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ABSTRACT
Free Trade vs Protectionism and the impact of Covid-19
The aim of this thesis is to analyze the benefits that Free Trade generates, as well as the reasons why
more restrictive policies may be preferred.
The main drivers of International Trade will be explored, including the economic perspective and the
political and social ones. Then, the thesis examines the achievements that global coordination has
accomplished, through the study of a series of agreements that have been put in place in the last
decades, starting from the establishment of the GATT – General Agreement on Tariffs and Trade in
1947, which led to the creation of the WTO – World Trade Organization in 1995.
To conclude, it will focus on the case of the European Union and it will provide an overview of the
effects that the outbreak of Covid-19 crisis may have on international coordination.
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INTRODUCTION
One of the most salient changes in the world economy since the 1980s has been the increasing
openness to trade of countries all over the world.
Nations, nowadays more than ever, are closely linked by the trade of goods and services, by the
international flows of money, and by the foreign investments made by domestic economies.
These linkages in the global economy are originated from a long and turbulent process:
international negotiations. Observing this path, policymakers and business leaders are paying more
and more attention to the global market rather than to the national one when taking any political or
managerial decisions and economists are hence bringing arguments in favor or against free trade.
This dissertation seeks to analyze some of the reasons why governments should or should not
intervene to regulate markets.

The examination presents firstly a brief history of international trade, from the existence of
protectionist policies in the 1850s to the first steps towards international coordination.
Then, it will analyze arguments for international trade, going beyond the conventional cost-benefit
analysis, explaining why an economic exchange between two countries may arise and what are the
consequences of the introduction of a tariff or other restrictive policies.
The last part of chapter 1 will account for the benefits that accrue to countries as well as to
consumers when access to foreign markets becomes feasible, in terms of efficiency, technological
progress and availability of more goods and services.

Chapter 2 will consider some counteragents in order to provide an understanding of the political and
economic reasons that have been moved against the exposure to international trade. Firstly, the
theory of trade protectionism, highlighting the main views in favor of restrictive policies, namely,
employment, infant industry promotion, national security, trade deficit, and other non-economic
reasons.
Moving forward, section two will discuss, instead, the benefits, both moral and economic, of
engaging in free trade as well as some criticisms moved against the theory, mainly regarding
distributional impact and the existence of an optimal tariff. Both arguments will be proved to be
insufficient to overcome the gains produced by trade openness.

The promotion of free trade is the main objective of the World Trade Organization, whose story and
functioning will be assessed in chapter 3. The following section presents the case of a successful

free-trade bloc, the European Union and the policies it implements in order to reach its goals of
global integration and economic growth.

Last section will deal with the current health and economic crisis that hit the world in the last part of
2019 due to the outbreak of COVID -19.

CHAPTER 1: A Brief History of International Trade and Its
Characteristics
Virtually, there is no place in the world completely open to trade, having nor tariffs or quotas. In
practice, there are only two notable and well-known countries that are considered to be as open as
possible: The city-state of Singapore and the independent city of Honk Kong. There, the
governments’ role in administering business is limited to law enforcement and it guarantees open
market and low taxation, thus allowing a high degree of openness (yet, they do not represent
completely-free-trade areas).
According to the WTO1, Singapore is one of the most market-oriented and open economies in the
world. Although it is facing a number of new challenges due to the financial crisis and its
competitiveness is being tested by low-cost economies, particularly in Asia, it has launched a
productivity drive to boost GDP growth and facilitate its transformation into a high-tech economy
and it also actively encourages investment through an array of tax and non-tax incentives.
The city-state remains a staunch supporter of the multilateral trading system and continues to
pursue trade liberalization through bilateral and regional agreements; since 2008 six new free trade
agreements (FTAs) have entered into force (WTO, 2016).
Similarly, according to the Trade and Industry Department of The Government of the Honk Kong
Administrative Region2, Honk Kong is a free port pursuing a free trade policy, it doesn’t maintain
barriers on trade nor charges tariffs on the import or export of goods, although an extremelysimplified license is still required for the import/export of some goods in order to meet public
health, safety or internal security needs. Also, Honk Kong supports and promotes a free, open, and
stable multilateral trading system, through the participation in multilateral, regional, plurilateral,
and bilateral trade agreements, being it a founding member of the WTO and an active participant in
its operations.

The results obtained by Singapore and Honk Kong economies represent a piece of practical
evidence to a series of theories that have been advocated from Adam Smith’s time.
Since then, economists have referred to free trade as the ideal towards which to move. However,
throughout the nineteenth century, the debate that dominated the political scene was on how much
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primary purpose is to open trade for the benefit of all, by regulating the international trade between nations.
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trade to allow and most importantly, on whether tariffs produced economic growth and thus could
be beneficial.
Until the 1850s, protectionism seemed to be the prevailing argument, largely due to the German
economist Friedrich List who advocated for the idea that tariffs boosted industrial development
through the protection of infant industries3 and hence enforcing the protectionism as the best
measure.
Against this in-closure atmosphere, economists such as Adam Smith and David Ricardo raised the
first opinions on trade openness. Smith explained that trade was a two-way exchange: an increase in
imports leads to an increase in exports and allows nations to really boost economic growth. Also,
consumers should purchase from where they find it cheapest.
Influenced by Smith's ideas, Ricardo argued that every country could benefit from free trade by
producing what it is best at compared to other countries.
This chapter will describe the characteristics of international trade, what are the reasons why
countries should coordinate globally, and instead what happens when a country decides to limit its
international activity by imposing a tariff.

1.1 International Trade
There is a general consensus among economists that free trade is beneficial (IMG, 2012). In fact,
this is one of the few principles that most economists find in common.
In September 2003, the American Economic Association (AEA) carried out a survey based on a
random sample of 1000 economists chosen among the AEA members, with the goal of shedding
some light on the general consensus on 44 specific economic issues4. After constructing a
“consensus index” indicating strong, substantial, modest, and no consensus, the study found strong
consensus only on eight of those economic propositions, five out of eight regarding international
economics.
The most relevant result obtained from the study is that the efficiencies of open economies are
firmly embraced. Specifically, there was very strong agreement with the proposition that restraints

3

The Economist: “Why did the economist favour free trade?”
The AEA survey updated a line of research that began in 1976 with economists Kearl et al. (1979) and subsequently
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on free trade reduce welfare. Also, economists largely disagree on the existence of potential costs
associated with the liberalization of international trade (Fuller D. and Geide-Stevenson D. 2003).
However, before explaining the implications of engaging in free trade, it is important to illustrate
why countries should engage in international trade.
A trade exchange between two countries arises whenever the price of the same good is different in
the two markets. In principle, trading gives consumers and countries the opportunity to profit from a
larger range of goods and services, that otherwise would not be available in their own countries, or
that would be more expensive.
International trade has been at the basis of the rise of the global economy. In the global economy
supply and demand are both impacted and consequently impact on global events, such as an
increase in the price of a good, for instance, because of the increase in the cost of the labor
employed to produce it, causes its demand to decrease, not only in the domestic market but also in
every other foreign market where the good is being sold. In this case, a good that has been produced
domestically and then sold to the global market is referred to as an export, whilst any good that is
bought from the global market is referred to as an import.

International trade allows countries to specialize, namely, to employ their resources to produce
those items for which they have a comparative advantage5, that is, that they can produce at a lower
cost and in a faster way with respect to trade partners.
By specializing, a country that uses its resources more efficiently is able to sell its domestically
produced goods and services more cheaply on the global market. By contrast, a country that is not
able to produce efficiently can obtain any goods or services by trading with a more efficient one.
Every time that this situation occurs, countries can engage in international trade.
Specialization can be based on a large number of factors, such as climate, natural resources, the
abundance of cheap labor, and several more. These differences across countries are the primary
driving force behind trade. As a matter of fact, they drive the trade flows: countries will export the
goods for which they have a relative advantage since they are able to sell them at lower prices.
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The concept of comparative advantage is one of the most important in economic theories in support of the
argument that all actors, at all times, can mutually benefit from cooperation and voluntary trade. It occurs when
countries specialize in producing goods at a lower opportunity cost and hence export them.

Suppose that, in absence of trade, two countries produce any given goods with different prices, each
country produces at the equilibrium price and quantity, that is, at the point in which demand and
supply are equal.
However, when they allow international trade, an increase in the price of the good causes a decrease
in the demand for that good in the domestic (importing) country, that is in the country in which the
good is being produced, and an increase in the supply for the same good, eventually causing a
decrease in the demand for imports. The same reasoning applies to the exporting country’s market,
as the price of the good rises, producers supply more but consumers demand less, ultimately
increasing the supply available for exports.
As it was stated before, when countries do no trade, their prices and quantity are set according to
their supply and demand level, but when they open up to trade, the world equilibrium price and
quantity is given by the world demand and world supply levels.
Countries will trade for a price and quantity given by the point at which world demand equals world
supply.
Nevertheless, what happens when a country decides to restrict international trade?
The reasons why any government would choose to impose limitations on trade will be analyzed
later in this dissertation. For now, it is sufficient to see what the effect of such policies on trade
exchanges are.

1.2 The Effect of a Tariff
Restrictive policies such as tariffs, subsidies, quotas, and all other actions, have the ultimate result
of raising the price of foreign goods relative to domestic goods, which reduces imports.
The most common barrier to trade is the imposition of a tariff, a tax levied on imports, which is paid
by domestic consumers and not by the exporting country, and that still raises the relative prices of
imported products, making them relatively more expensive for consumers.
From the exporter’s point of view, a tariff appears as an increase in transportation costs and
discourages exports. In fact, the exporter will be unwilling to move its goods to a country that is
imposing a tariff, and this will cause substantial reductions in the volume of trade between the two
countries. When the price increases in the importing country compared to the world equilibrium
level, producers supply at higher prices and consumers demand less, hence fewer imports are
demanded. For the law of supply and demand, the price will have to fall in the exporting market,
leading to higher consumer demand and fewer exports.

This process will alter the economic incentives of both producers and consumers, and induce net
losses to the economy. On the contrary, moving towards free trade leads to the elimination of such
distortions and eventually an increase in national welfare.

1.3 Why Engage in International Trade?
As it was concluded in the previous paragraph, the main benefit of international trade is the
separation of the location of production from the location of consumption hence, by restricting the
movement of goods and services, potential welfare is constrained. Furthermore, the overcoming of
barriers to trade to international economic activity increases productivity and consumers’ welfare,
leading to efficiency gains. Take a low-cost industry that has a comparative advantage. In a closed
economy, it cannot expand beyond the limits imposed by local demand, but when accessing foreign
markets becomes feasible it can expand at the expense of less-efficient ones. The result is more
output for the same factors of production, meaning a gain in productivity.
An additional gain from trade that conventionally is not accounted for, is the presence of economies
of scale6. The presence of economies of scale within an industry means that specialization and trade
result in improvements in World productive efficiency and the welfare benefits accrue to all trading
countries. Countries are hence given an incentive to specialize and trade.
Under the assumption of the “New Trade Theory”, a model of trade developed after the 1980s
which assumes the existence of economies, trade between countries does not depend on their
differences. On the contrary, countries could be entirely identical and yet find it advantageous to
trade (Suranovic S., 1999).
Protected markets limit gains from external economies of scale because they impact industries’
concentration. Internal economies of scale not only fragment production internally, but they also
lead so many firms into the protected industry, encouraged by the declined competition and higher
profits, that their scale of production becomes inefficient (WTO, 2008).
By contrast, when firms compete within an industry, an increase in import competition causes less
productive firms to shrink or exit the market. Instead, the easier access to foreign markets allows
highly productive firms to export and expand. This results in the re-allocation of production factors
towards more productive firms, in greater output for as many factors, meaning it creates gains in
total factor productivity (Melitz 2003).

One more argument in favor of international trade is the idea that increased import competition and
export opportunities push entrepreneurs to invest in technological progress.
In fact, competition-induced improvements, in the long run, are larger with respect to the results
obtained by a system of “managed” trade, where the government dictates the patterns of imports
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The concept of economies of scale, or the increasing returns to scale, means production at a larger scale (more
output) is achieved at a lower cost.

and exports. These gains are realized through easier access to imported inputs at lower costs or
higher quality (Bøler, Moxnes and Ulltveit-Moe, 2015), technology diffusion, (Coe and Helpman
and Hoffmaister, 1995 and 2009) knowledge transfer, and the prospect of increasing profits beyond
a given level, which is only possible by competing globally.
This argument is strongly related to market’s movements toward efficiency when it engages in
trade: only the most productive firms are able to export; less productive ones tend to stay in
domestic markets.
This points out that in an open trade environment, firms need to be more efficient to become more
profitable. The whole economy improves.

Gains from trade reach not only firms but also consumers. First and foremost, removing trade
barriers permits consumers to purchase at lower prices, and this does not only include access to
cheaper domestic products, but also an expansion of the availability and variety of products. In the
same way in which the lager availability of inputs satisfies the heterogeneous needs of industries,
this enables to satisfy heterogeneous preferences across individuals.
These benefits increase as overall trade – exports and imports – increases.

CHAPTER 2: Protectionism vs Free Trade
While trade is generally beneficial, as it has been stated until now, the benefits rise with the increase
in freedom.
Countries that engage in freer trade reap more benefits than countries with restricted trade.
This result has been reached by several studies. One of the most relevant is a study carried out by
the World Bank and published in 1987. It examined trade policies and related economic
performance for 41 developing countries7 with both free trade and restricted trade, for the periods
1963-1973 and 1973-1985. The analysis showed a similar result in both periods: countries with
strong free policy enjoyed higher economic performance and outperformed those with moderate
free policy. Needless to say, both outperformed countries with either moderate or strong restrictive
policies.
Results are summarized in Table 1.

Table 1

Period

1973-1985

Average annual

Strongly for free

Moderately for

Moderately for

Strongly for

trade

free trade

restricted trade

restricted trade

Singapore 6.5

Brazil 4.1

Sri Lanka 3.3

India 2.0

South Korea 6.3

Israel 3.8

Pakistan 3.1

Ethiopia -0.4

Honk Kong 5.4

Tunisia 2.9

Colombia 1.8

Nigeria -2.5

growth rate

Bolivia -3.1

(World Bank Report, 1987)

In period 2 (1973-195) the average annual growth rate in real per capita income was 5.9 percent in
countries with strong free trade policies and 0.1 in countries with strong restricted trade policies.
This suggests that investments tend to be more productive in a free trade environment, producing
higher economic output and efficiency.
Having concluded this, why do governments still restrict trade?

As with all theories, there are opposing views. International trade has two contrasting views
regarding the level of control placed on trade between countries.
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The issue of free trade versus protection has been in dispute since the eighteenth century.
As evidenced by the debates over the topic that still goes on today8, the argument has never been
settled.

According to the theory of free trade, there is no need to protect or to promote trade and growth
because market forces do so automatically: supply and demand factors, operating on a global scale,
will ensure that production happens efficiently. In a free trade system, goods and services within
countries flow unhindered by governmental interventions such as taxes, non-tariff barriers, or
regulatory legislation.
On the other hand, protectionism holds that regulation of international trade is important to ensure
the proper functioning of markets. Advocates of this theory believe that market inefficiencies may
hamper the benefits of international trade, so they aim at guiding market movements in the right
direction.
Protectionism is thought of as protecting domestic businesses and “living wages” from foreign
countries’ unfair competition. In reality, it is mainly a politically motivated defense measure.
The primary tool through which it is enacted is the imposition of tariffs. However, there are a whole
lot of non-tariff barriers that governments put in place to “protect” their economies.
Although it works in the short run, protectionism is very destructive in the long term since it makes
the country and its industries less competitive in international trade9.

2.1 Trade Protectionism
While there is no specific theory in support of protectionism, protectionists justify the employment
of such measures on several grounds. Some are employment, infant industry promotion, national
security, trade deficit, and other non-economic reasons.

The argument that seems to resonate the most, mainly in developed countries, is that free trade
destroys jobs in import-competing industries. This means that, when foreign products from lowcost-labor countries enter an open country, they are sold more cheaply, giving consumers the
opportunity to save money. Increased competition threatens domestic industries (usually if these are
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unprepared to face global competition). These may fire workers or shift production abroad to cut
costs, hence causing unemployment and an eventual decrease in a nation’s GDP.
From the point of view of supporters, protecting workers’ livelihood and the firms that employ
them is vital to a nation’s economic growth and wellbeing.
Often, domestic industries justify their inefficiency by retaining cheap poor working conditions and
lack of regulations as the reasons why foreign companies are able to produce more cheaply. The
actual reason, by the way, is given by the theory of competitive advantage.

As for developing countries, the protection of infant industries is the most invoked argument in
favor of protectionism. It was first introduced by Alexander Hamilton in 1972. The idea is new
manufactures cannot compete with established, extremely profitable companies in developed
countries. They may lack the necessary resources, whether economic, financial, or technological, as
well as expertise. In order for them to gain market share, the government should grant them with
temporary support mechanisms until they reach a condition that allows them to compete. The most
common intervention from the governments' part is tariffs on imported goods in the industries in
which they want to foster growth.
Although in some cases such action is useful, the absence of competition could result in lowerquality products.

Developed countries employ barriers to trade also to protect some industries that are deemed
strategically important, such as those supporting national security. Because defense industries are
vital to state interests, they enjoy significant levels of protection.

2.1.1 Criticisms
Does protectionism protect? Even if it may seem that the main goal of protectionists is to help those
who would be losing from freer trade policies, the only ones benefiting are domestic producers and
workers for a limited amount of time.
If adopted for a short term as a temporary measure, it may succeed in helping growing industries,
since it would give them time to learn and develop competitive advantage while being backed by
state support. The same reasoning applies to unemployment, if companies are restricted by tariffs or
other policies, they would be compelled to hire local workers.

However, if the protection is provided for too long, industries may end up being weak in terms of
innovation and improvement rather than acquiring an advantage. If they do not specialize, the main
consequence is unemployment.
Furthermore, sometimes foreign producers benefit from protracted restrictive policies, as in the case
of quotas, due to increases in their prices which may offset the loss in quantity supplied.

Another question arises regarding the infant industry argument: when will an infant industry no
longer need protection from its home government10? If portrayed for too long, the protection of an
infant industry may actually end up costing a government a significant amount of money and
financial resources. This may promote inefficiency.
In the long run, protectionism is also inefficiency because it doesn’t protect jobs, at least not as
much as policymakers intend to, and at large costs that overcome the potential gains in
employment. Also, these costs are not equally levied. Typically, they are paid by consumers at large
(usually by poorest households) or by sectors and groups without the capacity of defending their
interests at the political level. In fact, the amount of the loss for each individual due to - say a tariff,
is not large enough to encourage them to spend resources lobbying against the policy. Instead,
protected owners and workers are willing to spend resources to influence political decisions.
A large part of these costs is represented by adjustment costs, that is, costs incurred to adjust to
open economies. Again, they are higher for relatively unskilled and older workers.

Lastly, long-term protectionism also results in consumer dissatisfaction due to higher prices, lower
quality, and smaller availability of products; and it also increases trade war because the action of
one country will cause others to retaliate11.
“The benefits of protectionism are concentrated but costs are thinly spread. The overall inefficiency
of protectionism prevails” (Thompson, H. 2000).
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2.2 Benefits from Free Trade
Although some believe that trade policies are dominated by special-interest groups, rather than by
consideration of national costs and benefits, free trade is still advocated as the best solution.
The main reason is that, as the analysis presented in chapter one shows, any deviation from free
trade leads to larger costs. In the example of the introduction of a tariff, the result is a market
distortion and a consequent deadweight loss, meaning a loss in efficiency.
Furthermore, there are welfare benefits from free trade that add to the price of protectionist policies.
During recent history, many moral arguments have been adduced to advocate in favor of free trade
by many politicians (David T. Griswold), some are:

1. Free trade respects the dignity and sovereignty of individuals.
Anyone who engages in their honest work has the basic right to enjoy the fruits of their labor. The
government’s prohibition to exchange what they produced for something produced by a fellow
human being is a violation of their right to property, whether the person lives across town or across
the ocean. Protectionism is a form of stealing; it takes from one group of people, usually a broad
pool of consumers, and gives the spoils to a small group of producers whose only claim to the
money is that they would be worse off under open competition.

2. Free trade restraints the power of the state.
Free trade places trust in Smith’s “system of natural liberty”:
“Every man, as long as he does not violate the laws of justice, is left perfectly free to pursue his
own interest his own way, and to bring both his industry and capital into competition with those of
any other man, or order of men. [...] According to the system of natural liberty, the sovereign has
only three duties to attend to. [...] First, the duty of protecting the society from the violence and
invasion of other independent societies; secondly, the duty of protecting every member of the
society from the injustice or oppression of every other member of it, and, thirdly, the duty of
erecting and maintaining certain public works and certain public institutions, which it can never be
for the interest of any individual, or a small number of individuals” (Adam Smith12).
There are no moral reasons why politicians should decide what goods and services an individual
can buy based solely on where these were made. The gains that protectionism confers to a selected
group of producers (and on the government itself) are almost always outweighed by the losses
imposed on consumers.
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3. Free trade brings people together across distance and cultures
Trade opens the door for relationships that transcend economic exchange. When nations trade with
each other, more than just material goods cross borders. People and ideas inevitably follow through
the same open doors.

4. Free trade fosters peace by raising the cost of war.
Free trade does not guarantee peace, but by raising the cost of war to governments and citizens it
strengthens it. As nations become more integrated through expanding markets, they have more to
lose if trade is disrupted. This is demonstrated by figures: thanks to the twin trends of globalization
and democratization, spending on military expenditure throughout the world has dropped
substantially.

Going back to the employment argument for protectionism explained before, it can be concluded
that open world trade increases economic growth and raises living standards.
This is particularly true because by allowing countries to specialize, free trade creates more jobs
than it destroys. Moreover, economists such as Milton Friedman and Paul Krugman have argued
that free trade helps third-world workers. This is because “the growth of manufacturing – and of the
penumbra of other jobs that the new export sector creates – has a ripple effect throughout the
economy” that creates competition among producers, lifting wages and living conditions (Firedman
M. and R. 1980).

As a matter of fact, a 2016 OECD analysis looking at the impact of global value chains on jobs,
confirmed that a large share of employment across OECD countries13 and in key emerging
economies relies on free trade. In a large country like the United States, around 10% of the
workforce is involved in producing goods and services that are consumed abroad; the share goes up
to 20% for France, almost 30% for Germany, and 47% for a small open economy like Ireland14.
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“The gains to some producers from tariffs and other restrictions are more than offset by the loss to
other producers and especially to consumers in general. Free trade would not only promote our
material welfare, but it would also foster peace and harmony among nations and spur domestic
competition.” (Friedman M. and R. 1980).

2.2.1 Criticisms
To have a comprehensive view of the costs and benefits that an open market may generate, the
counterargument to the debate analyzed until now must be taken into account as well.
Although politicians claim that most policies such as tariffs and import quotas are undertaken in the
interest of the nation as a whole, they are undertaken primarily to protect the income of particular
interest groups. Most of the times, their view ends up being correct, and as it has been stated so far,
economists have frequently argued that deviating from free trade reduces national welfare.
However, there are some theoretical grounds for believing that liberal trade policies can sometimes
have negative effects on welfare:
-

Distributional impacts

-

Optimal tariff

A valid criticism to the case for free trade includes the issue of income distribution. Although most
trade models15 confirm that economic efficiency increases at the aggregate level, they do not
indicate how benefits are spread across individuals. What models do demonstrate, is that
liberalization causes a redistribution of income, that is, some individuals will gain from free trade
whiles others will lose (Suranovic S. 1997).
A common response by economists concerning the issue is to invoke the compensation principle: if
it is supposed that the sum of the gains to the winners exceeds the sum of the losses to the losers,
then it is possible to redistribute the economic efficiency from the former to the latter so that, in the
end, everybody gains.
Nonetheless, a practical problem associated with compensation is the difficulty of adequately
implement it. In fact, to achieve complete compensation, not only it has to be identified who are the
likely winners and losers, but when, and how much the gains and losses would be.
In a complex world like today’s16, it is practically impossible to do so. Each trade flow originates a
different pattern of income redistribution that, in turn, is affected by the mobility of factors between
industries while these adjust to free trade.
This means that free trade is very likely to cause unfair losses to some individuals (Suranovic S,
1997). However, economic analysis shows that gains and losses will eventually be spread out over
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time. Some people will lose initially but will be better off in the long run, some will never gain,
some will never lose.
Another argument that questions the effectiveness of free trade is the “optimal tariff argument”. It
explains the effect that an optimal tariff rate may have on a country’s TOT17, and how this impact
on society.
As it is now clear, the net economic effect of protection is negative in general. However, this
argument suggests that a large country with a significant influence on world prices can impose a
positive tariff to obtain a terms-of-trade gain. The tariff will be an optimal tariff, meaning better
than any other lower tariff, if it decreases the demand for imports and lowers the world price level
for imports compared to exports. This must be compared with the cost of implementing the
restriction arising because of distortion to production and consumption incentives, as mentioned
before. It may be possible that the TOT benefits outweigh its costs so that the argument holds.

Despite the theoretical result, the argument has some important limitations.
First, most countries are small and have no ability to affect world prices, thus the theory finds no
practical application for them. Second, there must be no retaliation from trading partners.
Since this implies gaining at the expense of others, it cannot be excluded that countries hit by the
restrictive action would react in the same way. This would start a cycle of retaliatory trade which in
turn would nullify the attempts at coordination.
It can be concluded that the terms of trade argument against free trade is of doubtful useless, mainly
emphasized by economists as a theoretical proposition than by governments as a justification for
trade policy (Krugman P. and Obstfeld, 2014).
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The Terms of Trade (TOT) is an economic measure of a country’s health assessed through what it imports and
exports. It is determined by dividing the price of the exports by the price of the imports and multiplying by 100. If TOT
is greater than 100%, the country is accumulating more capital from exports than it is spending on imports.

CHAPTER 3: Free Trade Promotion by the WTO
It is clear now that virtually all economists agree that free trade is desirable18. However, they differ
on how the transition from tariffs to free trade should be made. Also, free trade requires a
framework of rules.

Major improvements in terms of international coordination were achieved in the 1990s, but tariffs
reduction (and elimination) as a trade policy goes back to the 1930s.
In fact, from the mid-1930s the U.S. and other advanced countries gradually removed tariffs and
similar barriers to trade, and by doing so, stimulated a rapid increase in international integration.
Especially in the case of the United States, this process was highly beneficial, and it encouraged
countries such as the United Kingdom and France to reduce tariff rates on imports drastically.
They realized that, even if they had similar goals, they might have suffered losses if they didn’t
coordinate their policies. International negotiation was key in the process of postwar liberalization,
and throughout the years, it contributed to the achievement of an acceptable degree of harmony in
global trade and monetary policy between countries.

A significant step between World War I and II, and one of the most controversial measures in the
U.S. history, has been the Smoot-Hawley Tariff Act of 1930. Under this act tariff rates rose steeply,
in the hopes of protecting domestic industries from foreign competition. The result was a sharp fall
in trade and an intense price war which, for some economists, helped deepening the Great
Depression (Claude Barfield, 2018).
A few years later, the U.S. administration concluded that a tariffs reduction was needed, in spite of
the opposition of congress members whose districts contained firms producing competing goods.
However, the benefits would have been so widely diffused that the few in congress changed their
minds. To be implemented, the policy had to be linked to some concrete benefits for exporters as
well.
The first trial was to enter into bilateral tariff negotiations which helped reduce the average duty on
U.S. imports from 59 percent in 1932 to 25 percent until World War II.
However, negotiating bilaterally did not allow the country to take full advantage of international
coordination: benefits from negotiation may be "spilled over" to outside parties and often some
deals could naturally involve more than two partners.
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As a consequence, the next step was to proceed to multilateral negotiations i.e. involving a limited
number of countries.
Originally, diplomats imagined negotiations to take place under a proposed body called the
International Trade Organization (ITO), which would have sided the International Monetary Fund
and the World Bank. But in 1947, twenty-three countries began to negotiate trading under a set of
rules known as the General Agreement on Tariffs and Trade (GATT). As it turned out, the ITO
never entered into force, hence, the provisional agreement laid the foundations of today’s global
trading system and ended up governing world trade for the following 48 years.

After World War II most advanced democracies, headed by the United States, pursued a broad
policy of barriers elimination in favor of international trade; this policy reflected the idea that free
trade promoted not only prosperity but also world peace.
Several free trade agreements (FTAs) were negotiated, the most notable being the Uruguay Round
Agreement, which established the WTO in 1995, creating the formal organization envisaged by the
GATT, whose rules, however, remained in force.

3.1 The WTO
Nevertheless, the path that led to the birth of the World Trade Organization was rather long and
tortuous. Negotiations started in 1947; the first five trade rounds (Geneva 1947, Annecy 1949,
Torquay 1951, Geneva 1956, Geneva 1961) were carried out as “parallel” bilateral negotiations:
each country dealt on a product-by-product basis with a number of other countries at once,
exchanging lists of requests and offers to reach an agreement on tariff concessions. Substantial
reductions were obtained thanks to this trading system together with the recovery from the war. The
sixth round, the Kennedy Round, was completed in 1967 and countries managed to accomplish an
across-the-board 50 percent reduction in tariffs by some of the major industrial countries. Overall,
average tariffs were reduced by about 35 percent (GATT s.d.). With the so-called Tokyo Round of
trade, completed in 1979, negotiating countries tried to obtain trade liberalization through a more
complex formula which accounted for the control on the proliferation of non-trade barriers, such as
voluntary export restraints, and systematic marketing agreement. Finally, in 1994 the last round of
negotiation was completed and the discussed provisions, grouped in a 400-page document, were
approved by the U.S. Congress and entered into effect in January 1995.

The result was the birth of the only intergovernmental organization, whose primary purpose it to
“open trade for the benefit of all”19, by regulating the international trade between nations.
The organization operates through the WTO agreements which coordinate producers of goods and
services, exporters, and. importers.

The European Commission defines Trade Agreements as acts that reduce or eliminate customs
duties and the amount of other trade restrictions on goods and services exchanges between two
(bilateral) or more (multilateral) countries and, in general, provide a framework for economic
relations (European Commission, 2017).

However, countries are not free in their decision to set up a trade agreement with another party
(WTO. s.d.).
Every operation must be carried out according to the rules put in place by the WTO itself, in an
attempt to prevent any potentially negative effects on global trade.
The most important provides that an agreement “should not encompass substantially all trade and
have positive effects on the trade flows between participating countries, without creating trade
barriers toward non-participating ones” (WTO, s.d.).
The rule derives from the core principle of the WTO, the non-discrimination principle, which states
that members “should not wrongfully discriminate among trading partners” (WTO, s.d.).
Despite Preferential Trade Agreements20 (PTAs) being discriminatory by definition, since the
benefits ensue only to participating, the WTO still regulates the process. In fact, from December
2006, members have to notify to the organization in advance their plans to enter into an agreement
and provide any information regarding it.
Accordingly, the WTO assesses its possible impacts on the participating countries and its
compliance to the regulations. When the verdict is positive, the PTA can be ratified by the WTO.

According to the WTO, free trade may be realized on a variety of levels. The first degree of
economic integration is the Free Trade Area: members of the area agree to reduce or eliminate
tariffs and other trade restrictions on goods. The second degree is represented by the Customs
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www.wto.org – WTO (s.d.)
The term used by the WTO to refer to agreements entered by a limited number of countries. As opposed to the
term 'Free Trade Agreements', this definition more accurately reflects their scope, since they include "preferential
tariffs for signatories over other parties". Instead, the term FTAs implies that the agreements concerned are
promoting liberal or free trade, which is not the case, since they impose limitations to non-participating countries.
Also, the term 'Regional Trade Agreements' (RTAs) is used to indicate agreements made between contiguous
countries or within the same region. By the way, these are all publicly referred to as FTAs.
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Union, where a common external tariff is imposed on outside countries in addition to the provisions
of a free trade area21. If not only trade barriers on the movement of tangible goods are eliminated,
but also other economic resources, then the countries form a Common Market: labor, capital, goods,
and services are allowed to move freely amongst countries. The next stage is the Economic Union.
In this stage, countries form a common market and they also maintain the common external tariff. If
in addition a single common currency and a common monetary policy is adopted, the economic
union becomes an Economic and Monetary Union. The most notable example is the Euro Area.
Last is the stage of complete economic integration. If the group of countries is so harmonized and
convergent that it will act as one country, then free trade can effectively and efficiently be realized
in numerous ways.
Apart from supervising countries’ activity, there are other actions that can be undertaken to protect
free trade. One that has been highly effective is the process of binding. When a tariff rate is "bound"
countries agree not to raise the rate in the future. There remains some wiggle room in bound tariffs,
but this means that if one rate is increased, then compensation by reducing other tariffs must be
provided.
The birth of the WTO caused a series of controversies based on the idea that the “new institute”
would have acted as some kind of world government and undermined national sovereignty.In
practice, however, besides prohibiting discriminative policies or that may restrain or impair global
trade, the only other case in which it can limit a country's action is if it is accused by other(s) of
violating the rules of the multilateral trading system.
This mechanism is known as the "dispute-settlement mechanism" (DSM). It consists of the biggest
introduction since the GATT. Under the latter rules, disputes were resolved by international
tribunals, that took several years to issue and generally preferred to straight block a country’s
action.
Eventually, the DSM helps to prevent the detrimental effects of unresolved conflicts and to
maintain balanced the equilibrium between stronger and weaker players by settling their disputes
based on rules rather than power. Also, it addresses the particular status of developing member
countries by providing them with additional or privileged procedures, or longer or accelerated
deadlines (WTO, 1995).
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Reduction or elimination of tariffs, and other restrictive policies, on goods.

Since the 1990s there have been far more multilateral than bilateral or regional agreements and
more agreements have gone beyond existing multilateral rules. This reflected the policy of nondiscrimination and equal treatment of all trading partners, known as the most-favored-nation (MFN)
status, the governing principle of the WTO.
The MFN provision initially provided by the GATT and still valid stipulates that

" any advantage, favor, privilege or immunity granted by any contracting party to any product
originating in or destined for any other country shall be accorded immediately and
unconditionally to the like product originating in or destined for the territories of all other
contracting parties" (GATT; 1947, p.2).

This means that all member nations must be treated equally by each other and it requires that any
country must provide concessions, privileges, or immunities, granted to one nation in a trade
agreement, to all other WTO members.

Although the functioning of the WTO has been often criticized because governments are frequently
turning towards regional trade agreements rather than supporting multilateral trade liberalization, its
success must also be measured in terms of trade wars prevention.
Data suggest that, while the average tariff applied during the devastating 1930s trade war was about
50 percent22, the average tariff applied by WTO members today is only about 9 percent, reflecting
the stability and confidence that the GATT/WTO system induced.
Before a multilateral trading system and agreed rules, countries did not trust each other to keep their
markets open, rather they tended to raise barriers to protect their own economies, triggering a cycle
of retaliation. If, instead, they believe that other will keep their barriers down (or within limits),
they will do the same (WTO, s.d.).
Plus, not event ideal trade negotiations would eliminate all tariffs, since, as it was explained in the
discussion about the criticisms to free trade, governments are subjects to lobbying pressures.

All things considered; it can be concluded that global cooperation has come quite far.
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Governments raised their trade barriers due to the fear that imports would have throwed more people out of work.
In reality, this caused retaliation and worsened unemployment. Wto.org “10 things the WTO can do: contribute to
Peace and Stability”: https://www.wto.org/english/thewto_e/whatis_e/10thi_e/10thi09_e.htm

3.2 The European Union
The most notable example of a beneficial free-trade bloc is, clearly, the European Union.
The EU was formally established by the Maastricht Treaty on November 1, 1993 with the objective
of promoting stability and cooperation.
It operates through a standardized system of laws which apply to all member states. These are
enforced by supranational independent institutions23 and intergovernmental negotiated decisions of
member states. The primary purpose why the economic and political union was created, is to
develop a single market by ensuring the free movement of people, goods, services, and capital;
enact legislation and justice and home affairs; and maintain common policies on trade, agriculture,
fisheries, and regional development24.
In 2002 a common currency was adopted in 19 countries, through the creation of the Eurozone,
whose monetary policy is governed by the European Central Bank. Among the objectives, there are
the elimination of exchange rate problems, price transparency, the creation of a single financial
market, price stability and low interest rates, and provide a currency used internationally and
protected against shocks by the large amount of internal trade within the eurozone.

The European Commission, a politically independent institution representing and upholding the
interests of the EU as a whole, outlined five major goals25 (EC, s.d.):
1. Promote economic, social, scientific, and technological progress
2. Speak for the EU on the international scene
3. Introduce European citizenship, respecting its rich cultural and linguistic diversity – anyone
from a member state is a citizen of the EU and gets special rights
4. Develop Europe as an area of peace, freedom, security, and justice, without internal
borders
5. Maintain and build on established EU law, protecting people’s rights, combatting social
exclusion and discrimination
An integral part of the European way of life comprises its values. In a society in which inclusion,
tolerance, justice, solidarity, and non-discrimination prevail, the EU values are the groundwork on
which the Union builds in order to reach its goals, and these are human dignity, freedom,
democracy, equality, rule of law, and human rights (EU Charter of Fundamental Rights, s.d.).
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The common institutions are the Council, representing national governments, the European Parliament,
representing people, and the European Commission, which represents the collective European interests.
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The European Union has proved to be beneficial over the years, once again pointing out that trade
openness is, in fact, beneficial.

The European Union project is considered by some to have been a triumph, ensuring peace and
steadying economies across the world, but it is seen by others as still incomplete and often unfair.
Among the achievements and failings of the EU, the promotion of cooperation is its main success,
together with the efficient facilitation of diplomatic negotiations.
Nevertheless, the EU can make decisions and changes to policies only if it has the required
authority and provided that member states agree. One of the most criticized aspects is the
integration – the EU has been less successful in fostering integration between European peoples.
However, it responds to the challenges, trying to enhance the ownership and identification of
citizens with the EU (Maurer H.).

In terms of economic benefits, the EU has resulted to be one of the strongest economic areas in the
world, accounting for about 25 percent of global GDP and the 16 percent of world imports and
exports26. The increase in free trade and the removal of non-tariff barriers have helped reduce costs
and prices for consumers, increased jobs and income. According to a study published by the Journal
of Monetary Economics, conducted by N.F Campus et al. (2019), the economic benefits from EU
membership are generally positive and large, although, there is considerable heterogeneity across
countries. Estimates27 indicate that only one country, namely Greece, experienced smaller GDP and
productivity levels after EU accession.
For all other countries that joined the EU from 1973 to 2004, the analysis found that, if they had not
joined the Union, their per capita incomes would have been approximately 10 percent lower in the
first ten years after becoming members28.

All things considered, the single European market has not only increased trade between EU member
countries, but Europe’s external trade barriers have been consistently cut, both unilaterally and
through WTO trade rounds.
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European Commission: “EU position in world trade” from ec.europa.eu
The paper uses the “synthetic control method” pioneered by Abadie and Gardeazabal (2003) trying to address some
specific questions such as what would be the level of per capita income and productivity in a given country if it had
not joined the EU, whether these payoffs from integration would be temporary or permanent, and if they vary across
countries.
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In the study, the term European Union, or EU, is used for convenience even when referring to the years before its
actual establishment, that is to what it was then called the European Economic Community or the European
Communities later on.
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Today, the EU is the largest export market for more than 120 of the world's economies. It is a party
to more FTAs than any other economy in the global trading system and it presents some of the
lowest average tariff rates in the world (more than 75 percent of imports enter the EU at zero or
reduced tariffs29). Furthermore, thanks to the single market, 25 sets of rules have been replaced with
one and today it is easier to trade with Europe (Mandelson 2006).

3.2.1 EU Free Trade Policies
Since its creation, the European Union has been an active participant in multilateral liberalization,
and it has become deeply integrated. This is consistent with the principle that trade development is
an opportunity for economic growth.
The Union is one of the main promoters of FTAs. Since the 2000s the Commission has constantly
sought to negotiate and conclude new trade agreements. In 2018, about 30 percent of trade between
Europe and the rest of the world was covered by preferential provisions, and this is expected to rise
in the coming years to around 41 percent if the agreements that is being negotiated with Mercosur,
the African, Caribbean and Pacific (ACP) countries and the UK will come into force (European
Commission, 2019)30.
These TAs provide considerable tariff reductions, ensuring that consumer have free access to all
goods originating in partner countries.

Among the main EU Policies, in 1971 it introduced a preferential initiative in line with the
UNCTAD proposal31 for a Generalized Scheme of Preferences (GPS). It represents an important
trade policy tool since it facilitates exports to the EU by developing countries according to their
needs. 23 developing countries are benefitting from it resulting in an overall reduction on import
duties of about 66 percent of all EU tariffs.
Furthermore, in 2005 the Union introduced a full duty-free, quota-free access scheme dubbed
Everything But Arms (EBA), in favor of least developed countries. 49 countries today benefit from
the policy.
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European Commission Annual Report on the implementation of trade agreements, Oct. 2019:
https://ec.europa.eu/transparency/regdoc/rep/1/2019/EN/COM-2019-455-F1-EN-MAIN-PART-1.PDF
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Apart from helping beneficiary countries, whether developing or least developed ones, to access the
EU market, such schemes also allow the EU itself that gains from lower or zero duties on their
purchases.
As it was reported previously, these policies resulted in around 75 percent of EU imports to enter at
reduced tariffs or duty free, and the gains are reaped from both the Union and consumers across
Europe32.
The Union is also a frequent user of non-tariff barriers (employed mainly in the textile sector) and
of the WTO dispute-settlement mechanism. Last but not least, it has initiated the liberalization of
services and it is taking actions for the better protection of key interests, such as intellectual
property rights.

In the EU future agenda is outlined the willingness to keep on pursuing multilateral liberalization,
with the final goals to deepen integration with the Eastern European and Mediterranean countries
and to strengthen co-operation with its major trading partners. Moreover, it will improve
transparency and accountability, through the annual publication of reports on the effects of its
preferential agreements with outside countries33.

32

Cernat L., Gerard D., Guinea O., Isella L. “Consumer benefits from EU trade liberalization”, Chief Economist Note,
February 2018
33
European Commission report on the European Parliament, the Council, the European Economic and Social
Committee and the Committee of the regions on implementation of Free Trade Agreements, 2018.

3.3 COVID-19 Impact on Trade

The last part of 2019 saw the burst of an unprecedented health crisis due to the outbreak of COVID19.
The novel coronavirus is part of the large family of Coronaviruses (CoV) that cause illness ranging
from normal colds to more severe illnesses (WHO s.d.).
In December 2019 it was identified as the cause of the health crisis by Chinese authorities and since
then, the rapid increase in the number of cases has led almost all governments around the globe to
undertake containment measures, in order to prevent the further spreading of the virus.

The economy paused for months, sine the first steps towards the reopening were only taken around
April 2020. On May 30, 2020, the Washington post published an article34 whose title stated that:
“the only way to reopen the economy is to stop the spread of the coronavirus”. According to it, the
world was facing two disasters, a pandemic and its projections for an economic downturn that
“would rival that of the Great Depression”.

Containment measures and restrictions to social interactions undoubtedly caused an economic
slowdown and are leading to an “unprecedented disruption to the global economy and world trade”
(WTO report on COVID-19 and World Trade) since both consumption and production drastically
decreased across the globe.

In the first half of 2020 world trade fell sharply (in May 2020 the volume of global trade in goods
fell by 17.7 percent compared with the same time period in 2019), however, government responses
helped to limit the contraction. That’s why, according to WTO economists, trade volumes have
already reached their worst possible points, thus the only plausible scenario for next year is the
recovery, both economic and in terms of health. Nonetheless, in order for trade to recover
significantly, fiscal, monetary and trade policies will have to work cooperatively35.

The COVID-19 economic crisis is considered to be different from all precedent ones for two
reasons. First, it hit all the G7 nations and China at the same time. It did not start in one country and
then spread to others, rather, the shock was almost simultaneous (the time difference was of only of
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WTO Director-General Roberto Azevêdo, June 2020.

few days). Second, it impacted the economy on every sector, whilst all other studied economic
crises started at one site and then had consequences on others36.
Furthermore, the crisis initially hit China hardest and fastest, and being it the “workplace of the
world”, manufacturing is the sector that took the hit in the hardest way.
Also, trade fell more in sectors characterized by complex value chains, such as electronics and
automotive products. Service trade is also being highly impacted, due to the restrictions imposed on
transportations and travelling, and to the disruption of “business travel”, since work is being carried
out remotely.
The WTO report on COVID-19 crisis published on August 2020, estimated that travel and transport
costs account for about a third of trade costs and that pandemic-related restrictions are affecting
(and will continue to affect) such costs until they will be in place. A more subtle costs associated
with the crisis, is uncertainty.
Uncertainty amplifies the impact of existing trade costs, reduces investments and impairs future
trade flows.

However, although many of the changes in trade flows and costs will be temporary, some effects
may persist. The main example is in the aviation industry. Changes in passengers’ behaviors,
following the initial recovery from the pandemic, could lead to higher air transport costs. In this
case, once again, government policies would be crucial in determining the reduction or increase of
the trade costs related to uncertainty.

Nonetheless, in light of the health emergency, international trade is playing a fundamental role in
providing the supplies of necessary products, such as ventilators or facemasks, hence governments
are facilitating the imports of such medical supplies. Among several actions, this is being achieved
through the eliminating of import tariffs.

Insights on the global economy over the next two years are still uncertain. Probably, the global
system will be reshaped. However, because it is not possible to make comparisons, for the reasons
explained before, there is not much that can be anticipated, except for the fact that, although
international coordination is essential for the benefits of the economy, over-dependence on one
country or industry may be an extremely risky factor for global supply chains.
Hence, multinational companies will probably dislocate as much of their production facilities as
possible to more regions.
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Remote working will take more and more hold especially in services sectors. Perspectives on
innovation will change (seen how technologic-oriented companies experienced a positive impact on
their development due to the emergency).
All of this may have a negative effect on globalization, or rather, it may lead to a strengthening of
international coordination that will allow to restructure global supply chains in an efficient way.
Also, coordination may help to avoid further unexpected shocks.

CONCLUSION
After having carried out an accurate analysis of the characteristics of both the theories of
protectionism and free trade, the dissertation reached its goal to clarify the reasons why the latter is
to be preferred.

Apart from the economic gains accounted for by a short cost-benefit analysis, which concluded that
any restriction to an open market leads to larger costs, also the main moral arguments in favor of the
theory were asserted, to prove that there are several more benefits stemming from free trade than
just merely economic ones.

The efforts and resources that the World Trade Organization, together with its member countries,
puts into the promotion of openness to international trade, represents a clear reflection of the
concept that free trade is beneficial, as supported by the ideas of most economists.

Furthermore, the brief analysis carried out on the policies implemented by the European Union, are
a further demonstration of the positive effects that the theory of Free Trade has on the economy as a
whole. The latter is once again the principle on which the EU bases its future agenda.

Lastly, international coordination may be key in the economic recovery following the health and
economic crisis due to Covid-19. The facilitation of imports of medical supplies through the
elimination or reduction of trade barriers has already been proved to be necessary.
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