CHAPTER 4

World Trade and Economic Growth

AS WORLD WAR II DREW TO AN END, much of the industrial
world lay in ruins. Hunger and despair, not hope, prevailed in war-
torn Europe and Asia. Political events—first in Eastern Europe, later
in Asia—threatened the stability and freedom of nations on those
great continents. The United States emerged from the war stronger,
and more productive, than ever before. At this critical juncture in
world history, the United States had a choice: to return to an isola-
tionist, protectionist policy, as it had in the interwar period, or to
assume the mantle of leadership that lay open to it. If it chose the
“latter route, it wouild -have to decide what kind of postwar world to
foster—one that guaranteed its own prosperity and security, while
seeking to maintain weaker countries as political and economic inferi-
ors, or one that offered all nations the prospect for prosperity and
freedom enjoyed in the United States.

In looking back upon the past four decades, it is clear that the
United States discharged its leadership responsibilities by helping to
construct a world that offered hope, freedom, and the chance for
prosperity for all who sought it. The cornerstone of U.S. policy was a
vision of a world united, not divided; one in which the nations of the-
world were free to exchange their goods, and their ideas, for the bet-
terment of all. Rather. than trying to subjugate Europe and Japan
economically, the United States sent massive foreign aid to rebuild
their economies. And rather than attempting to perpetuate historical
divisions within Europe in order to maintain its superiority, America
dispensed the aid in a way .that fostered cooperation among those
countries, so that mutual economic and political cooperation would
replace the hostilities of the past. Today, Europe stands on the brink
of economic union, and the Organization for European Economic
Cooperation formed to coordinate the distribution of American aid
in Europé has evolved into one—the Organization for Economic Co-
operation and Development—that includes the world’s great industri-
al democracies.

American policymakers also recognized that trade, as well as aid,
was an indispensable ingredient in postwar reconstruction. Thus, the
General Agreement on Tariffs and Trade (GATT), which celebrated -
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its 40th anniversary this past year, was formed to reduce trade bar-
riers that had been elevated in the interwar period. These barriers,
notably the Smoot-Hawley tariff, were intended to protect American
jobs and prosperity, but had instead lowered world trade and in-
comes. The principles of open and fair trade laid down in the GATT
recognized that opening U.S. markets to foster reconstruction abroad
would also create jobs and prosperity at home.

Today, the fruits of this policy are apparent. The growth rates of
the industrialized countries during these past 40 years are virtually
without parallel. Yet some see this phenomenal success as a cause for
concern. Despite enormous increases in productivity and living stand-
ards in the United States, they see the narrowed gap between living
standards here and abroad as a threat, rather than as the successful
culmination of American policy. They cry that the Nation must pro-
tect American jobs and American industry; that it must close its bor-
ders, thereby frustrating the aspirations of developing countries
today, as well as imposing enormous costs upon its own populace. As
this chapter reviews the past 40 years of trade policy, it is important
to recall the devastating experience of the 1930s—a time of isolation-
ism—as well as the remarkable explosion in economic prosperity that
accompanied the openness of the postwar period. It is also crucial to
recognize those aspects of the international trading system, and of
GATT in particular, that can be improved upon, for these issues will
constitute the agenda for the future. The Nation’s goal should not be
to close markets at home, but rather to continue to open markets
throughout the world.

ECONOMIC GROWTH AND TRADE IN THE POSTWAR WORLD

The end of World War II left a changed political and economic
map. While the United States emerged from the war greatly strength-
ened, the economic output and industrial capacity of many of the
combatants had been sharply reduced. Economic output in 1946 was
well below its pre-war (1939) level in France, Italy, West Germany,
and Japan. As late as 1950, output in West Germany and Japan had
not returned to pre-war levels. By contrast, U.S. output in 1950 was
two-thirds larger than the pre-war level, having grown on average
nearly 4.8 percent per year.

From this inauspicious beginning, the rest of the industrial world
soon joined the United States in experiencing rapid economic
growth. Average world output over the period 1950-86 grew at an
average rate of more than 4.2 percent, nearly doubling the 2.2 per-
cent growth rate over the period 1870-1950. Even during the eco-
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nomic expansion from 1870-1913, output had grown at an average
rate of only 2.5 percent.

While Japan, West Germany, Italy, and France offer the most dra-
matic examples of this phenomenon, every major industrial country,
with the sole exception of the United States, experienced faster
growth in the postwar period than in the period 1870-1913 (Table
4-1). When viewed in terms of output per man-hour—a measure of
productivity—the superior postwar performance is even more strik-
ing. Average productivity in the major industrial countries grew at
almost 3.8 percent during the postwar period, as compared with 1.7
percent from 1870-1913. Not only was productivity growth generally
higher in the postwar period than earlier, but also in many countries
the growth rate more than doubled, and in Japan and Italy it more
than tripled the rate in the 1870-1913 period.

Accompanying this rapid economic growth was an even more rapid
increase in trade flows between countries. As can be seen from Table
4-1, exports grew quickly during the periods 1870-1913 and 1950-
87, while they were relatively stagnant from the onset of World War
I to 1950. Furthermore, trade has expanded more rapidly in the
postwar period than in the earlier period of economic growth. The
growth in world trade is attributable to a number of factors, includ-
ing dramatic declines in tariff barriers throughout the industrial
world and the reduction of internal barriers in Europe with the for-
mation of the European Community (EC)—a development promoted
by the United States. The expansion in trade is most notable for
those countries that grew most rapidly—Japan, West Germany, Italy,
and France. For the period from 1957—when the EC was formed—to
1970—by which time all internal tariffs had been eliminated—export
volumes for France and West Germany increased by more than 230
percent each, while Italian exports grew by more than 425 percent.
During this same period, exports from the United Kingdom, which
did not join the EC until 1973, increased by only 67 percent. The
comparable movements in gross domestic product (GDP) are also in-
dicative, with output levels in France, Italy, and West Germany
roughly doubling, but output in the United Kingdom increasing by
only 45 percent. ‘

The postwar expansion was not confined to industrialized coun-
tries. Some countries that were impoverished at the start of this
period made remarkable strides toward joining the ranks of the in-
dustrialized world. Between 1965 and 1985 developing economies as
a whole grew at an average rate of more than 5 percent. Among the
most successful economic performers were Singapore, Hong Kong,
and South Korea. Singapore and South Korea grew at annual rates of
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TaBLE 4-1.—Output and Export Growth, 1870-1987
[Average annual percent change)

item and year g{m‘s‘ Japan Ge‘#::;y. France K?:glaeodm ftaly | Canada

Real GDP:

1870 to 1913... 41 25 28 17 19 15 38

1913 to 1950 28 18 13 1.0 13 14 29

1950 to 1987... 32 75 44 40 25 43 44
Real GOP per man-hour:

1870 to 1913 20 18 19 18 12 12 20

1913 to 1950... 26 13 11 2.0 16 18 23

1950 to 1987 20 6.2 47 41 27 44 2.3
Real exports:

1870 to 1913 49 85 41 28 2.8 2.2 41

1913 to 1950... 22 20 =28 11 0 6 31

1950 to 1987 52 12.4 9.3 6.5 38 9.0 6.1

1 Pre-war estimates for West Germany are adjusted for territorial change.

Sources: A. Maddison, Phases of Capitalist Develpment, Organization for Economic Cooperation and Development, and ICouncII of
Economic Advisers.

more than 9 percent, while Hong Kong’s annual growth rate was
nearly 8 percent.

As in Europe, rapid expansion of exports accompanied fast overall
growth in developing countries. Studies show that for the period
1963-85 real gross national product (GNP) per capita grew at more
than 6 percent, and manufactured exports grew at more than 14 per-
cent, for developing economies with a strong outward, trade-promot-
ing orientation, while for the same period countries characterized as
strongly inward-oriented and favoring self-sufficiency had real GNP
per capita growth rates averaging 1 percent and manufactured export
growth rates under 5 percent. Successful export-led growth in many
developing countries could not have occurred without the liberaliza-
tion of industrial country markets in the postwar period. Yet the
greater successes have occurred in developing countries that have
also opened their own markets to imports. Singapore and Hong
Kong probably have the world’s most liberal trade regimes. Although
it still has much room for progress, South Korea initiated major
trade liberalization efforts in the 1960s and again more recently.

TARIFF LIBERALIZATION IN THE POSTWAR PERIOD

Today, U.S. tariffs are the lowest in history, with average tariff
rates on all imports under 4 percent. This dramatic reduction in tar-
iffs represents the progress achieved by steady efforts over the past
50 years to lower tariff barriers, both at home and among U.S. trad-
ing partners. The United States had not always been at the forefront
of tariff liberalization, however. In the 19th and early 20th centuries,
the United States had a far more protectionist trade regime than did
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much of Europe. While the United Kingdom had pursued a policy of
essentially free trade prior to World War 1, the United States had
consistently maintained high tariffs. From the end of the Civil War to
1900, U.S. tariff rates averaged nearly 30 percent on all imports, and
more than 40 percent on dutiable imports, i.e., those imports subject
to tariffs (Chart 4-1).

Chart 4-1 U.S. Tariff Rates, 1860-1987

Percent
60

50 [~ -
Average Tariff Rate on
A Dutiable Imports
40 — —
30

]
/ : N\
/ Average Tariff Rate on .

20 Al Imports - \

10— A\ N\ b

s o 2]

0 i 1 1 L 1 | 1 1 | l 1 L
1860 1870 1880 1890 1900 - 1910 1920 1930 1940 1950 1960 1970 1980

Source:; Department of Commerce!.

The early 1900s saw several reversals in U.S. tariff policy. The Un-
derwood Tariff of 1913 reduced tariff rates substantially, to an aver-
age of under 13 percent on all imports by 1915, But setbacks oc-

" curred following World War I, as the United States resumed a pos-
ture of political and economic isolationism. The Congress refused to
approve U.S. membership in the League of Nations, and the Ford-
ney-McCumber Tariff of 1922 brought the average tariff rate on
goods subject to duties back up to nearly 45 percent by 1930. The
economic downturn sparked by the 1929 stock market crash prompt-
ed the Congress to go even further, and the Smoot-Hawley tariff it
passed in 1930 established the highest tariff rates in U.S. history. By
1932 the tariff rate on dutiable imports averaged nearly 60 percent.
The combination of high tariffs and the ensuing depression led to a

151
Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



sharp decline in imports: between 1930 and 1934 the dollar value of
U.S. imports fell by nearly 50 percent. But the intended goal of pro-
tecting American jobs proved elusive. Exports shrank as U.S. trading
partners mounted retaliatory tariffs, and the economy continued to
deteriorate, .

The passage of the Reciprocal Trade Agreements Act of 1934
marked the beginning of the U.S. tariff reduction policy that has en-
dured to the present. Using the authority to negotiate reciprocal
tariff reductions on nonagricultural goods by up to 50 percent of
their Smoot-Hawley levels, the United States had entered into more
than 20 bilateral agreements by the beginning of World War II. This
approach brought average tariff rates back down to 35 percent of du-
tiable imports (and 12.5 percent of all imports) by 1940. The turna-
round in trade flows, aided by the economic recovery, was dramatic:
from 1934 to 1939 U.S. imports and exports increased by 40 to 50
percent.

Although the trade negotiations conducted at this time were on a
bilateral basis, they already embodied a principle of nondiscrimina-
tion central to the multilateral approach the United States would
promote after the war. Tariff reductions were applied not only to ne-
gotiating parties but to other trading partners as well, on a most-fa-
vored-nation basis. The scope of the pre-war liberalization exercise
was limited, however, as major trading nations such as Japan and
many in Europe chose not to participate. The outbreak of World War
I1 interrupted U.S. efforts toward freer trade.

U.S. POSTWAR OBJECTIVES

The United States emerged from World War II as the world’s
dominant military and economic power. Yet Soviet expansionism in
Eastern Europe, and civil war in China, threatened global stability.
Recognizing that political stability required economic prosperity, the
United States adopted a policy of promoting rapid economic growth
abroad. The three pillars of this policy were: a stable international
monetary system to finance -international transactions; an open trad-
ing system to foster global economic growth and cooperation; and
economic aid to help speed postwar reconstruction. This chapter fo-
cuses on the trade component of American policy.

The economic principles that govern trade among nations are es-
sentially the same as those that govern trade among regions of a
single nation, or among individuals. Just as individuals, or States
within the United States, improve their standard of living by special-
izing in those tasks they perform best and exchanging these products
for goods produced by other individuals or States, so do nations gain
from international specialization and trade. Likewise, international
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flows of investment, and the managerial and scientific know-how that
accompany these investments, bring gains to all parties. The remark-
able prosperity the United States enjoys today is, in large measure,
attributable to the wisdom the Founding Fathers displayed 200 years
ago when they made constitutional provision for the unrestricted
flows of goods, capital, and people across State boundaries.

The gains from free international trade in goods and services are
likely to extend beyond the economic sphere. Prior to the adoption
of the Constitution, trade wars and other disputes were common
among the original States. A contemporary observer remarked: “As
to the future grandeur of America...it is one of the idlest and most
visionary notions that ever was conceived...[The] clashing interests of
the Americans...indicate that they will have no...common interest...a
disunited people...suspicious and distrustful of each other, they will
be divided into little commonwealths or principalities, according to
natural boundaries....” Just as the economic union created by the
Constitution led to a politically cohesive Nation, so can freer trade
among nations lead to increased international political cooperation.

Embracing a policy of free trade does not imply that governments
have no role in regulating international commerce. As with domestic
commerce, government policy must ensure a stable economic envi-
ronment, open competition, free trade, enforcement of contractual
rights, and protection of intangible and tangible private capital. Gov-
ernments that make unpredictable or frequent changes in tariffs or
other restrictions on trade are likely to disrupt economic activity.
Countries’ failures to protect foreign investment or intellectual prop-
erty rights reduce the returns to investment or innovation, decrease
investment, and restrict the international flow of capital and ideas.
Trade liberalization in one country generally benefits its trading part-
ners as well as the country undertaking liberalization. International
coordination raises the possibilities for additional liberalization ef-
forts and the consequent gains from expanding trade. Thus, creation
of a proper international trading environment requires active coop-
eration among nations to make and enforce the rules of the game.
Recognizing the economic and political benefits of broad internation-
al participation in trade liberalization, the United States made a mul-
tilateral approach the cornerstone of its postwar trade policy.

TARIFF REDUCTIONS IN A MULTILATERAL FRAMEWORK: GATT

As the war drew to a close in 1945, the Congress authorized the
executive branch to seek tariff reductions of up to 50 percent of rates
prevailing at the beginning of that year. The United States worked to
establish a multilateral framework for negotiations. Under U.S. lead-
ership, an international conference was convened in 1947 to establish
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an International Trade Organization (ITO) that would ratify the prin-
ciples of free trade and create rules for enforcing these principles.
American calls for talks to reduce tariffs immediately led 23 countries
to participate in tariff-reduction negotiations in Geneva later that
year.

For a variety of reasons, the European nations resisted American
pressure for a rapid transition to free trade. These countries felt that
their economies were too weak to compete in open markets, and gen-
erally favored more interventionist economic policies than did the
United States. In addition, some wished to maintain the preferential
trading arrangements they had with their colonies and other countries,
and hence strongly resisted U.S. pressure for a comprehensive most-
favored-nation principle.

Nevertheless, the talks in Geneva resulted in important achieve-
ments, both in the reduction of tariffs and in the establishment of
general trading guidelines, which were drawn up as the -General
Agreement on Tariffs and Trade. Although the International Trade
Organization was to have superseded GATT, the Congress failed to
approve it and it never came into being. Thus, GATT emerged as
the major forum for conducting international trade negotiations and
supervising the implementation of their results. The next section re-
views the principles guiding trade policy under GATT, the extent of
GATT’s achievements in tariff liberalization, and its remaining weak-
nesses in this and other areas of trade policy.

GATT Principles

The principles on which GATT was founded are the essential fea-
tures of an open trading system. The GATT’s aim of trade liberaliza-
tion was to be achieved on a nondiscriminatory basis (that is, follow-
ing the most-favored-nation or MFN principle); trade policy was to
be transparent (hence favoring tariffs over quantitative restrictions
whose effects on prices are less clear); tariff reductions negotiated
under GATT, or “concessions’” in GATT parlance, were “bound” so
as not to increase above specified levels and were not to be replaced
by other trade barriers (“‘integrity of concessions”); GATT members
were to provide ‘“‘national treatment” to each others’ imports in mat-
ters of internal taxation and regulation; and nations were to follow
an orderly process of dispute settlement, abiding by the internation-
ally agreed upon rules and procedures, rather than engaging in uni-
lateral retaliatory measures that might lead to escalating trade wars.

Tariff Reductions under GATT

In retrospect, GATT has had remarkable success in reducing, and
in many cases virtually eliminating, tariffs. Three of the seven com-
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pleted negotiating rounds stand out for their achievements in this
area. .

Inaugural Round in Geneva, 1947. This first round of GATT
achieved substantial multilateral tariff cuts, as reductions negotiated
in some 123 bilateral agreements were extended on a most-favored-
nation basis to all participants. The United States made weighted-av-
erage tariff cuts of about 20 percent on dutiable imports. Participat-
ing European countries made less substantial cuts, from generally
lower tariff levels, because the Smoot-Hawley tariffs had put U.S.
rates in a higher range. But the effects of European concessions were
not felt until the European nations made their currencies convertible,
and abandoned most quantitative restrictions, at the end of the .
1950s. The favorable economic climate in the United States allowed
it to confer these asymmetric reductions. With most major U.S. in-
dustries enjoying trade surpluses, the specter of U.S. protectionism—
although not absent—was not dominant.

Tariff concessions in each of the four rounds held over the next 15
years were comparatively minor, in part due to limited negotiating
authority from the Congress, which demonstrated an increasing
penchant to protect U.S. industry from competition. The combined
effect of these talks was still notable, reducing U.S. tariffs by about
10 percent.

The Kennedy Round, 1963-67. The momentum for this round came
from the United States, which wanted to ensure continued trading
access to the newly formed European Community. The Kennedy Ad-
ministration paved the way for more rapid progress on tariffs by ob-
taining enhanced negotiating authority in the Trade Expansion Act
of 1962. Not only did this act allow for high tariff cuts (up to 50 per-
cent), but it also eliminated some restrictions that the Congress had
earlier put in place to prevent reductions in specific industries. The
Kennedy Round of GATT that ensued was even more successful than
the first Geneva Round had been. In addition to reducing average
tariffs on dutiable imports by more than one-third, it included much
broader country coverage, as important trading countries such as
Japan and West Germany had since acceded to GATT. Because- the
negouaung principle changed from an item-by-item focus (“‘request-
offer” in GATT parlance) to a formula approach of automatic 50
percent cuts on all nonagricultural products with exceptions to be
negotiated, the product coverage was also more comprehensive than
any prior GATT round.

The Tokyo Round, 1973-79. Again using a formula approach, major
industrial nations agreed to cut average tariffs by about one-third in
the Tokyo Round of GATT. The phased-in reductions from this
round were completed in 1987. Table 4-2 shows pre- and post-
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Tokyo Round industrial tariff rates, based upon the concessions ne-
gotiated during the round and the prevailing trade flows. With
weighted-average tariff levels of major industrial nations brought
down to levels below 5 percent, and in most cases these tariffs are
bound not to increase under GATT, a case can be made that the
goal of multilateral tariff liberalization is largely accomplished.

TaBLE 4-2.—Tokyo Round Tariff Cuts by Stage of Processing, Selected Countries

{Percent)
: Al industrial Raw Semi- Finished
Country and period products materials manufactures manufactures
United States:
Rates before Tokyo ... 6.5 09 45 8.0
Rates after Tokyo.. 44 2 3.0 57
Percent cut.... 3 n 33 29
European Community:
Rates before ToKYO ........ccouiveersnecrseneansrissasisnes 6.6 2 51 9.7
Rates after Tokyo. 4.7 2 4.2 6.9
Percent cut 29 15 27 29
Japan:
Rates before TOKYO ...........occrumersccsuenssccssonssness 5.5 1.5 6.6 125
Rates after Tokyo. 28 5 46 6.0
Percent cut 49 67 30 52
Canada:
Rates BEfOre TOKYD ........cvrrerreoerererrersrscsnnes 136 1.0 © 148 138
Rates after Tokyo 79 5 83 83
Percent cut 2 48 44 40

Sources: Director General of GATT and Congressional Budget Office.

Yet the average figures mask considerable discrepancies on individ-
ual products, as countries have retained high “tariff peaks” on items
for which there is strong domestic protectionist pressure, such as tex-
tiles, apparel, and footwear (Table 4-3). Moreover, as shown in
Table 4-2, nominal tariffs on raw materials and semimanufactures
are lower than tariffs on manufactures. This escalated tariff structure,
by reducing input costs for manufacturers, results in higher “effective
protection” for processed goods than is reflected in the nominal
tariff rate on these manufactures. Finally, although country and prod-
uct coverage has increased considerably since the inception of GATT
tariff negotiations, large areas still remain less-than-fully incorporat-
ed. Because of previous “special and differential” treatment, develop-
ing countries, including those newly industrializing economies that
have made rapid strides over the past 20 years, have participated
little in either the reduction or the binding of tariffs. Although tariffs
have been cut on agricultural products, these cuts have been less
even across countries (Table 4-3). Furthermore, agricultural tariffs

are bound less frequently than are tariffs on manufactures.
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TaABLE 4-3.—Tokyo Round Tariff Cuts by Industry for United States, European Community,

and [apan
[Percent]
Pre-Tokyo Round tariff rates Post-Tokyo Round tariff rates Percent cut
industry United | oo nites | pean Unites | ooon
States B | sevan States ge Japan I Siates om. | Japan
munity munity munity
Agriculture, forestry, and
fisheries 2.2 7.1 184 18 49 184 18 31 0
Food, beverages, and
of)acco products 6.3 124 254 471 10.1 254 25 19 0
Textiles........ 14.4 9.8 33 9.2 12 33 36 27 0
Wearing app 27.8 16.8 138 22.7 134 138 18 20 0
Leather products. 56 37 30 4.2 20 30 25 . 46 0
Footwear 88 11.7 16.4 88 11.6 15.7 1 4
Wood products 36 33 3 17 2.5 3 53 24 0
Furniture and fixtures.. 8.1 8.5 18 41 5.6 5.1 49 34 35
Paper and products ..., 5 73 21 2 5.4 21 60 26 0
Py ntmg and publishing 1.1 3.2 2 7 21 1 36 34 50
38 11.5 6.2 24 8.0 48 37 30 23
14 1.2 28 14 12 22 0 21
36 53 15 2.5 35 11 31 34 27
pro 9.1 5.2 6 53 37 S5 42 29 17
Glass and glass products. 10.7 99 7.5 6.2 1.7 5.1 42 22 32
Iron and steel ... 4.7 6.2 33 36 4.7 28 23 24 15
ferrous metals 12 26 1.1 J 2.1 11 42 19
Metal products 15 79 6.9 48 5.5 5.2 36 30 25
Nonelectrical machinery. 5.0 6.5 9.1 33 44 44 34 32 52
Electrical machinery. 6.6 9.9 74 44 79 43 33 20 42
Transportation equipment........ 33 102 6.0 25 80 15 24 22 75
Miscellaneous manufactures... 18 1.7 6.0 42 47 46 46 39 23

Source: Congressional Budget Office.

Weaknesses of the GATT Framework

The exceptions in product and country coverage for GATT-spon-
sored tariff reductions conflict with the basic GATT aim of achieving
broad-based trade liberalization. Yet these and numerous other ex-
ceptions to GATT’s main principles to foster open and fair trade
have been accepted as necessary compromises in an agreement
whose only teeth are those lent willingly by member countries.
Because those principles ultimately embodied in GATT had been
honored more often in the breach than in the word prior to the for-
mation of GATT in 1947, it is hardly surpnsmg that the initial excep-
tions list was relatively long. More telling is the fact that, rather than
shrink, this list has grown longer. Safeguard clauses allow countries
to take steps backward, on the overall goal of liberalization, by im-
posing quantitative restrictions. (which also violate transparency) or
by ignoring tariff bindings in the event of balance of payments con-
cerns, injury to domestic producers (the “escape clause”), or a per-
ceived threat to national security.

Discriminatory application of protection often occurs when coun-
tries invoke the balance of payments safeguard—as the Europeans
did in the 1950s and more recently many developing countries have
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done. More generally, the most-favored-nation principle was side-
stepped to allow the continuation of preferential trading areas in the
early years of GATT; customs unions and free-trade areas were sub-
sequently provided for even though they offer members better than
most-favored-nation treatment and hence discriminate.

The GATT principle of integrity of concessions is weakened by the
fact that discipline on domestic subsidies that can undo tariff conces-
sions is not very effective. Integrity can also be violated by the use of
safeguards and “grey-area” measures, such as “voluntary”’ export re-
straints—quantitative restrictions that violate GATT’s spirit but not
its letter. As discussed below, these and other nontariff barriers have
become the major obstacle to trade liberalization. Although many
GATT signatories have accepted codes limiting their use in the
Tokyo Round, nontariff barriers remain an area of weakness for
GATT. Although GATT does not formally provide exceptions to the
use of its dispute settlement procedures, these procedures have
proved sufficiently cumbersome and limited in authority that they
have failed to replace the threat of retaliation in the resolution of
trade disputes.

Limits on product coverage have been made by commission and
omission, with the result that GATT is by and large an agreement
prescribing the rules of the game for those manufactured products
that are not too politically sensitive in the industrial countries. Al-
though agricultural products are formally included, the effective ex-
emption of two of the largest markets, the United States and the EC,
has made the agreement largely irrelevant for the principles guiding
agricultural trade. In the U.S. case, exceptions were granted at
GATT’s inception and in a waiver in 1955. And although it clearly
distorts trade, the EC’s border policy of using variable levies to
defend domestic price supports has not been declared GATT-illegal.
Due to grey-area measures, trade in textiles and apparel, and more
recently in steel, takes place outside of GATT discipline. Trade in
services, an expanding component of world output, has never been
covered by GATT. Although protection of intellectual property
rights is certainly consistent with GATT principles, the lack of specif-
ic codes of behavior on intangibles has effectively excluded them
from GATT treatment. .

Although GATT’s membership list continues to expand, effective
country coverage remains elusive. Under what is known as “special
and differential treatment,” wide-ranging exemptions to GATT con-
cessions and disciplines have been granted to developing countries
since the Kennedy Round. As another component of special and dif-
ferential treatment, industrial countries have created ‘“Generalized
Systems of Preferences” (GSP), which allow developing countries cer-
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tain tariff concessions superior to the most-favored-nation rates of
GATT. At the same time, special treatment in GATT has reduced
the negotiating leverage of developing countries, preventing them
from gaining GATT concessions of most value to them, including re-
duced tariffs on manufactures and progress on nontariff measures,
safeguards, and the treatment of tropical products and agricultural
commodities. Although developing countries argue that they need
special and differential treatment because of the less advanced states
of their economies, their economic progress is hindered by the high
tariffs and quantitative restrictions these exemptions have allowed
them to maintain.

As the economic disparities among developing countries widen,
with the newly industrializing economies such as South Korea, Brazil,
Singapore, and Mexico making rapid strides in export markets, pres-
sure is mounting in industrial countries to alter radically the special
provisions. Developed countries may unilaterally end the concession-
ary tariffs granted to these most successful economies, as the United
States recently did by graduating Hong Kong, Singapore, South
Korea, and Taiwan from GSP status. In a multilateral context, the
successful developing countries must be persuaded to accept GATT
discipline over their own barriers. The aim is to encourage -these
better-off economies to provide market access to industrial and other
developing country exporters more commensurate with the benefits
they themselves enjoy, thereby also increasing the export opportuni-
ties for the poorest developing countries.

' THE TRADEOFFS IN U.S. TRADE LEGISLATION—TARIFF REDUCTIONS
VERSUS CREEPING PROTECTIONISM

Protectionist sentiment was not strong in the immediate postwar
period, but some elements opposed liberalized trade. These senti-
ments have been on the rise. As tariff barriers have steadily fallen,
other barriers to trade have arisen. Because the Congress has grant-
ed authority to negotiate tariff reductions, while at the same time -
channeling protectionist sentiment into legislation, a curious pattern
has emerged in the trade laws of the postwar period. Trade bills
needed by the executive branch for negotiating authority to reduce
protection often include provisions that make it easier for firms to
qualify for protection, and restrict Presidential discretion to limit pro-
tectionist measures.

Examples of this tradeoff are numerous. In 1947 President
Truman, bowing to congressional pressure, issued an Executive
order requiring all future U.S. trade agreements to include an escape
clause that allowed the United States to renege on tariff concessions
that injured domestic industry—a measure that became the basis for
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GATT’s safeguards on these grounds. In the 1950s the Congress
added this provision to statute and strengthened it. In 1955, to win
support for further tariff reductions, President Eisenhower proposed
that Japan voluntarily limit exports of some cotton textiles. Under
pressure from domestic coal and oil producers, the Congress, as part
of its 1955 extension of the Trade Agreements Act granted Presiden-
tial authority for quantitative restrictions to be used for national se-
curity purposes.

To gain congressional support for the Kennedy Round negotia-
tions, in 1961 President Kennedy entered into the Short Term Ar-
rangement that restricted cotton textile exports from 17 countries. In
addition to authorizing broad tariff negotiations, the Trade Expan-
sion Act of 1962 authorized the President to withdraw tariff conces-
sions from countries that had “‘unreasonable” restrictions on U.S. ex-
ports and to negotiate quantitative restraints on products that injured
U.S. industry. Then, within the same year, the Long Term Arrange-
ment regulating trade in cotton textiles was launched.

Protectionist sentiment grew in the 1970s and 1980s as some U.S.
trading partners were perceived not to be offering equal opportuni-
ties for trade. Once again, enhanced textile protection, in the context
of the Multi-Fiber Arrangement of 1974, was the price paid to gain
congressional authorization for negotiating tariff reductions in the
Tokyo Round and for fast-track congressional approval of any agree-
ment on nontariff measures negotiated through GATT. The Trade
Act of 1974 also reduced Presidential discretion in implementing
International Trade Commission recommendations for protection,
and introduced Section 301, a provision for countering foreign prac-
tices that “unreasonably” restrict U.S. exports.

The record of the 1980s has largely paralleled that of the 1970s.
The 1988 Economic Report of the President documented the sharp in-
crease in unfairness findings during the 1980s (against “dumping” at
below fair prices and government subsidization of exports), cases for
which no Presidential discretion exists. Nontariff barriers, for prod-
ucts such as steel, autos, machine tools, and textiles, have been en-
tered into or extended. This Administration has, however, successful-
ly resisted passage of several highly protectionist trade bills. At-
tempts to pass textile and apparel bills that would have increased
protection for one of the most highly protected industries in the
United States have been twice successfully repelled. A potentially dis-
astrous trade bill that would have limited trade based upon bilateral
trade balances has been successfully modified. While the Omnibus
Trade and Competitiveness Act of 1988 has some troubling features,
it also authorizes the President to reduce tariffs by up to 50 percent
under the current Uruguay Round GATT negotiations.

Digitized for FRASER 160

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



This Administration has vigorously sought ways to expand free
trade. Its attempts to open foreign markets to U.S. products have
won some notable successes, while the resort to protectionist retalia-
tion measures have been infrequent. It inaugurated the Caribbean
Basin Initiative, and won congressional extension of the Generalized
System of Preferences, in order to provide developing countries with
ready access to U.S. markets. The United States-Israel Free-Trade
Agreement was the first such agreement for the United States, while
the United States-Mexico Framework Understanding should help to
improve trade and investment flows between the two neighbors. Fi-
nally, the United States-Canada Free-Trade Agreement will bring tre-
mendous benefits to both sides.

Notwithstanding the pressures for protectionism over the past 40
years, the move toward a liberal trading order has been remarkable.
Tariffs on most products have been reduced to low levels, and trade
flows and economic growth have responded accordingly. From 1950
to 1986 world real GDP has increased by 350 percent, while world
trade, in real terms, has grown by more than 800 percent. The task
for the future is to ensure that this progress continues, and that non-
tariff barriers are reduced. '

THE SPREAD OF TRADE-DISTORTING MEASURES

Because most nations’ tariffs are “bound” by GATT, the signs of
increased protectionism in the 1970s and 1980s are not found in
higher tariffs, but in other, often more hidden, forms of protection.
Using a potentially limitless array of measures, governments distort
trade flows and production decisions by subsidizing exports and do-
mestic production, and by constricting the flow of imports. Import
barriers include: assessed duties on unfairly traded products; ‘“‘hard-
core” nontariff barriers, such as quotas and voluntary export re-
straints or voluntary restraint agreements, which are poorly disguised
quantitative restrictions; and “softer” nontariff measures, such as
technical and health standards, which tend to distort trade if imposed
for nonscientific reasons or applied in a discriminatory fashion. Many
of these measures are difficult to quantify; no precise estimates of
their tariff-equivalents, or their trade-distorting impacts, exist.

Yet convincing qualitative evidence of this rising interventionist
and protectionist trend is available. One example of such evidence is
the amount of domestic subsidies that governments supply to private
industries and public corporations. Because these subsidies alter do-
mestic production, they may distort trade flows and comparative ad-
vantage. As shown in Table 4-4, their amount has increased as a per-
cent of GDP from 1960 to 1986 for most countries, the important
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exception being the United Kingdom, whose subsidy rate peaked in
the mid-1970s. Two additional factors in the table qualify this obser-
vation. First, it would appear that the trend toward greater subsidiza-
tion was reversed for many countries in the 1980s. Second, although
the U.S. subsidization rate has grown, it is still significantly below
that of other countries, reflecting the more market-oriented ap-
proach, and the sparsity of public corporations, in this country.

TaBLE 4—4.—Growth of Subsidies in Selected OECD Countries, 1960-86
[Percent of GDP)

Country 1960 1970 1975 1980 1986
United States 0.2 0.5 03 0.4 0.6
lapan ) 11 15 15 11
West Germany 8 1.7 20 21 21
France 1.6 19 20 19 222
United Kingdom 1.9 17 35 24 1.7
Italy 12 13 19 20 223
Canada 8 9 25 27 2.0

1 Not available,
2 Data are for 1985.

Note.—Based on national income accounts.
Source: Organization for Economic Cooperation and Development.

Countries also distort trade and compete unfairly for exports by
providing export subsidies. In agricultural trade, many countries, in-
cluding those in the EC and the United States, provide subsidies or
rebates for exports of agricultural goods. For manufactured goods,
the more common means is through “export financing,” which pro-
vides subsidized credit to importers of the products. Data from the
Organization for Economic Cooperation and Development (OECD)
show that the implicit subsidy in export financing by 14 member
countries increased by more than two-thirds from 1979 to 1982. Fol-
lowing successful U.S. efforts in the early 1980s to negotiate in-
creased discipline over export credit subsidies through the OECD
Export Credit Arrangement, the subsidy component in export financ-
ing has decreased substantially.

Foreign export or production subsidies unfairly distort trade, and
impose burdens on domestic producers of like products. Although
these foreign subsidies may actually benefit the domestic economy if
it is a net importer of the subsidized good, GATT articles and the
laws of many nations, including those of the United States, recognize
these subsidies, as well as dumping, to be distortive and unlawful ac-
tions. Under U.S. law, dumping occurs when a foreign firm sells in
the import market at a price below the price charged in the home
market, or below costs as estimated by the Department of Com-

162
Digitized for FRASER

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



merce. Under the law, the United States may, subject to certain
injury tests, impose duties to offset this dumping margin. Similarly,
U.S. law allows duties to be imposed to ‘“countervail,” or offset,
unfair advantages that accrue to foreign firms arising from govern-
ment production or export subsidies.

Regardless of the intentions, or economic merits, of laws restrict-
ing dumping and foreign subsidization, their net impact can be pro-
tective. A finding that dumping has occurred can depend on esti-
mates of costs of production if price data for the foreign market are
not available. Precise cost estimates are often difficult to obtain, so a
foreign firm may be found erroneously to be in violation. Further-
more, although many petitions may ultimately be rejected under
these statutes, the filing, or even threat of filing, of unfair trade cases
can restrict imports. It is costly for foreign firms to defend them-
selves against a dumping charge. Moreover, in the event of an affirm-
ative finding, the level of import duties imposed retroactively is un-
certain. The threat of such action is likely to raise prices foreign
firms charge, thereby having a protective effect similar to a tariff,
except that the revenue from protection is transferred from U.S. tax-
payers and consumers to the foreign producer.

These legitimate procedures to counteract foreign unfair trade
practices can result in cartel-like effects. Subsidization, and other dis-
tortions, are rife in the world steel market. In addition to subsidizing
domestic producers, EC countries have used programs limiting im-
ports (either through voluntary restraint agreements or minimum
import prices) and internal production quotas to ‘‘rationalize” pro-
duction. In 1982 the U.S. steel industry filed more than 130 dumping
and countervailing duty petitions against steel imports from various
foreign countries, including EC members. An extensive Department
of Commerce investigation found subsidies, in some cases exceeding
20 percent, against some producers in the United Kingdom, Italy,
France, and Belgium. It-also found that other European producers,
including the large West German producers, were either unsubsi-
dized or received de minimis subsidization. The results were troubling
for EC countries whose producers were found to be subsidized, as
countervailing duties against their producers would effectively ex-
clude them from the U.S. market. Ultimately, in October 1982, Euro-
pean producers agreed to a voluntary restraint agreement encom-
passing carbon steel exports from the EC to the United States.

The steel industry continued to face strong competition from
countries not parties to the agreement. The industry proposed to file
a large number of complaints that would have burdened the agencies
responsible for making “unfairness” determinations and would have
raised costs to importers. The alternative chosen was to negotiate ad-
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ditional voluntary agreements to reduce imports. The current agree-
ments, reached with 19 countries plus the EC, are estimated to have
an annual cost to consumers of several billion dollars and are sched-
uled to expire September 30, 1989. The steel industry is currently
operating near capacity and, for the first time since 1981, reported
significant profits in 1988.

While the United States is the dominant user of countervailing
duty laws, other nations use antidumping provisions more aggressive-
ly. Of 460 countervailing duty cases reported to GATT between
1980 and 1986, more than 60 percent were initiated in the United
States. But, of the 1,272 antidumping cases reported during this
same time period, 27 percent originated in the United States, where-
as 33 percent came from Australia, 22 percent from the EC, and 18
percent from Canada.

These actions significantly increased in the United States and
abroad during the 1980s. In the United States, for example, the
number of countervailing duty cases increased from an annual aver-
age of 21 during the period 1975-79 to an annual average exceeding
40 during the period 1980-86. In the EC, the number of antidumping
cases reported increased from 71 for 1971-79 to 280 for 1980-86.

In contrast to antidumping and countervailing duty provisions, the
protection offered through the “hard-core” nontariff measures falls
largely outside of GATT jurisdiction. Table 4-5 represents one crude
attempt to compare the prevalence of these barriers across countries
and over time. It shows the percent, in value terms, of a country’s
imports that are covered by quantitative restrictions, voluntary export
restraints, and nonautomatic licensing. While the numbers may not
be quantitatively important, they are qualitatively instructive. They
make clear that the United States is not the main offender. It is note-
worthy that these barriers particularly seem to affect the exports of
developing countries.

TasLE 4-5.—Industrial Country Imports Subject to ““Hard-Core”” Nontaniff Measures,
1981 and 1986

[Percent]

Source of imports
Importer : Industriat countries Developing countries
1981 1986 1981 1986
United States 9 15 14 17
Japan 29 29 22 22
European Community. 10 13 22 23
All industrial countries. 13 16 18 21

Source: The World Bank, Workd Development Report 1987.
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SOURCES OF INCREASED PROTECTIONIST SENTIMENT

Many explanations have been cited to account for the increase in
protectionist sentiment. These include the deterioration in the U.S.
merchandise trade balance; the continuation of foreign subsidies and
nontariff barriers; declining net exports in traditional U.S. strong-
holds, such as agricultural and manufactures; and a protracted period
of inflation and high unemployment during the 1970s and early
1980s, which contributed to the notion that somehow imports were
responsible for lost domestic jobs. Other contributory factors include
a perception that the United States had lost its technological “superi-
ority” and even its “‘competitiveness,” and that an industrial strategy,
coupled with protectionist trade policy, was needed to regain Ameri-
can superiority. These feelings were probably accentuated by a gen-
eral belief that U.S. exports were subject to unfair barriers, a posmon
that might have had some merit as forelgn agricultural protection in-
creased, and as the importance of service-type industries that were
not (and still are not) subject to GATT discipline increased.

Despite popular beliefs, trade restrictions are inappropriate tools
for attempting to reduce trade deficits. The trade balance reflects the
discrepancy between national output and national expenditure, and
little reason exists to expect protection to alter either of these signifi-
cantly. While import protection in automobiles may reduce the trade
deficit in that sector by increasing consumption and production of
domestic autos, this reduction can be achieved only by diverting the
resources required to expand auto production from othér more pro-
ductive uses within the economy.

The notion that imports cost American jobs is probably the most
common argument for protection. While it is certainly true in a
narrow sense that employment in an import-competing sector might
decline if import protection were reduced or eliminated, this fact
does not imply that total U.S. employment would fall. Rather, protec-
tion in that sector reduces the resources available for expanding
output, and employment, in more efficient export sectors. Most stud-
ies of the consumer cost per “job saved” through protection put this
cost at more than $100,000 per year, far exceeding the typical earn-
ings in the affected industry. Moreover, protective policies that
reduce foreign exports to the United States invite retaliation, which
reduces the demand for U.S. exports, causing further inefficiencies in
the allocation of resources and imposing extra costs on consumers.

Certainly unexpected increases in imports can cause temporary un-
employment as workers retrain for new jobs. But the appropriate re-
sponse is to facilitate labor adjustment, not to discourage it through
permanent protectionist policies. Trade Adjustment Assistance, first
introduced as part of the Trade Expansion Act of 1962 and signifi-
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cantly liberalized by the Trade Act of 1974, may be viewed as one
attempt to ease this adjustment and to mollify domestic opposition to
trade liberalization. The program, which is designed for firms and
workers hurt by import competition, provides financial, technical, and
retraining assistance to make firms more competitive and to assist re-
location of workers. If adjustment through normal market forces is
allowed, the displaced workers will find employment in other indus-
tries. Currently, the average period of unemployment is a brief 13
weeks. If permanent protection is offered, adjustment never occurs,
and the cost of the policy remains forever. The rules governing ex-
plicit protection under the escape clauses in U.S. trade law (Section
201) and in GATT (Article XIX) recognize this danger and require
relief to be temporary.

The recent economic record demonstrates that imports do not de-
stroy domestic jobs. From 1982 to 1987 the volume of U.S. imports
increased by more than 65 percent, while U.S. real GNP expanded by
more than 21 percent, and employment by 13 percent. Meanwhile,
West German imports increased by over 27 percent, its GNP grew by
nearly 12 percent, and employment stagnated. During this period the
U.S. merchandise trade balance fell sharply, while the West German
trade balance rose by more than $45 billion.

Recent proponents of protectionism have focused on the use of
“strategic trade” policy to promote selective, presumably high-tech-
nology, sectors. The essential notion is that economies of scale and
learning-by-doing render the competitive paradigm inappropriate in
these industries. Trade policy, by preserving the home market for do-
mestic firms, or by promoting selected industries and their exports
through subsidies, can be used effectively to prevent foreign competi-
tion and to increase the monopoly profits domestic firms earn from
foreign sales.

These policies of targeting industries with import protection and
export subsidies are harmful. The import restrictions hurt both do-
mestic consumers and foreign producers. Because foreign countries
may retaliate in kind, a situation can arise in which all countries are
worse off, but no country has the incentive to reduce tariffs unilater-
ally. For manufactured goods, the costs of protection are likely to be
even greater because the resulting market segmentation reduces the
inherent benefits derived from economies of scale and product diver-
sity. Promoting particular sectors through export subsidies is equally
costly. The subsidies impose costs on taxpayers, are inconsistent with
international trading rules, and invite retaliation.

Moreover, the argument for government activism is predicated on
the notion that governments can effectively identify those industries
that are at the forefront of technological innovation, and can devise
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appropriate trade policies to foster their dominance. This kind of
fine-tuning, reminiscent of attempts to fine-tune the macroeconomy,
presumes that policymakers have access to enormous quantities of in-
formation, wisdom, and objectivity. To be successful it also would re-
quire government officials to be -able to foresee the major conse-
quences of their actions.

If government pursues such activist policy, it is reasonable to ask
what the policy response will be when it mistakenly backs a losing in-
dustry. Will it be willing to remove protection, or will it feel com-
pelled to shelter an inefficient industry behind a tariff wall in order
to avoid facing up to the mistakes it made? If business executives err,
they are forced to face the cost of their decisions through the disci-
pline of the market—lower prices, reduced output, and even bank-
ruptcy. No such discipline is imposed on government officials, who
can reach deep into the pockets of taxpayers and consumers to hide
their failure. The reality seems to be that protection has been grant-

ed to sunset, not sunrise, industries and that this protection is hard to
remove.

POLITICAL ECONOMY OF PROTECTIONISM

One possible explanation for continuing protectionist pressures is
that economic efficiency is not all that matters; notions of equity and
fairness also have considerable influence on public policy. In most
developed countries, government agricultural programs, as well as
the protection of some industries, are typically justified on these
grounds. However, these objectives can be achieved through policy
instruments superior to the trade-distorting devices that have been
used..

A more likely explanation relates to other distributional conse-
quences of trade-distorting policies. The benefits are concentrated
among the relatively small number of people employed or owning
assets in the protected industry. Meanwhile, the higher overall costs
are paid for by the large numbers of taxpayers who foot the bill for
government programs, and of consumers who pay higher prices for
the goods. Because it is difficult to be informed on every issue, the
many who are adversely affected by protection may not be aware of
these costs. Yet those few who stand to gain from protection are
likely to be well aware of the benefits. Just as with pork-barrel
projects, the gainers are far more likely to make their voices heard
than are those who are hurt.

It is not surprising that the Congress has traditionally been more
protectionist than the President. The President, regardless of his
party, responds to a national constituency, and thus needs to consid-
er the impact of protectionist policies in a much broader context.
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Senators and Representatives respond to smaller constituencies,
wherein those few who gain from protection make their opinions
known forcefully. If producers and workers in enough regions are af-
fected, or if they are heavily concentrated in some regions, they can
influence legislation. This President, like most postwar Presidents,
has represented the voice of frée trade within the government. Laws
that attempt to reduce the President’s discretion or authority increase
the protectionist thrust of trade policy.

Protectionist efforts are most likely to be resisted when the distri-
butional costs of protection are also highly concentrated. The steel
agreements hurt domestic steel users, and recently efforts have been
mounted by some of them, such as Caterpillar, to oppose renewal of
the voluntary restraint agreements. Fabricators of copper wire and
other copper products successfully lobbied in 1984 against protection
for the copper industry, after an International Trade Commission de-
cision ruling domestic copper producers had been injured by im-
ports. Similarly, because the higher semiconductor prices that fol-
lowed an agreement to stop Japanese dumping hurt high-technology
American industries that use this product, industry associations rep-
resenting the two groups have been working together to fashion poli-
cies that will be mutually beneficial and, presumably, less protection-
ist. By contrast, consumers of final products receiving protection,
such as textiles and apparel, are in a relatively weak position to pro-
test the costs of import restrictions.

The benefits to producers in the protected industries can be signif-
icant, and include increased profits on both the inputs and final
products. One study of trade restrictions estimated annual gains to
producers at $3.8 billion for carbon steel products, $2.6 billion for
auto firms, $5 billion for dairy products, and more than $20 billion
for textile and apparel firms. Depending on how they are adminis-
tered, some of these programs impose substantial costs on foreign
producers, while others essentially transfer, through higher import
prices, additional benefits to foreign firms. The same study estimated
that U.S. restrictions transferred benefits of $2 billion to foreign steel
producers, $2.2 billion to foreign (Japanese) auto firms, and $1.8 bil-
lion to foreign textile firms. Even if these estimates are off by a factor
of three, they are still prizes well worth pursuing. The even higher
costs of these prizes are borne by a large group of consumers and
taxpayers.

Not surprisingly, considerable real resources are spent in petition-
ing governmental groups that make and implement policy. Everyone,
whether having spent time in Washington or not, is aware of the
effort, time; and resources lobbyists spend trying to influence trade
policy. Nor is the lobbying activity restricted to representatives of
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U.S. firms. Department of Justice records show that in 1986 Japan
spent more than $11 million on economic lobbying activity in the
United States, Indonesia spent more than $7 million, and South Korea
more than $4 million. The resources spent on these lobbying activi-
ties are wasted in an economic sense because they are withdrawn
from potentially productive activities.

Protection in the form of licensing and quotas may lead to even
greater inefficiency than tariffs. If the quotas are auctioned off, as in
Hong Kong where licenses to export clothing to the United States
may sell for 40 percent of the price of the clothing, then no addition-
al inefficiency occurs. But if the quotas are allocated in some other
manner, as is usually the case, then people will be willing to spend
scarce resources trying to obtain them. Because the ownership of
quotas confers private gains, but no gains to the economy as a whole,
this rent-seeking activity is wasteful. It can be especially deleterious
in less developed countries, as studies indicate that the implicit value
of import licenses may have been as high as 7.3 percent of GNP in
India, and 15 percent of GNP in Turkey.

THE SPECIAL THREAT OF NONTARIFF MEASURES

The opposing postwar trends toward lower tariffs, but greater use
of nontariff measures, raise two related questions. First, does it
matter what form of protection is used; second, why has this change
in policy mix occurred?

Most economists view nontariff measures as being more costly than
tariffs. Nontaniff measures may circumvent U.S. laws and GATT, and
may be negotiated, as was the case with the earlier restraint on Japa-
nese car exports to the United States, even when there is no determi-
nation of an unfair trade practice, or of injury to domestic firms.
Unlike escape clause relief, there is generally no provision for reduc-
ing protection over time (‘‘degressivity”’), nor is a formal time limit
imposed on the protection. The agreements do expire, but they may
be renegotiated, as has been the experience in textiles and apparel.
Producers in these industries appear determined to maintain protec-
tion,

Quantitative restrictions are also inferior to tariffs because they
cartelize the market. By granting firms more monopoly power, they
lead to even higher prices. Studies indicate the restraints on Japanese
automobile exports increased the price of Japanese cars in the United
States by up to $1,000, and increased the price of U.S. cars by about
$400. Moreover, because imports cannot respond to increased
demand, unexpected shortages are more likely to develop under
quantitative restrictions. Recent shortages of domestic steel forced
domestic users to import more costly finished products not covered
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under the agreements. Hence, quantitative restrictions can under-
mine the competitiveness of downstream industries even more than
do tariffs.

Another problem that inevitably arises is how to apply the nontariff
measures. Whereas tariffs will typically be applied on a most-favored-
nation basis, quantitative restrictions are usually imposed selectively,
with specific limits granted to each exporting nation. The issue of se-
lectivity versus most-favored-nation treatment is of great concern to
developing country exporters, as well as to importing nations. Apart
from transferring tariff revenues abroad, selectivity further distorts
trade, as U.S. importers cannot import from the least expensive, or
highest quality, foreign supplier.

However, under flexible exchange rates, domestic firms wishing to
avoid risk may prefer quantitative restrictions. Unpredictable move-
ments in exchange rates can affect the domestic currency price of
foreign products, making the amount of protection afforded by a
tariff uncertain. Quantitative restrictions insulate the level of imports,
and hence domestic price, from foreign price or exchange-rate move-
ments.

Lack of transparency often makes nontariff measures more accepta-
ble than tariffs from a domestic political standpoint. Whereas con-
sumers readily recognize tariffs as a form of taxation, they are unlike-
ly to perceive the similar effect of quantitative restrictions, because
the price changes are hidden. Nontariff measures are also usually
more acceptable to exporting nations. The use of tariffs under
GATT’s escape clause requires compensation to foreign exporting
nations, or allows them to retaliate. Because voluntary restraints fall
in a grey area outside of GATT jurisdiction, the country imposing
them need not worry about these provisions. Exporters are compen-
sated indirectly because they can charge higher prices for the re-
duced amount of goods being shipped, or can divert exports to
higher profit items. Naturally, the losers are consumers and taxpayers
in the importing country.

A more transparent system would be highly preferable for the pop-
ulation at large. If the tariff-imposing nation had to reduce other tar-
iffs as compensation, or if some of its exporting industries faced
higher retaliatory tariffs abroad, an active constituency to limit the
extent or length of protection would appear.

The United States has suggested one innovative strategy for deal-
ing with nontariff measures in the Uruguay Round negotiations on
agriculture. Before the effects of existing nontariff barriers can be re-
duced, the proposal calls for “tariffication” of these barriers—that is,
converting them into tariff equivalents that will then be the basis for
negotiations on barrier removal. The Japan beef and citrus agree-
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ment is a good example of the potential of this approach. The agree-
ment calls for the phase-out, over a 3- to 4-year period, of import
quotas on beef and oranges, and of Japan’s Livestock Industry Pro-
motion Corporation’s import management operations. These nontar-
iff measures will be replaced by tariffs that are scheduled to decline
to 50 percent by 1993.

While confining protection to tariffs will not cause protectionist
pressure to disappear, it may create stronger political opposition to
increased protection. It will also make it easier to negotiate mutual
reductions in trade barriers. Paradoxically, this policy may imply, as
some have suggested, that laws should be modified to make it easier
for firms to obtain temporary protection under escape clause criteria
so that the pressure for resorting to nontariff measures is reduced.

TEXTILES AND AGRICULTURE—CASE STUDIES IN PROTECTION

Textiles and agriculture are two of the most heavily protected sec-
tors in virtually all industrialized countries. No doubt part of the ex-
planation is historical, given the importance of these sectors in the
industrialization process. Yet implicit and explicit support and pro-
tection have been provided for protracted periods of time, with pro-
gram costs far in excess of costs associated with most other forms of
government intervention. Industrial country protection is significant
not only for the costs imposed on domestic consumers, but also for
the burden placed on developing economies.

Textiles and Apparel

Protection has been the rule rather than the exception in these in-
dustries. During the 19th century the U.S. industry developed behind
high tariff walls. During the interwar period, the Great Depression
and increased competition from Japan led to increased protection.
Many industrial countries resorted to quotas; in 1930 the United
States raised tariffs to 60 percent on woolens and 46 percent on cot-
tons. In 1936 Japan and the United States reached an agreement to
restrict Japanese exports, setting a precedent for the “voluntary” re-
straints of the postwar period.

Postwar liberalization of the industrial world’s trade did not extend
fully to Japan. Although Japan entered GATT in 1955, many coun-
tries continued to restrict textile imports from that country under Ar-
ticle XXXV, an annex specifically allowing nonapplication of GATT
provisions to new members. The inaccessibility of the European
market diverted additional exports to the United States. In 1956 the
Congress authorized negotiations to limit textile imports. The follow-
ing year Japan again agreed ‘“voluntarily” to limit exports to this
country.
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This limit on Japanese exports led to increased U.S. imports from
other countries, notably Hong Kong, whose 1960 exports to the
United States surpassed Japanese levels. In response, GATT adopted
the “Decision on the Avoidance of Market Disruption,” which al-
lowed restrictions on a discriminatory basis, even if actual injury had
not occurred. This decision became the basis for the ensuing Short
Term Arrangement (1961) and the more comprehensive Long Term
Arrangement (1962).

But the Long Term Arrangement did not stem domestic protec-
tionist pressures. From 1961 to 1972 textile imports increased by 135
percent in real terms, while apparel imports soared by well over 400
percent, with much of the growth in man-made fiber products not
covered under the Long Term Arrangement. In response, the United
States negotiated several bilateral agreements restricting imports of
products made from wool or man-made fibers. The Multi-Fiber Ar-
rangement, negotiated in 1973 and implemented in 1974, legitimized
these bilateral agreements and provided a framework for negotiating
additional bilateral export restraints. Subsequent Multi-Fiber Ar-
rangements have extended the material, product, and country cover-
age, so that roughly 60 percent of world trade in textiles and apparel
is now restricted, the main exception being trade among the industri-
al countries (excluding Japan). Recent agreements have added a
“call” provision that allows the United States unilaterally to restrict
products not previously covered under the agreements in response to
an import surge. The current agreement, Multi-Fiber Arrangement
IV, is scheduled to expire in 1991.

While the nominal tariff rates on textiles and on apparel average
around 10 percent and 20 percent, respectively, the combined pro-
tection afforded by tariff and nontariff barriers is nearly 30 percent
for textiles and more than 50 percent for apparel. The annual esti-
mated cost to U.S. consumers of the protection exceeds $20 billion.
Furthermore, world restrictions on trade in textiles and apparel
impose an enormous burden on developing economies. These prod-
ucts account for 80 percent of Jamaica’s manufactured exports, 72
percent of Pakistan’s exports, and 89 percent of all exports from
Bangladesh (100 percent of its manufactured exports). The restric-
tions limit exports to the main developed economies and divert sales
to other importers. Some exporting nations allocate export quotas to
Multi-Fiber Arrangement countries among domestic producers based
upon those firms’ exports to non-Multi-Fiber Arrangement import-
ers. This method of allocating quotas leads to overshipments to these
latter importers, exacerbating the pressure for additional worldwide
protection.
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The combined textiles and apparel sector remains one of the larg-
est manufacturing sectors in the United States, employing more than
1.8 million workers. Over the past 25 years labor productivity in the
textile industry has grown by more than 4 percent per year, above
the national average, while productivity in apparel has grown by an
average of 2.8 percent since 1973. Employment declined through
1986, partly because of productivity increases. In 1987 and the first
half of 1988 employment stabilized in apparel, and grew in textiles.
In real terms, domestic textile production has increased by more
than 140 percent since 1960, while apparel production has increased
by more than 60 percent. Profits rose in 1987 and the first half of
1988.

Yet the pressure to protect continues. In recent years the Adminis-
tration has repeatedly had to fight even more protectionist legisla-
tion, using vetos that were sustained in 1985 and 1988. This case is
clearly not one of temporary protection to allow adjustment, and the
protection cannot be justified under any escape clause criteria. The
question is whether tariffication could help reduce this pressure, be-
cause the social costs of this protectionist policy remain high.

Agriculture

Agriculwire, like textiles, is an important industry whose relative
economic significance has waned. Employment in American farming,
now just over 3 million, has declined both in absolute and relative
terms in the postwar period. Similarly, the value of agricultural
output as a share of GNP has declined sharply during this period.
Agriculture has maintained an important, although declining, share
of total U.S. merchandise exports. Exports remain crucial to the vital-
ity of the agricultural sector. »

For the world as a whole, output of agricultural products has
grown by about 150 percent over the period 1950-86, in contrast
with the nearly 600 percent increase in manufactures. Although the
volume of world trade in agriculture has increased more rapidly than
agricultural output, the relative share of agriculture in world trade
has declined from nearly 50 percent in 1950 to less than 15 percent
in 1986.

The economic and political importance of this sector is apparent
from the types of support programs that most developed economies
maintain. Unlike textile programs, those in agriculture have involved
both domestic and border measures, and have not only affected the
volume of trade, but in several cases also actually reversed trade pat-
terns. In terms of their impact on both taxpayers and consumers,
these policies have tended to become more costly. One estimate indi-
cates that the cost of farm policies to taxpayers and consumers in the
OECD countries was about $200 billion in 1986.
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The United States began using price supports and land diversion
programs to increase farm family incomes before World War II.
These programs continued to evolve after the war. However, relative-
ly high market prices during the 1970s for the major crops covered
by these support programs reduced the cost of farm programs to tax-
payers. Program changes made in 1981 and 1985, however, com-
bined with relatively low market prices to cause unprecedented
budget outlays as well as record nominal net farm incomes. As meas-
ured in 1982 dollars, the total taxpayer cost of farm programs, which
varies with market conditions, increased from under $4 billion in the
early 1950s to more than $20 billion in the mid-1980s.

Because U.S. programs typically involve price supports or deficien-
cy payments, and because the United States is a major exporter of
many agricultural products, border measures are not usually needed
to keep out foreign products. In some products, such as dairy, sugar,
beef, and peanuts, the United States does maintain quantitative bar-
riers on imports to support domestic producer prices. Apart from the
dairy program, these other programs impose little direct burden on
taxpayers, but they do result in significantly higher consumer prices.
Under the domestic sugar program, for example, import quotas are
adjusted annually to achieve a high domestic price. While both the
protective effect and costs of the program depend upon the world
price and the domestic stabilization price, current protection levels
exceed 100 percent, and the estimated annual consumer costs for
1987 exceeded $3 billion. The use of export quotas rather than tariffs,
and the allocation of these quotas to specific foreign exporters,
resulted in a transfer to these exporters of nearly $300 million,
reflecting the difference between U.S. and world prices. The additional
revenue to domestic producers for 1987 was about $1.7 billion. These
benefits are highly concentrated among producers, resulting in an |
average transfer to sugar growers of $50,000 to $100,000 per farm.

Regardless of the crop or the country, government programs sig-
nificantly benefit farmers in developed countries. As documented in
the 1988 Economic Report of the President, the producer subsidy equiva-
lent, which measures the estimated percentage decrease in gross farm
income that would occur if all of a country’s internal and border
measures were removed, increased sharply for the United States,
from 11 percent in 1979 to 34 percent in 1986. However, U.S. farm-
ers would benefit if all nations were gradually to remove their distor-
tionary agricultural policies, as the President has proposed as part of
the Uruguay Round negotiations.

The Common Agricultural Policy of the EC entails high producer
prices and a variable levy on imports that keeps European consumer
prices well above world prices. This subsidy program has trans-
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formed the EC from a grain importer to a surplus producer. To dis-
pose of these surplus stocks, the EC adds an additional subsidy to
promote its exports. In the 1987 budget year the EC received about
$1.9 billion from import levies, and paid out $10.8 billion for export
subsidies. These export subsidies increased significantly during the
preceding decade. While benefiting importers, the subsidies create
conflicts with other agricultural exporters, including the United
States and producers in developing countries. The total budget of
the Common Agricultural Policy was about $27 billion in 1987, and
represented about 64 percent of the Community’s total budget.

Japan remains a major agricultural importer despite the fact that its
agricultural protection remains among the highest for developed
countries. Estimated ad valorem tariff equivalents for many agricultur-
al products, including rice, wheat, barley, sugar, and beef, were all
above 100 percent in the middle 1980s. Domestic rice prices current-
ly exceed five times world prices. As shown in the 1988 Economic
Report, Japan’s producer subsidy equivalent of 79 percent is well
above that of any other major industrial country, and this rate had
increased significantly in less than a decade. These programs result
not only in taxpayer costs, but in higher prices for Japanese consum-
ers, who spend a considerably larger percent of their income on food
products than do consumers in the United States. These barriers
remain because Japanese farmers are a politically potent group, and
they have vigorously opposed liberalization attempts.

As with textiles, many of these agricultural programs are outside of
GATT discipline, largely because of U.S. desires in the early years of
GATT. The high degree of protection and subsidization in agricul-
ture has led to significant international tension. This tension, and the
massive distortion that results from these policies, constitute a major
impetus behind the sweeping U.S. proposal in the Uruguay Round to
eliminate all market-distorting agricultural policies. Moreover, a large
portion of U.S. market-opening activities is directed toward agricul-
tural products. These and other market-opening activities are the
subject of the next section.

FREE AND FAIR TRADE

In the early postwar period the United States was prepared to
accept the fact that its trading partners used nontariff barriers more
than it did, because the primary U.S. aim was to foster recovery over-
seas. As recovery proceeded and the income gap decreased, however,
Americans came to think that the responsibility for fostering trade
liberalization should be shared more equitably.
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Domestic protectionist sentiment has increased during the past two
decades. Recently, U.S. exporters have sought relief from foreign
practices that were perceived to treat their products unfairly. This
sense of unfairness was exacerbated by declining U.S. agricultural ex-
ports, and the increasing importance of services and intellectual
property rights, neither of which was protected under GATT disci-
pline.

Despite this adverse political climate, this Administration has man-
aged to sidetrack some major pieces of protectionist legislation. Polit-
ical pressure was adroitly diverted toward an effort to open foreign
markets to American products through the use of Section 301 of the
Trade Act of 1974. The spirit of this provision is to help the govern-
ment carry out its legitimate roles in fostering and maintaining a free
and fair trading system. Implementation of the provisions raises
some complex issues, however, especially when international agree-
ments do not cover the alleged unfair foreign practices.

Under Section 301, as amended, the United States Trade Repre-
sentative is authorized, subject to Presidential direction, to take
specific actions to obtain the elimination of unfair foreign trade prac-
tices. These practices include, but are not limited to, policies that re-
strict U.S. exports to that country, that undermine U.S. export mar-
kets, and that deny American residents the protection of intellectual
property rights. Although the ultimate sanction available to the
United States under the statute is retaliation, the purpose of the
process is to obtain successful resolution of the conflict, not to close
American markets. In fact, few of the cases brought under this Ad-
ministration have resulted in retaliatory tariffs.

If the unfair practice violates GATT obligations, then the usual dis-
pute settlement mechanism of GATT can be used. The usefulness of
Section 301 action derives from the weakness of GATT’s dispute set-
tlement procedures, and its limited coverage.

SECTION 301 IN PRACTICE

Since Section 301 was passed in 1974, about 70 cases have arisen,
nearly 50 during this Administration. More than 20 cases have been
initiated since 1985, 10 of which were initiated by the Administration
without a private petitioner. Nearly one-half of the petitions have
dealt with raw and processed agricultural products, including grains,
beverages, leather, and tobacco products. The other major sources of
petitions include eight filed by steel producers, nine involving service
industries (such as insurance and films), four filed by footwear pro-
ducers, and several recently filed by the Pharmaceutical Manufactur-
ers Association involving intellectual property rights. The basis of
many of these petitions mirrors the weakness in GATT disciplines in
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agriculture, and the lack of coverage for intellectual property rights
and services.

The Section 301 process of market-opening has resulted in impor-
tant agreements. The Japan beef and citrus agreement, which was ne-
gotiated under the threat of imminent Section 301 action, has been
mentioned. Under earlier Section 301 actions the Japanese agreed to
lower tariffs and end the state monopoly’s discriminatory treatment
of imported tobacco products. Separately they also agreed to reduce
some tariffs, on a most-favored-nation basis, to compensate for
GATT-illegal leather and leather footwear import quotas. Agree-
ments with South Korea include one that increased foreign access to
the domestic insurance industry, another that resulted in sweeping
modifications of Korea’s laws and regulations concerning intellectual
property, and a third liberalizing the Korean market for imported
cigarettes.

The emphasis on market-opening in the trade law has facilitated
the conclusion of bilateral agreements even without Section 301
action. Examples include agreements with Japan to increase access to
their domestic construction industry, to modify the procedures for
government procurement of supercomputers, and to allow foreign at-
torneys to practice their home law in Japan. Partly because of U.S.
pressure, both South Korea and Taiwan significantly reduced their
tariff barriers, and Taiwan improved its intellectual property rights
protection. In a recent case, U.S. petitioners voluntarily withdrew
their petition against South Korea after an agreement was announced
to open that country’s film market significantly.

Attempts to define unfair trade practices, for the purposes of Sec-
tion 301-type actions by any country, can raise complex issues. A
country might, for example, undertake deregulation or privatization
measures for purely domestic reasons. Nevertheless, these measures
are likely to confer benefits on some foreign firms, particularly be-
cause government procurement processes are typically less open than
private procurement procedures. Should the hiberalized country be
entitled to compensatory trade liberalization from others for its
policy? This issue is unresolved and is a potential source of friction.

Another issue concerns the extent to which any government inter-
vention in the economy is deemed to be unfair. The United States
typically has more of a laissez-faire attitude toward economic develop-
ment than other countries, particularly—but not exclusively—those in
the developing world. Many of these latter countries practice active
government intervention. This intervention may includé subsidies to
specific domestic industries, which necessarily distort trade patterns,
or regional subsidies. While the latter subsidies can be trade neutral
in an overall sense, nevertheless they are likely to hurt some (and
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help other) U.S. industries. The law is unclear as to whether such re-
gional subsidies are unfair.

In pursuing action under Section 301 other complex problems
arise. Petitioning firms want to use the process to their advantage,
which sometimes means they are more interested in obtaining do-
mestic protection from foreign competition than in opening foreign
markets. Such efforts must be resisted. At times the executive branch
may find itself under pressure from a domestic industry to pursue
Section 301 action against a foreign practice that harms one U.S. in-
dustry but actually benefits the country as a whole. For example, if a
foreign country taxes exports of a primary product, this policy will
discourage domestic production and exports of that primary product,
but will encourage exports of processed goods derived from it.
American firms that produce the processed product will be hurt, but
U.S. producers of the primary product will benefit. If the processors
initiate a Section 301 action, should the United States attempt to
eliminate this foreign policy because it is “‘unfair” and burdens U.S.
processors, even though the policy’s overall impact on the U.S. econ-
omy may be beneficial?

In some cases tangible evidence of discrimination against U.S.
products may be difficult to obtain. In the Japan semiconductor case,
an agreement was reached to end Japanese dumping of semiconduc-
tors in the United States and third-country markets and to increase
access for foreign firms in the Japanese market. A subsequent sharp
increase in prices raised costs for industries using semiconductors as
inputs, thereby weakening the competitiveness of these high-tech
firms. Tangible evidence of Japanese discrimination against U.S.
firms was hard to document. The criteria used for gauging market
access was the U.S. share of the Japanese semiconductor market. Be-
cause. this share has not increased sufficiently, the United States has
put 100 percent tariffs on $165 million worth of selected Japanese
products. This is one of the relatively few such retaliatory tariffs that
have resulted from this Administration’s market-opening trade policy.

RECENT MODIFICATIONS IN THE LAW

Several sections of the Omnibus Trade and Competitiveness Act of
1988 dictate significant changes in the U.S. campaign against unfair
trade practices. Mandatory action is now required, subject to a limit-
ed number of exceptions, if the foreign practice is found to violate a
trade agreement or to be unjustifiable and a burden to U.S. com-
merce. The removal of discretion is likely to lead to more frequent
resort to retaliation. Moreover, this provision may make it harder for
the United States to obtain agreements from foreign countries to
modify their practices. Under U.S. law, countries that agree to under-
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take measures to eliminate practices that previously were not subject
to mandatory action will be deemed to have entered into a trade
agreement and henceforth be subject to mandatory retaliation if the
proposed changes are not fully implemented. This modification in
the law may reduce the incentive for countries to agree to alter their
policies.

Other sections of the law require the U.S. Government to self-initi-
ate Section 301 investigations and to name specific countries as
“unfair traders.” Section 1302 of the 1988 act requires the identifica-
tion of priority foreign practices, the elimination of which would have
the most benefit for U.S. commerce, and of priority countries that
undertake such practices. Section 1302 also purports to require the
United States Trade Representative to enter into negotiations with
these countries in order to obtain agreements to remove the barriers.
In essence, this provision requires the government to indict a coun-
try’s entire set of trade practices, not one specific aspect of its poli-
cies.

The telecommunications section of the 1988 act requires the gov-
ernment to investigate foreign country practices in telecommunica-
tions and decide which are most offensive, as well as which would
reap the most commercial benefit for the United States upon modifi-
cation. If agreements to modify them cannot be reached, the law au-
thorizes the President to retaliate. It also directs the President, if he
does take retaliatory action, to target telecommunications trade. It
will be a challenge to implement these procedures in a way that
opens foreign markets, instead of causing the United States to close
domestic ones.

AGENDA FOR THE FUTURE

The future of the international trading system, and the way in
which modifications to it are negotiated, are arguably at a crossroad.
The GATT system has functioned remarkably well during the past 40
years by all but eliminating tariffs on manufactured products as a
major trade impediment, but it has been far less successful in limiting
other obstacles to trade. The increased reliance on nentariff meas-
ures makes further progress more difficult, notwithstanding the limit-
ed success achieved in the Tokyo Round. Expanding GATT’s cover-
age to include important omissions, including agriculture, services,
and intellectual property rights, is complex because it may require
basic modifications in domestic law or policy, not just in international
conventions.

The multilateral negotiating process is complicated by the increase
in the number of important participants, and the consequent tenden-
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cy toward bilateral or plurilateral liberalization outside GATT. While
the United States, Canada, the European Community, and Japan
remain the most important trading nations, the share of world trade
in manufactures controlled by the middle-income developing coun-
tries has tripled, from 5.0 percent in 1965 to 15.3 percent in 1983.
Individual concessions by these nations on issues such as intellectual
property rights, trade-related investment measures, or trade in serv-
ices are less important to the larger nations than are collective con-
cessions. In multilateral negotiations, a free-rider problem arises be-
cause smaller nations, hoping to gain from the final package, which
will be applied on a most-favored-nation basis, have less incentive to
make individual concessions. This problem explains the tendency for
supplemental codes to GATT to be applied only to signatories, and
not to all GATT members.

The tendency toward bilateralism is evident in a variety of ways,
none of which is necessarily a negative factor by itself. Bilateral
agreements negotiated by the United States under Section 301, while
applied on a most-favored-nation basis, nevertheless clearly have the
intent of removing those trade barriers most significant to this coun-
try. The Israel-United States Free-Trade Agreement, which came into
effect in 1985, has already significantly liberalized trade between the
two countries. As of January 1, 1989, Israel will have eliminated
duties on 80 percent of its imports from the United States. In 1987
the United States and Mexico concluded a bilateral understanding
that provides a framework of principles and a consultative mechanism
to improve economic relations. This understanding, in conjunction
with trade liberalization programs Mexico has undertaken as part of
its accession to GATT in 1986, should enhance trade flows between
the two countries. The Canada-United States Free-Trade Agreement,
which enters into effect this year, creates the world’s largest free-
trade area. The simultaneous reduction of U.S. and Canadian tariffs
and some nontariff measures will expand trade between the two na-
tions, and both will undoubtedly gain. Because the benefits of the
agreement are not conferred on a most-favored-nation basis, howev-
er, other countries may not necessarily share in this gain, as some
trade is diverted away from them. These bilateral agreements will be
especially beneficial if they foster further multilateral liberalization.

Whether bilateral or multilateral liberalization will prevail depends
significantly on two major events: the outcome of the EC integration,
scheduled to be completed by 1992, and the outcome of the Uruguay
Round GATT negotiations, scheduled to end in 1990.
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“EC 1992”—THE SINGLE INTERNAL MARKET IN EUROPE

In 1985 the member states of the European Community undertook
to eliminate all remaining economic barriers between them by 1992.
Since the late 1960s the EC has been operating as a customs union
with a common external tariff and no internal tariffs. Yet various
nontariff barriers remain, including, for example, technical require-
ments that differ among member states (for instance safety standards
on machinery and health standards on agricultural products) and
public procurement practices that discriminate in favor of domestic
suppliers. Despite the absence of tariffs, cumbersome customs proce-
dures are required because member states have different value-added
and excise tax systems. The internal market reforms are intended to
eliminate or substantially reduce barriers by harmonizing tax rates,
eliminating restrictive technical standards, liberalizing financial sector
regulations, and enforcing intra-European competitive bidding in
public procurement.

To many in Europe this liberalizing process represents the logical
next step in consolidating the economic advantages of the customs
union framework. Substantial gains are expected from the realization
of scale economies, once technical standards are uniform across this
large market, which now spans 12 countries. Financial service inte-
gration is expected to lower the cost of capital to investors, and effi-
ciency gains are expected from more fully competitive bidding on the
sizable government procurement market, from tax harmonization,
and from the elimination of administrative and time costs of customs
arrangements. A study done for the Commission of the EC, which
has been planning the directives for the changes, puts the expected
contribution to baseline GDP in Europe at 4.5 percent over the
medium term, and to employment of almost 2 million new jobs. For
an economic bloc that has been slow to recover from the stagflation
of the 1970s and the recession in the early 1980s, a potential eco-
nomic boost of this sort could provide sufficient incentive for govern-
ments to overcome domestic resistance to these reforms.

For the U.S. economy the EC 1992 reforms offer potential bene-
fits, in addition to possible barriers alluded to in American business-
es’ fear of a Fortress Europe. The effects will be felt in two distinct
ways: through American trade with Europe, and through American
investment on the continent. As a trading partner, the United States
and other countries outside the EC may lose to the extent that the
easier movement of goods within Europe encourages more internal
trade, and puts outsiders at a relative disadvantage. If the reforms do
result in substantial European growth, however, this growth may in-
crease the amount of the Community’s external trade, including U.S.
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exports to Europe. These gains will only be realized, however, if the
EC remains open to the rest of the world.

The issues differ somewhat for the United States as an investor. As
long as American firms located in Europe are granted ‘‘national
treatment,” that is, the same rights of market access as European
firms, their gains from the increased efficiency of an expanded single
market are the same as for their European counterparts. This issue is
of considerable concern to the United States because the Europeans
are considering a reciprocity standard for granting third-country fi-
nancial institutions access to the newly integrated financial market.
Under strict reciprocity the EC could deny entry to American firms
as U.S. laws in the financial sector are not equivalent to those of the
EC. Consequently, U.S. firms not already established in Europe
would not benefit from the reforms.

URUGUAY ROUND NEGOTIATIONS

At the United States’ urging, the eighth round of GATT negotia-
tions was launched in Punta del Este, Uruguay, in September 1986.
The work was divided into two main parts, a Group of Negotiations
on Goods and a Group of Negotiations on Services. Actual negotia-
tions began in February 1987,

While all negotiating areas are important to the United States, the
main U.S. objectives are to correct the weaknesses in GATT coverage
and discipline. The responsibility of the Group of Negotiations on
Services is to establish principles for extending GATT coverage to
trade in this expanding component of world output. The group must
also negotiate sector coverage and establish basic rules on issues
such as transparency, nondiscrimination, national treatment, and
rights of establishment. Because trade in services often requires at
least some local production, the right of foreign firms to establish
local operations is crucial. Possible sectoral coverage includes areas
such as insurance, construction, advertising, telecommunication serv-
ices, leasing and franchising, and computer and data processing. Lib-
eralized trade in these areas can offer significant gains to American
firms.

The Group of Negotiations on Goods is split into many smaller
groups covering agriculture, trade-related intellectual property rights,
trade-related investment measures, tariffs, and nontariff measures,
among others. The United States made its most dramatic proposal in
agriculture, where the long-term U.S. objective is to eliminate all
policies that distort world agricultural production, trade, and prices.
This sweeping proposal includes both domestic and border meas-
ures. To increase transparency and facilitate systematic liberalization,
the United States has proposed tariffication of many of the nontariff
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measures that are so important in agricultural programs. Successful
implementation of U.S. proposals would lead to large gains in eco-
nomic efficiency, and reduce the high financial cost of farm programs
at home and abroad. While all nations have agreed to the principle
of increasing GATT discipline over agricultural policy, including in-
ternal and border measures, major players such as Japan and the EC
will need to be convinced of the desirability of the full-scale liberal-
ization that the United States and smaller exporting nations are pro-
moting. At the same time, comparable liberalization of trade in tropi-
cal agricultural products is of prime importance to developing econo-
mies.

Another prime U.S. concern is reflected in the group on intellectu-
al property, where, in conjunction with other developed countries,
the United States is attempting to develop a framework to enhance
intellectual property rights protection. Suggested areas for coverage
include patents, copyrights, trademarks, trade secrets, and semicon-
ductor layouts. The absence of appropriate protection in these areas
is estimated to cost the United States more than $20 billion per year
in lost sales. Insufficient protection of intellectual property leads to
underinvestment in research and development activities. Although
less developed countries wish to concentrate the negotiations only on
border measures, proper protection must also include internal meas-
ures and enforcement to prevent the misappropriation of intellectual
property for domestic production.

In light of the substantial past achievements in tariff reductions,
this issue is not as important as in previous rounds. Other groups,
including those on safeguards, nontariff measures, textiles, subsidies,
and GATT Articles, are striving to develop formulations for limiting
the greater problem of nontariff measures. As in agriculture, tariffica-
tion of “hard-core” nontariff measures could be a first step toward
their elimination. Many less developed countries wish to liberalize
textile trade, and to reduce the ability of industrial economies to use
safeguard, antidumping, and countervailing duty actions to protect
domestic industries. On the other hand, the United States seeks
greater discipline on the use of trade-distorting subsidies. Developing
countries also wish to require that safeguard actions be imposed on a
most-favored-nation basis. At the same time, they seek special and
differential treatment concerning reciprocal tariff reductions, and
their “right” to protect domestic industries. The developed econo-
mies thus far have not offered significant proposals to reduce the use
of grey-area measures of protection.

Direct international investment, like international trade, is an im-
portant component in expanding world output and efficiency. Poli-
cies that inhibit or distort those flows reduce world efficiency. Many
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developing countries tie performance requirements to direct foreign
investment. These requirements, which include technology transfer,
.local equity participation, minimum export levels, and balanced
trade, both discourage investment and distort trade flows. Develop-
ing countries have resisted progress in this group on sovereignty
grounds.

Broadening GATT coverage will be meaningless unless ways are
found to enhance compliance with GATT principles. An improved
dispute settlement process is an indispensable requirement to en-
hance reliance on GATT principles and procedures. Main proposals
include the automatic right to a panel to settle disputes, the possibili-
ty of binding arbitration if both parties consent, an expedited panel
process, and perhaps the adoption of a procedure whereby parties to
the dispute abstain from voting. The possibility of having a strong
dispute settlement process is doubtful as long as countries maintain
their rights to act unilaterally, and ignore GATT reports.

A ministerial level Mid-term Review of progress in the Uruguay
Round took place in Montreal in early December 1988. In 11 of the
15 groups this review resulted in agreement on proposals to be im-
plemented or on frameworks for further negotiations for the remain-
der of the talks. From the U.S. perspective some of the most impor-
tant progress occurred in the groups on services, dispute settlement,
subsidies, tariffs, and functioning of the GATT system (FOGS). In
four groups—agriculture, intellectual property, safeguards, and tex-
tiles—disagreements remained, although some progress was made in
Montreal in narrowing these differences. Negotiations in these four
groups will continue, and a senior officials level meeting of the Trade
Negotiations Committee is scheduled to meet in Geneva in April
1989. Once agreement is reached in these four areas, the results
achieved in Montreal can be implemented. The changes in FOGS
and dispute settlement will be implemented on a provisional basis.
Most GATT members anticipate that the talks will be successfully
completed, on schedule, by the end of 1990.

The record of the past 40 years clearly demonstrates that econo-
mies that have utilized free market principles have been at the fore-
front of economic growth. The significant reduction in trade barriers
and the ensuing increase in international trade flows have been
major factors in the record growth during this period. Current U.S.
proposals to phase out distortive agricultural policies, to expand
trade liberalization to sectors not previously covered, and to
strengthen GATT manifest the United States’ desire to help con-
struct a world trading system that is open to, and benefits, all na-
tions. The guiding principle that government interference with inter-
national commerce should be kept to a minimum is equally applica-
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ble to internal commerce. Freeing the economy from excessive regu-
lation allows entrepreneurs to focus on innovation, the hallmark of
the American economy. Continued efforts to liberalize trade, and to

reduce internal regulation, will ensure America’s role as a model for
the rest of the world.
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