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Why world trade is so sluggish
Catherine Stephan

World trade has slowed sharply compared to global GDP growth since 2012. Is the slowdown in world trade
due to cyclical factors, and sluggish investment above all others? Or is it due to more far-reaching structural
changes, in which case world trade is unlikely to return to the vigorous growth rates observed from the mid-

1990s to the mid-2000s.

According to its latest outlook of September 2016, the
World Trade Organisation (WTO) estimates that global
merchandise trade and world GDP will increase 1.7%
and 2.5%, respectively, this year. That would make
2016 the weakest year for trade and economic growth
since the 2009 financial crisis. For the first time in fifteen
years, the ratio of world merchandise trade growth to
world GDP growth would be less than 1.

World trade, as measured by global imports of goods
and services, has been slowing since 2012. The
elasticity of imports to GDP - which measures the
change in imports due to a 1% increase or decrease in
GDP - was close to 2 between 1995 and 2007, but has
been holding around 1 since 2012 (see chart 1). This
raises the question of whether the decline in the
elasticity of trade is a temporary phenomenon or the
sign of more far-reaching changes (see box 1).

To provide some answers to this question, we will
begin by reviewing the factors behind the world trade
boom from the mid-1990s to the mid-2000s. We will
look at the effects of trade deregulation and
improvements in transport and communications on
supply chain segmentation and trade. By looking at the
past, we should be able to get a better picture of the
probable causes of the decrease in the elasticity of
world trade to output since 2012, which will be
reviewed in part two. Trade dynamics were
undermined by cyclical factors, namely sluggish
eurozone growth, the slowdown in the emerging
economies and the change in the composition of
demand to the detriment of investment. We will see
how structural factors also contributed to the slowdown
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in trade. In recent years, we have seen a rise in
protectionism, higher wage costs in China and an
upmarket shift in certain emerging economies. All of
these factors hampered the international segmentation
of the supply chain and trade. Lastly, the framework for
world trade is probably evolving. Consequently, in the
last part of this paper we will try to identify some areas
of reflection.

Slowdown in world trade
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Chart 1 Source: World Bank

The boom in world trade from the mid-1990s
to the mid-2000s

The weaker elasticity of world trade to GDP must be
evaluated in the light of the increased elasticity during
the 1990s and early 2000s, a period marked by major
structural changes.

The bank for a changing world



economic-research.bnpparibas.com

Conjoncture

November 2016 4

Box 1

Certain beneficial effects of international trade are
sometimes called into question. For example, the impact
of foreign direct investment (FDI) on the developing
countries is not only positive. Changes induced by FDI
might be accompanied by industrial restructuring, with
negative effects on income distribution and employment
in the host country. The environment can also be
endangered, notably by the extractive and heavy
industries’. In the 19t century, Friedrich List, and other
theoreticians  thereafter, vaunted the merits of
“pragmatic protectionism” for developing countries and
emerging industries.

However, a number of theories on international
commerce, starting with David Ricardo’s theory of
comparative advantage, as well as empirical evidence
suggest that expanding trade favours economic activity.
Through economies of scale and productivity gains,
international commerce and the expansion of markets
makes it possible to import and export products at better
prices, thereby fostering demand and growth. It also
increases the diversity of products on offer. In the
developing countries, it promotes technology transfers
and human capital formation through direct investment
and participation in international supply chains.

The fall of the Berlin wall in 1989 heralded the arrival
of the Eastern European countries on the world
scene and the beginning of a trade boom with the
economies of Western Europe. In value terms, the
eurozone’s merchandise exports and imports with the
Czech Republic, Hungary, Poland and Romania rose
from 1.9% of eurozone GDP in 1999 to 5.1% in 2015.
Europe also embarked on a new phase of integration
with the creation of a monetary area comprised of
eleven member countries on 1 January 19992. The
single currency, which was gradually adopted by
eight other countries 3, favoured trade within the
eurozone by eliminating forex expenses and
improving price transparency. It also facilitated trade
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with third countries. Eurozone companies were able
to export more easily to countries outside the
monetary area thanks to lower trade costs, notably
certain fixed costs pertaining to accessing foreign
markets. The openness ratio 4 of the eurozone
— which now includes the former Eastern European
block - rose from 30.7% in 1995 to 42.5% in 2015.
Similarly, China has also integrated the world
economy and grown in power since the launch of
economic reforms and openness policies in the early
1980s. As a share of international trade in goods and
services, China’s weighting has increased from
nearly 1% in 1990 to 10% in 2015 (see chart 2).

Major participants in world trade in 2015
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Globalisation and the deregulation of world trade also
gained momentum with the signing of new free-trade
agreements in the early 1990s. The Uruguay Round
of multilateral trade negotiations, spanning from 1986
to 1994, resulted in the creation of the World Trade
Organisation (WTO) on 1 January 1995 and the
adoption of a new set of trade agreements. They
included not only GATT, the General Agreement on
Tariffs and Trade, but also agreements on the
services sector, intellectual property and the rules for
settling disputes between WTO members. Although
tariffs remained high in some sectors (agriculture,
textiles), on the whole these agreements enabled the
developed countries to lower the average tariff on
manufactured goods from 40% in 1947 to less than
5% today.
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Al these factors, combined with new technological
advances, enabled companies to benefit better from the
comparative advantages of the various participants in
world trade. During the 1990s, improvements in
transport and new information and communication
technologies facilitated the rapid coordination of tasks in
increasingly long supply chains, spread out over a
growing number of distinct production areas
geographically separate from each other. A growing
number of parts and components could be imported, in
particular by the emerging countries, in order to process
and re-export them. This period was also characterised
by the deindustrialisation of the Northern countries and
the industrialisation of the Southern countries, which
were integrated in global supply chains. China and the
United States were major players in this segmentation
process. A growing proportion of US domestic demand
was being met through Chinese imports. The parts and
components imported by China were assembled into
end products and exported to the United States.

Within this framework, economies with comparable
levels of development and the same level of factor
endowments and technology were able to develop trade
for similar goods. According to the new theory of
international commerce, it was in a country’s interest to
specialise in a given variety of goods in order to benefit
from economies of scale, and to import variants of the
same product in order to provide consumers with a
differentiated selection of products. Countries with
comparable levels of economic development tend to
trade more together. Together, the eurozone and the
United States accounted for more than 35% of world
trade of goods and services, and received nearly 42.5%
of foreign direct investment flows in 2015.

These changes went hand in hand with the increase in
the stock of direct investment’, which rose more than
eight-fold between 1990 and 2007 (see chart 3). The
increase was even more notable in East Asia and
Southeast Asia (excluding Hong Kong), and especially
in China. In 2007, these regions accounted for only 7%
and 2%, respectively, of the stock of investment flows
(compared to 29% and 20%, respectively, for the United
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States and the eurozone), but this was a 13-fold and 16-
fold increase compared to 1990. Trade within value
chains coordinated by transnational companies
(intragroup or intergroup) are linked to the activities of
multinational firms. According to UNCTAD, this trade
accounts for 80% of world trade each year.

Foreign direct investment stock
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The increasingly narrow segmentation of the supply
chain was also accompanied by greater participation of
various economies in world trade. The openness of the
global economy rose from 19.4% in 1980 to a peak of
30.6% in 2008 (see chart 4). International commerce,
based on the volume of world imports of goods and
services, grew at an average annual rate of 6.3%
between 1995 and 2008, which is much faster than the
average GDP growth rate of 3.3% over the same period.
These changes also increased the sensitivity of trade to
an abrupt drop-off in activity during a crisis.
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Due to these new specificities, trade became more
sensitive to changes in economic activity. The
development of global supply chains went hand in hand
with the increase in trade of intermediate goods used in
the production process. A given decline in output is
accompanied by a reduction in trade not only of end
products, but also of intermediate goods used in the
production process, which are traded several times.

The longer the supply chain, the more severe the
adjustment in stocks and orders. When demand is on
the rise, companies at every level of the supply chain
want to build up inventory for precautionary purposes or
to benefit from discounts on bulk purchases. The further
a company is positioned from the end consumer, the
less accurate its ability to forecast demand, which varies
depending on the inventory needs of companies located
further downstream in the supply chain. As a result,
demand becomes disconnected from real end demand
and increases. Inversely, this bullwhip effect will lead
companies located further upstream in the production
chain to overreact to a decline when demand drops.
Initially, producers of end goods will dip into their stock
of intermediate goods. As a result, demand for
intermediate goods slows to a greater extent than end
demand. In the end, companies further upstream in the
supply chain are more likely to take a cautious approach
and scale back production and trade in intermediate
goods more rapidly than if they had access to the same
information as companies further downstream.

An IMF study by Cristina Constantinescu et al. (2015)
shows that trade is more sensitive to income shocks in
the short run. The short-run elasticity of imports to GDP
— which measures the change in imports following a 1%
increase or decrease in GDP - rose from 2.8 in the
period 1986-2000 to 3.4 in the period 2001-2013. As a
result, variations in world trade of goods and services
were much bigger following the 2008 crisis. World trade,
measured in terms of the volume of global imports of
goods and services, increased 12.4% in 2010 and 6.8%
in 2011, after plunging 12% in 2009.
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Several reasons for the slowdown in world
trade

World trade has failed to return to the growth rates
observed from the mid-1990s to mid-2000s. The
elasticity of imports to GDP, which was close to 2
between 1995 and 2007, has been holding around 1
since 2012.

Several studies have tried to identify the structural or
cyclical nature of the slowdown in world trade.
According to an OECD study by Patrice Ollivaud and
Cyrille Scwellnus (2015), GDP trends provide a suitable
explanation for the evolution of world trade since the
2008 crisis. The study suggests that 85% of the weak
elasticity since 2008-2009 can be attributed to cyclical
factors. According to an IMF study conducted by
Cristina Constantinescu et al. (2015), in contrast,
cyclical factors explain only half of the slowdown in
international commerce in 2013 compared to the 2000s.
The long-run decline in elasticity suggests that structural
factors are also at work. This decline, visible as of the
early 2000s, bolsters this idea. According to the IMF
study, the long-run elasticity of international commerce
declined from 2.4 in 1991-2000 to 1.5 in 2001-2007,
before dropping after the crisis to 0.7 in 2008-2013. The
UNCTAD report “Key statistics and trends in
international trade” (2015) also arrives at a similar
conclusion.

Similarly, the CEPII study by Sébastien Jean (2015)
highlights a slowing trend. He observes a significant
difference between the observed value in 2012 and
2013 and the one calculated by the model built thanks to
data collected between 1995 and 2008. Indeed, this
model, a function of economic growth, and the start-up
of new trade agreements in numerous countries, notably
China, shows that, all other factors being equal, a 1%
increase in the GDP of trading partners coincides with a
1.4% increase in the value of trade in the short run, and
a 1.7% increase in the long run.

The bank for a changing world
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It is difficult to estimate precisely the impact of each  the elasticity of world trade to GDP since the
of these cyclical and structural factors on current  outbreak of the crisis seems to be due both to
fluctuations in world trade. Regardless of the cyclical and structural factors, which we will review
method used (see box 2), however, the decline in  below.

Box 2

The choice of data influences the analysis

The size of the decline in elasticity varies depending on the data used. For its analysis, the OECD study uses GDP
calculated on the basis of exchange rates instead of purchasing power parity (PPP), as used in many studies.
Calculating GDP based on PPP is most often used to make comparisons between economies. It measures GDP in
volume, and thus living standards. Purchasing power parity, which equals the price relationship in the local currency
for the same goods or services, is used to estimate the quantity of goods and services that a currency can purchase
in each of the countries under review. Using GDP based on purchasing power parity is nonetheless called into
question when measuring the elasticity of world trade of tradeable goods to economic activity. GDP derived from
PPP gives greater weight to the emerging countries than GDP based on exchange rates. In the emerging countries,
prices of non-tradeable goods and services are less costly than in the developed countries. This differential is
especially big during periods of strong growth. The decline in elasticity following the 2008 crisis is not as big when
GDP is calculated using market exchange rates instead of purchasing power parity. According to the study, using
GDP at PPP, elasticity slowed from 1.9 in the period 1986-2000 to 1.7 in 2001-2007 and 0.9 in 2008-2014, while
using GDP based on market exchange rates, elasticity slowed from 2.1 to 2 and 1.3, respectively, over the same
time periods.

The model used also influences the outcome

The difference in their conclusions can be attributed to different methodologies. The CEPII study uses a gravitational
model that assumes that trade between two countries is a function of the product of their respective GDPs, and is
inversely proportional to the geographic distance separating the countries. The IMF study uses an error correction
model. It estimates the speed at which the short-run elasticity of world trade to GDP returns to the long-term
equilibrium rate. It can also be used to measure the long-run elasticity over different time periods, and to identify
changes in the trade-GDP relationship, i.e. to identify ruptures in trends. Tests are then carried out to show that the
decrease in long-run elasticity, as highlighted in the study, is the fruit of structural changes. This model has several
drawbacks. It assumes that GDP is an exogenous variable that determines world trade, whereas the two variables
are actually endogenous and co-determined, i.e. they influence each other. Moreover, due to its structure, the error
correction model attributes the decline in long-run elasticity to a structural rupture in the trade-GDP relationship,
whereas it might be due to an extended slowdown in GDP. The decline in long-run elasticity might also be due to
changes that end up being temporary. To offset the error correction model’s troubles in taking into account medium-
term or temporary trends, the OECD uses a less restrictive model based on growth rates. The long-run elasticity can
decline when the world economy slows without assuming that there is a change in the long-term trade-GDP
relationship. In this case, the decline in long-run elasticity following an economic slowdown does not necessarily
mean that there is a structural change in the trade-GDP relationship.
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Regional disparities

We will begin by looking at growth and trade trends
within specific geographic areas to better appreciate the
dynamics at work since the 2008 crisis.

These trends differ depending on the region. In 2012 and
2013, there was a cyclical gap between the United States
on the one hand, which consolidated its recovery (GDP
growth of 2.2% in 2012 and 1.7% in 2013), and the
eurozone on the other, which slipped back into recession
following the intensification of the sovereign debt crisis.
This was followed by a period of tighter financing
constraints and high uncertainty, which strained corporate
investment. In the end, GDP contracted 0.9% in 2012 and
0.3% in 2013, while foreign trade contracted 1% in 2012
and only barely managed to swing back into positive
territory in 2013. Since then, the eurozone has begun to
recover, but growth remains below the levels observed in
the United States. This gap influences the global elasticity
of trade due to the intensity of intra-zone trade and the
high weighting of European trade as a share of world
trade. Its weighting was 25% in 2015, whereas eurozone
GDP based on purchasing power parity accounted for
12% of world GDP in 2015. In the eurozone, intra-zone
trade between member countries (10% of world trade) —
which is particularly intense due to the absence of tariff
and non-tariff barriers — is calculated as part of world
trade. When economic growth slows within the eurozone,
it thus has a big influence on world trade via intra- and
extra-zone trade.

Similarly, the slowdown in the emerging economies
since 2010, and especially since 2014, strains world
trade more than their GDP growth trends alone would
seem to suggest. The depreciation of their currencies
against the US dollar, which can be attributed to the
slowdown in growth, was accompanied by higher import
prices. As a share of GDP, import volumes declined
over the past two years in East Asia and the Pacific
region, in India and in Brazil (see chart 5). In this respect,
the impact was bigger for the Asian countries than for
the Latin American countries due to the respective trade
weighting of total merchandise imports, which was
30.8% and 3.8%, respectively, in 2015.
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A recovery supported by less import-rich demand

A change in the composition of GDP influenced
elasticity in the period following the 2008-2009 crisis,
notably the protracted weakness of investment
spending.

The productive investment cycle strongly influences the
dynamics of international commerce due to its relatively
high import content relative to that of private
consumption, and public consumption in particular,
which is comprised essentially of non-tradeable items,
such as services or nationally-produced goods, notably
in the defence sector. According to a study by Mattieu
Bussiére et al. in the American Economic Journal (2013),
the import content of investment averaged 32% in 2005,
compared to 25% for private consumption and 10% for
public consumption.

Investment collapsed during the crisis, especially
housing investment. Since then, it has simply returned
to pre-2008 levels in many developed countries.
Investment continued to rise in numerous emerging
countries, at least until 2013, but at a much milder
pace than before the crisis. Its weight as a share of
GDP has held relatively stable due to infrastructure
investment in China, which is less import intensive.
The weighting of global gross capital formation as a
share of GDP is slightly lower than the pre-crisis level
(23.3% in 2014 vs. 24.3% in 2008), while the
weightings of private consumption and public
consumption have both increased, especially the later
(see chart 6).
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Several factors contributed to the sluggishness of
investment spending. Weak global demand - both
domestic and external — continued to strain productive
investment via the accelerator mechanism. Uncertainty
over growth prospects and economic policies also
encouraged companies to postpone certain investment
spending, despite low financing costs. In many
countries, efforts to clean up public finances also
strained public sector investment. In the emerging
economies, excessive development of production
capacity also generated a global glut in some sectors,
squeezing prices and the return on additional
investment.

This brings us to the question of whether the change in
the composition of demand is cyclical, or if, to the
contrary, it is due to a more structural change, reflecting
a more long-term trend. Moreover, this change alone is
not a sufficient explanation for the decline in the
elasticity of world trade to GDP since the crisis. Indeed,
elasticity began to decline as of the early 2000s, at a
time when investment as a share of GDP continued to
increase.

The rise of protectionism

For the moment, the level of trade tariffs is still
relatively stable at the world level (see chart 7). It is
harder to monitor changes in non-tariff barriers, which
alone shape two thirds of world trade. Non-tariff
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barriers to trade include technical regulations,
standards, conformity assessments and sanitary and
phytosanitary measures. These barriers are not always
intended to hamper international commerce.
Sometimes they are designed to support an economy
or industry. Yet these measures are often opaque.
Collected data is often a bit piecemeal, making
comparisons between countries difficult. Since the
crisis, however, certain countries seem to be tempted
by protectionist measures. In its 2015 report, UNCTAD,
the UN Conference on Trade and Development, claims
that in the years following the crisis, there has been an
increase in subsidies to support national industries and
in measures to prevent jobs from being relocated
abroad. The increase in new trade-restrictive
measures registered by WTO, and the number of
investigations opened, also provide an idea of
protectionist pressures, although the opening of an
investigation does not presuppose the protectionist
nature of the measure. In its July 2016 report, the
WTO identified a monthly average of 17 new trade-
restrictive measures (anti-dumping, countervails and
safeguards) by its members, essentially anti-dumping
actions, between mid-October 2015 and mid-May 2016.
In the year-earlier period, the monthly average was 13
new trade-restrictive measures. Between mid-October
2015 and mid-May 2016, the WTO also recorded 22
other trade measures per month (import and export
rights and restrictions), up from 15 in the year-earlier
period. This is the highest monthly average since 2011,
the year when new trade-restrictive measures reported
by the WTO reached a record high.

Tariff rate applied, weighted mean, all products
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According to UNCTAD and the IMF, the impact of these
new restrictions on international trade is still mild. They
are not big enough in scope yet to have a significant
impact. Yet it is not so much the rise of protectionism as
the slower pace of globalisation that risks influencing the
dynamics of world trade. Indeed, deregulation seems to
be slowing down since the crisis.

As a result, several free-trade agreements under
negotiation or pending ratification are struggling to
survive. Donald Trump, the new President of the United
States, is thus opposed to the ratification of the
Transpacific Partnership (TPP), concluded by twelve
countries in North and South America and Asia®, which
account for 40% of world GDP, in February 2016.

The United States and the European Union, which
together account for nearly a third of world GDP (at
purchasing power parity), are also struggling to reach an
agreement on the Transatlantic Trade and Investment
Partnership, better known as TTIP. The broad range of
topics covered by TTIP has contributed to the slow pace
of negotiations. The treaty aims to reduce tariffs as well
as non-tariff barriers to trade such as laws, regulations
and standards. Presently, negotiations are also being
hampered by the defiance of political leaders, which
must be seen in the light of the growing mistrust of local
populations with the approach of major elections.
Slowdown in the international
production

The expansion of supply chains and vertical
specialisation helped increase the elasticity of world
trade to economic activity from the 1990s through the
mid-2000s. Similarly, the slowdown in this process since
the mid-2000s seems to go hand in hand with the
reduction in the elasticity of world trade to economic
activity.

segmentation  of

This change is notably visible in China and the United
States, which accounted for 9.9% and 13.5%,
respectively, of global imports of goods and services in
2015. The import content or imported valued added of
Chinese exports declined by 3 points to 32.2% between
2005 and 2011. At the same time, the import content of
US exports increased by 1.6 points to 15% in 2011,
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suggesting that the segmentation process is weakening
(see chart 8). The same phenomenon can be seen in
the reduction in the ratio of intermediate goods imports
to merchandise exports in China and in its increase in
the United States since 2012 (see chart 9).
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There are several reasons why this segmentation
process is slowing down. Part of these changes are due
to the slowdown in growth. The segmentation of the
production process is pro-cyclical and tends to coincide
with GDP growth trends. Some companies postpone
outsourcing projects during periods of slowing growth
because the business climate is more uncertain. Foreign
direct investment is also increasing at a milder pace
than before, notably in China.

Apparently, this slowing process also signals some

structural changes. There are probably several reasons
for this.
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The segmentation of the production chain might be
winding down because the process has reached its
limits. The gains generated by the segmentation
process in the 1990s and early 2000s are not
sustainable. Most of what can be done in terms of
trade deregulation has already been accomplished.
The technological shock of the 1990s has largely been
absorbed. Moreover, supply chain segmentation
carries risks. Natural disasters (such as earthquakes)
or labour unrest can halt production and disrupt the
entire supply chain. Seeking to limit risk taking, some
companies might opt to curb supply chain
segmentation. To better respond to demand, some
companies might want to avoid distancing themselves
too much from end consumers, and may even opt to
move closer to them.

The increase in wage costs at a faster pace than
productivity gains, notably in China, might also
dissuade some companies from developing vertical
specialisation, which depends on the comparative
advantages of each country in terms of labour and
technology. Eventually, this could strain intra-division
merchandise trade. We must also factor in the
appreciation of the Chinese yuan since 2014. China’s
competitiveness, as measured against unit labour
costs in the OECD, has deteriorated by nearly 60%
between 2007 and 2015 (see chart 10).
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Source: OECD
Upmarket shift in the emerging countries

Some emerging countries also want to revise their
economic growth models. This is notably the case for
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China, which has adopted a substitution strategy by
producing increasingly sophisticated intermediate goods
to replace previously imported products. Its assembly
business has slowed in favour of ordinary trade, in
which imports are not designed to be used in exports,
but to meet end domestic demand. This process
resulted in less segmentation of production and a
weakening of international trade dynamics.

What about world trade trends?

The slowdown in world trade is in part cyclical. More
robust GDP growth should be accompanied by an
acceleration in world trade. In the emerging and
developing economies, however, investment is unlikely
to increase as buoyantly as it did before the crisis. In
particular, the shift in the balance of the Chinese
economy cuts into the growth potential of world trade.

Generally speaking, the framework for world trade is
probably about to change. The review period is too short
to take into account all of the changes currently at work,
and to know with any certainty which of these changes
are structural. Even so, we have tried to identify a few
areas of reflection. This raises the question of whether
the international segmentation of the supply chain has
exhausted its potential because the globalisation
process has run its course and certain emerging
economies have changed strategies.

Future free-trade agreements are likely to produce
smaller gains compared to those of the past. We are
even likely to see some backtracking. The outcome of
the Brexit referendum is one example. Yet the UK and
the EU have built up major commercial ties in recent
decades, raising hopes that a compromise can be
reached to limit Brexit's impact on trade.

For the same reasons, and given the vast web of
international production networks currently in place, it
seems unlikely that the free-trade agreements
negotiated by many economies in recent decades will
be seriously challenged.

The bank for a changing world
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New uses of technology

On the one hand, new technological uses could help
shorten supply chains. Supply chain segmentation
hedges between the gains produced by specialisation
and the costs associated with the coordination of the
different phases of production and related risks. In this
respect, new communication technology and the
reduction in transport costs helped expand supply
chains. Yet the way certain products are produced must
also evolve. New functions can expand an employee’s
skills by computerising certain tasks, some of which
might be grouped together.

This new phenomenon is best illustrated by the use
of 3D printing. It is hard to foresee in any detail how
this budding industry will affect the production
process. Yet this new technology could reconfigure
the relations between companies and their clients,
and transform the localisation of production. With the
push of a button, companies can “print" complex
parts that previously would have required the
assembly of several components. Thanks to this
technology and the concomitant reduction in the
labour intensity of the production process, some
goods might be able to be produced again in
countries with high labour costs. Consumers, for
example, might be able to repair products on their
own, by simply “printing” the damaged part or
component. Data transfers for the production of
products “printed” locally would partially replace
some merchandise trade.

This new technology will not necessarily replace more
traditional production processes, but it could contribute
to new output combinations and help shorten the supply
chain.

A new geographic landscape

Inversely, some commercial ties could intensify,
bolstering the international segmentation of the supply
chain.

Higher wage costs have several effects. They reduce
a country’s competitive advantage and the
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attractiveness of trade, but they also change the
nature of trade. Wage differentials are not the only
determinants of supply chain segmentation and trade.
Through trade, countries are able to respond to
consumer demands for a greater variety of
differentiated products and corporate demands for
economies of scale.

With higher incomes, trade often increases with
other industrialised countries, as illustrated
by trade between the United States and the
European Union. In this case, we move from vertical
specialisation - i.e. importing goods to be
incorporated in exports - towards horizontal
specialisation in countries in which wages are
converging and which trade in similar differentiated
goods. The big increase in Chinese direct investment
flows abroad, which have more than doubled since
2008, illustrates the change in China’s strategy. It is
now the world’s third biggest investor behind the
United States and Japan, and a major investor in the
developed countries.

At the same time, higher wages in some emerging
countries can be accompanied by the extension of the
supply chain towards other countries, such as Vietham
in China’s case. Supply chains can be expanded to
neighbouring low-wage countries. Foreign direct
investment flows to Vietnam increased 5-fold between
2006 and 2015. This new division of labour could boost
trade even more since companies that have already set
up business in China will not necessarily leave the
country.

The development of the African and South American
economies could ultimately play a decisive role as well.
Trade flows are currently concentrated within the richest
or most dynamic regions of the world, namely the
European Union, Asia and North America. These
regions accounted for 14.4%, 33.7% and 34.2% of world
merchandise exports in 2015. But an economic
expansion in Africa and South America will probably be
accompanied by an intensification of trade within these
regions, and between them and the other regions of the
world.

The bank for a changing world
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Although several factors are contributing to the
sluggishness of world trade, it is hard to determine their
respective weightings. Some factors are cyclical, such
as sluggish eurozone growth and the slowdown in the
emerging economies. The composition of demand is
also changing in favour of household consumption and
public spending, which strains the dynamics of trade
since the import content of consumption is lower than for
investment. These factors are linked to the crisis and
could come to a halt. Yet other factors are structural.

Globalisation is losing steam and protectionism (non-
tariff barrier) is rising. The technological shock of the
1990s has largely been absorbed. Moreover, rising
labour costs in China and the upmarket shift in certain
emerging economies are undermining vertical
specialisation. All these factors are hampering the
international segmentation of the supply chain and
global trade.

In the future, other trends with opposing influences will
shape trade growth. New technological practices such
as 3D printing will expand workers’ scope of expertise
by computerising certain tasks, some of which will be
pooled together and conducted in countries with high
labour costs. Inversely, wage growth in China could lead
to the development of trade in similar goods and the
extension of supply chains towards neighbouring
countries with low labour costs.

16 November 2016
catherine.stephan@bnpparibas.com
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NOTES

1 Foreign Direct Investment for Development, OECD,
2002

2 Germany, Austria, Belgium, Spain, Finland, France,
Ireland, Italy, Luxembourg, the Netherlands and
Portugal

3 Greece (since 1/1/2001), Slovenia (1/1/2007), Cyprus
(1/1/2008), Malta (1/1/2008), Slovakia (1/1/2009),
Estonia (1/1/2011), Latvia (1/1/2014) and Lithuania
(1/1/2015).

4 The openness ratio is the average ratio of imports and
exports over GDP.

5 A direct investment occurs when an equity stake in a
foreign company exceeds 10% of its capital.

6 United States, Brunei, Chile, New Zealand, Singapore,
Australia, Peru, Vietnam, Malaysia, Mexico, Canada and
Japan
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