinds of ques-
tions will be generated naturally by the forces of competition among
interest groups, both pro- and antitrade. To be sure, there mn.o no mw:x
safe mechanisms for determining whether the rules in question enjoy
“broad popular support” and are “demonstrably threatened” by MS&@.
Democratic politics is messy and does not always get it “right.” But
when we have to trade off different values and interests, there is noth-
ing else on which to rely. . .

Removing such questions from the province of democratic mwrw.x
eration and passing them on to technocrats or international bodies is
the worst solution. It ensures neither legitimacy nor economic ben-
efits. International agreements can make an important contribution,
but their role is to reinforce the integrity of the domestic democratic
process rather than to replace it. | .

By refusing to acknowledge the possibility of social dumping—
and failing to put in place remedies to it—the trade technocracy has
instead opened the door to populists and demagogues on trade. It me
allowed trade in general to come under attack instead of the specific
problematic flows that probably constitute a very small share of 988.:
imports. It is a clear instance of trade purists doing damage to their
cause. o

Some regional trade agreements do take social dumping oo_anoi.a
on board, but I think trying to “improve” other countries’ labor, envi-
ronmental, or social standards through trade agreements is mosmmu_@
ineffective—and also misguided to the extent that it puts commercial
interests in the driver’s seat of what is a deeper developmental problem.
There is an important difference, often eluded in fair trade &mnﬁmmwon.m,
between using trade policy to prevent the undermining of domestic
standards and the use of trade policy to export our standards to other

countries. The first is legitimate; the second much less so.
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Even if we care about human rights, labor standards, and environ.-
mental safeguards in other countries, we should pursue these goals in
other international forums, dedicated specifically to these goals, and
not through trade deals. If Vietnam has a labor problem, let us not
delude ourselves that we can fix it through TPP. And if that problem
threatens to undercut our own labor standards, let’s deal with that as an
instance of social dumping, through domestic trade remedies.

I recognize that such considerations leave me at odds with all the
established strands of thinking on trade. Populists such as President
Donald Trump have correctly identified the malaise with trade and
have capitalized on it. But they greatly exaggerate the real-world sig-
nificance of the “fairness” concern and seem determined to fix a surgi-
cal problem with a sledgehammer.

Meanwhile, economists rightly point out that trade is only
weakly implicated in the major economic problems of the day—
deindustrialization and income inequality. They are correct that the
distributional consequences of trade are better addressed with safety
net programs and nontrade remedies. But they have systematically
downplayed these consequences—especially when the requisite com-
pensatory programs have remained on paper. And they seem unable to
grasp the valid core of the public concern on social dumping.

Finally, progressive voices and their allies affiliated with the labor
movement in the United States have been keenly aware of the poten-
tial of social dumping. But they want to fight it with revamped global
governance measures that are at best ineffective and, at worst, the cause
of populist backlash in the countries subject to them.

Responding to the economic and political crisis of our day requires
that we restore a healthy balance between an open global economy and

the prerogatives of the nation-state. That in turn requires that we be
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honest about trade’s consequences, in particular the stresses it generates
for our social nmﬁ%»na alongside the economic opportunities.

None of this implies, for example, that democracies should not trade
with nondemocracies or countries with labor abuses. The point is that
commercial logic is not the only factor that should govern their eco-
nomic relationships. We cannot escape, and therefore must confront
the dilemma that the gains from trade sometimes come at the expense
of strains on domestic social arrangements. Public discussion and delib-
eration are the only way that democracies can sort out the contending
values and trade-offs at stake. Trade disputes with China and other
countries are an opportunity for airing—rather than repressing—these

issues, and a step forward to ultimately democratizing the world’s trade

regime.

Conflict between North and Amosgm

Fair trade of this sort isn’t antitrade—quite the opposite. Globally, the
principle of fairness should include leeway for poorer countries to _mﬁ.ué
their economies. That means not saddling them with the restrictive
rules on intellectual property, industrial policies, capital-account Hmmc.;
lations, and investor rights, as current regional trade agreements Q.@T
cally do. For progressives who worry both about inequality w.n the H.Hn.r
nations and poverty in the rest of the world, the good news is that it is
indeed possible to advance on both fronts. But to do so, we must trans-
form our approach to trade deals in some drastic ways. .

The world’s trade regime is currently driven by a peculiarly Q.ST
cantilist logic: you lower your barriers in return for me lowering mine.

This logic of “exchange of market access” has little economic justifica-

. . on.
tion. but has been remarkably successful in promoting trade expansio
2
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Now that the world economy is already very open, it has run its usefu]
course and causes more problems than it solves.

The principles I laid out above would replace it with a different logic
that of “exchange of policy space.” Poor and rich nations alike neeq no.
carve out greater space for pursuing their respective objectives: the
former to restructure their economies and promote new industries and
the latter to address domestic concerns over inequality and distributive
justice. Progressives should not buy into a false and counterproductive
narrative that sets the interests of the global poor against the interests
of rich nations’ lower and middle classes. With sufficient institutional
imagination, the trade regime can be reformed to the benefit of both

sides of the equation.

National Citizens, Global Consciousness

Recognizing the centrality of nation-states and the futility of global
governance is compatible with reorienting national interests, over
time, in a more global direction. Progress along such a path would
require national citizens to recognize that their interests extend beyond
their state’s borders. National governments are accountable to their
own citizens, at least in principle. So, the more global these citizens’
sense of their interests becomes, the more globally responsible national
policy will be,

This may seem like a pipedream, but something along these lines
has already been happening for a while. The global campaign for debt
relief for poor countries was led by nongovernmental organizations
that successfully mobilized young people in rich countries to put pres-
sure on their governments. Multinational companies are well aware of
the effectiveness of such citizen campaigns, having been compelled to

increase transparency and change their ways on labor practices around
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the world. Some governments have gone after foreign political lead-
ers who committed human-rights crimes, with considerable domestic
popular support. Nancy Birdsall, the president of the Center for Global
Development, cites the example of a Ghanaian citizen providing testi-
mony to the US Congress in the hope of convincing American officials
to pressure the World Bank to change its position on user fees in Africa.

The greatest potential upside to such bottom-up efforts to “globalize”
national governments can be found in énvironmental policies, partic-
ularly those aimed at mitigating climate change—the most intractable
global problem of all. Interestingly, some of the most important ini-
tiatives to stem greenhouse gases and promote green growth are the
products of local political ?ommsmwm.. World Resources Institute presi-
dent Andrew Steer notes that more than fifty developing countries are
now implementing costly policies to reduce climate change. From the
perspective of national interest, that makes no sense at all, given the
global-commons nature of the problem.

Some of these policies are driven by the desire to attain a competi-
tive advantage, as is the case with China’s support for green industries.
But when voters are globally aware and environmentally conscious,
good climate policy can also be good politics.

Consider California, which in early 2012 launched a cap-and-trade
system that aims to reduce carbon emissions to 1990 levels by the year
2020. While global action remained stalled on capping emissions,
environmental groups and concerned citizens successfully pushed for
the plan over the opposition of business groups, and the state’s Repub-
lican governor at the time, Arnold Schwarzenegger, signed it into law
in 2006. If it proves a success and remains popular, it could become a
model for the entire country.

Global polls such as the World Values Survey indicate that there

is still a lot of ground that needs to be covered: self-expressed global
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citizenship tends to run 15-20 percentage points behind national cit
izenship. But the gap is smaller for young people, the better educated
and the professional classes. Those who consider themselves to be at Eou
top of the class structure are significantly more globally minded than
those who consider themselves to be from the lower classes.

As I have already noted, “global citizenship” will always remain
a poor metaphor, because there will never be a world government
administering a worldwide political community. But the more we each
think of ourselves as globally minded and express our preferences as

such to our governments, the less we will need to pursue the chimera

of global governance.
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CHAPTER 11

Growth Policies for the Future

lobal arrangements that open up space for national policy
autonomy must be complemented by domestic policies that
put that space to good use. That means pursuing economic
strategies that are at once productivity enhancing and socially inclu-
sive. We face considerable uncertainty as to what will work in a global
environment marked by significant economic and technological dual-
ism, both within and among nations. But the good news is that there is
no shortage of good ideas. I begin with the challenges facing develop-

ing nations, and then turn to the advanced economies.

Will Developing Nations Lead the
World Economy?

The future of the global economy lies more and more in the hands of
poor nations. The United States and Europe struggle on as wounded
giants, the casualty of their financial excess and political paralysis. They
seemn condemned to years of low growth at best, widening inequality,

and possible social strife.
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Asia is at last waking up to the threat of a trade war - Banyan 11/12/2018
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Asia is at last waking up to the threat of a trade war

But some see a silver lining in the hostilities

https://cdn.static-economist.com/sites/default/files/images/print-edition/20180630_ASD000_0.jpg
Print edition | Asia

Jun 28th 2018

IT IS hard to argue that the United States and China are not on the brink of a trade war. President
Donald Trump is threatening to impose higher tariffs on $450bn of imports from China, with the first
tranche, on $34bn of Chinese goods, due to take effect on July 6th. Mr Trump expects China to blink. But
what if it doesn’t? Other countries in Asia are only now starting to ask that as they realise how much is at
stake.

Nowhere would a rupture of global supply-chains have more impact than in East and South-East Asia,
which sit at the heart of them. Intermediate goods account for more than half of Asian countries’ exports,
on average, and more than three-fifths of their imports. The region is deeply integrated, in often
underappreciated ways, argues Deborah Elms of the Asian Trade Centre, which advises governments and
business. South Korean screens and Taiwanese chips famously head to China for assembly into iPhones
for American end-users; there are countless similar examples. Many Asian companies, Ms Elms says,
may not even realise where their products end up. They may still not be aware that they are at risk from
the looming trade war.

Political leaders appear to be ahead of local businesses in thinking about the consequences. Mr Trump’s
lambasting of America’s traditional allies at a vitriolic G7 summit in Canada in early June belatedly
triggered alarms across Asia. Since then leaders have rushed to show their commitment to an open, rules-
based trading order—one without America if need be.

One example is the Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP), a
gold-standard free-trade pact involving 11 countries on both sides of the Pacific. A successor to the
Trans-Pacific Partnership, which Mr Trump pulled America out of in early 2017, the CPTPP was signed
in March. But several of its members had seemed in no particular rush to ratify it. No longer. Canada,
Australia and Japan have all said they will speed up the process. South Korea, which was forced by Mr
Trump to renegotiate a bilateral trade pact (and which also has concerns about the strength of its military
alliance with America), looks set to apply to join the CPTPP.

Japan’s prime minister, Shinzo Abe, once hoped he might persuade Mr Trump to bring America back in
to the pact. Instead, Mr Trump has repeatedly humiliated him, not least by refusing to exempt Japan
from steel and aluminium tariffs, even though other allies have won a reprieve. Now Mr Abe is mending
bridges with China. And he is continuing to fly the multilateral flag with another regional initiative.

On July 1st Mr Abe hosts trade ministers from the ten countries of the Association of South-East Asian
Nations (ASEAN), plus the countries in the region with which ASEAN signed bilateral free-trade deals:
Australia, China, India, Japan, New Zealand and South Korea. Negotiations over the so-called Regional
and Comprehensive Economic Partnership (RCEP) have for years crawled along at a snail’s pace. But the
meeting in Tokyo signals a quickening—and is the first big RCEP meeting to be held outside ASEAN.
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In terms of rigour, RCEP falls far short of CPTPP. It includes China, which was pointedly excluded from
TPP, in which the previous American administration explicitly set out to design a template for open trade
that would not be diluted by China’s questionable commitment. RCEP was seen at the time as the lowest
common denominator—a pointless or even counterproductive distraction. But today its backers promote
it as a useful step towards regional integration. With America now hostile to open trade, every initiative has
fresh worth to countries whose prosperity was built on commerce.

Collateral damage from trade tensions between America and China seems inevitable. Even if a full-blown
trade war is averted—because either country backs down—both sides would not return to the rules-based
trade order that has prevailed until now. Rather, a deal would involve some kind of managed trade. That is
certainly better than full-blown conflict. But it repudiates that order, while diverting trade and investment.

As for a full-blown war, it could upend the world-spanning supply chains which epitomise Asian
economies. Above all, Mr Trump’s trade nationalists hate it that, in their search for efficiency, savings and
speed, American businesses have internationalised their operations over the past four decades. If the
administration’s belligerence on trade unsettles American firms and forces them to “onshore” production,
Asia would be an early victim.

The supply-chains that bind

Yet some spy a silver lining. Led by China and Japan, Asian countries are at last opening to one another.
They are striking bilateral trade deals among themselves, as well as with the European Union. And that
begs a question: if the Trump administration succeeds in smashing existing supply-chains, why assume
manufacturing will return to America? Might more links in the chain simply relocate within Asia instead?
After all, as Japanese policymakers point out, America does not have a monopoly on tech. Reforming
Vietnam, which is a member of the CPTPP and has eight bilateral free-trade agreements, including with
the EU, has great allure as a production base. Recently President Joko Widodo of Indonesia, which does
not typically make life easy for foreign investors, has been asking visitors whether there might be an upside
for his country.

Even American multinationals are accountable to shareholders, not to Mr Trump. And America’s 326m
potential consumers, walled up behind trade barriers, may not prove such an appealing market as Asia’s
nearly 4bn consumers at a time when dynamic Asian economies are opening to each other. It’s an
interesting time, as Ms Elms puts it, to experiment with resetting trade patterns. Not that anyone would
wish an all-out trade war to be the occasion to experiment.

This article appeared in the Asia section of the print edition under the headline "Chain reaction”
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Creative disruption
Asia's winners in the US-China trade war

T he US and China are rapidly discovering how wrong Donald Trump was when he said that trade
wars are good and easy to win. The two countries have so far imposed tariffs covering roughly
US$360bn of merchandise trade between them. A breakdown in negotiations suggests that neither
sideis yet seriously looking for an “off ramp” in the dispute. The Economist Intelligence Unit expects
that by early 2019 tariffs will have been introduced on the vast majority of US-China merchandise trade.

The US-China trade war will have a significant adverse impact on the world economy. By distorting
global trade flows, the conflict will push production to more expensive locations, forcing up prices and
reducing efficiency. The end-price of products will be higher than it would have been otherwise, adding
to inflation and potentially forcing faster tightening of monetary policy in many markets. Global trade
flows are also set to slow, particularly in the short term, as mounting US-China tensions disrupt existing
supply chains and dampen investor confidence. The greatest impact will of course be felt in the US and
China, but many other economies are likely to experience collateral damage.

Still, there will be winners as well as losers. Tariffs tend to shift trade more than they reduce it and,
asimporters in China and the US look for alternative suppliers, new opportunities will open up for
exporters in third-party markets. Some of those beneficiaries will be in countries such as Mexico (where
the US-Mexico-Canada Agreement may facilitate auto parts imports to the US) or Europe (whose
agricultural exporters should benefit as US produce becomes more expensive in China). However, the
lion’s share of the gains from the trade war will fall to countries in Asia.

Using our world-leading expertise in economic forecasting and analysis, and leveraging our team of
country and industry analysts across Asia, we have produced a report that examines which countries
in the region will emerge as the key winners from the supply chain shifts caused by the trade war.

We focus in particular on the impact on three important sectors: information and communications
technology (ICT) products; automotives and automotive parts; and apparel and readymade
garments (RMGs).
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laptops and other electronic goods, as well as

apparel and RMGs. In addition to automotive

products, which have already been targeted, these three product categories make up an important
segment of US-China bilateral merchandise trade. The importance of these industries to the broader
Asian supply chain has made them the focus of our report.

Winners from the trade war will benefit primarily from the US tariffs, which target broad swathes
of the Chinese manufacturing industry. However, countries in Asia will struggle to benefit significantly
from China’s reciprocal tariffs on US imports, which largely target automotive and agricultural
products, including soybeans (China’'s most important agricultural import). Although earlier this
year China cut tariffs for soybean imports from regional trading partners such as India, Laos and
South Korea, production capacity for soybeans in most Asian countries cannot match that in Brazil
or Argentina. Some US soybean shipments originally destined for China may ultimately be rerouted
through certain South-east Asian countries, such as Thailand and Vietnam, but China will largely turn
to Latin America to make up its soybean supply shortfall. Similarly, countries such as Germany, Spain
and Canada are likely to make up for any shortfall in pork imports.

In addition, the trade war exists against a background in which firms have already been diversifying
their export manufacturing out of China for many years. This largely reflects concerns about rising land
and labour costs within China, as well as a growing awareness of the risks that excessive concentration
of production can create for global supply chains. The trade war will accelerate this trend, which has
particularly favoured countries in the Association of South-East Asian Nations (ASEAN), where in many
cases burgeoning local consumer markets, the presence of existing industrial clusters and acceptable
infrastructure have helped to draw investment. A strong network of free-trade agreements (FTAs)
further enhances the attractiveness of these markets as bases for production. The recently agreed
Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP), which Malaysia,
Singapore and Vietnam will be part of, represents the latest iteration of this trend.
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Information and communications
technology products

T he ICT industry has been a particular focus for the US government as it has moved to increase
tariffs on imports from China. This is partly because it is by far the biggest category of US imports
from China, with electronics and related component imports alone amounting to some US$150bn

of the total US imports from China of US$526bn in 2017. It is also because one of the aims of the US
tariff strategy is to hamper the Chinese government’s Made in China 2025 development agenda—an
initiative focused on cultivating the country’s key high-technology sectors.

Winners and losers
Information and communications technology

Strong benefits Mild benefits Disruption
Malaysia E India o Philippines _
Vietnam Indonesia : Japan E
Thailand E Singapore
South Korea
Taiwan -

Vietnam and Malaysia will benefit the most from the US-China trade war, particularly in low-end
manufacturing of ICT products, such as intermediate components and manufacturing of consumer
goods like mobile phones and laptops. Major electronics companies have existing operations in these
countries. Dell (US), Sony and Panasonic (both Japan) have plants in Malaysia, for example, while
Samsung (South Korea) and Intel (US) have a presence in Vietnam. This means that they would be
able to re-deploy investment and production relatively smoothly. In addition, both countries have
strong road, rail and port infrastructure, which has in turn helped to develop strong local logistics and
shipping networks to support merchandise trade. Both countries are also signatories of numerous
FTAs, including the CPTPP and the ASEAN Economic Community. Positive business environment
considerations—such as the existence of a clear and stable system for corporate law in Malaysia,
and strong investment promotion policies in Vietnam through that country’s new special economic
zones—will add to the two countries’ attractiveness for firms considering them as potential sites for ICT
investments.

India, Indonesia and Thailand should also be able to secure some benefits from the relocation of
export-oriented ICT manufacturing. However, this type of export production is more limited in these
markets than itisin Vietnam and Malaysia at present, meaning that international trade links in these
markets may be underdeveloped. Of the three, Thailand has perhaps the most potential. It exported
electronics worth around US$35.6bn in 2017 and boasted a significant strength in such manufacturing
in the past. The Thai government’s policies to promote industrial upgrading, such as the Industry 4.0
programme and the Eastern Economic Corridor special economic zone, may also lower the cost for
foreign companies seeking to establish a presence in that country.
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The Philippines will see mild disruption stemming from the trade war, owing to the importance of
the Chinese market for shipments of ICT intermediate components from that economy. However, we
do not expect the Philippines to benefit massively from any shift in ICT export supply chains, owing to
its weak regulatory and business environment. The country’s underdeveloped digital ecosystem will
also be a further hindrance to investment, with internet speeds the slowest in Asia.

Japan, Singapore, South Korea and Taiwan are set to experience even greater disruption from the
trade war, particularly in the short term, owing to the importance of the Chinese market to exporters
in those economies. China is a major destination for intermediate and final ICT goods from all four
economies, meaning that companies in that sector will be heavily exposed to the impact of tariffs on
demand for these products. Several of Taiwan's most important industrial conglomerates, including
FoxConn and Taiwan Semiconductor Manufacturing Company, also have massive operations within
China. Although companies from Japan, South Korea and Taiwan will seek to mitigate the dispute by
expanding new and existing operations in South-east Asia, the scale of China’s market means that it will
be very difficult for those companies to replicate that production in other countries.

High taxes, limited land and expensive labour will prevent significant reshoring of ICT manufacturing
operations from China back to these four markets. However, the impact of the trade war on exports
from South Korea, Japan, Taiwan and Singapore will be limited by the fact that all four tend to produce
high-end ICT components that are not easily replaceable through import substitution. Thus, although
the Chinese operations of companies from these economies may be disrupted, their domestic exports
will be less vulnerable.

15



CREATIVE DISRUPTION
ASIA'S WINNERS IN THE US-CHINA TRADE WAR

Automotives

We believe that the impact of the trade war on China’s vehicle manufacturing sector will be
modest. This is largely because much of the country’s automotive supply chain has been
localised, with most local vehicle production geared for local consumption. ITC statistics indicate that
finished vehicle exports accounted for only 0.3% of China’s total exports in 2017, at a value of US$7.2bn.

The impact of the trade war on Chinese auto parts exports, which were worth US$31bn over 2017,
will be greater. Although this figure accounted for only 1.4% of total Chinese exports that year, the
absolute scale of these auto components exports isimportant. ITC statistics indicate that Chinese
auto parts exports were 8% of the global total in 2017. This was behind Germany (16.1%), the US (11.6%)
and Japan (8.9%), but they are still big enough to have an industry-wide impact. Moreover, the US
represents the largest destination of Chinese auto parts exports by value, meaning that disrupted
access to that market will be particularly painful for China-based exporters.

For its part, China accounted for almost 20% of US finished vehicle exports by value in 2017,
equivalent to goods worth US$10.3bn. Chinese tariffs on US auto imports will exert pressure on certain
automakers exporting finished vehicles from the US into China, including BMW and Mercedes-Benz
(both Germany). Most of these shipments are in the luxury sector, however, and major US automakers
retailing to China’s mass market, such as GM and Ford, produce units overwhelmingly via their local
China's top auto parts markets, 2017 joint ventures. US auto parts exports are also less
(%, US$ terms) exposed to the US-China trade dispute, as they
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parts producers should be able to win market
share from Chinese rivalsin the US as the trade

Winners and losers

Automotive

Strong benefits Mild benefits Disruption
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Malaysia % Indonesia South Korea
Philippines Taiwan -
Vietnam Singapore
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war escalates. In addition, a number of luxury marques, including BMW and Mercedes-Benz, already
have operations in Thailand, and we expect these companies to ramp up their local output to support
shipments to China. Although finished vehicle and auto parts exports are a small part of its total
exports, Malaysia has over 800 auto component manufacturers, as well as a similarly diversified auto
component export network. This should position it to be another beneficiary of the disruption.

India, Indonesia, the Philippines and Vietnam will see more modest impacts. India is home to several
foreign automotive brands (including luxury marques), but the country’s auto exports are small.
Difficulties in land acquisition and other business environment challenges will make it hard for firms
to redeploy production and investment from China to India. Finished vehicles and auto parts are also
asmall part of Vietnam's total exports. The country is looking to attract more foreign investors in the
sector, but the relatively protected nature of its automotive market and the small size of its domestic
vehicle market make it less competitive compared to regional alternatives. Indonesia is ASEAN's largest
passenger car market, and the country has a strong presence in auto parts exports, but issues with
infrastructure and the business environment more generally will serve as a deterrent to increased
foreign investment. The Philippines similarly has a strong auto components manufacturing and export
sector, built largely to support Japanese supply chains, but its legal and foreign investment regimes are
not particularly attractive.

Japan, South Korea, Taiwan and Singapore will see relatively low levels of trade-war related
disruption in the automotive and parts sectors. Finished vehicles are generally a small percentage of
total exports from Taiwan and Singapore, while only a small portion of Taiwanese and Singaporean
auto components shipments are destined for China. The US is a much larger market for Taiwanese
auto parts producers, while Singapore’s auto parts exports are well diversified to Malaysia, Australia,
Hong Kong and Thailand. The small scale of these export industries, however, means that any
economic opportunities for Taiwan and Singapore will be limited.

Japan and South Korea have important automotive operations in China and both countries count
China as their second most important auto components export destination. These supply chain
networks suggest vulnerability to the US-China tariff war. However, while a small proportion of these
components may be subsequently re-exported to the US within other products, most are likely to
end up being used in the domestic Chinese market. As a result, demand shocks from the tariffs may
be limited. Although Japanese and South Korean auto parts manufacturers may benefit in China from
tariffs on rival US auto parts manufacturers, benefits in the US from tariffs on Chinese auto parts
makers will be limited: auto parts from Japan and South Korea are likely to be more advanced than
components being shipped from China, making them poor substitutes for any tariff-hit Chinese parts.

For Asian producers in the auto sector more generally, there are bigger concerns than the US-China
trade war, including the existing tariffs on steel and aluminium imposed by the US in early 2018, as well
as the looming Section 232 report from the US Department of Commerce. The latter threatens to slap
tariffs on all vehicles and auto parts exported to the US, based on national security concerns. That
would pose more significant risks for producers in Japan and South Korea.

17



CREATIVE DISRUPTION
ASIA'S WINNERS IN THE US-CHINA TRADE WAR

Apparel and readymade garments

A Ithough low-end apparel and RMG manufacturing has been diversifying out of China for some
years now, China still dominates the sector. China’s textile and apparel exports amounted to
some US$257bn in 2017 (not including footwear, worth a further US$48.2bn). Of this total, US$38.7bn
went to the US market, according to data from the US Office of Textiles and Apparel. Meanwhile, 2016
data from the World Trade Organisation show that China accounted for 36.2% of global textile exports
and 34.5% of global clothing exports. The imposition of tariffs on Chinese garments exported to the
US will thus create significant opportunities for rival producers that are able to position themselves as
cost-competitive alternatives.

The impact of this redistribution is likely to be modest over the short term, but will increase as the
trade dispute rumbles on. China’s declining interest in producing low-value exports such as garments,
as it prioritises higher-value products such as electronics and machinery, will give a further tailwind
to the trend. One potential risk for gaining market share in the US could emerge in relation to China’s
role as a supplier of textile and other inputs to RMG producers in countries like Bangladesh. This could
be problematic if insufficient value is added in the final production stage, resulting in these exports
being treated by US customs as Chinese products. However, we believe that this risk is relatively low,
especially given the likelihood that more of the apparel production chain will shift towards locations
outside of China over time.

Winners and losers
Readymade garments

Strong benefits Mild benefits Disruption
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We expect the trade war to result in strong benefits for three major garment exporting players in
Asia. Bangladesh has a well-established RMG industry, and is the second-largest exporter of RMGs
in the world after China, with the US and the EU as its largest export markets. Even before the trade
war, Bangladesh’s share in global RMG exports had been growing, owing to its low-cost production
credentials. Major international fashion brands—such as H&M, GAP, Levi's and Zara—already
have manufacturing facilities in Bangladesh, meaning that these brands can easily divert orders to
Bangladesh if tariffs on imports from China make such products more expensive in the US. However, it
will take time for local operators to build production capacity to fully absorb these shifts.

The garment industry in Vietnam will be another big beneficiary of the US tariffs. Vietnam is the
world’s third-largest exporter of RMGs and has strong trade ties with the US. Vietnam exported
garments worth US$12.3bn to the US in 2017, representing almost 50% of its total RMG exports.
Vietnam is in many respects an easier market to operate in than Bangladesh, but wages in Bangladesh
will continue to be the lowest among the major garment-exporting nations, giving it an edge in the
highly cost-sensitive apparel sector.
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Although Vietnam and Bangladesh are already important garment production centres, in the
longer term neither will be able to produce at a scale that matches China, both in terms of volume and
integration of supply chains. Within Asia, India is the only country that could potentially achieve this
level of output. Although countries like Bangladesh enjoy a cost advantage similar to India, owing to
relatively lower wage rates, India’s industrial sector has the upper-hand when it comes to integration
of production processes involved in the manufacture of apparel, from weaving to spinning to final
product. This makes it an attractive alternative destination after China for garment manufacturing
investment. Additionally, India is a major producer of cotton, which means that it does not depend
on imports of the raw material to feed its garment industry, as Bangladesh does. However, India’s
outdated labour laws will represent a powerful obstacle to achieving its potential in RMG export
manufacturing.

Sri Lanka and Pakistan will see milder benefits

Top clothing exporting countries, 2016
(% of global share) from the trade war. Although textile and garment

Others,
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relatively niche provider of slightly higher-value
garment products, compared with other countries
in the region. Producers shifting export production from China are more likely to consider other
markets first. For Pakistan, the benefits from the trade war will also be more modest, in part owing to
the strained diplomatic relationship between Pakistan and the US, which will impede exports to that
market. Moreover, garment manufacturers in China are likely to be deterred by the high operational
risks in Pakistan, both in terms of security and broader macroeconomic instability.

The apparel sectors in Indonesia, Cambodia and Myanmar, although important for the domestic
economies of the three countries, are unlikely to be able to make a dent in the global market. In
Indonesia, this is mainly owing to antiquated technology and underinvestment in the sector, whereas
in Cambodia rapid increases in wage rates will hold the sector back. Moreover, Cambodia stands to
lose its important preferential trade benefits under the EU's Everything But Arms deal owing to the
government’s crackdown on the political opposition ahead of a general election in July 2018. (There is
also a risk that Indonesia’s access to the crucial US export market could be curtailed if it fails to address
US concerns over tariffs and barriers to entry in its own market). Meanwhile, although Myanmar’s
apparel exports are growing fast, it is not yet a major player in global terms, and like Cambodia faces
pushback from its major Western trade partners over rights concerns. These factors will constrain
greater foreign investment in the RMG sectors of these countries.
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A new wave of interest

E ven before the start of the US-China trade war, multinational companies were becoming
increasingly wary about the risk of becoming over-dependent on China as a manufacturing base.
Such fears have been aggravated by a combination of rising labour and land costs in China. Meanwhile,
markets in South and South-east Asia have looked increasingly attractive in their own right, as their
consumer markets have developed.

The trade war will result in a significant shift in export-oriented manufacturing from China to
other markets in Asia, a relocation that is likely to have a net positive impact for many countries in the
region. (In some ways, this will represent a reversal of the trend seen in the early part of this century,
when China’s rise as an export powerhouse diverted investment from ASEAN economies that were
still reeling from the 1997 Asian financial crisis.) The shift will help to drive the development of the
local automotive, ICT and apparel sectors in South and South-east Asia, bringing in more advanced
equipment and technical expertise.

However, for a majority of the countries involved the impact of these changes will not be felt
overnight. Indeed, it is likely to take at least two to three years for the effects of the trade war to be
fully realised. Multinational companies will need time to draft new global and regional strategies, find
new partners, navigate different legal systems and secure the required licences and permits for new
production facilities. As a result, the negative, disruptive effects of the trade war will predominate in
the short term. Even under the most optimistic scenario, the benefits for Asia’s winnersin the trade war
are unlikely to be seen before 2020.
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Understand, prepare for and navigate the forecast disruption of the US-China
trade war

In response to this new era of trade uncertainty, The Economist Intelligence Unit has put together an
analysis to help clients understand the impact of the trade war on China, both in terms of the country’s
broader economy and on a sectoral basis. The report is intended to help stakeholders to understand,
prepare for and ultimately navigate the forecast disruption across a broad swathe of the commercial
landscape.

The report is divided into the following four sections:

1) The history and macroeconomic factors leading up to the dispute

2) TheEIU's forecast of the economic impact on the US, China and the wider Asia region
3) TheEIU's forecast of the impact of the US-China trade war on selected industries

4) Scenarios for de-escalation and plotting for the future

For the purposes of this report, we have identified the following industries for this study:
® Theagricultural industry (including grains, and animal and food products)
® Theautomotive industry (include whole vehicles as well as automotive components)

® Theinformation and communications technology (ICT) industry (including intermediate and
final components)

The three industries above were chosen for their outsized importance in US-China trade flows, as

well as for their related political importance—considerations regarding agriculture, the automotive
industry and ICT occupy a significant place in the political calculations of both China and the US as they
strategise their future moves within the trade dispute. The focus in this report will be primarily on the
impact of the trade war on these industries in China (rather than in the US, although the impact on US
investment and employment will be referenced where relevant).

To purchase this report, please visit eiu.com/trade-monitor
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