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Executive Summary

This report by ACIL Consulting Pty Ltd (ACIL) has been prepared for
Australia’s Rural Industries Research and Devel opment Corporation, a
government-funded organisation which allocates a portion of its funds to
the exploration of topical farm policy issues. Its purposeisto review,
from the Australian farm sector’ s perspective, the proposal for afree
trade agreement (FTA) between Australia and the United States of
America (US).

Our assessment is that the economic benefits of the FTA to Australiaasa
whole are, at best, very finely balanced. The impact on Australian
farmersislikely to be negative, especially if domestic political
considerationsin the US prevent genuinely free trade in the most
sensitive industries — sugar, dairy and meat. Given this, the case for the
FTA must rest on broader strategic arguments, the articulation of which
has not been clear to date.

Trade diversion effects, the diversion of government resources away from
other trade initiatives, and the disaffection of countriesthat on the whole
are more important trading partners, al threaten the worth to Australia of
aspecia trade agreement with the US. Note “special”: it isunlikely to be
genuinely “free”.

The official view seemsto be that these problems are illusory (or at least
can be readily overcome) and that they are small relative to the gains to
be had. Thisisnot ACIL’sview, nor that of several other commentators.

ACIL doubts the robustness of the quantitative support advanced to date
by commentators for the US FTA idea. For example, the Centre of
International Economics’ (CIE’s) work for the Department of Foreign
Affairsand Trade (DFAT) in 2001, which argued that, on balance, such
an agreement would be trade creating, found that if it started in 2001 it
would be raising real GDP by 0.33% annually and real consumption by
about 0.4% by 2010 relative to otherwise.

Modelling results

Modelling commissioned as part of ACIL’sresearch indicates thereis
room for doubt that a free trade agreement with the US (even one
covering al protection and all products) would be of benefit to Australia.

The reasons are complex. They relate to the fact that much of the
increased bilateral trade with the US would be trade diverted from Asia.
There is also the fact that, given the current low levels of protection we
now have and the relative price insensitivity of Australian commodity
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sales, any parallel opening up of export opportunities has to be substantial
if Australiaisto obtain a positive national income result.

ACIL’s modelling has projected that a bilateral deal with the US
involving a phase-in of complete free trade over 5 years from 2005
would be slightly detrimental to the Australian economy.

Onereason ACIL’ sresults differ from those of the CIE isthat ACIL has
not assumed the FTA will, of itself, induce a significant productivity
increase throughout Australia’' s service sector as aresult of greater
awareness of US managerial methods. ACIL isnot at al convinced that
thisis aplausible assumption to make, but it is central to CIE'sanalysis.
The qualificationsto the CIE’ s results have tended to be lost in their
subsequent promotion.

Asfor agricultural commodities, not surprisingly our results show large
increases in the volume of trade in sugar in particular and, to alesser
extent, in dairy products and meat. Aswith the CIE’s projections, the net
increases for these products are generated by increased sales to the US
which are bigger than the amounts diverted from China, Japan and Korea.
Whether these increased sales to the US would be allowed, given the real-
politik of US agricultural protection, is another matter.

Arguments for an FTA with the US

Australian Government documents supporting the idea of pursuing an
FTA with the US have argued that:

m an FTA could, in certain circumstances, produce a net welfare gain to
Australia of US$2 billion (or about A$4 billion);

m it would strengthen overall economic relations between the two
countries, in particular additional investment from the US;

m there would be wider spin-offs and additional dynamic effects “from
closer economic links with the world’ s biggest and most competitive
economy and heartland of the information economy”;

m  Australiawould be disadvantaged if it did not have an FTA with the
US and meanwhile the US concluded its planned Free Trade Area of
the Americas (FTAA) — an agreement among 34 North and South
American countries — planned by 2005, as several of Australia’'s
most active agricultural trade competitors will be involved; and

m  an FTA with the US would not undermine the WTO or the Doha
round.

These arguments need to be viewed against the many officia statements
that have appeared over the years championing the multilateral trading
systemideal. Australia’s leadership of the Cairns Group has been
essentially amultilateral initiative and in many forums Australia has led
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the debate in complaining about the untoward effects on outsiders of the
rules adopted by trading blocs such as the European Union.

Reasons for caution

The pros and cons of bilateral FTAs have been discussed for centuries.
The complexities involved are not merely theoretical oddities, but have
practical implications for what a bilateral negotiation can achieve.

A significant reason why Australia could be worse off under an FTA with
the US than otherwise is that such an agreement would be likely to have a
deleterious effect on the prospects for advancing other forms of trade
liberalisation. The fruits of freer trade with the US would not, as some
seem to believe, simply add to any gains we might obtain in the Doha
round within the WTO or from unilateral cutsin protection at home.

Then there is the issue of feasibility. Leaving aside ACIL’s quantitative
results which cast doubt on them, if we are to receive even some of the
modest potential gains to agriculture and Australia as awhole from an
FTA with the US that have been suggested by earlier work, it will be
necessary for the US to undo the Farm Security and Rural Investment Act
(the formal name of the most recent ‘ Farm Bill’) it passed on 13 May
2002. Itishard to see, in the light of the recent Farm Bill outcome, that
the US would agree significantly to liberalise access for Australian
agricultural exports under an FTA. Better access to the Australian market
islikely to cut little ice with the domestic lobbiesin the US behind
agricultural protection.

Quibbles about the limitations of earlier analysis published by DFAT
aside, the detailed results of both the 2001 CIE’'s simulationsand ACIL’s
indicate that the prospect of trade being created by a US/Australia hinge
on increased access for agricultural products and on the benefits of
domestic liberalisation.

Even if it were good for the economy as awhole (and this should aways
be the main consideration), the exclusion of agriculture could quite
feasibly lead to the shrinkage of Australian agriculture (because of the
twisting of the Australian economy caused by selective liberalisation —
working through both direct price effects and the consequent change in
the exchange rate).

Beyond the modelling results, the possibility isthat an FTA with the US
could undermine Australia’ s participation in the WTO and its multilateral
negotiations. Among other things, credibility effects need to be
considered. If an FTA were pursued without agriculture, Australia’s
insistence in the Doha round that agriculture be included would be
seriously undermined.

The idea of going ahead without agriculture if negotiations prove difficult
has been promoted by some supporters of an FTA. One argument is that
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the declining relative importance of agriculture in Australia s trade
reduces its importance in other respects. However, the declinein
agriculture’ s trade significance can be attributed in significant measure to
import restrictions of the very type the US applies.

An FTA with the US that included a selective reduction in import barriers
in Australia (eg, removal of tariffs on industrial products, reduction or
removal of tariffs on textiles, clothing, footwear and cars) could greatly
irritate other important Australian trading partners, such as Chinaand

Japan.

Finally, aUSFTA could be adistraction both of officials' time and of
Government interest. The US, for example, might feel that it had done
enough if it had moved somewhat to meet Australia s demandsin the
FTA context and might be less interested in meeting those demandsin the
WTO context.

The primacy of the multilateral option

Australiais asmall player on the world scene and, despite its generally
warm relations with the US, has limited accessto US officials' time.
Thus arelevant issue is whether Australia could do better by:

m focussing on further gainsin trade with Asia (currently a much larger
export market for Australia than the US), focusing our attention on
the WTO’s Doha round; and

m undertaking unilateral cutsin our own protection.

Concentrating on the WTO Doha round could serve Australia better and
in the end might achieve greater liberalisation of US agricultural trade
than if we engaged in aparallel bilateral negotiation.

ACIL’s modelling projects full multilateral trade liberalisation to be an
overwhelmingly preferable course for Australia than either unilateral
liberalisation or free Australia/US trade.

ACIL’s conclusion is that both Australian farm and Australian nationa
interests will be best served if our negotiators devote their time and
energies to the pursuit of global trade liberalisation in the WTO Doha
round.
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1.1

Introduction

Context

Thisisareport by ACIL Consulting Pty Ltd (ACIL) for Australia s Rural
Industries Research and Development Corporation. (The Corporationisa
government funded organisation which allocates a portion of its resources
to researching, on behalf of the Australian agricultural sector, topical

farm policy issues.) The report’s purpose isto assess the pros and cons of
afree trade agreement (FTA) between Australia and the United States of
America (US) from an Australian farm sector point of view and to
advise on what that implies for our negotiators.

Theidea of an FTA with the US has been |ooked at on and off for the last
two decades. Most recently it arose as an issuein late-2000. There have
since been anumber of statements from both sides expressing in-principle
support, but al have recognised the desirability of careful consideration
before proceeding.

Some parts of Australian industry have been very supportive, while
others, notably the Australian mining and farm sectors, have been more
cautious. Within agriculture, dairy representative bodies, for example,
are understood to have pledged significant time and energy to the pursuit
of theinclusion of dairy issuesin an FTA. Another interest group that
has been especially supportive has been the Australian wine industry. It
has helped bring together aforum of businessinterestsin Australiathat is
seeking to promote the concept. A body of such firms also existsin the
US — aso formed largely as aresult of initiatives by wine, packaging
and other sections of Australian industry that have an interest in exports
to the US.

Australia sinternational efforts on wine include the signing in 1994 of an
agreement with the European Community which provided a springboard
for expansion of Australian wine exports onto the European market.
More recently, Australia has participated in the New World Wine
Producers (NWPP) Forum, ajoint industry-government group from wine
producing countries established in 1999. The NWPP group met in
Toronto from 17-19 December 2001. The meeting was marked by the
signing of a Mutual Acceptance Agreement on oenological practices
(MAA) by NZ, Australia, Canada, Chile and the United States. The
Treaty means that differences in winemaking practices can not be used to
erect barriers to trade between the signatory countries. Now negotiations
are underway on an agreement on labelling in NWWP countries.

Australian wine industry interests appear to favour the pursuit of an
Australia/US FTA because they consider it would help lock in these
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initiatives. But participation in multilateral fora such as the Codex
Alimentarius Commission (which deals with food standards generally),
the Office International delaVigne et du Vin (OIV) (which setswine
standards) and the WTO is also continuing.

This paper

The paper begins with comments on the last World Trade Organisation
(WTO) multilateral trade negotiating round and the current Doha round
of multilateral trade negotiations. It then looks at unilateral reform and
asks whether a AustraliaddUS FTA might be a useful supplement to these
approaches. Subsequently, the results of quantitative modelling work
undertaken for this study to compare the outcomes of the three
approachesisreported. Finally conclusions are presented.

The paper assumes some knowledge on the reader’ s part of the nature of
the WTO and its predecessor, the GATT, the nature of multilateral trade
negotiations and the fact that agricultural protection isat very high levels
in many of Australia’ s export markets.
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2. The Uruguay Round

At the multilateral trade round that preceded the current Doharound, the
Uruguay round (1986-1994), agriculture was on the agendafor the first
time in substantive form (although previous rounds had had an
Agriculture Group and had achieved modest liberalisation at the fringes).

An Agreement on Agriculture (known as the Uruguay Round’s

Agreement on Agriculture - or the URAA) provided a framework for

opening markets and reducing market distortions, under the headings of

market access, domestic support and export measures. The URAA

required:

m  al (other than quarantine) non-tariff barriersto agricultural imports
to be eliminated and replaced by bound tariffs or ceiling bindings and
in some cases tariff rate quotas;

m  bound tariffs to be scheduled for phased reductions; and for farm
production subsidies (‘ domestic support’) and export subsidies also
to be reduced.

Industrial countries were to implement these reforms between 1995 and
2000, while devel oping countries were given until 2004.

Alongside the URAA were:

m the Agreement on Sanitary and Phytosanitary (SPS) Measures
intended to limit the use of quarantine import restrictions to cases that
could be justified ‘ scientifically’;

m new policy notification and review requirements; and

m  aDispute Settlement Understanding to improve the process of
resolving trade conflicts.

At thetime it appeared that export subsidy reduction and substantial
liberalisation of agricultural trade was achieved in the Uruguay round.
For developed countries (the main markets of interest to Australia) over
the period 1995 to 2000:

m theaverage tariff cut for agricultural products was 36% (with a
minimum of 15%);

m  domestic support in total was cut by 20%;
m thevalue of export subsidies was reduced by 36%;!

m  agricultural products were henceforth to be protected only by tariffs
with other protective measures converted into tariff equivalents.?

However, as some of the equivalent tariffs were too high to alow any real
opportunity for trade, in many instances a system of tariff rate quotas was

1 wro Agriculture Negotiations: The issues and where we are now, WTO, 8 April 2002.

2 Except for Korea, and the Philippinesfor rice.
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created to maintain existing import access levels. Lower tariffs apply
within the quotas and higher rates for quantities outside them.

The other main achievement of interest to Australiaat the Uruguay round
was improved dispute settlement procedures. Previously, GATT
members were not obliged to act on the decisions of dispute settlement
panels, but since Uruguay they have been obliged to accept afinal dispute
settlement decision or face trade sanctions. This has been used by
Australia, which won disputes with:

m theUSonlamb tariffs; the tariff was reduced; and

m  Korea, about restrictions on retailing of beef; Korealiberalised its
rules.

In practice, the gains achieved in the Uruguay round have been largely
lost at the end of the round and since, by erosion of the obligations
through the adoption of particular kinds of “modalities’ or detailed rules
of application (see Box 1). Major importing countries, notably the US,
the EU and Japan, have exploited the loopholes and fine print of the
modalities to evade liberalisation. New types of protection have replaced
the old.3

Box1:  WTO Agricultural “Boxes”

The Agriculture Agreement of the Uruguay round classifies agricultural support into three
“boxes”™:

= The amber box for domestic support measures considered to distort production and trade;
the agreement was that the total value of these measures must be reduced.

=  The green box for subsidies that do not distort trade—they were required to be
government funded (not achieved by charging consumers high prices) and were not to
involve price support. Allowed measures include direct income support to farmers which
is not related to (ie de-coupled from) current production levels or prices.

= The blue box was meant to include products exempted from the general rule that
subsidies linked to production must be reduced — it covers payments directly linked to
acreage or animal numbers, under schemes which also limit production by imposing

production quotas or by requiring farmers to set aside part of their land.4

The three are otherwise known as the bad box, the good box and the strange box.

3 For further discussion, see

- Multilateral Trade Negotiations - what isrequired to reform domestic agricultural support through the WTO, ABARE Current
Issues October 2000.

- Must the Good Guys Always Lose? Speech by David Trebeck to a Rabobank meeting, Amsterdam 2 May 2002, on
www.acilconsulting.com.au

4 wrto op.cit.
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quarter, p. 365-9.

6 WTO, op.cit.

Reduced prices for some agricultural products since the Uruguay round
have added to protectionist pressures. “Liberalisation” that cannot
survive aprice slump is cosmetic. Thus the Uruguay “achievement” was
ephemeral.

Cosmetically, the US replaced measures such as deficiency payments and
price support loans with contract payments and market loss assistance.®
The EU has frequently pursued the strategy of setting unrealistic base
rates and broadly defined average reductions, allowing retention of
protection on sensitive production — for example, with textiles. Other
countries have circumvented their commitments on export subsidies
through the use of protectionist state trading enterprises, new levels of
food aid and subsidised export credits.®

Events outside agriculture were sometimes not much better and in afew
areas have aso had adverse implications for agricultural trade. A
poignant example of an agricultural Uruguay modalities agreement that
has worked against the interests of Australian farmersis the procedure
that was adopted for phasing out the notorious Multi Fibre Arrangement
(MFA). The MFA was longstanding GAT T-endorsed pact under which
developed countries had imposed import quotas on apparel and textiles
from less developed countries and newly emerging industrial countries to
protect their domestic industries. Indirectly, the MFA had inhibited
world demand for fibres such aswool. At Uruguay, the MFA countries
agreed to phase out their import quotas over ten years from 1995 under a
new deal called the WTO Agreement on Textilesand Apparel (ATC).
But, unbeknown to most people, the ATC includes products previously
not subject to MFA-style restrictions and the broader coverage has
enabled member countriesto delay their liberalisation of quotas until the
end of the period. The US and the EU, for example, met their ATC
obligationsin Stages 1 and 2 of the phase-out without actually liberalising
any quotas.

Agricultura support in OECD countries is now back to where it was prior
to the Uruguay round at approximately 40-50% in producer subsidy
equivalent terms and 35% in consumer tax equivalent terms.” The recent
USFarm Security and Rural Investment Act 2002, however, seems likely
to increase average protection above this level by raising subsidies.

Roberts, Ivan and Jotzo, Frank (2002), “US Farm Bill: an Australian perspective on itsimpact,” Australian Commodities, 9 (2), June

OECD, quoted in Solving the Problem—The political economy of agricultural reform, Centre for International Economics, for the Rural

Industries Research and Development Corporation, October 2000. Later figures are of much the same order.
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For all its shortcomings, the Uruguay round ‘broke theice’ with
agriculture and has produced a framework which can be built upon in the
Doharound.
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Current Environment for the Doha Round

The Doha Ministerial Declaration signed in Doha, Qatar in November
2001 included a section on agriculture (paragraphs 13 and 14) which
stated amongst other things:

“... we commit ourselves to comprehensive
negotiations aimed at:

m  substantial improvements in market access;

m reductions of, with aview to phasing out, al forms of
export subsidies; and

m substantial reductions in trade distorting domestic support”
These are the so called ‘three pillars.’

The agricultura section also says. “...[we] confirm that non-trade
concerns will be taken into account” — areference to the EU notion of
“multifunctionality” — see below.

The new commitments are meant to be established by 31 March 2003 for
implementation in January 2005. Well before the Doha meeting, the
main players submitted proposals which are summarised in Multilateral
Negotiations (ABARE) October 2000 and in WTO newsletters.

The chance that the January 2005 date will be met seems slim —
historically, most GATT/WTO deadlines have slipped and this time the
scope for resistance from protected sectors and for disagreement among
member nations seems as great as ever.

A proposal made by the US before Doha seems to have been intended to
move towards the liberalisation envisaged in the Doha declaration.
However, it has subsequently been defeated by the US Farm Security and
Rural Investment Act 2002 which after protracted bargaining, was passed
on 13 May 2002.

Despite US statements to the contrary, the new Farm Act cannot be
reconciled with a policy of agricultural liberalisation. It representsa
response to political pressures from domestic farm interest groups which
have been exacerbated by fallsin some agricultural prices. In most of
the product groups that have had the highest protection historically (and
certainly the two product groups — sugar and dairy products — that most
interest Australia) its provisions dominate the late July 2002 Trade
Promotion Authority Act which nominally empowers the President to
initiate deals at trade negotiations such as Doha. Under the “fast track”
authority in the former Trade Promotion Authority Act, the US Congress
could only accept or reject adeal, not changeit. Inthe versionsthat were
being discussed in the relevant Senate and House of Representatives
committees in June, clauses requiring the President to have prior
consultation with Congress before any negotiating position on agriculture
could be finalised were always present.
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US politicians representing protected farm interests insisted on such over-
rides as a condition of allowing the Act through Congress. They signd
the unwillingness of the US to reconsider anomalies inherent in the Farm
Security and Rural Investment Act 2002 such as:

m  most of the support will go to aminority of the richest farmers; and

m certain commodities have extraordinary levels of protection — eg,
sugar and dairy where high domestic prices have led to widespread
substitution by alternative products such as high fructose corn syrup
and margarine.

The European Union (EU) has always resisted agricultural liberalisation
inthe GATT/WTO. Itslatest means of resisting change is the new
concept “multi-functionality,” which is rag bag of excuses for continuing
to protect agricultural sectors from import competition. They are written
up as myriad non-trade objectives that the protection is alleged to serve
including environmental protection, food security, rural development,
maintaining rural populations, tourism, elements of culture and way of
life, social cohesion, stewardship of land, health and safety standards,
animal welfare, etc. We regard these as mere excuses because the
reasons advanced for them make no economic sense — and, indeed, are
just as empty as the traditional rationalisations the EU has offered for
protection (infant industry, countervailing power, smoothing the
adjustment process, disease prevention and so on). The main flaw of
logic isthat trade protection measures are less effective and less efficient
means of delivering the new objectives than more direct instruments.
Kym Anderson is among the many authoritative commentators who has
patiently explained this point.8

The EU seemsto recognise that it must reinin its agricultural protection —
or devise atwo-tier agriculture policy —in response to the potential
budgetary shock and competitive impact of admitting new member states
from Eastern Europe, most of which have substantial agricultural
production that now survives on much less protection than the EU offers
its own producers. A ten-year transitional arrangement gradually to
equalise the treatment of farmersin the EU and budding member
countries has been proposed, but the matter is far from settled. Thisand
the parallel issue of whether the basis of support for farmers under the
Common Agricultural Policy can de-coupled (ie, can be implemented via
measures that are linked less to output) are two of the biggest issues
facing the EU.

Other European countries, such as Switzerland and Norway, hide under
the wing of the EU and apply protection which can be even more
extreme. They aso show no signs of willingness to change.

8 Kym Anderson (2000), “ Agriculture’s multifunctionality and the WTO” Australian Journal of Agricultural and Resource Economics,
44: 3, pp 475-494.
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The same seems to apply to Japan and Korea, although there have been
some signs of movement eg. beef trade liberalisation in Korea, and
possible liberalisation in Japan linked to political changes and the ageing
of the farming population.

The main forces against these negative influences are the Cairns group of
agricultural exporting countries and developing countries more generally
(some of which are members of the Cairns group). The Cairns group has
made an agricultural proposal in the Doha round which would address
most of weaknesses of the Uruguay round and the need for continuing
liberalisation. However, there are some signs that the group is weaker
than it was. It seemsto be mainly reliant on Australian leadership and
research, with other countries tagging along — some, eg New Zealand,
more enthusiastically than others, eg Canada. (Canada’'s multilateral
agricultural trade position is ambiguous: the protection received by
different agricultural industries varies partly by virtue of its privileged
access to the protected US market asa NAFTA member — most famously
its ability to sell high fructose corn syrup into the US as a sugar
substitute).

The main developing countries areirritated by the WTO' s failure to
include products of export interest to them (including agriculture) in
previous rounds in any meaningful way, and by the backsliding from the
promising agreements reached during the Uruguay round. As noted by
the Productivity Commission:

“... the back dliding of the agreement on textiles and
clothing (ATC) means that most of the improved access
to OECD markets under the ATC will not occur until
the final phasein 2005. Moreover some OECD
countries have resorted to anti-dumping and safe guard
measures that have reduced anticipated export gains for
developing countries. Similarly, reductionsin
agricultural protection by OECD countries agreed in the
Uruguay round have been offset by new subsidies and
other hidden forms of protection (for example
administrative procedures).”

Developing countries such as India and Brazil have become more
organised and more prominent in WTO affairs than they used to be and
are capable of putting real pressure on the major western countries.

Australia has substantial objectives for agriculture in the Doha round.
Agriculture still accounts for 26 per cent of Australia’ s merchandise
exports, and would account for much moreif access to other countries
markets were not so heavily restricted. The Australian Government’s
broad objectivesin the round relate to market access, export competition,
domestic support and export restrictions and taxes. The Australia/Cairns

9 Productivity Commission (2001), “ Submission to DFAT on Australia’' s Approach to Forthcoming Global Negotiations®.
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Group proposals at the more detailed level address the ways in which
importing countries have avoided their Uruguay undertakings. They
focus on definitions of such concepts as base period, aggregate
measurement of support, minimally market distorting subsidies, and
production limiting arrangements.

On past performance one could be forgiven for being somewhat
pessimistic about the prospect for agricultural liberalisation. Although
agriculture finally got on the agendain the Uruguay round and is clearly
on the agenda again, supported by the Doha Ministerial declaration, all
the signs are that the main importing countries will resist significant
liberalisation as energetically as they have done in the past. There will
probably be some movement if only to prevent the whole round failing,
partly to accommodate pressure from devel oping countries (some of
which are of substantial economic or strategic interest to OECD
countries) and partly because Australia and other exporters will be better
than they were last time at seeing through some of the “modality” tricks
that have been played.

Against this pessimistic background it is useful to consider other
approaches which might offer a pathway to liberalisation, and the impact
(negative or positive) that parallel negotiations on a Australia/US trade
agreement might have.
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How to Encourage Trade Liberalisation

Standard criticisms of the WTO

Thetraditional GATT/WTO approach to reducing trade barriers has been
for each country to offer to reduce its barriers (making concessions) in
exchange for others doing likewise. Although based on afalse premise,
that lowering barriers to imports is somehow giving something away to
other countries (whereas in fact the main gains accrue to the offering
country), it hasin practice proved to be a useful mechanism for
overcoming opposition and achieving liberalisation—for industria
products. The main playersin the earlier GATT rounds were the major
industrialised countries which could see benefitsin liberalising industrial
trade amongst themselves. They did not appear to see such benefitsin
liberalising agricultural trade, presumably for the standard reason that the
costs would have been concentrated (among certain vocal farmers) while
the benefits (to the wider community) would have been diffuse. They
still behave this way despite evidence that in practice agricultural
liberalisation can lead to a stronger agricultural sector as shown by
Australia’ s and New Zealand' s liberalisation efforts of the 1980s and
1990s.

The history of GATT and WTO rounds since the late 1940s suggests that
the types of pressure which are harnessed in international trade
negotiations do not work for agriculture. The above discussion of the
Doharound indicates no urgent need to revise this pessimistic impression.
For agriculture, international pressures appear inherently less suited to
overcoming domestic concerns. It follows that greater progress with
agricultural trade liberalisation will require better domestic understanding
of its benefits to the liberalising country.

To put it more strategically, it will require an approach which awakens
the domestic citizens of countries to the national income foregone from
maintaining protection and leads to political pressure to have things
changed. Thisisaview which sees protection as akind of subterfuge by
certain narrow interests in a country against that same country’ s wider
community.

From time to time there have been hopes that this awakening might occur
naturally with the passage of time — with Europeans, for example,
becoming more aware of the internal EU costs of the Common
Agricultura Policy and the concentration of most of its benefits among
the richer farmers. However, the world has been waiting decades for
such a breakthrough — it continues not to happen, perhaps because the
costs are largely hidden through price support policies as opposed to
direct government appropriations.

An ideawhich has been pushed in the past by Australia, and more
recently by the Director General of the WTO, is that each country should,
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as amatter of international agreement, establish a“transparency agency”
which would undertake research and publish reports on the effects of
protection policies — something like the Productivity Commission and its
predecessors have donein Australia.

Most countries already have atrade policy review process of some form,
albeit often with alow degree of transparency, or with a set of rules
which mean that the true public interest is not the decision rule. But at
least aWTO institution building initiative would not be starting from
nothing. When the idea eventually surfaced at the Uruguay round it
became diluted and emerged as the Trade Policy Review Mechanism.
Assessments of its worth are mixed. For example, the Productivity
Commission has remarked:

“This mechanism has exposed shortcomings ...
nevertheless it remains an external mechanism largely
outside the [domestic] debate about national trade
policies’.10

The case for national transparency agencies, according to the Productivity

Commission, is:
“...the establishment of institutional vehicles within
each country to provide information on the domestic
costs and benefits of protection and other assistance to
industry would not only contribute to better informed
debates on trade policy, thus facilitating domestic
liberalisation, it would also help to show support for the
WTO system” .11

Given the limited success of implementing thisideato date, Australia
could consider the aternative of working indirectly through independent
organisations to subsidise research and publication in agricultural
importing countries on the impacts of protection. This should cover:

m theequivaence, in terms of damage done, of protection viaany
measure which differentially advantages local versus foreign
suppliers —whether in the form of tariffs, quotas, subsidies or
business regulations;

m theoverall (negative) impacts of protection on importing countries;

m thelopsided distribution of assistance to those who are already
wealthy;

m the undermining of wider strategic interests (eg. the constraining of
less developed country (LDC) trade can lead to social and military
problems). As President Bush said “when we negotiate for open
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markets we are providing new hope for the world's poor and when
we promote open trade we are promoting political freedom”;12

m the experience (such as New Zealand) which shows (as with
industrial liberalisation) that agricultural liberalisation can lead to a
restructured and vibrant agricultural sector;

m  Dbetter dternative use of the subsidy dollars— e.g. on education,
health or tax cuts;

m thenegative effects of intensive farming on the environment; and

m theregressive effect of import protection affecting food and clothing,
which accounts for a higher proportion of expenditure in low-income
households than in high-income households.

Analysis and transparency should apply to trade in both goods and
services and this applies as much to a country’s participation in
multilateral initiatives as it does to domestic trade policy. For example,
Australia’ s decision to accede to Trade Related Aspects of Intellectual
Property Rights (TRIPS), inspired extension of patent lives without a
thorough local review.13

The unilateral liberalisation option

The high profile of the WTO and the natural inclination of trade policy
officials to concentrate on it has meant that the merits of unilateral trade
liberalisation are rarely considered. Most of the gains from liberalisation
occur from domestic liberalisation. As the Productivity Commission

says:

“...importantly the case for reductionsin Australia’'s
trade barriers does not rest on notions that foreign
countries have already reduced, or will also reduce,
their trade barriers. The main benefits of trade reform
will come from the economic efficiencies created
within a country which opensitself to the pressures and
opportunities of international competition irrespective
of trade barriers or subsidies which may prevail

abroad” 14

The Commission reports research which concludes that the gainsto
Australia from unilaterally meeting its own commitments would account
for almost 90% of the gains which it would accrue if all APEC countries

12 The same point was emphasised in the Australian Prime Minister' s statement to Congress on 12 June 2002.

13 TheWTOTRIPs Agreement has seen increased protection for intellectual property. The USin particular is pressing for strengthening of
its provisions, including wider application and better enforcement. All countries have an interest in encouraging innovation; patents and
copyright help provide such encouragement. However, the interests of net | P exporting countries such as the US and net |P importing
countries such as Australia are not identical, so good and open analysisis called for.

14 Productivity Commission, op.cit., p. 5.
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met their commitments.1> Aswill be indicated later, the Productivity
Commission has recently expressed doubts that Australia can expect the

same unilateral returns from future cuts.

A multilateral or even bilateral approach invariably means long delays

before liberalisation is achieved. Given that liberalisation is of benefit,

such delays have alarge negative impact on the economy compared with
what it might otherwise achieve if it took action by itself. Furthermore,
the likelihood that the international negotiations will at best partly

achieve the original objectives can lead to domestic liberalisation being
less than should be possible.

The traditional argument for multilateral or bilateral approachesis that
Australia needs negotiating “ coin” —it must be able to offer improved

access to other countries in exchange for the improved access it seeks
itself. Asnoted above, thisis based on an economic falsehood,16 but is
the traditional approach. In any case, there are severa counter
arguments:

m  Experience from the time the GATT was created in 1947 shows that
in practice Australia has little negotiating coin. Offers of accessto
the Australian market carry little weight with governments concerned
about their own domestic agricultural politics.

m Inpractice, countries which liberalise ahead of time unilaterally can
obtain credit in WTO negotiations for what they have aready done.

m  Asdiscussed above, the likely drivers of liberalisation for Australia’'s
exports will be domestic politicsin overseas countries, and to alesser
extent international strategic considerations, and not what Australia
“offers’.

m  Australiaisasmall portion of the world economy and world trade,
and so carries limited weight.

m  Unilateral liberalisation may demonstrate moral leadership which can
increase leverage in trade negotiations.

In the recent past, such considerations led the Productivity Commission to
concludethat: “... governments should generally proceed with beneficial
domestic reforms without awaiting multilateral negotiations.”

More recently, in the context of its Review of Automotive Assistance, the
Commission has expressed a more cautious view. The Commission’s

15 McKibbin, WJ (1998), “Regional and Multilateral Trade Liberalisation” in Peter Drysdale and David Vines (eds) Europe, East Asia and
APEC: a Shared Global Agenda. (Cambridge University Press).

16 AspPaul Krugman says, “The compelling case for unilateral free trade carries hardly any weight among people who really matter. If we
nonetheless have afairly liberal world trading system, it is only because countries have been persuaded to open their marketsin return
for comparable market-opening on the part of their trading partners. Never mind that the ‘ concessions’ trade negotiators are so proud of
wresting from other nations are almost always actions these nations should have taken in their own interests anyway; in practice
countries seem willing to do themselves good only if others promise to do the same”. Krugman, P (1997), ‘What should trade
negotiators negotiate about?, Journal of Economic Literature Vol XXXV, nol, pp 113-20, cited in Productivity Commission op.cit.
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June 2002 Position Paper relating to that inquiry, explained that
simulations using two well respected general equilibrium models of the
Australian economy — the MONASH model and the Econtech 600+
model:

“... suggest that the resource all ocation gains of
reductions in assistance to Australia’ s automotive
industry beyond 2005 would be very modest. The
Commission’'s in-house MONASH modelling indicated
negligible impacts on household income — either small
positives or small negatives — depending on the
scenario. The Econtech model showed similarly
inconsequential impacts for the wider economy. Both
models also highlighted that any (small) resource
allocation gains would be offset by (small) terms of
trade impacts. Thisisin contrast to past modelling
exercises where terms of trade effects have been
swamped by the resource allocation gains from
reducing very high protection.” (Box 10.1, p.110)

The Commission went on to say that:

“With the alocative and terms of trade effects being
both small and counter balanced, ‘ dynamic’
considerations that are not encapsulated in quantitative
modelling assume much greater importance ...” (p.111)

and that while:

“Unlike the allocative benefits reflected in the models,
the ‘dynamic’ benefits do not necessarily become
proportionately smaller as tariffs are reduced.” (p111)

at the same time:

“... other dynamic considerations such as short term
adjustment impacts, spillover benefits provided by
industry and the impact of assistance on Australia’ s
attractiveness as an investment location also need to be
taken into account ...” (p.111)

These observations may come as a surprise to those who have recognised
the productivity improvements Australia has gained over the last two
decades from trade liberalisation. However, it appears that further gains
will now be more difficult to obtain — at least from unilateral cuts.

Australian tariffs now average only 3.8%. Nearly all of them are 5% or
below. Nonetheless, we should not kid ourselves that Australia has no
important barriersto trade left in place. In particular:

m theremaining high tariffs are on textiles, clothing and footwear (up to
25% but most around 10%) and motor vehicles (15% reducing to
10% in 2005, although second hand cars are very heavily tariffed);

m  Austraia, like many countries, has rigid anti-dumping laws which
focus solely on injury to the local industry rather than judging what
would be in the interests of the whole community, including users of
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the product. Even considered on its own narrow terms, the anti-
dumping system does not inspire confidence — the determination of
‘normal values' by Customs, for example, can be somewhat
discretionary. To prevent anti-dumping rules becoming the new
post-tariff protective instrument, the rules should be changed to give
a better balance between costs and benefits;

Australia has local content quotas for television and ownership limits
on it and other forms of media. Analysis suggests that most local
content quotas are redundant in the sense that the media firms choose
to have local content above the quota level because that reflects
customer demand,

Australia has afew entry control regulations on service industry
participation, such as those applying to medical insurance companies
and the medical profession, including some which are relatively more
difficult for foreign nationals to satisfy;

Australia’ s quarantine rules (in WTO circles quarantine provisions
are termed sanitary and phytosanitary (SPS) measures) have attracted
criticism from abroad. Quarantine disputes are current or recent with
several products, including some from the US — fresh grapes and
maize, for example;

Australia’s penchant for single-desk export bodies for farm products
iscriticised by competing export countries, notably the US whose
officials seem to think they are a vehicle for government subsidies.
The main target of criticismis AWB Limited whose single-desk
status is next due for review in 2004; and

Australia’ s overseas investment rules are generally liberally applied
but are restrictive in particular sectors such as media, banks and
airlines.

Farm representatives should be interested in Australia offering to reduce
or eliminate any of the above which can be shown to be inefficient
interventions. There are three reasons.

First, many of the measures directly raise the prices of farm inputs or
the prices of goods and services purchased by farm households.
Entry restrictionsin the media and the professions are in this
category.

Second, virtually all forms of protection have adverse implications
for the farm sector indirectly, by making the exchange rate higher
than it would otherwise be.

Third, we can expect to do better with any requests we make in
regard to other countries’ protection of their farm industries (say,
dairy or sugar) if we accede to those other countries’ requeststo usto
liberalise. It may be time, whether in the Doharound or some earlier
forum, for this sort of thinking to be applied to some of Australia's
guarantine measures, for example, which are typically raised by
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overseas interests wishing to delay the reform of their own
protection. An example of arecent statement by a US official which
raises the Australian quarantine issue is given in Box 2 below.

Box2:  The US/Australia FTA idea from a US perspective

The following is the text of a NineMSN report based on AAP material which was released on 4 July 2002 under the title: “Australia
first for US trade pact: envoy”

Australia was at the front of the line for a bilateral trade agreement with the US but farmers should also try to access European
markets, US Ambassador Thomas Schieffer said.

Mr Schieffer, the Ambassador to Australia, said he was confident the two US houses of parliament could agree on trade laws to pass
both houses.

Once a trade promotion authority was established bilateral trade agreements could begin, with Australia at the front of the line, he said.
“Australians forgot they had much more access to American markets than to European markets, Mr Schieffer said.

"| think that sometimes Australians forget how much access they do have to the American market," he told ABC Radio. “Australians
sell three times as much agricultural products to the United States as they buy”.

"So it's not exactly a market that is just shut tight against Australians.”

Australia's beef industry needed to try to further access the European market, he said.

"While we buy 378,000 tonnes of beef from Australians, Europeans only buy about 7,000 tonnes a year," Mr Schieffer said.
Nations must figure out a system to gear agriculture toward a market economy with less subsidies, he said.

Quarantine laws, for example, were understandable for Australia but affected market access of various people.

"The United States cannot get processed pork, chicken, feed grains, into Australia," he said.

"All of those things we need to look at, put them all on the table, agree that nobody really has clean hands in this matter and then start
a negotiation.

"And I think ... to really to have a chance to work, it's going to have to be on a worldwide basis.

"But having said that, | think that there is a real chance that we can have a bilateral free trade agreement with Australia in the not too
distant future."

Reported on NineMSN ©AAP 2002.
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Issues Related to an Australia-US Free
Trade Agreement

Insights into Australia’s general policy on bilateral
relations

The US President and Congressional committees have often remarked
during (especially in discussions about the ‘fast track’ trade legislation
during 2001-02) that there are approximately 200 free trade agreementsin
existence or being planned around the world and that the US participates
in just two of them.

Some FTAs are wide ranging and largely meet the GATT article XXIV
requirement that they should apply to substantially all trade between the
countries concerned. But many of the other agreements do not.

Australia s direct involvement in FTAsis also limited, with the Closer
Economic Relations (CER) agreement between Australia and New
Zedland being the purest example. Being broad based, CER is GATT
compliant.

Arguably the regional (or non-multilateral) trade agreements of greatest
significance to Australia are the European Union (EU) and the North
American Free Trade Agreement (NAFTA). They too are GATT
compliant, but for Australiatheir flow-on effects on the rest of the world,
especially in agricultural trade, is an issue.

Australia' s official position on bilateral trade agreements seemsto be
fairly open-ended. To our knowledge, there have been no recent official
statements specifically on that subject. However, the 1997 White Paper
on Foreign Affairs and Trade (which was prepared under a Coalition
Government and stated in itstitle that it represented the outlook for 15
years), suggests Australia has encumbered itself with few if any doctrinal
obstacles to any bilateral initiatives.

Box 3 below contains two extracts from Chapter 4 of the 1997 White
Paper — the first is part of acommentary on bilateral relationsin genera
and the second is a statement on bilateral relations with the USin
particular.
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Box3:  Two extracts on bilateral relations from Chapter 4 of the 1997 White Paper on Foreign Affairs and Trade

Extract 1

“122. While foreign and trade policy strategies must deploy all three approaches - bilateral, regional and multilateral - effective bilateral
relationships constitute the basic building block. The greater part of Australia's international efforts is bilateral. Within the framework of
strengthening bilateral relationships, Australia develops and nurtures political and market access; exchanges information and
intelligence; makes representations aimed at changing other countries' policies and practices which damage Australian interests;
promotes commercial relations; negotiates bilateral treaties and agreements; and develops projects of practical cooperation in a wide
range of fields.

“123. In handling bilateral relationships, the Government will adopt an integrated approach taking into account the totality of Australian
interests. In some instances these interests will be confined mainly to trade and investment; in the more substantial bilateral
relationships, the Government will implement comprehensive strategies which integrate Australia's security, economic and political
interests with efforts to forge a wider network of contacts in such areas as education, tourism and cultural exchanges. A comprehensive
approach to bilateral relationships also involves working closely with the Australian business community to expand market access and
other opportunities for trade and investment. It means facilitating institutional links in fields such as the arts, sport, and education. In this
way, each strand of the relationship not only has value in its own right, but also contributes to building a broader base from which to
develop and advance mutual interests.”

Extract 2

“136. As noted in Chapter Two, the United States will over the next fifteen years remain the world's largest economy, leading military
power and primary source of technological innovation. The United States will thus continue to be an indispensable element in any
configuration for peace, security and economic growth in the world over the next fifteen years. The success of Australian objectives in
key areas such as regional security, APEC and trade liberalisation, as well as on disarmament, refugees and many other issues, is
greatly influenced by the economic strength and political influence of the United States.

“137. Australia’s alliance relationship with the United States is an asset both redefined and strengthened by the end of the Cold War. It is
a central component of Australia's defence and continues to provide Australia with beneficial access to technology, military equipment
and intelligence. It would seriously complicate the planning of any potential adversary. The Australia-United States relationship
complements and reinforces Australia's policy of close engagement with East Asia. Beyond its significance to the defence of Australia,
the alliance strengthens United States strategic engagement in the region: an engagement which has underwritten the regional stability
on which the East Asian economic miracle has been built. The United States is also the largest export market and largest source of
investment funds for many East Asian countries, giving it a major role in underpinning future economic growth in the region. In short, the
United States will remain an indispensable participant in the security and economic affairs of the Asia Pacific over the next fifteen years.

“138. A key objective of the Government will be to strengthen further the relationship between Australia and the United States by
expanding the already close links that exist at the bilateral, regional and multilateral levels. The Government will be looking, in particular,
to broaden its dialogue with the United States on Asia Pacific issues, and to encourage it to accord sustained high-level policy attention
to the region. Australian policy objectives will be directed at ensuring a continuing constructive United States engagement with the region,
reflected in productive relations between the United States and its key regional partners, as well as in an active US role in regional
institutions such as APEC and the ARF. The Government will also work towards expanding cultural and educational links in a way which
reinforces a genuinely multi-dimensional relationship.

“139. US trade policy will be an important factor in determining the effectiveness of its leadership in the Asia Pacific and globally. The
United States will remain a critical force for regional and global trade liberalisation. At the same time, it is likely to continue to pursue
reciprocity in trade arrangements, and future US Administrations can be expected to follow an aggressive approach to opening markets
using all available mechanisms to induce its trading partners to adopt measures which suit the interests of US business.

“140. Despite its large trade surplus with Australia, the United States can be expected to continue to advance its interests vigorously on
issues which it regards as significant, such as protecting intellectual property. In sectors where the United States is undergoing structural
change, such as agriculture, it will continue to look to externalise adjustments through measures such as export subsidies or imposing
restrictions on the access to its market. The Government will continue to oppose all such measures. At the same time, the United States
remains a key economic partner for Australia, particularly in relation to investment, and the Government will be working to ensure that the
wider economic relationship further expands over the next fifteen years.”

The extracts cited in Box 3 are now nearly five yearsold. Allowing for
this (and remembering they were written before both the East Timor crisis
and the post September 11 war in Afghanistan), the emphasis on wider
strategic considerations as influences on Australia' s bilateral relations
with the US, especially in regard to defence, is striking. Clearly, these
wider issues are important and cannot be taken lightly. Also strikingis
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thelong list of trade issues that are routinely covered in our bilateral
affairs, both generally and with the US, outside the FTA issue.

A question arising is whether an FTA could add some useful form and
structure to the multifaceted US-Australian bilateral relationship.
Another is whether the political tensions in both countries that would be
associated with attempts to negotiate an FTA would complicate rather
than facilitate relations in the many areas where cooperation is already
occurring.

5.2 The claimed economic advantages of a US/Australia
FTA

The current policy of the Australian Government is to seek afree trade
agreement with the US. The Government, through the Minister for
Trade, has argued that an FTA with the US has the potential to deliver up
to A$4 billion ayear to Australian farmers, manufacturers, etc.1” Thisis
the estimated increase in GDP that would be achieved in 2010 from an
FTA phased in from 2001.18 It is based on modelling which assumes the
full removal or at least halving of al tariff and non-tariff barriers, except
for agricultural subsidies.1®

Other arguments which have been advanced for an FTA are:

m |t would strengthen the overall economic relations between the two
countries, in particular encouraging additional investment from the
US (which is aready alarge source of foreign investment in
Australia).

m  There would be wider spin-offs and additional dynamic effects “from
closer economic links with the world’ s biggest and most competitive
economy and heartland of the information economy” 20,

m  Australiawould be disadvantaged if it did not have an FTA with the
US and meanwhile the US concluded its planned Free Trade Area of
the Americas (FTAA) — an intended agreement among 34 North and

The Hon Mark Vaile MP (2002), Australia USFTA Potential $4b Windfall, Media release 24 May 2002.

The estimate is based on modelling the Minister’s Department commissioned from CIE: Economic Impacts of an Australia-United States
Free Trade Area, CIE June 2001.

As Ross Garnaut has pointed out in areview of the subject, there is an incongruity in the modellers' assumption that subsidiesremainin
place on the same products (eg grain) for which access has been liberalised. He also queries the assumption of no changein Australian
IP and other policies which are high on the US request list and for the failure of the modellersto allow for the cost (to the government
and to firms) of administering rules of origin, necessary where liberalisation is discriminatory (Garnaut, 2002). These shortcomings will
be discussed further in the next chapter.

An Australia-USA Free Trade Agreement — Issues and Implications, areport by Alan Oxley, APEC Study Centre, Monash University
for the Department of Foreign Affairsand Trade. The Trade Minister, commenting on the report, said “ Australian business would gain
from improved access to the world' s largest economy, and there would also be a number of important flow-on effects, particularly in
attracting US investment to Australia and expanding linkages with the dynamic US new economy and leading edge US business
practices.” Mark Vaile, Media Release 29 August 2001.
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South American countries, scheduled to be implemented by 2005 —
as severa of Australia’ s most active agricultural trade competitors
will be involved.

m  The Australian Government, or at least its Department of Foreign
Affairs and Trade, does not consider that an FTA with the US would
undermine the WTO or the Doharound. Itsview 2Lis;

“... multilateral trade negotiations through the WTO
remain the central tenet of Australia’ strade policy.
However, regiona and bilateral strategies can offer
great benefits where the parties are willing to proceed
faster and undertake more profound liberalisation than
can be achieved by the entire WTO membership. These
strategies also serve to build the momentum for
multilateral liberalisation and can create useful
templates for dealing with new and complex issues such
as investment services, competition policy and e-
commerce”.

5.3 The feasibility issue

An Australian agricultural perspective on the proposed FTA with the US
would inevitably be less sanguine than the above.

One of the main concerns for the agricultural sector isthe apparent lack
of feasibility of anything but a very restricted agreement. In particular, it
is hard to see that the US would agree to liberalised access for Australian
agricultural exports under an FTA, especialy in the light of:

m increased US protection in the past two or three years;
m therecent Farm Security and Rural Investment Act; and

m therestricted scope which the Trade Promotion Authority Act
provides for different agricultural arrangements to be negotiated.

Better access to the Australian market would cut little ice with the
domestic lobbhies behind agricultural protection. The US representatives
would have most of the bargaining power, asit needsthe FTA less than
Australia (the potential gainsto it are about the same in absolute money
terms but as a percentage of GDP are less than atenth of the equivalent
gain to Australia)?2. Two of the main sectors of primary interest to

21 Trade IssuesNo. 3 Beyond the WTO — Australia’s multi-faceted trade policy, DFAT 2002. The Trade Minister, Mr Mark Vaile, has
supported this line when commenting favourably on the Oxley paper. “Far from detracting from this [WTO] objective the report finds
that abilateral FTA with the US could complement it by setting a high standard for multilateral negotiations’ (press release 29 August
2001).

2 g (2001), op.cit. chapter 3. USrea consumption would rise by 0.02% and Australia’s by 0.4%.
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Australia, sugar and dairy23, show no signs of potential liberalisation in
the US.

Protective agricultural policiesin the US have been firmly in placeand in
fact have been growing for at least half a century.

54 The FTAA issue

In principle at least, the argument that, if Australia does not enter into an
FTA with the US, it may be shut out of the US market by preferential
access being given by other countries under the proposed FTAA, isvalid.

We know of only one detailed investigation of thisissue — a February
2002 study by a Washington-based consultancy for Australian Wool
Innovation Pty Ltd.24 It found (using CGE world trade modelling) that:

“... thelikely impact of the FTAA on the demand for
Australian wool must be considered to be of minor
importance when compared with overall factors
influencing trends in wool demand during the last
decade. Theimpact of the FTAA on the demand for
Australian wool over the medium term can be
expressed in afew simple words: It is almost a non-
event.”

This rather benign prognosis may not be the same with all products of
Australian interest. Given the industry structures of the South and
Central American economies that could be part of an FTAA, sugar isan
obvious candidate. So iswine, in respect of Chile. However, the picture
isnot all bad. If Brazil, for example, wereto gain priority accessto the
US sugar market (and thisis by no means a certain outcome even if the
FTAA goes ahead), Australian producers would still benefit indirectly by
virtue of the diversion of product away from Brazil’ s existing markets.
That is, the demand for Australian sugar would increase to some extent
indirectly. However, the benefit to Australia would presumably be less
than if Australiawere to be given US market access itself.

It istoo early to judge to what degree the FTAA ideawill progress and at
what pace, in what form and to what extent the Doha round may overtake
it. The concern that Australian access could suffer if we do not pursue a
FTA with the USwhile aFTAA goes ahead is realistic, but full of
uncertainty.

23 ys equivalent tariffs are 80% for sugar and 24% for dairy (CIE 2001 op.cit.) Other high US tariffs are on products of only minor
interest to Australia. However, at timesin the beef cycle Australia’ s US beef quota limit is triggered; in 2002 it happened for the first
timein 8 years, and is expected to last for several years. Within-quota beef exports attract a tariff of approximately 2%.; above-quota
exports attract a tariff of 26.4%, which is significant but not prohibitive.

24 Spinanger, Dean, Francois, Joseph F, and Baughman, Laura (2002) Free Trade Agreement of the Americas (FTAA) and Australian Wool
areport by Trade Partnership Worldwide, LLC for Australian Wool Innovation Pty Ltd.
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55 The NAFTA experience

The experience of Canada, Mexico and the US with the North American
Free Trade Agreement (NAFTA) may be a guide to what Australia could
expect fromaUS/AustraliaFTA.

NAFTA began in January 1994. Itiscurrently 8 yearsinto its 15-year
implementation period. It comprises three bilateral accords, one between
the US and Canada, a second between the US and Mexico, and athird
between Canada and Mexico.

The trading relationship between the NAFTA partners was much wider in
1994 than that between the US and Australia has ever been. Canada and
the US share a 6,400km border and the world’ s largest bilateral trade flow
(an aggregate in both directions of US$422 billion in 2000). It is said that
87% of Canada s exports go to the US. Likewise, the US takes about
90% of Mexico’s exports.2>

By contrast, the US currently takes less than 20 % of Australia s exports
and isthe origin of just 10% of our imports — and in aggregate the trade
both waysis running at about US$25 hillion ayear.

Arguably, despite the partner countries’ proximity to each other, NAFTA
has not put agricultural protection to the test, as Canada and Mexico are
not substantial suppliers of agricultural products that the US most
protects. Nevertheless there are some lessons for Australiain how things
have turned out.

In 1999 the US Department of Agriculture undertook a stocktake of what
had happened with agriculturein NAFTA to that point.26 In the next two
subsections we present some facts from that report, first about the rules
adopted for agriculture and second about the trade flows actually
observed.

5.5.1 Main features of the NAFTA rules as regards
agricultural products

NAFTA isriddled with agricultural exceptions intended to slow down the
liberalisation process. Pressures for this kind of thing could be expected
to confront any team of negotiators attempting to establish an
Australia/US FTA.

25 Anon (2001) “ Setting a new perimeter” The Economist 22 September, pp 41-2

26 5ee United States Department of Agriculture Economic Research Service “NAFTA Situation and Outlook Series” WRS-99-1 August
1999. It may be viewed at the website: http://www.ers.usda.gov/publications/so/view.asp?f=international /wrs-bb/1999/naf ta/wrs99-
1.pdf
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US/Canada

The NAFTA accord between the US and Canada incorporated the
Canada-US Free Trade Agreement (CFTA), which had taken effect from
1989 and was due to be completed in 10 years. That agreement
committed Canada and the US to work toward improving market access
by removing trade barriers (including subsidies, but see further comments
below) and by harmonising technical regulations and standards.

Prior to CFTA, Canadian tariff rates on US agricultural products averaged
9.9 percent, compared with the US average of 3.3 percent on imports
from Canada. Some tariffs were eliminated immediately (in 1989), and
some others were phased out over a55- or 10-year period. But thisisless
ambitious than it sounds.

Restrictions on some products, such as sugar, dairy, and poultry, were not
eliminated under CFTA - and have not been addressed in NAFTA. Thus,
Canada, for example, continues to protect poultry, dairy, and eggs
through supply management programs that rely on production and import
guotas to maintain farm prices at levels based on the costs of production.
Because these programs require trade restrictions to be effective, Canada
exempted them from NAFTA altogether. The US hasasimilar list of
management program exemptions.

NAFTA also continuesto alow CFTA’s specidl tariff protection for 20
years (to 2008) for the fruit and vegetable industries in each country in
the form of a price-based “tariff snapback system”, which guards against
imports from either country depressing domestic prices. NAFTA allows
each country to use the snapback provision to reimpose temporary tariffs
if certain conditions prevail.

Even export subsidies are permitted under NAFTA if the importing
country agrees to them or if the importer receives subsidised products
from other countries. This provision enabled the US to continue to use
the Dairy Export Incentive Program to promote dairy product exports to
Mexico. Both the United States and Canada have used government-
guaranteed credits, not considered an export subsidy, in exporting grains
and oilseeds to Mexico.

Rare examples can be found where the liberalisation of agricultural trade
between Canada and the US has been speeded up as aresult of action
taken mid-stream. This appears to be the case with the wheat trade
between the US and Canada, for example. Initialy, tariff reductions
under CFTA/NAFTA increased US wheat imports from Canada
somewhat (although the trade islargely dictated by weather-related
events). By contrast, US wheat exports to Canadain the form of grain
wereinsignificant in the first 5 years of NAFTA despite tariff reductions.
This was addressed in 1998, when the US and Canada negotiated a
separate agreement on wheat trade regulations that has improved US
access to Canadian markets.
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US/Mexico

In regard to Mexico and the US, NAFTA eliminated many tariffs and
guantitative restrictions between the two countries upon implementation
in 1994 and provided for the progressive elimination of remaining tariffs
over 5, 10, or 15 years. Prior to NAFTA, about 25 percent of the value of
US agricultural exports to Mexico was subject to licensing requirements.
These were immediately converted to either tariffs or tariff rate quotas
(TRQs), which are arguably alittle more transparent. Products subject to
TRQs at the Mexico/US border are duty-free up to the level of the quota.

Wheat, tobacco, cheese, evaporated milk, and grapes (shipped during
certain periods of the year) are examples of products where licensing
reguirements were converted to tariffs. These are being phased out over a
10-year period. Other products subject to licensing, including corn, dry
beans, poultry, barley/malt, animal fats, potatoes, milk powder, and eggs,
were converted to TRQs. The US converted its import quotas for dairy
products, peanuts, cotton, and sugar and sugar-contai ning products to
TRQs. Under the TRQ arrangement, each country is required gradually
to expand the quota, while phasing out the associated over-quota tariff
during the transition period.

Asin the case of the bilateral arrangement with Canada, Mexico and the
US apply safeguard provisions for specified agricultural products. The
safeguard provisions offer added protection to domestic industries against
import surges. So-called “excess’ quantities are assessed tariffs equal to
the lower of either the tariff rate when NAFTA took effect or the current
most-favoured-nation (MFN) rate. The tariff assessed on in-quota
volumes for special safeguard products is being phased out over a 10-year
period. The over-quotatariff will not be phased out until the agreement’s
tenth year (2005), when both the in-quota and over-quota tariffs will be
eliminated. Mexico appliesthe specia safeguard on a calendar year basis
to imports of live swine, pork and potato products, fresh apples, and
coffee extract. The US applies specia safeguards on a seasonal basis to
selected horticultural crops.

5.5.2 Trade flow effects of NAFTA

Apparent diversion

Within 5 years of the implementation of NAFTA in 1994 (and despite the
continuation of much agricultural protection as noted above), US
agricultural exports to Canada and Mexico had increased from US$9.0
billion to US$13.2 billion (47%), while US agricultural imports from
these two countries grew from US$7.4 billion to US$12.5 billion (69%).
Compared with the previous decade, this seems to have been an
impressive increase.
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However, the rate of agricultural trade growth was no greater than the
growth in total NAFTA country trade over the same period — in those five
years, the total value of US imports from NAFTA rose from US$177 to
US$268 hillion (66%) and exports from US$165 hillion to US$233
billion (71%).

Surprisingly perhaps, nor was the growth in NAFTA agricultural trade
any faster than the average rate of trade growth which the US experienced
at thistime with the world asawhole. Over the 1994-98 period, US
imports from the whole world increased from US$490 billion to US$950
billion (52%) and its total exports to the whole world rose from US$460
billion to US$790 billion (72%).

Nonetheless, within agriculture at leat, it is apparent that a significant
degree of trade diversion from the world to NAFTA occurred — Canada
and Mexico now take more than a quarter of US agricultural exports and
send it more than athird of US agricultural imports, arise from
proportions about athird less than that in the early 1990s. US agricultura
exportsto NAFTA partners expanded between 1994 and 1998 at an
annual rate of 8.1%, in contrast to just 2.6% growth for exports to the
world as awhole.

Table 1 below presents figures which point to the diversion of US
agricultural trade towards NAFTA from the rest of the world. The pattern
is evident in both exports and imports. On the US export side, the
NAFTA trade growth has been (relatively) greatest with grains. On the
US import side, animal products (which would include meat and dairy
products), fruit, fruit juices and sugar are the main areas of relative
NAFTA trade growth.

Cautionisrequired in interpreting these figures. Asindicated below,
NAFTA has not been the only influence on trade flows over the period
covered. Moreover, many of the trends have actually favoured world
trade ahead of NAFTA trade. Further, the volumes of trade involved
have sometimes not been very significant — the fact is, for example, that
while Mexico has captured a higher share of the US sugar market than
before, the volume supplied after 5 years of NAFTA remained small, at
US$158 million in 1998, still well below the sugar product imports from
Canada of US$293 million in that year.
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Table 1:  Proportions of total US trade with NAFTA in agricultural products and selected agricultural commodities, 1990 and 1993-98, (per
cent)

Commodity and direction

Exports

Agricultural exports to world 100 100 100 100 100 100 100
Exports to NAFTA, Agriculture -- Total 17.2 20.8 22.0 16.6 19.2 20.9 254
Exports to NAFTA of selected agricultural products

Animals and animal products 22.1 26.5 26.0 17.1 19.4 239 21.2
Grains and feeds 10.7 12.6 16.1 11.2 15.3 154 20.8
Fruits & preparations, ex. juice 37.2 35.9 335 29.9 30.5 316 34.6
Fruit juices, including frozen 38.2 36.9 34.7 32.8 35.8 34.6 39.0
Nuts and preparations 12.8 16.8 14.9 15.1 15.4 145 12.7
Vegetables and preparations 46.2 437 42.0 317 38.9 41.0 45.4
Oilseeds and products 10.7 14.1 16.4 13.3 14.4 14.6 17.1
Imports

Agricultural imports from world 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Imports from NAFTA, Agriculture -- Total 25.2 294 30.3 312 314 319 337
Imports from NAFTA of selected agricultural products

Bananas and plantains 3.3 8.8 5.5 4.1 3.7 5.1 4.7
Coffee, including products 19.3 18.4 155 20.2 23.0 19.1 18.9
Animals and animal products 34.8 41.8 40.4 455 45.9 46.9 45.1
Cattle - live 100.0 100.0 100.0 99.7 100.0 99.6 100.0
Grains, products, & feeds 67.6 57.0 59.6 60.7 62.8 62.9 59.3
Fruits & preparations 248 21.6 29.6 35.2 32.1 317 37.0
Fruit juices, incl frozen 10.6 6.4 10.1 14.9 9.6 10.9 16.1
Vegetables & preparations 53.4 54.9 53.1 54.7 58.6 59.4 62.3
Tomatoes 99.0 95.4 94.7 94.0 91.9 88.8 88.1
Sugar and related products 13.0 224 26.0 22.8 18.8 21.0 26.8
Beverages, ex fruit juices 17.4 19.0 20.7 20.2 20.8 21.1 22.8
Cotton exc linters 7.3 0.1 0.0 22.3 5.7 12.4 0.9
Seeds - field & garden 29.4 311 334 32.6 30.2 314 26.6
Cut flowers 5.3 4.8 5.0 6.0 5.2 6.5 6.6
Nursery stock, bulbs, etc. 375 379 375 37.9 40.9 453 48.6

Source: USDA (1999), ibid Table 2, p.6 (which cites ERSFATUS as its source).

Other factors

The importance of NAFTA relative to other factors (weather, domestic
policy changes, etc) has varied considerably across commodities. USDA
contends that the beef and pork trade, for example, has “benefited
greatly” from NAFTA (USDA, 1999, p3). Likewise, US beef exportsto
Canada are considered to be twice as high as they would have been
without CFTA/NAFTA, and NAFTA tariff changes are estimated to have
boosted US pork exports to Mexico by an estimated 5-10 per cent.

In contrast, NAFTA appears to have had very little direct impact on pig
and poultry trade. Likewise, the US's cattle trade with Canada has been
influenced more by the exemption of Canadian beef from the US Meat
Import Law than by CFTA/NAFTA tariff changes. However, US cattle
exports to Mexico have grown by an estimated quarter because of
NAFTA tariff changes.

US corn exports to Mexico are somewhat higher dueto NAFTA than they
would have been otherwise. However, in this case too, the strong growth
in corn exports in the 1990s was primarily due to other factors such as
domestic policy reformsin Mexico and a severe drought there in 1995.
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The impact of NAFTA on the US-Canadian corn trade has been small.
At the same time, NAFTA is said to have limited the reduction in US
sorghum exports to Mexico, at atime when Mexican livestock producers
have been tending to switch from sorghum to corn feed.

Quarantine within NAFTA

To resolve quarantine conflicts, the NAFTA partners established a
trilateral NAFTA Committee on SPS Measures. A whole section of
NAFTAZ7 js devoted to this issue.

Efforts to ingpect and approve at the regional level, and in some instances

at the level of individual producers, are said to have opened up the North

American market in an SPS sense. Examples of this approach include:

= amendmentsto US policy which now alow imports of avocados
from certain approved growers in the Mexican state of Michoacan;

= thelifting of Mexico’'s ban on citrus from Arizona and areas in Texas
that are not regulated for fruit flies; and

= USrecognition of the Mexican state of Sonora as being free of hog
cholera.

By and large, it seems quarantine issues have been minor, although with a
few commoditiesit is said the liberalisation process has stumbled on
them, such asin regard to the restrictive rules originally established for
US apple exports to Mexico.

5.6 The US dairy and sugar regimes

The US sugar and dairy markets are the two agricultural areas of greatest
interest to the Australian farm sector. The measures blocking Australian
access to these markets arguably would be the primary targets of any
FTA negotiations. Asindicated above, in NAFTA, given the nature of
the Canadian and Mexican production and the array of safeguard
measures that were agreed, these protection regimes have not really been
tested.

5.6.1 Sugar

Sugar production is one of the most protected agricultural activitiesin the
US. Sugar aso probably has the greatest potential for trade growth
between Australia and the US — if only trade between the countries were
freed.

The US sugar market is protected by a formidable tariff-quota
arrangement which allows up to 1.1m tonnes of sugar and sugar syrup

27 Chapter 7, Part 4; which can be viewed at the website: http://www.sice.oas.org/trade/nafta/chap-074.asp.
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into the country with atariff of USL.5 cents’kg and virtually forbids
amounts in excess of that by applying atariff of US34 cents’kg. Over the
medium term, the world price of sugar seems due to settle at around US
20 centsakg. Australia has an 8% share of the US base quota, or about
90,000 tonnes.

In mid-May 2002, as part of the Farm Security and Rural Investment Act,
the US mandated a business-as-usual type sugar assistance package. As
recent ABARE reviews of US Farm Bill that preceded that Act illustrate,
the complexity of the assistance provided is such that a simple statement
or summary statistic describing itsimpact is elusive.

In relative terms, the US has been a declining participant in world sugar
trade, and its degree of participation has been in greater decline than some
other countries with poorer reputations on agricultural protection. The
USis unquestionably a high cost producer, as Figure 1 shows.

Figure 1: Sugar: average cost of production in selected countries (US cents/pound)
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therest of that country.
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Contrary to the US'saswell as Australia’ s economic interests, assistance
for the US sugar industry ties up US capital, land and labour that would
be better used for something else. The regime has the effect of raising the
domestic price of raw sugar in the US by some 80% and this imposes a
huge cost on many American industries and on American consumers
generally.

Asindicated, the NAFTA agreement appears to have allowed some
increased trade in sugar with Mexico, and even though the amounts at
stake are not large, media reports indicate the transitional arrangements
have not been going smoothly. To make mattersworse as far as
Australian world sugar sales are concerned, in mid-2002, the US
reaffirmed the continuation of its ban on trade with Cuba. This has the
practica effect of keeping world-priced sugar out, which is a matter of
interest to Australia, because in principle, if the US were to open its doors
to Cuban sugar (or to sugar from any other substantial sugar exporter for
that matter), more room would be made elsewhere in the world for
Australian sales. At present there are no grounds for thinking that, even
on that front, US sugar barriers will be relaxed.

5.6.2 Dairy products

Likeits sugar industry, the US domestic dairy industry is protected by
formidable tariff quota arrangements. Beyond the quota limits set for
dairy products, prohibitive tariffs apply. Aswith sugar, as ABARE
assessments attest, the complexity of the parallel support offered in other
forms makes it difficult to offer a simple statement of the rate of
assistance the industry receives.

Asthe CIE points out?8 (CIE, 2001, pp50-51), at the Uruguay round the
US agreed to increase the import quotas it had on cheese, butter, skim
milk powder and butter oil by various amounts, and these were effected
over six years to 2000. The tariff equivalents of this protection remain
high nonetheless, and across all it dairy products still average around 25%
measured in terms of the nominal rate of assistance they deliver to the
local industry and the average degree to which they raise domestic prices.
For individual product types, such as some of the five recognised types of
cheese, the rate of protection approaches 100%.

Individual export countries hold portions of most of the import quotas.
Australia has about 10% of the US global import quota of 140,000 tonnes
for cheese, for example. This accessright, asin the sugar quotacase, is
an asset “owned” by Australiawhose value would diminish if the US
opened its market to the point of reducing its domestic prices. Such
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losses would need to be subtracted from any gains estimated to accrue to
Australiafrom greater access.

5.6.3 ABARE’s prognosis

In 1999, ABARE estimated that over the period 2001 to 2005, US sugar
support will cost the Australian economy in excess of US$200 million a
year and apparently this estimate largely stands.2® The damage likely
caused by the US dairy regimeis presumably less, partly because other
countries or blocs have policies which are at |east as protective, but again
the impost on Australia must be significant. Australia’s reasons for
wishing to try to change these aspects of US farm policy, at least as
regards Australian access, are clear.

The practicality of achieving anything significant on the sugar and dairy
frontsis open to considerable doubt. Initsbrief overview of the US farm
bill published in the June quarter of 2002 a few weeks after it became
law, ABARE explained that gaining the US's agreement to reduce border
protection would not be the end of the story.

“[Following such cuts] there could be pressures for the
United States to increase its use of export subsidy type
measures, including food aid and concessional export
credits for skim milk powder and sugar, as aresult of
the new farm bill. The current WTO Agreement on
Agriculture devolves responsibility for these matters
largely to other international organisations, and does
not significantly constrain such measures.

“The pressures could arise from the prospect of future
US surpluses for dairy products and internally for
sugar, current limitations on subsidised US exports, and
import access obligations under the WTO Agreement
on Agriculture. Such pressures that encourage the use
of these export subsidy type measures by the United
States could make it more difficult to reform those
measures internationally and to secure greater access
for Australian products to the US market through the
current WTO negotiations.” 30

The NAFTA experience, especially such features as the non-recognition
within that agreement of export credits as subsidies, indicates that
Australia should expect no less difficulty in negotiating genuinely
improved access to the US sugar and dairy marketsin an FTA context.

29 ghed es, T, et al (1999), Sugar: International policies affecting market expansion, ABARE Research Report 99.14, Canberra.

30 Roberts and Jotzo (2002), op.cit., pp365-369.
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What about excluding agriculture?

If an FTA incorporating agriculture proved difficult or were not possible,
Australia might face the choice of an FTA without it or no FTA at all.
The implications of this are not as straightforward as they may seem.

The CIE’ s reported estimates of the gainsto Australiafrom an FTA are
largely dependent on amodelled increase in access for agricultural
products and on domestic liberalisation within Australia. The modelling
makes it clear that the outcome would be palpably worse for Australia
(and most of the Australian farm sector, of course) if agriculture were
excluded. AnFTA excluding agriculture would provide (limited)
benefitsto Australian cities (eg slightly easier conditions for some
manufactured exports) but it would add to concerns about the relative
position of rural and regional Australia.

Liberalisation of agricultural exportsto parts of Asia (eg the large growth
in wool exports to China, and improved access for beef to Japan and
Korea on terms that no longer discriminate in favour of the US) have
helped improve Australian agricultural incomes at acritical timein the
rural sector’s history. These could be threatened by an FTA with the
US3L (see below).

These insights are discussed further in the following chapter, where we
discuss the results of a modelling exercise undertaken for this study.

One of the main downsides for Australian agriculture of an FTA with the
USisthat it could undermine our participation in the WTO and its
multilateral negotiations. The Government (through DFAT) insists that
thisis not the case2. Y et the Government has also said elsewhere that it
isonly in the WTO that progress on agricultural trade liberalisation can
be achieved.33 Theimplication one might draw from thisisthat the
pursuit of a US/Australia FTA is seen in officia circles as an adjunct of
the WTO process, or as akind of ‘supporting act’ rather than as
something that could compromise the main outcome.

There are several reasons for doubting that it could really be so. Indeed,
in some ways the consequences of starting out ambitiously but achieving
an incomplete FTA could be more damaging to our Doha hopes than
achieving complete FTA *‘success.’

The conflict between the pursuit of an FTA and our WTO ambitions
would be especialy strong, for example, if an FTA were pursued without
agriculture. Australia's position in the Doha round as an advocate of
including agriculture in the multilateral talks would lose substantial

33 “The new WTO Round — Australia's Interests and Strategy” in DFAT op.cit.
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credibility. The demonstration that one of the main proponents of
agricultural inclusion in the WTO was prepared to live with is exclusion
elsewhere would play into the hands of those wanting to exclude
agriculture from the Doha round.

Support for the strategy of going ahead with the rest of an FTA, but
leaving agriculture out if negotiations become difficult, has been
expressed repeatedly over the past year by Alan Oxley, Director of the
Asia-Pacific Centre at Monash University and Director of AUSTA, an
Australian business lobby group for promoting an FTA with the US. His
reasoning is based on the declining importance of agriculture in
Australia’s economy and trade. His newspaper articles on this subject in
2001 and 2002 34 say that the decline in the importance of agriculture
makes it “harder for Australian farm interests to argue that no bilateral
trade deals, such aswith US or Japan, should be done unless agricultura
interests are satisfied”.

Perhaps the major defect in Oxley’s reasoning is that much of the decline
in agriculture’ s share of Australian trade and GDP he mentions is due to
the very overseas market restrictions that countries such as the US apply.
A more specific shortcoming (and one that is ultimately the same point as
thefirst) isthat it ignores the insight provided by the modelling work he
cites elsawhere, that in the US/Australia FTA case, liberalisation of
agricultural tradeis virtually the only source of net trade creation that
could be obtained. Liberalisation in other products of Australian interest
(minerals, manufacturers, most services) cannot produce such gains,
because trade in them is more or less free now.

The selective pursuit of trade liberalisation by a country always produces
less certain gains than broad approaches. However, in this case, given
that excluding agriculture from an FTA would prejudice Australia’'s
success at the multilateral Doha round, the outcome becomes even less
secure than normal. As the Productivity Commission has warned,
exclusion of sensitive sectors from regional trade agreements, besides
violating WTO rules and being against our economic interests would “ by
cherry picking... undermine the chances of a successful conclusion to the
multilateral trade round.”35

The question of other side-benefits

We are not as excited as is the Government by the supporting argument
that an FTA would generate wider spin-offsin the form of productivity
improvements in the service sector.

34 See Stock and Land, 9 May, p. 43; and The Age, Mon 29 July 2002, p. 11.

35 Productivi ty Commission, op.cit.
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In our view, this argument exaggerates the role that the Australian trade
regime currently playsin corporate affairs. The spin-off caseis madein
DFAT documents, especially in the work DFAT commissioned in 2001
from Oxley. The emphasisin those statements is on Australia becoming
amore attractive place for US investment and extends to so-called
“dynamic” benefits from closer economic links.

Dynamic gains may accrue when moving from a restrictive commercial
regime to an open one, as was the case (for New Zealand at |east) when
the CER agreement with New Zealand was introduced. However,
relations with the US and Australia— other than on agriculture — are
already largely open and investment both waysis substantial. Putting an
FTA in place may open up some sectors to greater trade, but we doubt
that it would make much difference to behaviour beyond that.

Conversely, the implications for Australia s wider trade relations are of
concern. An FTA with the US that selectively reduced import barriersin
Australia (eg, removal of tariffs from the US on industrial products, and
the reduction or removal of tariffs on textiles, clothing and footwear and
cars) could greatly irritate other important trading partners whose exports
of these products to Australiawould decline as trade was diverted to the
us.

m  China, with which Australiais developing a stronger commercia and
political relationship, would be irritated by tariff cuts on textiles,
clothing and footwear which it did not also enjoy. It would lose one
of the ‘most favoured nation’ benefitsit thought it was receiving
from its recent accession to the WTO. It isimportant that China not
follow the Japanese and K orean pattern and become an agricultural
protectionist as its income grows.36

m Japan, an important and long standing trading partner of Australia’s,
would beirritated by an FTA which gave preferential accessto US
automotive products, as would the EU.

m InAsiagenerdly, it isimportant that Australia stays “inside the tent”
to prevent the development of regional FTAs that discriminate
against Australia.

The US takes about 10% of Australid s exports, whereas East Asiatakes
over half. AsRoss Garnaut says:3’

36 For example, signing afree trade agreement with the US could fuel sentiments of the kind reportedly expressed by China's Vice
Minister of Foreign Trade, Long Y ongtu, on 29 August 2002:

“If all other countries are engaging in regional economic integration, why not Chinaand ASEAN ... If we do not get together to
have afree trade area like they have, we will be victims of trade protectionism and economic trade blocs. We will not become the
victors’. [China Pressesfor Regional Trade Bloc to Stymie West, reported on 30 August 2002 on website

http://tai peitimes.com/news/2002/08/30/story/0000166152] .

37 Garnaut, op.cit. p136.
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“Trade diversion would put at risk the fruits of nearly
two decades of careful trade diplomacy directed at
securing open access for Australian wool to China,
which hasled to the Chinese share of Australian wool
exports rising from afew per cent to one third of the
total. Trade diversion would put at risk the fruits of
two decades of careful trade diplomacy directed at
securing open and non-discriminatory access to the
Korean and Japanese beef markets...In each of these
cases, Australia’ s recourse would beto the WTO, at a
time when its own actions were weakening the WTO.
Theincrease in the value of Australian wool exportsto
China plus beef exports to Korea and Japan between the
early 1980s and 2001, alone, substantially exceeds the
total increase in Australian exports... to the United
States anticipated as a result of movement to
comprehensive clean [ie agriculture included] bilateral
free trade between Australia and the United States
[using ABS data and modelling commissioned by
DFAT].”

Thusimproved trade relations with the US would have been achieved at
the expense of deteriorated relations with more important trading
partners, unless the improved access were also extended to them. If it
were extended there would be little practical difference between the FTA
and amultilateral WTO round.

Garnaut repeats this prognosis in a more recent article on “Australiaas a
branch office economy.”38 He argues that Australia might gain better
access to US capital if it adopted “the accounting standards (suitably
reformed after Enron!), stock exchange listing rules and corporate
regulation of the USA” (p.458). Further, he observes that it would help
attract better professional personnel “if there were decisive steps towards
further liberalisation of immigration rules for people with good education
and professional skills’ (p.458). However, he notes these would be solely
Australian initiatives and that:

“... to the extent that there was any possibility of
reciprocal policy adjustment in the USA, progress could
be made in harmonisation of capital and labour market
regulation through negotiation of abilateral Economic
Agreement independently of negotiationson a
conventional freetrade area.” (p. 460).

Hisview isthat the political tensionsin both countries that would be
associated with attempts to negotiate an agreement for free trade in goods
and services would complicate rather than facilitate harmonisation of
policies for movement of capital and professional personnel.

38 Garnaut, Ross (2002), “Australia as a branch office economy” Australian Journal of Agricultural and Resource Economics, 46, 3,
September pp 447-461.
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The side effect of greatest potential importance is also a negative one —
that an Australia/US FTA would be a distraction both of officials' time
and of government interest on both sides. This could have implications
well beyond the mere expenditure involved. The US, for example, might
feel that it had done enough if it had moved somewhat to meet Australia’ s
demandsin the FTA context and might be less interested in meeting those
demands in the WTO context. Worse till, as Garnaut says, the strains
and disappointments of a negotiation with the USin which it gradually
became clear that much of agriculture would be excluded, could harm
overal Australia-US relations rather than improve them.

These factors can be readily added exogenously to a quantitative analysis,
but they are not easily turned into endogenous modelling features and this
isacommon limitation of quantitative investigation. Nonetheless, tests
of propositions which involve the interactions of hundreds of variablesin
carefully constructed models can be useful, and we will offer some new
insights from our own use of this approach in the following section.
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A Quantitative Comparison of the Three
Liberalisation Avenues

Contrasting views on bilateral gains

In his early 2002 article in the Australian Journal of International Affairs,
Garnaut expressed doubts about the type of quantitative evidence
advanced by DFAT’ s consultants in support of its proposition that trade
creation in the Australia/uUS FTA would outweigh trade diversion.

Indeed, he was critical of the absence of quantitative evidence for FTAs
involving Australia more generally, arguing that:

“... analysis has never revealed large enough net
economic benefits to Australia, from any preferential
trading arrangement that was judged to be feasible, to
outweigh the cost of moving forward.”

We too have doubts about the robustness of the quantitative support
advanced to date for the AustraliaddUS FTA idea. For example, CIE's
June 2001 report contains a number of caveats about the accuracy of its
results, particularly about aspects not covered by the modelling (eg CIE
2001, pp 6-7). These caveats are appropriate. Indeed, its prognosisfor an
FTA, while positive, is more qualified than that of some other
commentators have been when citing the CIE results for support.

Nonetheless, in our opinion, the CIE report does not acknowledge al its
limitations. To address some of these and in particular to explore some
broader issues not covered by the CIE, during this study we
commissioned some quantitative analysis of our own from Tasman
Economics.

In essence, our modelling exercise casts doubt on the CIE’s main finding.
The CIE's main finding was that an FTA with the US would raise
aggregate Australian welfare, so that for example, if it had started in
2001, it would be raising real GDP by 0.33% annually and real
consumption by about 0.4% by 2010 relative to otherwise.

Our analysisindicates thereis room for doubt that afull free trade
agreement (covering all protection and al products) with the US would
be of any benefit to Austraiaat all. We find that an FTA with the US
would have a small negative impact on the three most used Australian
welfare indicators — GNP, GDP and consumption. The factors that
appear to be driving this result are:

m the predominance of trade diversion, especially from Asia, that such
an agreement would create;

m the absence of many gainsto Australiafrom reducing its own
(already low) protection; and

m adight adverse movement in Australia’ s terms of trade due to the
relative price insensitivity of Australian commodity sales.
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The combined outcome, according to our modelling, is a negative
national income and consumption result.

The main results are summarised in Table 2 below. In our view, real
GNP and real consumption are the two key national welfare indicators.3°

Table 2. Projected annual changes at 2010 in key Australian aggregates under a US/Australia FTA phased in from 2005 to 2010 (per

cent)

Real GNP -0.09
Real GDP -0.02
Real consumption -0.05
Real investment 0.00
Export volumes 1.48
Import volumes 131
Export prices -0.06
Import prices -0.02
Terms of trade -0.04
Exchange rate 0.15

Source: Tasman-Global simulations commissioned from Tasman Economics Pty Ltd by ACIL

The projected results for Australian sales of key agricultura products are
summarised in Table 3.

Table 3:  Projected annual changes at 2010 in Australian export earnings for key agricultural products under a US/Australia FTA phased

in from 2005 to 2010 (per cent)

Rice

Wheat

Other grains

Cattle and sheep meat
Dairy

Sugar

-0.11
-0.34
-0.57
2.95
7.45
30.56

Source: Tasman-Global simulations commissioned from Tasman Economics Pty Ltd by ACIL

The agricultural commaodity results show large increases in the volume of
trade in sugar in particular, and to alesser extent in dairy products and
meat. (As Table 3 shows, exports as awhole increase by 1.5% — which
compares with the 0.7% obtained in modelling by the CIE.) Asinthe
CIE’ s projections, the net increases for these products are generated by
increased sales to the US which are bigger than the amounts diverted
from China, Japan and Korea. In our simulation results, sugar salesto the
US rise by aremarkable 600%, for example (although thisis actually

39 Thedesirable properties of real GNP as awelfare measure are explained in Pant, Hom, Brown, Stephen, Buetre, Benjamin and Tulpul é,
Vivek (2000) “Measurement and decomposition of welfare changesin GTEM,” Paper given at the Third Annual Conference on Global
Economic Analysis, Monash University, Melbourne, ABARE Conference Paper 2000.11, 27-30 June
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lower than the CIE’ s projected increase of 2,500%). Whether increased
sales of this order to the US would be allowed given the real-politik of
US agricultural protection is another matter, as we have discussed in the
previous chapter.

6.2 Nature of the model employed in this study

The results summarised in the above tables were obtained from
simulations using alarge dynamic computable general equilibrium (CGE)
model of the world economy of atype standard for this kind of
investigation. The model employed, known as Tasman-Global, was
constructed in 2001 by Tasman Economics Pty Ltd through the addition
of dynamics to the well-known Global Trade Analysis Project (GTAP)
framework and database for the world economy.#% A brief description of
the model is presented in Attachment A.1 of thisreport. (Full
documentation of Tasman-Global and the particular formulation of it used
in this study can be provided upon request.)

Asindicated, the simulations of trade liberalisation undertaken with
Tasman-Global for this study were dynamic in nature. Using reputable
forecasts of afew variables as constraints (such as China s rate of
economic growth), a series of short term (one year) modelling runs was
conducted to trace the path of the economy through each year from the
present until 2010. For each liberalisation event ssimulated, a series of
runs tracing the path taken by the economy with the continuation of
existing policy through to 2010 was compared with another series which
starts off the same, but incorporates a new trade liberalising policy regime
that is phased in from 2005 to 2010.

Although dynamic in nature and having certain other refinements as
discussed in Attachment 1, the GTAP-type modelling undertaken for this
study was arguably more ‘standard’ than that undertaken in 2001 by the
CIE for DFAT.

The modelling of an FTA for the current study involved the removal of a
standard 1997 GTAP set of tariffs (and tariff equivalents of non-tariff
barriers) between the two countries. In 2001, the CIE used an updated
WTO set. Ascan be seen from the rates of protection figuresin Table 4
and Table 5 the general structure of the protection removed inthe CIE's
study and ours was similar.

40 Dimaranan, B and McDougall, R (eds.) 2002, Global Trade Assistance and Production: The GTAP 5 Data Base, Department of
Agricultural Economics, Purdue University, United States. Full documentation of GTAP-5 can be found on the website
www.agecon.purdue.edu/gtap.
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Table 4:  GTAP tariff equivalents (tariffs and non tariff barriers) used in the Tasman-Global simulations of trade liberalisation (per cent)

Tariff rate on Australian Tariff rate on US

imports of commodities imports of commodities

Commodity from the United States from Australia
Per cent Per cent
1 Rice 1.00 5.34
2 Wheat 0.00 2.55
3 Other grains 0.80 0.61
4 Other agriculture 2.12 461
5 Sugar cane and beet 0.00 0.65
6 Cattle and sheep 0.75 1.07
7 Raw milk 0.00 0.00
8 Forestry and logging 0.21 1.19
9 Coal 0.00 0.00
10 Oil 0.00 0.40
11 Gas 0.00 0.00
12 Other minerals 0.07 0.18
13 Cattle and sheep meat 0.10 5.29
14 Other processed agriculture 5.82 6.38
15 Milk 7.35 42.49
16 Processed sugar 13.89 53.45
17 Textiles 12.64 9.47
18 Wearing apparel 23.76 9.65
19 Leather products 12.63 5.17
20 Wood, pulp and paper products 3.20 0.88
21 Petroleum and coal products 0.00 2.44
22 Chemicals, rubber and plastic 3.39 3.17
23 Iron and steel 4.80 3.16
24 Motor vehicles and parts 8.52 2.19
25 Other manufacturing 2.82 1.16
26 Electricity 0.00 0.00
27 Gas distribution 0.00 0.00
28 Water 0.00 0.00
29 Construction 0.00 0.00
30 Trade 0.52 0.00
31 Transport 0.00 0.00
32 Communications 0.00 0.00
33 Other services - private 0.12 0.00

34 Other services - government 0.00 0.00
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Table 5: Tariff rates used in CIE's GTAP trade liberalisation simulations for DFAT, June 2001

Aggregated GTAP sector Australian tariffs United States’ tariffs2
Per cent Per cent
GRN Grains 0.04 0.36
OocCP Other crops 0.38 0.63
SCB Sugar cane. beet 0.00 80.00
APD Animal products 0.00 0.08
RMK Raw milk 0.00 0.00
FAF Forestry and fishing 0.00 0.02
MNG Mining and energy 0.14 0.35
MTP Meat products 0.06 1.99
OFP Other food products 221 1.45
DRY Dairy 320 23.90
SUG Sugar 0.00 80.00
BAT Beverages and tobacco 4.80 1.40
TCF Textiles, clothing and footwear 11.89 8.46
WPP Wood end paper products, publishing 4.85 0.33
CRP Chemicals, rubber and plastics 2.70 2.00
OMP Other mineral and metal products 447 1.73
FMP Ferrous metal products 4.40 2.50
MVP Motor vehicles and parts 9.30 1.40
OTN Other transport equipment 1.30 0.90
ELE Electronic equipment 0.20 1.10
oMU Other manufacturing 2.99 0.91
uos Utilities and other services? 0.00 0.00
TAT Trade and transport? 0.18 0.08
FSR Financial, business and recreational services® 0.94 0.03

@ Includes non-tariff barriers expressed as tariff equivalents,
P Percentage cost reduction achievable following service trade liberalization

Source: CIE (2001) p33..

Like the CIE, we assumed no removal of two sub-sets of non-tariff
barriers — agricultural subsidies and quarantine arrangements. Also, like
the CIE, we did not assume the EC’ s trade regime would change over the
period, whether autonomously or in response to an AustraliaddUS FTA.

Unlike the CIE, we made no presumption that free trade would, of itself,
result in a productivity increase in Australia’s service sector through
greater awareness of US managerial methods (which appears to be the
main mechanism envisaged as driving the ‘ domestic cost reductions’
simulated by the CIE). The wisdom of the CIE’s assumption seemsto us
to be a matter of opinion. We can see no reason why an FTA per se
would provide Australian business with any more awareness of US
methods than it has already. The 0.35% productivity improvement across
the service sector, included by assumption by the CIE (see CIE 2001,
Table 3.1, p.21), seems to be the main reason why its analysis produces a
beneficial GDP result. In this sense, a positive outcome was almost
guaranteed. We estimate, having tested what such an assumption would
do to our own results, it is large enough by itself to generate more than
half of the positive GDP contribution that the CIE found an FTA with the
US would make.
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Somewhat surprisingly, the CIE reports its GDP results, but not the GNP
and aggregate real consumption results of its GTAP-type modelling of a
US/AustraliaFTA. In our experience, these aggregates are either
generated as standard GTAP outputs, or are readily determined from
them.

The world economy structure and the commaodity breakdown used in
Tasman-Global for the simulations undertaken for the current study are
presented in Table 6 below. There are more commodities (34 versus 21)
but fewer world regions (10 versus 16) in the Tasman-Global model we
used, relative to the GTAP-type modelling reported by the CIE in 2001.
It is not clear to what degree this affects the results, but the importance of
the difference is probably minor.

Table 6: Commaodity and regional composition of Tasman-Global model used for ACIL's 2005-2010 trade liberalisation scenarios

Commaodity Listing Regions

Rice Australia
Wheat China
Other grains Japan
Other agriculture Korea
Sugar cane and beet Rest of Asia
Cattle and sheep United States
Raw milk Canada
Forestry and logging South America
Coal Europe

Oil Rest of the world
Gas

Other minerals

Cattle and sheep meat

Other processed agriculture

Milk

Processed sugar

Textiles

Wearing apparel

Leather products

Wood, pulp and paper products

Petroleum and coal products

Chemicals, rubber and plastic

Iron and steel

Motor vehicles and parts

Other manufacturing

Electricity

Gas distribution

Water

Construction

Trade

Transport

Communications

Other services — private

Other services — government
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Source: Tasman Economics
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Three approaches compared

6.3.1 Importance

A unigue investigation we have undertaken for this study is the
guantitative comparison of three approaches or strategies to trade
liberalisation — unilateral liberalisation by Australia, abilateral FTA by
Australiawith the US and a situation where Australia and the rest of the
world establish free trade, perhaps as aresult of a successful negotiation
such as at the WTO.

These issues were not explored quantitatively in any of the published
work on aUS/Australia FTA that DFAT commissioned in 2001. Yet, as
we have argued earlier (and will elaborate further below), thisisan
important perspective for Australiato consider in relation to the FTA
idea.

The pros and cons of bilateral FTAs have been discussed for centuries.
All basic economics textbooks cover the issues. The complexities
involved are not merely theoretical oddities, but have practical
implications for what a bilateral negotiation can achieve. Inal of its
trade dealings, trade creation/trade diversion trade-offs determine the
broad arithmetic of the choices that confront any nation, including
Australia. As Garnaut and others have pointed out, it isa classic problem
in the complex field of the “theory of second best”, which in this context
is about the inherent uncertainty of knowing whether the removal of one
set of distortions will improve efficiency when other distortions are left in
place.

As has already been discussed, a significant reason why Australia could
be worse off under an FTA with the US than otherwise is that such an
agreement would be likely to have a deleterious effect on the prospects
for advance with other forms of trade liberalisation. The fruits of freer
trade with the US would not, as some seem to believe, smply add to any
gains we might obtain in the Doharound WTO or from unilateral cutsin
protection at home. The static view of trade gainsis quite misleading.
The matter can be portrayed with the aid of a simple diagram, like Figure
2 below.
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Figure 2: Conceptual breakdown of trade liberalisation benefits available to Australia

A
Multilateral
Bilateral
Total
available
gains
Unilateral

The column in Figure 2 represents Australia’ s whole potential to benefit
from trade liberalisation. Itstotal size and split up are matters of
conjecture. Conceptualy, it has three components — a unilateral
component (representing gains that Australia could reap if it removed
distortionary protection of its own), a bilateral component (representing
additional gains that Australia could reap if it undertook joint approaches
to liberalisation with countries individually) and a multilateral component
(representing additional gains Australia could reap from joint action with
al countriesin forums such as WTO). In earlier times (when Australia’s
border protection was very high compared with most other countries of
interest), the relative size of the three components on ascale of 10, would
perhaps have been 7, 1 and 2. Now that Australia' s protection levels are
below the world average, they might be more equal in size. But that too
is conjectural.

As apicture of the process of liberalisation, a simple diagram like Figure
2 isunsatisfactory. Itislike asnapshot taken after the event. Itisakinto
anational accounting identity of the type presented in introductory public
finance courses. What it does not show are the interactions between the
pursuit of the three liberaisation routes. Thus, it does not capture the fact
that a decision to take the bilateral route, for example, will almost
certainly have consequences for the scope available for the other two.
The size of the total available gains depends how optimally each element
ispursued. For instance, compared with a unilateral approach, the
bilateral approach can be slow. Thus, while a bilateral initiative was
being pursued, unilateral gains (which would have started accruing from
the moment the Australian distortion was removed) would be sacrificed.

Sometimes it might be worth waiting for the extra gains that would come
from opening up the export market with the bilateral partner at the same
time. But sometimesit might not. It issimply not true, as some
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commentators seem to assume, that Australiamight as well pursue a
bilateral FTA with anyone.

Australia has greatly reduced its tariff protection over the past two
decades, with significant levels remaining only on textiles, clothing and
footwear, and motor vehicles. Significant non tariff protection remainsin
areas such as air transport, medical insurance, quarantine, media, the
performing arts and professional services.

The standard economic view would be that Australiawill be better off if
it tackles any genuinely distortionary elements of these measures itself
and without delay (and in some cases these would need to be determined
through investigation). Theinherent difficulty Australia s negotiators
face when contemplating a bilateral free trade agreement is that of
knowing what alternative opportunities of this kind will be sacrificed (or
delayed) if negotiations are opened up.

Australiais asmall player on the world scene and, despite its generally
warm relations with the US, has limited accessto US officials' time.
Thus arelevant issue is whether Australia could do better by:

m focussing on further gainsin trade with Asia (currently a much larger
export market for Australia than the US);

m focussing our attention on the WTQO’s Doha round; and

m undertaking unilateral cutsin our own protection. This of course,
could be immediate, and would not — as might be the case with a
Australia/lUS FTA:

— tieup scarce Australian diplomatic resources, or

— cause political tension between ourselves and the US, ASEAN,
Japan and Chinaall at once, or

— create another domestic circumstance in which the interests of
regiona and rural Australia are seen to be given second place.

Arguably, concentrating on the WTO Doha round would serve Austraia
better and in the end might achieve greater liberalisation of US
agricultural trade than if we engaged in a parallel bilateral negotiation.

6.3.2 Modelling results

The aggregate results for Australia that we obtained through modelling
the three approaches to trade liberalisation are presented in Table 7
below. The resultsfor exports of Australian agricultural commodities are
inTable 8.
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Table 7:  Projected changes in key Australian aggregates under three 2005-2010 trade liberalisation scenarios (per cent)

Unilateral trade Bilateral trade Multilateral trade
liberalisation liberalisation with the US liberalisation
Real GNP -0.61 -0.09 0.13
Real GNP 0.07 -0.02 0.06
Real consumption -0.16 -0.05 0.17
Real investment 0.12 0.00 0.67
Export volumes 6.11 1.48 6.17
Import volumes 477 131 7.19
Export prices -1.25 -0.06 1.45
Import prices 0.01 -0.02 0.26
Terms of trade -1.26 -0.04 1.19
Exchange rate 1.88 0.15 0.03

Source: Tasman-Global simulations commissioned by ACIL

Table 8: Projected changes in Australian annual export earnings in 2010 for key agricultural products under three 2005-2010 trade
liberalisation scenarios (per cent)

Unilateral trade Bilateral trade Multilateral trade
liberalisation liberalisation with the US liberalisation
Rice 5.08 -0.11 258.91
Wheat -0.51 -0.34 21.82
Other grains -0.72 -0.57 197.97
Cattle and sheep meat -0.93 2.95 57.83
Dairy 111 7.45 79.71
Sugar -1.02 30.56 16.52

Source: Tasman-Global simulations commissioned by ACIL

Significantly, and this will come as a surprise to many observers, the
trade liberalisation modelling that ACIL commissioned for this study
shows unilateral trade liberalisation in Australiato be even less attractive
from a national income viewpoint than a US/Australia FTA. Admittedly
real GDP, an ‘output’ measure, is projected to rise dightly and therefore
to be higher than with an FTA. But real GNP and real consumption are
both projected to be lower than with an FTA. The results obtained are
summarised in Table 7 above. (Aswith Table 2 earlier, we consider real
GNP and real consumption to be the key national welfare indicators.)

We do not believe the results are mere modelling aberrations. 10-15
years ago, such findings might have been dismissed. They differ from
those of simulations conducted in earlier years with the Australian
ORANI model and with the 1998 work by McKibbin with his highly
aggregated world economy model. However, today such projections are
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not new. Similar cautionary indications with unilateral trade
liberalisation scenarios have emerged, for example, from quantitative
work reported in the Productivity Commission’s June 2002 Position
Paper (draft report) on its Review of Automotive Assistance (see
especially pp109-110 and Appendix B).

Admittedly, with both the unilateral and bilateral scenarios, for real GNP
and real consumption, the projected percentage drops and the differences
between the results for each are not huge — less than 1 per cent and less
than half of one per cent respectively. But they are fractions of very large
aggregates and for many Australians who are aware of the benefits
Australia has reaped from tariff reform over the past two decades, the
results may come as something of a shock. Moreover, to some the
finding that a complete unilateral cut would be less helpful than a
selective deal with the US might seem odd. After al (recognising that the
US, though our equal-biggest trading partner, buys about 10 per cent of
Australia' s exports) one might think the aternative of freeing up our
imports with 100 per cent of our trading partners would generate more
gains. The modelling results cast doubt on this.

The comparative result of even greater policy interest is that full
multilateral trade liberalisation is projected to be an overwhelmingly
preferable course for Australia than either unilateral liberalisation or
completely free AustraliadUS trade. The figuresin Table 7 and Table 8
speak for themselves.

As Table 7 indicates, the aggregate economic indicators for Australia
with multilateral free trade are all positive. But as Table 8 shows, for
Australian farmers the multilateral result is remarkable. Five of the six
main farm commodity groups are projected to see an 20 times to 300
times better result in terms of the annual increase in exports relative to an
AustraliadUS FTA. The sixth agricultural commodity group, sugar, does
lesswell in the multilateral context than in an Australia/US FTA, but the
multilateral sugar results are still very positive.

Sceptics might scoff that international agreement on amultilateral scaleis
even more ephemeral than the unilateral or bilateral alternatives.
However, the unequivocally positive change in national income projected
for this scenario and the contrast between this result and what the
modelling shows with the other two, is what matters. The results indicate
that for the vast mgjority of Australian farmers, the prospects of success
in the WTO Doha round would need to be tens of times worse than in an
Australia/US FTA context for the latter to be a better idea.
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Conclusions

ACIL’smain conclusion is that both Australian farm and Australian
national interests will be best served if our negotiators devote their time
and energies over the next few years to the pursuit of global trade
liberalisation in the WTO Doha round rather than to bilateral trade
liberalisation in a US/Australia FTA context.

Because in essence it isa partial strategy involving the selective removal
of distortions affecting trade flows with one country, bilateral free trade
cannot on first principles be given a clean bill of health. The merits of a
bilateral deal are difficult to estimate with confidence, but they will
always hurt some trading partners and benefit others and therefore affect
the two partner countries in complex and indirect ways. The
US/Australia FTA ideais no exception.

The modest gains that the CIE estimated in 2001 would be available to
Australiafrom an FTA with the US appear to have been given too much
credence in some quarters, both as regards their size and their certainty.

In fact, as we have shown, equivalent modelling with no less credible (in
fact arguably more credible) assumptions can generate an opposite
answer — that an FTA with the US, even if fully achieved, would cause a
loss of welfare for Australia and leave Australians as a whole worse off.

Given the farm and trade legislation in place in the US, the chances of
agriculture being meaningfully included in an FTA with the US are, in
any case, slim. An FTA excluding main agricultural products, would
achieve even less than one with agriculture fully in. Thereis a prospect
that, by selectively advantaging city interests, it could strengthen the
cost/price squeeze on Australian agriculture. And inevitably, to some
degree, pursuit of an FTA would undermine Australia’ s position in the
Doharound where for farmers, the potential gains are tens of times
greater.

Our findings that the multilateral trade liberalisation approachis
(potentially) vastly superior to an FTA for Australian farmers suggests
that farm representatives (and the Australian Government) should be
paying attention, as a matter of priority, to the quality of WTO and Doha
processes and procedures. Like other commentators cited in this report,
we can see great potential for improving on WTO negotiation methods.
The potential gains from global trade liberalisation would be more
achievableif the old ways could be replaced with new ones that focus on
encouraging (and helping) countries, especially developing countries, to
build review processes which enable them to reach the liberal trade
position that Australia now has after two and a half decades of protection
reform.

At the same time, we would recommend that Australian and Australian
farming interests look at some of the indirect means available (publicity
of trade benefits, publication of research reports, etc) for increasing
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domestic pressures for liberalisation in agricultural importing countries.
This tactic, which goesto the heart of the problem of entrenched
protection, has met with some success in the past. Like the question of
WTO negotiating methods, thisis a subject which goes beyond the scope
of the present report.
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Attachment Al: A Description of Tasman-
Global

Tasman-Global is alarge-scale, applied general equilibrium model that
has been designed to undertake projections, scenario and policy analysis
of issuesin an international context. The model, based on detailed input-
output accounting for severa regions, captures the interactions between
various markets and detailed interactions within economies between
industries, consumers, investors, exporters and importers.

The model isan extension of the Global Trade Analysis Project (GTAP)
model constructed at the Centre for Global Trade Analysis at Purdue
University in the United States (Hertel 1997). Tasman-Global builds on
this model’ s equation structure and database by adding three important
features: detail for the States and Territories of Australia, dynamics and
international capital mobility. The dynamics are similar to those of the
MONASH model developed at the Centre for Policy Studies and the
Global Trade and Environment Model developed at the Australian Bureau
of Agricultural and Resource Economics (ABARE 1996).

The database

A key advantage of Tasman-Global isthe level of detail in the database
underpinning the model. The database is derived from the Version 5.0 of
the GTAP database. This database contains information for 57
commodities and 66 regions from a base year of 1997. Each country in
the database is linked through trade and investment flows (Table A.1).
The database itself is used by hundreds of researchers worldwide. Itis
fully documented in Dimaranan and McDougall (2002).
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Table A.1:Regions in the Version 5.0 GTAP database

Number  Region Number Region

1 Australia 34 Finland

2 New Zealand 35 France

3 China 36 Germany

4 Hong Kong 37 UK

5 Japan 38 Greece

6 Korea 39 Ireland

7 Taiwan 40 Italy

8 Indonesia 41 Luxembourg

9 Malaysia 42 Netherlands

10 Philippines 43 Portugal

11 Singapore 44 Spain

12 Thailand 45 Sweden

13 Vietnam 46 Switzerland

14 Bangladesh 47 Rest of EFTA

15 India 43 Hungary

16 Sri Lanka 49 Poland

17 Rest of South Asia 50 Rest of Central Eastern European
Association

18 Canada 51 Former Soviet Union

19 USA 52 Turkey

20 Mexico 53 Rest of Middle East

21 Central America and the Caribbean 54 Morocco

22 Colombia 55 Rest of North Africa

23 Peru 56 Botswana

24 Venezuela 57 Rest of South African Customs Union

25 Rest of Andean Pact 58 Malawi

26 Argentina 59 Mozambique

27 Brazil 60 Tanzania

28 Chile 61 Zambia

29 Uruguay 62 Zimbabwe

30 Rest of South America 63 Other Southern Africa

31 Austria 64 Uganda

32 Belgium 65 Rest of Sub Saharan Africa

33 Denmark 66 Rest of World

The GTAP database contains a wealth of sectoral detail aswell (Table
A.2). Thefoundation of thisinformation is the underlying input-output
tables on which the database is constructed. These input-output tables
account for the distribution of industry demands to satisfy the industry
and final demands. Industry demands, so-called intermediate usage, are
the demands from each industry for inputs. For example, coal isan
important input into electricity production in Australia. In other words,
the Australian electricity sector uses coal as an intermediate input. Fina
demands are those made by households, governments, investors and
foreigners (export demand). These final demands, as the name suggests,
represent the demand for finished goods and services. To continue the
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example, electricity is used by households, their consumption of
electricity isafina demand.

The other key feature of the input-output tablesis that the cost structure
of each industry is also represented in detail. Each industry purchases
intermediate inputs (from domestic and imported sources), primary
factors (labour, capital, land and natural resources described below) as
well as paying taxes or receiving subsidies.

Table A.2:Sectors in the version 5.0 GTAP database

Number  Sector Number  Sector

1 Paddy rice 30 Wood products

2 Wheat 31 Paper products, publishing

3 Cereal grains nec 32 Petroleum, coal products

4 Vegetables, fruit, nuts 33 Chemical, rubber, plastic products

5 Oil seeds 34 Mineral products nec

6 Sugar cane, sugar beet 35 Ferrous metals

7 Plant-based fibres 36 Metals nec

8 Crops nec 37 Metal products

9 Bovine cattle, sheep and goats, 38 Motor vehicles and parts

horses

10 Animal products nec 39 Transport equipment nec

11 Raw milk 40 Electronic equipment

12 Wool, silk-worm cocoons 41 Machinery and equipment nec

13 Forestry 42 Manufactures nec

14 Fishing 43 Electricity

15 Coal 44 Gas manufacture, distribution

16 Qil 45 Water

17 Gas 46 Construction

18 Minerals nec 47 Trade

19 Bovine meat products 48 Transport nec

20 Meat products nec 49 Water transport

21 Vegetable oils and fats 50 Air transport

22 Dairy products 51 Communication

23 Processed rice 52 Financial services nec

24 Sugar 53 Insurance

25 Food products nec 54 Business services nec

26 Beverages and tobacco products 55 Recreational and other services

27 Textiles 56 Public Administration, Defence, Education,
Health

28 Wearing apparel 57 Dwellings

29 Leather products
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Dynamics

Tasman—-Global is adynamic model that is solved on a year-by-year basis
from the base year. The dynamics contained in the model relate to the
separate accounting for stock and flow relationships over time. The main
areasthisrelates to isinvestment and debt accumulation. For example,
each year the capital stock in aregion increases by the level of investment
that occurred in the previous year less depreciation.

The dynamic nature of the model makes Tasman—Global well suited to
projections work, scenario and policy analysis. For example, a
projections exercise undertaken using the model might seek to explore the
impact of the take-up of a certain technology over time. In thisinstance,
abusiness-as-usual (or reference case) scenario will be developed as a
basdline from which to examine the other scenarios considering various
technology take-up rates. In this example, a business-as-usual scenario
will provide an estimate of a‘base level’ adoption rate of agiven
technology. From this base scenario, two additional scenarios could
consider the impacts of faster and slower take-up of technology

In apolicy analysis mode, the reference case provides projections of
growth in labor, capital and productivity in each region, and the
associated changes throughout the rest of the economy in the absence of
the policy measures to be examined. The results of policy simulations are
then interpreted as deviations from the reference case. The faster take-up
scenario could now be interpreted as the impacts of a policy measure
implemented by government to increase the rate of take-up of agiven
technology.

Factors of production

Economic activity in agiven region is governed to alarge extent by the
employment of factors of production. In Tasman-Global, asin the GTAP
model, four factors of production are accounted for: capital, land, labor
and natural resources. Various assumptions can be made about the
availability and accumulation of these factors of production in the context
of a Tasman—Global scenario.

Capital accumulation occursin agiven region over time through changes
ininvestment and depreciation. Given depreciation rates remain constant
over the ssimulation period, the key determinant of capital accumulation is
therefore investment. The model assumes that rates of return may differ
across regionsto reflect country specific differencesin the risk premium.
Investors are then attracted to regions where the expected rate of return
looks most favourable compared with global movements. Any excess of
investment over domestic savings for a given region causes an increasein
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net debt for the region. Borrowers service the debt at the global rate of
return (interest rate).

Several different assumptions can be made regarding the labour market in
Tasman—Global. The standard, long-run, assumptions are that under the
prevailing scenario condition, unemployment above the so-called natural
rate of unemployment for any economy — the so-called ‘full employment’
assumption. Any change in the demand for labor is assumed to be offset
by changesin real wages growth sufficient to prevent any deviation of
unemployment from the natural rate. Alternately, a dynamic mechanism
can be used in the model to counter for ‘stick wages', areal world
phenomena that assumes that changes to the real wage growth does not
exactly offset demand changes and that the unemployment rate can vary
over time. This mode usually assumed that the adjustment through the
labour market under a particular scenario occurs after around 10 years.

Producer behaviour

Producers in Tasman—-Global are assumed to minimise the cost of
producing a given level of output. They are assumed to operatein
perfectly competitive markets using constant returns to scale
technologies. The important consideration in any production function
used in amodel of thistype given that any particular industry in the
model could potentially alter all intermediate inputs, from all sources as
well aprimary factors of production. Thislevel of flexibility is, however,
well beyond the practical consideration that alarge scale model of this
type. In this context, producers must combine commodities and primary
factorsin fixed proportions but are free to:

m  substitute land, labour and capital to minimise the cost of achieving a
given requirement for primary factors.

m  substitute between domestic and imported sources to minimise the
cost of agiven requirement of commaodities.

The model can, of course, employ some of the standard techniques
availableto increase itsflexibility in all of these areas. For example, itis
commonplace to allow certain complimentary inputs to vary for specific
purposes. Thisis particularly true in energy where asimple ateration to
the model will allow for substitution between energy —that is, for
producers minimising the costs of their energy requirements. Taking this
a step further, the ‘technology bundl€' approach to major energy users
such as electricity (see ABARE 1996 for details) can also be adopted by
the model.
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Vi

National income, savings and consumption

Under the standard assumptions used by Tasman—-Global, prices will be
set to cover costs and al industries will generate normal profits. These
returns will be paid to the factors of production. A representative
household in each region owns al factors of production and receives al
payments made to the factors, all tax revenues and all net interregional
income transfers.

The representative household allocates its net income across private and
public consumption and savings. National savings are assumed to move
in line with national income. Total consumption expenditure is cal culated
as the difference between current household income and savings, with the
ratio of private consumption to government consumption assumed to be
constant.

Given tota private consumption, the representative consumer maximises
current period utility by choosing consumption levels for each
consumption good. In that decision, substitution is allowed between
domestic and imported sources of commodities.

Trade

Tasman-Global accounts for bilateral trade flows of al commodities
between all regions and, as has been discussed above, substitution
between domestic and imported sources of commodities. In Tasman—
Glaobal, as with the majority of global models, this substitution is
governed by an ‘ Armington’ preference structure. This structure implies
that a good produced in one region is an imperfect substitute for goods
produced by the same industry in other regions. In other words, the same
commodity from different sources can trade at different prices.

For any given consumption activity, demand for a commodity is allocated
between a domestic product and a composite imported product according
to a CES (constant elasticity of substitution) function. The demand by a
region for each composite imported commodity is then allocated between
sources of imports according to a further CES function. Substitution
between domestic and imported commodities and between imported
commodities will depend on movementsin relative prices and the
specified elasticity of substitution — the Armington elasticity. These
elasticities are taken directly from the GTAP database.
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