FOREWORD

The World Trade Report 2005 follows the pattern established in previous years and takes up a number of key
trade policy issues facing the international trading system for analysis and discussion. The underlying objective
of the Report is to contribute to a deeper understanding of trade policy issues facing governments. The core
topic in this year’s report is standards and international trade. Shorter essays have been prepared on three
other topics — the use of quantitative economic analysis in WTO dispute settlement, international trade in air
transport services, and offshoring services.

First, however, the Report examines recent trends in international trade. The year 2004 saw impressive growth
in trade, against a background of strong output growth. At 9 per cent in real terms export growth was twice

Commonwealth of Independent States.

Prospects for trade growth in 2005 are not as promising as in 2004, but at a predicted real rate of 6.5 per
cent, trade would still expand faster than the average rate since 1994. Downside risks in the world economy
include the dampening effect on economic activity of high oil prices, as well as persistent sluggishness in
some economies, and interest rate and exchange rate volatility arising from imbalances in others. | urge
governments to address these challenges in a timely and decisive fashion.

Last year was a good year for the WTO. After the disappointing Fifth Ministerial Conference in Cancun in
September 2003, Members worked hard in the first half of 2004 to put the Doha negotiations back on track.
This they succeeded in doing with the “July package”, which embodied a set of clear mandates for bringing
the negotiations to successful completion. But much work remains to be done. The present Report is being
launched on the eve of a significant milepost in the negotiating process. By the time of the August break in
Geneva, we need to see the shape of a set of clear results emerging from the Sixth Ministerial Conference
in Hong Kong, China that will set the scene for completing the Doha negotiations in 2006. This is a shared
responsibility of the entire WTO membership, requiring constructive engagement and a willingness to act in
the collective interest despite sometimes difficult trade-offs.

An interesting debate has taken place over the years about the relationship, at different points in time, between
the health of the world economy and progress in building a stronger international trading system. Some have
argued, perhaps with certain justification, that governments need to be faced with bad economic news and
the threat of worse to come before they can muster the political momentum for difficult decisions on trade
— decisions whose benefits may not always be immediate. If bad times are needed for good decisions and
good times induce complacency, we surely miss valuable opportunities to make real progress in strengthening
the world economy and addressing the core challenges of our time — development and poverty alleviation. Let
us not permit today’s good economic news to blind us to the pressing need for action to bolster and advance
international cooperation in matters of trade policy. Let us mark ten years of the existence of the WTO with
decisive action that will set the scene for real progress in the year ahead.

Turning to the specific topics covered in WTR 2005, a stable and mutually supportive relationship between

e technical compatibility (network externalities) is
important. But the design and operation of standards must also be such as to avoid the misappropriation or
capture of public policy in these areas to construct unwarranted obstacles to competition and trade.
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The underlying issues can be complex. Among the questions to be considered are whether standards should
be harmonized, whether they should be voluntary or mandatory, how far standard-setting should be a public
or a private activity, whether production processes as well as product standards should be the subject of
international obligations, and who should be responsible for ensuring that producers and suppliers conform
with established standards. Many of these questions do not have straightforward answers. Trade-offs must
be made and desirable outcomes are often sensitive to the specificity of circumstances. Not all governments
share the same public policy preferences or priorities.

A particular challenge for the WTO is to ensure that everything possible is done to enable developing countries
to participate effectively in the trading system. This is as important in the field of standards as anywhere
else. Among the challenges here are those which ensure that developing countries possess the requisite
infrastructure to meet standards and to shape their own standards regimes, that they are not disadvantaged
in the area of conformity assessment and that they can participate effectively in international standard-setting
activities. A good deal is being done in these areas, but many developing countries still face formidable
challenges.

The first of the three shorter essays, on the use of quantitative economic analysis in WTO dispute settlement,
deals with a fascinating issue of increasing importance in the trading system. Broadly, we have seen growing
interest in using quantitative analysis to address questions about the trade effects of policy measures and the
effects of imports on the markets of domestic products and producers. Resort to arbitration has continued to
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The World Trade Report and any opinions reflected therein are the sole responsibility of the WTO Secretariat.
They do not purport to reflect the opinions or views of Members of the WTO. The main authors of the Report
also wish to exonerate those who have commented upon it from responsibility for any outstanding errors or
omissions.
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The following symbols are used in this publication:

0

$
€

Q1,Q2,Q3,Q4

not available

figure is zero or became zero due to rounding

not applicable

United States dollars

euro

first quarter, second quarter, third quarter, fourth quarter

break in comparability of data series. Data after the symbol do not
form a consistent series with those from earlier years.
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EXECUTIVE SUMMARY

The World Trade Report 2005 begins with a brief review of salient trends in international trade, focusing
firstly on recent developments and then examining medium-term developments in the oil sector and the
pharmaceutical sector. Section Il of WTR 2005 contains the core topic of this year’s Report, which is standards
and trade in the context of the WTO. The Section looks first at the economics of standards and trade,
and then at a range of institutional and policy issues. This is followed by a discussion of standards in the
multilateral trading system. Section Ill of the Report takes up three discrete and topical issues of relevance to
international trade. The three thematic essays in this Section are on the use of quantitative economics in WTO
dispute settlement, trade in air transport services and offshoring services. The essay on the use of quantitative
economic analysis in WTO dispute settlement procedures explains the kinds of quantitative techniques and
econometric models that have been applied in various WTO legal disputes and discusses the use that was made
of such analysis in a selected range of cases. The essay on trade in air transport services takes a close look at
key characteristics of the industry and examines how it has evolved over time. The analysis also considers the
economics of this sector, and a number of issues relating to competition, regulation, governance and trade
in air transport services. Finally, the essay on offshoring services considers the economic characteristics of the
activity, its scope and implications, and how it is relevant to the General Agreement on Trade in Services.

l. RECENT AND SELECTED MEDIUM-TERM TRADE DEVELOPMENTS
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Global GDP growth amounted to 4 per cent in 2004, providing a solid basis for strong trade growth. For
some regions, notably Central and South America and the Commonwealth of Independent States (CIS), this
represented the best growth for more than a decade. In all seven regions defined in this Report, output and
export growth were higher than the average annual rates for the 1990s.

Real merchandise trade grew by 9 per cent, the best performance since 2000 and the third highest rate over
the last decade. In line with the prevailing post-war pattern, trade growth outstripped GDP growth by a
significant margin — on this occasion by 5 percentage points. As this pattern continues, trade becomes an ever
more crucial component of global economic activity. The most dynamic traders in 2004 were in Asia, South
and Central America, and the CIS. Average trade growth in all of these regions was in double digits. Africa’s
trade grew strongly on average in 2004, buoyed in part by firmer commodity prices, particularly for oil and
metals. Oil prices also had a strong influence on trade growth in the Middle East. North America’s exports
gained further momentum in 2004 compared to previous years, but growth was below the global average.
Similarly, improved merchandise trade growth in Europe in 2004 was also very important for world trade
growth, but Europe’s trade and output growth remained well below the global average.

Price movements and exchange rates exerted a significant influence on trade flows measured in current dollar

terms. Prices of primary commodities increased faster than prices for manufactured goods. The most notable
exchange rate development in 2004 was the weakening of
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Developing countries as a group are large net exporters of fuels, while the developed countries aggregate
are net importers. As a result of higher oil prices, developing countries taken together have enjoyed higher
export earnings, improved external balances and terms of trade gains. However, higher oil prices also mean
production cost increases in many industries, such as petrochemicals, plastics, aluminium and transport
services. The oil intensity of output tends to be higher in developing than developed countries, and has been
increasing in recent decades while that of developed countries has been falling.

Increasingly, the destination of developing country fuel exports is other developing countries. In 2002-2003,
40 per cent of developing country oil exports went to other developing countries, up from less than 30 per
cent in the 1990s. Higher energy prices affect individual developing countries and regions in quite different
ways. Among the four developing country regions identified in this report, only the Middle East and Africa are
large net exporters of fuel. Developing Asia, in particular, has become a large net-fuel importer.

PN PL N vy B, F ggvn vy g FufINin  En .

Since 2000, growth in world exports of pharmaceutical products has been four times stronger on average than
the equivalent figures for other chemical products and manufactures as a whole. The share of pharmaceuticals
in world trade has risen to some $200 billion, or 3 per cent of total trade. This share exceeds those of textiles
and iron and steel.

Trade in pharmaceuticals takes place largely among developed countries, who account for 90 per cent of
world exports and more than 80 per cent of world imports. The developed countries dominate research
and development (R&D) activity, enjoy a high level of intra-industry and intra-firm trade, and high levels of
health expenditures compared to developing countries. A number of factors explain the expansion of the
pharmaceutical industry. One is strong demand growth in rich countries, stimulated by an aging population
and increased use of “lifestyle” drugs. Another is corporate consolidation (mergers and acquisitions) resulting
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By the end of 2004, the International Organization for Standardization (ISO) had published some 14,900
international standards. Perinorm, a consortium of European standards organizations, maintains a database
of around 650,000 standards (national, regional and international) from about 21 countries. The bulk of these
standards have been set by the private sector and many of them are international in scope. Non-governmental
organizations (NGOs) have also been involved in standard-setting, working with industry and international
organizations to develop standards in such areas as environment and corporate social responsibility. Among
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Process standards are introduced for different reasons — because they affect the goods that are produced (e.g.
hygiene standards), because they affect the efficiency of the production process (e.g., in the case of network
externalities) or because they affect the environment (e.g., pollution standards). In the first case, process
standards are reflected in the final good and thus have a direct impact on trade. WTO terminology would
refer to such standards as “incorporated process and production methods (PPMs)”. In the other two cases, the
process standards are not reflected or incorporated in the final product. Yet at the same time, consumers or
governments in an importing country may care about the way in which an imported good is produced — for
instance, because they care about the environmental impact of the production process.

M
sEn ¥, 8 i 4 uetin. , tEnils, Wi E o (E L S Eh
én ¥, %% u, n W umfild

Compatibility standards play an important role in increasing economic efficiency in the case of network
externalities. There are circumstances where the value of a product for a consumer does not depend only
on the quantity or the quality of the product itself, but also on the availability and variety of complementary
goods and/or the number of people using the same product. A mobile phone, for example, is more valuable
for a consumer the higher the total number of people using the same or a compatible mobile phone network.
A computer is more valuable the more compatible software is available in the market. It may happen, however,
that lack of information about the size of the network, different preferences and firms’ marketing actions may
generate a non-optimal outcome: markets may oversupply varieties and the size of the network may be too
small, or it may happen that users delay the adoption of a new technology or rush to an inferior technology for
fear of becoming stranded. In all these cases, by setting a standard, the industry is able to solve the problem
of coordination among consumers.

There is little scope for government intervention in network industries, as compatibility standards are likely to
result from the interaction of market forces. Network industries have a tendency to tipping — that is, when a
certain technology has reached a critical mass it tends to dominate the whole market. Therefore, firms owning
different technologies will either cooperate and agree on a standard or engage in fierce competition in the
attempt to reach the critical mass.

Compatibility standards can create pr
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about the good or service not available to the buyer. This asymmetry can significantly hamper the efficient
functioning of markets, and standards can help solve the problem and increase efficiency.

Product safety is an important area where standards are used to address information asymmetry problems.
A wide range of consumer goods — food, drugs, vehicles, electrical appliances, safety equipment — face many
types of requirements, from design (e.g., toys), to ingredients (e.g., chemicals), to the process of manufacture
or production (e.g., pasteurisation of milk), and to performance (e.g., helmets). The economic cost from
accidental injuries and deaths can be large. In the United States for example, there were more than 12 million
accidents in 2003 from the use of consumer products that required patients to be treated in hospitals. The US
Consumer Product Safety Commission estimates the economic costs of these accidental deaths and injuries at
$700 billion annually. The potential gains from safety standards are therefore significant.
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If mandatory safety standards differ across countries, they may increase trade, decrease it, or leave it
unaltered. The outcome will depend to a large extent on the effect of a standard on the relative costs of
domestic and foreign producers. But it also depends on many other factors, like the level of competition in
exporting and importing countries and the willingness of consumers in different countries to pay higher prices
for safer products.

Welfare effects are even more difficult to predict than trade flows. When trade flows decrease as a result
of a standard in the importing country, the reduction in imports represents a welfare loss for the country
setting the standard. On the other hand, the standard increases product safety, i.e. it corrects an existing
market failure. This has a positive effect on domestic welfare. The optimal standard from the point of view of
the country setting the standard is the one that leads to the best trade-off between a negative trade effect
and a positive welfare effect due to increased product safety. In other words, safety standards may increase
national welfare even if they decrease imports. The effect on exporters’ welfare may be positive or negative. If
consumers in the exporting countries have the same preferences as those in the importing country (they prefer
the higher standard product), their welfare may also increase. In this case global welfare increases despite a
fall in trade volume. But a decrease in the exporting countries’ welfare cannot be excluded. In theory at least,
standards may create conflicts of interest between trading partners even if they are not set with the intention
of protecting domestic producers.
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An important area where governments around the world have increased regulatory activity in recent decades
is in relation to the environment. Government intervention aims in this case to create incentives for consumers
and producers to take into account the effects of their actions on the environment.

Economic theory recommends the use of price-based policy instruments (e.g. taxes or charges) to manage
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The trade effects of environmental standards depend on the nature of the environmental externality — whether
it originates in production or consumption and whether it is local or global — and the nature (mandatory or
voluntary) of the standard applied to products or proces
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about product quality, enhancing compatibility with domestically produced goods and intensifying competition.
On the other hand, harmonization imposes a cost in terms of reduced variety. Insofar as demand for foreign
goods is driven by a love of variety, a reduced degree of product differentiation would hamper trade. Another
potential advantage of mutual recognition is that it allows any firm to pick a standard and to sell its products
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WTO Members have committed themselves to ensure that technical regulations and standards do not create
unnecessary obstacles to international trade, while also recognizing that governments should not be prevented
from using standards to pursue other legitimate policy objectives. This implies that, in case of a dispute, a
panel may be required to distinguish between a “legitimate” standard and an “illegitimate” standard, i.e. one
that is inconsistent with WTO law.

The TBT and SPS Agreements seek to ensure that when governments pursue non-trade-related policy
objectives through the use of standards, they do so with the least disruptive effect on trade consistent with
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Arbitrators have been open to quantification on the basis of economic models where they have foun'd it useful
to fulfil their mandates, even though parties have sometimes argued against such analysis. In the ~¥- 'a’,\
case, the arbitrator concluded that while “evaluating the trade effects [of a measure] cannot be accomplished
with mathematical precision, ... economic science allows for the consideration of a range of possible trade
effects with a certain degree of confidence.” (Jp' « I\ (22.6): para. 3.125).

y y . :
In the 'n' & (226)and ¥ ‘a'\_ (22.6) cases, the arbitrators had to choose among competing models.
In the " # case, the arbitrator noted that his “task would not be to judge, with absolute precision which
is the single correct model or which are the correct parameters, but to exarpine the results of these models
to see if they provide an insight into the range of trade effects caused” (" # . (22.6): para. 6.47). The
arbitrator in ¥ @ n.\ (22.6) also rejected models proposed by parties in favour of his own approach.
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The specific type of analysis submitted by parties in some Panel and AB proceedings has varied depending on
the nature of the claims and legal provisions involved. In cases involving ““serious prejudice”, a complaining
party needs to show that its trade flows are affected, for instance, because prices it obtained previously or
could be expected to receive have been suppressed due to subsidization. There have only been three serious

. . . A )

prejudice disputes to date, and in only one of them - the recent ~f a‘f-' ‘g~ Case — did a party rely on
economic modelling in presenting its claims and arguments.

The Panel was willing to grant that the outcomes of the simulations submitted were consistent with the
general proposition that subsidies distorted production and trade and that the effects of a subsidy may vary
depending upon its nature. But the Panel did not rely upon the quantitative results of the modelling exercise.
This may be understandable when disagreements about a model turn on many technical issues, when
documentation is not fully available and when economists themselves give conflicting views on the issues.

In some of the disputes involving taxes on alcoholic beverages (different cases involving Chile, Japan and the
Republic of Korea), parties have adduced econometric evidence, in particular on cross-price elasticities, to see
whether products were “directly competitive or substitutable”. The advantage of using this type of analysis
is that it is possible to control for other influences affecting the demand of the relevant good. Yet, in order
for results to be reliable, the list of variables includ
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A limited but encouraging record is being built of how quantitative economics can be employed constructively
in dispute settlement proceedings. One reason why the use of quantitative economics may intensify in the
future is that cases seem to become more and more “fact-intensive”. Parties are not subject to restrictions
as to the type of evidence they wish to furnish, and panels themselves have often requested more detailed
factual information. Hence, it is possible to discern a trend towards a higher level of technical sophistication
upon which the legal argumentation is founded. If properly understood in its supporting role, there is no
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Trade in international air transport services is regulated by a system of bilateral agreements that were
developed in 1944, Competitive pressures have resulted in the development of a new breed of more liberal
bilateral agreements called “Open Skies”” agreements. A number of regional initiatives to govern international
air transport have also been developed.
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export oriented business services can only account for a rather small part of the overall rise of the labour force
in developing countries in the years to come. Moreover, evidence from India suggests that most of the recent
growth in offshoring services has not been at the high-skill end of the IT sector.

The importing countries are able to release resources for more efficient uses elsewhere. Neither the efficiency
gains nor the adjustment costs of new offshoring arrangements entered into in recent years are particularly
large, as the activity is small from an economy-wide perspective.
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Improvements in the GATS, such as a clearer distinction in the definition of mode 1 and mode 2, and more
clarity in the nomenclature used in schedules of commitments, could facilitate new commitments and reduce
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