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The Coming
International
Trade Crisis

Historical Overview
The Great Depression of the 1930’s and early 1940’s wreaked devastating havoc with the global economy, causing international trade
to decline in value by 60% to 70%. In their book, This Time Is Different, authors Carmen Reinhart and Kenneth Rogoff document:
“the collapse in international trade (during this period) was only
partially the byproduct of sharp declines in economic activity from
Western Europe to the United States and from Canada to Australia
and New Zealand. The other destructive factor was the worldwide
increase in protectionist policies in the form of both trade barriers and competitive (currency) devaluations … Fundamentally,
when an (economic) crisis is truly global, exports no longer form
a cushion for growth. In a global financial crisis, output, trade,
equity prices and other indicators behave qualitatively (if not quantitatively) much the same way for the world aggregates, as they do
in individual countries. Typically, a sudden halt in financing, not
only hits one country or region, but also, impacts to some extent a
large part of the world’s public and private sectors … By the end
of World War II, countries representing nearly 40% of global gross
domestic product (GDP) were in a state of sovereign debt default,
or debt restructuring.”

Source: Wikipedia
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The World Trade Organization (WTO)

Source: WTO
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Headquartered in Geneva, Switzerland, the World Trade Organization (WTO) is the only global organization dealing with the rules of
international trade between nations. Central to its functionality are the WTO business and trade agreements, negotiated and signed by
its 153 member nations and ratified by their respective houses of government. The goal of the WTO is to assist producers of goods and
services; as well as exporters and importers conduct their business. The WTO Secretariat employs over 600 staff – lawyers, economists,
statisticians and communications experts – assist WTO members on a daily basis, to ensure that negotiations progress smoothly and
that the rules of international trade are correctly applied and enforced. The WTO trade agreements extol the principles of liberalization
i.e. lower customs tariffs.

Russia
One of the long-term interesting situations still evolving for the WTO is the potential membership of Russia, having played the role of
a bridesmaid for the last 17 years. As the world’s sixth largest economy in terms of purchasing power parity, Russia is rich in natural resources – mostly natural gas, crude oil, coal and precious metals. However, many western WTO members remain skeptical at
the least about Russia’s readiness for membership, given the Kremlin’s mafia-style government record of involvement in fraud, torture
and even murder of journalists over the last decade. Seemingly a welcome sponsor to Russia’s membership, U.S. President Barack
Obama’s naivety is on full display. Perhaps, now that President Obama has witnessed the word of Moammar Gadhafi to be worth
nothing, he will realize that corrupt nations such as Libya and Russia cannot be trusted to function as bona fide members of the WTO.
See also, the Sergei Magnitsky story at the link: http://www.economist.com/node/21013016.

Canada
Following John Cabot’s (English for the Italian Zuan Caboto) arrival off the coast of Newfoundland in 1497 and Jacques Cartier’s exploration voyage to Quebec in 1534, Canada’s economy was initially founded on the fisheries industry and the fur trade; eventually expanding
to exports of wheat, forest products and metals and minerals. Canada, a member of the WTO since January 1995, has a long history of
international trade and commerce; having been blessed with a wide range of natural resources in abundance.
In his book, A Trading Nation, author Michael Hart recounts: “For much of Canada’s history, trade policy served as the basic building block
in the country’s industrial development. Tariffs and related instruments encouraged the growth of a domestic manufacturing sector, while
trade negotiations provided access to foreign markets for Canada’s resource producers. The result was a bifurcated industrial structure,
a heavy reliance upon foreign capital and an increasing dependence on trade with the United States. Dissatisfaction with both the means
and the result, led in the 1970’s to efforts to foster different trade and production patterns. Their impact, however, proved meager at best.
In a democratic market economy, a century of economic development is not quickly undone and the forces of geography, business judgment and consumer preference are not easily overcome.
Canadians have historically, found it difficult to accept that a resource-based economy would secure markets for its products, coupled with
an inefficient, import-substitution manufacturing sector, provided a poor basis for sustained (economic) growth and development. In the
face of spreading protectionism in the United States and in Europe, however, it was difficult for a small trade-dependent country, either to
find ways to reduce foreign barriers to its exports, or to resist the siren call for protection from its own manufacturers. What might make
economic sense now did not necessarily make political sense then. Nevertheless, Canada’s dependence upon outside markets made
the autarchic impulse of nationalism increasingly untenable.
If Canadians wanted to continue to benefit from international trade, the economy had to become both more diversified and more integrated into the emerging international economy, on the basis of a trade policy that would provide business with predictable and stable access
to wider markets. To that end, trade policy in the 1980’s and 1990’s achieved a level of public attention and concern that had been absent
for more than fifty years. Responding to wrenching changes in the domestic and global economies, the federal government pursued a
range of bilateral, regional and multilateral negotiations, aimed at both encouraging and rewarding adjustment to these changes. The
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implementation of the Canada-United States Free Trade Agreement in 1989, the North American Free Trade Agreement in 1994 and the
World Trade Organization Agreement in 1995, completed the quests of more than a century of international negotiations, while simultaneously, mapping out the contours of future negotiations.”

Source: Statistics Canada

To this end, last week’s announcement by Canadian energy giant EnCana Corp. is very germane to Canada expanding and diversifying its export markets. The company has agreed to purchase a 30% interest in Kitimat LNG, joining U.S. companies Apache Corp.
and EOG Resources, intent upon building a $3.5 billion (CAD) West Coast liquefied natural gas (LNG) export terminal. The natural
gas industry has pursued this option partly resulting from prolific new gas discoveries in northeastern British Columbia being exploited
in an area that is quite distant from traditional gas buyers in eastern Canada and the United States. Indeed, the cost to transport B.C.
gas to eastern markets is so prohibitive, that it typically sells at a discount of about $1.00 (CAD) per thousand cubic feet.
Renee Zemljak, EnCana’s executive vice-president commented: “EnCana is excited to join a leading-edge export project that has the
potential to advance the North American natural gas industry and supply the growing demand for LNG, by serving a diverse market in the
Pacific Rim. British Columbia’s two most prolific gas fields, the Montney and the Horn River, currently produce 2.8 billion cubic feet of gas
a day, which (production) could more than double in the next seven to ten years. This is more than sufficient to supply British Columbia,
EnCana’s current customers and new markets opened by the Kitimat LNG export development.”
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The North American Free Trade Agreement (NAFTA)
Since January 1994, international trade within North America has been transacted under NAFTA, a multilateral arrangement involving
Canada, the United States and Mexico. Michael Hart elaborates: “In Canada and the United States, NAFTA was negotiated by Conservative and republican administrations. Its full implementation however, fell to successor Liberal and Democratic administrations. The
fact that in both cases, political leaders who had, in opposition, expressed considerable skepticism about freer trade, ultimately agreed to
implement the agreement, suggests that a fundamental change in attitude had taken place. In neither country were the new governments
prepared to turn back the clock. By the end of 1992, freer trade had become the norm, while its critics had become marginalized. Fringe
movements continue to oppose the agreement, but mainstream politicians on both sides of the border accepted that what had been
achieved by their predecessors could not be undone. The successful conclusion and implementation of NAFTA and the WTO suggests
that Canadian trade policy has entered a new phase with challenges that have yet to be fully grasped. Trade policy has for centuries been
organized on the basis of the measures governments use at the border to define and defend national markets and national producers.
Over the past century and a half, as a result of successful multilateral, regional, and bilateral negotiations, a rules-based international
order has become a universally accepted part of both intellectual and intergovernmental discourse.”

China
Ever since China became a WTO member in January 2005, it has experienced a rapidly growing economy and recording sizeable trade
surpluses; a higher inflation rate, notwithstanding. China has also been traversing the globe making outright business acquisitions, participating in limited partnerships and taking significant stakeholder positions in a myriad of projects – most recently in an Alberta oil sands
joint venture. In his book, Doing Business in China, author Ted Plafker observes: “China’s export potential is underpinned by a vast and
rapidly growing home market. The combination affords China unparalleled opportunities to leverage economies of scale and is one of the
many factors that comprise the making of the China Price – 30% to 50% less than what you can possible make something for in the U.S.
Through size alone, China has the potential to dominate in many sectors … As JP Morgan’s Jing Ulrich put it: ‘China is still a price taker,
not a price setter, since no one in China can afford to lose Wal-Mart as a customer.”
As recently reported in the Wall Street Journal, amid all the acrimony surfacing in the U.S.-China trading relationship from time to time,
an appellate panel of the WTO has ruled against Washington with respect to a rather unfair interpretation of anti-dumping rule enforcement. Apparently, the situation arose due to a methodology used by U.S. Department of Commerce to calculate punitive duties against
countries which are deemed to be somewhere between planned and market economies. Antidumping duties were originally designed
to prohibit companies that sell goods abroad for less than they charge in their domestic market. However, since all prices are distorted
in a non-market economy, the WTO allows trade partners to determine what the fair price should be by referring to the costs in a market
economy at a similar stage of development. In 2007, government bureaucrats deemed China and Vietnam “non-market economies”
allowing American protectionists to seek higher antidumping duties. However, the Commerce Department also called those countries
“market economies” when domestic companies claimed countervailing duties against subsidies. This meant that China and Vietnam were
damned whether they attempted to put industries on a market footing or cut subsidies.
Assuredly, this is a warning to the Department of Commerce that the trade judges will scrutinize similar cases in the future, so it makes
sense for the Department to comply. Moreover, this week U.S. President Barack Obama is stumping through Latin America, visiting Brazil
and Chile, with the subject of trade high on his agenda. In his January State of the Union speech, President Obama announced a goal of
doubling American exports over the next few years. In order to achieve that goal, America will want other countries to respect the global
trading rules, so their borders remain open to U.S. goods. Obviously, America can’t have it both ways. As mentioned above, China has
used its WTO membership to integrate itself more fully into the global economy. The best way for the U.S. to encourage this trend is to
comply with the rules herself.
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The United States of America
The U.S. has been registering both current account deficits and trade deficits for a long time. The numbers fluctuate and sometimes can
be quite volatile, but they are always in the red. The current account calculation is a very broad statistic, measuring the sum of a nation’s
balance of trade (exports minus imports of goods and services), net factor income (such as interest and dividends) and net transfer payments (such as foreign aid). A current account deficit decreases a country’s net foreign assets by the corresponding amount, while a current account surplus does the reverse. Both government and private transactions are included in the calculation. In the final three months
of 2010, U.S. businesses sold enough industrial supplies, chemicals and farm products to reduce the current account deficit by 9.7% to
$113.3 billion (U.S.) compared to the third quarter. For all of 2010, the current account deficit rose by 24.3% to $233.3 billion (U.S.) from
2009, the highest annual imbalance in two years. A widening U.S. current account deficit hurts the U.S. economy because when imports
outpace exports, it means more American jobs are going to foreign workers. Economists closely monitor the size of the current account
deficit because it represents the amount of money that the U.S. is transferring into the hands of foreigners.

The Balance of Trade
A nation’s balance of trade is the difference in the monetary value of imports and exports of output over a definitive period. Here again, the
U.S. has been consistently running deficits for a considerable time. In December 2010, the Commerce Department reported America’s
trade deficit widened by 5.9% to $40.6 billion (U.S.) from $38.3 billion in November, citing higher oil imports. For all of 2010, the trade
deficit rose by 32.8% to $497.8 billion (U.S.) from 2009. The U.S. trade deficit with China reached a record $273.1 billion for 2010. Then
last week, the Commerce Department reported the U.S trade deficit increased by 15.7% to $46.3 billion (U.S.) in January, citing another
surge in oil prices. On and on it goes!

The Federal Budget Proposal for 2010
A new assessment of U.S. President Barack Obama’s February budget by the non-partisan Congressional Budget Office (CBO) concludes that the White House underestimates federal government deficits over the next decade by $2.3 trillion (U.S.). The CBO estimates
President Obama’s budget proposal would produce budget deficits totaling $9.5 trillion (U.S.) over the same period. The difference is
mainly because the CBO has a less optimistic estimate of government tax revenues and domestic economic growth. Citing The Week
That Was from February 14th. – ‘President Obama’s budget proposal focuses primarily on the short term; relying heavily on a consummate belief that American economic growth (GDP) will revive in abundance. No effort has been made to revise, let alone restrain the spiraling costs to Social Security, or the medical entitlements to Medicare and Medicaid; not to mention the Department of Defense Budget.
Simultaneously, President Obama is giving short shrift to America’s main creditors, notably China, Britain, Germany, Japan and France,
by risking its coveted ‘AAA’ sovereign debt rating, as well as abusing its advantage of being the world’s reserve currency.”
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The Continuing Resolution and the National Debt Ceiling
On April 8th. Congress’ Continuing Resolution on spending expires and if not extended, the U.S. Government could begin to close down.
Congress is enjoying its March break this week, so no negotiations or discussions are taking place between Democrats and Republicans,
regarding spending cuts or changes to President Obama’s budget proposal for fiscal 2012. Just as important, the national debt is rapidly
approaching its $14.294 trillion (U.S.) statutory debt limit and will likely reach it during April. Failure to raise the debt limit will also result
in a U.S. Government closure.
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Scale of the U.S. Public Debt
According to the Concord Coalition, while there are hundreds of billionaires in the world, even the richest among them only has assets
equaling about 4% or 5% of a trillion dollars. The U.S. Census Bureau estimates that the current population of the United States is
304,931,288. A trillion dollars is approximately $3,279.43 for every
man, woman and child in the country, therefore, the current debt per
capital exceeds $31,000.

International Trade Parallels to the 1930’s

Source: Monatsberichte des Osterreichischen Institutes fur
Konjunkturforschung 4 (1933)
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Reinhard and Rogoff further illustrate the evolution of the international trade crisis early in the Great Depression through the reprint of the
above chart. “This inward spiral appeared in the World Economic Survey, 1932 – 1933, which in turn reprinted it from another contemporary source. The illustration documents the 67% decline in the value of trade as the Depression took hold. Crises that are part of a global
phenomenon may be worse still in the amplitude and volatility (if not duration) of the downturn. Until the most recent (economic) crisis,
there had been no post World War II global financial crisis; thus, by necessity the comparison benchmarks are prewar episodes. As to severity, the Second Great Contraction has already established several postwar records. The business cycle has evidently not been tamed.”
The ongoing trade tug-of-war between China and the United States highlights the potential for escalation when the current economic
depression in America worsens. On September 17, 2009, at the urging of the U.S. International Trade Commission , President Barack
Obama imposed punitive tariffs on all car and light truck tires entering the United States from China, levying a 35% tariff in the first year;
a 30% tariff in the second year and a 24% tariff in the third year. Then, on May 8, 2010, the U.S. Department of Commerce announced
preliminary anti-dumping duties on refined Chinese and Mexican copper pipe worth hundreds of millions of U.S. dollars. Nine Chinese
exporters were charged an anti-dumping duty of between 10.25% and 34.5% and all other Chinese exporters were charged a preliminary
anti-dumping duty of 60.5%.

The Domino Effect
As during the Great Depression, when the world’s economies contract and commercial activity is greatly reduced during the Kondratieff
winter cycle, trade wars are likely to ensue across the globe. Countries will attempt to protect their own economies and forestall rising
unemployment rates by imposing trade barriers and tariffs against other trading nations, despite the rules established by the World Trade
Organization. In the same way that Japan suffered economically the during the 1930’s and as a result became militarily aggressive seeking to expand its natural resource base; so China is likely to be the biggest loser during the next business downturn, since many sectors
of its economy are in a ‘bubble’ phase. Seeking water and arable land, we only have to recall China’s takeover and assimilation of Tibet
in 1950, for a historical reference.

Summary
Approximately, 75% of Canada’s international trade involves the United States of America. A trade disruption of any duration will have a
negative effect on the Canadian economy. Over the short term, whether it is the failure of the U.S. Congress to either extend the Continuing Resolution on spending, or its failure to vote to raise the statutory debt limit, each situation could cause the U.S. Government to shut
down, disrupting international trade and greatly upsetting trade partners, especially in Canada. Over the medium term, the sequence of
continuing exponential growth in the national debt, a declining U.S. dollar, America’s loss of her ‘AAA’ sovereign debt credit rating and the
loss of her reserve currency status; as well as the probability of rising U.S. Treasury yields and the Fed Funds rate would wreak havoc on
the international trade front and raise the spectre of U.S. debt restructuring and / or default. Notwithstanding the above, all countries will
become protectionist in their trade policies and even adopt insular trade strategies, in an attempt to maintain their economic status quo.

Written By: Christopher Funston
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