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Preface

This guide is a practical introduction to the negotiation of free-
trade agreements. It is aimed particularly at those who may be
involved in such negotiations for the first time, and it seeks to
explain the main negotiating steps needed to arrive at an agreement
and to make it enter into force.

The guide does not seek to be normative. Its purpose simply is
to draw attention to issues that may arise in the course of free-trade
negotiations and to suggest ways in which they may be handled. It
does not describe matters from the perspective of a single economy,
and it does not concern itself with negotiating techniques. All of the
examples given in the text are taken from free-trade agreements in
force between member economies of APEC.

This guide arose from workshops on free-trade negotiations in
Beijing and Bandar Seri Begawan in December 2004. These
workshops were organised by the Australian Department of Foreign
Affairs and Trade as part of its capacity-building activities in APEC.
The workshops were funded by AusAID (Australian Agency for
International Development) under its APEC Support Program.

They were hosted by the Chinese Ministry of Commerce
(MofCom) and the Brunei Ministry of Industry and Primary
Resources (MIPR). Mr Zhang Shaogang of MofCom and Mr Philip
Chong of MIPR supervised the preparations for the workshops and
participated actively in them.

The workshops covered the entire history of a typical free-trade
agreement. They began with the reasons why economies decide to
conclude free-trade agreements. They then explored the nature of
the preparations an economy needs to make, both in terms of policy
development and formation of a negotiating team, to run a good
negotiation.

The greater part of the workshops was concerned with the
possible content of a comprehensive free-trade agreement (i.e. one
covering goods, services and investment) and the rules applicable
to these areas. The workshops also examined approaches to issues
such as competition policy, government procurement and
intellectual property. The last part of the workshops covered the
formal and informal processes to bring the agreement into force, as
well as selected aspects of implementation. The content of this
guide pretty well follows the program for these workshops.

The main workshop presenters were Andrew Stoler of the
Institute for International Business, Economics and Law at the
University of Adelaide, Peter Gallagher of Inquit Communications
in Melbourne, and Walter Goode of the Department of Foreign
Affairs and Trade. Arrangements for the workshops were
coordinated by Claire Elias, also of the Department of Foreign
Affairs and Trade.

In February 2005 we organised a follow-up workshop under the
auspices of the APEC Market Access Group (MAG) which gave us a
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further opportunity to discuss with representatives of all APEC
members the question of the relationship between preferential rules
of origin and market access. The speakers at that workshop were
Antoni Estevadeordal of the Inter-American Development Bank,
Michael Ferrantino of the United States International Trade
Commission, Ken Miley of the Australian Department of Industry,
Tourism and Resources, Jim O’Connor of the American Chemistry
Council and Barbara Norton of the Office of the United States Trade
Representative.
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1. Before the negotiations begin

What to do before the negotiations begin?

Preparing well for the negotiations makes the actual negotiations a
more manageable undertaking. This is the time to work out the
negotiating objectives. It is also the time to identify, both at home and in
the partner economy, businesses, industry associations and other non-
government organisations, such as consumer bodies, that may have an
interest in the agreement and to seek their views on what it should
contain. Their support later in the negotiations will become very
important. All involved need to understand that a free-trade agreement
rarely can solve all bilateral market access issues. Some systemic issues
may only be capable of a solution in a multilateral setting. Thought
needs to be given to the formation of a negotiating team and the
resources to be allocated to it. Finally, this also the time to consider
what has to be done once the negotiations are over.

The rush globally towards concluding preferential trade
agreements shows no sign of slowing down. All APEC economies
have now either concluded preferential trade agreements, are
currently negotiating one or more of them, or are at least examining
the possibility of entering into negotiations, in many cases with
other APEC economies.

Box 1.1: The main forms of preferential trade
arrangements

Four main forms of preferential trade arrangements are in use. They are
listed here in order of the depth of economic integration they promote.

* Free-trade agreement: two or more economies eliminate tariffs
against goods originating within these economies. Each economy
retains its own tariff and the right to conduct its own trade policy.
The result is shallow integration. Preferential rules of origin have to
be devised to allow identifying originating goods. It is increasingly
common for such agreements to include provisions liberalising
trade in services and investment flows also, but not the depth or
extent met in the case of common markets (see below.

¢ Customs union: two or more economies eliminate all tariffs
against goods originating within these economies. They negotiate a
common external tariff and conduct a common commercial policy.
Since all partner economies apply the same external tariff on
goods, there is no need to develop preferential rules of origin.
Integration is deeper than under free-trade agreements. A customs
union agreement can of course also contain provisions for services
and investment.

¢« Common market: two or economies apply common economic,
monetary and commercial policies and create a single market for
goods and services. Investment and people are allowed to move
freely between the parties. Trade policy is conducted within a
customs union. The result is deep integration. Other names for a
common market are single economic space and economic union.

¢ Economic and monetary union: members adopt a common
currency and pursue common macro-economic policies in addition
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to unrestricted flows of goods, services and investment.

Most of these preferential agreements are free-trade agreements,
but more ambitious proposals for economic integration, such as
common markets, economic communities, economic unions and
single economic spaces, are also being proposed. Fewer economies
are pursuing the establishment of customs unions which lead to
greater integration than is the case for free-trade areas, but not to
the deep integration occurring in economic unions. We briefly
examine the differences between free-trade areas and customs
unions on pages 4 and 5.

This booklet is not concerned with economic complementarity
agreements and partial scope agreements, concluded by some
economies under the Enabling Clause (see Chapter 3). These
agreements are sometimes called free-trade agreements, but
typically they seek to solve only a limited range of specific issues.
Sometimes they do not deal at all with difficult areas. They therefore
fall outside the broad-based free-trade agreements meeting the
requirements of Article XXIV of the GATT.

Some economies prefer to conclude Trade and Investment
Framework Agreements (TIFAs) and other economic cooperation
agreements as a first step towards free-trade agreements. Such
agreements typically do not contain any market access provisions,
though they often establish mechanisms for the promotion of trade
liberalisation. None of these agreements fall, however, in the
category of preferential trade arrangements.

Reasons for concluding free-trade agreements

There are many reasons why economies embark on free-trade
negotiations. They include economic, political and strategic factors.
Among the main reasons are:

» the search for improvements in market access;

e promotion of economic policy reforms;

» achievement of trade liberalisation more quickly than would be
the case in multilateral negotiations;

» fostering strategic linkages; and

» the fear of being at a competitive disadvantage in a situation
where competitors negotiate free-trade agreements; this is
sometimes known as the domino effect.

APEC members also increasingly see free-trade agreements as
one way to achieve the Bogor Goals of free and open trade and
investment in the APEC region by 2010 for developed economies
and 2020 for developing economies.

The widening ambit of free-trade agreements

One interesting thing is that the ambit of free-trade agreements
has become very wide. All of them of course cover tariffs and non-
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tariff measures. In most cases they do this without raising their
barriers against third countries.

Few agreements now confine themselves to goods only. Most
include services, and coverage of investment is now quite common.
In fact, most economies now strive to conclude what they call
“comprehensive agreements”.

Economies also aim to maximise the benefits of a free-trade
agreement by having, for example, provisions on protecting
intellectual property rights, promoting competition, opening
government procurement to suppliers from partner economies,
promoting the use of paperless trading, promoting more cost-
efficient trade procedures and instituting other forms of cooperation.

This means is that free-trade agreements have become quite
bulky documents involving a large number of ministries and
agencies in their preparation and the eventual administration.
Actually, the text of the main agreement is in most cases reasonably
short. What makes many agreements so voluminous is the attached
schedules of commitments for tariffs, services, investment,
government procurement and the rules of origin. We explain later
what all of these instruments are.

Box 1.2: What is a comprehensive free-trade
agreement?

There is no common definition of a comprehensive free-trade
agreement. However, many recent agreements have included
provisions on all or many of the following topics:

e trade in goods, including trade remedies (safeguards, anti-dumping
measures and countervailing duties)

¢ customs procedures

e rules of origin

¢ technical barriers to trade

e sanitary and phytosanitary measures
¢ electronic commerce

e tradein services

e trade in financial services

e trade in telecommunications services
e investment

¢ movement of natural persons

e intellectual property

e competition policy

. government procurement

. transparent administration of laws and regulations
e consultations and dispute settlement

Some comprehensive agreements also include chapters on labour and
environment, but this not a standard approach.

Appendix 5 contains a stylised free-trade agreement which explains the
provisions that might be included under each of these topics in more
detail.
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Widening the ambit of negotiations has consequences. Among
these are more complex negotiating mandates and consultation
processes. We address these and related topics later in this guide.

Why not consider a customs union?

One option open to economies is the formation of a customs
union. Few, however, seem to be attracted to this option. Examples
of customs unions are the European Union, Mercosur and the
Southern African Customs Union (SACU).

Customs unions, like free-trade areas, are made up of two or
more customs territories. In both cases, the parties must eliminate
tariffs and other restrictive regulations of commerce on substantially
all the trade between them. An important difference is that the
members of a customs union have to negotiate a common external
tariff which, overall, must not have a greater impact on third
countries than the separate tariffs had. A consequence is that they
must operate a common commercial policy since, obviously,
unilateral tariff changes are no longer possible. In a free-trade area
each party retains its own tariff towards third countries.

Another consequence of the creation of a customs union is that
it does not need preferential rules of origin. The parties only use the
non-preferential (or MFN) rules of origin applicable to all goods
imported under the MFN tariff. Once a good has been admitted into
the customs union by a party, it can move freely to another party
without the need to pay additional customs duties. This may not be
quite true when customs unions are established over time, i.e. when
some tariffs between the parties are eliminated in stages. This,
however, is a passing phase.

Box 1.3: Free-trade areas and customs unions: a
comparison

Free-trade areas Customs unions

* Two or more customs «  Two or more customs
territories form a free-trade territories for a customs
area union

* Elimination of tariffs and other ¢ The same as for free-trade
restrictive regulations of areas

commerce on substantially all the
trade between the parties

tariff towards third countries

Each party is free to pursue its
own commercial policy, also
known as trade policy.

Imposition of anti-dumping or
safeguards measures against the
other party is an option.

Preferential rules of origin are
needed for governing the trade

e Each party maintains its own e The parties adopt a common

external tariff.

The parties adopt a common
commercial policy

Normally no anti-dumping or
safeguards measures against
the other party, but use in
some cases of competition
laws instead.

No need for preferential rules
of origin; the parties use non-
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between the parties. preferential (or MFN) rules of
origin towards third countries;
once foreign goods have been
admitted by one party, they
can be freely transferred to the
other party.

* A free-trade agreement leads to ¢ A customs union leads to
shallow integration of the deeper, but not deep,
member economies. integration.

One reason for the limited popularity of customs unions may be
the reduced flexibility they allow members in the conduct of their
trade policy (i.e. their commercial policy). Considerable interaction
between the parties will be required once the agreement is in force
because, for example, there may be a need to consider, from to time,
whether to impose anti-dumping or safeguards measures against
third countries. If only one of the partners imposed such measures,
they could easily circumvented. Any proposed adjustments to the
tariff schedule also would need to be discussed together.

The negotiating effort required for free-trade areas and customs
unions is probably about the same. The need to negotiate a
common external tariff probably balances the absence of the need
to develop preferential rules of origin.

What about the “spaghetti-bowl” effect?

Much has been made in recent comment on the impact of free-
trade agreements on the global trading environment of the so-called
“spaghetti-bowl” effect. The effect is said to be a result of the
growing number of free-trade agreements, and their overlapping in
some cases. This is thought by some to lead to added complications
for traders and administrators and to increase the cost of trading. It
is likely, however, that some of these claims are overstated.

It is true that no two free-trade agreements are exactly the same.
Economies concluding them have considerable freedom in what
they include and what they leave out. What all free-trade
agreements do, however, is to make trading conditions between the
partners less onerous to some extent than they would be under
normal, i.e. most-favoured-nation (MFN), conditions.

It would probably be hard to find a recent free-trade agreement
that has made trading conditions more onerous either for the
parties or for outsiders. Of course, the formation of customs unions
may lead in some cases to some higher tariffs towards non-
members because of the need to negotiate a common external tariff,
but there are well-established WTO procedures for obtaining
redress in such cases. It is worth noting, too, that one of the aims of
the APEC best-practice principles for RTAs/FTAs (see Chapter 2) is to
minimise the incidence of adverse effects on traders and economies
and to reduce the scope for agreements resulting in unnecessary or
overly restrictive rules.

Free-trade trade agreements give the partner economies and the
businesses operating within them an additional choice for
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conducting their trading relations. The MFN system remains
available even after a free-trade agreement has entered into force.

The erosion of preferences

Another aspect to consider is that the trade-related value of free-
trade agreements, i.e. the value of the preferences, gets eroded over
time. The theoretical margin of preference available under some of
these schemes is now larger for many products than the applied, or
even the bound, tariff. In other words, the margin of preference can
become increasingly meaningless in practical terms. The results of
the Doha Development Round (DDA) negotiations will make this
even more obvious.

Preference erosion is one major reason why free-trade
agreements need to go beyond tariff elimination if they are to result
in maximum benefits for the participating economies. Accordingly,
many free-trade agreements attach great importance to liberalised
investment provisions and to opening up reciprocally their
government procurement markets.

Preference erosion occurs in two ways. One is that governments,
as just mentioned, continue to lower their most-favoured-nation
(MFN) tariffs, either unilaterally or through multilateral trade
negotiations. Each time they do this, the margin of preference is
getting smaller. The tariff-related value of a free-trade agreement
will disappear altogether when a free-trade partner has eliminated
all the MFN tariffs on goods of interest to one’s own economy.
When this is the case, the expected benefits of a free-trade
agreement have to be sought elsewhere, such as in improved
investment flows.

Box 1.8: The diminishing value of preferences: tariff
rates

One way to look at the changing value of trade preferences over time
is to proceed from the level of average tariffs.

For example, at the beginning of the Kennedy Round (1963) the
average MFN tariff on non-agricultural goods levied by the United
States was 13.5%. At the end of the Round it was 9.6%. The figures for
Japan were 15.5% and 8.1%, respectively.

Source: Preeg, 1970

Average MFN tariffs by the United States at the beginning of the
Uruguay Round (1986) were 4.4.%. This fell to 1.9% as a result of the
negotiations. The figures for Japan were 6.2% and 3.6%, respectively.
Source: Martin and Winters, 1995

These figures show clearly how the margin of preference available
through the zero tariff of a free-trade agreement has become much
smaller as a result of successive rounds of multilateral trade
negotiations. This is one of the reasons why economies increasingly
seek benefits beyond tariff elimination when they negotiate
agreements.

The other way the value of preferences diminishes over time
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stems from the increasing number of free-trade agreements
entering into force. In the theoretical environment of a single
bilateral free-trade agreement between two middle-ranking
economies in a multilateral world, the value of the preferences to
the partners would clearly be high. This value would of course still
depend on the difference between the preferential tariff and the
multilateral tariff and the ability of the partners to supply relevant
goods.

However, in a world where many economies exchange
preferences in an environment of falling tariffs, the value of each
preference may be quite small and easily balanced by more efficient
production, economic or trading and distribution systems. As we
have noted earlier, this situation then forces business to make a
choice between the preferential and the MFN frameworks.

Preferential trade is also conducted under the GSP (Generalised
System of Tariff Preferences), the GSTP (Global System of Trade
Preferences) and many asymmetrical (one-way) free-trade
agreements. Among these are the ACP-EC Partnership Agreement,
SPARTECA (South Pacific Regional Trade and Economic
Cooperation Agreement), the Caribbean Basin Initiative (CBI), the
Andean Trade Preference Act (ATPA) and the zero-tariff
arrangements for least-developed countries established by
developed economies. All of these give preferences to some
economies and reduce the amount of trade conducted under MFN
conditions.

Box 1.9: The diminishing value of preferences: trade
flows

The share of global trade conducted under MFN (most-favoured-
nation) conditions has grown smaller over the years. This is not only
because of the spread of free-trade agreements and other reciprocal
preferential arrangements. Much trade is now subject to preferential
tariffs under one-way preferential trade arrangements.

In 1990 about 10% of global trade was conducted under regional trade
agreements. By 2002 this had risen to about 30%.

Another way of looking at this is from the perspective of the number
of regional trade agreements. In 1960 there were fewer than five of
them. By 2004 the number had risen to about 250, but it depends on
how they are counted.

Source: World Bank 2004

The value of the preferences under any given agreement may of
course be considerable. Looking at it in a more generalised way, the
reality can be different. For example, the World Bank noted in
Global Economic Prospects 2005 that the amount of global trade
taking place under an economically meaningful tariff preference is
now about 15%.

The effect of a free-trade agreement on business

One test of the usefulness of free-trade agreements is whether
they promote regional economic integration. A mercantilist
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approach that seeks to balance tariff elimination or that seeks to
protect inefficient sectors (the so-called sensitive sectors) will not
yield the desired result even if the formal rules for free-trade
agreements (see Chapter 3) are met. Nor will the aim of seeking
strict balances (or reciprocity) within chapters of an agreement lead
to useful results.

Negotiators must remain aware in all cases that the agreement
they are drafting should result in an easier trading environment. If
they do not succeed in this, the business community probably will
not persist in struggling with its complexities. More likely, it will
simply ignore the agreement, and an opportunity to enhance
growth and integration will then have been lost.

Free-trade agreements affect business in another important way.
Many businesses have established long-term relationships with
suppliers and buyers in other economies. Often, a considerable
investment has gone into developing these relationships. If it
happens that a business relationship coincides with the free-trade
agreement, the relationship will probably become more valuable. If,
on the other hand, another economy now enjoys a considerable
margin of preference, the business may be forced to form a new
relationship with a company within the free-trade area. The
transaction cost of achieving this should not be underestimated. It
may well be possible for the business partners to absorb small cost
differences and continue their relationship. If, however, the margins
of preference have a considerable commercial impact, companies
may have to decide what the best way to proceed in their case may
be. Either way there will probably lead to additional costs for the
company.

A free-trade agreement is certain to increase competitive
pressures on some businesses. Some goods produced by foreign
competitors will no longer have to face tariff barriers. This can force
adjustments on producers in the importing economy. On the other
hand, a free-trade agreement can also help domestic producers to
become more efficient because some imported components will be
less expensive than they were before the agreement entered into
force. Both of these effects benefit the consumer.

However, the benefits of a free-trade agreement go wider than
this. For example, export-oriented producers benefit from improved
market access in the partner economy, and they will be more
competitive in third countries because of a reduction in some of
their input costs. These benefits will be strengthened if the
agreement seeks at the same time to reduce the costs for business
of trade procedures. Trade administrators gain from clearer trade
rules and the greater transparency promoted by free-trade
agreements.

Making sure that everyone is informed
Free-trade agreements can affect many areas of an economy,

and it is not always possible at the start of negotiations to identify
these areas, partly because the complete ambit of the negotiations
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may not become clearer until one or two negotiating rounds have
been held. For this reason, many economies launch a program of
consultations as early as possible before the negotiations get under
way. They do this through placing newspaper advertisements,
convening public hearings, putting information on departmental
websites and writing directly to groups expected to be interested in
the negotiations with the twin aims of informing them of objectives
of the negotiations and possible timetables as well as seeking their
preliminary views on the possible content of the proposed
agreement.

The range of groups and organisations approached in this way
will obviously depend on the economy concerned and the type of
agreement envisaged. If, for example, the aim is an agreement
limited to goods, the range of services providers that need to be
consulted is more narrow than would be the case in an agreement
covering goods and services. But in the case of a genuinely
comprehensive agreement the range of possibly interested
organisations and individuals will grow very large. Box 1.4 gives an
indication of the range of organisations that may have to be
consulted.

Equally important is the need to consult all government
departments, ministries or agencies that may be affected by the
operation of a free-trade agreement. Here also it is better to consult
more widely than may be obvious at first glance. Often, several
agencies have an interest in the handling of a policy item. Again, in
the case of comprehensive agreement it may be wise to assume
that all departments or ministries will have an interest in the
negotiations. Additionally, this process often leads to the early
discovery of domestic laws and policies that could complicate the
negotiations.

Box 1.4: The need to consult widely

Many people and organisations outside the government will be affected
by a new free-trade agreement. Some will have to be consulted or are
known to have a wish to be consulted. Who is included in that depends
on the conditions in a particular economy, but the following list, in
alphabetical order, could be a start:

e agricultural producer and farming associations
¢ chambers of commerce and industry

e consumer bodies

¢ education and training providers

e importer and exporter associations

e industry associations

¢ intellectual property associations

e interest groups of various kinds

¢ professional associations

- standard-setting bodies

Another reason for wide consultations within a governmental
apparatus is the need for the negotiating team to arrive at, and
maintain, negotiating objectives reflecting the interests of all
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departments or ministries. In other words, it is necessary to develop
a whole-of-government position. It is always worth bearing in mind
that some government departments may be more inward-looking
than others because of the range of their responsibilities.

A whole-of-government position does not mean that one agency
seeks to impose its views on the negotiating process. Rather, it
means that all those who are a given a negotiating role, be it as
chief negotiator or as lead negotiator for a particular issue,
understand clearly what the government’s overall objective in the
negotiations is. This greatly lessens the danger that members of a
negotiating team inadvertently operate at cross-purposes.

Box 1.5: Consulting requires an effort

When the Australian Department of Foreign Affairs and Trade invited
public submissions before the start of negotiations for a free-trade
agreement with the United States, it received about 200 responses from
industry, professional and non-government bodies, companies, unions
and individuals.

Almost 60 of these came from peak industry and business
organisations, representing the full range of agriculture, services and
manufacturing industry sectors.

The Minister for Trade regularly discussed progress with ministerial
advisory groups on trade issues.

The negotiating team had meetings with more than 200 industry
groups, businesses, state government departments, consumer groups,
unions and non-government organisations. It also briefed the eight state
and territory governments before and after each of the five negotiating
rounds.

The DFAT website was continually updated with media transcripts,
background documents and answers to frequently asked questions. A
newsletter was distributed to all federal and state members of
parliament as well as over 1000 e-mail subscribers.

Source: Department of Foreign Affairs and Trade, 2004a

This aspect of preparing for the negotiations acquires additional
importance in economies with a federal structure. The states or
provinces probably will not be in the negotiating room, but they will
always resist solutions that do not take account of their regulatory
role.

Intra-governmental and inter-governmental consulting
processes vary from economy to economy, and they depend of
course also on the gravity of the issues to be considered.
Approaches include inter-departmental or inter-ministry processes
at various levels to which the agencies with an interest in the matter
are invited. Lower-level meetings and exchanges tend to concerned
with the more technical issues, and they usually are reasonably
informal. At a high policy level these meetings can be quite formal.
In either case, the meetings serve the important functions of
promoting good policy-making and a high degree of transparency.

A different set of processes is needed to consult departments or
ministries established by state and provincial governments. The
exact consulting processes in these cases depend to some extent on
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the constitutional arrangements in an economy as well as its
mechanism  for  treaty-making consultations.  Sometimes
consultations are obligatory, and at other times they are optional.
No rule will be suitable for all cases, and this issue may have to be
approached with a degree of flexibility and, desirably, good-will.

Scoping studies

To satisfy all of these consultative needs governments usually
undertake a study of the likely impact of a free-trade agreement on
producers, consumers and regulators before the negotiations get
under way. This study is sometimes called a domestic sensitivity
analysis. In other cases it is called a scoping study. There are
different ways of doing this, and the method chosen will depend to
a large extent on the make-up of an economy, its mechanisms for
developing its trade policy and its composition of trade.

The study should give the government and the negotiators a
reasonable assessment of the type and severity of difficulties that
may be expected as well as areas where the greatest gains are likely
to occur. The effort put into such studies often pays dividends once
the negotiations are in progress because they ensure that few
obstacles, once they arise, will be entirely unfamiliar to the
negotiators. Box 1.6 contains the terms of reference adopted by
Australia and China for their joint study into the feasibility of a
bilateral free-trade agreement.

Sometimes governments also commission an econometric
study of the prospective welfare effects of an agreement. Such
studies can be helpful in drawing attention to trade-creating effects
of a free-trade agreement and the increased investment an
agreement may promote. Much depends, however, on the model
selected, the credibility of the assumptions made by the modellers
and, it follows, the credibility of the study itself. Wide divergences in
predicted outcomes are common. This sometimes turns the
interpretation of the results of econometric studies into a complex
task.

Box 1.6: an example of the terms of reference for a
scoping study
When Australia and China agreed on 24 October 2002 to undertake a

joint feasibility study into the possibility of a bilateral free-trade
agreement, they adopted the following terms of reference:

e to provide an overview of recent trends in bilateral trade and
economic relations;

e to assess recent international trade policy developments and the
possible implications for Australia-China trade and investment;

e to identify and describe existing barriers to trade and investment
flows, covering goods, services and investment and other issues
that might be addressed in a free trade agreement;

¢ to identify possible cooperation measures to promote trade and
investment liberalisation and facilitation between Australia and
China;
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e to assess the impact of the removal and/or reduction of existing
barriers to goods and services trade and investment; and

* make conclusions and recommendations as regards options for
future action.

Source: http://www.dfat.gov.au/geo/china/framework/economic_framework.html

Free-trade agreements and the Uruguay Round

A major reason for the spate of free-trade agreements launched
or concluded in the last decade can be found in the successful
conclusion of the Uruguay Round. It is not that the Uruguay Round
itself was especially preoccupied with preferential trade agreements.
Rather, through its comprehensive approach to the negotiations and
its success in opening new areas to multilateral rules it produced an
environment in which it is much easier to conclude free-trade
agreements.

The Uruguay Round outcome has resulted in very low tariffs in
developed and developing economies on many goods. Tariff lines
on which no duties are levied are now quite common. Agricultural
products and textile, clothing and footwear goods automotive
products remain among the more general exceptions, but the
abolition of textile import quotas on 1 January 2005 has liberalised
trade in this sector even in the absence of substantial tariff cuts.

Many economies, of course, still maintain relatively high, in
some cases prohibitive, tariffs on many goods. But for most
economies the step to eliminating tariffs on most goods for selected
trading partners, as is the case under a free-trade agreement, is a
much less drastic move than it would have been, for example at
beginning of the Tokyo Round in 1979 or even the start of the
Uruguay Round in 1986. We have already noted another effect of
this in the section describing the erosion of preferences.

In other words, the shock of trade liberalisation caused by a free-
trade agreement is now much smaller than it would have been
twenty or thirty years ago. This is not to say, of course, that
negotiating a free-trade agreement is a trivial exercise. On the
contrary, free-trade agreement can have a profound effect on the
trade and economic relations between the parties.

Box 1.7: What to name a free-trade agreement?

Free-trade agreements serve their purpose regardless of the name they
have been given. What matters is the content of the agreement.
Following are some examples of names for free-trade agreements:

e Australia New Zealand Closer Economic Relations Trade
Agreement (ANZCERTA)

 Agreement between New Zealand and Singapore on a Closer
Economic Partnership (ANZSCEP)

¢ Agreement between Japan and the Republic of Singapore for a
New-Age Economic Partnership (JSEPA); and

. North American Free Trade Agreement (NAFTA)
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This new enabling environment is not limited to tariffs. The ten
years of discussions and negotiations that led to the adoption of the
General Agreement on Trade in Services (GATS) as part of the
Uruguay Round outcomes have produced a much deeper
understanding among WTO members of the role services, and the
related investment and people flows, play in a well-functioning and
competitive economy. The GATS itself produced a framework for
the progressive liberalisation multilaterally of trade in services. It
will be some time before trade in services will be, broadly speaking,
as liberal as trade in goods, but governments now understand that
liberalising trade in services is possible without undermining their
ability to regulate the economy. Indeed, the GATS leaves regulatory
powers in the hands of governments. One consequence of this is
that many free-trade agreements now cover goods and services.

The Uruguay Round resulted in a third outcome that is now
clearly assisting the expansion of international trade and investment
that is facilitating greatly the negotiation of free-trade agreements.
That is the conclusion of the Agreement on Trade-Related Aspects
of Intellectual Property Rights (the TRIPS Agreement). Business can
now be far more confident that mechanisms are available to protect
its know-how and drive to produce new ideas and products.

The contribution made by the TRIPS Agreement to the
expansion of international investment flows should not be
underestimated, though differing views on aspects of intellectual
property and the appropriate level of protection for them of course
remain. Enforcement of intellectual property rights also remains a
contentious issue. Some of these concerns are addressed by
intellectual property conventions that have been concluded or that
entered into force since the adoption of the TRIPS Agreement.
Bilateral free-trade agreements sometimes are another convenient
way to build on the solutions provided by multilateral conventions.

The enabling environment for preferential trade agreements
created by the Uruguay Round should be improved further by
results of the negotiations under the Doha Development Agenda
which was launched in November 2001. WTO members expect
significant achievements both in market access for goods and
services and the rules of the multilateral trading system.

A major development of more recent origin is the decision by
WTO members in July 2004 to begin negotiations on trade
facilitation. This reflects a clear recognition by economies that the
reduction and elimination of tariffs and non-tariff measures must be
accompanied by measures to free up the flow of goods if the full
benefit of trade liberalisation is to be passed on to the business
sector. APEC, of course, has long had a major work program in
trade facilitation, and this experience should benefit the WTO
negotiations.

Free-trade agreements versus multilateral outcomes

Economies increasingly participate in multilateral trade
negotiations at the same time as they conclude free-trade
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agreements. They clearly expect benefits in either case. The
question therefore arises as to the situations under which
governments should seriously consider entering into bilateral or
regional free-trade negotiations.

There are no simple responses to this. An obvious answer is,
however, that economies should consider the possibility of a free-
trade agreement in cases where they could obtain a benefit earlier
than they would under the multilateral system or where the
multilateral system could not provide the benefit because it has no
relevant rules. The latter is the case, for example, for investment.

Free-trade negotiations are quite demanding in terms of human,
intellectual and financial resources, especially when several
economies are involved. Economies therefore must assess carefully
the range of benefits they can obtain from them. Solutions to some
of the problems encountered in the multilateral trading system
probably will only be obtainable through multilateral action. An
example of such a problem is the agreement by WTO members to
negotiate for the abolition of agricultural export subsidies as part of
the negotiations under the Doha Development Agenda.

It would in any case be unwise to assume that free-trade
agreements are always the right instrument to secure a benefit. For
example, if a government is thinking of making its economy more
competitive, a more effective way may be to liberalise the economy
across the board through tariff reductions and deregulation.
Sometimes, however, economic reform attracts greater support if it
can be coupled with better access to one or more other economies.
In other cases the possibility of benign experimenting with trade
liberalisation in the form of a free-trade agreement is a strong
attraction.

The negotiating process

The negotiating mandate

Usually the first step to be addressed by an economy in any
negotiating process leading to a free-trade agreement is for the
negotiators to secure a negotiating mandate. This mandate
describes what must be covered, and in some cases, what may be
covered, by the negotiations. In most cases, the initial mandate is
defined fairly broadly since economies wusually aim for
comprehensive free-trade agreements. In any case, the mandate
tells the negotiators whether they can negotiate on goods, services
and investment, and what their broad objectives in each of these
areas should be.

Economies tend to have established procedures for defining
their negotiating objectives. In Australia’s case, for example,
government departments prepare a submission to Cabinet which
sets out options and makes recommendations. This process can
take several weeks. Cabinet then considers this submission and
makes its decision. One effect of this process is that the negotiating
objectives are tailored for each proposed negotiation.

Once the negotiations are under way and the ambit of possible
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outcomes becomes clearer, these negotiating objectives are then
often refined through the repeat of the cabinet submission process.
In the course of a complex negotiation, this process may be
repeated several times. In this way, the negotiating mandate gets
redefined from time to time. Sometimes it gets broader as the
negotiations proceed. As noted elsewhere, what seems difficult at
the start can turn out to be quite manageable later on. Most
economies have processes of this kind, though the details will differ.

The United States has a quite different process. There, Congress
gives the President a negotiating mandate in the form of the Trade
Promotion Authority (TPA). This used to be known as fast-track
authority. The current TPA gives the United States negotiators a
mandate which ranges from quite broad provisions (e.g. to obtain
more open, equitable, and reciprocal market access) to fairly precise
ones (e.g. to promote universal ratification and full compliance with
ILO Convention No. 182 Concerning the Prohibition and Immediate
Action for the Elimination of the Worst Forms of Child Labour).
United States negotiators must address each of the negotiating
objectives listed in the TPA. The only flexibility they have is in the
interpretation of some of the objectives. Intensive liaison takes place
during the negotiations with congressional committees and
representatives over the progress of the negotiations. Once the
negotiations are over, Congress examines the draft agreement in
the light of the negotiating mandate. It then either approves or votes
down the text. It does not propose amendments.

Putting together a team

Another thing to do in the negotiating process is the assembly of
a negotiating team. This can be done in more than one way.
However, the overall approach taken by economies tends to show
many similarities. For example, they usually appoint a chief
negotiator, drawn from the department or ministry responsible for
that economy’s trade negotiations. This person then becomes
responsible for progress on the entire agreement. He or she may
also be the main conduit for contact with ministers, senior
representatives of the private sector and heads of non-
governmental organisations.

Whether the chief negotiator also takes charge of one or more
subject areas, such as market access for goods, will depend on the
magnitude and complexity of the negotiations and on the
customary way of an economy’s management of negotiations. It is
usual to appoint a deputy chief negotiator, especially when it is clear
that the negotiations will be substantial.

The chief negotiator is usually assisted by lead negotiators who
will look after one or more of the chapters of the proposed
agreement. Services and investment sometimes have separate lead
negotiators, partly because of the complexity of the subjects, and
partly because domestic responsibility for these areas often does
not lie with trade ministries. Services negotiations especially may
impinge on the responsibilities of many ministries, such as
education, justice, finance, communications, transport, etc. An issue
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to be considered, however, is that a free-trade agreement is an
instrument promoting international economic relations, and its
contents have to be approached from that perspective.

These ministries in most cases have well-established channels
of communication with the private sector which can be used to
support the efficient conduct of the negotiations. No two
negotiations are the same, and the number of lead negotiators and
their responsibilities will depend largely on the substance of the
negotiations.

Preparing for the negotiations and ensuring that positions are
understood and the right arguments developed requires a major
effort. This places considerable demands on the chief negotiator
and his or her communications skills.

Negotiating teams will need to be arranged around the lead
negotiators. These teams usually consist of experts in their areas as
well as generalist officers. The number and composition of these
teams will probably change during the negotiations. This is because
negotiations on some chapters finish early. In other cases, the
teams have to deal with quite specific issues which call for the use a
different kind of expert.

Regardless of the necessity of such changes, a negotiating
economy should aim to keep the core members of negotiating
teams unchanged as much as possible. This applies especially to
leaders. Their ability to recall the negotiating history of the
agreement will always be welcome, and at times it will be essential.
The chief negotiator's position should change only when this
becomes absolutely unavoidable. Achieving this desirability is made
easier by the fact that free-trade negotiations are typically concluded
within two years.

Another important aspect of assembling a team is the need to
ensure that it has funding for the conduct of the negotiations.
Money will be required for intensive domestic and international
travel by sometimes quite large teams. It may also be necessary to
hire negotiating venues and, in some cases, to employ interpreters
and translators. Negotiations for a free-trade agreement typically
last for between one and two years. The budget cycle in some
economies is, however, one year only. If this is the case, the
negotiators must therefore ensure that their requirements are
included in relevant funding bids.

The negotiating process

Most negotiating processes consist of plenary meetings and
many informal meetings. The plenary should only be used to adopt
decisions and to keep the various teams informed of progress in
other parts of the negotiations.

Plenaries are quite unsuitable for resolving problems, but they
can be used to explain to all participants in the negotiations where
difficulties remain unsolved and what the possible solutions may be.
That is, the plenaries perform the major role of promoting
transparency of the negotiations. Plenaries should accordingly be
kept short, and they should be relatively infrequent, at least
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compared to the number of informal meetings.

It is usually much more convenient to have the specifics of
problems discussed in small groups of people with a real interest in
resolving them. Many issues in the negotiations will be difficult.
Some will arise in the first meeting, and they will accompany the
negotiators right up to the last moment.

All negotiators hope that they will be given enough time to
produce a quality agreement. Many of them are put in a position
from the start where they cannot afford to waste any time at all. Of
course, if the timetable is too short, the danger exists that some
important issues will not be considered adequately. The other side
of the coin is that the expectation of ample time tends to encourage
a feeling that there is plenty of time to get the job done. Chances are
that this assumption will be wrong. Whatever the time span for the
completion of the negotiations is, practice has shown that they will
always fill up the time available.

Deciding the content of the negotiations

The parties to the negotiations usually start with developing a
timetable for the negotiating sessions and a set of principles which
will broadly govern the conduct and content of the negotiations.
These principles have to be detailed enough to offer genuine
guidance. At the same time, they have to be flexible enough to be
able to accommodate easily any changes to whatever plans may
have been formed.

Where there is a disagreement over including an issue in the
negotiations, it is almost invariably better to start with agreeing that
everything is on the table. It may well be that in some cases
agreement to complete negotiations on a given issue is in the end
not possible, and that the parties then decide to leave things for
resolution at another time. That decision should, however, be made
only after the available options have been explored thoroughly.

The outlook towards the end of the negotiations for resolving
things is often quite different to what it was at the start. What may
have been viewed as a major problem can turn into a routine matter
once it is seen in the context of progress elsewhere in the
negotiations. Of course, the reverse is also true.

Early harvests

Sometimes the suggestion of an early harvest arises. The
general idea of an early harvest is to agree quickly on areas where
fast progress is possible, to reach agreement expeditiously and to
implement the results there and then to the extent that this is
possible. It all sounds attractive enough, but there are dangers in
proceeding in this way.

Doing the easy things first does not necessarily help with
solving the difficult ones. In some cases there will be little
agreement on what constitutes an easier or more attainable target.
Even where this has been worked out, it can leave the negotiators in
a position where they have fewer options to bring about balanced
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results much later in the negotiations in the more difficult areas.
Another problem is that the timetable for the negotiations may
make an early harvest quite impractical. Also, agreement too early
may make progress in related areas more difficult because it may
turn out to be necessary to undo agreement made under the early
harvest. For all of these reasons, many economies do not favour
early harvests in free-trade negotiations.

Of courseg, it is sometimes possible to finish work on a chapter
quite early in the negotiations. In such a case, the best way to
proceed is to agree on the result, subject to changes that may
become necessary because of progress in other areas. When this is
clearly understood by both sides, there should not be any adverse
effect on progress in the negotiations.

Annexes, schedules and side letters

We have already mentioned that schedules and annexes make
up a large apart of most free-trade agreements. Preparing these also
takes time, and work on them should start as early as possible.
These schedules contain the detail of the obligations the parties
have taken on, and they are important. The work on these schedules
is not necessarily glamorous, and it usually takes up a lot of time.
However, negotiators make things much easier for users of the
agreement by ensuring that the schedules are accurate and
allocating sufficient time to their drafting.

Side letters and other arrangements will inevitably be part of a
comprehensive agreement. In Chapter 11 we explain their use and
form in more detail. The point to remember at this stage again is
that they need drafting and clearing, and this can take time.

The need for an indicative timetable

An indicative timetable for the negotiations is necessary for the
good management of the process. The negotiating sessions must be
spaced at sufficiently long intervals to allow negotiators to obtain
ministerial guidance, to conduct consultations with interested
organisations and to prepare for the next round. Intervals of about
two months sound about right. Longer intervals may be necessary if
several economies negotiate with each other. If the intervals are
spaced too far apart, the possibility of a loss of momentum cannot
be disregarded. If they are too short, it may not be possible to
conduct the necessary consultations.

By the second half of the negotiating term some rapid
adjustments to the timetable may be necessary. For example, the
likelihood will grow that frequent small informal meetings will have
to be held. Face-to-face meetings put an additional burden on the
chief negotiator’'s coordinating functions, and it may also have
implications for the financial aspects of the negotiations. Some of
these financial burdens can be reduced through calling
teleconferences and video-conferences.

Be prepared for that final mammoth negotiating session. It
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seems that few negotiations have been concluded without meetings
going virtually non-stop for several days. As the days go on,
however, the level for making decisions will creep up and the areas
of disagreement will become quite narrow. Final decisions are
mostly made by ministers and sometimes even by leaders.
Completing the agreement

You may think that it is rather early to think about the steps
needed to complete agreement before the negotiations have even
begun. On the contrary, this is the time to take a first look at the
procedures needed to get there. Knowing what is required will
almost certainly give you useful hints for the timing and
management of the negotiations. In Chapter 12 we give a more
detailed outline of them.
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2. The APEC best-practice principles

Aiming to produce the best possible agreement

The APEC best-practice principles for RTAs/FTAs are not binding on
economies. But they will assist any economy seeking to negotiate an
ambitious, outward-looking agreement consistent with the WTO rules
and disciplines and the APEC goals and principles.

APEC Economic Leaders adopted a set of best-practice principles
for free-trade and regional trade agreements at their meeting in
Santiago on 20 and 21 November 2004.

These principles are meant to help APEC economies negotiate
high-quality free-trade agreements designed to promote regional
economic integration. The principles are not binding. Neither are
they guidelines for economies for the content of a prospective
agreement.

The purpose of the best-practice principles is to remind
economies that if they intend to include certain provisions in an
agreement, APEC best practice suggests that this could be done in a
preferred manner.

The full text of the set of principles is:
Best Practice for RTAs/FTAs in APEC'

RTAs/FTAs involving APEC economies can best support the
achievement of the APEC Bogor Goals by having the following
characteristics:

Consistency with APEC Principles and Goals

« They address the relevant areas in Part | (Liberalisation and
Facilitation) of the Osaka Action Agenda (OAA), and they are
consistent with its General Principles. In this way they help to
ensure that APEC accomplishes the free trade and investment
goals set out in the 1994 Bogor Leaders Declaration.

» They build upon work being undertaken by APEC.

» Consistent with APEC goals, they promote structural reform
among the parties through the implementation of transparent,
open and non-discriminatory regulatory frameworks and
decision-making processes.

Consistency with the WTO

e They are fully consistent with the disciplines of the WTO,
especially those contained in Article XXIV of the GATT and

' Regional Trade Arrangements (RTAs), Free Trade Agreements (FTAs, and
other Preferential Arrangements
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Article V of GATS.

*  When they involve developing economies to whom the Enabling
Clause applies, they are, whenever possible, consistent with
Article XXIV of the GATT and Article V of the GATS.

Go beyond WTO commitments

* In areas that are covered by the WTO, they build upon existing
WTO obligations. They also explore commitments related to
trade and investment in areas not covered, or only partly
covered, by the WTO. By doing so, APEC economies are in a
better position to provide leadership in any future WTO
negotiations on these issues.

Comprehensiveness

* They deliver the maximum economic benefits to the parties by
being comprehensive in scope and providing for liberalisation in
all sectors. They therefore eliminate barriers to trade and
investment between the parties, including tariffs and non-tariff
measures, and barriers to trade in services.

» Phase-out periods for tariffs and quotas in sensitive sectors are
kept to a minimum, and take into account the different levels of
development among the parties. Thus, they are seen as an
opportunity to undertake liberalisation in all sectors as a first
step towards multilateral liberalisation at a later stage.

Transparency

By making the texts of RTAs/FTAs, including any annexes or
schedules, readily available, the parties ensure that business is
in the best position to understand and take advantage of
liberalised trade conditions. Once they have been signed,
agreements are made public, in English wherever possible,
through official websites as well as through the APEC Secretariat
website.

» Member economies notify and report their new and existing
agreements in line with WTO obligations and procedures.

Trade facilitation

* Recognising that regulatory and administrative requirements
and processes can constitute significant barriers to trade, they
include practical measures and cooperative efforts to facilitate
trade and reduce transaction costs for business consistent with
relevant WTO provisions and APEC principles.

Mechanisms for consultation and dispute settlement

» Recognising that disputes over implementation of RTAs/FTAs
can be costly and can raise uncertainty for business, they
include proper mechanisms to prevent and resolve
disagreements in an expeditious manner, such as through
consultation, mediation or arbitration, avoiding duplication with
the WTO dispute settlement mechanism where appropriate.
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Simple rules of origin that facilitate trade

To avoid the possibility of high compliance costs for business,
rules of origin (ROOs) are easy to understand and to comply
with. Wherever possible, an economy’s ROOs are consistent
across all of its FTAs and RTAs.

They recognise the increasingly globalised nature of production
and the achievements of APEC in promoting regional economic
integration by adopting ROOs that maximise trade creation and
minimise trade distortion.

Cooperation

They include commitments on economic and technical
cooperation in the relevant areas reflected in Part Il of the OAA
by providing scope for the parties to exchange views and
develop common understandings in which future interaction will
help ensure these agreements have maximum utility and benefit
to all parties.

Sustainable development

Reflecting the inter-dependent and mutually supportive linkages
between the three pillars of sustainable development -
economic development, social development and environmental
protection — of which trade is an integral component, they
reinforce the objectives of sustainable development.

Accession of third parties

Consistent with APEC’s philosophy of open regionalism and as a
way to contribute to the momentum for liberalisation
throughout the APEC region, they are open to the possibility for
accession of third parties on negotiated terms and conditions.

Provision for periodic review

They allow for periodic review to ensure full implementation of
the terms of the agreement and to ensure the terms continue to
provide the maximum possible economic benefit to the parties
in the face of changing economic circumstances and trade and
investment flows. Periodic reviews help to maintain the
momentum for domestic reform and further liberalisation by
addressing areas that may not have been considered during the
original negotiations, promoting deeper liberalisation and
introducing more sophisticated mechanisms for cooperation as
the economies of the parties become more integrated.
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3. The multilateral rules for free-trade
agreements

Negotiating a free-trade agreement that satisfies all
the rules
Free-trade agreements have to meet not only the WTO rules and
disciplines and the APEC principles and goals. They may also have to

satisfy many other international requirements contained in
multilateral conventions.

A superficial examination of free-trade agreements, both
concluded and proposed, might suggest that there is much
uniformity among them. A closer inspection shows, however, that
superficial resemblances can hide deep differences in approach and
ambition. In this chapter we therefore explore the rules under which
free-trade are concluded.

The internationally-agreed rules for the content of free-trade
agreements fall mainly under the purview of the World Trade
Organization (WTQ). At first glance they seem to be surprisingly
simple. On a closer inspection, however, it turns out that some of
these provisions are quite difficult to interpret in precise legal terms.
This can lead to quite unprofitable discussions. One thing worth
remembering in such situations is that a free-trade agreement is an
instrument designed to liberalise trade between the parties. It is not
an instrument for managing their trade or isolating sensitive sectors.

The rules for trade in goods can be found in Article XXIV of the
General Agreement on Tariffs and Trade (GATT) and the rules for
services in Article V of the General Agreement on Trade in Services
(GATS). The text of these articles is reproduced in appendixes 1 and
3, respectively. Appendix 2 contains the Uruguay Round
Understanding on the Interpretation of Article XXIV of the General
Agreement on Tariffs and Trade 1994 which gives greater precision
to some of the provisions in Article XXIV.

Developing economies can also negotiate preferential trade
arrangements among themselves under the more flexible
provisions of the Enabling Clause. This option is not available when
developing economies negotiate free-trade agreements with
developed economies. The point of all of these provisions (GATT
Article XXIV, GATS Article V and the Enabling Clause) is that they
permit departures from the non-discriminatory rules of the WTO.

The parties to a free-trade agreement can in fact determine to a
considerable extent themselves what the content of the agreement
should be, as long as the outcome is in conformity with the WTO
rules.

This is a good place for reminding oneself that all the rights and
obligations making up a free-trade agreement apply equally to the
parties and their traders, unless a specific exemption or derogation
has been drafted. A rule denying exporters of the other party a right
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denies the same right to the exporters of one’s own party.
Restrictions, as much as liberalisation, apply both ways.
Free-trade areas for goods

Article XXIV of the GATT defines a free-trade area as

* a group of two or more customs territories in which the duties
and other restrictive regulations of commerce . . . are eliminated
on substantially all the trade between the constituent territories
in products originating in such territories.

The concepts used in this definition are of differing levels of
clarity. The concept of a “customs territory” is, of course, not
controversial. The GATT defines it as “any territory with respect to
which separate tariffs or other regulations of commerce are
maintained for a substantial part of the trade of such territory with
other territories”. Within APEC the extent of a customs territory
coincides with the territory of a member economy. The meaning of
“duties” also is quite clear. Duties are the charges levied by
customs authorities at the border when the good is imported. In
other words, this is the tariff.

Box 3.1: Creating a free-trade area for goods:
the procedural steps under GATT Article XXIV

The steps required under the GATT for the conclusion of a free-trade
agreement can be summarised as follows:

. creation of a free-trade area consisting of two or more customs
territories

. creation of a mechanism in the form of rules of origin for deciding
what goods will be considered by the participating customs
territories as products originating in the other participating
customs territories

. eliminate duties and other restrictive regulations of commerce on
substantially all the trade in goods deemed to be originating
products

. ensure that in performing the above steps barriers against third
parties are not increased

. notify the WTO promptly of any decision to enter into a free-trade
agreement.

The concepts of “other restrictive regulations of commerce” and
“substantially all the trade” are more difficult. They remain largely
undefined in formal terms. Numerous debates and proposals in the
WTO have not brought the international community much closer to
a common understanding of them. The following brief discussion
indicates some of the difficulties.

What is meant by “substantially all the trade”?
We can take it that everyone agrees that “substantially all the
trade” does not mean “all the trade”. We can also say confidently
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that over the five decades since the conclusion of the first free-trade
agreements in the 1950s and the negotiation of agreements now the
gap between “substantially all” and “all” has narrowed
considerably. Economies are now much more aware of the benefits
of trade liberalisation, and on the whole they have become more
ambitious.

Coverage of about 70% of trade would have seemed reasonable
to many in the 1960s. Today a widely accepted view is that an
agreement covering less 90% of trade is flawed. There is less
agreement, however, on how this should be calculated. To consider
existing trade only would be flawed since high tariffs or stringent
tariff rate quotas are certain to restrict trade. A better measure
would therefore be the amount of potential trade, but this raises
other methodological difficulties. Some have suggested that a
calculation of “substantially all the trade” should consider not only
trade flows but also the number of tariff lines involved. Certainly, a
criterion consisting of actual trade and the tariff lines involved
would take us a long way towards a more objective standard.

A solution to this question will not be easy to find. Negotiators
of free-trade agreements should bear in mind, however, that the
benefits of an agreement will be maximised through the greatest
possible coverage of trade in goods.

The trend towards a more ambitious interpretation of
comprehensiveness is also shown, for example, in the
Understanding of the Interpretation of Article XXIV of the General
Agreement on Tariffs and Trade 1994 which is part of the Uruguay
Round outcomes. In this instrument WTO members agreed that the
contribution of free-trade agreements to the expansion of world
trade through closer economic integration would be “diminished if
any major sector of trade is excluded”. Observance of this
Understanding will assist a larger coverage of trade by an
agreement. The APEC best-practice principles, listed in Chapter 2,
also seek to promote comprehensiveness.

The question of the ambit of “other restrictive regulations of
commerce” also remains unresolved. Analysing their ambit would
take us well into considering the rationale for non-tariff measures
and a discussion of the distinction between non-tariff measures and
non-tariff barriers. Such a discussion would have to recognise, inter
alia, that without a system of predictable rules, many of them
expressed in the form of non-tariff measures, international trade
would be much more difficult to conduct. The outlook for a
convergence of views on the interpretation of “other restrictive
regulations of commerce” is at this stage unclear. This, however, is
not the place for entering into a debate about the meaning of these
concepts. The proper forum for doing so is the WTO.

In any case, free-trade negotiators usually have to honour quite
strict time limits to complete the text of an agreement, and there are
indications that the multilateral debate on these issues has some
way to go. For the time being, therefore negotiators have no choice
but to be as ambitious in defining the boundaries of these disputed
concepts as conditions in the partner economies permit.
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The meaning of Article XXIV in relation to tariffs is clear. It
speaks of their elimination. It does not mention “reduction” or other
words that would imply end points somewhere between the current
tariff and a zero tariff. Article XXIV also accepts that in some cases
immediate elimination of tariffs is not possible, and that a phase-out
timetable may be required.

Article XXIV:6 must also be borne in mind. It provides the basis
for requests for compensation by third parties if the parties to a
preferential trade agreement raise some of their tariffs towards non-
parties as part of their negotiation. This is more likely to be the case
when a customs union is formed or enlarged because the parties
need to harmonise their tariffs towards non-members. (Chapter 1
contains a brief description of a customs union). If, for example, the
members decide to use the highest tariff applied by any of them as
the basis of the harmonisation, this will increase the tariff towards
third parties. If the third parties decide to seek compensation, the
result will be a further set of negotiations under the WTO rules.

The final concept in Article XXIV is that tariffs only have to be
eliminated in respect of goods originating in the customs territories
making up the free-trade areas. In other words, rules of origin have
to be drafted to enable the easy identification of such goods. The
issues relating to preferential rules of origin are now well
understood. Negotiating them can of course be quite challenging.
Also, disagreements may arise later they have to be interpreted.

Interim agreements

GATT Article XXIV mentions the possibility of concluding
interim agreements leading to free-trade areas or customs unions. It
does not specify what the contents of an interim agreement might
be beyond noting that any such agreement must include a plan and
schedule for the formation of a free-trade area or a customs union
within a reasonable time and that it must be notified to the WTO.

In a strict sense every free-trade agreement under which tariffs
are eliminated over several years is an interim agreement. Also,
some economies prefer to start with concluding a framework
agreement setting out in detail the objectives and disciplines of the
prospective free-trade agreement. They then conduct tariff, services
and investment negotiations once the framework agreement is in
force. Such a framework agreement could also be considered an
interim agreement.

Chapter 4 covers some negotiating issues related to trade in
goods, and Chapter 5 deals with rules of origin in more detail.

The Enabling Clause

The Enabling Clause, formally the Decision on Differential and
More Favourable Treatment, Reciprocity and Fuller Participation of
Developing Countries, was adopted by the members of the GATT
(General Agreement on Tariffs and Trade) on 28 November 1979 as
part of the Tokyo Round outcomes.
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The Enabling Clause enables developed countries to accord
more favourable treatment to developing countries without
according such treatment to other countries. It is therefore, as
already noted, a departure from Article | of the GATT (General Most-
Favoured-Nation Treatment). The Enabling Clause applies, among
other areas, to preferential trade arrangements between developing
countries. It enables them to be more flexible in terms of sectors
covered and tariff elimination or reduction than would be possible
for agreements between developed countries. For example, they
can enter into partial-scope agreements which cover some sectors
only.

Some argue that the Enabling Clause applies to free-trade
agreements developing economies are negotiating with developed
countries. This is not the case. The Enabling Clause only refers to
preferential arrangements between developing countries. It is silent
on the question of a mixed membership. The Enabling Clause,
however, refers to trade negotiations more generally where
developing countries are not expected to match the commitments
made by developed countries, but the context makes it clear that
this means to multilateral negotiations.

Box 3.2: The Enabling Clause: application to free-trade
agreements

The relevant parts of the Enabling Clause read as follows:

1. Notwithstanding the provisions of Article | of the General
Agreement, contracting parties may accord differential and more
favourable treatment to developing countries, without according such
treatment to other contracting parties.

2. The provisions of paragraph 1 apply to the following:

(c) Regional or global arrangements entered into amongst less-
developed contracting parties for the mutual reduction or
elimination of tariffs and, in accordance with criteria or conditions
which may be prescribed by the CONTRACTING PARTIES, for the
mutual reduction or elimination of non-tariff measures, on products
imported from one another.

The result of free-trade negotiations must always be the
elimination of tariffs, either on entry into force of the agreement or
in stages. How this is done depends on the views of the negotiating
parties. It is usually possible to reach agreement on phasing where
this is necessary. In any case, few developed countries would ever
expect exact reciprocity in their negotiations with developing
countries.

One more point to consider is that free-trade agreements with
developing and developed economy members will be examined by
the WTO Committee on Regional Trade Agreements (CRTA) under
the rules of GATT Article XXIV. Developed economies are therefore
required to show that their agreements meet these standards.
Agreements between developing countries are examined in the
Committee on Trade and Development under the more lenient
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standards of the Enabling Clause.
Free-trade in services

The WTO rules for creating free-trade agreements for services
are listed in Article V of the GATS where they are called economic
integration agreements, (see Appendix 3 for the complete text of
this Article). They follow the pattern developed for trade in goods,
but with important differences. One of the most important is that
there is no mention of eliminating regulatory measures altogether.
In other words, this Article also recognises that governments have
the right to regulate their economies. Instead, Article V requires the
elimination of existing discriminatory measures and a prohibition of
new or more discriminatory ones. Since measures governing trade
in services are usually expressed in the form of laws, regulations,
etc., Article V can be satisfied by the removal of discriminatory
treatment of foreign suppliers. That is, national treatment is
required. But the regulation itself could remain. This is often
overlooked by those commenting on the impact of free-trade
agreements on the ability of governments to regulate their
economies.

Article V also requires that a free-trade agreement has
substantial sectoral coverage, expressed in terms of numbers of
sectors, volume of trade affected and modes of supply (i.e. the way
services are delivered). As in the case of “substantially all the trade”
in the goods sector, “substantial sectoral coverage” in the services
sector is not defined exactly. A footnote to Article V specifies,
however, that “substantial sectoral coverage” is to be understood in
terms of number of sectors, volume of trade affected and modes of
supply. It adds that agreements, if they are to meet this condition,
should not provide for the exclusion a priori of any mode of supply.
(Chapter 7 contains a description of the modes of supply as defined
under the GATS.)

One WTO condition for free-trade agreements in services is that
they may not result in a higher overall incidence of barriers towards
non-members. This is more likely to occur in the case of an
economic union because of the concurrent harmonisation of some
regulations among members of the union and a similar
harmonisation of some regulations aimed at governing the entry of
foreign service suppliers and their services. If significant changes
occur, WTO members affected by them may seek compensation or
even withdraw some of their MFN commitments. This would then
lead to another set of negotiations, but this time in the WTO.

Box 3.3: Free-trade agreements in services:
the WTO requirements
WTO members may enter into an agreement to liberalise trade in
services through a free-trade agreement if the agreement:

¢ has substantial sectoral coverage, expressed in terms of numbers of
sectors, volume of trade affected and modes of supply;
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¢ eliminates or eliminates substantially discrimination in national
treatment in the sectors covered and/or

¢ prohibits new or more discriminatory measures in these sectors;
and

¢ does not raise barriers against non-members.
¢ Atimetable can be established for eliminating discrimination.

« Measures concerning payments and transfers, safeguarding the
balance of payments, general exceptions and security exceptions
may be maintained.

Members of a free-trade area in services conforming with the
requirements of GATS Article V are entitled to discriminate against
services and suppliers of services from non-member economies, but
there is one important exception. A service supplier from a third
country incorporated in one of the parties to the free-trade
agreement will also enjoy preferential treatment within the free-
trade area as long as it engages in substantive operations within the
territory of the parties. If the agreement involves developing
countries only, they may continue to give better treatment to firms
owned or controlled by their own nationals.

Finally, WTO member countries concluding free-trade
agreements in services must notify these agreements, enlargements
of them or significant changes to them to the WTO Council for Trade
in Services. The Council then examines these notifications for their
conformity with the WTO rules. This is a rigorous process which
requires extensive preparatory work.

Box 3.4: GATS Article V: developing-country
provisions

The GATS provisions for developing countries participating in free-trade
areas are more lenient than those for developed countries:

« when developing countries enter into agreements with developed
countries, they have more flexibility in terms of substantial
coverage and the extent to which they must eliminate
discriminatory measures; and

« agreements consisting entirely of developing countries may grant
more favourable treatment to firms owned or controlled by natural
persons from the parties.

Chapter 7 deals in more detail with some of the negotiating
issues that arise in the case of services.

Investment

It is becoming increasingly clear that, as tariff barriers are
lowered or eliminated, the importance of foreign investment as a
driver of economic integration is growing. Indeed, under some free-
trade agreements the promotion of increased investment flows now
outweighs the prospective gains from tariff elimination.

Many agreements contain chapters on investment. Most of
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these cover both liberalisation of investment regimes and the
promotion and protection of investments. There are not as yet any
multilaterally-agreed rules on investment. This means that
economies have considerable freedom in designing these chapters.
Nevertheless, as in the case of services, agreements normally seek
to eliminate discrimination between foreign and domestic investors.

In addition, many other common features have emerged. This is
particularly the case with rules relating to investment promotion
and protection. The text of such agreements in many respects is
close to standardised. Accordingly, this part of an investment
chapter should not be all that hard to negotiate.

The difficulties increase considerably, however, in the case of
liberalisation of investment rules. Economies have not vyet
developed concepts of sufficiently general application for this
purpose.

Chapter 8 deals in more detail with the contents of investment
chapters.

Notifying the agreement to the WTO

We have mentioned that WTO members negotiating free-trade
agreements or customs unions must notify these agreements to the
WTO where they are examined by the Committee on Regional Trade
Agreements (CRTA). The aim of this examination is to promote
high-quality free-trade agreements that are fully consistent with the
WTO rules and disciplines.

These examinations are quite rigorous. It is usual to lodge an
explanation of the legal text together with the text. Members then
examine the agreement and submit written questions. The partners
to the free-trade agreements are expected to treat these questions
seriously and to answer them to the best of their ability. At the
meeting itself, the answers to the written questions frequently lead
to oral follow-up questions. Members of negotiating teams are likely
to become involved in the examination also.

Box 3.5: The WTO Committee on Regional Trade
Agreements
The WTO Committee on Regional Trade Agreements (CRTA) was
established to ensure that preferential trade agreements concluded by
WTO members meet the criteria established by the WTO. Its terms of
reference are:

e to carry out examinations of bilateral and regional preferential trade
agreements and report on them;

¢« to consider how the required reporting on the operation of the
regional agreements should be carried out;

¢ the develop procedures to facilitate and improve the examination
process; and

+ to consider the systemic implications of regional agreements for
the multilateral trading system.
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4. Trade in goods

What is the purpose of the provisions on trade in
goods?
At a minimum, the provisions on trade in goods

« define the geographical area benefiting from preferential market
access;

e establish a system of rules of origin to determine whether a good
receives preferential market access;

* define the tariff lines on which all duties have been eliminated on
entry into force of the agreement;

¢ setout a phase-in schedule for tariffs to be eliminated in stages;

e prescribe the approach of the parties to the use of trade remedies;
and

« outline the procedures to be followed by customs authorities when
they deal with goods imported from within the free-trade area.

The tariff negotiations, together with the rules of origin, often
are the most difficult part of the negotiations under the chapter on
trade in goods. This is often the case even when tariffs are already
very low. This chapter explains what the problems are, and how a
solution to some of them might be found.

Some free-trade agreements, such as the Agreement between
New Zealand on Singapore Closer Economic Partnership (ANZSCEP)
and the Singapore—-Australia Free Trade Agreement (SAFTA) have
eliminated all tariffs on products originating from the parties from
the date of entry into force. This is the most efficient and most
beneficial way to achieve a result, but for many negotiations this is
not an option in the face of demands by some industries for time to
adjust to the zero tariff.

Elimination of tariffs

Article XXIV of the GATT requires, however, the elimination of
tariffs on substantially all the trade on products originating in the
partners to the agreement. Finding acceptable procedures for
achieving this can pose a challenge to negotiators. It is therefore
advisable to find the common ground on how to proceed through
the exploration of a suitable negotiating framework.

The Harmonised System

The usual basis for the negotiation of tariff elimination is the
Harmonised Commodity Description and Coding System, developed
and maintained under the auspices of the World Customs
Organization (WCO). This system is more commonly known as the
Harmonised System or simply HS. The large number of economies
using this system for their customs administration ensures that
there is a common starting point in most cases for comparing tariff
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rates.

The Harmonised System consists of 97 chapters which are
divided into headings and sub-headings. These are common to all
users. Chapters are numbered with two digits (e.g. 01), headings
with four digits (e.g. 0101) and sub-headings with six digits (e.g.
010110). The number of digits therefore always indicates clearly
how a tariff item fits into the hierarchy of the Harmonised System.

Box 4.1: The hierarchy of the Harmonised System

The Harmonised System is organised into chapters (2-digit level),
headings (4-digit level) and sub-headings (6-digit level). Here is an
example:

18 Cocoa and cocoa preparations
1806 Chocolate and other food preparations containing cocoa

180610 Cocoa powder, containing added sugar or other sweetening
matter.

Economies sometimes find it convenient to divide the sub-
headings further into split sub-headings which sometimes go up to
eleven digits. Split sub-headings are specific to the economy that
creates them. Hence, even if two economies split a sub-heading
further and gave the resulting item an identical number, chances
would be that the goods bearing that number would not be the
same. This is a complication, but it can be surmounted through the
use of up-to-date tariff schedules and an understanding between the
negotiators how the split sub-headings are to be dealt with.

The choices are that sub-headings are automatically assumed to
cover split sub-headings, or that split sub-headings are considered
to require specific attention. This is important because the rate of
duty for split sub-headings is often higher than that for the sub-
heading itself. The existence of split sub-headings often in facts
point to possible negotiating difficulties because they may owe their
origin to sectoral pressures.

Which tariff to use?

At the outset negotiators have to decide whether to use the
bound tariffs (i.e. the tariff rates inscribed in the tariff schedule
lodged with the WTO as being subject to a contractual ceiling) or the
applied tariffs (i.e. the tariff rates actually levied by the customs
authorities when the goods are imported). The difference between
bound and applied rates can be considerable. Use of the bound rate
would often suggest massive tariff reductions when in fact the
applied rate may be at zero.

Most negotiators agree to use the applied rates in force on a
certain date. They are often much lower than the bound rates. They
reflect more accurately the needs of producers and consumers, and
they also give a better indication of the adjustment to be made as a
result of the negotiations. A third point is that the partners to a free-
trade agreement expect to gain substantive market access benefits
from the agreement, and this is done more effectively through
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starting with applied tariffs.

There are suggestions sometimes that developed economies
should use their GSP (Generalised system of Preferences) rates as
the basis of the negotiations. This raises practical difficulties in that
GSP do not apply to all tariff rates and, in some cases, they may not
be the same for individual economies. It is therefore customary to
use the MFN rate.

How to identify tariffs for elimination?

The Harmonised System has more than 9,000 six-digit headings.
Going through them one by one would be an inordinately time-
consuming task. Negotiators therefore tend to look for formula
methods to speed up the process. The easiest of these are:

» decide as first step whether the applied (preferably) or the
bound tariffs of an economy at a certain date, often the date the
negotiations are announced, are the starting point for all tariff
negotiations;

e agree that all tariffs bound at zero will stay that way, and that
they will not be considered further in the negotiations; raising
them would in any case become troublesome because other
WTO members could seek compensation, this initiating an
unrelated negotiation;

» agree that all tariffs bound above zero, but with an applied rate
of zero, will be eliminated from the entry into force of the
agreement;

» agree that all tariff lines for goods entering at zero under
temporary concession schemes, autonomous tariff quotas and
the like, will also be eliminated from the entry into force of the
agreement; and

e agree that all applied tariff rates of 5% or less will be eliminated
on entry into force of the agreement.

Tariff structures and economies differ. The approach given
above does not suit all of them. Such an approach, where it seems
practical, will in many cases remove the greater part of tariff lines
from further consideration. The negotiators can then direct their
attention to the remaining tariffs, many of which usually turn out
not be controversial at all.

No single approach to tariff elimination is correct. Much
depends on the sectors in which the tariffs are to be eliminated.
Sometimes the higher tariffs are concentrated in one or two sectors,
such as textiles, clothing and footwear (TCF) and agriculture. Some
economies prefer in their negotiations to group tariffs into roughly
similar levels and then identify a suitable method for eliminating
them. The result of such an approach may be a phase-out schedule.
Remember that the WTO rules require that no sector is exempt from
liberalisation.

The solution to a situation where tariff elimination would cause
hardship in an industry or occupation in some cases lies in adopting
a structural adjustment 