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The WTO ‘dodged the bullet’ last week when members agreed to continue working on the deadlock holding up the Doha Round of multilateral trade negotiations. This column surveys the existing econometric evidence on the trade effect of WTO membership. It also presents new evidence that membership raises the range of goods that members export – increasing it by an estimated 42%. The authors conjecture that the WTO boosts trade by reducing uncertainty in the mind of potential exporters regarding the evolution of international trade rules.

On 30 October 1947, the General Agreement on Tariffs and Trade (GATT) was signed between 23 countries. Since then, world exports of goods and services have grown rapidly, in nominal terms, in real terms, and in terms of share of world GDP.

Figure 1 shows that nominal world exports increased from $71 billion in 1948 to nearly $16 trillion in 2009. In terms of share of world GDP, exports doubled from 12% in 1960 to more than 24% in 2009, reaching a peak of 29% in 2008.

During this time, the GATT, and in its current incarnation, the WTO has formulated and implemented the rules of world trade.

· The biggest overhaul of trading rules took place in the Uruguay Round of negotiations, from 1986 to 1994, which culminated in the creation of the WTO in 1995.

The agenda of GATT/WTO has been to promote trade by reducing trade barriers through multilateral agreements and by providing a venue for settling trade disputes.

Figure 1. 
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From the 23 original signatories, the number of WTO members has grown to 153 countries, with an additional 30 countries currently granted observer status. They are currently in negotiations for WTO accession. Along with the expansion in membership, the rules imposed in favour of free trade have become broader and stronger, leaving aside the agricultural and textile sectors.

For any particular country, the event of joining the GATT/WTO typically represents the biggest one-time liberalisation of its trade. Joining the agreement both requires that the country reduces its own trade barriers and allows it to benefit from market access to other member countries.

The trade effects of membership
One would therefore expect that membership in the WTO is followed by a large expansion in trade, and that the WTO is an important institution for the growth of trade.

However, its raison d'être as the promoter of world trade was cast in doubt by a paper by Andrew Rose (2004). Rose found a negligible impact of WTO membership on the volume of bilateral trade flows between countries. Rose’s analysis of the data was exhaustive, but the findings were surprising enough that they spawned multiple follow-up attempts to validate or overturn Rose's result.

For instance, Subramanian and Wei (2007) show that the impact of GATT/WTO depends on what the country does with its membership, with whom it negotiates, and which products the negotiation covers.

· Developing countries (e.g., India) enjoyed special exemptions in particular sectors (e.g., textiles) from the liberalisation of trade; once these exceptions are accounted for, Rose turns out to be wrong – the WTO does promote trade.

Tomz et al. (2007) argue that many countries are mistakenly classified as outside the GATT, even though they were de facto members with similar rights and obligations.

· They show that Rose’s mis-coding of these countries as GATT members systematically underestimates the effect of GATT on trade flows.

Helpman et al. (2008), Felbermayr and Kohler (2005) and Liu (2009) take a different tack. They highlight the sample selection bias in the traditional formulation used to test the impact of the WTO. Many country pairs exhibit zero trade, which Rose’s empirical formulation ignored by examining only strictly positive trade flows.

· Members of GATT/WTO have systematically more trading relationships; ignoring zeros underestimates the WTO’s effect on the volume of trade.

Meanwhile, a second stream of research built theoretical models of trade that emphasized firm-level productivity differences in trade patterns (the so-called ‘new new’ trade theory). These models (Eaton and Korum 2002; Melitz 2003) arose out of empirical work showing striking firm-level differences in trading behaviour. The data show that only a few firms export, only a few exporting firms sell to more than a few countries, and most exporters sell only a small fraction of their output abroad. Moreover, exporting behaviour is positively associated with productivity and size. (Bernard and Jensen 1995, Bernard and Jensen 1999, Bernard and Jensen 2004, Aw et al. 2000, Eaton et al. 2004).

Incorporating firm-level heterogeneity, and modelling firms’ decisions to export, leads to a reassessment of the role of trade liberalisation. Trade liberalisation, by inducing exit and entries of firms, changes the extensive margin of trade – the introduction of new commodities and the retirement of old ones. These models also show that differences in bilateral trade flows reflect both differences in the amount of each good traded (the intensive margin of trade) as well as differences in the number of goods traded (the extensive margin of trade).

The importance of this extensive margin was also documented by Hummels and Klenow (2005). They showed that larger countries export more varieties of goods rather than larger quantities of each good. On the import side, Broda et al. (2006) find that it is mainly the variety of imports that matters rather than the volume of imports for productivity growth.

New work showing how WTO membership matters
Our paper (Dutt et al. 2011) attempts to bring together these two strands in the literature – the importance of the extensive margin and the WTO’s role on trade flows between pairs of countries. We decompose the volume of trade into an extensive and an intensive margin and analyse the impact of WTO membership on each of the margins.

Figure 2 shows the importance of the extensive margin (i.e. the change in trade due to the change in the number of trading links, counting each product shipped to a particular market as one link) and the intensive margin (i.e. the average sales across all links); the focus is on the evolution of trade over the period 1970-1999.1
· Line 1 shows the aggregate real volume of exports over time for country pairs that had strictly positive exports in 1970.

· Line 2 shows the evolution of trade volume between these country pairs in sectors where there was positive trade in 1970.

We can think of this as the intensive margin of trade.

· The difference (plotted as Line 3) shows the evolution of trade in sectors where there was zero trade at the beginning of the period within the set of countries that traded with each other in 1970.

Line 3 captures the evolution of the extensive margin of trade.

Figure 2 strongly suggests that from the 1980s onwards, trade in sectors that these countries already had positive trade in 1970 remains relatively flat. At the same time, the growth in the overall trade volume is closely mirrored by the expansion of trade in new products, i.e. at the extensive margin.

Figure 2.  
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WTO membership matters for the extensive margin
Our empirical results show that WTO membership has been instrumental in raising the varieties of goods exported (the extensive margin) while its impact on trade in existing varieties (the intensive margin), is insignificant and even negative in a few cases. In our most demanding specification (with time-varying importer and exporter country dummies) we find that the WTO raises the extensive margin by 42% when we measure the extensive margin as a simple count of the number of varieties exported. If we use the more micro-founded Hummels-Klenow measure of the extensive margin, which calculates the fraction of goods sold by the exporter in a particular destination but weights each product by its importance in world exports to this destination, then WTO membership raises the extensive margin by 29%. Interestingly, the impact of the WTO on the intensive margin (exports of existing varieties) is negative.

This suggests that even with the expansion in the variety of exports, the total volume of exports might hardly change – a result consistent with Rose’ findings.

The negligible impact on the intensive margin is at odds with the predictions of some of the “new new” trade models (e.g. Melitz 2003) where trade liberalisation affects both intensive and extensive margins.

A conjecture
An intriguing possibility raised by our research is that the WTO is not at all about reducing trade barriers, variable or fixed. Rather it serves to resolve uncertainty in the mind of potential exporters regarding the evolution of international trade rules. This in turn may increases their willingness to bear the fixed costs of exporting newer products into newer markets. As far as we know, none of the standard models in the “new new” trade literature explicitly model uncertainty, and this has the potential to be a promising area of future research.
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1 The data are based on the 4-digit Standard International Trade Classification, revision 2, with 790 4-digit level product categories and accounts for 98% of all world trade.




