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Trade in the  
Global Economy

2.1  Advantages and disadvantages of free trade

2.2  Reasons for protection

2.3  Methods of protection

2.4 Trade agreements

2.5 International organisations

2.6 Government economic forums

Trade has played a critical role in the expansion of the global economy. Just as the richest 
cities throughout world history have often been trading centres, in the 21st century the 
world’s fastest growing economies typically are economies with rising levels of trade. 
Similarly, the periods of the fastest growth in the global economy have also been periods of 
rapid growth in trade. Trade has brought countries together, created wealth and re-shaped 
the structure of many economies.

This chapter examines the economic theory behind why economies trade, and examines 
the reasons for trade, government policies that have restricted trade and the role played 
by international institutions in trade financial flows and foreign investment.

2.1  Advantages and disadvantages  
of free trade

Trade is one of the most thoroughly studied dimensions of economics, because its benefits 
have been central to economic growth for such a long time. While economists differ on 
more detailed aspects of trade policy, there is widespread agreement among economists 
on the principle that economies will achieve higher levels of growth in a free trade 
environment. Although in very recent times there has been an increase in barriers to trade, 
the larger story of recent decades is that trade occurs more widely and more freely in the 
global economy than at any previous time.

Free trade can be defined as a situation where governments impose no artificial barriers 
to trade that restrict the free exchange of goods and services between countries with the 
aim of shielding domestic producers from foreign competitors.

The argument for free trade is based on the economic concept of comparative advantage. 
The principle of comparative advantage states that even if one country can produce all 
goods more efficiently than another country trade will still benefit both countries if each 
specialises in the production of the good in which it is comparatively more efficient. This 
comparative efficiency is measured by the opportunity cost of producing each good 
within that country. Thus if the opportunity cost of producing coal in Australia is lower 
than in China (that is, in order to produce an extra ton of coal, Australia gives up producing 
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Comparative 
advantage is the 
economic principle that 
nations should specialise 
in the areas of production 
in which they have the 
lowest opportunity cost 
and trade with other 
nations so as to maximise 
both nations’ standards 
of living.

Opportunity cost 
represents the alternative 
use of resources. Often 
referred to as the “real” 
cost, it represents the 
cost of satisfying one 
want over an alternative 
want. This is also known 
as economic cost.
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a smaller quantity of cars than does China), then Australia is said to have a comparative 
advantage in coal production. At the same time, if the opportunity cost of producing cars 
in China is lower than in Australia, then China is said to have a comparative advantage 
in cars.

ADVANTAGES OF FREE TRADE

• Trade allows countries to obtain goods and services that they cannot produce 
themselves or in sufficient quantities to satisfy domestic demand. This would generally 
occur because of a lack of adequate resources. For example, a country may lack the 
necessary technology to produce certain manufactured goods.

• Free trade allows countries to specialise in the production of the goods and services 
in which they are most efficient. This leads to better resource allocation and increased 
production within countries and throughout the world.

• Free trade encourages the efficient allocation of resources. Resources will be used 
more efficiently because countries are producing the goods in which they have a 
comparative advantage.

• A greater tendency for specialisation leads to economies of scale, which will lower 
average costs of production while increasing efficiency and productivity.

•  International competitiveness will improve as domestic businesses face greater 
competitive pressures from foreign producers, and governments will encourage 
domestic industrial efficiency.

• Free trade encourages innovation and the spread of new technology and production 
processes throughout the world.

• Free trade leads to higher living standards as a result of lower prices, increased 
production of goods and services and increased consumer choice, as countries have 
access to goods that a lack of natural resources may otherwise prevent. The opening up 
of global markets leads to higher rates of economic growth and increased real incomes.

DISADVANTAGES OF FREE TRADE

• An increase in unemployment may occur as some domestic businesses may find it hard 
to compete with imports. The short-term rise in unemployment should correct itself in 
the long term as the domestic economy redirects resources to areas of production in 
which it has a comparative advantage. Nevertheless, some specific industries, workers 
and regions may lose out in the longer term as a result of free trade.

•  It may be more difficult for less advanced economies to establish new businesses and 
new industries if they are not protected from larger foreign competitors.

• Production surpluses from some countries may be dumped (that is, sold at unrealistically 
low prices) on the domestic market, which may hurt efficient domestic industries.

•  Free trade may encourage environmentally irresponsible production methods because 
producers in some nations may win markets by undercutting competitors’ prices – only 
because they also undercut environmental standards. For example, they may reduce 
or might not dispose of waste products safely.
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Free trade is a situation 
where there are no 
artificial barriers to trade 
imposed by governments 
for the purpose of 
shielding domestic 
producers from foreign 
competitors.

Appendix B:  
For more information on 
the economic theory of 
comparative advantage 
and gains from trade 
go to section B.1 in the 
Advanced Economic 
Analysis appendix at the 
back of the textbook.

2.2 Reasons for protection
Protection can be defined as any type of government action that has the effect of giving 
domestic producers an artificial advantage over foreign competitors. The main protectionist 
measures include tariffs, import quotas and subsidies.

Despite the benefits of free trade and the fact that protection leads to less efficient 
economic outcomes, historically most countries have tended to impose at least some 
forms of protection to assist local producers in the face of foreign competition. A number 
of arguments have been put forward to justify why countries impose protectionist barriers 
to trade including the need to assist infant industries, protecting industries from overseas 
firms dumping goods, reducing unemployment and arguments for self-sufficiency in 
certain items.

Infant industries

New industries generally face many difficulties and risks in their early years. They usually 
start out on a small scale with costs that are relatively higher than those of established 
competitors in other countries. These “infant industries” may need to be shielded from 
competitors in the short run to enable them to build capacity, establish markets and 
achieve economies of scale so that they can compete in the global economy. This approach 
to the development of new industries has been used by many emerging economies in 
recent decades.

The key test for economic credibility of the infant industry argument is whether industry 
protection is removed over time. If protectionist policies are not removed, there will be no 
real incentive for the industry to reach a level of efficiency that would enable it to compete 
without protection. This means that governments should provide temporary assistance only 
to industries that have a good chance of achieving some comparative advantage in the long 
run so they can compete in the global economy.

Historically, many industries that have received assistance as infant industries have 
continued to rely on this assistance for many years. The infant industry argument has been 
used to support many industries that would never have survived otherwise. For this reason 
economists are generally reluctant to accept businesses seeking protection based on the 
infant industry argument. When governments provide help to new industries now, this 
tends to involve direct assistance and lasts for a limited period of time.

Prevention of dumping

Dumping occurs when foreign firms attempt to sell their goods in another country’s market 
at unrealistically low prices (that is, below the price charged in the home country’s market). 
The practice of dumping may be used to dispose of large production surpluses or to establish 
a market position in another country. These low prices are usually only of a temporary nature 
but can harm domestic producers. Local firms that could normally compete with such foreign 
producers may be forced out of business causing a loss in a country’s productive capacity and 
higher unemployment. 

The only gain from dumping is that it results in lower prices for consumers in the short 
term but this does not last as foreign producers will put up their prices once the local 
competition is eliminated. Under such circumstances it is generally in the economy’s 
best interest to impose restrictions on such imports. Using protectionist methods to 
prevent dumping is the only reason for protection that is widely accepted by economists. 
However, in recent years the World Trade Organisation has questioned whether countries 
might be unfairly accusing efficient low-cost foreign producers of dumping and abusing 
“anti-dumping” processes in order to protect their domestic industries.

1 Explain the principle of comparative advantage.

2  Describe how the idea of comparative advantage supports the arguments in 
favour of free trade.

3 Define free trade.

4 Examine the costs and benefits of free trade.

reviewquestions

Protection refers to 
government policies that 
give domestic producers 
an artificial advantage 
over foreign competitors, 
such as tariffs on 
imported goods.

Dumping is the practice 
of exporting goods to a 
country at a price lower 
than their selling price in 
their country of origin.
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economists are generally reluctant to accept businesses seeking protection based on the 
infant industry argument. When governments provide help to new industries now, this 
tends to involve direct assistance and lasts for a limited period of time.

Prevention of dumping

Dumping occurs when foreign firms attempt to sell their goods in another country’s market 
at unrealistically low prices (that is, below the price charged in the home country’s market). 
The practice of dumping may be used to dispose of large production surpluses or to establish 
a market position in another country. These low prices are usually only of a temporary nature 
but can harm domestic producers. Local firms that could normally compete with such foreign 
producers may be forced out of business causing a loss in a country’s productive capacity and 
higher unemployment. 

The only gain from dumping is that it results in lower prices for consumers in the short 
term but this does not last as foreign producers will put up their prices once the local 
competition is eliminated. Under such circumstances it is generally in the economy’s 
best interest to impose restrictions on such imports. Using protectionist methods to 
prevent dumping is the only reason for protection that is widely accepted by economists. 
However, in recent years the World Trade Organisation has questioned whether countries 
might be unfairly accusing efficient low-cost foreign producers of dumping and abusing 
“anti-dumping” processes in order to protect their domestic industries.
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Almost 6000 anti-dumping complaints have been lodged by WTO members since the 
WTO was formed in 1995, with India and the United States responsible for the highest 
number. By 2018, there were over 3500 anti-dumping measures (such as duties) legally 
in force. The sectors where anti-dumping measures are most common are base metals, 
chemicals, plastics, resin and rubber. Australia has lodged a relatively high number of 
complaints – sixth in the world (with over 340 complaints lodged). Figure 2.1 identifies 
the countries that have initiated the largest number of anti-dumping actions and the 
countries most affected by them.

Top five countries enforcing 
anti-dumping measures

Top five exporting countries 
affected*

India 919 China 1327

United States 694 Korea, Republic of 428

European Union* 510 Taipei, Chinese 302

Brazil 417 United States 290

Argentina 368 India 236

Source: WTO statistics on anti-dumping, www.wto.org, August 2019   
*Based on measures undertaken to December 2018

Figure 2.1 –  Anti-dumping actions in force under WTO system

Protection of domestic employment

One of the most popular arguments in favour of protection is that it saves local jobs. If local 
producers are protected from competition with cheaper foreign imports the demand for 
local goods will be greater and this will create more domestic employment. This argument 
tends to gain more public support during times of recession when unemployment is rising, 
even though trade technology and automation often play a more significant role in job 
losses than trade.

However there is little support amongst economists for this argument. Protection will 
tend to distort the allocation of resources in an economy away from areas of more efficient 
production towards areas of less efficient production. In the long run this is likely to 
lead to higher levels of unemployment and lower growth rates. On the other hand by 
phasing out protection it is hoped that better and more lasting jobs will be created in 
other sectors within the economy that are internationally competitive. Furthermore, if a 
country protects its industries it is possible that other countries will retaliate and adopt 
similar protectionist policies. The net result could be that the country would maintain 
employment in less efficient protected industries but lose employment in more efficient 
export industries.

Defence and self-sufficiency

Countries sometimes have non-economic reasons for wanting to retain certain industries. 
For example, major powers generally want to retain their own defence industries so that 
they can be confident that in a time of war they would still be able to produce defence 
equipment. For this reason a country such as the United States would not buy crucial 
defence equipment from overseas countries even if they could produce them cheaper 
because this could make it reliant on other countries for its national security.

A similar argument can be made for self-sufficiency of food supplies. For example, even 
though Japan is highly inefficient in producing its own food supplies, it retains very high 
tariffs on rice imports because it wants to retain its own food supply. There are historical 
reasons for this attitude as Japan experienced famine twice in the twentieth century due 
to wartime blockades that prevented imports of food supplies. When a country adopts this 
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approach it must accept that it may result in lower living standards than if it specialised 
in producing goods and services where it had a comparative advantage and engaged in 
free trade. 

Other arguments in favour of protection

Several other arguments are also used in favour of protecting local industries. For example:

• Because of the large difference in wage levels between higher and lower income 
economies, some economists argue that producers should be protected from 
competition with countries that produce goods with low-cost labour. They argue that 
labour costs are artificially low in many developing economies because of weak labour 
standards (such as restrictions on the rights of workers to form unions and low safety 
standards). They reason that it is legitimate to protect the living standards of workers 
in high-income economies through protectionist trade policies. Some economists also 
argue that in order to protect human rights, governments should prohibit trade with 
goods produced using forced labour (for example, prison workers) or child labour.

• Countries sometimes block trade in goods because of environmental factors, such 
as the environmental harm involved in the production of certain goods. Overseas 
producers may be able to produce some items cheaply because the producers are 
environmentally irresponsible and do not have to comply with the tougher 
environmental standards that apply in advanced economies.

THE 2018 LIVE SHEEP EXPORT CRISIS

Countries normally impose trade restrictions on imports to prevent goods from overseas 
being sold in their country. However sometimes countries restrict their own producers from 
selling to other countries. This is normally done for non-economic reasons – for example, 
Australia restricts the export of uranium to reduce the risk of Australian uranium being 
used in the production of nuclear weapons.

Australian export restrictions became a front-page news story in 2018, after an episode 
of the current affairs program television 60 Minutes. The program showed footage of 
cruel treatment and the deaths of hundreds of sheep and lambs that had been exported 
from Australia to the Middle East, in clear breach of live export regulation. A public outcry 
followed, with thousands of Australian signing petitions to ban live animal exports and a 
series of public rallies and protests across the country. 

Responding to public pressure, the Australian Government launched a series of reviews 
into the live export trade. Its initial recommendations included a reduction in live sheep 
export during the hotter months of the year, as well as consideration of a gradual phasing 
out of live animal exports completely. 

Agricultural groups immediately criticised the recommendations from the report, saying that 
these recommendations would cause long-term damage to agricultural exports. Around 
7 per cent of Australian cattle and 6 per cent of sheep are sent overseas alive rather than 
being slaughtered in Australia.

1  Outline the major reasons why nations may argue in favour of introducing 
protectionist policies.

2  Identify which argument in favour of protection is most accepted by 
economists and explain why.

reviewquestions
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2.3 Methods of protection
Most countries use at least some measures to shield their domestic producers from foreign 
competition with protectionist policies, although the use of protectionist barriers has 
declined in recent years. There has also been a shift from traditional protectionist measures 
such as tariffs and subsidies towards less visible measures such as administrative barriers 
and industry assistance plans.

Tariffs

A tariff is a government-imposed tax on 
imports. It has the effect of raising the price 
of the imported goods, making the domestic 
producer more competitive. The effects of a 
tariff are shown in figure 2.2.

Figure 2.2 reveals the following:

• The curves SS and DD represent 
domestic supply and demand.

• 0P is the price of imported goods if 
there was no tariff applied (that is, 
in a situation of free trade). At this 
price consumers demand 0Q1 domestic 
producers supply 0Q and the quantity 
imported would be QQ1.

• If a tariff of PP1 is imposed all of which is passed on to the consumer, demand will 
contract to 0Q3 domestic supply will expand to 0Q2 and imports will fall to Q2Q3.

• Following the imposition of the tariff the government will raise revenue of ABCD.

ECONOMIC EFFECTS OF A TARIFF

• Domestic producers supply a greater quantity of the good. Therefore the tariff stimulates 
domestic production and employment.

• More domestic resources are attracted to the protected industry. This leads to a reallocation of 
resources towards less efficient producers (that is, those who are unable to compete on an equal 
footing with foreign producers).

•  Consumers pay a higher price and receive fewer goods. This redistributes income away from 
consumers to domestic producers. A 2017 study published by the Centre for International 
Economics suggested that if global tariffs on all merchandise imports were increased by 10 per 
cent, Australia would suffer by seeing a fall in GDP of 2.2 per cent, while global GDP would fall 
by 4.1 per cent.

• The tariff raises revenue for the government but that is not the primary objective. In fact the 
more successful the tariff as a protectionist device (that is, the more imports it restricts), the less 
revenue it will raise. In Australia, the government provided around $675 million in tariff assistance 
in 2017, despite the Productivity Commission (in its annual Trade and Assistance Review) noting 
that this type of assistance has negative impacts on consumers, as well as Australian living 
standards, and furthermore does not increase employment generally in the economy.

• A retaliation effect can sometimes occur. In response to tariffs on imports other countries may 
impose tariffs on the goods that are exported to them. Increased production and employment gains 
for import-competing industries would be offset by the losses suffered by that economy’s export 
industries. This was seen in 2018 when US President Donald Trump’s sudden announcement of 
wide-ranging import tariffs prompted retaliatory action from several countries, including China, 
the European Union and Canada. The conflict escalated, with President Trump announcing further 
rounds of tariff increases, inviting further retaliatory action from trading partners, and warnings 
that the escalating global trade war threatened the whole global trade system.
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Imports before tariff

Figure 2.2 – The effect of a tariff

Tariffs are taxes on  
imported goods imposed for 
the purpose of protecting 
Australian industries.
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Quotas

An import quota controls the volume of a good that is allowed to be imported over a 
given period of time. The quota guarantees domestic producers a share of the market. 
The effects of a quota are shown in figure 2.3.

Figure 2.3 reveals the following:

• The curves SS and DD represent 
domestic supply and demand.

• 0P is the price at which the imported 
goods would sell if there was no quota 
imposed. At this price, consumers 
demand 0Q1 domestic producers supply 
0Q, and the quantity imported would 
be QQ1.

• If the government imposed a quota 
restricting imports to Q2Q3, this would 
have the effect of raising the price of 
imported goods to 0P1. This price 
would allow domestic supply to expand 
to 0Q2.

Countries sometimes use a system of tariff quotas. Under this protectionist method, goods 
imported up to the quota pay the standard tariff rate whereas goods imported above the 
quota pay a higher rate. In the past many of Australia’s most highly protected industries 
(for example, textiles, clothing, footwear and motor vehicles) were shielded from foreign 
competition in this way.

ECONOMIC EFFECTS OF A QUOTA

• Domestic producers supply a greater quantity of the good. Therefore the quota 
stimulates domestic production and employment in the protected industry.

• More resources in that economy are attracted to the protected industry leading to 
reallocation of resources from other sectors of the economy (where production and 
employment will fall).

• Consumers pay a higher price and receive fewer goods. This redistributes income 
away from consumers to domestic producers in the protected industry and results in 
lower overall levels of economic growth.

• Unlike tariffs quotas do not directly generate revenue for the government. However, 
governments can sometimes raise a small amount of revenue from quotas by 
administering the quota through selling import licences allowing firms to import a limited 
number of goods.

• As with tariffs, the imposition of a quota on imports can invite retaliation from the country 
whose exports may be reduced because of the quota. This can result in lower exports 
for the country that initiated the import quota.

Quotas refer to restrictions 
on the amounts or values 
of various kinds of goods 
that may be imported.
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Figure 2.3 – The effect of an import quota
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Subsidies

Subsidies involve financial assistance to 
domestic producers, which enables them to 
reduce their selling price and compete more 
easily with imported goods. In figure 2.4 this 
is shown by a rightward shift of the domestic 
industry’s supply curve from SS to S1S1 which 
results in a lower market price. Businesses will 
be able to sell a higher quantity of their 
product on both domestic and global markets. 
The quantity produced increases from Q to 
Q1. The size of the subsidy in per unit terms 
is the vertical distance between the S and S1.

ECONOMIC EFFECTS OF A SUBSIDY

• Domestic producers supply a greater quantity of the good. Therefore the subsidy 
stimulates domestic production and employment in the protected industry.

• More resources in that economy are attracted to the protected industry leading to 
reallocation of resources from other sectors of the economy (where production and 
employment will fall).

• Consumers pay a lower price and receive more goods because the subsidy shifts 
the supply curve for the sector to the right. However consumers still pay indirectly for 
subsidies through higher taxes.

• Subsidies impose direct costs on government budgets because they involve 
payments from the government to the producers of goods and services. This means 
that governments have fewer resources to allocate to other priorities such as education 
and health care.

• While economists are opposed to protectionist policies they often prefer a subsidy to a 
tariff because subsidies tend to be abolished more quickly – since they impose costs 
on the budget rather than generating revenue. 

Local content rules
Local content rules specify that goods must contain a minimum percentage of locally made 
parts. In return for guaranteeing that a certain percentage of a good will be locally made 
the imported components may not attract a tariff. One of the reasons why French defence 
contractor DCNS won the Australian Government’s $50 billion submarine building contract 
in 2016 was their commitment to undertake some parts of the manufacturing and service in 
Australia. Although this was a protectionist measure relating to government procurement, 
not avoidance of a tariff, it is one illustration of how domestic industry may be protected 
through content rules. In the past, when motor vehicles were produced in Australia, 
manufacturers were allowed reduced tariffs on car components so long as they complied 
with local content rules.

Export incentives
Export incentive programs give domestic producers assistance such as grants, loans or 
technical advice (such as marketing or legal information) and encourage businesses to 
penetrate global markets or expand their market share. The popularity of such programs has 
grown considerably in recent years as nations have moved to a greater focus on capturing 
foreign markets rather than protecting import-competing businesses as a strategy to achieve 
higher rates of economic growth and employment. For instance, Australia has a program 
known as the Export Market Development Grant (EMDG) that provides direct funding 
and general assistance to local manufacturers looking to break into international markets. 

P

P1 

S1

S

S1

SD

D

Q Q1

Price

Quantity

Figure 2.4 – The effect of a subsidy

Subsidies are cash 
payments from the 
government to businesses 
to encourage production 
of a good or service and 
influence the allocation of 
resources in an economy. 
Subsidies are often 
granted to businesses to 
help them compete with 
overseas produced goods 
and services.

Sam
ple

 pa
ge

s



31

Chapter 2: Trade in the Global Economy

31

The EMDG reimburses expenses incurred for export promotional activities to existing and 
potential Australian exporters. Funding is provided to compensate eligible export businesses 
(with a total income of up to $50 million) up to 50 per cent of their promotional expenses 
over $5000 (provided the total cost expenses are over $15,000). The minimum grant is 
$5000, while the maximum is $150,000. Technically export incentives do not protect 
businesses from foreign competition in the domestic market, but they are nevertheless an 
artificial barrier to free trade. The World Trade Organisation (WTO) agreement limits the 
scope of export incentives, but in general terms countries can still give exporting assistance 
to local producers.

OVERALL ECONOMIC EFFECTS OF PROTECTIONISM

In addition to the effects that protectionist policies have on domestic economies outlined 
above they can also have overall impacts on the global economy.

Global protectionist policies have the overall effect of reducing trade between nations. 
For an individual economy protectionism means that exports and imports will be a smaller 
share of the national economy. Research cited by the World Trade Organisation during 
the failed negotiations for the Doha Round estimated that a far-reaching agreement would 
have expanded exports and increased the size of the global economy by between US$180 
billion and US$520 billion every year. 

Overall, protectionist policies reduce living standards and reduce global economic 
growth by shielding inefficient producers. A major study released in 2019 by the 
International Monetary Fund, The Macroeconomic Consequences of Tariffs, concluded 
that over the medium term, countries that raise tariffs experience lower output, weaker 
productivity, increased unemployment and increased inequality. In addition, because tariff 
increases tend to lead to an exchange rate appreciation, they do not improve the balance 
of trade. The study spanned a half century of tariff policy changes to 2014 across 151 
countries. It also concluded that an average tariff increase (of 3.6 per cent) contributed to 
an average reduction of GDP of 0.4 per cent after five years, but the effect on advanced 
economies was much greater with an average 1 per cent fall in GDP. The IMF also 
estimated in 2018 that a 10 per cent increase in tariffs and related non-tariff barriers would 
reduce global trade by 16 per cent, shrink the global economy by 2 per cent and reduce 
investment across the world by an average of 3.5 per cent.

Protectionist policies make it more difficult for individual economies to specialise in 
production in which they are most efficient. Businesses are less able to achieve economies 
of scale and therefore have lower profits and lower dividends. With less competitive 
pressures, prices for goods and services in individual economies are higher. This leads to 
slower economic growth in individual countries. For example, a report released by KPMG 
in 2019 estimated that tariff increases imposed under the Trump Administration will reduce 
Australia’s projected GDP by 0.3 per cent by 2022, reducing overall economic output by 
$36 billion. Modelling by the Productivity Commission in 2017 warned that a return to 
1930s-style protectionism across the world could result in the loss of more than 100,000 
jobs and reduce the median weekly income of Australian households by $1500.

The negative economic impact of the protectionist policies of trading blocs tends to 
be larger (relative to the size of those economies) for developing economies that are 
often excluded from access to the markets of advanced economies. It is estimated that 
two-thirds of the US$90 to US$200 billion annual welfare gains from trade liberalisation 
would flow to developing countries, lifting 140 million people out of poverty.

1  Describe how quotas affect the price and quantity of goods sold in a market.

2  Discuss the impact of tariffs, quotas and subsidies on firms, individuals and 
the government in the domestic economy.

reviewquestions
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2.4 Trade agreements
As trade has grown and economies have become more integrated, countries have in recent 
years moved to form agreements and trading alliances to ensure that they are in the best 
position to gain from growing trade opportunities and also to avoid being excluded from 
emerging trading blocs.

Trade agreements can be bilateral, multilateral or global. They can promote free trade 
exclusively amongst members or can be open to all nations. A trading bloc occurs when 
a number of countries join together in a formal preferential trading arrangement to the 
exclusion of other countries such as the European Union (EU) and the North American 
Free Trade Agreement (NAFTA).

Free trade agreements (or trade agreements) are formal agreements between countries 
designed to break down barriers to trade between those nations. When the agreement 
is between two countries it is said to be bilateral, and when the agreement is between 
three or more economies, it is said to be multilateral or regional. While these agreements 
are generally described as “free” trade agreements it is often more accurate to call them 
preferential trade agreements because in effect they give more favourable access to goods 
and services from one nation or a group of nations compared to another. Sometimes they 
can even make it harder for nations outside the preferential trade agreement to trade. In 
this respect they may not create better conditions for free trade at all. In contrast global 
free trade agreements conducted through the World Trade Organisation (WTO) are 
designed to remove barriers to trade uniformly across all economies.

Figure 2.5 – Types of trade agreements

Regional trade agreements have multiplied in recent decades with the number of 
agreements in force jumping from 27 in 1990 to 467 in 2019. The rapid proliferation 
of regional trade agreements in recent years has led to what some economists have 
described as the emergence of regionalisation, not globalisation. While trade has 
generally increased between countries that have trade agreements, there are concerns 
that this is not all trade creation, but rather a lot of trade diversion, where a country’s 
imports of a good or service switch from coming from the most efficient producer to 
another country because of the impacts of a trade agreement’s provisions, such as tariff 
levels, import quotas or other rules.

The extent to which countries trade with other economies within their regional trade blocs 
varies between regions. Around two-thirds of European trade occurs within the European 
Union, demonstrating both its vast size and its tendency to be a more closed trade bloc 
due to protectionist policies. On the other hand, the ASEAN economies primarily trade 
with countries outside their region, reflecting that they are smaller economies and their 
economic growth strategies have centred around exports to industrialised economies. 

Trade bloc occurs when 
a number of countries 
join together in a formal 
preferential trading 
agreement, to the exclusion 
of other countries.

Trade diversion is where 
a country’s imports of a 
good or service switch 
from coming from the 
most efficient producer to 
another country because 
of the impacts of a trade 
agreement’s provisions, 
such as tariff levels, import 
quotas or other rules.
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The economies of the North American Free Trade Agreement and ASEAN Free Trade 
Area in recent years have substantially increased the level of trade amongst themselves 
compared to trade with countries outside their trade area (although both continued to 
grow). This figure points towards the risk that regional trade blocs could result in global 
trade fragmenting into self-contained regions, hindering the spread of global free trade.

A GLOBAL TRADE WAR?

“When a country (USA) is losing many billions of dollars on trade with virtually every country it does 
business with, trade wars are good, and easy to win.” 

– US President Donald Trump, 2 March 2018

President Donald Trump’s election in 2016 marked a dramatic departure from the United States’ commitment 
to trade liberalisation since the Second World War. President Trump had for several decades railed against 
America’s “horrible Trade Deals” with economies such as Japan, Europe, Mexico, Canada and China, most 
recently arguing that China had stolen American intellectual property and implemented unfair industrial 
policies. In 2018 he began implementing a protectionist agenda, selectively applying tariffs on specific 
imports from China, beginning with steel and aluminium goods. By 2019, a general tariff rate of 10 per 
cent had been imposed on Chinese imports worth $250 billion per year, with a plan to extend it to a further 
$325 billion of imports by the end of 2019. In 2019, he imposed a 10 per cent levy on $200 billion worth 
of Chinese products, and announced further plans to impose a 25 per cent tariff on $325 billion of other 
Chinese goods. President Trump’s actions have prompted tariff increases in retaliation by China and other 
trading partners. Economists have almost universally criticised his economic arguments as incoherent and 
dangerous, because of the risk that a global trade war could trigger a recession in the world economy.
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Figure 2.6 – The growth of bilateral and multilateral trade agreements

A 2018 study into Free Trade Agreement Utilisation conducted by PricewaterhouseCoopers 
found that 78 per cent of Australian businesses surveyed used at least one FTA arrangement 
to source their products from overseas, while 62 per cent of Australian exporting businesses 
used at least one FTA to sell their product to foreign markets. The study (which was 
focused on bilateral FTA use) also found there could be vastly different utilisation rates 
of the same product across different countries. For example, when importing agricultural 
produce into Australia, over 90 per cent of businesses used FTAs with the United States, 
China and Chile, but there was only a 35 per cent utilisation for the Japan-Australia FTA.  
However, there was a 97 per cent use of the FTA with Japan for vehicles (and related 
parts) compared to only 82 per cent for China, 70 per cent for the United States and no 
use for Chile.
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REGIONAL TRADE AGREEMENTS:  
STEPPING STONES OR STUMBLING BLOCKS?

Economists disagree on the extent to which regional and 
bilateral trade agreements assist or obstruct progress 
toward global free trade. Some say that the regional 
and bilateral trade agreements that have often led to the 
formation of trading blocs can hinder the progress towards 
global free trade because they slice the world up into 
separate trading areas. Others argue that the regional trade 
agreements act as a stepping-stone towards free trade, 
initially convincing economies to reduce their protection 
barriers against a small group of economies but eventually 
encouraging them to remove those barriers for the whole 
world.

Less a stepping stone, more a noodle bowl 
“One angle of bilateral agreements usually ignored in all but 
the most academic analyses is… the increasing significance 
of Rules of Origin as a new form of non-tariff barrier that can 
make the task of extracting even the small gross benefits 
out of bilateral agreements almost impossible. That they 
are of significance should no longer be in doubt: Rules 
of Origin are at the heart of the US efforts being made to 
alter the North America Free Trade Agreement. In Australia, 
the noodle bowl of inconsistent rules we have created via 
bilateral negotiations is potentially going to be topped up 
further by bilateral deals... It has been claimed in the past 
that bilateral agreements may one day help us transition to 
more liberal multilateral outcome. This will only be a realistic 
claim if Rules of Origin can be dissolved… [we need] to 
improve the bilateral model, not exacerbate its failings.”

– Peter Harris, Chairman, Productivity Commission,  
Speech to the European Australian Business Council (EABC),  

24 April 2018, Sydney. 

Complex, costly and time consuming?
“Preferential trade agreements are not as effective in 
improving national welfare as unilateral action to reduce 
or eliminate trade barriers (primarily through greater 
domestic competition) or multilateral trade and investment 
liberalisation … Preferential agreements also add to the 
complexity of international trade and investment, are 
costly and time consuming to negotiate and add to the 
compliance costs of firms (in the evaluation and utilisation 
of preferences) and administrative costs of governments …

Proponents of preferential bilateral and regional trade 
agreements argue that such arrangements are a pragmatic 
way of improving market access opportunities for Australian 
exporters in the absence of multilateral reform …

[But] current processes fail to adequately assess the impacts 
of prospective agreements. They do not systematically 
quantify the costs and benefits of agreement provisions fail 
to consider the opportunity costs of pursuing preferential 
arrangements compared to unilateral reform ignore the extent 
to which agreements actually liberalise existing markets and 
are silent on the need for post-agreement evaluations of 
actual impacts.”

– Productivity Commission (2015)  
“Issues and concerns with preferential trade agreements” 

Trade & Assistance Review 2013–14.

Or the best chance for progress in a time of 
uncertainty?
“Uncertainty is growing in international trade ... we can 
no longer assume that the general trend in world trade 
is automatically towards openness. In both populist 
sentiment and in the policy settings of some countries 
there are movements towards unilateralism at the expense 
of cooperation or collaboration ... debates about trade 
have become more volatile. Trade is often an easy, if 
misplaced, fall guy for societal impacts generated by other 
technological or economic trends ...

For Australia’s prosperity, it is important that we focus on 
trade and investment. Trade has meant that real income 
for the average Australian family is higher, by an estimated 
$8,448, those estimates driven particularly due to trade 
liberalisation undertaken in Australia since the 1980s by 
governments of all persuasions.”

– Simon Birmingham, Minister for Trade, Tourism & 
Investment, Address to the Asia Society, Sydney,  

6 March 2019
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Asia-Pacific Economic Cooperation (APEC) forum

In the early 1990s countries in Australia’s region established the Asia-Pacific Economic 
Cooperation forum (APEC) in response to the formation of trading blocs in other areas 
of the world such as the EU and NAFTA. The 21 member economies of the forum are: 
Australia, Brunei, Canada, Chile, China, Hong Kong, Indonesia, Japan, Malaysia, Mexico, 
New Zealand, Papua New Guinea, Peru, the Philippines, Russia, Singapore, South Korea, 
Taiwan, Thailand, the United States and Vietnam. Although it has only 21  member 
economies the APEC forum makes up more than 70 per cent of Australia’s total trade, 
accounting for approximatively 40 per cent of the world’s population (2.9 billion people), 
60 per cent of world GDP (around US$45 trillion) and 47 per cent of world trade in 2019.

Although the APEC forum’s original vision involved establishing free trade among member 
countries by 2020, in reality it has played a relatively minor role in advancing free trade 
during the past three decades. The APEC forum has never created its own regional trade 
agreement as such, but it has led to an annual gathering for the leaders of member countries 
(hosted in Chile in 2019 and Malaysia in 2020). It has also facilitated extensive detailed 
work to forge stronger trade and investment links between member countries, and played 
a role in the reduction in average levels from 19.6 per cent when it was formed in 1994 
to 13.4 per cent in 2016. The APEC forum has also differed from other trade groupings 
in embracing the principle of being a non-discriminatory grouping, which means that 
APEC forum members will trade with countries outside of the grouping on the same basis 
as members of the forum if they are prepared to give equal access to their markets. This 
contrasts with other trade groupings such as the EU, which tend to raise trade barriers to 
countries outside of their bloc.

Trans-Pacific Partnership (CP-TPP or TPP-11) 

The Comprehensive and Progressive Agreement for Trans-Pacific Partnership (commonly 
known as both the CP-TPP and the TPP-11) is a multilateral trade agreement among 
11 Pacific Rim countries that was formally signed and ratified in March 2018. At the 
time of ratification, its 11 members (Australia, Brunei, Chile, Canada, Japan, Malaysia, 
Mexico, New Zealand, Peru, Singapore and Vietnam) represented over 13 per cent of 
global economic output and around 15 per cent of global trade, with a market of just 
under 500 million people. Even though the 11 TPP-11 economies only make up 6.8 per 
cent of the global population, their contribution to global trade is significant, especially 
for Australia’s economy. Australia’s exports to TPP-11 members in 2018 were worth $164 
billion, just over 22 per cent of all Australian trade.

The TPP-11 was dealt a major blow when the United States withdrew from the agreement 
when Donald Trump came to office as president in 2017 following an election campaign in 
which he criticised America’s trade agreements. Nevertheless, the remaining 11 signatories 
went ahead with the TPP-11. Its extensive provisions – 30 chapters and provisions to 
lower 18,000 tariffs (representing over 98 per cent of all tariffs in the free trade area) 
came into effect when ratified in 2018. However, the agreement does not have a clear 
implementation timetable and members are given a long lead time for implementing the 
agreement (up to 10 years for some members). It also includes controversial provisions 
that give corporations the right to sue governments for policy decisions that might harm 
their investments. The World Bank has estimated that the TPP-11 (as originally planned, 
including the United States) could increase trade among TPP members by an additional 
11 per cent by 2030, and increase GDP in member countries by an average 1.1 per cent.
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Association of South-East Asian Nations (ASEAN)

The ASEAN group covers emerging and developing economies in South-East Asia. 
ASEAN has acted as a counter-weight to the APEC forum, which tends to be dominated 
by the large economies such as the United States, China, Japan and South Korea. ASEAN 
has become the most effective force for trade negotiations within the Asia Pacific region.

The ASEAN Free Trade Area (AFTA) comprises Indonesia, Thailand, Malaysia, Singapore, 
Philippines, Vietnam, Brunei, Burma, Cambodia and Laos. The ASEAN-Australia-New 
Zealand Free Trade Area (AANZFTA) agreement came into effect in 2010 with ASEAN 
nations committing to lowering and eliminating tariffs on 96 per cent of Australian 
exports to the region (compared to 67 per cent prior to the agreement). This is the largest 
preferential trade agreement that Australia has concluded (measured by population) 
representing 20 per cent of Australia’s trade in goods and services and covering economies 
with a GDP of around $3.4 trillion. ASEAN is also at the centre of a proposed Regional 
Comprehensive Economic Partnership (RCEP), a potentially major regional agreement 
expected to come into effect in 2020 that has been spearheaded by China but which 
also includes India, and with coverage of 3.5 billion people would eclipse the TPP-11 
agreement. RCEP has the potential to deliver significant opportunities for Australian 
businesses. The 16 RCEP participating countries account for almost half of the world’s 
population, over 30 per cent of global GDP and over a quarter of world exports. Ten out 
of Australia’s top 15 trading partners are participating in RCEP negotiations, and together 
with the other six participating countries, account for over 60 per cent of Australia’s 
two-way trade, 17 per cent of two-way investment and over 65 per cent of Australia’s 
goods and services exports.

The European Union

The European Union (EU) is the most important trade bloc in the world economy. Its 
member countries span across the European continent. With around 16 per cent of the 
world market for exports, 28 member countries and more than 500 million people, the 
EU is a larger trade market than the United States, and similar in size to China. At 
present there are five additional candidate countries that have begun negotiating potential 
membership of the EU: Albania, Montenegro, Macedonia, Serbia and Turkey. However, it 
has also been weakened by the “Brexit” decision of the United Kingdom to leave the EU. 

The formation of the European Union (formerly the European Economic Community) 
in the late 1950s helped to dismantle trade barriers within Europe. A single market for 
European goods and services was established in 1992, and this has helped drive strong 
trade growth within the EU. However the EU has frequently used tariff barriers against 
non-member countries, resulting in accusations that the EU is a closed trading bloc.

This increase in protection has had major implications for non-European countries – some 
of them large players in international trade such as the United States and some of them 
relatively small such as Australia. The high rates of protection applied to agricultural 
products in the EU (direct subsidies and rural support provided under the EU’s Common 
Agricultural Policy absorb just under 40 per cent of the annual EU budget, estimated at 
€167 billion in 2020) and the oversupply of agricultural commodities that this generated 
has contributed to the continuation of farm subsidies in the United States. Smaller 
agricultural trading countries around the world, including Australia, have been squeezed 
in the ongoing conflict between the EU and the United States.

Within the EU, 19 member countries also participate in a voluntary monetary union 
that is commonly known as the eurozone. The monetary union involves the adoption of 
a common currency (the euro) and common interest rates, and it has played a major role 
in economic integration among the eurozone economies. While successful in promoting 
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trade and economic integration, since the global financial crisis in 2008 the euro system 
has been under pressure because of its failure to enforce common fiscal policies across the 
eurozone and the failure to account for different economic conditions across the region. 
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Figure 2.7 – European Union member states 2019

US-Mexico-Canada Agreement (USMCA)/NAFTA

The US-Mexico-Canada Agreement is a three-country trade deal previously known as the 
North American Free Trade Agreement or NAFTA. NAFTA contributed to the value of 
trade more than tripling between the three economies in the 25 years after its introduction.  
Access to the United States market has resulted in significant increases in exports for Canada 
and Mexico. In the United States, the impacts of NAFTA have been widely debated, and 
President Trump threatened to withdraw from NAFTA after coming to office in 2017, before 
announcing instead that he would renegotiate its terms to give the United States a better 
deal. President Trump’s criticisms reflected concerns that American workers have lost jobs 
as manufacturing has shifted to Mexico to take advantage of lower wages. The USMCA 
addresses some of these concerns by tightening requirements around “rules of origin” 
or local content rules for car manufacturers, improving US access to the Canadian dairy 
market and strengthening labor protections. 

Bilateral trade agreements

In addition to global and regional agreements, economies also enter into bilateral agreements. 
A good example of such a bilateral agreement is the Closer Economic Relations Trade 
Agreement (CERTA), which has led to the elimination of trade restrictions between 
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Australia and New Zealand. CERTA began in 1983 and is one of the most comprehensive 
free trade agreements in the world. CERTA has gradually been extended in recent years, 
such as with the harmonisation of business regulations and tax laws between New Zealand 
and Australia. Since 1983 it has contributed to an average annual increase in trade between 
Australia and New Zealand of around 8 per cent and is generally regarded as being successful 
in both countries.

Bilateral trade agreements have experienced a resurgence in recent years. This reflects 
a number of factors including the slower progress of the World Trade Organisation’s 
negotiations and that the United States is increasingly using its economic power to 
negotiate more favourable trade relationships with other nations on a country-by-country 
basis. In recent years, Australia has concluded bilateral agreements with several nations, 
including Singapore and Thailand (finalised in 2003), the United States (2004), Chile 
(2008), Malaysia (2012), South Korea (2014), Japan and China (2015) and Peru (2018).

Like regional trade agreements economists are divided over the extent to which bilateral 
trade agreements assist or obstruct progress towards global free trade. A Productivity 
Commission study in 2017, Rising protectionism: challenges, threats and opportunities for 
Australia, noted that although governments often claim that bilateral trade agreements 
will deliver large increases in trade, in fact their impact is often much smaller because 
benefits are often exaggerated and the costs of implementing those agreements are 
underestimated. The Commission also noted the larger challenge now facing the global 
economy is the rise in protectionism around the world, which has contributed to sluggish 
growth in world trade. The Commission concluded in the event of a global rise in 
protection, Australia is likely to face strong political pressures to follow suit and lift its 
own barriers to trade and foreign investment.

Pursuing further bilateral trade agreements remains a key component of Australia’s trade 
policy. The negotiations for two additional free trade agreements have been concluded but 
were not yet in force in 2019: the Australia-Hong Kong Free Trade Agreement (concluded 
November 2018) and the Indonesia-Australia Comprehensive Economic Partnership 
Agreement (IA-CEPA, signed March 2019). It is expected that Australia will also 
negotiate a bilateral agreement with the United Kingdom once it leaves the European 
Union. One of their advantages is that the process of negotiating bilateral agreements is 
generally much faster than for multilateral agreements although this is not always true – 
the 10-year negotiation process that proceeded the Australia-China FTA showed that 
bilateral agreements with less open economies can be as slow as larger regional negotiations. 

1  Assess the impact of regional and bilateral trade agreements on the global 
economy.

2  Account for the growth of bilateral trade agreements in recent years.

3  Describe the recent developments in free trade negotiations in Australia’s region.

reviewquestions
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2.5 International organisations
The major institutions of the global economy are the World Trade Organisation, the 
International Monetary Fund and the World Bank. Both the IMF and the World 
Bank were established at the Bretton Woods conference in 1944, which designed the 
post-war global economic system. However, change in the global economy since World 
War II has forced these institutions to adapt to new circumstances without necessarily 
being equipped to deal with the more complex flow of capital and goods across borders 
that has characterised the globalisation era.

In addition, there are several other organisations with substantial influence in the global 
economy, such as the Organisation for Economic Cooperation and Development, and the 
United Nations.

World Trade Organisation

The role of the WTO is to implement and advance global trade agreements and to 
resolve trade disputes between economies. The WTO was formed in 1995 and is the first 
international organisation with powers to enforce trade agreements across the world.

Prior to the formation of the World Trade Organisation, the responsibility for developing 
trade agreements was borne by the General Agreement on Tariffs and Trade (GATT) 
process that began in 1947. Under the GATT process, regular rounds of trade negotiations 
were conducted; once agreements were reached, it was up to the individual countries who 
belonged to GATT to put those agreements in place. The weakness of the GATT process 
was that there was no effective mechanism to enforce the trade agreements and as a result, 
many countries only implemented parts of the GATT agreements. This eventually led to 
an agreement in 1993 to form a new global trade organisation with enforcement powers.

The formation of the World Trade Organisation was significant not only because it had 
power to resolve trade disputes but also because its reach extended beyond trade in goods 
to include trade in services (such as insurance and banking) and intellectual property 
(such as patents, copyright, electronic circuits and trademarks).

One of the most important features of the WTO is its role in settling disputes between 
countries. A country that believes that it is suffering harm as a result of another country’s 
failure to comply with its WTO obligations can lodge a complaint with the WTO. A 
process of dispute resolution is then commenced and if no agreement can be reached 
directly a WTO panel will hear the complaint and then issue a decision. If the country 
involved does not comply with the WTO’s directive, the other country or countries may 
then impose trade sanctions that may include high tariffs on goods imported from the 
offending nation. Since 1995, over 500 disputes have been brought to the WTO and over 
350 rulings have been issued.

The WTO has proved effective in resolving disputes between smaller countries, although 
it has been less effective in resolving disputes between the two largest forces in the global 
economy – the United States and the European Union. Although the United States and 
the EU have not formally refused to comply with WTO determinations, they have delayed 
and continued to lodge appeals rather than accept WTO decisions.

The WTO’s membership includes 164 member countries and 23 further “observer” 
countries negotiating to join the WTO. Since its formation in 1995 the WTO has had 
some success in negotiating further agreements to free up world trade. For example, in 
2014 the WTO formally agreed on a binding Trade Facilitation Agreement, which aims 
to reduce the cost of trade by 10–15 per cent by making customs procedures simpler and 
more efficient. Some WTO members have also signed voluntary agreements to reduce trade 
barriers in financial services, information technology, telecommunications and shipping.

For further information on 
international organisations 
visit: 
www.wto.org 
www.worldbank.org 
www.imf.org 
www.un.org 
www.oecd.org 
www.globalgoals.org
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While the WTO has been effective in resolving disputes and making progress on a series 
of voluntary agreements, its efforts to conclude a comprehensive global trade agreement 
since 2001 have been unsuccessful. The Doha Round of trade liberalisation talks – named 
after the city in the Middle Eastern nation of Qatar in which they were launched – began 
with ambitious goals to reduce agricultural protection, lower tariffs on manufactured 
goods and reduce restrictions on trade in services. It was claimed that trade liberalisation 
could create annual welfare gains of US$90 to US$200 billion per year and lift over 140 
million people out of poverty in the developing world. 

The Doha Round failed due to disagreements on access to agricultural markets, restrictions 
on the production of pharmaceutical medicines, disputes between developed and 
developing nations, and arguments relating to manufacturing protection. More generally, 
the past decade has seen a decline in public support for free trade in many countries 
and a shift towards a focus on bilateral and regional trade agreements. Nevertheless, the 
Doha negotiations have produced some results, such as the Nairobi Package, a voluntary 
agreement in 2015 to reduce export subsidies for farm exports. 

A quarter of a century after its establishment, the WTO is facing a serious threat to its 
relevance. Following the trade war initiated by the Trump Administration in 2018, the 
WTO’s authority is increasingly in question. The United States has threatened to withdraw 
from the WTO altogether, while also undermining the WTO’s ability to resolve trade 
disputes. The US has blocked replacement appointments to the WTO Appellate Body that 
resolves disputes, making it unable to function from January 2020 onwards and leaving 
the resolution of trade disputes to informal arbitration between the parties. In May 2019, a 
Chinese government reform proposal for the future of the WTO said that such actions had 
“severely damaged the rules-based, free and open international trade order”, reflecting the 
way that the WTO’s future is increasingly tied to the trade tensions between the world’s 
two largest economies.

International Monetary Fund

The International Monetary Fund (IMF) is one of the most important institutions in the 
global economy. It has 189 members, covering almost all nations. Its role is to maintain 
international financial stability, particularly in relation to foreign exchange markets. 
In earlier times the role of the IMF was to oversee a system of fixed exchange rates that 
would stabilise economic relationships between economies. When the system of fixed 
exchange rates collapsed in the 1970s, the IMF’s role widened to ensuring global financial 
stability. In situations where a financial crisis occurs in an economy, region or even across 
the world the IMF plays a critical role in minimising the crisis. When a crisis occurs in 
an individual economy, the IMF will often develop a “rescue package” to help stabilise the 
economy. For example, in 2018 the IMF agreed a $57 billion loan package to Argentina, 
the largest package for a single country in its history. The IMF package came about after 
a currency crisis in which the Argentinian peso lost half of its value, contributing to a 
surge in inflation to 55 per cent by mid-2019 and raising concerns that Argentina would 
default on its external debt.

The IMF’s role in ensuring stability in global financial markets was highlighted by its 
interventions after the global financial crisis of 2008 and the subsequent sovereign debt 
crises in Europe. In response to the initial crisis, the IMF injected US$250 billion into the 
global economy to promote liquidity in the global financial system and provided specific 
support for countries hard-hit by the crisis. Its lending commitments reached a record level 
of US$157 billion in 2009. The IMF also suspended interest payments on some loans to 
help developing countries cope with the economic downturn. The IMF played a major role 
in addressing the ongoing sovereign debt crisis in Europe with large-scale loans and relief 
programs for 11 European economies. 
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In the longer term, the IMF’s policies are to support the free trade of goods and services 
and the free movement of finance and capital throughout world markets. The IMF often 
requires countries to change their economic policies and open up their markets before 
they receive financial assistance. The policies that the IMF requires countries to adopt 
are generally known as structural adjustment policies, sometimes described as the 
“Washington Consensus” policies. The impact of the IMF’s policy approach is increased 
by the fact that many international banks and other private lenders require that countries 
adopt IMF supported policies before they are willing to lend to those countries.

The IMF’s structural adjustment policies have played an important role in the process of 
globalisation, by encouraging economies to adopt economic reforms and more open trade 
and investment policies. The IMF’s support for reducing the size of government, privatising 
government businesses, deregulating markets and balancing government budgets has been 
a major reason why economies around the world have adopted these policies. 

The IMF has often attracted criticism during financial crises where its policies appeared 
to make conditions worse for the economies affected. After widespread criticism about the 
negative impact of some of the reforms demanded by the IMF after a financial crisis in 
Asia in the late 1990s, the IMF adopted a different approach during the global financial 
crisis of the late 2000s, with the IMF supporting expansionary macroeconomic policies 
while the global economy was facing recession. The IMF gave borrowing economies greater 
control over their macroeconomic policies and lent to governments that were increasing 
their spending to avoid recession. The IMF also undertook steps to make its governance 
structure more representative so that developing and emerging economies have a greater 
say over IMF policies.

However, the IMF’s handling of the early 2010s sovereign debt crisis in Europe reignited 
old criticisms that the IMF was demanding loan recipients to implement policies that 
harmed the most vulnerable groups in society the most, while protecting banks and the 
monetary union. A 650-page internal IMF audit report in 2016 acknowledged some 
of these criticisms, noting that the measures demanded by the IMF had worsened the 
collapse in Greece, with Greece’s nominal GDP falling 26 per cent lower than the IMF’s 
projections (in the words of the report, “the magnitude of Greece’s growth forecast errors 
looks extraordinary”). However a broader IMF evaluation of its 133 lending programs in 
operation between 2011 and 2017 was more positive in concluding that three-quarters 
of IMF programs were successful or partially successful in achieving their objectives, such 
as resolving balance of payment problems and fostering economic growth. According to 
the Review of Program Design and Conditionality, in most instances, the IMF’s programs 
now protect social spending as a share of GDP in order to minimise negative impacts on 
the lowest income groups in countries where it is providing financial rescue packages. 

World Bank

The World Bank’s role in the global economy is primarily concerned with helping poorer 
countries with their economic development. The official title of its main organisation, 
the International Bank for Reconstruction and Development, gives an indication of its 
focus: to fund investment in infrastructure, reduce poverty, and to help countries adjust 
their economies to the demands of globalisation. The World Bank also has a number of 
organisations that provide specific assistance to lower-income countries including:

• the International Development Association, which provides “soft loans” (that is, 
loans at little or no interest to developing countries)

• the International Finance Corporation, whose role is to attract private sector 
investment to the Bank’s projects

• the Multilateral Insurance Guarantee Agency, which provides risk insurance to 
private investors

Sam
ple

 pa
ge

s



42

Australia in the Global Economy 2020

• The International Centre for Settlement of Investment Disputes, which provides 
conciliation and arbitration of investment disputes between states, and between 
states and corporations.

The World Bank is funded by contributions from member countries and from its own 
borrowings in global financial markets. It makes loans to developing nations, at rates 
that are below standard commercial rates, to fund infrastructure projects such as power 
plants, roads and dams. The World Bank provided US$67 billion in loans, grants, equity 
investments and guarantees in 2018, supporting programs to reduce global poverty and 
encourage sustainable economic development. The value of the World Bank’s active 
portfolio of investments was US$200 billion.

The World Bank’s two major goals are:

• Reducing the rate of extreme poverty to less than 3 per cent of the world’s 
population by 2030 (in contrast to current forecasts of 6–9 per cent of the world’s 
population living on less than $1.90 per day by 2030). At the 3 per cent level 
those in poverty will mostly be experiencing “frictional poverty”, that is, poverty 
related to short-term disasters such as extreme weather events rather than being in 
long-term poverty. This goal supports the United Nations Global Goals, although 
it is more narrowly focused.

• Reducing inequality by fostering income growth for the world’s bottom 40 per cent.

In overall terms, the World Bank’s global importance as a lender to developing countries 
has declined as private lending markets have expanded in recent decades. However, it 
played an important role in providing short-term trade finance for low income economies 
of $35 billion after the onset of the global financial crisis in 2008, when private credit 
markets seized up. 

One of the most important actions of the World Bank in the past two decades has been its 
support of the Heavily Indebted Poor Countries Initiative, in which it aims to reduce debt 
by two-thirds in the world’s poorest countries in Africa, South Asia and Latin America, 
whose debt levels are considered unsustainable. By 2018, 36 countries had received debt 
relief estimated to have saved them at least US$99 billion.

United Nations

The United Nations (UN) is a global organisation whose membership includes more 
nations than any other political or economic organisation. The UN was established in 
1945 and has grown to cover 193 member states. Its agenda is broader than any other 
organisation, covering the global economy, international security, the environment, poverty 
and development, international law and global health issues. However, its decision-making 
powers are limited (because it relies on the support of its member states) and the budgets 
for the different arms of the United Nations are small compared to national governments 
in many advanced economies.

The UN has historically played an important role in supporting greater linkages between 
economies and promoting globalisation. A range of different UN agencies have developed 
international standards that make it easier for trade and investment flows to occur between 
nations, such as standards for food safety and rules on copyright and intellectual property. 
Key UN agencies include the UN Development Programme, the UN Childrens Fund 
(UNICEP), the UN Refugee Agency (also known as the UN High Commissioner for 
Refugees or UNHCR), the World Food Programme, the UN Conference on Trade and 
Development (UNCTAD) and the UN Environment Programme (UNEP). 
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The UN also has overseen the development of a large number of international agreements 
to enforce human rights and political freedoms. Research by the World Bank has 
consistently shown individual freedoms strengthen a country’s prospects for economic 
growth and development. Several of these conventions were also developed with the 
intention of addressing the underlying causes of poverty in developing nations.

One of the most important roles played by the United Nations in recent years is 
establishing a set of Global Goals (or Sustainable Development Goals), which aim to 
reduce global poverty and inequality between 2015 and 2030. These goals build on the 
Millennium Development Goals which oversaw a reduction in the proportion of people 
living on less than $1 a day between 1990 and 2015 – from 29 per cent to 14.5 per cent 
of all people in low- and middle-income economies (chiefly as a result of rapid economic 
growth in China lifting 600 million people out of poverty). The Sustainable Development 
Goals comprise 17 goals covering global poverty, hunger, well-being, education, gender 
equality, clean water and sanitation, clean energy, economic growth, sustainable cities, 
climate action and sustainable use of land and oceans. They incorporate 169 targets that 
UN member states have pledged to take action towards during the period 2015 to 2030. 
The Sustainable Development Goals Report 2018 reported a setback in the first year of the 
SDGs being in place, with the number of people facing severe hunger rising for the first 
time in a decade, from 777 million in 2015 to 815 million in 2016.

Organisation for Economic Cooperation and Development

The Organisation for Economic Cooperation and Development (OECD) is an international 
economic organisation of 36 countries committed to democracy and the market economy. 
The primary goal of the OECD is to promote policies “to achieve the highest sustainable 
economic growth and employment and a rising standard of living in member countries while 
maintaining fiscal stability and thus contribute to the development of the world economy”. 
In practice the main role played by the OECD is to conduct and publish research on a wide 
range of economic policy issues and to coordinate economic cooperation among member 
nations, such as towards the development of common policy agendas. For example, the 
OECD played a role in proposing an internationally coordinated macroeconomic stimulus 
when the global financial crisis struck the world economy in 2008.

The OECD undertakes a large amount of original economic research as well as compiling 
more detailed economic and policy information on advanced economies than any other 
international organisation. Alongside research conducted by the IMF and the World Bank, 
OECD economic research is regarded as the most reliable and highest quality economic 
research in the world (and you will see OECD reports quoted frequently in subsequent 
chapters of this book). Although OECD publications generally advocate similar policies to 
those of the IMF and World Bank – in favour of globalisation, free markets, privatisation 
and deregulation – they also often support the role of government intervention in 
achieving economic policy goals.

1  Outline recent developments in global trade negotiations.

2  Identify and discuss the role of the international organisation responsible for 
maintaining international financial stability. 

3  Explain why the IMF has been described as the world’s financial firefighter.

4  Explain why in recent years the WTO has found it difficult to negotiate further 
cuts in protection.
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2.6 Government economic forums
Organisations that exist as forums for world leaders play an important role in coordinating 
policies between major economies especially during times of economic or financial crisis. The 
aim of these forums is to enable heads of state along with their treasurers and central bank 
governors to discuss global economic issues with particular attention to economic stability 
and growth. Such forums were especially important in coordinating the international policy 
responses to the global financial crisis of the late 2000s.

Group of Seven Nations (G7)

In recent decades, the most important government economic forum has been the group of 
the seven largest industrialised nations including the United States, UK, France, Germany, 
Canada, Japan and Italy. The inclusion of Russia in the group between 1997 and 2014 
meant that during that period it was known as the G8, until Russia’s membership was 
suspended after its military seizure of the Ukrainian territory of Crimea (subsequently, 
Russia quit the G8 permanently). The G7 has effectively operated as the economic council 
of the world’s wealthiest nations, meeting annually to discuss conditions in the global 
economy since its formation in 1976. The G7 has been the unofficial forum coordinating 
global macroeconomic policy because of its influence over the fiscal and monetary policies 
of the world’s largest economies. Because of the G7’s status as the forum for the world’s 
most powerful economies, its agenda has often included general political issues and current 
priorities such as climate change, global poverty and security.

The significance of the G7 is now in decline, reflecting the shift in the global balance of 
power towards emerging economies in particular China (which, on some measures, is now 
the world’s largest economy) and the nationalistic posture of the United States under the 
Trump Administration. The membership of the G7 is no longer representative of the most 
important forces in the global economy (nations like China and India are more important 
to future global economic growth than economies like Canada and Italy). The G7’s share 
of global GDP shrunk from 68 per cent in 1992 to 39 per cent in 2018, and the G7 
nations cover only 10 per cent of the world’s population. For this reason, there have been 
recent attempts to expand the group to include five developing countries referred to as 
the Outreach Five (O5): Brazil, China, India, Mexico and South Africa.
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Group of Twenty Nations (G20)
The G20 includes 19 of the world’s largest national economies plus the EU, covering 80 
per cent of world GDP and two-thirds of the world’s population. Importantly the G20 
membership includes several emerging economies that have become the driving force 
behind world economic growth since 2008. 

The G20 played a key role in coordinating the global response to the financial crisis in 
2009 and avoiding a global depression. It coordinated fiscal stimulus and took steps to 
improve supervision of the global financial system and international financial institutions. 
However international economic cooperation has weakened in more recent years, and the 
G20 has played only a small role in coordinating efforts around global economic issues. 

The extent to which the G20 or the G7 plus O5 group becomes the forum for international 
economic cooperation in future years is unclear, but at the moment the G20’s main activity 
is its annual summit, and it does not have any permanent leadership or headquarters. The 
annual summit generally deals with a wide range of current issues, and does not advance 
specific economic goals. The limited effectiveness of the G20 was highlighted in the G20 
summit that Australia hosted in 2014, which set economic growth goals that were not 
achieved and included a series of commitments that were not subsequently delivered. The 
2020 G20 summit will be hosted by Saudi Arabia and will take place in Riyadh. 

Figure 2.8 – Members of the G20

1  Explain the role of government economic forums in the global economy.

2  Discuss the role of the G20 in the global economy in recent years.
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summarysummarychapterchapter
1  Free trade is a situation where there are no artificial barriers to trade  

imposed by governments that restrict the free exchange of goods and services 
between economies.

2  Protection can be defined as any type of government action that has the effect 
of giving domestic producers an artificial advantage over foreign competitors.

3  The arguments in favour of protection include that it can help “infant 
industries” to establish themselves, protect local jobs being lost because of 
cheaper imports, allow a country to remain self-sufficient in important areas 
such as defence and can help to prevent foreign companies dumping goods on 
domestic markets at unrealistically low prices.

4  The arguments against protection are that it results in a distortion in resource 
allocation towards less efficient sectors of the economy and in the longer term 
can lead to a less internationally competitive economy, higher unemployment  
and a lower standard of living.

5  The main methods of protection are: tariffs (a tax on imports), subsidies  
(a payment to local producers), local content rules (a requirement that a 
proportion of goods are made locally), quotas (a limit on the quantity of goods 
imported) and export incentives (other means to encourage local production).

6  Trade agreements are a way of reducing barriers to trade between nations.  
Recent years have seen a proliferation of multilateral and bilateral trade 
agreements, and while they have removed some trade barriers they have also 
made the global trading system increasingly complicated.

7  The World Trade Organisation is a global organisation that enforces the 
existing WTO agreement, resolves trade disputes and is the major forum for 
global trade negotiations pursuing the goal of global free trade.

8  The International Monetary Fund is a global organisation whose main role  
is to maintain international financial stability. The IMF plays a key role in 
monitoring the international financial system and assisting economies who  
face major economic crises.

9  The World Bank is a global organisation whose main role is to assist poorer 
nations with economic development through loans development assistance and 
technical advice with the goal of reducing extreme poverty to 3 per cent of the 
global population by 2030 and raising income levels for the lowest 40 per cent of 
income earners. 

10  The G7 and the G20 are the two most important forums for global economic 
policy coordination through annual meetings of national leaders. The G7 includes 
the major advanced economies, while the G20 includes the large emerging 
economies that have recently been driving global economic growth.
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chapterchapterreviewreview
1 Define free trade.

2  Explain what is meant by comparative advantage.

3  Use the following terms to briefly outline the main methods of protection that can 
restrict free trade:

 • tariffs • local content rules • export incentives • subsidies

4  Outline the arguments supporting the following statements on protecting  
local industries:

 •   “We should protect our infant industries so that they have a chance to establish 
themselves and become competitive in world markets.”

 •   “We should use protectionist policies to safeguard our local industries  
against dumping.”

5  Discuss the economic arguments against the following justifications for protection:

 •  “It’s time we made Australia great again, and stopped sending jobs offshore to 
China with all this free trade nonsense.”

 •  “We need to protect our essential domestic industries just in case there’s a war 
or global famine.”

6  Discuss the impact of protectionist policies on globalisation.

7  Analyse the impact of the increase in preferential trade agreements and trading 
blocs on the global economy.

8  Explain how regional trade agreements in the Asia-Pacific might affect Australia’s 
economic future.

9  Compare and contrast the role of the following institutions in the global economy:

 • World Trade Organisation

 • International Monetary Fund

 • World Bank

10  Explain which international organisation would be most likely to play the major 
role in the following situations:

 •  A dispute between the United States and China about Chinese companies using 
the intellectual property of American technology firms

 • Construction of a major dam and irrigation project in India

 •  A crisis in Latin American financial markets that poses a risk to the global 
economy.
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