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EXECUTIVE SUMMARY

As dissatisfsction with the internationsl tradihg system grows in
the United States, the question arises as to how U.5. policy makers
might best pursue improvements in the conditlons of irternational trade
and related trade policy goals. _

Liberal trade, although under atfack, is pow as before beneficial
principally because it ensures that our own productive rescurces are
efficiently deployed, so thet national income and wealth may be pushed
to thelir maximus levels. These benefits are, uuﬁghi whole, available
regardless of the policies of other countries. Raciprocicy can bring
Further benefits, snd i{s for this resson worth pursuing, but its
absence does not invalidate the case for liberal crade.-

" Critics of liberal trade assert that market Imperfections and
distortions invalidate the case for open trade., That argument is
incorrect. Market distortions Lay, however, justify corrective
policies; but those policies should in general be domestic regulatory
and tax/subsidy policies rather than trade policies, because most
market distorcions tend to be domestic in origim, in which case trade
policy creates new distortiona inm the process of correcting existing
ones .

Strategic trade polthky has been sdvocsted when relatively few
firms located in 2 small number of countries compete for world markets.
Recent analysis suggests that under certain Tonditions such policies
can tilc market share in favor of domestic firms and capture the
benefits of terms of trade improvements and economies of scale., The
conditions for success, however, are stringent and the result sensitive
to the assumptions, thus precloding generalizable guidelines and rules
for legislative and administrative conduct.

Domestic macrosconcaic conditions and policles are the major
reason for the sassive deterioration in the U.5. trade balance.
Restrictive trade policies, including those comtained in the bill
passed recently by the House of Representatives and those being
contemplated in the Senate, will do litrle to improve the trade plcture
and may make matters worse. Demand-expanding policies abroad will
help, but not much. There is simply no escaping the need for hettar
balance in domestic macroeconomic policies.

Unfair foreign trading practices, though not the major cause of
our trade deficit, need to be addressed. They include policies and
practices that rescrict access of Americans to overseas markets, export
promotion policies that run counter to comparative advantage, and
intellectual property piracy. The GATT mechanism itgelf needs to be
revised, broadened and strenmgthened.

The policy options for dealing with cur grievances against the
reat of the world include unilateral, bilateral and multilateral
approaches. U. §. practice appears to have been to opt for
non-sultilateral, conditional approaches im areas vhere we face
elements of comparative disadvantage (as in textiles and apparel,
steel, automobiles, machine tools, Sugar, and commodity chips) and to
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rasort to relatively inefficient quantitative remadies (in-~luding
quotas and voluntary export restraint programs).- We comtinue to prass
for mulcilateral solutions within the GATT framework in aress of our
comparative advantage (with services and intellectual property the
major examples).

Unilateral, bilateral and other prefarential srrangessnts tend to - e
be detrimental to the efficient utilization of resources and hence tend

. to harm the national interest. This includes their 'use in trade policy
retaliation, unless they succeed in forcing the target country to
abanden its unfair crading practices. Further, vhen policy action sust
be taken, perhaps for political imperatives, trads policy i{s almost
invariably inferior to & variesty of domestic policies and cends to
Iq:lic: more damage to the economy than is necessary in order to

chieve the given policy objective.

Free tyade areas reprasent a parcicular type of preferenmtial,
diseriminatory policy which carries a high risk of net trade diversion.
Horeover, preference aress focused om the removal of border
reatrictions run the risk rthar domestic support programe will negate
the gains from trade liberalizacion.

Adjustment assistance as an element of trade policy is receiving
reneved attention. Existing programs as well as racent proposals for
revisions are flawed in various ways. Limiting assistance to workers
imperiled by foreign but not domestic competitive challenges makes no
economic sense and cargeting tariffs, asuvctioned gquotas, and user fees
on imports as sources for funding sdjustment sssistance is an
invication for trouble. If & justment assistance is justified, it is
bacause marksat distortions pravent socially desirable redeployments of
productive resources, in which case the initial cause of the
competitive disturbance {s irrelevant. And if ldjﬁltllnt'iil{htnn:t 1-
gocially desirable, then it iz appropriately funded from general
revenue sources which do not sncusber future efforts at trade
liberalization.
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ANMALYSIS OF CONDITIONAL V5. UNCOWDITIONAL

HOST FAVORED NATION STATUS

1. Inttudhc:iﬂn

Public interest in international trade ebbs and flows,
declining when economic growth is strong and surging during periods
of economic distress. It has been on a rising tide in the 1980s,
pushed by the steady and massive deterioration of the U.5. trade
balance and the decline in ;ﬂﬁgltitivnﬂlll brought on by the soaring
i.5. dollar, :

The current interest in trade issues, however, is more than
merely cyclical and therefore bound to survive an improvement in the
overall trade balance. A fundamental reappraisal is underway in
Americs of the international trading system and of the country's
role in it. This reappraisal comes with the decline of America's
hegemonic position 1n:thn world economy and with the rise around the
globe of new En:yt:itntl and of new competitive :halleng:a,!

The broad support once enjoyed by the liberal approach to trade
geems to have weakened, along with confidence in the trading system
and in the =fficacy of the rules and precedures of the General
Agreement on Tariffs and Trade (GATT). Indeed, the principles of
non-discrimination and market orientation, upon which ‘the post-war
system has been based, are under scrutiny. The success aof Japan in

particular, perceived to be due to htl%? govermment directien of
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iuduuttitl development and to protected domestic markaera, has been
most disturbing to Asericans, many of whos have begun fo question

not only free crade bﬁt the market-determined industrial structure

- _of the United Stltlﬂ.l

y Dissatisfaction with the rules of the game derives from the
perception that the playing field of internarional trade {s tilted
against the United States and that other countries are drawing
unwarranted benefirs from unfair trading practices. GATT has come
under mounting fire, partly because its focus appears to be on
manufacturing trade to the exclusion of trade in agriculture and in
gservices and of issues invelving intellectual property rights and
international investment, and parctly because its success in raducing
tariff barriers has been marred by the proliferaction of nom-tariff
restraints to crade.  And, finmlly, a dispuce mettlemsnts process
under GATT that tends to be protracted and inconclusive adds to the
frustration and to the perception of a system thar canmot cope.

Together these grievances provide considerable impetus to the
gearch for new approaches to trade policy. Whereas the post-war
approach has been strongly multilateral in orientation and based
upon the fdea of non-discriminatiom embodied in the unconditional
most-Ffavored-nation principle, some of the alternatives would
abandon non-discrimination in faver of concessions based on
reciprocicy, thereby converting the system ilnto one of multiple
preference areas.

An avowed objective of this appraisal.is to solve the
free=rider probles in international trade by which some countries

benefit frem trade liberalization while protecting their demescic




markets from {mports. But the two approaches are bhased on
fundamentally diff-rtuﬁ principles, with the former accepting the . '
notion that unilateral liberal trade iz beneficial for a country and ' L
- . .tha l:ttar geeing trade liberalizarion as a cost that must be offset
by ceciprocation. ~ |
The tension between the two views is evident in the ongoing

policy debate, snd the drift of U.S. policy toward the tunﬂi:inﬂ;I
spproach {s evident in many recent trade actions and initiatives,
incloding textiles, steel, :gtniﬂhlltl. the Israsl-U.5. free trade
area and ongoing discussions with Canads on bilateral trade
liberalization. B

“The object of this study {s to examine the pature and
implications of condirional ws. unconditional most favored nationm
approaches to trade and trade policy. The basis and justificacion
for u#tlntcr:l free trade ars reviewsd in Section II with a focus on
the sources of welfere gaine gnd losses. Complications due Co
markst imperfections and distortions are comsidered and alternative
policies for dealing with them evaluated. Section III then examines
the major U.5. grievances concerning trade and the trading system,
while Sectiom IV recaps the options available to the United States

in terms of unilateral, plurilateral and multilaceral approaches. & °

brief concluding section follows.

I1. [ THERAL VS. MANAGED TRADE: AN OVERVIEW

The Free Trade Ideal %
R

The ides of free trade 1s impatiently brushed aside hy_qﬂnf\ya
’ ,

*,

",
.

nice in theory but irrelevant in practice. The ability of



unilateral free trade to enhance nftiuntl income and weslth is
either denied ocutright or deemed not to be worth the perceived
;ni::-unliuu they are JEE:at_hy reciprocal liberalization abroad.

The idea of open, non-discriminarory trade, the cornerstone of
pestwar U.5. trade policy, is simplicity iceelf. By offering equal
access to all comperitors, such a system ensures that domestic
resources are put to thelr most effective and producctive uses, so
that national 1ﬁ£un- nd wealth may be maximized. When markets are
open to all competifors. the low-cost producers will temd to
dominate, supplying goods at least cost and thersby enabling
consumers to stretch the pﬁrch:stna power of their incomes. Since
it is the efficient use of domestic rescurces that is at stake, the
attendant welfare gains are independent of how other countries chose
to arrange their economies, although free trade abroad brings
further benefits. The case for unilateral free trade, in other
words, rests simply on its contribution to E;-lutin gllocative
efficiency and its contribucien to overall welfare. Since the
eritics of free trade rarely dispucte this point, tha reasons for
their objecrions must be sought elsewhere.

The traditional case for open trade {s most compelling in the
context of a competitive market econcmy that is free of distortions
and imperfections. Then, market forces automatically bring about
resource deployments whose efficlency cannoc be improved and whose
rearrangement must necessarily make someone worse off.>

It is its assumption of perfect competition that has brought the
free trade paradigm the image of a theoretical nicecy with lictle

relevance to practice and politics. There is no denying that

e
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1mgttfu:t3nut and distortions of the kind found .. many real world
markets cresté major problems, but they do not automatically
invalidate the case for free trade. And where they justify

_government intervention, it is rarely trade intérvention.

Trade Policy When Markets are Imperfect

Sometimen unrtntuﬁ}#nlntc the ideal of perfect competition due
to the presence of private momopoly, econcmies of scale,
externalities, puylic goods and govermment policies themselves.
When that happens, the private and social costs and benefits of
ltﬂnuuic_fctiviciit diverge, so that those activities may cake place
at levels that are not optimal frem society's perspective. FPrivate
costs are the costs that accrue to those who undertake and pay for
an activity, be it production or cousumption, and privece benafits
are likewise the benefits that accrue to those who pay for tﬁt
n:tivitf:;f

fut such sctivities may involve additional costa, such as the
destruction of the environment, which are borne by others; or they
may involve additomal bensfits, such as Chose associaced with
education and resesrch and development, which accrue to others.
Market participants make production and comsumption decisions by
evajuating the costs and benefits that sccrue to them without
reference to the additfonal costs and benefits that may accrus to
others. Consequently, those decisions may gensrate levels of o
production and consumption at which private but mot iuhllc costs and

benefits are equalized. The purpose of govermment intervention in

these instances is to restore the coincidence of private and public
|
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costs and benefits and thereby to bring about levels of production
and consumption that better reflect the underlying public costs and
benefits. ’
.+ Defense and national securicy are often used to juscify
government support of strategic or essential industries. It is an
argument based on distortions associated with a public good.
Products possessing national securicy atctributes provide benefits In
addition to the henefits that accrue to those who pay for them, but
private markets have no way of charging the indirect beneficiaries
for the national security services they receive. Hence, private
markets are lik:lg%én underproduce commodities of this kind. In such
cases, productisi subsidies may be needed to correct the market's
tund:ncy to undersupply such producta.

- Envifugruntal.dna:udatinn is an example of an externmality at
work. Pri&nte producers will tend te overproduce s commodity whose
préduttinn pollutes the enviromment if they urtigut responsible for
envircrmental restoration: the private coata of such an l:tivity
will be less than the secial and more of the product will be
supplied than {s warranted by comparisen of social costs and
benefits. Environmental regularion or a production tax are @eans of
bringing the private and social costs and benefits into better
balance. )

Economies of scale may also distort resource allecation. Too

many firms in an industry may prevent the exploitatiom of dscale

economies and thus generate average prices that are higher than.-- -

necessary. On the other hand, when a single fird captures scale

economies, ‘the monopoly povers chereby provided mav lead it to

-




Pr:vtnt_pu:lutlnlly more efficient producers from entering the I

b w¥;¥§;+ EIhlrn is nothing inherent in private markets that will
sutomatically generate tht':nci:lly optimal number of firms and the
optimal level of industry output. -
Research and development as HliI+lI sanpower traising programs
often vield benefits to society that gu bayond those reaped by the
firms who incur the costs. Buet if firms are limired in their
ability to appropriate éhn h;nlfit& from EFD llpiﬂdiﬁﬂfl; and from '

on~the=job training before competitors copy:theilr products or hi;t

kL]

away their newly-trained workers, they will tend to undersupply R&D

- = -

and juh.trainipg. RED subsidies and public manpower traiﬁing

- programs may then be needed te bring the supply of both to levels

e

mote consistent with underlying benefits and costs. drl

The Basic Policy Rule L . .
R e

The distortions described thus far have ote attribute in

common, namely, that E‘h:y‘ ult‘u essentially domestic in nature. Tht

P . -

broad policy tu;f fn much cases is chat domescic distorcioms arve

beat corrected by domestic rather than trade policy in urﬁlr to .
minimize undesirable side effects. The objective is to ii!
intervention as precisely as possible at the source of the # L
dis:nrtinq:in order to correct it without diutﬁrhiﬁgwiha rest of the

Bysten. If.éﬁit distortion is on the supply aside of a =marker, so

d '\.-\.'N:"".\{

that the given output level dﬁis not properly reflect the underlying
[costs to the economy, then a prﬁﬁuctiun cax or subsidy would work
Eira:tly on output while s tariff Hﬂg}d intruducl & di;turtinn in
consumption by raising the price charged to users relative to the

i . world price. Thus, in the case of trade policy the removal of a o+

b -

!

> -~
-

S g S A T T e i B T '..r..'a-.'.r_"..#_"‘:‘_'ﬂf. e T B S Fgh S T T b A i P o e e b

=




digtortion in production would be achieved at the cost of a new
., %

diitétttan in consumption, a0 that kha net welfare effect of :h:
intarvention may be negative rlt;nt than pa;itivu. '

The national security argument serves as & case in point.
Suppose that some commcdity, which we may assume for simpliciry-to
be traded at & given world pri;a, possesses national ﬂlcntilj;
attributes and that the sconcmically optimal level of ocutput i;cttdn
actual gutput. A production scbsidy as well as gn import cariff
will raise dJomenctic production of the commodicy and seduce imports,
but the tariff raises i{ts price relative tu#thl world prics, vhils
the subsidy does not. CORsequently, American users of the product

pust pay more for it tham their foreigh competitors. If the product

is an importent industrial! imput, used by American exportars as well

as by producers competing with imports, the competitive strength of |
k3

both i3 impaired by thes uriff. but not by the prodoction suhaidjr,r
This sakes the subaidy a superior policy for achieving the original
objective of ralsing domeatic prndu:tinn Eo llmll more consistent
with national synuri:r objectives.

The basic policy rule is clear: Iintervention must be aimed as
directly as possible at the source of the diastercion in order to
gvold the introduction of new di!t;.:rtiunl. When market
imperfections are Jomescic In ovigin, domestle rather chan trade
policies are cthe best remedies. A& production tax or subsidy aimed
at a distortion in pfoduction is ?gpﬂfiﬂr ea a trade accion becawse
it corrects the exfacing discortionm without creating new ones.

iy

S5imilar reasoning makes a consumption tax ot subsidy almed at a2

distortion in consusption a becter remedy than tréde intervention.

Ee
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Inpltmnntlﬁyhn.uf that rule is not alwavs easy, and
k

inappropriate intervention BRY wOTsen rather than improve the +

#ituation. Operarionally, government sust have the abllity te

- . _ddentify the nature of a distortion and then fashion effective

remedies, something thaq’it not easy aven under the best of -
circyngtan:nn. Intervention =iy, for sxample, require producclon
subaffies to be given to ultl.:::t:! firms or industries for reasoris
based on sxternalities, sconcmies of acale, and che like pressnt In
their operation, while others do not need assistance. Im such
circumstances, politicians may find it very difficulc to resisc
pressures to expand the list of beneficiaries, and if they succumb
they increase the likelihood that intervention will compound rather
than reduce market inefficiencies and discortions.

. Sometimes the policy objective is not to improve the allocative
efficiency of the domestic economy, but to correct glaring
inequalities in imcome distribution or to prevent large chamges in

3

that discribution.” The rule for effective policy intervention is

once again simple and straighctforward: domestic tax/subsidy
_unuhinatizn: aTe” 3 more ;ffiﬂient, less destructive means af
achieving such distributive objectives than 'trade policy for reasons
that are analogous to those examined above. The distriburive case
does, however, provide an {mportant i{nsight into the politics of
policy making. Income subsidies, whether to farmers or textile
workers, have the appearance of welfare payments that carry social
stigma in the United Scates 28 well as elsevhere in che

industrialized world. They are disliked by recipients for this

rensuh, uhi:h explains why farmera prefer price supports to income
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subsidies and textile workers tariffs, quotas, and international

fiber arrsngements to income subsidies. Such policies hide the fact

-

that a welfare payment is being made and may thus muster political

support where an nutfi:ht subsidy would not, but thev are alsc more

costly and less efficient from society's point of wiew.

Strategic Trade Policy
But what about industries that are imperfectly competitive not

only domestically but on a global scale, with a small number of

*

large firms cunpttingrin the world sarket? In this environment

government intervention can in theory play a strateglc role In
influencing the global size nfaun industry and the location of that
1ndu;:ry‘s fit-ﬁ.ﬁ By helping Jdomestic firms in their efforts to
capture scale economies, government policy canm make room for
domestic firms by bumping forelgn !1:::; The nri:tfil fpr
successful 1ntirwnﬂ¥1nn are cu-ﬁit: and case-specific and r:quirm";
great deal of policy fine-tuning by the executive and legislative
hfinEHll of government. The ability of democratically elected
governments to carry out such complex industrial and trade ..
strategies is very much in doubt. On the other hand, the fact that

gome countries, notably iupau, are pergeived as successful -

practiticners of such intervention, places pressures on the U.§.

. government to either get into the act or see to it that global rules

of conduct are established for regulating trade in strategic

commodities. We return to this issue below.



"

11

Adjustment Assistance

- A ch:r-céiri-tin feature of traditiomal trade theory iz ics
concern with the implications for nactional welfare of .3;-fii:;vu

. __trade policy regimes. The concern is with the effects of policies
on national income, output, and wealth, leaving conflicts about the
internal distribution of income and wealth to b snlvt#fﬁfil - |
pﬂlitiﬂﬂl.prb:lll; The traditional model further assumes that full
ezployment is assured, either because markets tu:¢tinn efficiently,
with fexible wages and mobile labor, or becauss msacrosconcmic pelicy
brings it about. The real world, however. is uftnﬂ_l}Ttrr different
place, wvhers price and wage rigidities and tinﬁurni {mmebilicy limic
the system's capacity to adjust, especially in the short run. Wages
may be fixed by law (as in the minisem wr-° .case) or by comtract *
and cannot, therefore, be instantsnecusly reduced. Worker mobilicy
may be inhibited by imperfections in capital and housing markets and
in the aﬁcu’iﬂml system, by racial discrimination, as well as lr_r &
host of problems related specifically to job search and retraining. .
Capital is often sector-specific and henmce "mobile” only in the long

run (through depreciation in the declining sector and capital
accumulation in the expanding sector). Land is equally ﬁrnn- to

sector specificity. When resources are sector or job specific,

their remuneration containa elements of economic ;iht which are lost

when they transfer to other utilizacions. A worker's skills, for
-:nnpﬁe. contain sector or job specific elements which are Hﬂéthllil

in other jobs, so that rtlnc;gﬁyn raldes :hf expectation of a loas

in rununetatiun.?
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1Ih-ni congiderations suggest that the adjustment process, i
rather than being smooth 1ﬂdaggr!ttt in rhe sense of the traditicasl
theoratical {deal, ia t-rirtléé'nnd subject to aignificant shorr-rum
-. . _distortions. These distortions, morecver, are likely to occur
broadly throughout the economy and not just in industries subject to
foreign competition. Whan the adjustment process iltself is
distorted, corrective govermment intervention may be nesded. A
weakness of existing adjustment asssistance programs, snd of several
recent proposals for action, is that thay limit assistance to
workers impacted by foreign comperition. This distinction is
arbitrary and illogical, if for ﬁa other reason than the fact that
ldjuntnuntmlﬁtu or out ué trade-related industries inevitably
affects other parts of the -nqnﬂny.ﬂ

The basic ides is simple and straightforward. If markets

funccion efficiently, no assistance i{s needed; if assistance is

-~
L]

granted in such cases, more adjustment will cccur than is
economically optimal. When labor and other markets are distorted.
the effece is to prevent economically desirable adjustment and it
would be the purpose of intervention to smooth the process of
adjustment. Such assistance would be eccnomically desirable
regardless of the origin of the disturbance. Since ad justmedtc is
economically desirable, and chus not just in the interest of chose
who tﬂj;lt, intervantion financed from general goverrmment revanuas
makes -:ﬂu;nic gense. HRecent proposals to tap tariff revenues,

ravenues obtained from auctioning of quotas, or revenues derived

from the imposition of "user fees” on imports are 1ll-advised not

-
.




o

 least bscause they will complicate future efforts to reduce trade
hlttilfl*i
Hh-u.flnturu of production. sre sector specific or “fi:n&" in
«. __other ways, policy intervention sust deal with vested interssts and
sconomic rents. Economic agents develop strong preferences for
particular policy regimes and will resist efforts to change those
regimes. Protection, say, of agriculture raises the domestic prices
of agricultural products and hence the pti;l of Ei;ﬂ; removal of
protection reduces landownérs' wealth and Hili.;t resisted. This .
phenomenon has twe tlplin!él&nl. Firat, I;ﬁnl governmant
tntcrv:ntiﬁg cteates economic rents that will make subsequent policy
change difficult, the rent-creating features of proposed policies
y naf& careful screening. Second, uhnnqﬁhin;ni in policy are made,
4tﬂa.u ihﬁ:. rents ltlliiiﬂ: destroyed need to be given cime and

L3
possibly assistance to adjust in a world of imperfect markets.

The Eriunipin of Hon-Discrimioation

It has been difficult for countries to conduct trade peolicies in
accordance with the non-discrimination principle. From the very
beginning of the post-war era exceptions have bean granted and even
encouraged. Preferential trading arrengements like the Eurcpean
Common Market and the European Free Trade Area, constitute
gignificant violations of the principle of non-discrimination. Thay
were encouraged by the Uniced States in the early years of its
post-war hegemony, when international competition was of liccle
concern to U.5. producgrs and international trade made up but a vary

small part of total U.S. economic activity. The economic losses

S — e o ¢ i o e e el B e R
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such discriminatory trading sreas imposed upon the United States
5“"! casily offset by the gains expected from :Hltli politicel and
social scabilicy i Europs.

The Gemeralized System of Preferences (GSP), which grants less
ﬁuluﬂd nations prefarencial sccess to industriasl country markets,
also viclatas the non-discrimimation principle. ILt, too, was
ingtalled for ressons that seemed to.override the need to protect
the primciple. Once installed, these arrengements creats vested
intsrests and sconomic rents, which in turm build opposition to
change and resistence to efforts to "graduace” countries out of the
GSP as thay advance toward induscrial maturicy.

Exceptions to the principle of men—discrimination were granced
to m.uulmni largely at the request of the United States, which
insisted that agriculturs was & mattar of domestic pelicy and hencs
not subject to negotiation. This position conveniently ignored the
fact that such policiss exerted significant influsnces on world
commodity markats and often required trade interventiom to make thes

work. Today, the United States is embroiled in increasingly

‘acrimopious disputes with the European Comsunity over agricultural

::'ud-'. as both protagonists continue to conduct domestlc policies

. that violate the efficiency criteria discussed above and trade

policies that violate the primciple of nom=digerimination.
The major trading nations of the world seem to be foresaking

the ddea of non-discrimination in trade in favor of various models

b

of managed discriminacion. Reciprocal discrimination has become a

prominent feature of trade rilations in recent years and Il:h.t

preparations for the up-coming GATT round suggest that reciprocicy




will again be importamt. Each country will make concessions to
another countty only to the extent chat they are reciprocated and
such concessions will be available to third countries only om
* .. condition that they are properly reciprocated. The danger of this
B approach is that it diverts trade from low- to high-cost sources and

3
thereby reduces efficiency and welfare.

. Susmary -
This section has considered the major conceptual issues
inherent in th:lcnn::npar.ry debate on trade policy. The essence of
the free trade argument is thar it ensures the efficient utilizatiom
af dnntst£t ;Iiﬂﬂfﬂll. The welfare gains from liberal trade Fulicr
thus arise from the more productive deployment of domestic
rescurces. Reciprocal practices sbroad add further benafits., but
their absence does not invalidate the basic free trade argument.
That is the ideal. It is an ideal because its case 1s most
:n...lzin,1, made in & world of perfectly competitive markats in
ult_l:h thl-pt‘ﬂ'ltn and public costs of economic activities coincide,
g0 that ll;hlt decisions that equalize private costs and banefits
2lso equalize public costs and htﬂt!it:+ ?Ihn real world, on the
other hand, is fmperfect and :ubj::t to distortions that =sy break
the coincidence of private and public costs and benefits. In such
instances, production and consumption based upon private maximizing
behavior FEF‘ no longer be economically optimal. Environmental

degradation, industrial R&D expenditures, national security,

geonomies of scale, and private -nnuﬁnly. all break the concidence
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between private and public costs and benefies. Covernment policies,
from minimos wage regulation to farm pelicy, do the same.

The case fur corrective intervention is resdily made, but
sxperience suggests that governments do not always master the
operational intricacies of such policies, so thar 1n:::vt;t1un
lesves the economy more rather than less distorted.

Much attention has recently focused on “strategic” trade policy
that would capture the welfare gains associated with terms of crade
changes and sconomies of |:-1;1 Those favoring policy activiem
belisve that they have found in stiaregic frade policy the argument
that will dismiss the free trade case once snd for all. They are
i1ikely to be disappointed, however, becausse the exacting criceria
and the cass-specific fins-tuning needed to make such policies
successful, suggest that economic di:tﬂ:tivﬁn dus to the fsilure of
strategic trade policies will displace distortions dus to market
failures as the dominent source of {mperfections. |

Distortions resulting from market as well as policy failure may
afflict the adjustment mechanism itself, thus inhibiting adjustment
Eth may be sconomically worthwhile. TIn such cases, intervention
may indeed be needed, provided that it truly {mproves the situatiom.
The tendancy of existing programs and recent proposals to limit
assistance to those hurt by imports, and of recent proposals to leck
to trade intervention as & source of the revenuss needed to finance "

adjustment assistance, is 1ll-advised.

Lo

-

.
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I11. GRIEVANCES APLENTY

The preceding section examined the logical u;d-rpinning: of

free trade and its alternatives. This section reviews the principal

grievances that are respomsible for the growing dissatisfaction in
the United States with the existing trade regime and with the ~
onconditional most-favored-nation primciple.

Among the major comeerns, especially for U.S5. peliticians, is
Fhi masaive and highly visible deterioration in tha tttﬂlfﬁllsn:l.

Lack of access to fnrii;n -uri?t: is snother complaint; it is blamed

by some for the trade defleic lnd'%r others for the declining
competitive fortunes of 5.5.1-:$nt=tr|. A third grisvance focuses
on foreign production and marketing practices thet create unfair
export trading adventages, whils a fourth keys on institutional and

procedural weaknesses of the sultilateral trading system.

Trade Balance Deterioration

There is broad agreement among analysts that the deterioratiom
in the U.5. trade hul:g;: in the 1980s is mainly a macroeconomic
phencmencn brought abokt by monetary and fiscal policies in the

L4
10 Fiscal expansion created an upsurge in domestic

United States.
demand relative to output, necessitating net imports, while momatary
stringency forced the budger deficit to be financed by debt issue.
The dollar appreciation that accompanied the economic recovery of
the early 1980s damaged the competitiveness of the tradables sector,

hitting both agriculture and manufacturing.
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In & clql-d sconomy, a4 surge in che budget deficit would caise
interest rates so ms to crowd out private domestic demand and
thereby make room for the demand of govermment. In that event,
inCarest sengitive sectors bear the burden of adjustment. In an
open sconomy, on the other hand, interest rates need only rise
encugh to bring in the capital that finances the current aceount
deficic. The real value of the dollar rises, so that the burden of
adjusrment 18 shared by interest-sensitive and exchange-rate
sensicive sectors. ;

There may be broad agreement among analysts that macroeconomic
policies are the major cause of the trade balance deterioration, but
the trade bill passed Fnc:n:ly by the House of Representatives is
curiously silent on this fact, preferring to blame the trade deficit
on the policies of other countries. Yet even the most optimistic
estimates suggest that substantial compliance by Japan with U.5.
trade recommendations would improve our bilateral trade deficic by
$5 to 37 billion, leaving most of it to be removed by other ::lﬂl.ll
TE!;HEHIE bill has lictle to offer that would -u11; the deficit, or
for :h;:‘-:ttar any of the other trade problems faced by the
country, but 1t has much that wvould ispair competitivensas still

further while at the same time provoking our trading pn:tnlrl+li

If macroeconomic ft:thry are the fundamental cause of the trade

defieir, its resolution must be sought at the macroeconcaic 1;111.
And that means repairing the budgetary excesses at the federal level
in the medium term and restructuring the relationship between saving
and investment in the long run. Rather than badgering Japan and

other countries about their saving/investment relations, U.5. policy

PPy N O B YR R—



T il T T el e e e ek Mo B ik -G S TR ST i B T et i e s

wt i. Eg

A makars are well advised to tend te cheilr own garden. The danger

increases daily that American officials, frustrated in the conduct

of sound policies at home, will use legitimate grievances regarding
N Japan's invisible trade barriers as license to b;ﬁllt that councry

on & host of issues that are basically domescic and that we, in our

own case, refuse to negotiate. -

Trade protection will do lictle to help us out of our policy

dilemms. A surcharge on imports from Japan, Taiwan, and Germany,
1 the penslty the House of Repressntatives proposes to mets out for
thair large surpluses, will raise the prices paid by American users
for a ﬂrl:ill:j:' of industrial inpucs and capital mﬂ;, ph:in;t out
producers at a cost ﬁilldtlmt-ln relative to their foreign
competitors. A surcharges aimed at thoss countries will shift suopply ) _,I” : .
sources to othar countries (or iu dosastic producars), ridiriqgtn! - i
trade awvay from low-cost pru&u:lrl+ Discriminatory trade
rastrictions of this type tttépﬁlinr-ilkin: at ics worst. For, ino
the absence of better balance between domsstic aggregate absorption
and output, they will do 1itt1; to reduce our overzll crade dl!;zit: i

. %
thair main effects will be to raise costs and to rearrange our

bilateral deficits among our Erading plrl:nlrl.l'3 !
What about a surcharge against all dutisble imports from all
countries as & means of nffhltt1n| the ntiltl;l effects of
macroeconcmic policies on the trade balance? Such a policy may not
be consistent with U.5. treaty obligations snd other international
commitments, but it would avoid the distorting effects associated

with discriminatory trade restrictions. There is still crade

diversion, but only from foreign to domestic producers; among

:
1
i
_!
{
a
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foreign suppliers the low-cost producers would retain their
¢u-p-£itivl edge in the U.5. market.

Still, the probabilicy Ia high chat such a seasure would fail
to achieve its ;rlnlrf objective of improving éhu trade balance, as
studies by the Congressional Budget Office and others indicate. In
order to improve the trade balance, it must reduce domestic -
sbsorption relative to output, and fnr that purpose it is a most
iﬁlffieiln: and unreliable 1nlﬁfﬂ.lﬂ£.

Although soch a policy would not discriminace among imports, it
is far from evenhanded because it Jdiscriminacss :g;in;; eXpOTLS by
raising the input cosis faced by exporters. For lI?ﬂttIT!,r
therafore, & general Import surcharge makes & bad sictuation worse,
by adding higher input coata to the i-pniruin; of compacitivensss:
brought on by the dollar's lﬁprictltiun. Ipé greaatar balance and
evenhandedness, the flﬂtﬂn?t genarated by the import surcharge uuuiq
have to be used to suhnlhi:n eXpoTLs.

The conclusion is inescapable: inasmuch as America's trade
deficit is the result mainly of macroeconcmic policies, changes In
those policies are the most promising.way of correcting thac

problem.

Closed Foreign Markets lmd'hnflir Foreign Export Practicas
In the opinion of many Americens che decline in E;S- trade

competitiveness has besn brought om by foreign practices that

. restrict our access to overseas markets. The practices in question
i

-]

- '
range from Europe's variable levies on agricultural imports to
Japan's administrative procedurss and technical ltlnqird:+ Access

T

X
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tn the U.5. market may not ba mti.r-lr unencumbered, but it is
pnru_tﬁi I:H-Ehl lu]- by cnlpuhmi.- The evidence strongly suggests
that Americans have a 11:!;1:.1‘!1:- grievance h:‘l"l and that pelicy
makars will have to find ways of dealing with tht_;l:;:rblui Il: is
important to note, however, that there is no evidence that invisible
¥ barriers hlﬂ-lnv::llnd in Jt;ﬂa_m. Bo tht_\'. the deterioratiom in our
bilatéral trade 'bl}.nu:l with Japan l:m::t be explained in this
For the Eng’.éﬁf}:uub the challenge {s to find the proper
means of -i:n.n'u.t;i;k thlxpﬂl'hlﬂ if thllﬁﬂitld States wgre to takas
action, it could do so unilltnlll,;r. or in l::&l‘hhﬂﬁtiﬂﬂ with ones or

more countries, or by rnﬁrtm co Ih‘ltﬂ.ltl'rl.l procedures. The

. actions taken would almost -_:ﬁ_*um;-_tugp: spacific commodities or
a specific country. The unfair trade practices of different
countries would lum- to be treated differently, Il! ‘dnil-_.!-tltli or
bilateral -ppt*ﬂl.ﬂhit to, the Fl‘ﬂhl: are pursued. I.m!‘id, r.5.

- officials have Mm&#rrm; on dialogues not only wﬂ:h Japan {in
the MO5S talks, as well as otherwise), but with wvarious othar
countriss. This places an enormous burden on the resources of the

Ta govermment and _-u“l:lt: that a ﬂltil;tlftl l‘p‘p'rﬂ.ll:h in which _ﬂm
United States sits down with the target countries and with other
hgi:ilnd partiss in order to work out a glmnl. cthat is,
unn-diuri:mlmry solution, might be more :ut-ffnntiu in the
long ruu{

The trLE,t"' is how best to putm.;l .t'[li.i objective of opening

-another country's market? The U.5. could threaten to retaliate by
- :

closing its own markets, hoping that che mere chreat would be I'I.'m'l.l"l'l.

T R S ST T R T B T T T T T T
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to chenge foreign practicea. Such threacs have been ilzsued
repeatedly by congressionsl leaders and administrdtion officiala.
The U.5. could and does negotiate bilaterally. as in the MDSS talks

.wicth Japan. The U.3. could negociate free trade areas with ome or -

: sbre countries, as it did with Israel and is now doing with Canada.
. It could organize negoriacions among "like-minded”™ countries in
* order to establish rules and codes for open crade that go bevond
i what has h;;n achisvable uiﬁbin GATT. These approaches all abandon
the onconditional sost-favorsd-nacion principle in favor of its
conditional alternstive. This sets them apart from mulcilateral
; approaches such as the upcoming GATT round which have the virtue of ' J
. preserving ths non-discrimination principle. . i
Closely related to concerns over sccess to foreign markets are
5 : complaints about unfair advantages forelgn exporters derive from
- production subsidies and from export nrnﬂiti and subsidies, as wall
as complaints abodt foreign dumping end industrial targeting. .
Among proposed remedies have been import curbs on dumped
i?puttu and on products -receiving unwarranted subsidies and credits.
FE} American exporters who must compete In third markets with such

prnduﬁ::, proposed remedies have included matching of foreign

e - R, i

- L]
“mibsidies and credits. In the case of uhnnﬁ exports, that practice

has been adopted by the United Scates in its battle over subsidized )

approaches have been the ever-popular orderly marketing arrangement

and the wvoluntery export restraint program. o 3
Plurilateral and multilateral efforts have also been undertaken

and have met with various degrees of success. The last trade round

L

agricultural exporfs with the European Communicy. Among Eileterai !
i

i

"

k|
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made some prngrus; in the development of a subsidy code, and the
DECD countries were able to agree on some standards limicing export
credits. Much, however, remains to be done, and che success of the
.upcoming round of trade talks will certainly be measured in terms of

i:;“ihilltr to resolve chese problems.

Un}llttrll Hlllﬂtil.

Unilateral measures have £htit promige and their limits. They
work best when the mere threat of retaliation bfings & guick and
watisfactory rnapunép from the offending party. Their tEEtcELthtss
declines rapidly if retaliation must actually take place, because it
trqicnllr riises dobestic cnutn.lﬁ If che recaliation eventually
pays off in opening a foreign market or terminating an unfair export
practice, the gains may justify the costs incurred during che

. dispute. 1If it does not :qs the foreign market remains closed or
Iil\H_éhlﬁﬂnfur export practice continues, exporters of the initielly
disputed commodity will not have been made better off, while other
American producers i:-';ud- worse off. > .
tnilateral approaches.can h; vary costly for another rteason:
they 1&1::1:517 require policy responses to be tallor-made to suit

the offense and the offending country. Inasmuch as a general curb

on imports would unjustly penalize countries with whom we have no

quarrel, the retaliacion must be carefully targeted. When severa
countries are subject to U.5. vetalfation, chat retaliation aay h%v:
to consist of several separate policies, taillored to the cuunndi:f g
and countries involved. But selective import curbs always carry th

risk that a target country will use third country channels to move

. 3
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its goods into the U.5. market. To pravent such circuswentiom, the
U.5. customs service will have to expand surveillance, as it has had
to in the case of textiles. |

The unilsteral approach can quickly overvhelm the rasponsible
ROVeTrTment -anmciu-. as they try to cope with many coentries and
many prndnutiln silitlrll approaches iovelving negotiated ovderly
narketing agreements and voluntary export r:m:tn'-.h only add to the
problem. Casual evidence suggests that this has already hippened at

F "_..

the United States Tride Baprasentative.

Bilateral Approaches

Bilateral negotiations have I':ﬂll to play & major role in U.S.
trade policy and the preferred policy {nstruments have been gquotas
{ag in steel, textiles and sugar, for example) and voluntary export
restraint programs (exemplified by sutomobiles, machine tools and
semiconductors).

The bilateral approach makes good economic sense when a trade
problem is truly bilateral, so that its resclution has ao third
country effects and thus does not concern other countries. Very few
trade problems fall into this category, however, partly bacause the
United States is too large a player and parcly because there cannot
be many truly bilaveral problems in a highly integrated world
eCOnONY . When the United States and Japan renegotiate beef and
sugar quotas, the outcome may be at the expense of Australia. When
the U.5. negotiates global marketing agreements in semiconductors
with one or more countries, the resulting cartellizacion of the

world market affects other producers and consumers, When the United

-,
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States and Canada jolin in & free trade area, third country producers
of & broad range of products are affected by the inevitable trade

. diversion, but they are not consulted. Those are all scts of onfair

* e -compatition by & number of standards. They also tend co

discriminate against third parties within the United States, as we
shall see, |

Bilatersl srrangements exsmplify the drifc of U.5. trade policy
from unconditional, global approaches to discriminatory country and
comsodicp-apecific solutions. They discriminate against third
countrins and against third parties at home. The ilmpatus for
Hl,tﬁ:ﬂ solutions comss from industry ;ﬁupu and their political
Er{(.\nﬂ- and supporters in the i:un;:-u and the burssucracy.
;lni';ii.m are worked out with the minimm of comsultation and
debate, preferably against a tight desdline. Third countriss are
not consulted although their interests may be vitally affected; and
domastic tt;l.rt parcies - consumers, industrial users, etc. = are not
consulted. Indeed, the process is delibarately structured soc as o
axclude third parties, making the arrangements not only ’bﬂ.ttt_ul in
the country-to-gountry sense, but in the industry sense as well.
The nuh:yt Congress U’Mlm press the incusbent sdministration to do
somathing are now~fRquired to make their case in formal legislacive
debate and to subject cheir ideas and proposals to dﬂ'tﬂtﬂ_gﬁmtiﬂ
and ultimately to the vote. With rare exceptions, the :nlﬁti-:m:
generated by these processes df:-tnr: the econowmy; they “uﬁ" joba
&t costs ﬂ'llli;'lll:tnd by large margins the wvages received by

{neushent workers. 18
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It is often ssserted that such sctions are required im order l:n,_’,}
pm:ﬂ.-t eritical industries and squally eritical skills. This |
argument is currently fashionable in the United States in relatiom

_ﬁh:hiutmhulm“;-,mu it is assarted that the

diuprnrmr of ‘the domestic 1Hut=r would deprive ths United
States of ﬂt.‘:;iﬁll skills and kmowledge, the absence of which will
impair cu.pu‘iitigmn in varicus ap=-scale lniu:ﬂih This
srgument may pa-nu soms merit, though that has been Jifficult to
assess and is usually left as a vague, but threstening assartiom.
In cases of merit, howsever, the appropriste policy instrument would
be &nlﬂt.ﬁ: subsidies rather than trldl.inttﬂlﬂtiﬂ; because Che
latter has the unfortunate side-effect of railsing coscs. The
standard response to this argument is that subsidies would mever
pass legislative hurdles which, if correct, pretty much sums up the
prn'l:lﬂ. -

Agriculture as a Bilaceral Issus

ﬁLm- wost bilateral arrangements I._t‘l subject to the
eriticism that they ignors significant &:-';“tit.md foreign third
party ﬂ'hq“. ll:'r:l.l:ultutll trade may ul'f!r unique opportunitiss for
bilataral resolution by the United smi: and the European
Community, not becsuse thers are no thiﬂ party affects but becauss
::'lu bulk of the dispute involves the two partners. Agriculture and
agricultural trede are smong the most distorved secters of the wn;
economy, with highly inefficient “domestic” support proarvens
buttressed snd indeed validated by strongly dimi-wrr trada

policiss. In most countries, including the United States, the

+
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d#ni:e to aid agrieulture has been accomplished with the worst of
policies. Price-based intervention has distorted markscs and
crested huge surplusas of produce, which have had to be purchased
_and stored at public expense, and the sheer budgetary burden of
which has led to global dumping by the EEC and, in reealiation, by
the United States. As price-based pﬂliclu; have raised domsestic
prices, trade restraints have bean required in order to prevent
cheap imports from emasculating domestic policies. Iromically, it
has long been known that income-based policias would achisve the
objectives of preserving the femily farm or maintaining gresnspace
at significantly lower cost.

Given present agricultural programs, however, unilateral
liberalization and reform by either the United States ot tha
Commmity would drive down many world commodity prices and hemca
raise the dislocations caused by ludﬁ_pﬁiiny ragine shifts. Such
would not be tha resulc, wthtl;nltmldhmtd. if ths two
blocks coordinated policy reform and trade liberalization in
:gri:ulnﬁt:. because the affects on world demend and supply
conditions would be partly offsecting. In this cass, therefore, &
first phase of negotistions could usefully be conducted betwaen the
two major pl;]tfn; leaving for & second phase the ioclusion of third

parties in the pruiu+l?

Multilateral Approaches
The cass for -ulnilnt:rnl procedures emerges from the problema
raised by unilateral and bilateral approaches. Global nppr&.:hnu

provide for the proper comsidaration of third party effects; they

L] e
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raduce the administrative burdens and costs that actend bilateral .

_ diplomacy with many mtﬂn'imlﬂn: many products; and to the

sxtent that they sre subject to the unconditional

_mest-fevored-nation prineiple, they minimize the adverse welfares

affects of trade diversiom.

Tha suleilatersl mm:h at least ss formalized in the GATT,

hat been criticized for its i.ll.t“ilhﬂll for tha inadequacy of its

covarags, sad for the implicit weto held by large countriss or
groups of countries. Thess Jre well-taken snd significant
eriticisws that sust be addressed. In the long Tum, however,; the
Unitad lt.:t-g is liksly to find that uﬂj;tlmtm aleng the present
drift sway from the multilatersl, unconditional mrmh-ﬂll. raise
mora problems than it solves. Distortions are being added, not

* resolved; resources are made less mobils and remts are being

created. As M':'I..-unl solutions restrict imports in one set of
products (say, n:tﬂ" md qplﬂl‘.i, {incentives are created for tha
reallocation sbroad of resources into upscals prm:“ with higher
valos-sdded, foreshadowing future trade problems. A “solution” of
our trade 'p!‘thlﬂjll computer chips that facilitates the creation
of & global cartel is a solution that we shall come to n;;:nt.

The list of concerns and danger signals is long indeed. It is
generated by & frenzy of Iﬂ:—i‘v:l.t‘.l;ﬂ. that is not only
sdministratively unsustainable, but that shows few signs of
ﬂ-ﬂhll‘I.ﬂtl and few elements of discipline. Whatever the shortcomings
of sultilateral procedures, :hf_.r-uﬂ:u a country to develop a

coharent nﬁmch to trade policy.
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Some Flaws in Our Complaints

In the discussion thus far it has been assumed that tche

_ trm-ﬂlfﬂt:in; funwm\th“ which so aggravate Americans are

{n fset unfair. This assumption, though in accord with the
contemporary policy debate in the United Scates, may not always ba
warranted. Foreign intervention may in some instances at least be
aimed at imperfections relatsd to mational sscurity or iInfant
industry comsideratiom. Such arguments have bsen employed by the
United States (wost recently im 5!“ case of machine 'i'“l' for
national security ressons) making its difficult to :éuum othar
countries wvhen thay make use of the argument. iﬂm—tﬂutn .
protection, though not always sasy to j':wltltr analytically, is
widely sccepted in trade diplomscy. Hence, a retaliatory resctiom
to such a policy would mot be justifisd. Inassuch as such policiss
are easily sbused, however, improving the global critaria for the
use of infant-industry aod national securicy justifications and
providing for greater surveillance and mors effective phase—out
provisions would certaialy be in ordar.

' The point of the preceding is mot to demy the perception on the
part of Americans that theirs is & more open economy than many,
perhaps most, others, but to observe that we undermine the weight of
our case for open trade and against discriminatory trade practices
as we procesd to inscall trade restrictions on the basis of
justifications that can easily be used against us. AL the end of
that road is nothing but endless disputes over vhose discrimimatory

practices are the worst.
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In a complex world marred by imperfections and distortioms, some
subsidies may be legicimate ﬁtﬁﬂl;:lm- aimed at correcting market
failures. Production subsidies ln:r be legitimate in several
witustions. A country may poasess wﬁii-lts.ﬂ advantage in an
{ndustry, but subsidies may ba needed to overcoms initiasl scale and
infant industry constraints. This may be sspacially relsvant to
today's newly ihdustrializing countries. Alternatively, a country
that does not possass comparative sdvantage, may |1|1r.t perasnantly
to support a given industry becsuse of ulti:lmll sacuricy or
independence considerations. Both types of subsidies must be
distinguished from one that is predatory, designed to force Che
Eﬂlgr-t:l.ttnn to abandom & markst, im ordar to snable the predator to
scquire and exploit momopoly power. Somewhat related is strategic
trade and subsidy policy when marksts are globally imperfesctly
compatitive, snabling & country to exploit scale and terms of trade
effects.

"Legitimate” Subsidies

In tha first two cases, retaliacion would not be appropriate.
1f the sctivist country is subsidizing the development of
comparative advantage, in order to allow its firss to become the
low-cost supplier, that is & legitismare objective and one that is in
the interests of global efficiency. It is also practically the only
way in vhich today's underdeveloped countries can hope to improve
their lot. The United States should accept such developmencs as
proper and inevitable and see ro it that U.5. resources are
redeploved, with government assistance if necessary. Protectionist

intervention would in such cases not improve the loag-run

S
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compatitivensss of U.S. industry and so would have to remain in
place parmamently sven after the .l.tlliﬂlt country removes itas
infanc-industry nhidr' Such a policy thersafore imposes &
"sermanent” budget burden if the countervailing U.S. policy iz &
subsidy or permanently higher input costs if it is a trade sctiom.
From this perspective, U.S5. and Europesn textile policies and the
Multifiber Arrsngement itself are interventions that deny newly
emerging countries their rightful place in the global trading
systes.

1f, on the other hand, a forelgn country has decided to
permanently subsidize an economic sctivity, and if that decision
cannot be reversed by diplomatic end other pressures, the argusent
against retalistion is such the same, in spite of the fact that the
foreign sction is an unfair trade practice. Ratalistery pelicy
would reduce the efficiency of U.5. resourcs deployment and, if it
eakes the form of trade policy, permanently raise aﬁtl relative to
world markets. We may not like the foreign practice; and we should
parsavers in opposimg it, but retaliation merely makes a bad
gitpation worse.

It is sometimes suggested chat strategic industriss are
exceptions to the forsgoing conclusion because the foreign subsidy
may reduce the size of the domestic industry to ecomomically
unsustainable levels. Thare may be merit to such arguments, in which
case however a domestic subsidy is preferable to trade actiom
{unless the industry offars potential cerms of trade gains and scale
affects). The practical difficuley with such policies is thet 1f

they are snnounced, every industry will clais to be of strategic
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intsrest, imposing upon legislatures and goveruments the impossible
task of sorting out the claima.
Predatory Subsidies and Dumping

Predatory forsign economic policies are a different matter.
Although predstory subsidiss (as well as predatory dumping) readily
justify intervention, the nature of the rataliatory response needs
caraful considerstion. If a struggle for the home and world market
davelops and is p;-utru:ud. trade policy that limits foreign access
to the U.S. markat has the disadvastage of raising domestic imput
prices and thereby raising the cost of domestically produced goods,
itcluding exports. The retalistory weapon of choice should then be
a subsidy to the dommstic mm..x

The problem of responding to & foreign production subsidy
illustrates all the contradictions isherent in trade disputes of
this type. If the United States limics imports of the subaidized
product, prices will vise nl-t*.ll,ﬂ to world price. This places
Amsrican usars at a3 compatitive dissdvantage. If the United States
responds instead with its own subsidy, it contributes to & further
expansion of world supply and hence to a further fall in world
price, an outcome that is bound to plesse world comsumers, but
displease third country producers. Strengthening the subsidy cods
and surveillesnce procedures through sultilateral snd unconditiomal
approaches may offer the best hope for coping with this Lssue.

When trade poliey {s unavoidable, it is well-known that variffs

ave superier to gquotas and ur.!ui quantitative restriccions bacause
they yield revenue {which an suctiomed quota would preserve) and are

lass binding over time as demand and supply curves shifc. Tariffs

h-.hw;.m_—““—
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are also more Cransparent than quotas aud voluntary export

restraints.

at Trade

The cass of strategic trade and industrial polizy is in many
respects the most difficult of all, becsuse it provides smalytical .
justiffcation for intervention, while raising major oparaticnal
issuss for policy makers. When an industry is imperfectly
competitive on a global basis, each country's govermment may feel
compelled to intervens becsuse doing so offers an oppertumity to
snhance the home firms" share of the world market. If all
govarnments do so, however, the efforts ave often mutually
cancslling., If, om the other hand, most govermments do not while
others persist, the fres rider problem creates major adventsges for
the latter group of countries., This suggests the seed for some kind
of cods of conduct. WNote that liberalizstion under such
circumstances codts & country the fltlllﬂ banefite of scals and
terms of trade sffects wnless liberalization is coordinated and
reciprocal.

When global markets are dominated by a small mumbar of large
firms, two policy approaches are avallable, oma compatitive, cha
other cooperative. The competitive spproach has sach country
‘pursuing sctivist strategies designed to wrest larger market share
for its firms or at least to prevent other countries from doing so.
The outcome is likely to be soms form of stalemate with reduced
dind. and high budget and rescurce costs. The cooperative approach,
on tha other hand, starts with the propesition that such industries
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are "global”™ rather than nationsl in a significant sense and hence
require global codes and competitive guidelines. Govermments must

find ways of coopersting in the cftu:inn of the competitive

« . _govironment and the enforcement of rules and standards, while

leaving decisions pertaining E the location of firms and plants to
markst participsnts. In many cases, the resulting industry
structure is likely to be quite sultinacional, with multi-country
production and scurcing and, if capital markets are proparly
integrated, with mulcinational ownership. Indeed, if such
entarprises are publicly owned and if ownership is widely
distributed smong countries, the fear that only one country would
SATD tax revenues can ba overcome by mm: that only incomes
ﬂd“mnﬂlhmiﬂﬁﬂhrthmuﬁfﬂ!mi
Failures of the Trading System

| A trading system that leaves major aspects of trads unregulated
m!;d suffers from insdequate -;atnu-rnr. provisions and poorly
functioning dispute settlement procedures faces an erosiom of
confidence in the process and in the idea of non-discrimination. It
ersates bisses that favor those who break the rules and lends
substance to the fear that unfair practices are baing used to
axtract unwarranted advantages from the system. Fairness is, of
course, in the sye of the beholder, but the GATT system has found it
difficult to enforce even the limited oumber of judgments it has
rendered. Unless significant improvemsnts can be made in coverage
and enforcement, further erosion of the unconditional most-favored

nation approach is inevitabla.

™
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Thers arsé, from a member country's perspective, mamy intrinsic

advantages ino a multilaceral process. First, rather than having to

wg deal separstely with, each trading partmer and' sach griavance, 2

s . .process that can be quice costly and that tends to produce

diseriminatory policy responses chat may be quite harmful to
efficient resource utilization, the country can rely upon the
multilateral system and its surveillance Iiﬂlllll.ﬂ to maintain fres
and fair trading praccices. Central enforcement of a set of codes
and standards can reduce significently the costs and inefficiencies
borne by sembers. ‘

_This conclusion is strengthened by the realization that if many
countries engage simultsnecusly in unilateral and bilaceral dispute
management, the coordination problem becomes severe due to the
presence of spillover effects that dsmage imnocent third coumtries.
In such an environment, a country's welfare is affected not caly by
wvhat it manages to achieve in its bilateral trade relations, but by
the dealings of all other countries. Such :- system is most likely to
be inferior to soleilsceral dispute manasgement.

Unfortunately, the dissatisfaction with the GATT system has
progressed far enough to have led some to seek solutions in
precisely such sub-global, discriminstory approaches, in the
mistaken belief that therein 1&: the way to significant welfare
gains. Small countries have sspecially little to gain from such
slternatives. But even the United States runs the danger, if it
succeeds 1::1 establishing the "bilateral™ precedent vhich is bound to
be smulated by u_t!ur countries, that the process will carve up the

trading systems into a sultitude of preferential arrangements made by
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some at the expense of others. This danger is oot averted hf
attaching the caudd.tiuqll most-favored nation {mrhim to bilateral
deals an:h consts that future participants must incur upon
- -.,..-tltlﬂn; mm;"—mu which thay had no hand in forming cdn be so
% high as to preclude sccession. Hence, the :?nditinnll MFN principle
does not preclude a proliferation of sub-global ;rrlngtunnti that
are esgantially trade diverting.

The :nlflniu:t againat the trading system are many and vary
from country te country, but from the U.5. perspective the main
{gsues are the following. The sxclusion from GATT purview of a
broad range of international sctivities, including agriculture,
services, and intellectual property. The exclusion af ;—hrn:d TAnge
of snti-competicive, beggar-thy-neighbor practices, ﬁnlt:&in;
quantitative restraints of variocus sorts on imports and rfuinqgry .

promotion of exports. The weakness of the dispute ssttlement
function of the GATT and the sluggish negotiation process and its
susceptibilicy to the large country veto. )

The GATT's major accomplishment has been the reduction u!.
tariff barriers over the course of several negotiating rounds. But
while tariff reductloms were ynin; negotiated during the last round,
membar countries lnnﬁllltd distortionary and discriminatory
quantitative barriers to trade. As a result, during the period of
the Tokyo round negotiations, the overall degree of protection and
interfersnce with trade may actually have risen rather than fallen.
Certainly, replacing tariffs with quantivative restrictions is a

move toward more disruptive, less efficient, and more costly forms

of proctection.
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This tendency raises wvorrisomé questions abour the future: what
is to prevent countries from installing new and scill more exocic

trade barriers while they negotiate away the old?  Such an outcome

** m.-i8 well within the realm of the possible becauss the next round,

1ike those before it, will not attespt to end discriminatory trade
practices, but rather to negotiate reciprocal reducticms in
diseriminatory trade p-rm:iin-. The approach is not to condemn a ’ :
country for diseriminatory practices but rather to offer it a reward |
for reducing or removing a particular plece of discrimination. A -
very different but not very popular approach would begin by freezing
existing levels of discrimination and then negotiate a gradual .
reduction of di;triﬂiﬂltiﬂﬂ.lg
GATT has tolerated discrimination when it takes the form of
free trade areas and the GSP, for example. But developments 1o
recent years have brought significant ercsion in the HFN principle’s
applicabilicy (often by downgrading unconditicnal MFN into its
conditional relative by which a country will gramc :ah:nnth-r only
those concessions uhi&h it has :lr-ldr.gr:nt;d tﬁ a2 third and for
which the second extends it the necessary degree of runiprﬁ:t:y}.
When non-diserimination is practiced om a broad scale, each
country benefits not only from its direct relations which each other
country, but indirectly from the greater volume and value of overall
trade. As the trading world is carved up into “conditional”™ trading
arrangements, eack country (having already forgotten that liberal

trade is in its self-incerest) comes to see its stake narrowly in

each conditional bargain.




The Adjustment Process: Does It Do The Job? _

The comcarn with trade lssues includes the fear that the pace
of scomomic change, of legitimate economic change, has becoms such
a4 to overwhels the ability of countries to cope, and that the
burden of sdjustment often falls upon the weakest membars of
socisty, those with limired skills and with few alternative
ﬂrpﬂttﬂlitil;. 5

As the discussion of Ett;iqg II stresses, inefficiencies and
distortions in the adjustment pwgun. itself may m::rni:‘nu
corrective intervention. Distortions may be due to information
costs, capital sarket deficiencies, or imperfectioms in housing
markets, in sducation, and the like. They may manifest themsslves
in barriers to entry based in union activities, corporats hiring
policies, or racisl discrimivation. If there is room for
tan-nt, then there is doutbless a role for government. But as
Section II makes clear, existing sdjustment assistance programs.are
seriously flawed, and trade policy and protection are gemerally
inappropriate remedies. Bt:.'ﬁ::l:u:n]. unemployment, whether the result
of m-;ﬂ or domestic competitive pressures, s best addressed
with domestic policles, because trade intervention tends to stifle
and delay adjustment rather than f::il;tltiu; ir, Where assistance .
is deemed desirable, it should be aimed st the distortion and be as
transparent as possible.
o ,
Cheap Foreign Labor

Tt iz often alleged that low foreign wages represent an unfair

trade practice. This allegation has found its way into the 1986
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trada act passed by the House of Representatives. As a ntt:rnl
proposition, this srgument is incorrect, for lower wages paid to
foreign workars sre not an unfair trade practice and will not

“ o dipreass American wages.

First, comparison of nomins]l vages is seaningless and
compariscn of price adjusted wages is not much better. What should
be compared are wages correctsd for productivity. American wﬂuu
garn more than their counterparts in developing countriss bacause
they are batter trained sod educated and because they work with more
and batter capital (both physical and human). Second, evem in
industries where techsologies are similar st home and abroad,
differences in capital/labor endowmsnts and hence in relative mfll:m
prices lasd to differeat capital/labor ;rnpnrn::.uu in production at
homa and sbroad. Mors workers and less capital and skilled labor

-

will tend to be wsed sbroad, reducing labor's value added and

therafore necessitating lowar wages. . ®

Third, slthough the House trade bill suggests that worksrs are
lj‘ltlﬂtiﬁll.lj" sxploited sbroad (by means of slawp and child labor
and by suppression of union sctivitiss), the mers Engzt that wages
tend to ba lower ;htq!d on an sconomy-wide basis, is not evidence of
labor exploitation. Rather, the ralatively large supplies of labor,
often semi-skilled or unskilled, tnds the scarcity of up:’.u]._ and
sgilled labor contribute to an -:umLMdi low productivicy in
developing countries. That is why people are poor im much of thé
world; thai: oroguctivicy is low.

But this also means that the opportunity cost of labor, that

is, the wvage emplovers must pay to draw workers away from chelr




paxt-best alternatives, iz Low hm with advanced
countriss. Iththilm#!m:ltrﬂltthtll'ﬂhﬂﬂmtm
Mrmmmﬂlﬂﬂi activicy, and if workers in expert

* m.dndustries are paid at least their opportunity cost, the compstition
mounted by thoss countries is fair.

Such a sitvation may very well emable firms to sarm attractive
n&iﬁtj,mﬂthr-rrlﬂhblﬂhmmttmww
elsewhare. Thers are meny ways of distributing the gains from
productive enterprises, but thay aresby snd largs a matter of

ol pational choice. It i{s unseemly send incomsistent for the United
mm-mmhﬁwwdnummh
waalth, when we have steadfsstly Hmmﬂﬂ'ﬂ?ﬁnm.

Thess considerations have qmthtﬂh relevence for Amarica’s
[

"trﬁi—w industries. It is gemsrally sccepted, for emmmpls,
that money wages in the U.5. ltuliul-ﬂﬂﬂn for many years
th!.u not only in relatiom to other l_ltllh but relative to the
U.5. manufscturing sverage, while productivity wes rising lesa
___mﬂlrthﬂthlnﬂnmium 19 That is a sure-fire way
to lose =n-g-tu1m-h with ot ﬂ:‘hﬂt internstional trads, as the
steady decline in domsstic stesl demand suggests. In many branches
of the textile and apparel industries, inmmovation, capiral (and
human capital) secusulation, snd RED were underncurished, therefore
reducing prﬂuﬂ:trltr_m and thus limiting the sdvancement of
workers' ium.m
Somatimes the decline in employment in an import-compating
industry is used as evidence to support the "cheap”™ labor argument.

A secular decline in emp_ovment, however, is not necessarily
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svidence of unfair foreiga trade practices; rather, it may simply be
the result of productivity growth. In the lomg run, workers' wages
can grow only as their productivity grows, and productivicy growth

* e gbcurs as & vesult of improvements !.nmhr-u.‘.lhulu.mt
mhﬂmmmtmﬂmmhmmmiMI |
to work with, But productivity growth slso mesms that & given level
of output can be produced by a ssaller mumber of worksrs. This
conflict betwesa the twin results of productivity growth, namely,
that it makes soms worksrs redundsnt while raising the productiviey
and hence thlmlﬂlﬂﬂtifthﬂﬁlr—inﬂlﬂ[ﬂ!mm
confounded workars.

Ouly exceptionally rapid growth inm the demsnd for the product
in question cam offsat the employmest-veduciag effects of
productivity growth. There are sces comsoditiss which have
exparienced such demand growth. Indeed, the American tradition of
mhl:lﬂm”l}uhﬂiﬁﬁﬂﬂﬂﬂﬂﬂ“ﬂﬁ!
scale to drive down umit price ezsmplifies this approach.
Automobiles and consumer applismces are the standard exsmples. But
thhmtmhdmmtnﬂ‘““mﬂ*nlm:hhhlﬂmh
which it has worked ars today challenged by compatition from abroad.
They becase targets because they were producing standardized
commodities with standardized technologies that could be easily
replicated in countries with more sbundant and hence cheaper Labor.

The days may very well be gone when most Amaricsns could count
on spanding their working lives, drawing upon the training and
-duul.:i.n they received as youngsters, holding a relatively narrowly

defined job, and producing a narrowly defined group of products.
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.
dnd the deys sre probably slsc gose when Amaricen busisess could
construct factories specialised in & narrow ramge of products to be
prpduced over long time pericds. Such inflaxibility in labor skills
- - _gid wuch product spacificity of capital are probably s thing of the
 past, becauss scomomic chamge has becoms more rapid and becsuse the
Juhmlun!-ym“-muuu. Companies and plants
will have to be mors flexibls snd sdaptable snd so will workers.
The issue is relstively clear. It is not so much compstitiom
from chesp foraign lsbor that threatens Americsn workers, ss failure
to push productivity growth and to improwe the quality of their
skills. Mors than sver befors, Americsn labor snd ssmagement will
have to rely om flexibility to survive im internatiomal compatiticm.
Inflexible plant snd equipment as well as imflexible work rulss age
bound to create competitive problems. Rather thes raly =pom .
:mmmnﬁnﬂimmlﬂi-rj#nmuhﬂ-!n
extended pertods, msnsgement end lsbor ¥ill have to davelop
flexibilicy snd sdapeability im order to survive. -

1v. OPTIONS FOR U.S. POLICY: & SIMMING UP %

The preceding section has reviewsd the major U.S5. cosplaints
about the internatiomal trading order, an order we created in the
days of our hegemony. That order leaves us more and more
dissatisfied not only because it is sntiquated and imperfect in
sevaral important respects, but becasuse it has fostarsd the
emargence of formidable prading partners.

Tha ﬂi{"ﬂﬁll vary in their specifics, but they carry the

common theme of & lack of fairness that is seen to work against tha

-
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 Unitad States. smericans ses themsalves ss the victims of
aggressive, baggar-thy-neighbor practices sbroad. We contimes to
exprass our belief in a liberal tradinmg order, but suggest that we
-~ . .may be forced into trade policy activism in spite of oursslves.
Bence, the debate about the choices smong multilateral and other

approaches.

The Status of U.5. Trada Policy .

The policy debate proceeds apsce, snd so does policy. The
axscutive branch contimuss to express commitment to the ides of N
14baral trads and hopes that the GATT ssy be improved sad
rejuvenated so as to enjoy dmaries's continued support. This will
require sstisfactory resolution of isewss lmvelvimg agricultural
tt'*.tl‘!_llil‘ﬂﬂ‘lﬁ-p unfair export practicgs,, iatallectual
property, and imvestment-trade linkages.

hmm:m,mmmmﬂmtuwmw
some of its trade objectives in ways that are sither bayond the
immediste purview of GATT or violate the unconditiocmal _
most-favorsd-nation principle. Trade in textiles snd apparel has
mwummu—:&uw-ﬂh-ﬂtnt
bilateral wmlﬂmmmnm programs. Trade ia
i stesl and sutomobiles has baen similarly -n-!ﬂ. Machine tools and
semi-conductors have recemtly joined cha list of crade H!_._ftiﬂ_n wa

prafer to handle cutside the sultilateral, nom-discriminatory

process. In agriculture we have protected sugar, for example, \ii-l

for as long as we faced minimal axport competition, we were comtant
to keep agriculture beyond the reach of the GATT.

e o




The picture that emssrges is sasily characterized. Wa have

.m.'ummnmmlﬂwm

whers we face competitive challenges, to mensge trade cutside the

* ——mitltilstersl {rasework, relying uwpon our. size and scoscmic power to

extract "volmmtary” concessions form our tradimg partmers ot te

imposs quantitstive restraints upom them umilaterally. In areas of

our comparative sdventags, ss in services and tachmological knowhow,
we continue to chempion sultilatersl spprosches and are pushing hard
to place these issues on the sgends of the mext GATT round.

Hence, the question isplicit im the title of this study is

_really whether the Unitsd States should comtimue this prectics? Ome

difficulty with such a strategy is that it gives the U.5. vary

'unhtnmuumwmulﬂtmtmi
Anothar, IM“MM“*M““M.“MI

many of our country- snd comsodity-specific trads measures srs trade
diverting im nature, raise costs to consumers and industrial users
ln;i' thereby tend to reducs living standards and ﬂrl-tiﬂmn.

Among the many options for U.5. trade Htlﬁc,.m sarve the
gesaral interest while others protsct spacific ut;mn. Some
observe the unconditional most-fsvored-nation principle and are thus
free of discriminstion, while others maks discriminatiom the center-
piece. Among ilu:i.-iumr approaches, some ars unilateral while
others vely qu. bilateral diplomacy, but all carry the danger of
trade diveraion.

The casa for the unconditional most-favored natiom approach
rests principslly on its contribution to the efficient utilizatiom

of the nation's own resources. By giving all competitors equal

e mm mma  —CEm — ——— S—— s wa o shn ae




sceass to the U.5. markst such an approach generstes a high degres
of compatition snd maximires ﬂlﬂ“ﬂiﬂlﬂ trade creatiom,

wvhersss conditional most-fawvored natice treatment raises the
~q,p—m1mﬁ-:mﬂ1-uurlmt}mmm
place, leadisg to losses in welfare and competitiveness.

A ferther sdvestags of the uncomditional spproach is that it
puts “reciprocity”™ is its proper place a3 sm objective worth
pursuisg but sot a conditien for liberal trade policy. This
facilitates the conduct of trade policy by simplifying the pelicy
criteria; it also reducss tha cost of trade policy, pertly by
reducing the negotiating sad transactioms costs and partly by
reducing the likelibood that msrvow, prefereatial tradiag
srreagessnts will create costly trade diversiom. It sarves further
to insulate goversments and lsgislatures frem pressure by domsstie
wmﬂuwulm;ummhm
discipline and reducing policy discratica. Indesd, ons of the majer
Willﬁhﬂtﬁmmmmmﬂ
preferential aad discrimimatory trading srrangessats hes beem sn
tn:umtnpllqrhuuutlnﬂrﬂﬂmhﬂhm;
H:lilluwﬁfmiﬂpuqm.

Country-specific quotas and wolumtary axport restraints imposed
on soms countries alse invite circumwention by sxisting suppliers
who, in the case of textiles, have tried to ship addiricmal
gquantities via countries not comstrained by quotas; they also induce
the world's less afficlent producers ¢o emter the U.S. markec by
taking advantage of the policy-induced rise in U.S. prices. This
not only gessrates the familiar costs of trade diversioca, but



provokas costly sdministrative efforts by U.5. Customs and othar
sgencise to stem circeumvention. m-wuﬁumﬂ-mm
Mmerican job saved are oftem se much higher than the wages drawm by

“ . the incenbent workers sad suggests that, if sssisting s special

wmmm:mm*wm—m
would be chesper. They would, of course, also be morTe Cramspareat
nliuum;ﬂl!mltnuuuutm.

It is often said that strategic isdustries are an exception to
the forsgoing. M;mmhﬂimﬁﬂ
-ﬁ-ﬂuﬂﬂmw;tnh-:umuﬂ—u@. The
point wswsally is that the costs of pretsctiomist measures ars
justified by the strategic ends they serve. Noveower, GATY rules
iimit the choices of policy imstrumsats svailable teo the U.5.
m.ﬂﬂﬂuﬁnmm-lﬂ
to isplessnt. Industries prefer quantitstive restraints because of
the greater certainty sttsched to sech a mumber amd becauss of the
fear that forsign suppliers cen wadercut tariffs by lowsring
m“i.‘!l

If en induskry warrants sepport for astiomal sscurity reasoas.
production subsidies are mors afficient, because they achisve the
objsctiva without raisiag price to users. The dissdventage of a VIR
ﬂ-:h;hmllﬂnmltthl’t_iﬂlﬂutﬂﬂnhnumi
ltﬁtwu;!nthnﬂﬂhnmtﬂnﬂm.'lmnuthr
quantitative restriction om semi-conductor imports will zlso raise
0.5, prices, in conformity with the intention of sech & policy.
American users, including American exporters, are thus burdensd with

s coat dissdvantage. It is difficult to ses how such policles serve

*
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the satiousl isterest, sspecially simes the objective of maintaining
industry ostput could have been schisved by msans of less’
distortionsry production sebaidiss.

- -
T o

Preferential Trading Arrangements

1f thave is little doubt thet discrimimatory smd quantity-based
mmti—iltpliqh!ﬂ:fmmmuhhhﬂﬂﬂn
f:mdtmhmﬁm.nmmn
praferencial trade liberalization offer worthwhile opportunities?
Recent U.S. initiatives, including the free trade pact with Israsl
ﬂmlmnﬁm.—nmmﬁm
is yes. hmmtu“uﬂmm“:
e all depends.

}5- 1t depends wpom the extent to which low-cost producars are
gmh*m ir depends open whathar the
mumlnmwm;n-lm.
It depends upon whetber dewestic policies that affect trade are
MIﬁliitthmulnﬂ:n:ut.

A free trads ares has bemaficial slememts of trade creaticm,
when libarslisstion shifts supply from higher priced domsstic
ME#MFMthmm:ﬂltﬂ- It also
has walfare-reducing elemsuts of trade diversiom, whem tﬂlrn:ﬁt
third country producers ara shut out im fawer of htﬁ'n-mtmtur
country producers by the discriminatory trade libaralizaciom. Tha

i

nat affect depends uponm the relative importamce of the two. The
sarrower the raage of & country's trade covered by the arvangement
snd the greater the complementarity of the partmer countriss, the
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greater the likslibhood that low-cost producers inside and bayond the

arse will be restrained, imcreasing the 1ih1iﬁq-l of trade

diversion snd hence of welfare reduction.2?
In today’'s world, governmeant policies are very often the cause

of market distortions. Domsstic subsidy policiss support

insfficieny menufacturers and farms, often creating Wiﬂl

mmﬂ.ﬂmmm ﬂhlﬂﬂtuniﬂm
prograss threstem to attract chesper imports which must be stopped
with trade intervention. Eliminstion of rastrictioms at the border,
which is what & free trade ares usually {mpliss, may remcove only a
part, and a small part at that, of the total of distorting policies.

lﬂlulm;i—ummmnm. 1f. prier to the free
trade arrangemsnt, the two countries smployed target prices to
sepport domsstic agriculturs, they will alse have used border
mﬂhtiﬂummm!ﬂﬂﬂﬂuﬁ
domestic marketa. If the preferential trading srrangesent covers
such products, removal of border restrictions will ssmsculats the
domestic price support program if the partnar coumtry is & low-cost
producer. But if the target price program is replaced by, say, L
production subsidies, the trade creation that would otherwise have
sccurred will be lost, thereby reducing the welfare improvement
fnrr:heal:lnf from t’u ATTangemant.

The foregoing suggests that many preferential fraee trade
arrangements msay not do such to justify the costs of negotiacing
them and of bypassing the sultilateral, wtﬂwi process
embodisd in the GATT. Moreover, such arrangemsnts are 115:11 to

have sdverss welfsre sffects on third countries. Such cutcomss may




demage Americs's relations with countries not emcompassed in the
praferential arrsngessnt, and to the m.tht other countries
enter into preferentisl trading srrangemsnts that exclude the 'Huind

= . .States, the latter may bs the lossr. It is oot tlurhnlwri;
carved up by prefersmcial, i.s., liu:glﬂutnr trading aresas can
sarve Amsrica's long-rum economic i{mterest let aloms har foreign
policy coscerns.

A coumterargusent to the preceding consideratiom is that
trade~libaralizing agresments mmong liks-minded countries can be
ltmtmﬂf.:mhlnrn to lsave open the door for subsaquent
sntry by other countries. The ides is that trade would ba
liberalized smong members on a conditional basis, so that any othar
country prapared to mest the conditions would be granted the same
concessions. This is fhe motion of reciprocity, extended to all .

prospective entrants. But the longer the list of axzceptioms and \ /

sxclusions and the more significent the role of domsstic policias, 5

the more complicated the problem of future accession by third

ﬂu;ttin, sz the lengthy negotistioms batween the EC and Greece,

Spain and Portugal suggest. : "
This does not Sesn chat expansion of a free trade area is not

possible, only that it raises formidable problems. And if

prefarential trading arrsngements are supposed to provide an

spproach, more promising than GATT, to global trade liberalizatiom,

then the experience u: the EC, which has become a major obstacle te

global trade liberalizacion, must be viewed with considerable

uisgivings.
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Msny of the extrs~GATT proposals in fact represent a desire to
break the constraining influence of Eurcpe snd to get a process of

iiberalization underway. But any extra-GATT srrangement ralses

- . _sabstantisl questions about the rules that will govern trade and

about their enforcement. Will thers be different rules for
different parts of the system? Who shall set the standard and how
shall enforcement be managed in & world with many conditional and

prafarencisl trading arvangemeants?

V. CORCLOSION

The benafits from non-discriminatory libaral :rnh flow from
the greater sfficiency with which the nation uses its u-: THEEOUTCES.
Unless policy makers and the public alike understand and sccept this
basic potien, trads policy will resain incoherent snd scattershot.
Reciprocity brings sddirional benafits by permitting the nation to
deploy its resources still more sfficiently, but there are gains
even in its absence.

' It has become fashionable in soms quarters to nnt_-t that trade
is too important to be left to markets, especially te ‘l.l[hl'r!t:t and
distorted markets. This argument has gained new glamor from the
writings of some trade theoreticians who have shown analytically
that under certain comditions imperfect markets may not fully
exploit terms of trade and scale benefits. These findings. however,
have extremely limited applicability, are unconfirmed and do not
rgmlh the kinds of generalizarions upon which 1-..11111:{": BAY

build coharant and transparant policies.
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The root problem with conditional approaches is their dependence
upon trade discriminacionm. Moreover, imhu discrimination is
often practiced mot at the border, but by means of domestic subsidy

« . _atd related policies, even trade preference areas offer lictle
promise unless they explicitly deal with discriminatory domestic -
practices. The U.5. tendemcy Co resort to sub-global, conditional
policies in sectors invelving U.5. comparative disadvantage mot only
underaines the sultilateral process becsuse it leaves us lirtle with
which to bargain, but threatens over time o rigidify the T.8.
gconomy and thereby to impair the advance of living standards and of
competitivenassy.
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Fooonotes

I am indebted to Werrven Raynolds snd the sembers of the
Advisory Group for wvalusble comments. They ars, however, mot
responsible for the views expressed or for say remaining errors.

1. The decline of America’s begemonic position snd its effect on
U.5. trade policy is exsmined in R.E. Baldwin, "The Changing Nature
of U.5. Trade Policy Since World War II" is R.E. Baldwin and A.0.
Erveger (eds.), The Structurs snd Evolution of Hscent U.5. Trade

Policy (Chicsgo: University of Chicago Press, 984}, pp. 5-27.

1. For discussions of contemporary U.S. trade and industrial
policies, ses, for example, ¥.C. Adams and L. Klain {(eds.),
ndustrial Policies for Growth and satitivensss: An Economic

ETE ive (Lexington, Mass.: D.C. B ﬁhlﬂ&m"m 19837 and C.
lobnson {ed.) The Industriasl Debats {San Framcisco: ICS
Press, 1984). See also P.R. Krugmsn, 'lTargeted Industrisl Policles:
Theory and Evidence,” in Industrial and Public Poli {(Eansas
City: Federal Beserve Bank of Kansas City, 1983), pp. IE-IEL

3. For relevant disussioos, see R.E. Baldwin {(ed.), Hecent Tasues
and Imitiacives fn U.5. Trade Policy," {(Cambridge, Mams.: NBER,.

s du N : Trade Policy in Democratic
Socisties (Washingtom, terprise institute, 1985),

and H.W. Corden, Policy snd Economic Welfare (Oxford:
Clarendon Press, :%E 3% alsc A.V. Deardorff and R.M. Stern,

"Current Issuses in Trade Poliey: An Overview,” Discussion Paper No.
185, Institute for Public Policy Studies, Universicy of Michigan,
April 15, 1983,

-

&, Sea Corden, Ibid.

5. Corden, who has examined this issue in detail, suggests that as
an alternative to tradictional efficismcy criteria, governments may
be comcerned with the equity problems created by large discrepancies
smong incomses or by rapid and large changes in the incomes of some
groups. See M.¥W. Corden, "Marker Disturbances and Protection:
Efficiency vs. the Conservative Sdcial Welfare Fumction,” Discussion
Paper Mo. 92 {Australian Nacfonal University, Centre for Economic
Policy Research,-March 1984).

6. The thaory of strategic trade policy has received much attention
recently. For a genmeral review, see P.R. Krugman, "Hew Theories of
Trade Among Industrial Countries," American Economic Review,
Yol. 73 (2}, May 1983, See also Deardorff and Stern, ap.cit.

7. For an analysis of sector-specificity, see 5.W. Arndt,
“Allocation and Adjustment in an Open Economy with Imperfectioms,”
in E. Wille {ed.), Beitrage zur Gesamtwirtschaftlichen Allokation
{Lang-Verlag, 1982). P‘E":Jtn analysis of the effects of rent-seeking
behavior, see R.E. Baldwin, "Rent-Seeking and Trade Policy: An




Industry Approach,” WBER Working Paper 1499 (Cambridge, Mass.: NBER,
November 1984).

8, BHscent proposals include G.C. Hufbsuer, and H.F. Rosen,

Policy for Troubled Industries (Washingtonm, D.C.: Institute for

Internations) Economics, March 1986) and K.ZI. Lawrence and R.E. "
- ,_,I.:;Et:n. Saving Fres Trade (Washingtom, D.C.: Brookings Iastitutiom,

19B6) .

9. Ses Hufbsuer and Rosen, Ibid. and Lawrence and Litsm, Ibid. and &
recent legislative proposal by Senator Roth.

10. For a reviaw of the iasues, see 5.W. Arndt, "Govermment Policy
and the Decline in U.5. Trade Competitiveness,” im P. Cagan {ad)}.

The t of the Program, Essays in Contemporary Ecowcmdis
r;qh’hém. 1986 ﬁm, 0.C.: American Enterprise Instituts,

L1986} .

11. See, for sxasple, C. Frad Bergsten and W.R. Cline, The United

Stw Economic Probles (Washington, D.C.: Inatitute for
Inum:iﬁz Economics, October 1985), D. Christelow, "Japan's
Intangible Barriers to Trade in Manufactures,” Federal Ressrve Bank

of Haw York, %ﬂg Beview, Winter 1985-86, pp. 11-18, and
internal AEI sst "

17, Thars is far teo much comcern about bilsteral trade balances and
especially sbout the distribution of bilateral deficits and
surpluses. The size of a given bilsteral trade imbalance doas mot
provide a sesningful way of distinguishing smonf macroeconoaic and
sicroeconomic, fair sod snfair trade influences.

13. Unless a policy changes the relationship between privats net
saving st home and the budget deficit, it will ot alter the owerall
current sccount deficit. «fence, reducing che bilateral trads
balance with one country will aimply increase it with others.

14. Suppose, for example, that the United States restricts imports

of Japanese semiconductors in retaliatiom either for Japan's dumping

of chips in U.S. markets or for Japan's invisible barriers om 0.5,

computer expopts. The results would be a rise in domestic chip J
prices relative to prices nmot only in Japan but ia third countries

and that rise would be translated inte higher U.5. production costs

of everything that uses chips.

15. Possible exceptions arise in the case of imperfectly competitive
markets where domestic firms may be pble to capture econcmies of
geale and marker share, and in national security cased. Howewer,
the likelihood of an overall U.§. welfare loss is great and calls
for caution and reserve in the use of retallatory moves of this
gort.

16. Many estimates been made showing that the cost per job saved
excceds the incumbent worker's wage. See, among representative
studies, David G. Tarr and Morris E. Morkre, Aggregate Costs To the
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Voluntary Export. Salected Industries in the
U.5. snd the EC."™ Sorld Bemk, wimeo, Jasmary [1945.
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Pelicy,” Intersconomics, 20, Bovember/December 1383, pp. 261-267.

18. See Tumlir, op.cit.

1%. See, for sxssple, R. ¥. Crandall, U.5. Steal in
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¥ ‘Competitivensss in the U. 5. Auto and Steel
Industries,” Bo. &, Jasusry 1984.
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20. Ses Tarr and Morkre, op. cit., snd Lawrence and Litam, op. cit.

21. This bélief is frequently unjustifisd becsuse & quantitative
restriction isduces foreign supplisrs to altsr the gqualicy of their
product. Japsness car makers responded to VERs by loading cars with
extras and by shipping upscale modals, thersby competing with

. American produters im higher profit models. Foreign apparsl
shippers have been forced by quotas to invads the hasts-couturs and
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