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3 THEORETICAL BACKGROUND 

 

3.1 WHAT IS FREE TRADE? 

The term “free trade” apparently originated at the end of the sixteenth century in 

parliamentary debates over foreign trade monopolies. In England, royal grants giving select 

merchants the exclusive privilege to engage in trade with a particular region of the world dates 

back to the thirteenth century. The term “free trade” initially carried a different meaning than 

what we now attach to it. “A free trade” was commercial activity in which entry was 

unrestricted, where the liberty of the merchant to participate in trade was unhindered by 

exclusionary guild regulations or government grants of monopoly rights and privileges. Calls 

for “a free trade” — or more precisely, “freedom to trade” — arose in an antimonopoly  

movement opposed such government restraints on either domestic or foreign commerce. This 

movement was geared exclusively toward freeing trade from medieval controls and 

establishing the right to carry on trade without official permission or approval, and decidedly 

not in the abolition of import tariffs and the like. 

 

Support for free trade, defined as the absence of protectionist trade policies that discriminated 

against foreign goods, emerged in several ways in reaction to the mercantilist doctrine (Irwin 

1996).  



 
 

Chapter 3: Theoretical Background 

 29 

According to Dunkley (2004) free trade is the absence of artificial barriers to the free flow of 

goods and services between countries. There are five types of barrier to trade in goods and 

services: 

1. Natural barriers: transport and communication costs, physical distance, 

geographical impediments (mountain, terrain, etc). 

2. Cultural barriers: language, traditions, negative attitudes to traiding or foreign 

contacts and divergent commercial practices. 

3. Market barriers: Imperfect competition, market-sharing tactics, monopolistic or 

oligopolistic strategic trading. 

4. Policy barriers: tariffs (customs duties); quotas or import licensing; subsidies to 

local production; import bans; export promotion schemes; and a wide range of 

‘non-tariff’ barriers such as administrative technicalities and ‘voluntary export 

restraints’. 

5. Service regulations: trade in services is said to be constrained by national 

regulations such as bans or limits on entry of foreign providers, restrictions on the 

operations of foreign providers or limits on the movement of foreign service 

personnel. 

 

3.2 GAINS FROM FREE TRADE 

John Stuart Mill, one of the leading economists of the nineteenth century, pointed out three 

principal gains from trade in his book Principles of Political Economy (1848). First there are 

what Mill called the “direct economical advantages of foreign trade”. Second, there are 

“indirect effects” of trade, “which must be counted as benefits of a high order.”  Finally, Mill 
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argued that “the economical benefits of commerce are surpassed in importance by those of its 

effects which are intellectual and moral”. (Irwin 2002) 

 

The “direct economical advantages” of trade are the standard gains that arise from 

specialization, as described by Smith and Ricardo. By exporting some of its domestically 

produced goods in exchange for imports, a country engages in mutually advantageous trade 

that enables it to use its limited productive resources (such as land, labor and capital) more 

efficiently and therefore achieve a higher real national income than it could in the absence of 

trade. A higher real income translates into an ability to afford more of all goods and services 

than would be possible without trade. 

 

Trade improves economic performance not only by allocating a country’s resources to their 

most efficient use, but by making those resources more productive in what they are doing. 

This is the second of John Stuart Mill’s three gains from trade, the one he called “indirect 

effects”. These indirect effects include the “tendency of every extension of the market to 

improve the processes of production. A country, which produces for a larger market than its 

own, can introduce a more extended division of labour, make greater use of machinery and is 

more likely to make inventions and improvements in the processes of production. In other 

words, trade promotes productivity growth. International trade contributes to productivity 

growth in at least two ways: (1) it serves as a conduit for the transfer of foreign technologies 

that enhance productivity, and (2) it increases competition in a way that stimulates industries 

to become more efficient and improve their productivity, often by forcing less productive 

firms out of business and allowing more productive firms to expand. After neglecting them for 
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many decades, economists are finally beginning to study these productivity gains from trade 

more systematically. (Irwin 2002) 

 

The first channel by which trades contributes to productivity is through the importation of 

capital goods. The second channel is by forcing domestic industries to become more efficient. 

Competition also stimulates firms to improve their efficiency; otherwise they risk going out of 

business.   

 

There is also a long-standing idea that trade promotes peace among nations. Many 

Enlightenment philosophers in the eighteenth century and classical liberals in the nineteenth 

century expressed this view. Montesquieu argued that “the natural effect of commerce is to 

leads to peace” because “two nations that trade with each other become reciprocally 

dependent” (Irwin 2002). 

 

3.3 WHAT ARE FREE TRADE AGREEMENTS? 

In trade theory, global welfare is maximized when all countries exchange goods and services 

freely. So far, worldwide free trade has not been attained nor is it close in hand. The 

multilateral efforts within the General Agreement on Trade and Tariffs (GATT), now known 

as the World Trade Organization (WTO), have always encountered political obstacles and 

have not been successful in eliminating barriers to trade. As an alternative, governments 

contemplated regionalism. Due to the failure of the Uruguay Round, countries eagerly 

embraced the idea of forming regional economic blocs (Baldwin 1993). As a result, free trade 
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agreements have again appeared and proliferated providing a second-best approach to 

achieving free trade. 

 

The standard theory of trade agreements dates back to Johnson (1954), who argued that, in the 

absence of trade agreements, countries would attempt to exploit their international market 

power by taxing trade, and the resulting equilibrium (trade war) would be inefficient for all 

countries involved. International trade agreements can be seen as a way to prevent such a 

trade war. This idea was later formalized in modern game-theoretic terms by Mayer (1981) 

(Maggi 2005). 

 

A free trade agreement (FTA) or preferential trade agreements (PTA) is a codification of the 

principles under which trade between the parties to the agreement will be conducted. 

Although it varies greatly in form and content, the basic aim of the agreement is the removal 

or amelioration of restrictions on trade so as to increase its volume and thereby enhance the 

economic well-being of the parties (Verbit 1969).  

 

Article XXIV of GATT’s regulations allow countries to enter into preferential trading 

arrangements provided that three requirements are met: (1) preference has to be 100%; (2) 

preferences cover substantially all aspects of trade; and (3) the average tariff barrier against 

third countries is no higher after the union that before. 

 

The motivations countries have to create, join, and expand preferential trade agreements vary.  

The common incentives consist of  the gains from trade which allow a country to develop, to 
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strengthen domestic policy reform, increments in multilateral bargaining power, access 

guarantees, strategic linkages, and strategic multilateral and regional interaction with other 

countries (Whalley 1998). Usually several of these reasons are present when attempts to 

create a preferential trading arrangements are made. Some of the items presented above are 

more closely related to politics than to economics. Politics adds a strategic dimension to the 

countries’ international relations. 

 

3.3.1 Well-known Trade Agreements 

Currently different types of preferential trade agreements are operating and others are being 

negotiated. At present, the most visible and important preferential trading arrangement is the 

European Union (EU), but it is closely followed by the North American Free Trade 

Agreement (NAFTA). The European countries’ success in uniting various dissimilar 

economies into a single, large economy and coordinating agricultural, industrial, labor and 

migration, as well as monetary, and social policies is worthy of praise. Other preferential 

trading arrangements have emulated the EU in order to achieve a similar degree of economic 

integration. 

 

Table 3.1 includes one preferential trade agreement from six different regions in the world. 

Other agreements are not presented. An interesting feature is the possibility of overlapping 

free trade agreements. This situation is not feasible when dealing with customs union, 

common markets, or single markets because members of such trading arrangements cannot 

unilaterally become members of an outside free trade agreement (Krueger 1997).  



 
 

Chapter 3: Theoretical Background 

 34 

With overlapping agreements, a particular country can be included as a member in multiple 

free trade agreements. The situation of overlapping free trade agreements creates the “Hub-

and-Spoke” model. This model arises whenever a country or set of countries (the hub) has 

free trade agreements with two other countries or two sets of countries individually separately 

(the spokes). Additionally, these two “spokes” do not have a free trade agreement between 

them. This trading arrangement creates inefficiencies and disadvantages for the two “spokes”.  

First, exports from the hub have preferential access into the spokes. Second, locations in the 

hub would be in advantageous position to attract foreign direct investment. Finally some trade 

between the spokes would have been redirected through the hub to meet rules of origin and 

qualify for duty free passage (Wonnacott 1996). 
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Table 3.1  Selected Regional Trading  Agreements  
 
 
Preferential Trade Agreement 
 

 
Member Countries 
 

 
Date Established 
 

 
Broad Objectives 
 

 
Africa 
Central African Customs and 
Economic (UDEAC) 
 

 
Cameroon, Central African Republic, Chad, 
The Congo, Equatorial Guinea, Gabon 

 
Signed 1964, effective 1966 

 
Common Market 

Asia 
Forum for Asia-Pacific Economic 
Cooperation (APEC) 

Australia, Brunei, Canada, Chile, China, Hong 
Kong, Indonesia, Japan, Malaysia, Mexico, 
New Zealand, Papua New Guinea, Philippines, 
Singapore, South Korea, Taiwan,  
Thailand, United States 
 

Established 1989 
Bogor Declaration 1994 

Draft free trade agreement that 
aims for “open regionalism” 
and free trade and investment 
by 2010 

Europe 
European Union (EU) 

Austria, Belgium, Cyprus, Czech Republic, 
Denmark, Estonia, Finland, France, Germany, 
Greece, Hungary, Ireland, Italy, Latvia, 
Lithuania, Luxembourg, Malta, Netherlands, 
Poland, Portugal, Slovakia, Slovenia, Spain, 
Sweden, United Kingdom  
 

Treaty of Rome 1957 
Single European Act 
Establishing Internal  Market 1992, 
Maastricht Treaty 1992 

Customs Union: Economic and 
Monetary Union 

North America 
North American Free Trade  
Agreement (NAFTA) 
 

Canada, Mexico, United States 
  

Signed 1992  
Effective 1994 

Free Trade Area 

South America 
Southern Cone Common Market 
(MERCOSUR) 
 

Argentina, Brazil, Paraguay, Uruguay Signed 1992 Effective 1994 Common Market 

Middle East 
Gulf Cooperation Council (GCC) 
 

Bahrain, Kuwait, Qatar, Saudi Arabia, United 
Arab Emirates 

Established in 1981 Common Market 

Source: Lawrence 1996 
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3.4 DIFFERENCES BETWEEN REGIONAL TRADING 

AGREEMENTS 

There are different types of regional trading arrangements. The differences between trading 

arrangements are relevant because they are fundamental determinants of degree of economic 

integration. Additionally, they influenced the way in which particular protection structures 

and coordination mechanisms are designed. The different types of regional trade agreements 

and their descriptions are presented in Table 3.2. 

 

Three major differences stand out between free trade agreements and other preferential 

trading arrangements. The first substantial difference is the degree of economic integration.  

The ranking of these arrangements, in increasing order of economic are shown in Table 3.2.  

Consequently, the customs union would be an improvement in economic integration over the 

free trade agreement and the common market over the customs union. 

 

 
Table 3.2  Classification of Regional Trading Agreements  
 
Types of RTAs Description 
 
Free Trade Agreement 

 
Tariff rates among members are zero.  External tariffs may be at 
different rates for different members of the agreement. 

 
Customs Union 

 
Zero duty between members on imports of goods and services, and a 
common external tariff. 

 
Common Market 

 
Movement of goods, services and factors of production is free. Usually 
countries enter into a Customs Union and permit free mobility of 
factors of production among members. 

 
Single Market 

 
All producers and consumers within arrangements are governed by the 
same rules. 
 

Source: Krueger 1997   
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The second big difference is the presence of Rules of Origin (ROO) in free trade agreements, 

exclusively. ROOs become a necessary device to avoid having the benefits of duty free status 

leak out of the arrangement. This leak occurs when imports are coming in through the country 

with the lowest tariff and are being transshipped to other members. This phenomenon is 

commonly known as trade deflection (Krueger 1997). ROOs create perverse incentives for 

producers to lobby the government for protection and to switch from cheaper to more 

expensive suppliers in order to have particular products qualify for duty free status. 

 

Third, the expansion mechanism of the free trade agreement becomes convoluted and 

cumbersome. With every new entrant, new ROOs have to be negotiated. This is consequence 

of different comparative advantages by industry and different factor endowments. If a free 

trade agreement is suppose to evolve into a more economically integrated entity, such as a 

customs union, the first step is the homogenization of the external tariff. This evolution entails 

more coordination and cooperation mechanisms between countries. For a more detailed 

analysis of the differences between free trade agreements and customs unions see Krueger 

1997. 

 

3.5 THEORIES RELATED TO FREE TRADE AGREEMENTS 

3.5.1 Comparative Advantage 

The theory of comparative advantage is perhaps the most important concept in international 

trade theory. It argues that the overall benefit of trade comes not from the absolute cost of 

production, but rather “from the ratio between how easily two countries can produce different 

kinds of things”. That is, the relative cost of the good being traded is cheaper in one country, 
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so it is to the advantage of the other country to trade with it, even if it can also produce it. 

However some theories argue that this theory is invalidated when capital can be mobilized, 

turning this advantage into and absolute one. 

 

Comparative advantage is used to justify free trade and oppose protectionism. Comparative 

advantage is based on differing opportunity costs reflecting the different factor endowments 

of the countries involved. The theory assumes free trade, willingness to specialize and factor 

mobility. Specialization and trade benefits countries providing at an exchange rate between 

the respective opportunity cost ratios. Countries benefit if they specialize in the production of 

a good or service in which they have a comparative advantage in a lower internal opportunity 

cost. 

 

According to the law of comparative advantage, once trade is allowed between two countries, 

each country should move to specialize in the production of its comparative advantage good 

and then export the excess of the production of that good to the other country in the exchange 

for the other good. 

 

3.5.2 Economies of Scale 

The other concept, economies of scale, defined as when “the cost of producing one unit of a 

good or service decreases as the volume of production increases”. The economic justification 

for economies of scale is that a large organization may reduce costs by specializing in 

machinery, labor, operating assembly-line production using its by-products, and obtaining 

quantity discounts obtained on the purchase of inputs 
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Economies of scale are most likely to be found in industries with large fixed costs in 

production. Fixed costs are those costs that must be incurred even if production were to drop 

to zero. For example fixed costs arise when large amounts of capital equipment must be put 

into place even if only one unit is to be produced and if the costs of this equipment must still 

be paid even with zero output. In this case the larger the output, the more the costs of this 

equipment can be spread out among more units of the good. Large fixed costs and hence 

economies of scale are prevalent in highly capital intensive industries such as chemicals, 

petroleum, steel, automobiles etc.  

 

Economies of scale provide additional cost incentives for specialization in production.  

Instead of manufacturing only a few units of each and every product that domestic consumers 

desire to purchase, a country specializes in the manufacture of large amounts of a limited 

number of goods and trades for the remaining goods. Specialization in a few products allows a 

manufacturer to benefit from longer production runs, which lead to decreasing average costs. 

(Carbaugh 2004) 

 

3.5.3 Terms of Trade 

The set of post trade consumption points that a nation can achieve is determined by the rate at 

which its exports product is traded for the other country’s export product. This rate is known 

as terms of trade. The terms of trade defines the relative prices at which two products are 

traded in the market place. (Carbaugh 2004) 
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Under constant-cost conditions, the slope of the production possibilities schedule defines the 

domestic rate of transformation (domestic terms of trade), which represents the relative prices 

at which two commodities can be exchanged at home. For a country to consume at some point 

outside its production possibilities schedule, it must be able to exchange its export good 

internationally at terms of trade more favorable than the domestic terms of trade (Carbaugh 

2004). An improvement in a nation's terms of trade is good for a country in the sense that it 

has to pay less for the products it imports, that is, it has to give up fewer exports for the 

imports it receives. 

 

Some developing nations complain that their commodity terms of trade has deteriorated in the 

past century or so, suggesting that the prices of their exports relative to their imports have 

fallen. Worsening terms of trade has been use to justify the refusal of many developing 

nations to participate in trade-liberalization negotiations. It also has underlain the developing 

nations’ demands for preferential treatment in trade relations with advanced nations. 

 

3.6 ADVANTAGES AND DISADVANTAGES OF FTAs 

 

Regional Trade Agreements or Free Trade agreements are pursued for a variety of reasons.  A 

motivation of virtually every RTA has been the prospect of enhanced economic growth. An 

expanded regional market can allow economies of large-scale production, foster specialization 

and learning-by-doing, and attract foreign investment.  Regional initiatives can also foster a 

variety of non economic objectives, such as managing immigration flows and promoting 



 
 

Chapter 3: Theoretical Background 

 41 

regional security.  Moreover, regionalism may enhance and solidify domestic economic 

reforms. 

 

As new RTAs are formed, or existing ones are deepened, the opportunity cost of remaining 

outside an arrangement increases. Nonmember exporters could realize costly decreases in 

market share if their sales are diverted to companies of the member nations. This prospect 

may be sufficient to tip the political balance in favor of becoming a member of a RTA, as 

exporting interests of a non member nation outweighs its import-competing interests.  

 

Apart from the incentive of gains in trade, FTAs provide preferences that may by and large 

alter the incentives for firms located both inside and outside the preferential trade area, and 

hence the formation of a regional integration agreement is likely to influence direct 

investment flows. This will be true even if an FTA does not change the regulation of 

investments, because firms located in third countries have an incentive to locate new 

production facilities in a member country and serve the other members of the agreement 

through intra-are exports. In particular, with the growing inclusion of investment policies in 

FTAs, the effect of such pacts on direct investment flows is becoming more and more 

significant.  

 

Another attraction, particularly for small-scale economies, is to use FTAs to secure market 

access to a large country market such as the United States. FTAs are seen as insurance for 

future market access, countries with the fear of exclusion from major markets are willing to 

incur necessary side payments in the form of domestic policy discipline to participate in FTAs 
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with this attraction. Many recent large small country trade agreements, such as the US-Central 

America FTA, offer this kind of incentive.  

 

Compared with the multilateral negotiations among members in the WTO, trade liberalization 

with a small group of major trading partners offers much higher possibilities of progressing 

further and faster. In the case of FTAs between two or several countries, there should be fewer 

difficulties in reaching a consensus. The implementation and gains should also be faster, 

easier, and more clear-clut, as partners in agreements are usually important/potential markets 

or having strategic interests for one another.  

 

In contrast to loose or non-binding integration such as APEC, FTAs in nature are binding 

commitments generated via the negotiation of reciprocal concessions. Due to its binding and 

reciprocal nature, the content of an FTA tends to be concrete, pragmatic, and feasible, rather 

than illusive.  

 

As well, FTAs would be a sound form of peer pressure to lock in domestic policies or 

structural reforms. For instance, this was ever a central preoccupation behind the Mexican 

negotiating position on NAFTA.  

 

Beyond economic concerns, the negotiation of FTAs can be linked to foreign policy and 

security objectives at the same time.  Even today, FTAs are also playing a significant role in 

the foreign and strategic policies of countries like the United States, China, or Japan. As a 
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consequence, oftentimes trade liberalization could be just a minor factor propelling successful 

formation of FTAs, which may be stimulated primarily by political or strategic considerations.  

 

Unlike conventional FTAs, modern bilateral or regional trade agreements extend well beyond 

traditional liberalization in goods and even services “to include a wide range of trade 

facilitation measures in areas such as customs procedures, standards and conformance, 

quarantine measures, government procurement and harmonization of business law and tax 

practices, as well as provision in areas such as competition policy, investment, intellectual 

property, digital commerce, labor and environmental measures” (Scollay 2003). The term 

“Closer Economic Partnership (CEP)” thus has commonly come to be used to describe such 

wide-ranging agreements. In addition to enhancing economic cooperation, this kind of FTA or 

CEP, across economic, political, and social dimensions, could serve as an instrument to 

improve the comprehensive relationship and thereby increase the overall integration between 

participants in the agreement. In short, today’s FTAs can bring different countries together 

through increasing exchanges not only in the economic sphere, but also in the social and 

political spheres. 

 

All of these attractions or advantages of forming or joining FTAs do not mean that FTAs are 

without cost. There are indeed some disadvantages to participating in FTAs. For instance, 

FTAs only confer economic advantages when they are negotiated with countries that are 

significant trading partners. Overgrowing FTAs could bring about that phenomenon of what 

Bhagwati (1995) called the “spaghetti bowl,” which may increase the complexity of the 

international trading system and raise transaction costs for business. Also, negotiation of 
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FTAs is resource intensive and there can be an opportunity cost in devoting resources to 

bilateral or regional, as opposed to multilateral negotiations. Thus there have been some 

worries that FTAs or RTAs will retard the progress of multilateral trade liberalization. Yet, 

whether FTAs or RTAs are “building blocs or stumbling blocks” (in Bhagwati’s celebrated 

phase) to multilateral trade liberalization is still an endless debate (Panagariya 1999).  

 

 

 

 


