International Economics

e =

o
o
L M.\o.]mww
32

i

o
e

R . waN
e #wﬁa«vma : ; o




NTRODUCTION

] HE POLITICAL ECONOMY O’E TRADE POLICY :

Z o Tlns chapter ﬁrst addresses t.he questron of how the settmg of trade pOllC}’:-S mﬂuenced by
S '-Instttunons and-the pohttcal process, and then sunnnanzes .S, trade pol1cy developments

; dunng the fast several decades. We begm with a brief discussion of some comurion analy-
pvses of the mteractmn between citizens and therr elected representatlves."pohcyrnakers in the -
L process of- pohcy fonnulanon and of the coricérns reﬂected ina conntry 's trade’ stance As:
~wifl be $gen,’'a nnnonty of the populatlon is often successful i procurmg pohcres that ben-"

“efitit at thie expense of general social welfare We. then ‘present an overview of U. S. trade :

policy. since the 1930s. A~ central point is that the last 60 years: have seen a drarnatrc libeg- -

- alization of trade in the United States. and other- mdustnal ountries, a trend that has been -
s relnforced by. the recently concluded mululateral round of trade negonatrons -By the endof
- this: chapter you should havea better idea of the complex set of factors that are 1nvolved FEine
i _the deternnnanon of trade pohcy 1n general and of UL S trade pohcy m parncular '

o As has often been pomted out the one 1ssue on Wthh economlsts are m alrrtost unammous:

agreement is the social gains t6.be: made by spec1alrzmg a.nd tradrng on the basis of co .
-parauve advantage and correspondmgly, opposrnon to.p otecttomsm ‘In sprte of this view, -
- the-world confinues to -experience’ continual pressures ‘to- restrict the moveinent. of goods L
: g_servrces and factors between countrtes Indeed -counirics: seem to connnue to ﬁnd new and e

" novel ways to. restrlct these gconomic actmn 5. Too: often a8 one tirade- rest _ctmg msnn-_ e

T ment falls 1nto dlsfavor and is reduced or; ehmmated new trade resmctlng provisions seem - . e
o pop up Itis 11tt1e wonder .then, that oneis often asked “If free fradé is 50 beneﬁcral toa .

. .country; why are.so many groups or. 1nd1vrduals trymg therr best- 10: reduce trade‘?“ Why is -

© it that, as Robert Baldwrn (1989, p. 119) so‘aptly pornted olt, “1nternat10na1 tré

) be a subject wheie the advice of economists is routinely. dtsregarded”‘? R

. The answer to this’ questron hes ini what 1s referred to as “the political economy of tlada s

e pohcy” In realtty, trade pohcy takes place wrthm a polmcal-soaal miliew and is mﬂuenced S
e by 1nd1v1duals and groups who feel that they wﬂl be’ better off w1th restrtcted trade even
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PART IV TRADE POLICY:

though the country as a whole may be worse off. As we have noted in previous chapters, e
ducing the barriers to trade may make the country better off, but as the corresponding stryc
tural adjustments are made, some individuals will be made better off and some worse off
Politicians thus find themselves confronted with a vast array of groups attempting to infly
ence trade policy, and, consequently, they often ignore the advice of economists when e
tablishing the country’s trading regime. In the last ewo decades, an area of research ha

emerged which focuses on analyzing the actual determinants of trade policy in the polifical:
environment within which it is developed. We now turn to a brief discussion of several of

the more important strands of research on this topical issue.

The study of the political factors influencing trade policy has proceeded along two major:

fronts. The first, and perhaps the most pervasive, focuses on the economic self-interest of
the political participants.' Much of this literature is embedded in public-choice econom-
ics, which essentially uses economic models to analyze governmental decision-making be-
havior. In this approach, government decision makers are essentially utility maximizers

whose level of satisfaction is dependent upon being reelected and who act in a manner thai-
maximizes the probability that this will in fact take place.2 Animmediate implication of this

approach is that the majority of the public will be served by public decision makers who en-

act legislation to maximize their chances of remaining in office. This is the focus of the-
median-voter model, which holds that the decision maker who votes in such a way as to:

satisfy the median voter will maximize his or her reelection possibilities. In this approach
each individual voter is assigned a position along an array based upon the expected costs or
benefits of a particular policy. The median voter is in the center of this array, that is, the mid-

dle voter. Should the majority expect to benefit from a particular policy, the median voter

will be in favor of the policy and support the politician who favors it. Should the majority

feel that they will be harmed by a particular action, the median voter will not favor the pol-

icy and will not support a political candidate who attemnpts to make a case for it. This is a

natural model to use in studying international trade policy since, as we have noted in pre--
vious theory chapters, trade policy inevitably results in different welfare effects for differ--

ent groups in the economy,

In the median-voter framework, should a greater number of voters expect to benefit from

a particular trade policy than incur a loss, the median voter would be in favor of the pro-.
posed legislation and the policymaker would presumably vote in favor of the policy meas-
ure. Should the policymaker not support the legislation in this case, the median voter is’
likely to vote against the legislator in the next election. This approach would thus seem to
ensure that the will of the majority would be followed. Unfortunately, however, there are a’
number of practical problems, which, if they arise, can circumvent the preferences of the
median voter and result in policies that are inconsistent with majority benefits. The median-
voter model rests on the assumptions that the voters have full information regarding any
gains or losses resulting from a particular policy and that they will actually vote consistent
with their preferences. Inasmuch as neither of these two assumptions always holds in the

real world, it is clearly possible that the preferences of the median voter do not win out. For -
example, a tariff benefiting only a small group of individuals may end up being supported

by a voting majority.

'The early background literature on this approach was nicely reviewed by Hillman (1989).

'While a number of things such as palitical ideclogy, place in history, personal gain, etc,, undoubtedly influence
the pelicymaker, nonetheless, remaining in office is central to what the politician hopes to accomplish.
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There are a number of situations which can produce these seemingly contradictory re-
sults. In the case where there are information-gathering costs as well as opportunity costs
associated with actually voting, some potential voters may simply choose ntot to participate,
particularly if expected gains are small and hence the expected net benefits negative, If, in
addition, the voter feels that one vote will not actually influence or “swing” the result, he
or she may simply accept the outcome without actually engaging in the political process. In
this case, voters are acting as “free riders,” that 18, accepting the outcome without expend-
ing any effort or costs. Although this would not be a problem if every voter had an equal
probability of not participating, in reality, the differences in the amount of expected bene-
fits and costs (asymmetric gains and losses) strongly suggest that individuals will have dif-
ferent degrees of incentive and that interest groups will form. A particular policy action such
as sugar quotas may have only a minor individual or per capita impact on a large group in
society (e.g., consumers) but a large per capita impact on a minority {e.g., sugar producers).

Interest groups can influence political outcomes in a variety of ways. Because the costs
(benefits) of a policy are relatively great to these groups, they have an incentive to influence
political action and are more likely to overcome the free-rider problem of their relatively
small number of members. A small group of individuals who stand to gain much from a pol-
icy interveniion in the market thus obtain a certain group solidarity, participate in the polit-
ical process, and vote for the candidate who supports their position on protection. At the
same time, however, the larger group of diverse consumers who stand to fose with protec-
tionism expect to gain little individually by making the effort to acquire information and/or
vote; consequently they do not participate, As a result, there is a small voter turnout and the
candidate espousing the views of the solid minority block wins. This phenomenon can lead
to a status quo bias against liberalizing trade policy through lower levels of protection even
though doing so carries the promise of improving aggregate welfare. For a large number of
people the net personal gains are so small (perhaps even negative) or uncertain that they
choose not to participate actively in the political process, and the minority interest group
gets its way. There is no doubt that groups such as this are very influential in the conduct of
trade policy formation. As Vousden (1990, p. 198) points out, interest or pressure groups
tend to be more successful if they are large enough to be visible but small enough to con-
trol the free riding of their members, there is a well-defined commonality of interest, and
the per capita organizational and information-gathering costs are relatively low.

A second way in which spectal interest groups can influence political outcomes is
through the funding of political campaigns. Funding of campaigns not only contributes to
candidate visibility but also can be a relatively low cost way of providing interest-group-
centered information to poiential voters to motivate them to participate in the political
process. In a similar vein, withholding campaign funding or making implied threats to fund
an opposition candidate also are effective in gefting a politician’s attention and support for
a particular policy position. Groups that attempt to influence policy in their favor through
the use of campaign contributions are said to be carrying on rent-seeking activity because
the group is commitling resources to the pursuit of benefits from protection. Note that the
group would not rationally expend resources in excess of the expected benefits that it would
receive from the policies in question, (For an interesting discussion of this type of activity,
see the description of the political economy underlying recent U.S. policy actions to pro-
tect Florida tomato growers in Case Study 1.) Rent-seeking activity can, of course, extend
beyond simple campaign contributions to the use of corruptive practices such as bribes to
political decision makers to influence their votes. Because the resources used in this type of
activity are not producing any good or service but are merely influencing the distribution of
income, these actions are often referred to as directly unproductive activity.
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@ CcASESTUDY1 POLITICS PUTS THE SQUEEZE ON TOMATO IMPORTS

Recent actions by the Clinton administration to negotiate
a floor price on tomato imports from Mexico constitute an
excellent example of how the political process can result in
a protectionist measure that circumvents the median-voter
principle and rewards a small vocal minority (2 small num-
ber of large Floridian growers) at the expense of the large
_ mass of unorganized free-riding tomato consumers. Led
by producer Paul J. DiMare, the Florida tomato producers,
who are controlled by a handful of wealthy growers, have
argued for years for protection from cheap foreign imports
which “are driving Florida farmers out of business.” Inter-
estingly, however, the Florida tomato industry has not col-
lapsed even though hurricanes, cold snaps, and other
weather-related woes have hindered production. Of recent
concern to the growers is the increase in imports from
Mexico, which they fear will become even larger as the
North American Free Trade Agreement (NAFTA, dis-
cussed in Chapter 18) accords come into place. Even
though the tariff on Mexican tomatogs was low (1.4
cents/pound) prior to NAFTA, DiMare and others are ar-
guing that the resulting increase in Mexican tomato im-
ports endangers thousands of U.S. jobs and that without
help the Florida tomato industry is “going down the tubes.”
The Florida growers get little sympathy from their coun-
terparts in California, whose summer crop competes di-
rectly with Mexico’s crop. According to Ken Moonie, vice
president of the tomato operations of California-based
Calgene Inc., “All this is about protecting four big guys . ..
it is not like corn or any other agricultural commodity
where thousands of growers are involved.”

Imports of tomatoes from Mexico have increased in re:

" cent years, cutting into Florida’s share of the winter mar-

ket. Some of this market penetration reflects the simple
fact that the taste of the hand-picked, vine-ripened Mexj.
can tomatoes surpasses that of the Florida tomatoes','
which are picked green and then gas-ripened prior to ship-
ping. PiMare does not see that consumer preference for
the juicier, more tasty vine-ripened fruit has anything to
do with the increase in imports, allowing that “it really
doesn’t matter” how tomatoes taste since they are condi-
ments, seldom eaten alone. -

Under the accord reached in October 1996, Mexican
growers agreed not to sell tomatoes in the United States

below a certain price. The U.S. Department of Commerce -

stated that this price would be the lowest average price

during a recent period when there was a clear absence of. -

any “price suppression” on the part of Mexican producers,
This accord was negotiated by Commerce Secretary
Mickey Kantor and the Clinton administration because
Florida was considered essential in the November elec-

tions. According to one Clinton strategist, “It’s not that

we're afraid that the farmers won’t vote for us—there

aren’t enough tomato farmers down there. The fear is -
they’ll hit us with a negative advertising campaign.” The -
result of the administration’s concern regarding campaign

funding and possible negative campaigning is that the me-
dian voter/consumer ends up with a less tasty, more ex-
pensive tomato and U.S. exporters such as pork producers
in the Midwest fear that the negotiated tomato settlement
may lead to Mexican retaliation against their products.

Sources: Helene Cooper and Bruce Ingersell, “Playing Catch-Up: With Little Evidence, Florida Growers Blame Tomato Woes on NAFTA,” The Wall
Street Journal, Apr. 3, 1996, p. Al; Robert S. Greenberger, “Mexico Agrees to Temporary Floor on Price of Tomatoes Sold in 1.8.,” The Wall Sireet
Jowrnal, Oct. 14, 1996, p. B3; George Anthan, “Politics Put Squeeze on Tomato Imports; U.S. Growers Prevail,” The Des Moines Register; Oct. 29,

1996, p. 3A.

Rent-seeking activity can be further complicated when an interest group tacitly agrees .

to support continued protection in other sectors, even if it means a loss in welfare for its own

members, in exchange for support for one’s own protection. The idea here is that the com-

bined support of several groups for protection provides a sufficient political critical mass to
get the protectionist candidates elected and the trade restrictions maintained. For example,
textile and apparel workers (along with sector-specific capital owners in textiles and ap-
parel) might well support the status quo on sugar and steel protection in exchange for the
sogar and steel sectors’ support of protection in the textile and apparel industry. In this in-
stance, the loss to their membership through higher prices for sugar and steel-using prod-
ucts might well be small compared to the gains obtained through the continued protection
of textiles and apparel. This is another example, often called “logrolling,” of status quo bias
in which a group (or several groups) benefiis at the expense of society as a whole. The me-
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dian voter has again been supplanted in terms of the policy action undertaken becaunse of a
large uninvolved free-riding majority and the efforts of an interest-centered pressure group.

Before leaving this discussion, it is important to note that while the self-interest approach
has proved quite useful in better understanding the trade policy issue, it ignores the fact that
peoptle do things that do not appear to be in their pure econornic self-interest. No cne would
dispute the fact that, although it may be relatively small, individuals have often demon-
strated the willingness to sacrifice some of their real income to improve overall welfare,
whether it be in their community, their country, or even the world. It is for this reason that
we turn to other approaches to political economy.

From this perspective, trade policy is conducted taking into account the well-being of dif-
ferent groups in society along with various national and international chjectives. In this en-
vironment, trade policy is promoted to the public at large in terms of broader social goals
such as income distribution, increased produoctivity, economic growth, national defense,
global power and leadership, and intermational equity. With regard to domestic income dis-
tribution, Corden (1974, p. 107) suggests that trade policy appears to have a conservative
bias in that governments often seem to give more weight to avoiding real income losses in
a particular segment of the economy and assign less weight to increasing the real income of
a particular group. Other social objectives which have been discussed in the literature in-
volve minimizing consumer loss, improving the real income of the lowest-income groups,
minimizing or delaying adjustment costs for particular industries, and protecting the rela-
tive income level of specific socioeconomic groups.”

Such a macro approach does, however, create problems. If a country talks a “free-trade
talk” and then proceeds nor to “walk the free-trade walk™ by proteeting certain import-
competing sectors for reasons such as those given above, it quickly loses credibility with
the voters. Once pressure groups learn that the government is concerned about income dis-
tribution, the verbalized commitment to free trade and structural adjustment is compro-
mised and structural adjustment by both labor and capital slows. The expectation of trade
policy relief thus reduces the outward movement of factors from any given declining in-
dustry, economic conditions in the industry continue to worsen, and greater and greater
pressures are put on the government to intervene to maintain relative income levels and the
status quo. The expectation and likely realization of government support of the threatened
industry thus results in slowing down the necessary structural change, a loss in overall eco-
nomic efficiency, and little or no change in equity. The inability to commit to a free-trade
policy hence forces the country whose trade policy is influenced by income distribution
concerns to maintain protection. It is often argued that this type of analysis is useful in ex-
plaining the high level of protection offered to textiles and apparel over time. Deardorff
(1987) also suggests that such concerns help explain why governments prefer VERS to tar-
iffs. Finally, Baldwin (1989, p. 129) argues that income distribution concerns can also help
explain why governments use protection instead of domestic subsidies to help import-com-
peting firms. With a tariff, quota, or VER, consumers who use the product essentially bear
the burden of the policy through higher prices. Inasmuch as they were the group that ini-
tialty benefited from the import-induced lower prices, an increase in domestic price which
returns them more-or-less to the initial higher price leaves them no worse off than they were
previously—even if the tariff revenue is not returned to them. Were a production subsidy
used to support the affected industry, the burden of the tax (to pay for the subsidy) would

*See Baldwin (1989, pp. 126-30) for an excellent overview of these smdies.
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presumably fall on all taxpayers, thus reducing the relative income of those who do not cop
sume the product and were not affected by the lower prodact price. _
Foreign trade policy has also been used as part of the total foreign policy package. A;
such, foreign policy concerns have been used to support both increased protection and is
creased trade liberalization. Since World War IT, the United States has been the major hege

_monic power in the world. During much of that time, U.S. foreign policy was directed t,

ward limiting the spread of communism and strengthening the noncommunist worl

economically. U.S. trade and aid policy was clearly influenced by these concerns, and they

perhaps explain why the United States chose not to use its hegemonic power to improve itg
international terms of trade. In addition to hegemonic concerns, there is also evidence tha
a number of countries have concerns about the international distribution of income that g

heyond their own self-interest. Examples of this include the amount of untied foreign aig:

(i.e., aid that can be spent on goods from any country, not just from the donor country) thy;

has been given to the developing countries as well as the reduced trade restrictions that have:
been granted both unilaterally and multilaterally through such programs as the Generalized:

System of Preferences {GSP). Noneconomic analysis of this type has been much more com

mon among political scientists in recent years. We therefore turn to a brief discussion of that:

{ine of research with respect to trade policy. :

Political scientists have taken several tacks in examining the trade policy issue. One tack;”

similar to the economic self-interest approach, views trade policy as the result of a political
process involving competition between various domestic interest groups. A second ap

proach focuses on trade policy as the result of the distribution of economic and political

power among trading partners. Building on this focus, others have suggested that the sizé

and/or degree of hegemonic power strongly influences the nature of trade policy. More,
specifically, writers have argued that the larger the hegemon’s international finance and:
trade interests, the more it will stand to gain from freer trade and the more likely it will work:
1o liberalize international transactions. This proposition has been strongly contested by
other political scientists, especially in situations where a few large states tend to dorminate’
world transactions. Others have questioned the logic of such a conclusion, given that a large’
country can potentially gain from imposing trade restrictions given its ability to pass on part:

of the domestic costs through changes in international prices (its terms of trade).

From an international relations perspective, it has been tempting for political scientists'

to focus on the role of the chief executive of a country in infiuencing not only international

policy relating to national security but also policy relating to trade. However, this “unitary;

actor” approach has been criticized for ignoring the microfoundations of policy formula-
tion which underlie the process by which various pressure groups influence the setting of

policy. A perhaps more satisfying approach, also state-centered, focuses on the institutional

and ideological structures within a country that lead to the setting of government policy, in-

cluding trade policy. Again, however, the microfoundations are too often not sufficiently-

developed.

Al] the previously discussed approaches have enhanced our understanding of various as-

pects of the policy-setting phenomenon. At the same time, all have certain deficiencies. As

Robert Baldwin (1996) has described, what is needed is a general framework that explains
not only how policies are set and changed in the presence of “shocks” to the system but also
“how the institutions, values and ideologies, and distribution of intemational economic and

=

“This subsection draws heavily on Baldwin (1996).
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political power that shape a country’s response to these shocks are themselves determined”
{(p. 156). Baldwin then sets out a general framework that would address the issue at hand.
It is built around four major sets of actors: individual citizens, common-interest groups, the
domestic government, and foreign governments/international organizations. The domestic
government would be viewed as the key actor, since it ultimately sets policy, Without go-
ing into more detail about Baldwin’s approach at this time, it is clear that this broader frame-
work would incorporate such diverse factors as the role of the chief executive, the social
concerns of citizens, the domestic impact of the policy in question, and the role of relative
hegemonic power of the country in question. While we are currently far from the formal
specification and application of such a model, it does provide an organizational structure
which can be useful in directing and coordinating further work in this area by both econo-
mists and political scientists.

With this general background of how interest group behavior and social concerns influ-
ence the making of trade policy, we now turn to a summary of both historical and recent
U.S. trade policy.

CONCEPT CHECK

1. Explain theoreticaily why the median-voter 3. What is the underlying basis for the social ob-
principle should result in the will of the ma- jectives rationale for public policy decisions?
jority being revealed in policy decisions.

2. What are the critical assumptions underlying
the median-voter modei?

A REVIEW OF U.S. TRADE POLICY

Reciprocal Trade
Agreements and Early
GATT Rounds

The liberalization of trade can be divided into several stages beginning after the Tariff Act

of 1930, usually called the Smoot-Hawley Tariff, which established extremely high pro-
tection in the United States (an average tariff level of about 50 percent). Economists and
policymakers generally agree that this tariff worsened the Great Depression of the 1930s.
The tariff fegislation since that time has occurred largely in response to this impact on the
Great Depression and the increasing economic interdependence of countries. We now give
a brief overview of trade agreements from 1934 to 1960, followed by an in-depth exami-
nation of the Kennedy Round (1960s) and the Tokyc Round (1970s) of trade negotiations.
We then discuss the most recent round, the Uruguay Round, which was completed in 1994,
We close the chapter with a look at prospects for a future round of trade negotiations and
with a review of several recent tfrade policy actions.

The long process of tariff reduction began with the passage by Congress of the Reciprocal
Trade Agreements Act of 1934.” This act authorized the executive branch to engage in bi-
lateral negotiations with individual trading partners on tariff reductions. The act was re-
newed every three years until the end of World War IL. A particular feature of the negotia-
tion process was its employment of an item-by-itemn approach, meaning that raie
reductions on goods were bargained individually rather than uniformly agreed upon for a
broad range of categories. While significant reductions were made on many goods and on
the overall U.S. tariff level, the item-by-item approach does not permit smooth and quick
negotiation when many goods are encompassed by the proceedings.

“For a good review of tariff policy from 1934 into the 1960s, see “Some Aspects of United States Foreign Trade
and the Kennedy Round,” Federal Reserve Bank of Cleveland, Economic Review, September 1967, pp. 179-82.
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At the end of World War I1, tariff bargaining took the form of multilateral negotiations
meaning that many countries fook part simultaneously. The General Agreement on Tar.
iffs and Trade (GATT) took effect in 1947, Under this agreement, countries committed
themselves to multilateral bargaining for the purpose of easing trade restrictions in all of the
participating countries. GATT became an ongoing organization that sponsored regular ne
- gotiations of this type. From 1947 until 1962, five GATT rounds of trade negotlatmns__
were held, in which the participating countries hammered out mutually acceptable reduc.
tions of various barriers. The first round, held in Geneva in 1947, was reasonably success.
ful. However, economists did not judge the next four rounds in 1949, 1951, 1956, and 1962
as having attained much success. Nevertheless, some multilateral tariff reductions wer
achieved, and all these early rounds embodied the most-favored-nation (MFN} principle’
{discussed in Chapter 13), as did those that followed.

To put new life into the trade negotiation process and to avoid being shut out by the newtl
forming Européan Economic Community, the United States led the way nto a new roun
of negotiations from 1962 to 1967. The key stimulus for the round was the U.S. Trade Ex
pansion Act of 1962. This legislation authorized the president to negotiate tariff reduction
of up to 50 percent, and these reductions could be negotiated through an across-the-boar
approach rather than an item-by-item approach. Broad categories of goods could be dis
cussed all at once and a given rate reduction could apply to the whole group—a mor
streamlined“approach. The Trade Expansion Act also introduced a feature of trade polic
known as trade adjustment assistance (TAA), which means tha, if a tariff reduction in
jures workers or industries by causing an inflow of imports, displaced workers can, for ex
ample, petition for additional unemployment compensation or for help in refraining fo
other types of jobs. To most economists, this was a marked step forward for public poli
because previously the only alternative considered was fo reimpose the tariff (the “escap
clause”). Thus, TAA in a broad sense tries to promote internal adjustment to changing 1
ternational conditions and reduction in protection. It is an attempt to facilitate the mo
ment of the economy atong the production-possibilities frontier. Without this assistance,
country’s production point might initially move inside the PPF and get back onto the from:
tier only after a considerable period of time had passed.

With the passage of the Trade Expansion Act, the United States moved into multﬂateral'
negotiations in Geneva in what became known as the Kennedy Round of trade negotia
tions. Seventy countries participated, and tariffs on manufactured products were reduced
by an average of 35 percent, with at least some reduction occurring in 64 percent of manu-:
factured goods with tariffs. (See Ellsworth and Leith 1984, p. 230.) Note that this success.
was in terms of cuts achieved in manufactured goods; the Kennedy Round achieved litfle
progress in reducing barriers on agricultural products. In addition, the Kennedy Round dld
little to ease nontariff barriers.

With the completion of the Kennedy Round of tariff cutting in 1967, no further steps werc
taken until 1973, when preliminary moves were initiated at a multilateral meeting in Toky
toward beginning another round of negotiations. A main impetus for the new round was
that, while tariff rates had been moving downward, NTBs had been rising and had offs
some of the benefits of the tariff reductions.

The Trade Act of 1974 enabled the United States to participate in this new round, the
Tokyo Round of trade negotiations. This act of Congress authorized the president to €
ter into trade negotiations for the purpose of reducing tariff and nontariff barriers. Redu
tions of up to 60 percent were authorized on existing duties greater than 5 percent, and tar-
iffs could be eliminated altogether on goods whose existing duties were less than 5 percent
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In addition, authorization was granted to enter into individual-sector negotiations to work
for the liberalization of NTBs. Other features of interest in this bill were the provision for
introduction of the U.S. Generalized System of Preferences (GSP) for the products of de-
veloping countries {see Chapter 13) and the provision for more generous treatment of
claims for trade adjustrent assistance.

Finally, the Trade Act of 1974 attempted to systematize procedures on claims for import
relief by import-competing firms. Prominent provisions of the act in this respect (some of
which predate 1974) were:

1. Section 201: This part of U.S. legislation permits import-competing firms to petition
for relief from rapidly increasing imports (or “surges” in imports), The U.S. International
Trade Commission (USITC) then investigates whether the rapid increases in imports are
causing “substantial injury” to the U.S. industry and, if so, makes a recommendation for
protection to the president. The president may or may not accept the recommendation.

2. Section 232: The president is authorized to restrict any good that “is being imported
into the United States in such quantities or under such circumstances as to threaten to im-
pair the national security.” This provision has seldom been used (principally on petroleum
in earlier years). In 1986, it was used to limit machine tool imports, which resulted in vol-
untary export restraints (VERs) with Japan and Taiwan.®

3. Sectior 301 This unfair-trade portion of U.S. law permits the president to take retal-
iatory action in response to unjustifiable, unreasonable, or discriminatory restrictions on
U.S. exporis by foreign countries. Unjustifiable refers to any action that violates the inter-
national legal rights of the United States; unreasonable refers to unfair and inequitable prac-
tices, although these are obviously hard to define; and discriminatory means actions that
deny national or MEN treatment to the United States.” The range of U.S. possible actions
is broad, and includes (among others) suspending trade agreement concessions, imposing
duties or other import restrictions, and entering into agreements with the other country to
eliminate the behavior or to provide compensation to the United States.

In addition to this Section 301 provision, there are Super 301 and Special 301 features
of U.S. trade law. Super 301 refers to executive orders of the president (the latest at the time
of writing having been issued in 1999) whereby the U.S. Trade Representative (USTR), a
cabinet-level officer in the executive branch, is required to publish a report on which for-
elgn country practices are most important in impeding U.S. exports. This report can then be
followed by USTR initiation of a Section 301 proceeding. Under the Special 301 provisions
of U.S. trade law, the USTR identifies countries that are denying adequate or effective in-
tellectual property rights to U.S. industries or persons. Such identification leads to a desig-
nation of the offending countries as “Priority Foreign Countries™ and can be followed by
USTR inittation of Section 301 action.

4. Section 701: This covers subsidies to exports by foreign countries. Petition is made
by import-competing firms to the Department of Commerce to ascertain the existence of the
subsidy; if affirmed, the USITC determines whether or not injury is occurring.

5. Section 731: This portion of trade law consists of the antidumping provisions sum-
marized in Chapter 15, page 295.

SWilliam J. Long, “National Security versus National Welfare in American Foreign Economic Pelicy,” Journal of
Policy History 4, no. 3 {1992}, pp. 288-91.

?Economic Report of the President, February 1988 (Washington, DC: U.S. Government Printing Office, 1988),
p. 156.
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With this enabling legislation in hand, U.S. negotiators took part in the multilateral ne-
gotiations in Geneva between 1974 and 1979, which resulted in agreement (see Allen 1979
that (1) tariff rates on manufactured goods were to be reduced by an average of abgut one:
third in a phase-in process over eight years, and (2) new codes of behavior concerning sev
eral NTBs were to be adhered to with respect to, for example, government procurement pro
cedures, subsidies and countervailing duties, and valuation of goods for customs dutie
purposes. (For estimates of the sectoral employment impacts of the Tokyo Round cuts in-.
trade barriers, see Case Study 2.) In addition, agreement was reached that tariff preferences:
should be given by developed countries to various manufactured expoits fl‘OIl"l the deVel.op i
ing countries and that the nonreciprocity principle shouid apply to developmg countries
This principle holds that, even though developed countries may reduce bamer on eXpo‘rts;
from developing countries, no corresponding behavior is requirc;d by developing countries
on exports to them from developed countries. By embracin g tariff preferences ar}d nonrec-
iprocity, the world community basically affirmed the value judgment that the plight c_>f th
developing countries in the international economy and the relatively low levels o.f their per:
capita income required special, discriminatory measures in favor of th.ese countries,

After the implementation of the Tokyo Round tariff cuts, it was estimated that the aver-
age tariff level in the United States on manufactured products had been reduced to 4.3 per-
cent. Other countries appeared to have relatively similar average tariff levels: Canada 5.2
percent, France 6.0 percent, Japan 2.9 percent, United Kingdom 5.2 pe.rcent, and West Ge-r-
many 6.3 percent.® Except for Japan, all of these rates were slightly hlgher.than the rate in
the United States, but the differences were minor. The low Japanese rate points out one dif-

8 Alan V, Deardorff and Robert M. Stern (1986), p. 49. Note that the nominal rates for Japan and the United States :
differ from those in Case Stady 3 in Chapter 13, page 242, reflecting different weights and procedures.

LIBERALIZATION

Alan Deardorff and Robert Stern (1986) estimated the TABLE 1 Worlkers Reallocated to New Jobs Due to Tokyo
size of labor movements between seciors in selected  ~
countries resulting from the Tokyo Round tariff cuts (and Number of Workers Percentage of

Round Tariff Cuts
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The first four years,
19861950

reductions in a few nontariff barriers to trade). Their cal- Country (thousands) Labor Force
i * workers who changed jobs
culations of t-he number of w £ec ] " Belginm-Luxembourg 29,716 0.77%
were made using a large model of the world economy (29 s o1 029
: Td] . .
industries across 34 countries), of a type known as a com- Uaired Kingdom cag0 0
ilibri E) model. The results are :
putable gdepeféﬂl;qulﬂlbnum (CGE) West Germany 108.58 0.44
presented in Table 1. _ ies1343.42 034
The number of job changes as a percent of the labor i“ml:’a“ Community (3 countries) 7009 08
force in each country is rather small (Chile’s 1.52 percent Cil‘]la a o .
1ie X .
is the largest). However, the absolute numbers of workers i 2031 ool
are not small; thus, trade liberalization does have some J“ 1a 1505 017
: : 4 apan B .
noticeable impact on employment allocation by sector. Moxico 128 016
South Korea 13.74 0.11
United States 122,75 0.14

Source: Alan V. Deardorff ané Robert M. Stern, The Michigan Model of World
Produciion and Trade: Theory and Applications (Cambridge: MIT Press, ]98636 _

pp. 54-35.

Continued negotiations
lead to success, 1993
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ficulty with these calculations, because they do not adequately include nontariff barriers.
Nevertheless, the broad level of tariff rates was substantially lower than the levels existing
at the time of Smoot-Hawley.

Despite the presence of relatively low tariff rates in the industrialized world, a new rouad
of trade negotiations began in September 1986 and was to be completed by December
1990. These talks were initiated in Punta del Este, Uruguay, and became known as the
Uruguay Round of trade negotiations. Major objectives of this new round included a
continuation of the attempt to reduce NTBs, an enlargement of the negotiations to embrace
-frade in services in addition to the traditional emphasis on trade in goods, and a determi-
nation to deal with restrictions on agricultural trade.

The Urugoay Round set forth an ambitious agenda. Members established 15 groups to
work on reducing restrictions in the following areas: (1) tariffs, (2) NTBs, (3) tropical prod-
ucts, (4) natural resource—based products, (5) textiles and clothing, (6) agriculture, (7) safe-
guards (against sudden “surges” in imports), (8) subsidies and countervailing duties,
(9) trade-related intellectual property restrictions, (10) trade-related investment restrictions,
and (11} services, as well as four other areas dealing with GATT itself (e.g., dispute-settlement
procedures and implementation of the NTB codes of the Tokyo Round, especially on dump-
ing).” The biggest controversies in the negotiations involved services, intellectual property,
and agriculture.

The most heated controversy by far concemed agriculture. Most countries use a wide va-
riety of policies to assist the agriculture sector: price supports, direct production subsidies,
export subsidies. quotas on imports, acreage restrictions to raise commodity prices, and oth-
ers. These inferventions lead away from the free-market and free-trade allocation of re-
sources, since they introduce price distortions. (See Case Study 3 for a discussion of the
magnitude of such price distortions. See Case Study 4 for an analysis of their welfare ef-
fects.) The United States initially proposed a 10-year phaseout of all subsidies that affect
agricultural trade and of all agricultural import barriers. The proposal was similar to one
made by the Cairns Group, a collection of 14 developing and developed countries with agri-
cultural interests {(e.g., Argentina, Australia, Brazil, Canada, New Zealand). The European
Community (EC) wanted to go more slowly and to moderate the extent of reduction in agri-
culture support.’® By 1990, the wide disparity in subsequent proposals overshadowed all
other aspects of the negotiations, and the four-year effort had seemingly ended with no
signed agreement on the liberalization of trade.

Despite the failure of the Uruguay Round talks to meet the originally scheduled completion
deadline of December 1990, negotiations continued. President Bush requested and received
from Congress in 1991 a two-year extension to continue the talks under the fast-track pro-
cedure. Under this procedure, which has characterized past trade negotiations, Congress
must simply vote yea or nay on a negotiated agreement. No amendments can be made. The
debate over fast-track was heated because the authorization also applied to the negotiations
for the North American Free Trade Agreement (NAFTA), which is discussed in Chapter 18.

Hope of success for the Uruguay Round began to reappear at the end of 1992 owing to
a trade policy threat. The United States had been concemed about a European Community

9“GATT Negotiations Essential to Maintain Strong Multilateral Trading System,” IMF Survey, Dec. 12, 1988,
pp. 386-89.

Ve ATT Negotiations on Agricalture* IMF Survey, Dec. 12, 1988, P- 388; “The General Disagreement,” The
Economist, Nov. 26, 1988, p. 81.




@) CaSESTUDY3 INTERVENTION AND DISTORTIONS IN AGRICULTURE

As noted in the text, agriculture was a stumbling block in
the Uruguay Round of trade negotiations, largely because
it is one of the most intervention-prone sectors in most
economies. Governments are reluctant to make substan-
tial changes because of major economic and political ram-
ifications. ;

Two analytical measures used to assess the impact of
policy and price distortions in agriculture are the pro-
ducer subsidy equivalent (PSE) and the consumer sub-
sidy equivalent (CSE). For a given good, the PSE (CSE)
indicates the monetary benefit to producers (consumers)
because of transfers through government expenditures
and price distortions in the economy, stated as a percent-
age of the value of production (consumption) if these
transiers did not occur. Thus, if a farmer would have re-
ceived $100,000 from a crop with no transfers but actually
received $120,000 because of a price support program
and subsidized inputs {e.g., water), then the farmer’s PSE
would be 20 percent [= ($120,000 — $100,000)
$100,000]. Analogously, if consumers would have paid
$200 for a good without government intervention but pay
$250 because of price support programs and higher taxes

to finance agriculture subsidies, the CSE would be minug
25 percent [= ($200 — $250)/$200]. The CSE is negative
in this case because it is defined as the “benefit” from in-
tervention, and the benefit (the transfer) is negative. If
consumer subsidies were provided (e.g., for food in urban
areas in some developing countries), the CSE would be
positive.

Table 2 shows PSEs and CSEs for a variety of coun-
tries in 1987, These U.S. Department of Agriculture esti-
mates, the latest available, are weighted averages of a
number of agricultural goods in each country. It is note-

worthy that all the developed countries in the sample pro-
vide transfers to producers (Le., the PSEs are positive), -

particularty the European Community and Japan. On the
other hand, developed countries (with the exception of the
then Soviet Union) tax their consumers, as indicated by
the negative CSEs.” The pattern is less clear for develop-

ing countries, because 6 of the 21 PSEs are negative (re~

flecting, for example, taxation of agriculture through low
government purchase prices) and 4 of the 15 CSEs are

positive, However, there is a general tendency to benefit -

producers at the expense of consumers.

*For any given good, a PSE of one sign (positive or negative) usually implies a CSE of the opposite sign. For Colombia, Kenya, Poland, and the So-
viet Union, for which this is not the case in Table 2, the goods used in the calculation of the weighted averages were different for the PSE and for the CSE.

TABLE 2 Producer Subsidy Equivalents (PSEs) and Consumer Subsidy Equivalents (CSEs), Selected Countries, 1987
PSE (%) CSE (%) PSE (%) CSE (%)
Developing countries:
Argentina —10 NA Nigeria 19 —36
Bangladesh 31 —40 Pakistan® —25 18
Brazil . 16 NA Poland* 7 50
Chile 29 NA Senegal 39 NA
China —38 49 South Africa 2 —4
Colombia —20 ~18 South Korea 62 —60
Egypt —24 4 Taiwan 25 —32
India 2 NA Thailand 5 -1
Indonesia 8 —8 Turkey 30 NA
Kenya -10 —14 Yugoslavia® 47 —44
Mexico 56 —35
Developed countries:
Austalia 8 NA Japan 79 -50
Canada 39 —13 New Zealand 8 NA
European Community 52 -1 Soviet Union* 25 34
United States 33 —-12
NA = not available. =

#Calculations for Pakistan, Poland, the Soviet Unien, and Yugoslavia are for 1986.

Source: Alan J. Webb, Michael Lopez, and Renata Penn, eds., Estimates of Producer and Consumer Subsidy Equivalents: Government IHTEI’VEHII’G.IH in Agricnlture,
198287, Agriculture and Trade Analysis Division, Econemnic Research Service, U.S. Department of Agticuiture, Statistical Bulletin No. 803, April 1950, pp. 4-5.
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@ CASE STUDY4 WELFARE EFFECTS OF PRICE DISTORTIONS IN SELECTED

COUNTRIES

The presence of distortions as reflected in nonzero PSEs
and CSEs can have important implications for the welfare
effects of policy changes. For example, if there is a posi-
tive PSE for a given product in a given couniry, produc-
tion is distorted in that too much production of the good
is taking place compared to the competitive, efficient al-
location of resources. If some policy change in the econ-
omy then leads to an expansion of that good’s production,
welfare is injured because the distortion s being given
even more importance in the economy than previeusly; if
production had contracted instead, that would lead to a
“gain” because the distortion was being accorded less im-
portance in the economy.

James Anderson {1998) carried this matter of the ef-
fects of policy changes on economies with CSE and PSE
distortions further in the context of the effects of trade
policy. Specifically, he examined estimates of the price
changes in agricultural products that were predicted to
follow from the Urugnay Round’s steps toward world-
wide liberalization of agricultural trade. Given the ex-
pected price changes (increases for some goods such as
basic foods, decreases for others such as cotton), he cal-
culated a terms-of-trade effect of the liberalization
on each of nine developing countries. Then, utilizing a
computable-general-equilibrium model (CGE) for each
country—a model that attempts to capture statistically the
structure and the many relationships that oceur in an econ-
omy—he estimated the production and consumption ef-
fects of the terms-of-trade changes, incorporating the fact
that these effects were taking place in a CSE- and PSE-
distorted environment.

Anderson’s results are important for emphasizing the
detrimental effects of distortions on an economy’s well-

being. For his nine countries, the terms-of-trade effect per
se indicated small improvements in welfare for four coun-
fries and slight declines in welfare for the five others.
However, becanse of the existing PSE and CSE distor-
tions, the production and consumption changes often took
place in such a fashion either to work against the terms-
of-trade benefits or to augment the terms-of-trade losses,
For Thailand and Tunisia, welfare gains from improved
terms of trade were partly offset by the new welfare losses
from the production and consumption changes associated
with CSE and PSE distortions; for India and Turkey, the
terms-of-trade gains were more than offset by the addi-
tional CSE and PSE distortion losses; for Colombia, In-
donesia, and (especially) Pakistan, welfare losses from
the terms-of-trade changes were supplemented by the
losses from domestic agricultural distortions. Only for
Bangladesh and Morocco did the PSE and CSE distor-
tions get lessened in their severity because of the produc-
tion and consumption changes associated with the
Uruguay Round agricultural trade policy changes.

The important point of this discussion is not that the
Uruguay Round per se can injure some countries’ welfare
{and such a conclusion would be unwarranted because the
above discussion pertains only to agriculture and devel-
oping countries are very likely to gain from the Uruguay
Round changes made with respect to manufactured prod-
ucts). Rather, the point is that demestic distortions such as
indicated by PSEs and CSEs can often make the welfare
effects of frade policies less beneficial than would other-
wise be the case. Since the domestic and trade parts of
economies are interrelated, policy reforms should be pur-
sued internally as well as internationally.

Source: James E. Andersen, “The Uruguay Round and Welfare in Some Distorted Agricultural Economies,” Journal of Developrient Economics 56,

no. 2 (August 1998), pp. 393-410.

agricultural support program that harmed U.S. exports of oilseeds (for example, soybeans),
and had twice received backing from GATT that the EC program should be modified. In re-
taliation for the BC subsidy, the United States threatened to impose 200 percent tarifts on
EC exports to the United States, valued at $300 million; if the EC in tum retaliated against
this tariff, the United States was ready to impose a second round of tariffs on $700 million
of manufactured exports from the EC to the United States.”’ With this stimulus to renewed
negotiations on agriculture, an accord was eventually reached by which the oilseeds export

B0b Pavis, “Tough Trade Issues Remain as BC, U.S. Agree on Agriculture,” The Wail Streer Journal, Nov. 23,
1992, p. A6,
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subsidies were to be reduced 36 percent by value and 21 percent by quantity over a six-year
period. This positive development then set off activity fo work again on many other aspects

of the Uruguay Round. Finally, after intense discussions, the 117 participating countries in
the Uruguay Round reached agreement on December 15, 1993 (the deadline date), and the

signing took place on April 15, 1994, in Marrakech, Morocco. After ratification by partic-
ipating countries, the agreement took effect on January 1, 1995. For estimates of the pre-
and post-Uruguay Round tariff rates by country and commodity groups, see Case Study 5.

Only a brief look is provided here of the features of this broad agreement.'* First, tariffs -

on average were cut by 34 percent (39 percent by developed countries) and were dropped:

altogether in the developed countries on a variety of products such as pharmaceuticals, :

construction and agricultural equipment, furniture, paper, and scientific instruments. Sec-’

ond, the value of agricultural export subsidies is to be cut by 36 percent and most domes- -
tic support for agriculture by 20 percent, and average developed-country agricultural tar--

iffs will be reduced by 36 percent over a six-year period. Third, textiles and apparel trade

is to be moved from the existing quota framework of the Multifiber Arrangement into the..

GATT framework, with tariffs to be phased out over 10 years. In addition, Japan and South
Korea promised to open their markets to some extent for rice imports. Revised rules were
also adopted regarding dumping and export subsidies, and voluntary export resiraints
(VERs) are to be eliminated. Further, action on trade-related intellectual property rights
(TRIPs) provided for minimum standards for trademarks, patents, and copyrights. (For ex-
ample, patents will now be in force for 20 years. In the United States, the previous length’
had been 17 years.} Some trade-related investment measures (TRIMSs), such as local con-
tent requirements for foreign investors, were to be eliminated within two years by devel-
oped countries, five years by developing countries, and seven years by “least developed”
courntries.

Considerable friction prevented attainment of some of the goals for services. An impor-
tant controversy involved France’s refusal to permit the import of U.S. motion pictures on
the scale the United States wanted. Nevertheless, a specific General Agreement on Trade in

Services (GATS) calls for “national treatment” in services, meaning that any country is to

treat foreign service providers in the same fashion as domestic service providers, as well as
for MEN treatment for services. New procedures were also adopted for the settlement of
disputes. Finally, GATT itself was replaced by a new organization, the World Trade Or-
ganization (WTO), which is now supervising the implementation of the Uruguay Round
agreement and is handling trade disagreements.

The impact of the completed Uruguay Round could indeed be beneficial. One early es-
timate was that the world economy would grow by an additional $5.25 trillion over the first
10 years with a successful round, with growth of $1.4 trillion for the EC, $1.6 trillion for
Japan, and $1.1 trillion for the United States.!* However, there is considerable uncertainty
in such numbers—for example, another estimate was that world output would be $270 bil-
lion greater in 2005 with the agreement than without it.** With respect to trade, the director-

general of GATT estimated that world merchandise exports would be $755 billion larger -

2Eor fuller discussion, see Bob Davis and Lawrence Tngrassia, “After Years of Talks, GATT Is at Last Ready to
Sign Off on a Pact,” The Wall Street Journal, Dec. 15, 1993, pp. Al, A7; idem, “Trade Pact Is Set by 117 Nations,
Stashing Tariffs, Subsidies Globally,” The Wall Street Journal, Dec. 16, 1993, pp. A3, All; “Trade Agreement
Mandsgtes Broad Changes,” IMF Survey, Jan. 10, 1994, pp. 2--4. See also Deardorif (1994), pp. 10-11.

LRobert Keatley, “Successfut Trade Talks within Grasp if the U.S. and EC Put Politics Aside,” The Wall Street
Jonrnal, Nov. 13, 1992, p. A10.

l‘:‘D(}uglas Harbrecht, “GATT: It’s Yesterday’s Agreement.” Business Week, Dec. 27,1993, p. 36.
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@ CASE STUDY 5 TARIFF REDUCTIONS RESULTING FROM THE URUGUAY ROUND

Given the broad guidelines of the Urnguay Round with re-
spect (o tariff reductions, it is useful to examine the actual
differences between pre-Uruguay and post-Uruguay
Round tariffs at both the country/region level and the
commodity group level. Recent WTO estimates of the
pre- and post-Uruguay Round weighted-average tariff

TABLE3  Average Tariffs on Industrial Products

levels are found in Table 3. Note that developing countries
have substantially higher protection (both pre- and post-
Urnguay Round) than developed countries and thar,
among products, textiles and clothing have the highest
weighted-average tariff rates.

Pre-Uruguay Round Post-Uruguay Round

(a) By Country/Region

Developed countries’ imports from:
World 6.2% 3.7%
North America 51 2.8
Latin America 49 3.3
Western Europe 6.4 3.5
Central and Eastern Europe 4.0 2.4
Africa 279 20
Asia 77 4.9

Developing countries’ imports from:
World 20.5% 14.4%
North America 232 1577
Latin America 27.6 185
Western Europe 258 18.3
Central/Eastern Europe 18.4 151
Africa 123 8.0
Asia 17.8 12.7

(b) By Product

All industrial products” 6.3% 3.8%
Fish and fish products 6.1 4.5
Wood, pulp, paper, aud furniture 3.5 1.1
Textiles and clothing 15.5 12.1
Leather, mbber, and footwear 8.9 13
Metals 3.7 14
Chemicals and photographic supplies 6.7 37
Transport equipment 75 5.8
Nenelectric machinery 4.8 1.9
Electric machinery 6.6 35
Mineral products and precious stones 2.3 1.1
Manufactured articles, not elsewhere specified 5.5 2.4

Industrial tropical products 42 20

‘Natural resource—based preducts® 3.2 2.1
*Excluding petroleum products.
Source: Report on “The Urguay Round” obtained from the WTO website, www.wto.org, &
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than otherwise by the year 2005, while the Organization for Economic Cooperation and
Development forecast that the agreement would have few short-term benefits but would en:
large merchandise trade by up to 10 percent a year after 2002. '% I a survey of various stud

ies done by economists, Alan Deardorff {1994, p. 19) indicated that the Uruguay Round
would lead to an increase in global GDP from 0.7 to 1.3 percent, with the increase in U S
GDR being 0.8 percent. Further, the increase in trade would be from 5 to 20 percent, with
trade expanding the most in sectors such as clothing, footwear, luggage, textiles, and agri--
culture. While there will obviously be some difficulties of adjustment for certain workers®
and firms in the short run from the various changes, nevertheless it is clear that the Uragua
Round agreement—despite uncertainties regarding estimates—will have imporiant bene-
fits for the world economy. However, because the agreement (and follow-up subagree=
ments) s being implemented over several years, and because economies will take time to-
respond to the trade flow changes, economists do not yet know which of the above estimates.
will be closest to the end results. :

With the successful conclusion of the Uruguay Round, governmments in the next several
years centered on the implementation of the measures that had been adopted. In addition,
farther sectoral agreements were pursued (such as completed agreements in telecommuni-
cations and financial services) that would put specifics into the broad general framework’
that had been laid out in the Uraguay Round for particular sectors. However, as the 1990s
drew to a close, there emerged a desire on the part of many countries to begin a new round
of multilateral trade deliberations (tentatively to be called the “Millennium Round™ of ne-
gotiations), Many countries wished to attain further relaxation of trade-restricting measures
in agriculture and services, to reduce remaining tariffs further, and to consider a variety of
other matters pertaining to areas such as antidumping procedures, procedures within WTO, -
and intellectiral property rights. Further, there was a desire by developed countries—hut de-. -
cidedly not by developing countries-—-to discuss the broad general area known as “labor
standards.” In addition, and again mainly by developed countries, there was pressure to in-
clude consideration of the envirofumental impact of trade and international shifts in pro- -
duction location by firms.

The labor standards question has been one of intense debate in the last several years. The
debate revolves around several issues—imnost importantly child labor, health and safety fea- -
tures of the workplace, and hours of work per day and days of work per week. For exam-
ple, campus groups in the industrial countries have protested the use of child labor (often
children in the lower-teen years or younger) in assembly plants in developing countries. Qut
of humanitarian concern, these groups demand that their universities and colleges not deal
with companies (e.g., Nike) that employ such labor. Similar protests are made, including
objections by labor union groups and their employers, in industrial countries regarding the
dangerous work environments in developing countries, where little attention is paid to
safety procedures, properly operated equipment, and sanitary conditions in the plants. De-
veloped-country labor and employers in labor-intensive industries, of course, claim that it
is “unfair’”’ that they have to compete with goods made under such “sweatshop” conditions.
The view is that, were developing-country firmns forced (by threat of sanctions against their
goods by developed countries) to provide a safe, healthful environment and to adhere to the
length of workday and workweek adhered to by developed-country firms, this would yield
“fair’* trade since all firms would be competing on an equal basis.

15«Trade Pact’s Benefits Seen,” The Wall Street Jowmal, Apr. 12, 1994, p. A13. Merchandise exports are now about
$5 willion per year.
18 Cited in “Finally, GATT May Fly.” Business Week, Dec. 20, 1993, p. 36.
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Generally speaking, economists are very skeptical of this line of thinking. Often the
above arguments are being put forth by developed-country labor under the mantle of hu-
manitarian concerns when in fact the real motivation for the “concern” is protection. The
Heckscher-Ohlin and Stolper-Samuelson theorems from Chapter 8 would lead us to expect
that the scarce factor of production in the United States and other developed countries (la-
bor and, more specifically, relatively unskilled or low-tech labor) would be injured by an
expansion of trade and would gain from protection. Further, the specific-factors model
in Chapter 8 also indicated that capital owners in import-competing industries in capital-
abundant countries lose from trade as well, which can explain the desire of developed-country
firms in import-besieged sectors to seek these new, potentially persuasive arguments for
protection, With regard to the child labor issue per se, a case can be made that, without the
work of children in developing countries, a typical family might find itself in considerably
greater economic difficulty. Children can be economic assets in a developing-country set-
ting, and production is also often carried out by the family unit as a whole, such as in car-
pet weaving in parts of India.’” Finally, there is a certain uncomfortableness (arrogance?)
about developed countries specifying what working conditions should be in developing
countries and what should be the organization of production. Imposition of rules from the
outside is not behavior that developing countries, many of which have an unhappy history
of colomialism, will want to accept with open arms.

Along with the issue of labor standards, concern has been expressed with regard to the
role of environmental standards. The reservations expressed here are that freer trade and in-
vestment has meant that companies, and therefore production, have been encouraged to lo-
cate where environmenial protection is the most lax. The upshot is that, since lax environ-
mental standards mean that pollution-control equipment and the like does not have to be
instafled, firms in the weak-standard countries (usually developing countries) will be able
to undercut firms (usually in developed countries) which must pay such costs. Because of
the differing environmental standards, firms in developed countries are thus faced with “un-
fair” competition because their governments have tougher environmental standards in
place. Further, world pollation problems worsen because production centers where envi-
ronmental protection is weakest. In addition, because of the trade disadvantage for firms in
the less polluted countries, thete is a tendency for those firms to press their governments for
a relaxation of standards. This can lead to a “race to the bottom™ in terms of environmental
protection. An alternative, of course, is for developed-country governments to pressure
developing-country governments for tighter standards or to simply impose protection on
the products coming from the developing countries.

Certainly environmental concerns are worthy of attention. But a response of economists
to the above views is that the problem is essentially one of environmental protection per se,
not a matter of trade. The specificity principle of Chapter 15 applies in this context—the
solution to pollution problems lies in measures that reduce pollution, not in measures that
restrict trade. In addition, especially if multinational companies are engaged in exporting
from developing countries, the exporting companies often adhere to higher environmental
standards than do domestic firms within the developing countries. If protection in the de-
veloped countries restricts developing countries’ exports, then factors of production will be
forced to move to domestic firms, where even less attention to the environment is paid. Fi-
nally, as noted in The Economist (October 9, 1999, p. 17), if trade indeed makes countries
better off, the countries will want a cleaner environment as they get wealthier, and they will

"7 As a potentially useful alternative to child labor, developed countries or international organizations could pre-
vide education grants to offset income losses as well as to enhance the skill ievels of the younger members of the
labor force (such as has been done in Brazil).
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be able to devote more resources to that objective than was previously the case (a point that
has been supported by empirical studies). In other words, expansion of trade rather than re-
striction of trade may be in order.

Besides these debates on labor standards and environmental protection, other matters
were proposed for inclusion in a new round of trade negotiations.'® In a series of meetings,

many countries expressed a desire to broaden and deepen trade rules regarding market ac. |

cess for services, as well as a desire to consider foreign investment rules in more detail. The
European Union and Japan emphasized the need to include antitrust and competition pol-

icy in the negotiations, as such differences across countries can yield different pricing and :

behavior by firms. There was also concern by some developing countries about the phase-
out schedule of the old Multi-Fiber Agreement on textiles and clothing, and some develop-
ing countries as well as developed countries urged full integration of agricultural goods into
the WTO framework on the same comprehensive basis as manufactured goods. Further is-
sues related to treatment of electronic commerce and progress on elimination of abuses of
intellectual property rights. '

At the end of November and beginning of December 1999, trade ministers from the 134
WTO member countries met in Seattle, Washington, to discuss and agree upon the agenda
for a next round of multilateral trade negotiations. It was widely anticipated that the ses-
sions would be contentious, but what was underestimated was the contentiousness of vari-
ous groups of non-WTO people opposing further relaxation of trade barriers worldwide.
The week of the ministerial conference was marked by large and noisy demonstrations, and
in fact by some violence, in Seattle. The groups demonstrating against the WTO were a di-
verse lot—trade unionists concerned about the threat to their jobs and wages from greater
imports of labor-intensive goods from developing countries, “greens™ concerned about the
environmental damage associated with trade expansion, and opponents of child labor,
among others. Also prominent were individuals and groups who (incorrectly) viewed the
WTO as an agency with massive power, in effect as an agency of supranational status that
could dictate all sorts of rules to its member natjons. (For discussion of what the WTO is
and is not in this respect, see Case Study 6.)

The end result of the disagreements over the agenda, together with the disruptive demon-
strations, was that the conference ended with no agreement for a new round of negotiations.
This failure had, in addition, been facilitated by President Clinton, who, though wanting a
new round of negotiations, had spoken’in Seattle of the desirability of incorporating labor
standards into the WTO, a viewpoint which angered developing countries.'® Allin all, econ-
omists judge the failure to agree on new trade negotiations as an ill omen for the future of
freer trade and enhanced welfare, especially for developing countries that have been eagerly
adopting market mechanisms and becoming more integrated into the world economy. The
spectacular failure in Seattle has been called a “global disaster” by The Economist maga-
zine; such an assessment is not far off the mark in view of the benefits of freer trade that
have been stressed throughout this textbook.

Several important trade policy actions concerning particular U.S. industries were taken in
the 19SQS and 'earIy 1990s. For example, voluntary export restraints (VERs) were used in
several industries, particularly autos and steel. The United States signed a VER with J apan

1% H H H
For discussion of some of these issues, see Edward Wilson, “Preparation for Future WTO Trade Negotiations,”
USITC beternational Economic Review, May/Tune 1999, pp. 15-21. ,

19 . - . .
In tact, Dartmouth economist Douglas Irwin entitled an opinion piece in The Wall Street Jowrnal “How Clinton
Botched the Seattle Summit” (Dec. 6, 1999, p, A34).
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CASE STUDY 6 NATIONAL SOVEREIGNTY AND THE WORLD TRADE

ORGANIZATION

Much of the recent publicity surrounding the World Trade
Orgenization (WTQ) conveys the idea that the WTO has
sovereignty over it member nations, Nothing is further
from the trath. The WTO is an international institution
comprised of member nations whose objective is to facil-
itate agreemenis between member countries to reduce
barriers to trade and mediate any disagreements between
countries which may arise in carrying out the agreements
in question. All rules, principles, and agreements are
made by or between WTO members, not by the WTO it-
self. If there is any loss of sovereignty in a given agree-
ment, it is essentially a swap in that access to the home
market is exchanged for equally valuable access to the
foreign market. Further, any country is free to abandon an
agreement in question at any time. However, it will likely
lose its foreign access right in the process, since it is un-
likely that other members will maintain their side of the
agreement if the one participant reneges on its end. One
objective of the WTQ is to provide a mediating mecha-
pism so that agreements are applied in a nondiscrimina-
tory manner and challenges to trade agreements do not
lead to trade wars and an unraveling of the world trading
system as happened in the 1930s.

In a recent publication, economists at the Organization
for Economic Cooperation and Development (OECD) in
Paris usefully clarified what WTO membership rules do
not require:*

+ WTO rules do not prevent member countries {rom
establishing their own policy objectives or apply-
ing regulatory measures required to achieve those
objectives.

+ WTO rules do not require that member countries
eliminate all barriers to impotts.

» WTO rules do not require that member countries
adopt a uniform set of trade regulations or trade pro-

cedures but require only that the regulations or pro-
cedures be applied in a nondiscriminatory (MEN)
manner. However, even here, exceptions are permit-
ted for regional trade agreements as well as for
measures which may relate to a legitimate national
or international public policy objective.

« WTO rules do not require that member countries re-
duce tariffs or barriers to foreign services. They do,
however, provide a mechanism for binding partici-
panls (0 an agreement in order to provide pre-
dictability and market access when there is a freely
negotiated agreement.

e WTO rules do not prevent member countries from
providing public funds to support domestic policies
and regulatory objectives.
WTO rules do not require that member countries
accept each other’s product-quality, service, or
safety standards. Rather, the WTO membership has
adopted rules pertaining to the preparation, adop-
tion, and application of such standards as they relate
to legitimate country social objectives. WTO also
encourages, but does not mandate, regulatory coop-
eration directed toward the harmonization of stan-
dards or the development of mutual recognition
agreements pertaining to each member country’s
standards.

In sum, the WTO is not a sovereign authority but,
rather, an institution made up of and controlled by mem-
ber nations for the purpose of facilitating the flow of
goods and services between members. It is an institutional
mechanism for assisting countries in making mutually ac-
ceptable agreements to facilitate international transac-
tions, carrying them outf in a nondiscriminatory manner,
and holding each other to the bargains to which they have
agreed.

#Qrganization for Economic Ceoperation and Development, Open Markets Matter: The Benefits of Trade and Invesiment Liberalisation (Paris:
e

OECD, 1998), pp. 125-27.

in 1981 to limit the export of Japanese automobiles to the United States. The initial limita-
tion was for 1.68 million Japanese autos annually, but the permitted volume was later raised
to 2.3 million and then reduced to 1.65 million in the 1990s. The restriction became more
truly “voluntary” on the part of Japan as time passed, and exports were often below the
limit. Japan found the VERS to be of some benefit, since Japan captured the quota profit or
rent from the VER. In addition, the quantity limitation led Japanese auto producers to con-
centrate exports on higher-priced models, for which the markup is greater. Finally, the VER
caused Japan to rapidly expand its investment in auto production within the United States
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to escape the current and anticipated future export limitations (Honda, Toyota, Nissan, .

Mazda). For a look at such restraints in the steel industry, see Case Study 7.

Another particular industry action occurred in July 1986, when Japan agreed to main-
tain specific minimum prices on its exported computer chips. The United States had been’

concerned about the dumping of Japanese chips into both the U.S. and third-country may-
kets. This agreement was significant because Japan agreed 1o a certain (higher) level of
prices on its chips sold to the United States and on chips sold to the other countries. (The
United States was concerned that Japan’s chips, if priced “too low,” would undersell Amer-
ican chips in third-country markets.) This was a departure from traditional trade policy in
that two countries were agreeing on prices in markets other than those of the two negotiar-
ing countries.

More broadly, Congress passed and the president signed the Omnibus Trade and Com:
petitiveness Act of 1988. Its particular importance is that it authorized the executive branch
to participate officially in the Uruguay Round. In addition, the bill authorized funds for
training in the context, of trade adjustment assistance and made it easier to obtain this as-
sistance, although budgetary constraints hampered the program. However, many econo-
mists were worried by the fact that the bill switched the final determination of action in
cases of unfair trade (Section 301 of the Trade Act of 1974) from the president to the United
States trade representative, an official in the executive branch who must be approved by
Congress; this switch of authority was thought to give greater control over trade policy to
a protectionist Congress than had previously been the case.’ See Case Study 8 for discus-
sicn of various recent Section 301 actions.

At the time of this writing, there are several controversial issues regarding trade policy.
First, 1996 U.S. legislation known as the Helms-Burton Law has engendered acrimony
with trading partners. This faw allows U.S. citizens to sue in U.S. courts any foreign in-
vestor utilizing Cuban property that was seized from U.S. citizens when Fidel Castro came
to power in 1959. The suits can also be applied to anyone trading with such investors. Fur-
ther, the law prevents senior executives of foreign firms dealing with the firms now operai-
ing on the seized property from entering the United States. This law was temporarily sus-
pended by President Clinton after its initial passage, but it has aroused resentment in foreign
countries (especially Canada and the members of the European Union), who claim that the
United States cannot interfere with their economic activities in this way. Penalties were in
fact continually waived by the Clinton administration, and there seems to be no over-
whelning desire in the United States to enforce them. There also seems to be growing pres-
sure in various quarters to remove the embargo on U.8. trade with Cuba altogether. In fact,
mn summer 2000, the United States Congress moved to relax restrictions on 1.5, exports of
food and agricultural products to Cuba.

Another trade policy development of note is the continual bickering between the United
States and China. Not only is there heated annual debate regarding renewal of MFN status
for China, but there is also discussion over intellectual piracy by China (in compact discs,
computer software, etc.). In addition, there is divided opinion on the proposed entry of
China to the WTO. Issues jnvolved in all of these discussions are China’s human rights vi-
olations, the extent to which China is pursuing normal trade behavior befitting a full par-
ticipant in the world economy, and, recently, the political matter of iltegal campaign con-
tributions to Democratic candidates in U.S. elections.

However, relations between the United States and China with regard to trade policy im-
proved in late 1999 when the Clinton administration and Chinese trade officials reached

=

*'See “The Birth of a Bad Trade Bill.” The Economist, Apr. 30, 1988, pp. 19-20.
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@ CASE STUDY7 RESTRAINTS ON U.S. STEEL IMPORTS

In 1984, the Reagan administration granted protection to
the U.S. steel industry in the form of negotiated, “tempo-
rary” voluntary restraint agreements (VRAsY* with major
exporters of steel to the United States. These VRAs were
designed to keep overall steel imports to about 20 percent
of the domestic market. The 18 separate couniry agree-
ments were considered an election-year response to calls

- for import restraint by the domestic industry and to the rec-

ommendation for restraints by the 1984 Democratic pres-
idential candidate, Walter Mondale. It was understood that
if the VRASs were adopted, the domestic industry would
take steps to improve its productivity and competitiveness.
After the 1984 VR As were put into place, total imports
were reduced from 24 percent of the UJ.S. market in 1983
to 20.8 percent in 1988, and imports from the 29 countries
covered by 1989 accounted for 4.7 percent of the mar-
ket. Productivity increased rapidly in the domestic indus-
try, work practices were streamlined, specialty steel min-
imills expanded, and the industry increased its profits.
Foreign steel exporters also benefited by getting a guar-
antced market share and by obtaining higher profits,
However, consumers of steel faced higher prices because
of the restraints. In addition, opponents of the VRAg indi-
cated that over 5 million workers were employed in the
steel-ising industries-—30 times greater than the number
employed in steel production itself—and these workers
are injured when steel prices rise.

The five-year 1984 accords were due to expire in Sep-
tember 1989, and a debate ensued over whether they
should be renewed. The debate was complicated by
George Bush’s 1988 election promise in steel-producing
Pennsylvania to continue the protection. The U.S. indus-
try wanted a five-year extension, while steel users wanted
the program ended. The result was a compromise—a two-

and-a-half year extension. When this extension expired in
March 1992, U.S. steel firms filed antidumping petitions
against 19 coontries and countervailing-duty petitions to
combat foreign subsidies against 12 others. In response,
tariffs were adopted in June 1993 that averaged 36.5 per-
cent (with dutles ranging up to 109 percent in dumping
cases and up to 73 percent in the subsidy cases).

Well into the late 1990s, pressure continued for pro-
tection because of the virtually continual rise in steel tim-
ports. A major strategy of the domestic industry has been
the constant filing of antidumping petitions and petitions
for countervailing duties against allegedly subsidized im-
ports. (Note: The U.S. steel industry itself imports steel,
although it claims that such steel is not part of the “unfair”
trade.) Some duties have been imposed, and some coun-
tries such as Russia and Brazil signed agreements to limit
their steel exports to the United States in order to avoid
punitive duties. Finally, in 1999, the protectionist efforts
culminated in a quota bill that passed the U.S. House of
Representatives but died in the U.S. Senate. Tt seems clear
that these kinds of efforts will continue because of the in-
creasing penetration of the U.S. market by imports. In-
deed, for the first four months of 2000, U.S. imports of
steel were 13.5 million net tons, U.S. domestic production
(shipments) was 38.4 million net tons, and U.S. exports
were 2.2 million net tons. (Imports, production, and ex-
ports were, respectively, 30.4 percent, 17.5 percent, and
41.5 percent above the levels of the first four months of
1999.) Hence, the ratio of imports to the domestic market
was 37 percent [=13.5/(38.4 — 2.2) = 13.5/36.2 = 37 per-
cent], substantially above the 20 percent limitation sought
in the 1980s. The protectionist efforts will likely continue
to experience at least some success, too, because of the
economic size and political inflnence of the industry.

It is (otally unclear to us why the export restraints are called VERs for automobiles and VRAs for steel!
Sources; Chris Adams, “Steelmakers Complain about Foreign Steel; They Also Import It,” The Wall Street Jowrnal, Mar. 22, 1999, p. Al; American

Iron and Stee] Institute, AIST Newsletter; December 1999, obtained from www.steel.org; Stuart Auerbach, “Bush Sigas Steel Quota Extension.”

Washington Post, Tuly 26, 1989, pp. D1, D3; “Big Cariel,” The Wall Streer Journal, Mar. 22, 1989, p. Ald; James Bovard, “Steel Rulings Dumnp on

America,” The Wall Street Journal, Tune 23, 1993, p. A14; “Brazil to Reduce Exports of Steel, in Pact with U.S..” The Wall Streer Jowrnal, July 8,

Major Suppliers,” The Wall Street Jowrnal, Dec. 13, 1989, p. A2.

1999, p. A10; Helene Cooper, “Russia Agrees to Limit Steel Shipments, Avoiding Antidumping Duties by U.S..” The Wil Street Jowrnal, Feb, 23,
1999, p. A4; idem, “Senate Thwarts Bill to Curb Steel Imports,” The Wall Street Journal, June 23, 1999, p. A2; Asra Q. Nomani and Dana Milbank,
“U1.S. Increases Tariffs on Steel by Large Margin” The Wall Street Journal, Tune 23, 1993, pp. A3, AS; Art Pine, “U.S. Seeks Reduced Exports of
Steel by Three Countries,” The Wall Street Journal, Sept. 5, 1986, p. 40; Peter Truell, “U.S. Agrees to Quotas on Steel Imports with EC and 16 Qther
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@ CASE STUDY 8 RECENT SECTION 301 ACTIONS IN THE UNITED STATES

As indicated on page 331, Section 301 of U.S. trade law
pertains to “unfair” trade practices by foreign govern-
ments against U.S. exports, practices that are deemed to
be unjustifiable, unreasonable, or discriminatory. Actions
utilizing Section 301 as a legal basis are frequently un-
dertaken in the United States. We summarize below some
of the actions taken during 1996-1998. These illnstrative
cases demonstrate that enforcement of trade agreements
is a continuing process that involves different countries
and different types of foreign government behavior.

Canada

On April 29, 1999 the United States Trade Representative
(USTR) initiated investigation of certain practices of the
Province of Ontario and the government of Canada with
regard to sport fishing and tourism. At issue with Ontario
was that province’s stipulation that fish caught in lakes
that straddle the U.S.-Canadian border could not be kept
by U.S. anglers if the anglers were lodging in resorts on
the Minnesota side of the lake (although the fish could be
kept if lodging was in Ontario). Minnesota business es-
tablishments clearly felt that this policy discriminated
against them! After the investigation, the USTR an-
nounced on Novernber 5, 1999 that Ontario was terminat-
ing the policy. The same investigation also examined the
policy that U.S. fishing guides who take groups into
Canada must obfain work authorization permits from
Canadian immigration officials. Canada subsequently
agreed to have the practice reviewed by a NAFTA panel.

Paraguay

In Febroary 1998 the USTR began investigation of acts
{piracy and counterfeiting) of the government of
Paraguay that allegedly denied adequate and effective
protection of intellectual property rights to economic
agents of the United States. The USTR indicated that
Paraguay might have unilateral U.S. trade sanctions im-
posed on it if the acts were not discontinued. In Novem-
* ber 1998 Paraguay and the United States signed a Memo-
randum of Understanding (MOU), in which Paraguay
committed itself to addressing the offending practices.
The USTR then determined not to take further steps, but
it will continue to monitor the situation.

Honduras
In October 1997 the USTR started investigation of copy-

right piracy by the government of Honduras. Following the.

investigation, Honduras was deemed to be engaging in un-
reasonable behavior that burdened or restricted U.S, com-

merce. The appropriate action to be undertaken was desig-

nated as the suspension of the preferential treaiment

received by Honduras under the Generalized System of |

Preferences (GSP) and under the Caribbean Basin Initiative
(CBI). In response, Honduras took measures to fight televi-
sion piracy and to protect U.S. intellectnal property rights;
U.S. action against Honduras was then halted, in June 1998,

Indonesia

In October 1996 the USTR investigated whether Indonesia
was awarding special tax and tariff benefits to the country’s
motor vehicle sector, benefits that violated WTO agree-
ments regarding policies toward import-competing indus-
tries. Both in 1997 and 1998, WTO panels ruled against In-
donesia in this matter. The government of Indonesia then

agreed to comply with the WTO rulings and to refrain from

engaging in the offending behavior by July 1999.

Brazil

The USTR in October 1996 challenged particular automo-
tive industry incentives being provided by the Brazilian
government. According to the U.S. charge, certain tariff re-
ductions were being given to the industry, provided that the
industry met specified export performance requirements
and domestic content requirements. Such requirements are
inconsistent with WTO codes. In January 1997 the United
States asked the WTO to begin consultations with Brazil re-
garding the incentive programs, and by March 1998 Brazil
had agreed to comply with its WTO obligations.

India

On July 2, 1996, the USTR began investigation of prac-
tices of the government of India that may have led to the
deniat of patents and exclusive Indian marketing rights to
U.S. individuals and firms involved in developing phar-
maceutical and agricultural chemical products. A WTO
dispute settlement panel upheld the U.S. claim, and India
agreed to comply with the WTO ruling by April 1999.

Source: U.S. Trade Representative (USTR), 1999 Trade Policy Agenda and 1998 Annual Report of the President of the United States on the Trade
Agreements Program (Washington, DC: U.S. Govermment Printing Office, 1999), pp. 250, 25253, 255; USTR, 2000 Trade Policy Agenda and 1999
Annuat Report of the President of the United States on the Trade Agreements Program (Washiagton, DC: U.S. Government Printing Office, 2000),

p- 286; obtained from www.ustr.gov.
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agreement on market-opening measures in China in exchange for some U.S. “concessions™
but particularly in exchange for U.S. support for China’s eager attempts to join the World
Trade Organization. The agreement provided for such new steps as permission for increased
U.S. ownership (up to 49 percent) of Chinese telecommunications companies, easier en-
france into China for U.S. insurance, banking, and securities firms, and a lowering of tar-
iffs by China on U.S. agricultural products. On the U.S. side, an important move was an
agreement to phase out U.S. quotas on Chinese textiles by 2005 2! Further, with admittance
to the WTO, China’s standing in the world community would be enhanced, and most-
favored-nation status (*normal trade relations™) would be accorded to the country on a
permanent basis. After heated discussion, the agreement was approved by the U.S. House
of Representatives; at the time of this writing, the U.S. Senate had not yet acted on the
measure.

Two prominent recent disputes need to be mentioned in our review of recent U.S. trade
policy. First, in the last several years, the European Union has had in place trade rules that
provide preference to Western Europe’s former colonies in the Caribbean and Africa with
respect to the purchase of bananas. The United States has continually objected to this pol-
icy because it constitutes explicit discrimination against the sale of bananas to the EU from
Central and South America by two 1.8, firms, Chiquita Brands and Dole Foods. The United
States appealed the European Union rules to the WTO, which, including its predecessor
agency, GATT, ruled against the EU policy five times in six years. Attempts at comprormise
were unsuccessful. Ultimately, in 1999, the United States levied retaliatory tariffs of 100
percent against 15 EU products, including candles, specialty pork, cashmere sweaters and
pullovers, electrothermic coffee or tea makers, and feta and other sheep’s milk cheeses. This
tariff action received the support of the WTO. An ironic outcome is that some of the tariffs
feed back to injure U.S. firms, such as a Rhode Island company that owns a cashimere-
processing plant in Mongolia that in turn supplies goat's hair to EU cashmere sweater
manufacturers.”

Another area of recent contention in U.S. trade policy has also pitted the United States
against the European Union. Specifically, since 1989 the EU has had a ban in place on the
import of hormone-treated beef from the United States. This particular instance of genetic
engineering poses, in the minds of many Europeans, unacceptable health risks in the form
of increasing the probability of developing cancer. (Can we say the EU “beefs about beef,”
or would you not put much “stock” in that remark?) In the beef situation, as with bananas,
the WTO has ruled against the EU policy several times. Supporting the WTO and the U.S.
position is the fact that many scientists have given the opinion that the hormone-treated beef
is safe for consumption. Nevertheless, the EU had not removed its ban as of this writing,
and, just as in the banana dispute, the United States took retaliatory commercial policy ac-
tion. In July 1999, tariffs of 100 percent were levied on a number of EU products, includ-
ing French musiard, Roquefort cheese, and truffles.”?

In the last few years, then, there have been some contentious times (the WTO confer-
ence breakdown in Seattle, the United States—EU disputes) that create doubts regarding
dramatic future movement toward freer trade. Added to these doubts with respect to U.S.

2180r detatls, see “In Historic Pact, U.S. Opens Way for China to Finaily Join WTO,” The Wall Street Jowrnal, Nov.
16, 1999, pp. A1, Al9.

22Gue James Cox, “Punitive Actions by U.S. Felt Worldwide,” USA Today, Mar. 11, 1999, p. 3B; idem, “U.S. Tin-
porters Decry Dudies,” USA Today, Mar. 5,1995, p. 3B; Michael M. Phillips, “WTO Suppotts U.S. in Dispute over
Bananas,” The Wall Street Journal, Apr. 7, 1999, pp. A3, A8,

233ee Helene Cooper, “11.S. Tmposes 100% Taziffs on Slew of Gourmet Imports in War over Beef.” The Wall Sireet
Jowrnal, July 20, 1999, p. A6,
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policy behavior is the fact that President Clinton was unsuccessful in his second term in - -
his efforts to obtain renewal of fast-track authority. On the other hand, there have been
some noteworthy advances toward freer trade—the Uruguay Round was successfully con-
cluded, China began to “open up,” séveral sector agreements were negotiated after the cre-
ation of the WTO, and the North American Free Trade Agreement (NAFTA) was adopted
(to be discussed in the next chapter). What the future will bring is thus uncertain. The out-
come may well depend on the results of the year 2000 electicns in the United States.

CONCLUDING OBSERVATIONS ON TRADE POLICY

The Conduct of Trade
Policy

International negotiations, both multilateral and bilateral, have clearly reduced the level of
trade restrictions over the long run in industrialized countries. Any continued advance along
these lines requires that countries remain willing to sit down at the bargaining table to ne-
gotiate trade policies in their mutual interest. Chapters 15 and 16 discussed various argu-
ments for protection which indicate that sometimes an individual country can gain from the
imposition of a trade restriction, even though the welfare of the world is reduced. But a gain
under these circumstances tenuously depends on the absence of retaliation from adversely
affected trading partners. International negotiations serve the critical purpose of keeping
couniries from unilaterally imposing new barriers. Historically, these negotiations have
demonstrated that it is in a country’s interest to reduce barriers rather than raise thent. Co-
operation, not unilateral action, plays a vital role in enhancing both the welfare of the world
and the interests of individual countries.

Recent disputes in the United States regarding trade policy reveal an underlying broad con-
flict on the relative extent to which the conduct of trade policy should be rules-based or re-
sults-based. A ““rules-based” trade policy is one that adheres to commonly accepted in-
ternational guidelines and codes of behavior on trade, such as those embodied in the World
Trade Organization. This type of policy embraces MFN treatment, preference for tariffs as
the instrument of choice rather than import quotas and VERs (which are more distortionary
for resource allocation than tariffs and also discriminatory by couniry), common procedures
on antidumping and countervailing duties, multilateral negotiations on trade barrier reduc-
tions, and so forth.

On the other hand, a “results-based” trade policy stresses that policy should seek,
through aggressive, unilateral action or threat of action, to achieve carefully specified ob-
Jectives, such as the penetration of a particular foreign market for a particular good by x per-
cent, the limitation of imports of a particular good to y percent of the domestic market, spe-
cial protection and incentives to particular industries, and attainment of balanced trade with
specified trading partners. Or, the policy might be for a home country to treat each individ-
ual trading partner country exactly as that partner treats the home country with respect to
trade—sometimes called the “new reciprocity” approach to trade policy. (See Cline
1983.) This more direct, results-based approach to the guidance of resource allocation is
also sometimes known as a form of industrial policy or as managed trade.

Many observers of recent U.S. trade patterns feel that since other countries are more in-
terventionist in trade than the United States, the United States should respond by according
a stronger role to government. These observers advocate the results-based approach. On the
other hand, other observers (including most economists) indicate that allocation of re-
sources by government will be inferior to allocation of resources by the market, The supe-
rior market allocation is best attained in an environment of an established set of “rules.” The
broad debate over a general trade strategy was prominent in the 1980s and continued in the
1990s.
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Empirical Work on
Political Economy

A final observation needs to be made. A number of empirical studies have focused on the
role of the political economy factors discussed at the beginning of this chapter in influenc-
ing U.S. trade policy. In this work, an attempt is made, for example, to ascertain the charac-
teristics of particular industries or sectors that cause those industries or sectors to be more or
less protectionist and to ascertain how elected public officials are influenced in their voting
on trade legislation. It has been found {Cheh 1974) that U.S. industries in which large labor
adjustment costs would be incurred through tariff reduction are likely to be granted relatively
high levels of protection (or relatively smailer reductions of protection) in tariff negotiations.
In addition, in the congressional voting on the Trade Act of 1974, the percentage of workers
in a representative’s district employed in import-substitute industries was associated with a
negative vote on that trade bill, as was the size of contributions to individual congressional
campaigns by labor unions (Baldwin 1981). In general, a survey of various empirical tests
for the United States (Baldwin 1984) indicated that a statistically significant positive rela-
tionship exists between the degree of industry protection and, for example, (@) the number
of workers in an industry; () the laborfoutput ratio in the industry [both (&) and (&) reflect
labor intensity but also voting strength that politicians wish to court]; (¢) the percentage of
unskilled workers in an industry. reflecting social concern as well as the relative scarcity of
U.S. unskilled labor (remember the Stolper-Samuelson theorem from Chapter 8); and () the
extent to which the product is a consumption good rather than an intermediate good (re-
flecting the fact that lower prices for intermediate goods are desired by domestic firms). Neg-
ative associations have been found between the degree of industry protection and, for exam-
ple, (a) the number of firms in an industry, reflecting less ability to organize for protection,
and (b) the average wage in an industry, again reflecting lower skilis.

Noteworthy in this discussion is the role of income distributional factors in trade policy, a
role that is clearly what we would expect from our earlier presentation of trade theory. Al-
though countries and the world as a whole gain from participation in international trade, not
all citizens of all countries experience these gains. Remember that the consumption bundle af-
ter trade is large enough so that the “Yosers” from trade can be fully compensated by the “gain-
ers,” but this doesn’t mean that compensation necessarily takes place in practice. The debates
about trade policy therefore center importantly around struggles on income distribution.*

The political economy literature has developed specific hypotheses about the deter-
minants of the general level of protection in different time periods. For example, Magee
and Young (1987) examined the average level of protection in the United States during 16
presidential administrations from 1905 to 1980, focusing on macroeconomic influences.
They found a strong positive association between the average tariff rate and the unem-
ployment rate, Clearly, in slack times, there is greater political pressure for higher tariffs
because of the workers® belief that higher tariffs provide greater job and wage security.
This pressure is stronger than antiprotectionist sentiment by consumers, who are usually
passive on trade policy. Magee and Young also found a significant positive association be-
tween the average tariff level and the ratio of the prices of U.S. manufactured goods ex-
ports to the prices of U.S. manufactured goods imports. With the assumption that the
United States imports labor-intensive (especially unskilled-labor-intensive) manufac-
tured goods, a decline in the relative prices of those goods will tead to greater demands

21t ¢an also be noted that the liferature has generally found a negative association between protection for an in-
dustry and the amount of intra-industry trade in that industry. This can partly be explained by the influence of ex-
porters of the product lobbying against import barriers in general due te fears of retaliation. Bat it can also partly
be explained by the fact that, as noted in Chapter 10, intra-industry trade based on economies of scale may aot
have the potentially large income distribution impacts that inter-industry trade has. That is, realization of
economies of scale means that everyone can potentiaily gain from trade. See Rodrik 1995, pp. 1481-83.
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for protection on the part of labor. Finally, they found a negative association between the
U.S. inflation rate and the average level of tariffs. While one might think that the greater

imports induced by inflation would stimulate a net increase in protectionist pressure be-
cause of lobbying by import-competing industry groups, Magee and Young hypothesized

that consumers are indeed aroused by high inflation and are more effective in keeping im
port barriers low during inflationary periods, thus permitting the downward pressure on
the price level that imports exert. Further, the possible depreciation of the dollar during
inflationary periods raises the domestic price of imported goods and reduces pressure for
protection by domestic import-competing firms.

A recent National Bureau of Economic Research empirical study (Krueger 1996) of
seven different U.S. industries raised several interesting questions regarding the political
economy of U.S. trade policy. General conclusions®” were the following: First, there is no
persuasive evidence that protection was, in general, impertant in turning an industry around
economically. Second, the negative impact or costs of protection are often underestimated
because of failure to consider secondary effects outside the affected industry. Third, pro-
tection will more likely be granted when there is unanimity within the industry regarding

the desirability of it and when there is a well-organized and effective special-interest group

to promote it. Finally, there was evidence that the existence of current protection increases
the ease with which protection can be maintained in a given industry.

A general point that has emerged in the political economy literature is that, while econ-
omists traditionally investigate how protection affects imports, the reverse sequence should
also be taken into account—that is, the level of imports affects the degree of protection,
Thus, if tariffs and NTBs are reduced, the intensity of lobbying for protection by the af-
fected import-competing industries will increase. If this lobbying is successful and leads to
new protectionist devices being put into place, imports may not increase very much on bal-
ance. This scenario suggests that trade liberalization efforts face greater obstacles in actu-
ally getting freer trade in the world economy than would otherwise be the case. Working in
this line of thought, Daniel Trefler (1993) estimated that the “feedback™ impact of impeort
penetration had, in the case of nontariff barriers in the United States, reduced imports by al-
most $50 billion (in 1983) over the situation without the feedback.

The political economy area of research, which has been extended to include the politi-
cal dimensions of gaining access to overseas markets (see “Mini-Symposium on the Polit-
ical Economy . . " 1992), obviously has potential for broadening the scope of trade policy
discussions. Students interested in pursuing trade policy further will find this topic a fruit-
ful one for investigation.

] directly unproductive activity

This chapter has examined political economy influences, such
as interest groups and social concern, on trade policy, and con-
sidered related empirical work in the context of the United
States. This was accompanied by a review of U.S. trade policy
which highlighted the long-term trend of liberalization of trade,
first through bilateral and then through multilateral negotiations.
After the disastrous impacts of the Smoot-Hawley Tariff of
1930, the United States began a long process of reducing tariff
barriers. The Reciprocal Trade Agreements Act of 1934 initiated
a series of bilateral, item-by-item ne§otiad0ns that achieved

some success, These procedures were superseded by the emer-
gence of GATT at the end of World War II, and GATT sponsored
eight rounds of multilateral negotiations that brought tariffs on
manufactured goods to relatively low levels. Although recent
years witnessed the rise of many nontariff barriers and of diffi-
culties in the Uruguay Round with respect to services and agri-
culture, nevertheless the Uruguay Round was successfully con-
cluded. Attempts to continue the path of long-term liberalization
of trade are obviously desirable from the standpoint of increas-
ing world welfare.

25 Anne O. Krueger, “Implications of the Results of Individual Studies,” in Krueger {1996), pp. $9-103.
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KEY TERMS

across-the-board approach
pilateral negotiations
consumer subsidy equivalent (CSE)

managed trade

fast-track procedure

GATT rounds of trade negotiations

(eneral Agreement on Tariffs and
Trade (GATT)

Helms-Burton Law

jndustrial policy

item-by-item approach

Kennedy Round of trade of 1934
pegotiations

trade policy

QUESTIONS AND PROBLEMS

median-voter mode}
multilateral negotiations
“new reciprocity” approach to of 1930)

nonreciprocity principle

Omnibus Trade and
Competitiveness Act of 1988

producer subsidy equivalent (PSE)

public-choice economics

Reciprocal Trade Agreements Act

“results-based” trade policy
“rules-based” trade policy
Smoot-Hawley Tariff {Tariff Act

status quo bias

Tokyo Round of trade negotiations

Trade Actof 1974

trade adjustment assistance (TAA)

Trade Expansion Act of 1962

Uruguay Round of trade
negotiations

World Trade Organization

rent-seeking activity (WTO)

1. Explain two reasons why a minority in a median-voter
model is able to obtain net benefits through a restrictive trade
policy that clearly harms the majority group and the country
as a whole.

[

. In what respects might bilateral trade negotiations be supe-
rior to muiilateral trade negotiations? In what respects
might multilateral trade negotiations be superior to bilateral
trade negotiations?

. Since the number of consumers in the United States far ex-
ceeds the number of workers in textiles and apparel, for ex-
ample, why do we see import restrictions on textiles and ap-
parel despite the obvious losses to consumers?

93}

4. Explain why a government’s commitment to income distri-
bution issues can cause policy to be protectionist. Is such
policy inevitabie if income distribution is a key target?

n

. (@) Why might an economist see virtue in the concept of
trade adjustment assistance (TAA)? What difficulties
might be encountered in practice in the implementation
of TAAY

(k) Some economists think that TAA is discriminatory be-
cause special assistance is given to workers displaced by

imports while workers displaced by domestic competi-
tion receive no such special favors. Do you think this ob-
servation rules out TAA as a desirable policy? Why or
why not?
6. Why have tariff reductions been substantial over the years
while reductions in nontariff barriers have been minimal? (In
fact, NTBs have increased.)

7. (@) Build a case in favor of the use of the nonreciprocity prin-
ciple for developing countries.

{b) Build a case against the use of the nonreciprocity princi-
ple for developing countries.

8. If all interventions in agricufture were removed, what would
happen to food prices? To the incomes of farmers? To world
welfare? Might your answer be different for some develop-
ing countries than for developed countries?

9. Some observers have noted that by adopting VERs (or
VRAS) iastead of tariffs in recent years, the United States
has injured itself “twice™ rather than only “once.” What does
this statement mean?

10, What factors explain the considerable variation in the degree
of trade restriction across U.8. industries?




