The Trading System

E CONOMISTS OF every persuasion are convinced thar free trade ig
Superior to rrade protection.” In facr, they consider free trade to
be the best policy for a country even if all othey countries shoy|d
practice trade protection, arguing cha if other Countries resart 1q
trade prorection, the cConomy that renmiained apen would stil] gajg
more trom cheaper imports than it would lose in denied export mar-
kets. Despite thig powerful inclinarion within the economies profes-
sion to favor free trade and open markets, trade protection has neyer
totally disappeared; and indeed, during the Past two centuries, re.
stricted trade has heen b pervasive feature of the world economy,
As economic historian Pay| Bairoch has pointed our, free trade has
historically been the exception and protectionism the ryle,” Although
nations wane o take advantage of toreign markers, they are fre-
quently unwilling to open their own tconomies, Nations and domes-
tic interests alike fear 4 world in which marker forces rule and relative
prices determine the patterns and distribution of the gains from trade,
Throughout modern history, rrade has been regarded eirher as an in-
ternational public good from which everyone benefits or 4 hattle-
ground in which there gre winners and josers, * Eve
ment for free rtrade i powertul, rrade
resurfaces in new guises.*

The classic era of free trade and internationa| laissez-faire iasted
less than three decades, from the repeal of the Corn Laws (1846) 1o
approximately the 1870s, when Protectionist tariffs increased. From
the latter decades of the nineteenth century to the years immediately

n though the argu-
Protectionism continuously

" This cha prer draws from Chy pter 3 of my book, The Challenge of Glabal Cupital-
isnr: The World Economy in the 2ist Century (Pringetun: Prinee
2000,

* Payl Bairoch, Economics and World History: Myths and Pa
Harvester Wheatsheaf, 1993y, 16.

' John Dunn quoted in Vincent Cable, “The Diminished Nation-Stare: A Study in
the Loss of Economic Power,” in Whar Future for the State? Daedalus 124, no, 2
{spring 1995); 25,

' A valuable history of the debate over free trade is Douglas A. Irwin, Against the

Tide: An Imtellectial Histary of Free Trade (Princeton: Princeton University Press,
1995),
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wilowing World War [I, trade protc.crion Erew ‘stcil)drly ::((:lmbzc.f':;:;
increasingly prevalent up to and during the Grf:.lt epre -ccd of the
1930s. Following World War 11, .thc world again expencl?ncc an era
of rrade liberalization and expansion, iargely as a cgr‘]sc?luc““ ice.s <
cessive rounds of trade nego%an_?fm Cmirfgf‘?]:n(l(]:‘n‘ﬁ"}f]"; .::r;d .q[:ml;gly

> General Agreement on Tariffs and Trs (G and s ‘
.:}L:;;;;?ed by ij’\merican Ic:;dcrship. Inrcxjnath‘nal ‘rr;lc{irlgrc;:mcl-‘\:lr_l
more rapidly than did national economics, LO-[;SL(};]-L‘Vi:;l nterna
tional trade integrated national ¢conomies more ¢ ()‘S|: {:. b one o
other. In the mid-1970s, global sraigf_larmn, the l\i‘u.\. m (,;_ o .Mb:
and other devdopments slowed and, in syme cases, llt ‘r,{.r'&ltt, o .NPW
eralization trend.* The United States was p:lmlculnr:\ ‘?ulIt) o e.‘-
Protectionism in its use of such nontariff barrlgrs as “valuntary e
port restramnts” to keep out Japanese and other nnpnrrf.l. on it

Major steps were taken toward furthm_" trade ]|bc[r.1 }|21.1l1u‘|;c“ful
new rounds of trade negotiations, and p-.trucu]arlyl with t 1(1 ;1;.“ ._.rhc
completion of the Uruguay Round ofi trade I]_(t}_{nll;}'t%mlls { {\\:/*‘1"(:)) he
Uruguay Round created the Worll l*!';u—h‘ Organvlf.'lfmn ,w rh_rmts
replace the increasingly ohs_ufesccnt GATT. Hm\,u-t._r: I'I.t. v threa
also surfaced in the form of managed trade, ccnnm—mz. r{.ff'l( ".|.1.hm‘-
and a new trade agenda dealing wirh such pr:')hferm -.a's. :_nrn t. bor
standards and environmental protection. Tension bt‘t\\.-t?t'n r'ru,_t:.ldc
and trade prorection has continued, and the future of 2 free-tr:
Cgime remains precarious. o
IL%{?:}l::cgpcninZ of the twenty-first century, r.hc freu-rlmdc rz[:;nllc:hl:
threatened by intellectual, cconomic, ;fqd tht:cul devc'u.pt}rllc b.;l_q e
shift from “comparative” to "competitive ‘ advantage as the daoéher
trade, the implications of the new stratcglc_tradc rlhemlr]y..:ur‘l11 acher
developments have undermined the tl.leorctlcal or intellec '.mo B
ments for trade liberalization. Increasing trade penetration | P do
mestic economies and national affairs hns: fp;ccd-rcc:ig_'n.mondo | .Sliti_
complex problems as furmularion‘ nf.defjmr.mns of‘f' f.lwl‘rl m‘:mcl;id‘
mate™ economic behavior; thar which licon;ldfécist;:: h::,c bcc.umc

ay be considered “unfair” in another. Trade  bece

Ezli?:g on culture, national sovcreigqty. and other cofn?lur ]r:::::
that are not easily amenable to bargaining an_d curr_lprqmlsil'sc umw,n.
In addition, political opposition to trade ]Ibeml]?n?nh:lzniimn_
imong many groups concerned about worker we are, rl(:w iron-
ment, and human rights. Many less developed nations

o ] ‘olicy in the United
' H. Richard Friman, Patchwork Protectionism: Tr:trdcl'l".mdf.l ﬂll:; ;{;’]’I
States, Japan, and West Germany (Ithaca; Corell Universicy Press, 1990).
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larly noteworthy thae che three major trading powers—rthe United
States, Western Eurape, and Japan—became convinced that the polit-
ical costs of lowering certain trade barriers in response to demands
from one or another major power had become unaceeptable, These
several obstacles to furcher trade liberalization reached a crisis point
at the November 1999 meeting of the WTO in Seartle,

THe DEnarTe oveEr Frre TraDE

The liberal doctrine of free rrade is based on the principles of the
market system formulated by classical economists, Adam Smuth and
David Ricardo argued thar removing the impedimenes co the free
movement of goods would permir national specialization and facili-
rate optimal utilization of the world’s scarce resources. Trade liberal-
zauon would lead to efficient trade pacterns determined by the princi-
ple of comparative advantage; thar is, by relative factor prices {of
land, capital, and labor). Adoption of the principle of comparative
advantage or comparative cost would ensure that a country would
achieve greater economic welfare through participation in foreign
trade than through trade protection. Underlying this liberal commit-
ment to free trade is the belief thar the purpose of economic activity
5 to benefit the consumer and maximize plobal wealth, Free trade
also maximizes consumer choice, reduces prices, and facilitates effi-
cient use of the world's scarce resources, From this perspective, the
primary purpose of exports is to pay for imports rather than to en-
hance the power of the state.

According to its advocates, trade liberalization produces a number
of specific benefits. In the first place, trade liberalization increases
competition in domestic markers, and thereby undermines anticom-
petitive practices, lowers prices, increases consumer choice, and in-
creases natonal efficiency. In addidon, free trade increases borh na-
tional and global wealth by enabling countries to specialize and to
export those goods and services in which they have a comparative
advantage while importing those goods and services in which they
fack comparative advantage. Free rrade also encourages the interna-
tional spread of technology and know-how around the globe and thus
provides developing cconomies with the opportunity to catch up in
income and productivity with more advanced economies. Last, but
not least, free trade and the international cooperation that it encails
increase the prospects of world peace.

Ever since Adam Smith’s attack on mercantilism in The Wealth of
Nations (1776), economists have rejected trade protection because of
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scrongly criticizing trade barriers.* For example, a study by_(}ary
Clyde Hufbauer and Kimberly Ann Elliot, published in 1994, in the
context of the bitter controversy over the ratification of the North
American Free Trade Agreement (NAFTA), found that past protec-
tion of twenry-one American industries had acrually saved few jobs
and that the cost to consumers had been approximately $170,QOO per
job saved! The equivalent figure for Japan is 5.6901,00‘0. While one
may quarrel with the precision of these figures, it is mr.hsput:ghlc that
rrade protection constitutes a heavy burden on an cconomy,”

Trade protection also has a negarive impact on income distribution.
A tariff or other restrictive measure creates economic or monopoly
rents and shifts income from consumers and nonprotected sectors to
the protected secrors of the economy. American rcstrictio:.ls in the late
1980s on the tmportation of flac panels and memory chips for com-
puters provide an excellent example of the cost to :\mcrican consum-
ers and the harm done to other industries by protection of one partic-
ular industry. Tn this éxample, import restrictions raised costs for
American computer makers and thus made them less competitive; ce-
strictions on importation of flac panels led Apple Computer to shift
production of its then popular Powerbook computer overseas. Para-
doxically, some types of import protection can even shift income from
domestic consumers and producers to foreign producers. A notable
example was the imposition of voluntary export restraints on Japa-
nese automehile imports into the United States in the early '19895.
This action proved very advantageous for the Japanese autur_’noblle
industry ar the same time that it decreased the competitive stimulus
to the American automobile induscry. Finally, one of the most serious
dangers of trade restrictions is that they tend to protect declining non-
competitive industries. _ o

The one important exception to economists’ universal bcllcf.m the
superiority of free trade over trade protection is the protection of
infant industries.' Many economists, [ believe, accept the argument
first set forth by Alexander Hamilron that nourishing infant industries

* Adam Smith, An Tnquiry into the Nature and Causes of the Wealth vf Nations
(New Yark: Madern Library, 1937 [1776]). o .

" Gary Clyde Hufbauer and Kimberly Ann Elliot, Costs of Protection in the United
States (Washington, D.C.: Institute for Internacional Economics, 1994, .

* Another alternative to free trade is the imposirtion of an optimum l:.:mff. Und_cr
€eTtaIn circumstances, & large country can impose a trade barrier that improves its
terms of trade to the disadvantage of its trading parmers. However, th'e_gams will
probably be too small to warrant the risk to the trading systern and political conse-
quences.
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e el i e CPTUIG Caddulae Lot frade pratecoon. An mtang
indusery is one that, if protected from international competition, will
become sufficiently strong and competitive to enable it ro survive
when protection is eventually removed. A major problem with infant-
industry protection, however, is that protection too frequently be-
comes permanent. Another important problem is that no theoretical
or other means exists to determine whether or not a particular infane
indusery, if protected, could eventually achieve a competitive position
in world markets. Only a trial-and-error process can determine the
long-term competitiveness of a protected industry. Nevertheless, as [
pointed out in chapter seven, most successes attributed to industrial
policy and strategic trade policy are really examples of successful in-
fant-industry protection.

From ecighteenth-century mercantilists to present-day protection-
ists, advocates of trade protection have desired to achieve certain po-
litical, economic, and ather objectives more than the economic hene-
fits for the entire society of frec trade. However, the specific objectives
sought by protectionists have varied over time and space. Economic
nationalists regard trade protection as a tool of state creation and
statecraft; for example, a trade surplus is considered beneficial for
national security. Many representatives of less developed countries
believe that trade with industrialized countries is a form of imperial-
s they fear that free trade benefits only the developed economy
and leads to dependence of the less developed countries on the devel-
oped ones. Opponents of free trade in developing economies also in-
clude advocates of the “developmental state” who believe that the
state rather than free markets should have the principal role in the
process of economic development. In developed economies, propo-
nents of trade protection reject free trade and other forms of global-
ization as threats to jobs, wages, and domestic social welfare; orga-
nized labor in industrialized countries increasingly advocates
protection against imports from low-wage economies with inade-
quate labor standards. In recent decades, more and more environmen-
talists have denounced trade as a threat to the environment. Many
liberals {in the American sense of the word) have come to believe that
trade violates human rights and encourages child labor. Unfortu-
nately, the forces in developed countries that are opposed to frec
trade, especially in the United States, gained considerable momentum
in the 1990s.

The most systematic cconomic rationale for economic nationalism
and trade protection was provided by Friedrich List, a German who
fled to the United States in the middle of the nineteenth century to
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avold poelinedl persecation. strongly intlueneed by Ajexaider H;lm.i'l_—
ron’s protectionist ideas, List argued in his National Svstem of Politi-
atl Economy (1841) that every industrial nation has purgued and
should pursue prorectionist policies in order to safeguard its infant
industries.” List maintained thar once their industries were strong
enough to withstand international competition, these countries low-
ered their trade barriers, proclaimed the virtues of free trade, and
then sought to get other countries to lower their barriers, Free trade,
List believed, was the policv of the strong. If one were to translate
List’s ideas into modern parlance, one would say that every succcssful
industrial power at snme point in its history has carried our an activ-
ist industrial policy.™ .

At the beginning of the rwentv-Arst century, many rradlc protection-
ists advocate promotion through national industrial policies of I:Ilgl:l‘
tech and certain other favored sectors in order to build the nation’s
industrial strength and increase its competitiveness. They believe th-.?t
the state should guide and shape the overall industrial and TCCI‘IH()I(?gl-
cal structure of the society through trade protection, industrial pnlhlcy,
and other forms of government intervention. In addition ro such lugh
tech industries as computers and electronics, economiv natipmlms
also favor support for more traditional manufacturing industries s‘uch
as the automohile and other mass-production industrics characterized
by high value-added and high wages. Although n 1ts efforts to catch
up with the West, Japan has conspicuously and aggressively pursued
an industrial policy, industrial policies have also been employed ‘h_v
the United States, Western Europe, and many developing economics
to promote industries believed important for national security and
economic development. .

Economists have strongly disputed the alleged benetits of trade pro-
tection.' Trade protection, they point out. reduces both national and
international economic efficicncy by preventing countries trom ex-
porting those goods and services in which they hayt: a comparative
advantage and from importing those goods and services in w}_uch they
lack comparative advantage. Protection also decreases the incentive
of firms to innovate and thus climb the technological ladder; it also
discourages shifting nationa! resources to their most profitable use.

" Friedrich List, The Neationdl Svstem of Palitical Economy (New Yark: Longmans,

Crreen, 1928 first published in 1841). ‘ . .
" Support for List’s positiun comes from Paul Bairoch, Economics and World His-

tory: Myths and Paradoxes, Chapeer -4, o
" An onrszanding critique of protectionist arguiments for protection is W. Max Cor-
den, Trade Policy and Economic Welfare (Oxford: Clatendan Press, 1974,
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C RO ML LRI GGG trade Darriers cap im-
prove exports temporarily, rhig improvement causes the vilue of the
currency to rise, thys undercutting competitiveness; protectionism can
also increase the cost of nputs, and thar decreases competitivenesg
over the long term, The protectionist argnment thar competition from
low-wage economies lowers wages and ciauses unempioyment in jp.
dustrialized economies is rejected by most econonists; they poine oug
that the principal cause of the cconomic plight of unskilled workers
i the developed cconomies is the rapid technological change caused
by the computer and ¢he infornuttion cconomy, both of which favar
highly skilled warkers, The major consequence of protectionism,
economists argue, is rediscribution of national income from consum-
vrs o protected producer interests, Finally, trade protecrion invires
retaliation from other countries, and this means thac evervone will
lose.

Despite economises® ATRUMENts supparting trade liberalization,
trade protectionism persises, and its advocates roo frequently succeed,
Endogenous rrade theary explains the suceess of protectionispy by
calling attention to the facr that the political process generally favors
special interests desiring protection racher than general consumer in-
terests. Whereas the benefits of free trade diffuse across a society, the
benefits of protection are concentrated in a few groups of producers,
This situation provides motivation for producers to organize in order
to influence public palicy and thus BN protection.” As the Wall
Street Journal has quipped, “The first rule of trade agreements is that
the benefits are widely dispersed, the costs Are very concentrated, and
the losers are very vocal, ™"

TRADE AND THE Leconomy

Not only is the debate aver free trade inconclusive, bur also there are
several misunderstandings regarding what crade does and does not
do, and these misunderstandings haye fueled protectionist thetoric.
They have also contribuged to negative attitudes in the Unired States
and elsewhere about economic globalization and jts alleged conse-
quences for the cconomy,

Y On the political ecanomy of trade, cansult John S. Odell and Thomas D, Willerr,
ods., International Trade Policy: Guins from Exchange between Economics and Politi-
<l Science {Ann Arhor: University of Michigan Dress, 1990y,

Y Wall Stroet Jowrnal, 6 Decernber 1999, A1,
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ing of the twenty-firse century is the idea that a nation’s trade deficir
is due to the “unfair rrade practices™ of a country’s trading partners.
Obviously, some countries do cheat and gain temporary advantage in
trade. Flowever, a chronic trade deficit like the one the United States
experienced during much of the last quarter of the twentieth century
was due to macroeconomic factors and not to cheating by trading
partners. The trade/payments balance of a country is a result of 3
nation’s spending parrerns and is due, in particular, to the difference
between national savings and domestic investment. A country with a
high savings rate relarive to jrs investment rate will have a trade/pay-
ments surplus. On che other hand, a narion with g savings rare that
is low relative to its investment rate will have a trade/payments def;-
cit. The behavior of 4 nation's trading partner does not affect the
former's trade/payments balance, In the 1980s and 1990s, the huge
and persistent trade/payments deficit of the United States was due
primarily to the low rate of American savings. Nevertheless, incor-
rectly blaming Japan for the deficit, in the carly 1990s the Clinton
Administration launched an aggressive atrack on Japan as an unfair
trader.™

Anorther and equally unfortunare misunderstanding is the belicf
that imports from low-wage developing countries are responsible for
Increasing wage inequality in the United Stares and for unemployment
in Western Europe. Most economists agree on the facrs regarding in-
come inequality in the United Stares. Larte in the twentieth century,
income inequality increased significantly. Between the end of Warld
War II and 1973, rapid economic and high productivity growth did
rise income uniformly for Americans of a| income brackets, and
incomes approximately doubled. Between 1973 and the mid-1990s,
however, the pace of income growth slowed and income inequality
increased. Whereas median family income increased 10 percent be-
tween 1973 and 1999, income in the highest bracket (95th percentile)
Erew more than a third while income in the lowest income grouping
(20th percentile} remained virtually unchanged, especially for womnen.
The real carnings of many low-wage and middle-class workers stag-
Nated or experienced only modest gains, while the wealthier 20 per-
cent of American families gained greatly. In brief, after the 1970s, the
standard of living of many American workers grew very slowly, while
Income inequality increased considerably,

" This subject is discussed in Gilpin, The Chalienge of Global Capitafssm, Chapter 8.
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A edepeduinoer ot Antencans, parvcniany organized labor, blame
manu@crured and other imports from low-wage economies for |
come inequality and job insecurity and demand restrictions on inrub
ports. Pmtccripnists like Ross Perot and Patrick Buchanan hn.ve askr:(i
how an Arncricar_l worker carning $20 or more an hour could possi-
biy compete against billions of Chinese, Indians, Indonesians, and
Bangladeshi earning less than $.20 an hour! This unfair competition
from low-wage countries, many proclaim, has been rapidly advancin
up the rechnological ladder so thac it is harming a growing n‘umb-g
of whitc—_cnll-.lr workers; India, for example, has hecome a world-clazr
center of data processing and software development. (J‘Inr)b;lli'mtios
has also increased immigration of workers from poorer cuuntrie; intg
the advanced industrial countries, workers who then “take jobs
away” f{'om local workers. Therefore, many critics of globalization
chargc thac increased trade flows, “run-away” plants of Amc:ric'm
lnl{lflll;ltiollall firms, and immigration are responsible for the dctcri.m
ratng economic plight of more and more workers in the United
States.

Most American economists have disputed these charges and artrib-
uted a.llmost all of the relative decline in the wages of low-skilled
American workers to technological changes within the American
economy itself. Technological advances such as the computer and in-
formatfon economy, they have argued, significantly decreased che de-
mand for low-skilled workers and greatly increased the demand for
skilled, 'cspccially college-educated, warkers. Furrhcrmore. these
¢conomists have noted thar the relatively small trade flows h‘crween
the United States and low-wage economies cannor possihly explain
the roughly 30 percent difference in wages becween skiII.chcr’:Ilc. ¢
educated and unskilled workers in America. Instead, this decfincgin
the wages of low-skilled workers has been due to such technological
dcvclppr‘qcnts as automation, lean production techniques, and com-
puterization.

At the beginning of the twenty-first century, advanced economics
are rapidly shifting from unskilled, blue-collar, labor-intensive indus-
tries to service industries and to greater reliance on skilled labor in
manufacturing as well as in other aspects of cconomic life. This struc-
tural change parallels the shift from agriculture to manufacturing in
the late nineteenth century when, as agriculture became more mecha-
nized, superfluous farm workers migrated from the land to the fac-
rory. In the late 1990s, many of the tasks formerly performed by
unskilled and less skilled workers were being carried out by comput-
ers and auromated processes. The new service- and knowledge-based
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ndusiries require more highiv skilled workers than i che pase, and
chis means that the demand for unskilled workers has declined dra-
matically throughout the American economy. The semiskilled assem-
blv-line worker in Detroit or Cleveland who once commanded 4 high
wage in the automobile and other mass-production industries is in-
deed becoming superfluous in the information cconomy.

British econontst Adrian Wood disagrees with this consensus
amaong economists and points out that competition from low-wage
countries has stimulated labor-saving technological change in the
United States and thereby reduced the demand for low-wage labor.”
Although, viewed from this perspective, some of the effects on wages
attributed to technological changes can be arttributed to rrade compe-
rition from low-wage economics. it is highly doubtful that imports
from low-wage economics are as significant as opponents of global-
ization have claimed. It is certain that trade protection is not a wise
solution to the problems of stagnant wages, income inequality, and
job insccurity. The solution lies in job-training programs and other
programs to aid adjustment to rapidly changing economic and tech-
nological developments.

[n the 1990s the issue of rrade and unemployment became impor-
rant in both Western Europe and the United States. In Europe, a high
rate of long-term or structural unemployment had emerged in the
1970s, particularly in southern Europe, France, and even Germany.
The overall rate of unemplovment in Western Europe in the 1990s
had reached approximately 10 to 12 percent, more than twice thar of
the United States. In some countries the rate climbed over 20 percent!
Not surprisingly, it became almost an article of faith among business,
political, and intellectual leaders that impeorts from low-wage ccono-
mics were responsible for this situation. [n the United States, the issue
became inflamed during the debate over the ratfication of the North
American Free Trade Agreement (NAFTA). Some political leaders,
especially Peror and Buchanan, along with organized labor, pro-
claimed that the ageeement would result in the loss of millions of
American jobs. The Clinton Administration, after considerable vacil-
lation, maintained that the agreement would create “fobs, jobs, jobs.”
Both posttions were wrong.

A country’s unemployment rate is determined principally by its
macroeconomic policies, Through fiscal and monetary policies, the
developed countries in Western Europe and the United States can,

" Adrian Wood, North-Soweth Trade, Employment, and Inequality: Changing For-
funes iy g Skill-Driven World (Oxford: Clarendan Press, 1994).
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well-functioning economy. trade does not decrease or increase unen,.
ployment, While NAFTA has not affected the number of jobs in the
American economy, it has redistributed jobs from one economic sec.
tor or region of the country to others. In Western Europe, the high
rate of unemployment has been a consequence of several factors: .
flexible labor muarkets, overly generous welfare programs that djs-
courage expanded employment, and highly restrictive HLCroeconomie
policies associated with meeting the requirements for nations to join
the European Monerary Union. Domestic factors and not interna-
tional trade have been the major causes of Western Furope's high
level of chronic unemployment. -

Trade, however, does creare losers as well as winners in the . areas
of both wages and employment. Economic sectors in which a nation
POSSUSSES O Wins a compar.ative advantage gain from rrade, while
sectors in which a nation loses comparative advantage suffer. As los-
ers frequently feel the pain maore acutely than winners feel the gain,
both ethical and political reasons make it necessary that [!;ll’i()r}all-pﬂL
icy assist or compensate workers and ochers harmed by rrade liberal-
1zation. In any case, the worst response a nation can make to inevita-
ble shifts in comparative advantage is to close itself off from the
stimulus of trade competition.

REVISIONS 0F CONVENTIONAL Twape Treory

Sinee its development in the early 1930s by Eli Heckscher and Bertil
Ohlin, the factor endowments or factor proportions model has been
accepred as the standard explanation of international trade. The
Heckscher-Ohlin (or H-O) model of comparative costs or advantage
postulates thar a country will specialize in the production and export
of those products in which it has a cost advancage over other coun-
tries. This theory is based on assumptions of constant returns ro scale,
turtversal availability of production technologies, and determination
of a country’s comparative advantage and erade pattern by its factor

endowments.'® This theory implies that;

(1} A country will exporr those products that are intensive in its
abundant factor; that is, a capital-rich country will export capi-
tal-intensive goods.

" This section draws on Ronald Rogowski's highly innovative paper entitled, “How
Economies-of-Scale Trade Affecrs Domestic Politics,." Center for International Rela-
tons, Working Mipers No. 13, May 1997, University of California, Los Angeles.
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2 lrade will benenit the owners of locally abundant factors and
harm owners of the scarce factors. Thus, although all countries
will benefit in absolute terms, there will be important distributive
consequences that will favor either capital or labor in trading
countries (Stopler-Samuelson Theorem).

13) Trade in factors (capital or labor) and trade in goods will have
the same effect and can fully substiture for one another {Mundell
equivalency).

(4) Under certain circumstances, trade in goods will over time equal-

ize the return (wages to labor and profits to capital) for each

factor of production ({Factor-Price Equalization Theorem).

1
1

The basic problem with the H-O model or theory is that actual
trading parrerns frequencly differ from what the theory predicts, A
notable example is found in intraindusery trade among countries with
similar factor endowments, Indeed, most trade among industrialized
countries takes place largely in the same product sectors; for example,
the United States both exports to and imports from other industeial-
ied countries. As a consequence of the efforts by economists to ex-
plaun this and other departures from the H-O theory, the concept
of comparative advantage has been made mcreasingly elastic. Some
vconomises regard actual trade patterns as resulting from many fac-
tors other than natural endowments, factors including historical acci-
dents, governmenr policies, and cumulative causation. Moreover, the
standard H-O theory itself has been modified and ¢xpanded to in-
clude such important factors as human capital (skilled labor), “learn-
ing by doing,” technological innovation, and especially economices of
scale. Revisions have so transformed the original H-O model cthat
some economists now argue that the theory of internacional trade is
not much more than an eclectic enumeration of the many factors that
determine compararive advantage and trade flows.

However, it is very difficult to incorporate these newly recognized
factors into a formal model, and because there is no satisfactory aleer-
native model, economists continue to support the standard H-O the-
ory of trade based on factor endowments. As Richard Caves and
Ronzld Jones have argued, the Heckscher-Ohlin theory, with its em-
phasis on factor endowments, is still largely valid."” Morcover, as
tcanomists argue, national specialization and the benefits of a territo-
rial division of labor remain valid concepts that are of overwhelming

" Richard Caves and Ronald Jones, quated in David B. Yoffie and Benjamin Gomes-
Casseres, International Trade and Competition: Cases and Notes in Strategy and Man-
Agement, 2d ed, (New York: McGraw-Hill, 1994), 8,
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S edeahuil does ot explun or deterntine which country

will produce what, and nation-states wifl always he very reluctant g
leave that decision entirely up to the marker.

Concept of Human Capital

An especially important modification of trade theory followed Was-
sily Leontiefs discovery of the Leontief Paradox.™ Iy hjs research,
Leontief discovered that the United Srates had a comparative advap-
tage in exporting labor-intensive goods, especially agriculeural prog.
ucts and other commodizies, This empirical finding ran covnrer to the
prediction that the Unired States as a capital-rich country would haye
1 comparatve advancage in capital-intensive goods. According 1o the
Stopler-Samuelson theorem, derived from conventional erade theory,
@ country will export goods produced by its most abundane factor of
production and imporr goods made by its least abundant factor, The
paradox or anomaly thyr Leontief found in American CXPOITS was
eventually resolved by introduction of the toncepts of “hyman capi-
tal” and of economies of scale into both trade theory and the neoclas-
sical theory of economic growteh. " Recognition of the importance and
etfect of investment m training, cducation, and know-how in the
United States, and of the resulting increase in rhe skills and productiv-
ity of American workers, explained the Leontief Paradox. While the
idea of human capital considerably enriched and extended our under-
standing of international trade, it did make the original H-O theory
less rigorous O s economists would say, less robust.

Rise of Intraindustry Trade

Since the reconstruction of Western Europe and the frecing of trade
through successive GATT negotiations, most trade has taken place,
contrary to the H-O theory, between countries with similar factor
endowments; most exports of industrialized cconomies go to other
industrialized countries, Such intraindustry trade entails an econo-
my’s exporting and Importing goods in the sanie economic sectors (as
in exportation of one type of automobile and importation of another
type). Interindustry trade, on the other hand, entails exporting and
importing goods in very different economic sectors, such as exporting
manufactured goods and importing raw marerials, Intraindustry trade
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dustry trade has rended to c!mmctcr_ize nor.th-lsnuth ‘tmdc.‘ﬂot\)v c‘;m
this type of trade among advanced industrialized cconomies be cx.
ed?
pl.%l';:tdlllcckschcr—Oh!in model predicts that most trade shoulld t;llkc
place among countries with dissimilar cnduw;m-nt_s and that mfr;.un—i
dustry trade should not even cxist.‘lf compararive j‘.ldv;nclit.igfl. :r\u
rade patterns are determined by hxc.d c;ndowmcmt ;1;: reladve
prices, why should the industrial countries in cffgct he tal 1fng in m.m
another’s laundry™? This anomaly can be c.\'pl;un_cd b!j’ differing na-
tonal tastes, product differentiation, ;md cconomics of sc;tl(:.\:\:hm:.rii
cans, for example, traditionally like big cars, and Lllrt;pcallls.'s:]‘l.g
ones; Americans have tended to possess a comparative ;1dv:11‘1r.§g,n }m.
the former and Europeans in the latter. YCF, there is a markt,r. in the
United States for small European cars and vice versa. Since the um;:l).r-
nce of intraindustry trade was recognized, the Heckschcr-g]f?
model has been applied primarily to rr;u.lc between developed an L:&
developed countries and not to the mtlmmdustlry trade b;\slc_d_on proc
uct differentiation and scale cconomies that is characteristic among
industrial countries, _
Imli—lllgt:c‘\}c:(,mherc another anomaly is encountered. Japan, durm—g
most of the latter half of che twentieth century, I.I"l’lpt'}!'tt‘d a n:nm;k-
ably small share of the manufactured goods chat it consumes. l_Jnh.k‘t:‘
Western European and 1.8, trade, only a small portion of _];1[)&11(.?'...
trade has been intraindustry trade—rthat is, a two-way flow of o 1;:,
within particular industries, For cxa_lmplc, whereas j:l?a.n_ was ttlu.
world’s largest exporter of automobiles for many years, its m'lpmhf
of automobiles and auto parts were negligible. Instead, even in the
1990s, the pattern of Japanese trade t.:ontmucd ro be largely mfem;i
dustry trade; Japan was importing II‘lallFll)' food, fuel, and m“;.nj.]tfi
als and exporting mainly motor vehicles and other manufactu ;
While this unique Japanese trading pattern began ro ch;mge ‘m t L
final years of the twentieth century, it l‘l;l.d long.bccn a ma]‘or source
of cconomic conflict between Japan and its trading partners.

i PG TG G ol norol trade, wiwereas meerin-

Integration of International Trade and Foreign Investment

Another imporcant development in the postwar era.hns }.Jcc.n Fhe 1::
Creasing mreegration of international tlmde and foreign derL‘t z.nvze.in
ment (FDI} by multinational curpnranons‘{l\/INC‘s). Whmb":ldpltt‘ "
the form of portfolio investment became mcr.casmgly mobile fl‘(,r(l‘..'
borders in the late nineteenth century, economists assumed that lﬂtt:.l:
national capital movements were duelto differences among LOIZII‘IEI'I(S
In rates of return and in investment risk. When foreign direct inves
nNa
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hrm of one nationality within anocher cconomy—became an increas-
ingly important feature of the international ¢Conomy, economists as-
sumed that FDL, like portfolio mvestment, was due to differences in
interest rates and chat exports and foreign production were, in es-
sence, perfect substitutes for one another. This acceprance of the
Mundell equivalency continues o pervade economists’ attitudes to-
ward FDI. Recently, a number of economists have begun to rethink
the nature and significance of foreign direct investment and have ap-
plied industrial organization theary to the behavior of multinariona]
tirms and the determination of international trade pacterns.

The increasingly important role of the MNC in the world cconomy
has resulted in a significant movement toward internationalizarion
of both services and industrial production. Organization of service
mdustries and of manufacturing on a regional or global basis has
greacly affected the trading system. A substantial proportion of world
trade now takes place as intrafirm transfers ar prices set by the firms
and as part of global corporare strategies, By the 1990y, this type of
managed crade had become a pronunent feature in the international
economy. In the late 1990s, over 50 percent of American and Japa-
nese teade was intrafirm trade. The resulting trade patrerns frequently
do not conform to conventional tracde theory based on traditional
concepts of comparative advantage.

There is intense disagreement on the implications of FDI's increas-
ing importance for international trade and for the international distri-
bution of wealth and economic activities. Assuming that investment
and its trade effects are just another application of the law of compar-
ative advantage, many if not most cconomists believe that FDI has
only marginal implications for parterns of trade and that ies distribu-
tive effects are primarily domestic. Many noneconomists, however,
believe that FDI and the activities of multinational corporations have
an immense impact on patterns of tneernational trade and on the dis-
tribution of wealth—and, [ shall add-—power. In addition, whereas
most business economists believe that the MNC is above politics and
facilitares the rational organization and utilization of the world’s
rearce resources to everyone's benefit, critics believe thar MNCs pur-
sue their own private interests {and/or those of their home countries)
to the detriment of everyone clse.

From Comparative to Competitive Advantage

Another important intellectual development that has undermined the
H-O theory of international tride is a shife among economists from
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cmphasizing “comparative” o emphnsizir}g “compctir.i\fc“ advan-
rage, especially in high-tech sectors. Intcrna‘tmnal competitiveness and
rade patteras frequently result from arbirrary specialization based
on increasing recurns rather than from efforrs to rake advantage {{{f
fundamental national differences in resources or factor endm\fmcnt.‘
This new thinking about the arbitrary or accidcnta? nature Qf inferna-
rional specialization and cumpetitivcne_ss emphasizes the increasing
importance of technology in determining trade patterns.” The in-
creasing importance of technology and of economies of scalg has be-
come an tmportant factor in corporate and national economic strate-
EIcs. o _
Tt 266, Raymond Vernon's product ¢ycle theory of forcign direct
mvestment incorporated technology into trade theory; hls_ wo.rk fore-
shadowed later writings on the importance of technological innova-
tion for trade and investment patterns.” According to Vernon, Ameri-
can FDI in the 1960s could be explained primarilylas a resule of
America’s competitive advantage in product innovanqq -.m'd of the
desire of American firms to deter or forestall the rise of foreign com-

ITOrS,
pL:{dditimmI influential work on the broad subject of the shiftl from
comparative to competitive advancage has becn_ produced by Michael
Porter, a professor at Harvard University's Business $chonl. Through
his extensive research, Porter has attempred to explain why the ﬁrr.ns
of some countries have been more competitive in specific industrial
sectors than the firms of other countries.” The United States, for ex-
ample, has been very strong in aircraft, while ‘Iapan has had an ad-
vantage in consumer electronics and automobiles, Through his dej
tailed and exrensive empirical studies of the trading patterns of
several countries, Porter found determinants of such patterns, at least
amonyg, industrialized countries. .

The central finding of Porter’s research was that the 1n‘tcrna‘1.cha\r-
Actertstics of a national economy {including what [ have identified as
the national system of political economy) affect the enviconment of

? Krugman, Geography and Trade (Cambridge: MIT Press, 199!}. 7.

! Raberr M. Solow, “Growth Theory," in David Greenaway, M’zch:el Bleaney, and
lan' Stewart, eds., Companion to Contemporary FEconomic T bought (London:
Routledge, 1991}, 407, .

" Raymond Vernon, Sovereignty at Hay (New York: Basic Books, 1971); a:ld Ver-
non, *International Investment and [nternational Trade in the Praduer Cycle,” Quar-
terly Journal of Econorics 80, ne. 2 (May 1966): 190-20.1 )

" Michael E. Porter, The Competitive Advantage of Nations {New York: Free Press,
1990,
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of competitive advantage in certain industries, According o Porter,
several aspects of a national cconomy are particularly important: the
national culture and its influence on the purposc of economic activi-
ties, the status of capital and labor, the nature of cffective demand,
the condition of supporting industries, and the industria] structure of
the economy. These several tactors, Porter argues, determine domestic
competitive conditions, and those conditions in turn influence the in-
rernational competitiveness of particular sectors of the economy,

Using specific industrial sectors as the units of analysis rather thin
the individual firm or the national ceanamy as a whale, Parter Jens-
vostrites that an economy with a competitive advantage in 4 particn-
lir secror invariably has several strong frms in that sector, Intense
domestic competition among these oligopolistic irms confers on them
their strong competitive position in international markets, Thus, for
Porter, the competitive advantage of Japanese firms in automaobiles
and consumer electronics js explained by the supercompeticiveness of
the domestic market. This supercompetition in Japan has been con-
centrated on winning marker share racher than profit maximization,
and is carried out primarily through product nnovation, application
of technology to productive processes, and great attention ro quality
control rather than through the price competition characteristic of
American firms. Intense oligopolistic competition at the domestic
level, Porter concluded, provided a better explanation of the interna-
tional competitiveness of Japanese firms in certain secrors than did
any other factor, certainly more than possible corporate collusion or
government interventionist policies.

As a good economist, Porter eschews the importance of the nation
iself as a factor in internarional competitiveness. However, in fact
Porter is talking about the impartance of differences in national poli-
cies as an explanation of international competitiveness. Although it
was not his intention, Porter actually demonstrates that nattonal gov-
ccnments do play an important role in helping or thwarting the efforts
of firms to create competitive advantage. Government policies can
and do support or hinder the supply-and-demand factors affecting
the success of particular sectors. Furthermore, governments can pro-
tect infant industries from international competition unil they are
strong enough to compete on their own, and they can also foster
technological innovation through support for R & D, assist domestic
firms to gain access to foreign technology, and protect proprietary
knowledge from foreign competitors. In short, a government can take
a long-term perspective and establish policies that foster a favorable
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domesae cavironment for chose sectors most likely to be competitive
in internarional markets.

As he substitutes the term “competitive advantage” for the tradi-
rional emphasis of neoclassical economics on “comparative advan-
tage,” Porter's research strongly supports the idea that advantage in
inteenational trade, at least in high-rech industrics, can be and is cre-
ated by deliberate corporate and national policies. Comparative or
competitive advantage results from deliberate corporate dccisigm and
government policy c¢hoices rather than appearing as a gilt frum
Mother Narure. international campentiveness is indecd increasingly
ased on weelmological developments, learning by doing. and ccono-
mies of scale, then individual firms are ultimately responsible for cre-
anng or failing to creace competitive advantage, bur governments can
and do have an important and even decisive role in promoting their
own natanal firms in international markets.

Mainstream economists have been hesitant to acknowledge the in-
creased importance of such factors as technology and learning by do-
ing 10 the determination of trade patterns,” Nevertheless, the funda-
mental idea that comparatve or competitive advantage is largely
arbitrary and a product of human intervention rather than a fixed
gift of nature is accepred by growing numbers of mainstream econo-
mists.” Introducing the concept of “knowledge capital™ as a determi-
mnt of economic growth and international competitiveness, Gross-
man and Helpman argue that comparative advantage results from
natural endowments supported hy experience.” Moreover, they em-
phasize that nations with a headstart in a particular technology tend

to strengthen their position over time, and that technologically deficit
nations, especially small nations, may find it impossible 1o ever carch
up.” As the idea of path dependence teaches us, productivity increases

* Despite the importance of Michael Poreer's pioncering cmpirical studies, his wleas
Appear to have had almost no impact on the American economics profession, perhaps
because the work is Largely empirical and the findings cannoe he cxpressed in a formal
madel.

" Gene M. Grossman and Flhanan Helpman, “Trade, Innovation, and Growth,™
American Economic Review 80, no, 2 ¢{ Mav [990): $6.

* Gene M. Grossman and Elhanan Helpman, “Comparative Advantage and Long-
Run Ciraowth,™ American Economic Review 0, na. 4 {September 1994): 7963135,

“ Gene M. Grossman and Elhanan Helpman, “Hysteresis in the Trade Pactern,” in
Wilfred J. Fthier, Elhanan Helpman, and |. Peter Neary, eds., Theory, Policy and Dyv-
Aamics i nternationat Trade: Essays in Honor of Romald W. Junes (New York: Cam-
bridge University Press, 1333), 288. The term “hysteresis” is used by economists to
Mean rhat an economic outcome has been determined by historical factors, This is a
rare vancession to the role of histacy in econamic outcomes,
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with cumulative experience and is determined to a considerable de-
sree by the initial pattern of specialization.

These important considerations that “international comparative
advantage in the production of and sale of high-technology goods
£+ - nust be struggled for and earned through superior rcchnoldgical
innovativeness” has significantly intensified what F. M. Scherer has
labeled “international high-technological competition.” The drive
for technological superiority has notably increased the receptivity mé
governments to the “new trade theory.” -

New Trade Theory

The most important and certainly the most controversial development
challenging the conventional theory of international teade is the ®new
trade theory,” more commonly known as “strategic trade theory™
(STT). Therefore, T repear here much of my carlier r:liscussinn of stra-
tegic trade theory, Straregic trade theory is the culmination of earlicr
challenges to conventional crade theory because it Imearporates 1
growing appreciation of imperfect competition, economies of scale,
economies of scope, learning by doing, the importance of R & D
and the role of technological spillovers. STT is significant because it’
challenges the theoretical foundations of the economics profession’s
unequivocal commitment to free trade. In face, STT originated with
th_c development of new analytical rools and growing dissarisfaction
.Wll'h conventional trade theory and its inability o explain the increas-
mg trade problems of the United States, especially with respect ro
Japan in the 1980s.” The application to trade theo}y of novel meth-
ods associated with important theoretical advances in the field of in-
dustrial organization provided the means to develop an alternative to
the H-O model. Mathematical models of imperfect competition and
game theoretic models were first incorporated into trade theory in
the early 1980s by Jumes Brander and Barbara Spencer {1983, two
theorists of industrial organization.” Before | cousider the rtheory,
however, T will discuss oligopolistic competition brictly.

"f F. M. Scherer, Iternational High-Technology Competition (Cam bridge: Harvard
University P'ress, 1992}, 3.
I : . T
_ D('.jwd B. Y;lffle and Benjamin Gomes-Casseres, International Trade and Conipeti-
tion: Cases and Notes in Straregy and Management, Ind od. (New York: MeGraw-
AL 1990 517 {New York: : {cGraw
m .
jl:um:s A. Brander and Barbaca [. Spencer, “International R & D Rivalry and In-
dustrial Straregy,” Review of Feonomic Studics S0 (1983); 707-23.
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Under conditions of perfect competition, strategic behavior is not
possible because the behavior of one or just a few firms cannor sig-
nificantly change market conditions for other firms. However, if unit
costs in cerrain industrics do continue to fall as ourput increases
{economies of scale), the toral output of firms will expand bur the
number af firms will decrease. Economies of scale in an industry
mean that the marker will support only one or just a few large firms;
that is, the industry will become oligopolistic, and the market will
eventually be dominared by a few firms. This would permit the behav-
ior of one firm ro make a difference and to alter the decisions of other
firms. If imperfect ar oligopolistic competition exists, then monopoly
rents or abnormally high profits can exist in that economic sector; the
restltant rents or superprofits could then be caprured by a small num-
ber of Arms ar even by one firm. Individual firms, then, may well
pursue corporate strategies to increase their profits or economic rents.

Oligopolistic firms ¢can and do consciously choose a course of ac-
tion that anticipates the behavior of their competitors. If successful,
such action enables them ro capture a much farger share of the market
than would be the case under conditions of perfect competition. bor
example, oligopalistic firms can and do follow strategies in which
they adjust their own prices and output in order to alter the prices
and ourput of competitor firms. Two of the most important stracegies
used to increase a firm’s long-term domination of an oligopolistic
marker are dumping (selling below cost to drive out competitors in
the product area) and preemptéon {through huge investment in pro-
ductive capacity to deter other entrants into the marker).

Imperfect or oligopolisitc competition is most likely found in cer-
tain high-tech industries characterized by economies of scale and
learning by doing. The sectors most likely to become oligopolistic
include computers, semiconductors, and biotechnology; these tech-
nologies, of course, are identified by most governments as the “com-
manding heights” of the information economy. Many are dual tech-
nologies, because they are very important to both military weaponry
and to economic competitiveness, Many countries consider it essential
for both commercial and security reasons to take actions that will
ensure a strong presence in some or all of these secrors. The impor-
tance of a head start in these industries encourages firms to pursue a
“first-mover” strategy so that cumulative processes and path depen-
dence will strengthen their marker position.

The theory of strategic trade takes the existence of imperfect or
oligopolistic competition one step further and suggests that a govern-
ment can take specific actions to help irs own aligopolistic firms. Gov-
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nalitics (e.g., technological spillovers) and 1o shift profits from foreigy
firms to national firms. Economists have loug appreciated thar 3 na-
ton with sufficient markee power could enacr an optimum tariff and
thereby shift the terms of trade in its favor. By restricting imports and
decreasing the demand for a product, a large economy may be able
to cause the price of the imported good to fa)l. Strategic rrade theory,
however, goes much farther than optimum trade theory in recogniz-
ing the capacity of a nation ro intervene effectively in crade Matters
and thus to gain dispmpnrriunatcly. A government’s decision to Sup-
port a domestic firm's plans to increase irs productive capabilities
(preemption) or even to signal intention to build excess productive
capacity exemplifies a straregic trade policy. Through use of a direct
subsidy ro a firm or outright protection of 1 domestic industry, the
government mighe deter foreign firms from entering a particular in-
dustrial scctor. Since a minimum scale of production is necessary to
achieve efficiency, especially in many high-tech industries, the advan-
tage of being first (“Srst-mover advantage™) encourages a strategy of
preemptive investment.

Strategic trade theory departs from convenrional rrade theory in its
assumption that certain cconomic sectors dre more important than
others for the overall economy and therefore warrant government
support. Manufacturing industrics, for example, are considered more
valuable than service industries because manutacturing has tradition-
ally been characterized by higher rates of productivity growch and
has produced higher profits, higher vitlue-added, and higher wages.
Some economic Sectors, especially such high-rech industries as com-
puters, semiconductors, and information processing, are particularly
important because they generate spillovers and positive externalities
that benefit the entire cconomy. Because a4 pew technology in one
sector may have indirect benefits for firms in another sector, firms
that do extensive research and development are valuable to many oth-
crs. However, because firms may not be able to caprure or appro-
priate the results of their research and development activities, many
will underinvest in these activities. Proponents of strategic trade che-
ory argue that such a marker failure indicates that frms should be
assisted through direct subsidy or import protection, particularly in
high-tech industries, which frequently raise the skill level of the labor
force and thus increase human capital. If, as the proponents of strate-
gic trade believe, such special industries do exist, then free trade is not
optimal, and government intervention in trade matcers can increase
national welfare.
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PostTwaR TRADE REGIME

The post-World War 11 trading system was born &C()Ssﬂl(t:}:g::ii:
American and British negotiators at the Bretton .(:uhm,rs ference
(1944), Reflecting their industrial supremacy, US m_.é,{; l;\lthough ted
free trade and open foreign markets as soon as 5(3551 ‘-de ouh e
British were also committed to the principle o “tree tr"[ljlc]oqs e
extremely concerned over the “dollar shortage,” possi :
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e v kb isstes, Lie eventual compromise agreement to
create the International Trade Organization (ITO) left many issyes
unresolved.

In 1948, the United States and its principal economic partners cre-
ated the General Agreement on Tarriffs and Trade (GATT) to pro-
mote “freer and fairer™ rrade, primarily through negotiated reduc-
tions of formal tariffs, When the I'TO was turned down by the US,
Senate in 1950, the GATT became the world's principal trade organi-
zavton, The GATT is a fixed-rule trading syvstem, and such 3 rule-
hased system is quite different from managed or “results-oriented®
trade that sers quantitarive rargets or outcomes, The GATT wax also
based on the principle of muldlareralism: reade rules were extended
withont discrimination ro all members of the GATT: untlateralism,
bilateralism, and trading blocs were prohibired except in unusual
cases. Another feature of the system was the principle of overall or
sencral reciprocity; that is, crade liberalization and rules were to be
determined by mutual balanced concessions, A system of specific reci-
procity, on the other hand, requires that quite specific rather than
seneral concessions must be made. The GATT also tncarporated pro-
visions for the impartial adjudication of disputes.” Although the prin-
ciples of the GATT trade regime were significantly qualified by escape
clanses and vxceprions, its creation was 1 major accomplishment, and
it has facilitated extremely important reductions in trade barriers,

The GATT proved remarkably suceessful in fostering trade liberal-
lzation and providing a framework for trade discussions. However,
in contrast to the abandaned [TO, its authority and the scope of its
responsibilities were severely limited; it was essentitlly a negotiating
forum rather than a true international organization, and it had no
rule-making authority. Moreaver, it lacked an adequate dispute-
settlement mechanism, and its jurisdiction applied primarily to man-
utactured goods. The GATT did not have authority to deal with
agriculture, services, intellectual property rights, or foreign direct
investment; nor did the GATT have sufficient authority to deal with
customs unions and other preferential trading arrangements. Its
power to resolve trade disputes was also highly circumscribed. Suc-
cessive American Administrations and other governments became in-
creasingly cognizant of the GATTs inherent limitations, and follaw-
mg the Uruguay Round, they incorporated it in 1995 within the
World Trade Organization (WTO), whose responsibilities and au-

Y Lagdish Bhagwari, The World T racding System @t Risk (Princeton: Princeten Uni-
versity Press, 19913,
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thority are much broader and whivfh 15 a full-ﬂcdged irfternfmon}.;t!
organization rather than merely an international secretariat (like the
GATT), | o

The GATT, and later, the WTQ, served the important p()l{tu.fll pur-
pose of facilitating the reduction of trade b-.l_rrlers. The prmuple Ioi.?
comparative advantage indicates that a nation would 1t1crz?ase is
gains by opening its market to foreign gqnds; also, an upcn_ewnor_r;iy
would enjoy lower prices, consumer .chmcc, and greater national effi-
ciency. Nevertheless, because potential losers would strongly oppc:se
lifung trade barriers, proponents of free trade have to confront a rnn.é-
cantilist arritude that believes exports are good and imports are had.
This attitude is revealed when trade agreements are F‘hall’;lcl‘t‘rl?{ed s
“concessions” to a foreipn government. Because of this grcvalent ALTi-
tude, and for other polirical reasons, negotiated reductions of tr;{d'e
barriers based on the principle of reciprocity ffe NECessary. The politi-
cal logic of the GATT/WTO is that because Ilh.t.'fﬂllz.é‘ltlu.n ha.m?s cer-
tain interests thae will inevitably oppose trade liberalization, it is nec-
cssary to liberalize in a coordinated way wah concession for
concession, thus making it easier to defeat protecrionists. Once tradle
barriers have been lowered, a framework of agreements makes it
quite difficule to raise them again, ‘ N

The GATT, despite the limitations of its mandate and its cumber-
some organizational structure, was impmﬁmnt fgr many years in {e
ducing barriers to international trade and in helping to cstabllsh rules
to reduce trade conflict. The GATT provided a rulc-ba_scd_regmr_: of
trade liberalization founded on the principles of nondiscrimination,
unconditional reciprocity, and transparency (for example, use of .fnr~
mal tariffs and publication of trade rcgulations}i as trade relations
constitute a Prisoner’s Dilemma situation, unamhlgum‘ls rules are re-
quired ro forestall conflict.” Trade rules were derer:zl.lnt?d and trade
barriers were reduced through multilateral negotiations among
GATT members. In effect, GATT members agreed to esrablls.h regula-
tions lowering trade barriers and then let markets determine t.r:ulc
patterns; member states pledged not to resort to managed or resuits-
oriented trade that set import quotas for partmuIarh productsl. Under
GATT, markets were opened and new rules csmbhshct‘! by interna-
tional negotiations; agreements were l?ased 0n COMPromise or uncon-
ditional reciprocity rather than on unilateral actions I?y the s.tronghor
by specific reciprocity. GATTs goal was an open multilateralism; that

" Avinash K. Dixit, The Making of Economic Policy: A Transaction-Cost Politics
Perspective {Cambridge: MIT Press, 1996), 124,
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T eSS Gl 08 eXTeniston o) Negotiared trade rujes ro
all members of the GATT withour discrimination, However, candi-
dates for membership did have to Mmeet certin criteriy and agree to
obey its rules. The founders of the GATT wanted a steady progres-
sion toward an open world cconomy, with ng, return to the cycle of
retalfation and counterretaliation that had characterized the 1930s.

The postwar period witnessed a number of agreenents to lower
taritf barriers, A significanr shift in negotiations took place during che
Kennedy Round (1964-1967). Thar Round, initiareq by the United
States as a fesponse to growing concern over the possible trade diver-
sion or discriming tion consequences of the Luropean Economic Com-
munity, substityeed general reciprocity for the prior product-by-prod-
Uet approach to rariff cugs {specific reciprocitv). GATT members
agreed to reduce tariffs on particular producrs by certain percentages
and made trade-offs across economic sectors, The Round resulted in
a reduction of trade barriers on manufactures of approximately 33
percent and in a number of basic reforms, including regul
“dumping” pracrices. I addition, preferentiy] treatment wy
exports from less developed countries (LDCs).

The next major initiative to liberalize trade was the Tokyo Round
(1973-1979), which, afrer years of bitter fighting, proved far more
comprehensive than earlier efforts. It included significant tariff curg
on maosr industrial products, liberalization of agricultural trade, and
reduction of nonrariff barriers. In addition, the industria] countries
pledged to Pay greater attention o LDC demands for special treat-
ment of their expores. However, the mose important task of the
Tokyo Round was o tashion codes of conduct to deal with unfair
trade practices. To this end, the negotiations prohibited export sub-
sidies and eliminaged some discrimination iy public procurement,
However, that Round did not resolve the serious Americun-Europcam
dispute over agriculture, satisfy the LDCs, or stop the noxious prolif-
cration of nontariff barriers that occurred as 3 consequence of the
New Protecrionism that had commenced in the 1970

Nevertheless, trade-liberalizing greements did enable international
trade to grow rapidly. Substantial expansion of trade megny that im-
ports penetrated more deeply and trade became a much more impor-
tnt component in domestic economies. In fact, in some European
Economic Community countries, exports soared, And even the do-
mestic markets of the United States and Japan were internationalized

iation of
Is given to

H European Unian agriculenzal subsidies are 4 pproximartely $324 Petacre in contrase
t0 $34 per acre iy the United Stares. Burlington Free Press, 12 December 1999, 34
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level, the Uruguay Round decreased or eliminated many import quo-
tas and subsidies. The agreement’s twenty-nine separate accords also
reduced trade barriers and for the firse rime extended trade rules to a
number of areas thar included agriculture, rextiles, services, intellec-
tual property rights, and foreign investment. By one estimate, hy the
vear 2002 the agreement should increase world welfare by approxi-
mately $270 billion. While many economists and public officials
praised the agreement, others emphasized the modesty of its pains,
However, the long-term effects of these achievements remain in
doubt. Speaking of the agreement, John Jackson, a leading expert on
trade law, staced that the *devil is in the details.” ™

The Uruguay Round’s most significant accomplishment was the
creation of the Warld Trade Organization (WTO). In doing this, the
Round took an important step toward completion of the framework
of internarional insticutions that had originally been praposed ar Bret-
ton Woods (1944). Although the WTO incorporated the GATT along
wirth many of it rules and practices, the legal mandate and insticu-
tonal structure of the WTO were designed to enable it ro play a
much more important role than the GA'TT had played in governance
ot mternational commerce. The WTO has more extensive and more
binding rules. Moreover, the WTO has, in effect, the primary respon-
sibility to facilitate international econemic cooperation in trade liber-
alization and to fill in the many details omitted in the 22,000-page
Urnguay Treaty. Thar Agreement establishing the W10 expanded
and entrenched the GATT principle that trade should be governed by
multilateral rules rather than by unilateral actions or bilateral negoti-
ations.

The World Trade Organization (WTO) is, in essence, an American
creation. The WTO's predecessor, the General Agreement on Tariffs
and Trade (GATT) had served well America's fading mass-production
economy, but it did not serve the emerging economy equally well. As
a consequence of economic and technological developments prior to

* The sheer magnitude of the agreement is extranrdinary. As John Jackson has com-
mented, the Urugnay Round negotiations were undoubtedly the most exrensive ever
carried out by any international organization. The agreement coneained 22,000 pages
and weighed 385 pounds! Altheugh the agreement did not achieve many of the objec-
tives sought by the United States, which had proposed the nepntiations, it was an
impressive achievement nevertheless. See John H. Juckson, in Peter 8, Kenen, od., Man-
aging the World Econanry: Fifty Years After fivetton Waods (Washington, D.C.: Insti-
wite for [nternational Economics, 1994), 132,
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the Reagan Administration, the United States had become an incrc-:ls-
ingly service-oriented and high-tech economy. Thcrefore,hu} a major
effort to reduce trade barriers, the Uruguay Round was initiated by
rhe Reagan Administration and later was supported by the Bu_sh Ad-
ministration and, after much vacillation, by the Clinton Administra-
tion as well, ‘

Although the WT'O was not given as extensive rule-making author-
ity as some desired, it does have much meore authority than the
GATT. The GATT dispute-settlement mechanism was incorporated
in the WTO, reformed, and greatly strengthened by elimination of
such basic flaws as long delays in the proceedings of dispute Qaflels,
the ability of disputants ro block proceedings, and the frequent tu:llurc
of members to implement decisions. The agreement also established
a new appellate body to oversee the work of the dispure panels. Most
importantly—and controversially—the WTO was empowered to levy
fines on countrics that refused to accept & decision of the dispure
panel. o

The institutional structure of the trade regime also changed signih-
cantly. Whereas the GATT had been a trade accord supported by a
secrc;atri;lt, the WT'O is a membership organization that increases the
legal coherence among its wide-ranging rights and ot*_)lignti‘m}s ;u}d
establishes a permanent forum for negortiations. Biennm_i m‘nusmnal
meetings should increase political guidance to the nstirution. The
Uruguay Round alse created a trade-policy-review mechanism to
monitor member countries. With over 130 members, however, the
WTO's ability to carry out irs assigned responsibilities is subject to
doubr. ‘

Despite the impressive achievements of the Uruguay Round in re-
ducing trade barriers, many vexing issues were left unresolved. T_'rndc
in certain areas such as agriculture, textiles, and shipping continues
to be highly protected. The failure to reduce tariffs on agriculture and
textiles was and conrinues to be especially vexing because lower tar-
iffs would greatly benefit LDCs. Trade barriers are st.ill high in most
developing countries, especially with respect 1o services, and devel-
oped countrics continue to restrict imports of automobiles, stce‘I, tex-
tiles, consumer electronics, and agriculrural produc.?ts. Cn.mplenon of
the Uruguay Round’s so-called “built-in” agend_:l is crucial, ‘and the
many issues unresolved at the close of the negotiations remain prob-
lemartic at this writing. In addition, since the end of the Urnguay
Round, a number of new and extremely difficult issues h;w.c surfaced,
including labor standards, the environment, and human rights. Even
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more ominous, American public opinion has become mare skeptical
of the costs and benefirs of trade, and by the late 1990s the W7 0
and trade liberalization were clearly on the defensive.

NEw THREATS TO an OPEN TRADING SYSTEM

In order to deal with the many issues lefc unresolved in the Uruguay
Round and eliminate the many barriers that continue to restrice free
trade, in 1999 the WTO prepared to launch a Millennium Round of
trade negotiations, The proposed round was very ambitious, and the
following issues werc among the important matters to be considered:

(1) Further reduction of trade barriers on mdustrial products.

(2} Reductions of barriers, particularly high tariffs in loss developed
countries, to trade in services, including information technology,
financial services, and telecommunications.

(3) Reduction of fishing subsidies that promote over-fishing,

(4) Simplification of customs prucedures,

(5} Increasing transparency in government procurement of goods
and services.

(6) Granting duty-free access to ADC markets for the poorest coun-
tries.

(7) Extension of the interim agreement not to impose customs du-
ties on Internet transactions or ¢-commerce.

(8) Paving the way for agreement on foreign investment and compe-
tition policy.”

{9) Reviewing WTQO antidumping and anasubsidy rules to curb
abuse of these otherwise legitimate trade rulcs.

{10) Reviewing prablems in implementing existing {“built-in™) apree-
ments on textiles, intellectual property protection, and invest-
ment rules,

(11) Establishing a forum involving the World Trade Organization,
[nternational Labor Organization, and United Nations Confer-
ence on Trade and Development (UNCTAD), as well as other
organizations to discuss links among trade, economic develop-
ment, and labor questions.

The Millennium Round, where these important and highly contro-
versial trade issues were to be negotiated, was to be launched,in No-
vember 1999 at 2 WTO trade ministers meeting in Seattle, Washing-

¥ The purpose of international competition policy or what Americans call *
trust™ policy is ro set the terms on which global business is conduected.
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anti-

ron. Unfortunately, strong differences among mcmberlg(wcrql‘;lcnts:
especially among the three major economic powers, a I('Ing \.\nt; :}:u;t
mail in the streers, resulted in near .chaos and the co 1p';c. c(!: t;c
conference. Launching of the Millenium Round therefore had to

delayed.

The New Trade Agenda

As the volume of world trade expanded i‘.lld trade p‘cnct.rach‘lmn‘::.:
and more deeply into national societies, it bccmmj 1ncr‘uas[|lt?;‘,lyv(i.1th
ewined with puliteally sensitive matters aned came into u)f1 '[lf}:'-‘dc_
powerful domestic interests, especially in the Unltcii St;lt.f,'-&. ‘ ‘115 de
velopment has produced the “new rrade ;1gc1?dfl.1 wl.llt.];it[}:t[.‘u:.rl:.(.
such highly controversial issues as Llabor sr-.md;udsa‘. 111‘m.1r1 g ‘.1‘“ Of
eavironment, and national sovereignty, Although some Pr()};t}l:’lt,ld ; !
the new trade agenda are unalterably opposed to frcc. Erau. m ".\ 1,{
even outright protectionists—and large parts of American 1(1:‘},.11111:4:;:1
labor provide a prime example of those who want frce‘tra(}:..mu{_ on
their own parochial terms—most -.1dvocatt:§ of one or anot l:r \Vr(j
issues on the new trade agenda want radical changes in lr‘t. WIc
that would, most experts believe, greatly wc‘akcn the r.rqchgl {tgfﬂt
Examination of the new trade agenda and th(.: intense pohnmtht‘o:lnr:lc
versy surrounding various items reveals serious thrcan to :
regime that will be difficult to overcome. .
The issues of “fair” labor standards, hun?an rlghts, an ril o
mental protection center m;linly'nn the question nt'wh;tthc’r‘:h‘t::ith
portant and politcally ﬁcnsiti\fe 15535:& Sh()L:l(vi l:ﬁltcrcg::l th?:&;nc o
onventional trade issues or in a ditferent venue. .
;owerful groups, espectally in the United States.and Weste-rdn EL:‘I)OS::L
believe strongly that these m;ml:er? shnulg bl(.:blir:_;;?;a(:ir;[tlc shl([:u{d v
! ational trade regime, and char trade iberalizatio uld be
]rg:ttecﬁ’::gordinatc to ;ff:hievcmcnt of the particular specific O.b]f_cm:::
of their varying political agendas. On the other hulnd. mn.-.tdcz:: o
mists, governments, and business groups arc strong y.upgoze A
tegrating these issues into international trade negotiati r: ;u i.swes
that, however well intended some groups are, the 11111p0r ..1 ! ‘wjll
of labor standards, human rights, and environmenta prot(.::it:(d ml
be and are being exploited by 01.:tright pr()tt{ctmmsrs..l.n (:«:}(:_i ¢
stalemate generated by these possibly irreconcilable positions lec

1 I Ea aline, The New Politics
* These matters are discussed in [ M. [)cs.tlcr. and Peter 1. Pn!\nt, A (f‘ holiues
af American Trade: Trade, Labor, and the Environment (Washingron, D.C.:
for International Economics, 1993},
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the deteat m 1997 of President Clingon's request for “fase track™ ay-
thority that could have greatly facilitated negotiation of trade agree-
ments,

In the United States, the opposition of environmentalists to the
trade regime had become intense by the late 1990s." This apposition
was inflamed by two controversial decisions of the trade dispute set-
tlement mechanism. The first was a 1991 GATT ruling against the
American ban on importing tuna caught by methods thac killed dal-
phins; the second was another trade ruling in 1998 against an Ameri-
can faw intended to protect sea turtles. The dolphin issue illustrates
the difficulties created when environmental issues and trade matters
inrersect. The case arose from a Mexican accusation thar the Amer;.
can law protecting dolphins discriminated against Mexican fisher-
men. The GATT based its ruling on the established principle that
governments should not discriminate on the basis of the ways in
which a good is produced. This principle had been accepred hecause
such an extension of GA'TT authoriry to cover productive processes
would fuve required it to probe deeply ineo sensitive domestic mat-
ters, and few countries would tolerate such an excension of authority,
Inaddirion, the American law had been poorly drafted and did indeed
diseriminate against Mexican fAshermen. Morcover, the law had been
passed without adequate discussions of the issue with Mexico, A dif-
ferenr approach might have met the desires of both environmentalists
and those who feared that environmental laws would be used as pro-
rectionist devices,

American environmentalist critics of the trade regirne tall into two
major camps, one of which accepts the principle of free trade but
believes that environmental protection should be incorporated into
trade negotiations and be given equal if nor a higher priority than
trace liberalization. This group also belicves that rhe WTO and its
hspute-sertlement mechanism should become more npen ta the pub-
lic. The other and more radical position apposes free trade as a threac
to the environment and rejects the WTO as an instrument of powerful
corporate interests; this latter group agrees with American neoisola-
tionist conservatives that the WTO constitutes an infringement of
American sovereignty. Together, the environmentalists have become
a tormidable force in the political scruggle over rrade,

Although few economists or other advocates of trade liberalization
chalienge the importance of protecting the environment, most have

" Daniel C. Esty, Greening the GATT: Trade, Envircumient, and the Futire (Wash-
ington. D.C.: Institute for International Fconomics, 1994),
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srrongly opposed integration of trade Iibcraliza.rion with envimnn".en—
tal protection. There is great concern that cnwron_mentai regulations
cuuld and would be used to promote trade protection. Many are nlsp
seriously concerned that trade measures designed to protect the envi-
ronment would shift the domain of trade negotiations from products
to industrial processes. Yet, environmentalists are rightly cqnc?rned
because trade negotiations and the rrade regime do give priority to
commercial interests over the environment, and there is indeed reason
to worry that trade negotiations could lead to a duwnwarff h.?rmnnl-
zation of environmental standards. As hoth trade liberalization and
environmental protection are desirable objectives, \‘vnrk toward both
goals musr continue through internacional negoti.ntions. .

The issues initially raised by environmentalists in Seattle are serious
and must be addressed by national governments, Yet, with a few par-
ticularly important exceptions such as global warming and pollution
of the oceans, almost every environmental issue can be most effec-
tively dealt with on a domestic or regional basis, The serious prnb-
lems of nuclear and other hazardous wastes, water contamination, A
pollution, taxic dumps, and carbon dioxide (CQO:) emissions have lit-
tle or nothing 1o do with international trade. One of the most vchc-
ment groups of protesters in Seactle consisted of opponents of logging
and especially of “clear curting.” That problem is prlmfirlly' the result
of high governmenr subsidies to timber companies {as in .'\laska)' ang
10 forest destruction caused by land-hungry farmers and the natlozlai
development strategies in many less developed c_ountries (LDCs).
Even though the primary responsibility for overcutting helongs to na-
tional governments, environmentalists have made the WTO the whlg
ping boy in this macter and many others. Moreover, even when envi-
ronmental issues do relate to international trade (as does happen in
ocean oil spills and in teade in endangered species), the WTO does
not have cither the authority or the power to deal wich such marters.
These pressing matters can be dealt wirh‘ cffcctivcly. in such other
ways as international conventions; this did happcr_l.ln the lnﬁrrna-
tional agreement on safety rules for genetically modified fOOfiS.

The issue of labor standards has become a major impf:-dxrncnt to
trade liberalization, especially in the United States where it has been
raised forcefully by organized labor and, to a lesser extent, by human
rights advocates genuinely concerned over child labor in less de.veI~
oped countries, and in China in particular. Actually, a disproportion-

* Although this agreement was hardly perfect, it permits countries ro bar imporrs of
genetically modified foods. New York Times, 30 January 2000, AL,
17



bers mobilized by the :\mv;rican AFL-(‘318;-1;vu}:0;::c;re:li[¢l:ll;:;1t !310;:1-
Sweeney, rejoiced at the collapse of the meeting. The I‘ntern;rion rl1
Labor Organization (ILO) has established labor standards hu.t mml
advocates of labor standards and opponents of child l'1i)‘or br:l‘mt
that that organization is much too ineffective to deal “;i[h thes .lt‘"VC
sues; moreover, the United Stares and a number of other cnuﬁirils?
have not even ratified all of the ILO's standards. Although some 1cis
vocates of labor standards and of prohibitions against child labor 1(
gcnumgly concerned over the oppressive conditions of labor ‘in iw;rit
countrics, others use the issue as a protectionist device, Suspicion [-}1'1);
:\nwr:qm unions are more interested in keeping LDC exports out -af
the United States than they are in helpimg LDC workers is rci.nf ‘(d
.by the f()!lowing episode: in early 2000, the United St"ll'{.;ﬁ a re:r.riw
increase Cambaodia’s quota of rextiles imported into thc. Ul.li.{tii SEIY:’:U
in cxchangc for the latter’s agreement to improve labor st-md-l-rd:
mdudmg raising wages substantially. Under the agrccmen; ‘C'-ulnb.‘
dian textile workers would have earned $40 per month (c.‘om nr:cE
to $20 per rprmrh for Cambodian university professors). Hm\telvcr
implementation of this agreement was blocked by American unions i

Mpsl' cconomists, businesses, and national gnv;crruncnts also rut
the Idfcal that labor standards and human rights should be 1"nu:0rl L—
mrc!d o trade negotiations. Economists are concerned that confg
eration of labor standards in trade negotiations would undui com- II':
cate tl}e already horrendous rask of achieving agreement {m tr-z:d]-
I1bcr:1h?.ari¢.m and would provide a convenient and effective r-1tiun.1l:
for protectionist measures against low-wage economies. Dc\;clopi.ng
countries have strongly denounced efforts to impose “Western” stan-
dards on them. They have reason to believe that such pro oqal.s ‘1r
motivated by protectionist interests and would be used to rc?lu.cc th.ci:
comparative advantage based on low-wage labor and provision of
only minimum welfare benefits.

The closely related issues of labor standards, human rights, and
child labor are legitimate and need to be addressed. Furrghcrr‘nore
some countries are undoubtedly guilty of “social dumping™; that is,
of competing through denying workers fundamencal rights :m,d dccan
workujlg conditions. However, remedying the problem will be ex-
Fraordmarily difficult. As almost every LDC is strongly opposed to
incorporaring labor standards and human rights into the WTO. the
cffort to do so would be likely to destroy the effectiveness uf‘ the

" Wall Street Journal, 28 February 2000, Al.
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organization. [os parncularly rome thar many ot the protestors at

seattle who denounced the rulings of the WTQ as an infringement of

American sovereignty also advocated that the WTO impose labor and

human rights standards on delinguent LDCs! Needless to say, it will

be difficult indeed to reconcile the positions of those who desire and

those who oppose incorporation of workers’ rights into the trade re-

glme.

Ulumately, the solution to the associated problems of labor stan-
dards, human rights, and child labor must be provided chrough a
combination of education and cconomic development. In peneral,
those conntries with the highest labor and environmental standards
and those that have respeet for human righes are the most developed
countries, countries in which there is grear wealth and a strong and
concerned middle class. In societics with low income per capa,
where parents frequenty need the wages of their children, outside
intervention fike trade sanctions is unlikely to succeed.™ In the shorr
term, the best solution is to exert organized consumer pressure
against those irms and countries that violate decent labor standards,
human vights, and child libor. For example, according to the New
York Times's Thomas Friedman, following the GATT ruling against
the American law banning tuna caughe with vets thar also carch dol-
phins, consumer pressures in the United States forced firms and the
fishermen they deal with to change their practices; soon many brands
carried the fabel “dolphin safe.™ While such a method of dealing
with a problem would fail to satisfy the AFL-CIO and others, there
is some evidence that suggests that this technique has been used suc-
cessfully with cercain 1ssucs.

One of the most disturbing aspects of the new trade agenda is that
the WTQ and orher international economic institurions have come
under heated attack by an unholy alliance of environmentalists and
human rights advoecates, protectionist trade unions, and ultraconser-
vative ncoisolationists. As in the vehement protests surrounding the
WTO’s Novernber 1999 meeting in Seartle and the April 2000 pro-
tests in Washingron, the WTO and other international agencics have
become lightning rods for concerned and frustrated groups around
the globe who want the world to be different from its present unfor-
tunate state. The impossible and contradictory demands of the Seattle
protesters ranged from abolishing the WTO altogether, because it is

¥ Economists such as Jetfrey Sachs and Paul R. Krugman have pointed out chat the
important issue in many LDCs is whether there will be enough jabs.
¥ Thomas Friedman, New York Times, 8 December 1999, A3
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R e ol GGG 01 AenaIn soveragnty, o demands
that iv activelv intervene in the sovereign atfairs of nations to elimi-
turte such destructive practices as farest clear-cutting and pollution of
streams, lakes, and rivers. The Waorld Trade Organization, the Worid
Bank, and the International Monetary Fund have become the symbaols
of globalization for all those groups and individuals who blame glab-
alization for their own and the world’s problems.

International economic institutions have cerrainly made a number
of serious mistakes. The controversia] role of the IMF in the East
Astan financial crisis is o prime example. The World Bank also has
funded many questionable Projects in poor countries, The WTO may
have erred in cerrain of ity decisions. Reforms that will make these
msttutions more accountable and sensitive o noneconomic martters
are required, Yer, the wholesale attack on these mstitutions by the
political left and right s unwarranted. Tt is wrong, for example, o
blame these instirurions for failures to achieve debr relief for poor
countries, to open ADC markets to LOC exports, and to prevent the
environmental damage caused by development projects supported by
the World Bank. The responsibility for these failures lies with na-
tonal governments. Debr relief was thwarted by the refusal of the
rich industrial nations to a ppropriate the funds required to make debr
relief possible, Opening the American marker ro more L.DC goads
has been resisted by labor unions and other powerful interests, Pre-
vention of the environmental damage caused hy large development
projects in less developed countries has seldom been a priority for the
LIYCs themselves. If these and other problems of the global economy
are to be resolved, protesters should direct their attention to the na-
tional governments thar are ultimately responsible.

The argumenr that the WTO violates American sovercignty and
somehow has been imposed on the United Stares is particularly dis-
wmrbing. The WTO was created by a treaty sponsored by President
Reapan, has been endorsed by Presidents Bush and Clinton, and was
ranfied by a two-thirds vote of the United States Senate. Under the
American Constitution, a ratified international treary becomes part of
the law of the land and is incorporated into the definition of Ameri-
can sovereignty. The United States and other members have delegated
to the WTO the responsibility to enforce existing trade agreements.
It is not, as critics charge, a supergovernment thar can legislate new
laws. A dispute panel’s mterpretation of a trade law obviously can
have a significant effect on trade regulations, but the WTO cannot
force a country ro do anything against its will. Moreover, interna-
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tional law permits a nation ro abrogate a treaty if it believes that the
creaty no longcr serves its national incerest.

Disarray Among Major Economic Powers

Although the Seartle street protestors attracted the most atrention ar
the November 1999 WTO meeting, responsibility for the abysmal
failure of thar meeting belongs to the major economic powers, and to
the Clinton Administration in particular. For domestic political rea-
sons, President Clinton tried to force the conference to includc.' the
issue of “labor standards™ on the agenda of future trade Ilcguti;lr{()‘ns.
His irresponsible reference in a newspaper interview to the imposumn
of economic sanctions on countries that did not meet cerrain lab‘or
standards was especially noxious to developing countries, who quite
correctly viewed the President’s motives as protectionist. Another fac-
ror in the breakdown of the negotiations was the inexperience of the
newly appointed WTO Direcror-General Mike Moaore. Sti‘]I other fac-
tors were the lack of adequate preparation for the meeting, lack of
an agreed-upon agenda, rthe unwieldiness of a meeting composed of
135 member-nations, and the “brusque chairmanship™ of Charlene
Barshefsky, head of the U.S. delegation.™ _

The unwillingness of the major economic powers, espccmlly‘ the
United States and the European Union (EU), to contemplate serious
trade liberalization was also critical in the Secartle fiasco. Each mayjor
economic power had a different agenda that conﬂ_icrcd wirh'u'thers
and precluded a successful outcome. High on the Clinton Administra-
tron’s formal agenda were such issues as elimination of Europea_n ag-
ricultural subsidies and protection of inrellectual property rights.
However, at the conference, President Clinton subordinated rhis.: for-
mal agenda to the issue of labor standards. Furthermore, the Clinton
Administration refused to discuss the outrage in Japan and other
countries over the Administration’s extensive and irnpropcf‘use of the
WTO's antidumping provision as a protectionist device.” The A‘d-
ministration also opposed the European Unien's (EU’s) strong desire
to put competition policy on the agenda and instead supported a nar-

" Ms. Barshefsky insisted on chairing the meeting with what many dcleg:tresl charged
was an abrasive and domineering style, Poorer members, for cxam?le. cumplalnetli Fhat
they were excluded from “behind closed doars™ mectings where importane decisions
were made, . _

* Under both GATT and WTO rules, 1 country can impose duties on goods being
dumped on the world market. Borh the United States and Western Europe have grossly
misused this safeguard provision for purely protectionise purposes,
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mformanon technology, aircraft, and agriculture—while demonstrat-
ing little concern for the welfare of American consumers,

At Seattle, both the Japanese and the West Europeans, also for
domestic political reasons, adamantly opposed opening their econo-
mies to agricultural imports. In the EU, protection of agriculture
through large subsidies to farmers is considered essential to the
achievement of European economic and polirical integration. In Ja-
pan, the ruling Libera! Democraric Party, needing the votes of rural
Japanese, opposed opening its marker to mports of rice and other
agricultural imports, The inability of the major cconomic powers to
hind compromises to these fundamenta! difterences dooned the con-
ference to failure. For all three major participants, domestic political
objectives took precedence over rrade liberalization.

The prospects for a major breakthrough in trade negotiations are
not especially promising. Trade barriers in 3 number of important
scctors such as textiles and agriculture may have declined, but only
to a level thac is politically acceprable to powerful constituencies.
Moreaver, both in the United Srates and in Western Eurape, public
opinion has grown increasingly worried about the impact of imports,
especially from low-wage economies, In addition to obstacles to fur-
ther liberalization raised by the industrialized countries, the industri-
alizing countries have also become increasingly disillusioned with
opening their markets. Experience of the East ASLIn econemic crisis
has increased the concerns of many abourt the dangers of opening
their economies,™ Reenergizing the process of trade liberalization will
require strong political leadership,

CONCLUSION

The trade regime was one of the most important achievements of the
latter half of the twentieth century. The eight GATT rounds of trade
negotiations, beginning with the Kennedy Round in the early 1960s,
reduced tariffs in industrialized countries to less thun 4 percent on
average, one-tenth of what they had been in the 1940s; quotas were
reduced, and many subsidies were reduced or eliminated. There are
estimates that lowered trade barriers have put an additional $1000
annually into the pockets of American consumers, The cconomies of
less developed countries have also gained greatly as these countries

* David Woads, “The Seartls Fiasco,” Braudel Papers, No. 24, (S10 Paulo, Brazil:
Bravde! Institute, 2000}, 1.
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have reduced their own trade barriers. Despite intense controversy
over some of its decisions, the WTO dispute mechaaism thus far has
worked well. The number of GATT/WTO members has increased
from twenty-three to one hundred thirty-five, and about thirty addi-
tional states wish to join in 2000. The shift around the world since
the 1980s to more market-oriented economic policies 1s indicated by
all these developments. However, as trade has expanded and pene-
rrated more deeply into domestic economies and the trade agenda has
broadened significantly, trade has come into conflict with powerful
lacal interests and bas thus hecome increasingly controversial. The
clash between the forces of economic globalization and domestic con-
cerns has rriggered a backlash against globalization thar threateus to
undermine the political foundations of the trade regime,



