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In the world economy since 1950 there has been a massive liberalization of world trade, 

first under the auspices of the General Agreement on Tariffs and Trade (GATT), 

established in 1947, and now under the auspices of the World Trade Organization (WTO) 

which replaced GATT in 1993 (Thirlwall, 2000). Although we have seen major 

reductions in trade barriers, protectionism continues to act as a major stumbling block in 

lifting developing countries out of poverty. This is shown by the limited progress in the 

ongoing negotiations at the Doha Round. The growth in international trade and 

investment on one hand has made nations more interdependent whilst on the other hand 

has resulted in series of trade conflicts, which are more evident and interesting. For 

example, managing the bilateral or multilateral trade relationships is difficult and 

conflicts often emerge, as costs and benefits accrue at different magnitude to different 

countries. In any trade arrangements, it is often that one country would have a trade 

deficit while the other will end up with a trade surplus. This often results in poor 

countries to argue that trade with developed countries with high-level technologies is 

unfair; while the developed nations argue that trade with poor countries is harmful 

because of increased competition from low-wage labour.  

 

Pundits of international trade theory argue that free trade ultimately benefits all countries 

that participate in a free trade system i.e. the gains outweigh the losses. Free trade is 

when goods and services flow from one country to another without any government 

influence. Mercantilism, as the first trade theory in the 16th century, was based on 

doctrine that gold and silver were the main determinant of national wealth. It was in the 



best interest of a country to encourage exports and discourage imports to increase 

national wealth by accumulating gold and silver. According to this theory, trade was a 

zero-sum gain i.e. gains by one country results is the loss by another. This drawback gave 

way to Adam Smith’s theory of absolute advantage and David Ricardo’s theory of 

comparative advantage, both of which demonstrated that trade is a positive-sum gain i.e. 

all countries benefit. According the theory of absolute advantage, a country should 

specialize in the production of those goods and services for which it has absolute 

advantage and trade for other goods.  The latter argues that two countries can increase the 

net welfare of consumers by engaging in trade. Each country should specialize in the 

production of those goods that it produces more efficiently and import the goods that it 

produces less efficiently. By doing this, both countries will be able to increase their 

combined production i.e. the production possibility frontier shift outwards. Hence, the 

theory suggests that trade is a positive-sum gain in which all countries benefit. Then 

came the Heckscher-Ohlin theory, which argued that the comparative advantage arises 

from differences in factor endowments (resources such as land, labor, and capital) rather 

then productivity. Countries will produce and export those goods that make intensive use 

of factors that are available locally and vice-versa. It also argues that free trade is a 

positive-sum gain.  

 

In a closed economy, economic growth and development is limited by the factors of 

production (labour, capital, natural resources, and technology) available in the domestic 

economy. This also has implications on innovation, productivity, investment, and 

development of skills as competition is limited and enterprises are focused only on small 



domestic market. However, in an open economy, these constraints are less binding and 

economic growth can proceed more rapidly. International trade allows allocation of 

resources away from those goods that can be produced more efficiently abroad into those 

good and services that can be produced more efficiently domestically (theory or absolute 

and comparative advantage). Greater competition promotes greater efficiency and 

provides access to larger markets (domestic and foreign), which brings more investment, 

innovation, and skills. In real world, economies are neither completely open nor totally 

closed to international trade. They are somewhere in between and as such there is 

opportunity for all countries to benefit through greater liberalization and openness. 

Countries have the choice of undertaking liberalization of their goods and services either 

unilaterally or collectively on a multilateral or regional basis. Liberalizing unilaterally 

means that a country chooses to reduce or eliminate domestic barriers, independent of its 

partners, and will only free its domestic market for imports but will have limited 

opportunity for exports. Opening domestic markets through multilateral or regional 

framework provides reciprocity, or the mutual and simultaneous removal of tariff barriers 

for goods and services between nations (Nathan Associates, 2007). The World Trade 

Organization (WTO) provides multilateral framework and reciprocity towards 

establishing a regime for international trade liberalization.  

 

The world today is more economically interdependent than it was fifty-years ago. 

Integration into the world economy has proven a powerful means for countries to 

promote economic growth, development, and poverty reduction (IMF, 2001). Since 1990, 

the growth of world trade has averaged around 6 percent per year, which is twice as fast 



as growth in world output. However, more recently the growth in trade has accelerated 

largely from the developing countries due to globalization and openness. Globally 

oriented economies tend to grow faster than in-ward looking economies. This has been 

the general philosophy behind trade liberalization and globalization. This view is further 

supported by many studies over past three decades, which show that open economies 

grew much faster than those with high protection levels. The study by Sachs and Warner 

(1995) show that some economies that employed aggressive import substitution policies 

either suffered economic crisis or collapsed during the eighties and nineties. Their study 

further suggests that after liberalization countries grow faster on average by 1.5 

percentage points, and that an increase in the trade share by 10 percent leads to an 

increase in the growth rate by 0.56 percentage points. Other studies, which includes 

Dollar (1992), Ben-David (1993), Edwards (1998), and Coe et al. (1997), also suggests 

that trade liberalization has a positive impact on the long-run rate of growth of a country. 

In addition, studies by Romer (1990) and Grossman and Helpman (1991) have also 

showed that small and developing countries that are open to free trade tend to grow more 

rapidly by absorbing technologies from developed countries than economies which are 

less open. A more recent study by Hartono, et al (2007) shows that the Indonesian 

economy gains significant benefit in terms of real GDP, output and welfare through its 

various bilateral, regional and multilateral FTAs. However, there is lack of literature 

focusing on the experiences of small island states. A study by Kumar and Prasad (2002) 

argue that trade liberalization in Fiji has negative effect on economic growth and national 

welfare.  

 



Regional trade agreements (RTAs) have become a prominent feature of the world trading 

system, and their proliferation has been one of the most visible trends in recent years. The 

surge in regionalism has continued unabated since the early 1990s, and some 380 

regional trade agreements had been notified to the GATT/WTO through July 2007 

(Albertin, 2008). There is still much argument about whether RTAs induce trade creation 

or trade diversion. Viner (1950) suggested that where trade-diverting effect is dominant, 

welfare of the member countries as well as the rest of the world would be reduced. 

Bhagwati and Panagariya (1996) and Panagariya (2000) presented similar views by 

arguing that RTAs give preferential treatment to its members, which will divert trade 

from non-members who could still be least cost suppliers. Robson (1998) found that most 

trade-based integration initiatives in Africa have so far made little or no contribution to 

trade or economic development. On the other hand, studies by Wonnacott (1996) and De 

Melo et al. (1993) show that trade diversion is not necessarily welfare decreasing but can 

result in large gains from an RTA between developed and developing countries due to 

different factor endowment. Scollay and Gilbert (2000) study of a set of trade 

liberalization for Asia Pacific Economic Cooperation (APEC) countries show that 

welfare gains from a bilateral RTA were minimal. However, welfare gains were much 

higher for APEC liberalization and highest in case of global trade liberalization. Haaland 

and Norman (1992) investigated the effects of the EU single market and found that it 

increased the welfare of its members.  

 

 


