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The great trade collapse!period, with the largest importing markets � the US, EU and Japan (the G3) � seeing
their GDP growth plummet more or less in synch. The US and Europe saw negative
GDP growth rates of 3 to 4%; Japan was hit far worse.

Why did trade fall so much more than GDP?

Given the global recession, a drop in global trade is unsurprising. The question is:
Why was it so big? The chapter by Caroline Freund shows that during the four large,
postwar recessions (1975, 1982, 1991, and 2001) world trade dropped 4.8 times more
than GDP (also see Freund 2009). 

This time the drop was far, far larger. From an historical perspective (Figure 8), the
drop is astonishing. The figure shows the trade-to-GDP ratio rising steeply in the late
1990s, before stagnating in the new century, right up to the great trade collapse in
2008. 

The rise in the 1990s is explained by a number of factors including trade liberali-
sation. A key driver, however, was the establishment of international supply chains
(manufacturing was geographically unbundled with various slices of the value-added
process being placed in nearby nations). This unbundling meant that the same value-
added crossed borders several times. In a simple international supply chain, import-
ed parts would be transformed into exported components which were in turn assem-
bled into final goods and exported again, so the trade figures counted the final value
added several times. 

As we shall see, the presences of these highly integrated and tightly synchronised
production networks plays an important role in the nature of the great trade collapse
(see chapters by Rudolfs Bems, Robert Johnson, and Kei-Mu Yi, and by Andrei
Levchenko, Logan Lewis, and Linda Tesar).
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VOX
Research-based policy analysis and commentary from leading economists

World Imports to World GDP Index 
(2000Q1 = 100)
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Figure 8. World trade to world GDP ratio, 1980Q1 to 2009Q2

Source: World imports from OECD online data base; World GDP based on IMF data.
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The great trade collapse?
• Normalizing trade (mostly manufacturing) with GDP

(mostly non tradable) is not very informative
• If normalize by industrial production..
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The great trade collapse?
• Given the (very large) drop in industrial production, the

drop in trade is not so astonishing..
• nor atypical..
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• Trade and the production in US in the 2001 recession



The contributions

• Show that, given the size of recession in manufacturing,
the collapse in trade is not extraordinary

• Still aim to explain why trade falls more than industrial
production

• Role of inventories adjustment
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A stripped down model

• A two sector PE economy of distributors, facing final
demands D, D∗, carrying inventories I, I∗, and making
orders Y, Y∗

D I Y I/D D∗ I∗ I∗/D∗ Y∗(Trade)
P1 100 50 100 0.5 30 30 1 30
P2 100 50 100 0.5 30 30 1 30

Crisis 90 50 85 0.55 27 30 1.11 24
Stabilization 90 45 90 0.5 27 27 1 27
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Model’s result
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• Results quantitatively consistent with evidence with
reasonable IS ratios



Key elements

• Inventories make the fall in production larger than the fall in
final demand (amplification)

• Foreign inventories larger than domestic ones make fall in
trade (foreign production) larger than domestic (trade
decline) and make it rebound more

• In some sense inventories ' investment. The model
makes trade more "complementary” with them, makes
trade behave more like investment (Engel and Wang, 2009)
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Sectoral evidence

• The mechanism suggests that trade should collapse (and
rebound) more (relative to IP) in sectors where

• The differential between domestic and foreign inventories is
larger (hard to measure, Chilean data suggest 2 but no US
data)

• The absolute inventory to sales ratio is larger
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Favorable sectoral evidence
Cars (ISR=2) Computers (ISR=0.8)
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Less favorable sectoral evidence
Machinery (ISR=2.2)
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• Obviously these are just examples
• More systematic sectoral evidence might help corroborate

the story (problem is with inventory data)



Conclusions

• Contributions
• Puts the trade-collapse story in perspective
• Develops a plausible (quantitatively) GE model for trade

decline and rebound over the business cycle

• Suggestions
• More evidence on differential inventory requirements for

domestic and foreign goods would help convince the reader
that is THE story

• Comparison model (no inventories) is a bit of a straw-man
(no investment)

• Modelling of the 2008-09 crisis (as a productivity shock) not
consistent with data
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