CHAPTER 7

Trade Liberalization
and Economic Growth

THE GLOBAL TRADING SYSTEM has been a driving force of
economic growth and prosperity, with world trade increasing more
than one and a half times as fast as world income since the early
1960s. The fraction of U.S. production sold abroad has more than
doubled since then, and exports now account for about one-eighth
of gross national product (GNP). As the world’s largest economy,
the United States has greatly benefited from the rapid growth of
trade. By promoting innovation, flexibility, and competition, the ex-
pansion of trade and the globalization of markets and firms have
stimulated economic growth and improved living standards.

Many natural economic forces—such as the declines in transpor-
tation and communication costs—have contributed to the growth of
trade, but trade liberalization through substantial reductions of
tariff barriers has also been a significant factor. Seven rounds of
multilateral trade negotiations, conducted under the auspices of
the General Agreement on Tariffs and Trade (GATT), have helped
reduce average tariffs in industrial countries on manufactured
goods from over 40 percent in 1947 to about 5 percent today. GATT
has also promoted trade by establishing internationally accepted
rules of fair play that have prevented and resolved numerous com-
mercial conflicts between nations.

A number of recent bilateral and regional economic policy initia-
tives have also helped to lower barriers to trade. In the Western
Hemisphere, for instance, implementation of the U.S.-Canada Free-
Trade Agreement has reduced many trade and investment bar-
riers. Further market opening would come from a U.S.-Mexico free-
trade agreement as well as from the hemisphere-wide system of
free trade envisioned in the Enterprise for the Americas Initiative.

The current round of GATT negotiations, known as the Uruguay
Round, is aimed at further lowering trade barriers and at prevent-
ing increased protectionism and government management of trade.
An important goal of the United States and other countries in the
Uruguay Round is to modernize and improve the rules embodied in
the articles of the General Agreement on Tariffs and Trade. This
includes extending rules to areas either previously uncovered or for
which coverage is neither systematic nor explicit, such as services,
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intellectual property rights, and foreign investment; deepening and
broadening coverage of agriculture and textiles; applying rules
more thoroughly to developing countries; strengthening the dispute
settlement procedures; and updating unfair trade rules to reflect
modern business practices. Another goal is to cut tariffs worldwide
and eliminate them altogether in several large manufacturing sec-
tors.

Unfortunately, the negotiations were suspended in December
1990 due to an impasse in the part of the talks dealing with agri-
culture. Successful completion of the Uruguay Round is important.
In recent years, the world has experienced a rise in nontariff bar-
riers, managed trade arrangements, and other protectionist meas-
ures that have hindered the expansion of trade and offset market-
opening initiatives. The opening of markets around the world that
would come from the success of the current GATT negotiations
could greatly increase U.S. and world GNP. By contrast, a break-
down of the multilateral trading system could increase protectionist
pressures to erect trade and investment barriers. Just as market
opening stimulated economic growth, increased protection can
reduce long-run growth and prosperity. In addition, an escalating
cycle of import protection that led to a severe and sudden rise in
trade barriers could contribute to a short-run economic downturn;
the ensuing declines in income and employment might, in turn, in-
crease pressures for protection. The last great cycle of antitrade
policies contributed significantly to the Great Depression of the
1980s.

Today’s trading environment is vastly more complicated than it
was in previous eras. New, complex products and services now per-
meate the world marketplace; trade barriers are more intricate;
and companies are increasingly globalized. Through foreign direct
investment and other international linkages, such as joint ventures
and productionsharing arrangements, multinational companies
have dispersed their production, research, and marketing facilities
throughout the world. The result has been greater integration of
the world’s markets and firms. Today, companies compete world-
wide not only through exports, but also through the location of fa-
cilities. Globalized companies are also playing an increasing role in
world trade; for example, two-thirds of U.S. exports are traded by
multinational corporations, with about two-fifths of these exports
traded “internally” between the parents of multinationals and
their affiliates located abroad. International trade and foreign
direct investment are now inextricably entwined.
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THE GAINS FROM FREE TRADE AND LOSSES
FROM PROTECTIONISM

Trade—whether between individuals within a town, between
towns within a country, or between countries—is a natural eco-
nomic process. The tendency for individuals to engage in trade
stems from the fundamental fact that voluntary trade benefits all
participants. Even within a town, the exchange of goods and serv-
ices permits greater efficiency and prosperity for all residents be-
cause it allows individuals to specialize in what they do relatively
well. Clearly, it would be an inefficient use of a town’s resources if
all its citizens grew all of their own food, made all of their own
clothes, and built their own shelters. With a division of labor and
trade among individuals, the town will produce more goods using
its available resources.

Countries, like individuals, are not all equally proficient at pro-
ducing all goods. Just as specialization and trade among individ-
uals in a town .make everyone better off, international trade in-
creases the prosperity of all nations by allowing countries to con-
centrate on what they do well and to trade for goods that they are
relatively less efficient at producing. Technology, for example, en-
ables U.S. companies to develop and manufacture many advanced
goods more cheaply than companies from developing countries—
even though American wages are many times higher than develop-
ing country wages. For less technologically advanced goods, the
United States may also enjoy higher labor productivity. This pro-
ductivity advantage, however, may not be enough to overcome the
wage difference. As a result, firms from developing countries may
be able to produce such goods at a lower cost.

If market forces are allowed to act freely, countries will make
the products they are relatively cost efficient at producing and will
trade for other products. Since this international division of labor
is cost effective, all goods will be cheaper; consequently, all nations
will benefit. Trade barriers restrict the market forces that lead to
this efficient international division of labor. Removing trade bar-
riers increases the well-being of all nations by allowing a more effi-
cient international allocation of resources.

EFFICIENCY, PRODUCTIVITY, AND GROWTH

In 1817 when David Ricardo first argued that trade benefits all
nations, an efficient international allocation of resources was rela-
tively simple. Countries made certain products and traded for
others. Today, trade is much more complex. Firms increasingly
engage in international joint ventures, technology-sharing arrange-
ments, and long-term supply contracts, as well as direct invest-
ments in foreign companies and facilities. Through these interna-
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tional linkages, firms achieve greater productivity and risk-sharing
in research and development, marketing, and manufacturing.
Thus, by improving the efficiency and flexibility of the allocation of
resources, the globalization of firms and increased competition
among them boost the prosperity of all nations.

Open markets and multinational firms increase efficiency by al-
lowing companies to take advantage of national differences in pro-
ductivity and resource costs. But they also promote efficiency even
more directly. The development, production, and marketing of
some products and services require large up-front investments. Un-
restricted international trade and investment permit firms to
attain the most efficient scale of operation, thereby increasing pro-
ductivity and lowering average costs. The realization of these
economies of scale is generally good for business and benefits con-
sumers by increasing their choice of products and raising the pur-
chasing power of their incomes.

These beneficial effects, usually called the efficiency gains from
trade, are permanent, although this fact is not universally under-
stood. For instance, it has been claimed that the economic cost of a
major rise in trade barriers worldwide would be no greater than
that of a mild recession. This claim, however, misses the point that
recessions typically last for less than a year, while protectionist
trade barriers impose costs that would lower incomes around the
world for decades. Thus, even if the costs of a mild recession and
an increase in protection were comparable on an annual basis, a
major rise in trade barriers would have a much greater total cost.
Globalization and the Flexibility of the Economy

In today’s rapidly changing world marketplace, flexibility is im-
portant: An efficient allocation of resources this year may not be
efficient next year. The globalization of markets and companies in-
creases the ability of the U.S. economy to respond to changes in tech-
nology and the state of the world economy. Access to foreign mar-
kets, technologies, and capital allows resources to move more
quickly from one sector to another when patterns of international
competitiveness shift. It also permits U.S. companies to respond
more rapidly and effectively to changes in technology, products,
and markets. The globalization of production networks also implies
that reducing trade barriers in a particular foreign market may
well lead to outcomes other than increased exports from the
United States. These alternative outcomes include increased ex-
ports by companies that are affiliated with U.S. multinationals but
located abroad; increased exports by foreign multinationals located
overseas; and the establishment by U.S. companies of new facilities
in the foreign market through direct investment.
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Pro-competitive Effects of Trade

Competition helps push companies to produce efficiently goods
that consumers want and to charge competitive prices. If a domes-
tic manufacturer tried to charge too much for its products, for ex-
ample, consumers would buy from the competition. Trade barriers,
which tend to restrict import competition, reduce these beneficial
effects. Import competition promotes cost efficiency, quality aware-
ness, and competitive pricing by domestic firms. As discussed below,
added competition can also encourage the rate of innovation.

Investment Effects of Removing Trade Barriers

Freeing up international trade and investment promotes a more
efficient use of resources. These efficiency gains, however, reflect
only part of the benefits from an open trading system. To the
extent that capital becomes more efficient and profitable, investing
in new capital becomes more attractive. Market-opening initiatives
can improve the investment climate, thereby promoting investment
and spurring growth. An example can be seen quite clearly in the
investment-led growth that Spain experienced after it joined the
European Community (EC) in 1986. Membership in the EC commit-
ted Spain to removing all barriers to the movement of goods,
people, and capital between Spain and the other EC nations.
During the following 2 years, Spanish investment grew at an
annual rate of 14 percent—almost three times the rate of growth of
Spanish income. In contrast, investment in Spain grew more slowly
than income during the first half of the 1980s. While the lowering
of trade barriers was not the only factor stimulating Spanish in-
vestment, the induced capital formation magnified the efficiency

gains from liberalization by providing additional productive re-
sources.

Long-Term Growth Effects of Trade

Long-term growth has many sources. Growth of the labor force,
for instance, provides more workers every year and thus the possi-
bility of more output every year. Another source of long-term
growth is improved technology and the rise in output per worker—
that is, in labor productivity—that accompanies it. The effective-
ness with which capital and labor are combined to create output is
constrained by technical and managerial know-how. Advances in
such know-how are primarily produced by profit-motivated firms.
To develop new products or improve manufacturing efficiency for
existing products, a firm must invest in knowledge creation. The
return on such investments is the profit that flows from the tempo-
rary advantage that the innovation gives the firm over its competi-
tors. From an economy-wide perspective, these profit-motivated in-
novations allow more output to be produced from the economy’s re-
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sources. The resulting productivity growth boosts the growth of
living standards.

International trade can promote long-term growth by encouraging
technological innovation. By permitting innovators to sell to a
larger market, trade may increase the profitability of innovation.
That, in turn, spurs innovation and growth of productivity and in-
comes. For instance, access to foreign markets may allow firms to
spread research and development costs over more sales, thereby in-
creasing the profitability of innovation. However, this pro-innova-
tion effect of a larger market may be partly offset by the fact that
there may be more competing innovators and innovations in a
larger market. Depending on the circumstances, trade may stimu-
late innovation and productivity growth by confronting firms with
a stark choice between innovating and going out of business.

The globalization of firms and markets also spurs technological
progress through the international exchange of technical knowl-
edge. Domestic companies, for example, often use imported compo-
nents in making final goods. Foreign innovations that improve the
quality or lower the price of such components improve the quality
and lower the price of the final goods. A closely related pro-growth
effect is the way in which international trade and investment may
help alleviate duplication of research effort, thereby permitting
more efficient use of the world’s research resources.

The notion that international trade increases economic growth is
centuries old and widely accepted today. Quantitative estimates of
the impact of market opening on growth are more difficult to
obtain than its efficiency effects, however, because economists have
begun only recently to develop analytic frameworks that can cap-
ture the links between trade, innovation, and growth. Typically, es-
timates of the gains from market opening incorporate only the effi-
ciency effects. However, in assessing the quantitative impact of
market-opening initiatives such as the Uruguay Round, it is impor-
tant to include the innovation and growth effects as well, since
they are potentially quite large (Box 7-1 and Chart 7-1).

IMPORT PROTECTION AND MANAGED TRADE

Just as opening markets is beneficial, policies that protect mar-
kets from international competition reduce efficiency and impede
growth. Import protection policies take many forms: Tariffs reduce
import competition by taxing imports, import quotas restrict the
quantity of imports directly, and voluntary restraint agreements
(VRASs) reduce imports by inducing foreign producers to decrease
their exports. Policies that manage international market forces or
alter market outcomes, such as government management of
market shares, prices, or the composition of imports or exports, are
examples of managed trade.
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Chart 7-1 Estimated increase in U.S. GNP from a Successfui Uruguay Round

Reduced trade barriers resulting from a successful Uruguay Round would boost U.S. income
substantiatiy.
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Protectionist policies in general, and managed trade in particu-
lar, dampen U.S. productivity and growth for many reasons. When
governments interfere with market forces, the allocation of re-
sources reflects political interests and power, which do not usually
produce an allocation of resources that maximizes economic effi-
ciency or average living standards. Moreover, such allocations typi-
cally involve a delicate political balancing, which makes it difficult
to react flexibly to changes in the international economy or shifts
in competitiveness. Also, governments rarely have the necessary
information, background, or general understanding of commercial
realities to make good business decisions. Finally, detailed govern-
ment intervention may diminish competition, which is essential to
the proper functioning of the free-market system. When govern-
ments determine market shares, sales, or prices, they lessen the
pressure on firms to produce efficiently and price competitively.
Indeed, managed trade often results in market cartels.

The Costs of Protection

The cost of import restrictions drives home the importance of
open markets. Import restrictions of all kinds tend to reduce
import competition, thereby raising the prices of both imports and
those domestic products that compete with them. Higher prices
benefit domestic producers of the goods but harm consumers who
buy them. In this sense, import restrictions are like a sales tax on
imports that is used to finance a production subsidy to the protected
domestic industry.

In the clothing and textile sector, for example, trade is managed
in great detail by a worldwide web of thousands of bilateral quotas
involving more than 50 countries. The quotas and their associated
growth rates are renegotiated under an international agreement
known as the Multi-Fiber Arrangement. Every few years since
1974, the Multi-Fiber Arrangement itself has been renegotiated.
Additional quotas are intermittently placed on new fabrics and
new suppliers when their exports rise enough to disrupt domestic
production. In the United States, imports of textiles and clothing
are restricted by hundreds of these bilateral quotas, as well as by
relatively high tariffs. U.S. producers benefit from the higher
prices on each item they sell, while U.S. buyers lose because they
must pay higher prices on each item they buy, whether imported
or domestic. It has been estimated that protection in this sector
cost American consumers about $11 billion in 1987, while U.S. pro-
ducers gained slightly more than $4 billion.

This pattern of gains and losses is similar for import restrictions
on other products. Between 1981 and 1985, for example, the
number of imported Japanese automobiles was restricted by a vol-
untary restraint agreement. One study estimates that this VRA
cost U.S. consumers $5.8 billion in 1984, while U.S. automakers
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gained only $2.6 billion. The imports of machine tools are currently
restricted by VRAs. The consumer cost of VRAs on machine tools
was $48 million in 1988, while the gain to U.S. machine tool manu-
facturers was only $11 million. Since consumers of machine tools
are typically U.S. manufacturers themselves, the VRAs have an ad-
ditional effect. By raising the cost of important inputs, the VRAs
may reduce the competitiveness of other U.S. manufacturing firms.

Sugar provides another complex example of import protection.
The U.S. Department of Agriculture (USDA) must by law enforce a
price floor of 18 cents per pound of sugar. Moreover, the USDA
must maintain that price with no cost to the government. The
problem is that the world price of sugar is far below 18 cents, and
it fluctuates. If sugar imports were not managed, almost all U.S.
consumers would buy less costly imported sugar, driving the U.S.
market price below 18 cents. Since the USDA stands ready to buy
unlimited quantities from U.S. producers at 18 cents, it would be
forced to purchase the entire U.S. sugar output every year. That, of
course, would violate current law. The solution implemented by
USDA is to manage a set of trade restrictions that reduces sugar
imports enough to ensure that U.S. demand meets supply above 18
cents a pound. Moreover, since market conditions change in the
United States and the rest of the world, government officials must
adjust these import restrictions to keep the market price near 18
cents a pound. It has been estimated that import restrictions on
sugar cost American consumers $1.9 billion in 1987, while produc-
ers benefited by only $1 billion.

The Myth that Protection Saves Jobs

Although it is commonly asserted that protection saves jobs, this
assertion is misleading. Protection does not save jobs in the long
run for the economy as a whole, it merely keeps jobs in the protected
sectors. Removing protection can, however, lead to short-run unem-
ployment as displaced workers look for new jobs. The studies of vol-
untary restraint agreements mentioned above also calculated the
consumer cost of the relevant protectionist policies relative to the
number of jobs “saved.” What these calculations actually show is
the consumer cost of keeping one person employed in the protected
sector instead of some other sector. To take one example, the con-
sumer cost per job “saved” by the machine tool VRAs was estimat-
ed to be $120,000 a year.

Political Economy of Protectionist Policies

The discussion of protection leads to the issue of why some sec-
tors are protected, while others, indeed most, are allowed to adjust
to import competition. More generally, it raises the question: If
consumers always lose more than producers gain, why do the United
States and other countries have import restrictions?
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The answer is that the cost to consumers is spread over many
millions of people, while the gain to producers is divided among
many fewer people. As a result, producers often find it worthwhile
to pay the cost of organizing and influencing their governments.
Since the per consumer cost of import restrictions is typically low,
consumers generally do not find it worthwhile to pay the cost of
participating in such efforts. '

Fairness in Trade

To many, the economic effects of trade barriers are only part of
the story. To them it is simply unfair that some governments dis-
criminate against foreign products through the use of tariffs or
other barriers to trade. Overly bureaucratic procedures that
impede imports, unilateral decisions that imports do not mesh with
certain tastes or standards, and seemingly arbitrary health stand-
ards provide examples of governmental discrimination against for-
eign products that go against many peoples’ notion of fair play.

The concept of fairness in trade is embodied in the principles of
GATT. A basic GATT precept, for example, is the most-favored-
nation (MFN) rule. Under MFN, countries that are members of
GATT must treat all other members equally in their application of
trade measures. Most countries, including the United States, prefer
to reduce trade barriers in concert with other nations, in part be-
cause resistance to lowering protection is likely to be mitigated if it
can be done on a more equal, or fairer, basis. The exchange-of-con-
cessions approach to trade negotiations endorsed by GATT (dis-
cussed below) embodies this notion of fairness.

Another concept related to fairness is that of ‘“national treat-
ment,” that is, the idea that the products of domestic and foreign
firms should receive equal treatment with respect to domestic
taxes and regulations. In the process of assessing and mediating
many international disputes over alleged unfair trade barriers,
GATT typically applies the national treatment rule by determining
if the products of foreign firms are being treated differently from
those of local firms.

SUMMARY

¢ Markets and companies are increasingly global in scope. The
resulting increase in trade and investment benefits the United
States and the world as a whole by allowing resources to be
more productively and flexibly utilized.

¢ Opening markets to international trade pushes companies to
produce efficiently goods that consumers want and to charge
competitive prices. Open markets also improve efficiency by al-
lowing companies to operate at the most efficient scale of oper-
ation.
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¢ Reducing barriers to international trade and investment can
improve the investment climate and increase the rate of inno-
vation, thereby increasing the rate of growth of living stand-
ards.

* Managed trade and protectionist policies are harmful because
they reduce the efficiency and flexibility of the economy and
hinder economic growth.

GLOBAL TRADE AND THE URUGUAY ROUND

GATT has contributed significantly to the rapid growth of world
trade. By facilitating the reduction of trade barriers through multi-
lateral trade negotiations, GATT has stimulated trade growth di-
rectly. Trade has also been fostered more indirectly by the
strengthening and continued acceptance of GATT’s rules governing
international commerce. Just as domestic business laws are essen-
tial to the smooth functioning of commercial relationships within a
country, GATT is important in facilitating trade among countries.

Today, the GATT system is facing many challenges. The original
agreement was written primarily to deal with trade in manufac-
tured goods among developed countries, yet today only about three-
fifths of world export earnings come from manufactures. Services
account for about one-fifth of world export earnings, agriculture ac-
counts for about one-tenth, and oil and minerals account for the
rest. Moreover, in recent years many developing countries have
become important participants in the trading system, yet they are
not fully subject to GATT rules. Foreign direct investment by cor-
porations is also an increasingly important aspect of the world
trading system, yet GATT rules do not explicitly address such in-
vestment.

The nature of today’s trade barriers poses new challenges to the
GATT system. Since tariff barriers are quite low on average—at
least in developed nations—continued market opening requires
that nontariff barriers be reduced. While tariffs are easy to quanti-
fy and relatively easy to negotiate, many of the nontariff barriers
to trade discussed in the Uruguay Round, such as government sub-
sidies and import quotas, have proved more difficult to negotiate
and reduce. Additionally, in the past decade the number of man-
aged trade arrangements has increased. Agriculture, automobiles,
consumer electronics, semiconductors, steel, textiles, and other sec-
tors have been subjected to governmental management of exports,
market shares, and prices in various parts of the world. Finally, in
today’s highly interdependent world, what appear to be domestic
policies may have international trade implications. In fact, a
number of recent trade disputes have their roots in national poli-
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cies that are not related to international trade in an obvious way
(Box 7-2).
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PROCESS AND TIMING OF THE NEGOTIATIONS

The Uruguay Round negotiations are an ambitious attempt to
open markets as well as to meet the challenges posed by the great-

Iy i

Digitized for FRASER
http://fraser.stlouisfed.org/

increased complexity of trade, trade barriers, and the firms in-

244

Federal Reserve Bank of St. Louis



volved in trade. Successful completion of the Uruguay Round
would encourage growth and raise living standards in the United
States and around the world. Success would also help defuse trade
tensions and conflicts that might otherwise escalate. The use of
costly agricultural export subsidies, for example, might increase if
the Uruguay Round fails. Moreover, complaints from U.S. indus-
tries about unfair trade practices might rise, possibly increasing
the use of retaliatory actions under U.S. trade law. For these rea-
sons, the Administration has encouraged all nations to make the
commitments necessary to bring the Uruguay Round to a success-
ful conclusion.

The Uruguay Round talks were scheduled for completion in early
December 1990 at a meeting in Brussels. Due to an impasse in the
part of the talks dealing with agriculture, the Brussels meeting
broke down, and the Uruguay Round talks were suspended with no
formal agreements in any of the many areas of negotiation. The
impasse occurred when countries could not agree on a basis for de-
tailed negotiations concerning agricultural export subsidies, domes-
tic farm policies that affect trade, and agricultural import barriers.

Trade negotiations are based on what is referred to as an “ex-
change of concessions.” That is, negotiators talk about mutual
policy reforms as if they were exchanging concessions, even though
the reforms would benefit countries on all sides of the bargaining
table. For instance, as discussed above, U.S. import restrictions on
clothing cost American consumers billions of dollars a year. Yet,
developing countries ask the United States to make concessions on
clothing—that is, to open further the U.S. market to clothing im-
ports—before they will make market-opening concessions that are
likely to save their consumers billions. The word “concession” is
used because domestic producers who compete with imports tend to
resist such market opening. This exchange-of-concessions approach
has been quite successful in previous GATT rounds, primarily be-
cause it allows governments to counter national groups opposed to
opening the domestic market with the political influence of domes-
tic exporters who seek market openings in other countries.

AREAS OF NEGOTIATION

The Uruguay Round talks have addressed three goals: reducing
barriers to trade, extending GATT rules to new sectors, and im-
proving GATT rules by strengthening and updating them to match
modern commercial realities. In pursuit of these goals, the negotia-
tions have proceeded on a wide range of areas, several of which are
discussed below.

Tariff Reduction and Elimination

A very important part of the negotiations is the reduction of tar-
iffs. Participants in the Uruguay Round have already agreed to
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reduce the average of their tariff rates by about one-third. They
have not, however, agreed upon the specific products on which tar-
iffs will be cut. A vast number of products may be affected. The
United States, for instance, has requested foreign tariff cuts on
thousands of specific products and has offered to cut U.S. tariffs on
thousands of products.

The United States has also put forth a novel tariff-cutting pro-
posal called the Zero for Zero Initiative. Under this initiative the
United States offers to cut U.S. tariffs to zero in particular sec-
tors—such as steel, electronics, construction equipment, and phar-
maceuticals—if other countries agree to cut their tariffs to zero in
the same sectors. When fully implemented, the initiative would
result in free-trade sectors (FTSs) involving thousands of products
made in scores of countries, thereby improving export opportunities
for a large number of companies. The volume of U.S. exports that
would be covered by the proposed FTSs is larger than the volume
of U.S. exports to Canada, the Nation’s largest trading partner.

Agriculture :

The strongest advocates of reducing protection of agriculture in
the Uruguay Round have been the United States and a coalition of
14 food exporting nations known as the Cairns Group, which in-
cludes Australia, Canada, and New Zealand, as well as Argentina
and several other developing nations. Indeed, the importance of an
agriculture agreement to some nations has had broad implications
for the entire Uruguay Round. Key trading countries from the de-
veloping world, including Brazil, Indonesia, Malaysia, Thailand,
and several others, have expressed a reluctance to forge agree-
ments unless agricultural reform is also negotiated and other
issues of great interest to them are addressed. The Cairns Group
has threatened to reject agreements on all other issues unless com-
prehensive agricultural policy reform is achieved.

Agricultural trade makes up about one-tenth of world trade, yet
it has never been seriously subject to GATT discipline. Indeed, vir-
tually every government intervenes in its agricultural sector. Par-
ticularly in industrial economies, agricultural policies often pro-
mote producers’ interests through trade barriers or subsidization.
The EC maintains high domestic food prices with a maze of import
barriers and export subsidies that largely insulates its 8 million
farmers from world market forces. Japan and South Korea main-
tain even higher barriers against most food imports. Canada, the
United States, and many other nations also protect their agricul-
tural sectors to some degree in a variety of ways.

The EC provides a prime example of government protection of
agriculture. The EC was once a major food importer. Now govern-
ment-controlled prices are set so high that European farmers
produce much more than European consumers wish to buy. To dis-
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pose of these surpluses, the EC must subsidize exporters to buy EC
products at the high internal prices and sell them on the world
market at much lower prices. Other countries may have to match
the EC’s subsidized export prices if they are to compete in the
world market. The net result of these and other similar practices is
that world prices of many agricultural products are significantly
depressed and resources are inefficiently allocated. In 1987, the
first full year of the Uruguay Round negotiations, the EC spent
about $10 billion on export subsidies and the United States spent
about $1 billion (Box 7-3).

An agreement to reduce agricultural trade barriers and subsidies
would bring significant efficiency gains to the global economy. By
allowing market forces to determine agricultural production and
prices, such reductions would increase the amount of trade in most
agricultural commodities and, according to one study, would add
$35 billion annually, in real terms, to the combined income of de-
veloped market economies. The largest efficiency gains would
accrue to the economies of the EC, the United States, and Japan.
In Europe manufacturing output and total employment would in-
crease, while in Japan land and food prices would fall. Despite
these beneficial effects, Europe and Japan have strongly resisted
reform, partly because of the high levels of protection that existing
barriers give to their politically powerful farm groups.

The United States, which exported about $40 billion worth of ag-
ricultural products in 1990, has a large stake in achieving compre-
hensive agricultural policy reform. It has been estimated that the
net effect of global agricultural protection lowers the U.S. agricul-
tural trade balance by $3 billion. While U.S. exports are a key con-
cern, the U.S. interest in an agriculture agreement has other di-
mensions too. For example, reducing domestic farm subsidies could
help reduce the U.S. budget deficit. Resistance to reducing domes-
tic farm programs unilaterally is strong, however, partly because
the programs help offset the price-reducing effects of other coun-
tries’ farm subsidies.

The United States could increase the efficiency of its economy by
unilaterally reducing the degree of protection in agriculture.
Indeed, as described in Chapter 4, the United States has already
taken important steps toward farm policy reform. However, if the
United States reformed its agricultural policies in concert with
others, U.S. farmers would face more open export markets and
more favorable market prices. One study estimates that world
market prices would have been roughly 20 percent higher in 1986-
87 in the absence of subsidies and trade barriers worldwide.

Textiles

Trade in textiles and clothing accounts for about one-tenth of all
manufactured exports. This trade is particularly important to de-
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: ,subs 1es‘? Its domestic farmers gain, since t ;
‘prices and greater exports. Its taxpayers lose, ce they pay. .
- for the subsidies. Its consumers can also lose because the subsi-
dies typically raise domestic food prices. That is because export
 subsidies encourage farmers to sell more to foreign markets,
 making less available at home. Adding up the gains and losses
' to farmers, taxpayers, and consumers, the subsxdlzmg country
as a whole is usually worse off. , ‘
* Other nations that export agricultural produ |
‘counter with expensive export subsidies of their 6wn or risk
being squeezed out of world markets. Consumers in countries
that import the subsidized exports may welcome the lower food
prices that result, but farmers in those countnes ould be
harmed. Many food importers are developmg countries with
relatxvely large shares of their populations workmg on farms
- By depressing food prices in importing countries, submdxzed ex-
- ports can create an artificial disincentive to agncultural in-
_vestment. ‘
Despite their high domestic costs, countnes may be Wﬂhng
to bear the burden of export subsidies in the short run. If U.S.
7 subsmhes, for example, counter EC subsidies effectlvely by dis-
e placmg EC sales in export markets, the European Communi
~ may agree to reduce its subsidies and return trade to a free
~ basis. The risk of this strategy is that a “subsidy war” may
~occur, which can send food prices in mtern | wnal markets
'down and taxpayer costs at home up. Maiwn ,

veloping nations, since it accounts for almost a quarter of their
manufactured exports. The continued existence and increasing re-
strictiveness of the global management of textile trade has eroded
the confidence of many developing nations in the GATT system.
One of the goals of the United States and other nations in the
Uruguay Round is to phase out the policies that currently control
textile and clothing trade. The negotiations are aimed at establish-
ing a mechanism to return trade in this sector to the regular rules
of GATT over a certain period of time. The transition mechanism
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being considered in the negotiations would use the basic structure
of the Multi-Fiber Arrangement for those textile and apparel prod-
ucts currently under quota. During the transition the growth rates
of these quotas would be increased, and certain products would be
progressively integrated into GATT. Furthermore, a special proce-
dure would allow new quotas to be placed on uncovered products
and suppliers to keep these imports from disrupting domestic pro-
duction. If the Uruguay Round talks succeed in phasing out textile
and clothing protection, U.S. consumers would save billions of dol-
lars annually.

Services

In 1989 American companies exported over $100 billion of serv-
ices, making the United States the world’s largest exporter of serv-
ices. International trade in services, such as insurance, banking,
and tourism, accounts for about one-fifth of world export earnings.
One important aim of the Uruguay Round is to include in the
GATT system a multilateral agreement on principles and rules for
trade in services, as well as to eliminate progressively impediments
to trade in services. The talks have focused on obtaining a services
agreement consisting of three parts: a broad framework agree-
ment—called the General Agreement on Trade in Services—that
would lay out principles and rules governing services trade; a set of
annexes that would discuss particular service sectors in detail; and
a list of commitments by countries to open their services markets
to foreign firms.

Negotiations in this area are so new that even the definition of
trade in services had to be addressed. The proposed agreement de-
fines services trade as the supply of a service by a firm from one
country to a consumer from another country. This definition covers
cases in which the firm is located in the consumer’s market (such
as in banking), the consumer travels to another country to pur-
chase services (such as in tourism), or the firm and consumer are
located in different countries (such as telecommunications). The
proposed agreement also had to define what constitutes a barrier to
trade in services. The proposed definition states that countries
should not discriminate among foreign service companies and
should treat foreign service firms no less favorably than domestic
firms. Any deviation from this standard would constitute a trade
barrier. An example of a barrier to trade in services under this def-
inition would be a law that makes it difficult for an insurance firm
from one country to set up in another country. One other impor-
tant principle that would be established by the proposed trade-in-
services agreement involves “transparency.” This principle would
require countries to publish all laws and regulations that affect
trade in services.
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Intellectual Property Rights

In 1989 U.S. export earnings from royalties and licensing fees
amounted to $12 billion. In the United States and most other in-
dustrialized nations, the rights of knowledge creators to earn prof-
its on their creations are protected by laws that make it illegal to
pirate patents, software, books, records or tapes, or to sell counter-
feit goods. In many countries, particularly in the developing world,
laws to protect these rights, known as intellectual property rights,
do not exist or are not well enforced. As a result, piracy and coun-
terfeiting of trademark goods and services are widespread. The U.S.
International Trade Commission estimated that U.S. industry loses
many billions of dollars a year to piracy and counterfeiting. The
aim of the United States in the Uruguay Round has been to negoti-
ate a set of international rules governing trade-related intellectual
property rights and to erect an effective system to ensure that obli-
gations under GATT and other agreements to protect these rights
are enforced.

Investment

The globalization of modern companies means that barriers to
foreign investment act as barriers to trade. Because companies in-
vesting in foreign countries tend to import many of the inputs they
use in production and to export a significant portion of their
output, restrictions on investment directly affect the flow of trade.
The Uruguay Round has included negotiations on new rules that
would restrict the use of investment policies that inhibit or distort
trade.

There is no generally accepted definition of what constitutes
such a trade-related investment measure (TRIM). Examples include
government requirements that foreign multinational corporations
use specific amounts of locally produced goods in their products,
that foreign corporations export a certain share of their output,
and that foreign investors may only use a limited amount of the
foreign exchange they earn to purchase inputs. Current GATT
rules indirectly cover a few of these measures, but the rules are
neither comprehensive nor clear, and their application to develop-
ing countries has never been tested.

The U.S. position, shared by most industrialized countries, is that
GATT should prohibit TRIMs that inherently restrict or distort
trade, establish a test to discipline those nonprohibited TRIMs that
can have adverse trade effects, and develop a timeline to phase out
existing prohibited TRIMs. The negotiations have been hindered,
however, by deep differences of opinion between developed and de-
veloping countries. Many developing countries, which are largely
host countries for foreign direct investment, insist that control of
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such investment through TRIMs is crucial to achieving their devel-
opment objectives.

In the long run, given the increasing overlap between investment
and trade activity, it is desirable to have strong GATT rules cover-
ing all aspects of foreign investment—not merely trade-related for-
eign investment—analogous to those that cover trade. Even if the
Uruguay Round adopts rules regarding trade-related investment
measures, nothing comparable to GATT’s rules on goods trade
would exist for investment. Establishing common, multilateral
rules for investment throughout the world is a high priority for the
United States because differences in foreign investment policies
across countries reduce the benefits that stem from the global pro-
duction networks of multinational corporations.

Dispute Settlement

An effective and reliable dispute settlement mechanism is an im-
portant component of the GATT system. One of the most signifi-
cant ways in which the Uruguay Round may strengthen the rules-
based international trading system is by improving the GATT
mechanism that is used to settle many trade disputes among na-
tions. The current procedure establishes a panel of experts that de-
cides the merits of the dispute and announces its findings. While
this system has performed reasonably well in many cases, in recent
years some nations have complained that the process is too slow
and unreliable. These shortcomings reduce the credibility of the
multilateral dispute settlement procedure and erode confidence in
the GATT system as a whole. Procedural changes that have result-
ed from the ongoing negotiations have already improved the proc-
ess. The final goal is a dispute settlement procedure that is swilft,
reliable, and effective.

Safeguards

GATT recognizes that countries may need to impose new import
restrictions to allow import-sensitive industries time to adjust to
shifts in competitiveness. Temporary import restrictions for this
purpose, so-called safeguard measures, can be imposed if increased
imports cause, or threaten to cause, serious injury to an industry.
As a general principle, GATT indicates that import restrictions
should be tariffs, rather than quotas or other quantity restrictions,
and that these measures should be applied equally to all trading
partners. GATT also allows all countries affected by the safeguard
measures to retaliate or request compensation from the country
that imposes them.

These conditions have discouraged the use of GATT’s safeguard
provisions. As a consequence, countries often rely on bilateral ar-
rangements, such as voluntary export agreements, to limit imports.
The EC is by far the leading user of these arrangements, but the
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United States, Japan, Canada, Sweden, Switzerland, Norway, and
Finland have also used them. These arrangements are not subject
to GATT rules of any kind. Their use allows political pressures,
rather than market forces, to influence trade flows. These arrange-
ments also tend to favor old suppliers over new suppliers, and to
exclude third countries (which may be indirectly affected) from dis-
cussion of the design, implementation, and removal of the restric-
tions. Uruguay Round negotiators are seeking new rules to clarify
the conditions under which safeguard measures may be taken and
to discourage the use of voluntary export agreements.
Antidumping

The term “dumping” can describe selling a product at lower
prices in some countries than in others or selling a product below
cost. GATT allows a country whose industries are injured by the
dumping of imports to impose a special tariff called an antidump-
ing duty. In the Uruguay Round the United States and other na-
tions seek to update GATT’s antidumping rules to match modern

commercial realities and to standardize and clarify procedures for
investigations of alleged dumping.

SUMMARY

¢ The United States and other nations are endeavoring to
strengthen, extend, and modernize GATT’s rules governing
international trade, as well as to reduce trade barriers world-
wide.

¢ Long-run U.S. goals of multilateral trade liberalization are em-
bodied in the positions taken by the United States in the Uru-
guay Round. These include extending GATT discipline to trade
in agriculture, textiles, services, and intellectual property; en-
suring that developing countries take on the full obligations of
GATT; establishing explicit international rules for foreign in-
vestment; and making the GATT dispute settlement mecha-
nism swift, fair, and effective.

* Successful completion of the Uruguay Round is important to
the future growth and prosperity of the United States and the
world.

U.S. PRO-TRADE INITIATIVES IN THE AMERICAS
AND ELSEWHERE

The primary thrust of U.S. trade policy is to use multilateral dis-
cussions and fora such as GATT and the Organization for Econom-
ic Cooperation and Development to promote free, rules-based trade.
Indeed, the multilateral Uruguay Round negotiations are the Presi-
dent’s top trade priority. The Administration, however, has made
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substantial progress toward promoting trade via other channels.
This progress is evident in a number of regional and bilateral pro-
trade initiatives, as well as in the avoidance of increased protection
and a reduction of the overall level of tension in our trade relation-
ships.

U.S.-MEXICO FREE-TRADE AREA

In June 1990 the Presidents of the United States and Mexico
strongly endorsed the goal of a comprehensive free-trade agree-
ment between the United States and Mexico (Box 7-4 and Chart 7-
2). Such an agreement would progressively eliminate impediments
to trade in goods and services and to investment, as well as protect
intellectual property rights. The United States already has free-
trade agreements with Canada (signed in 1988) and Israel (signed
in 1985). In addition, the United States, Mexico, and Canada have
been consulting on the possibility of a trilateral negotiation.

Mexico has reduced its trade barriers as part of its across-the-
board market reform effort (described in Chapter 6). Since 1985
Mexico has reduced by roughly 70 percent the product coverage of a
form of import restriction known as import licensing. Mexico has
also lowered its tariffs from an average of roughly 30 percent in
1985 to about 10 percent in 1989. However, this 10-percent average
is still much higher than the 4-percent average tariff that the
United States has on imports from Mexico. A free-trade agreement
would eventually bring both numbers to zero on U.S.-Mexico trade
and would eliminate many nontariff measures.

A free-trade agreement would boost the international competi-
tiveness of both U.S. and Mexican firms. To reduce costs, compa-
nies often allocate phases of a manufacturing process among a
number of nations. A free-trade agreement with Mexico would fur-
ther encourage this natural international division of labor. By low-
ering the overall costs of U.S. manufacturing firms, a free-trade
agreement would make U.S. firms more competitive against im-
ports in the United States and against other countries’ exports in
the world market. This gain in manufacturing competitiveness en-
courages productivity and higher wages. The proposed free-trade
agreement would similarly boost the competitiveness of Mexican
firms. Additionally, the two-way reduction in trade barriers would
benefit Mexico by supporting its market reforms and encouraging
economic growth.

INITIATIVES FOR THE AMERICAS

In June 1990 the President unveiled his Enterprise for the Amer-
icas Initiative, which will, among other things, pave the way to free
trade throughout the Western Hemisphere. The proposed legisla-
tion addresses three issues: trade, investment, and debt. Chapter 6
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he* Compositwn of Us. ~Mexico '

M he third largest trading partner of the Umted;_ i
| States, - Canada and Japan. About 6 percent of US. ex-
ports went to Mexico in 1989, while about 5 percent of U.8, im-

' porbs came from Mexico. The composition of trade with Mexico
is quite similar to the U.S.-Canada trade pattern, as can be
seen in Chart 7-2. Most U.S.-Mexico trade is two-way trade in
_manufactured goods. A closer look at the manufactures catego-
ry reveals ‘that much of this trade is twn«way trade in similar

Chart 7-2  U.S. Trade with Mexico and Canada, 1989
Two-way trade in manufactured goods dominates U.S. bilateral trade with both Mexico and Canada.

U.S. - Mexico Trade U.S. - Canada Trade
{mports from Mexico Exports to Mexico imports from Canada Exports to Canada
19.6 {20.5
Manufactures
ﬁ Agriculture
79 {52
ﬁ Services
53 {17
q Other
80 40 0 40 80 80 40 0 40 80
Biflions of Doltars Billions of Dollars

Source: Department of Commerce.
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discusses the investment and debt aspects of the Enterprise for the
Americas Initiative. On the trade side, the Enterprise for the Ameri-
cas Initiative would establish a process that would eventually lead
to a hemisphere-wide system of free trade. As a first step in this di-
rection, the United States would sign bilateral framework agree-
ments with any interested country or group of countries in the
region. These agreements facilitate discussion of means to elimi-
nate impediments to trade and investment. The United States has
entered into these agreements with Bolivia, Colombia, Chile, Ecua-
dor, Honduras, and Costa Rica. Negotiations have begun bilaterally
with Venezuela, Peru, and Nicaragua, as well as with Argentina,
Brazil, Uruguay, and Paraguay as a group. Framework agreements
are also a possibility in the near future with El Salvador, Guatema-
la, Panama, Jamaica, and several other Caribbean countries. The
next step is to negotiate free-trade agreements with individual
countries and groups of countries. Chile, which has a history of
open markets, has expressed strong interest in pursuing a free-
trade agreement with the United States.

In October 1990 the President sent the Andean Trade Preference
Act to the Congress. This proposal would eliminate U.S. import
duties on many products imported from Bolivia, Colombia, Ecua-
dor, and Peru. A major goal of this unilateral market-opening initi-
ative is to help these countries battle the production, processing,
and shipment of illegal drugs by offering them opportunities to
expand production and trade of products that are legal. Passage of
this legislation early in 1991 is an important priority for the Presi-
dent. It will help in the fight against drugs and also help promote
trade and prosperity in the hemisphere.

STRUCTURAL IMPEDIMENTS INITIATIVE

One of the most significant developments in U.S. international
economic policy in recent years is the U.S.-Japan Structural Im-
pediments Initiative. This initiative is a new, cooperative approach
to opening markets. Instead of focusing on specific sectoral trade
barriers, the initiative is aimed at identifying and removing more
basic impediments to trade, market competition, and balance of
payments adjustment. The initiative produced a joint report in
June 1990. On the Japanese side, the joint report focused on a
number of areas, including the aggregate saving and investment
balance; laws regarding land use; the structure of the Japanese dis-
tribution system, which restricts the establishment and operation
of large retail stores in Japan; the organizational behavior of Japa-
nese conglomerates known as keiretsu; enforcement of Japan’s anti-
monopoly laws; improved financial disclosure by Japanese firms;
and improved procedures for awarding patents. In the joint report,
the United States recognized that priority issues for U.S. policy in-
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clude reducing the Federal budget deficit, stimulating private
saving, and improving education and training of U.S. workers.

SUMMARY

¢ In addition to pursuing market opening through multilateral
fora, the United States has undertaken several regional and bi-
lateral pro-trade initiatives such as the proposed U.S.-Mexico
free-trade agreement, the Enterprise for the Americas Initia-
tive, and the Structural Impediments Initiative.

* The proposed U.S.-Mexico free-trade agreement would boost
the international competitiveness of both U.S. and Mexican
firms, as well as increase efficiency, flexibility, and growth in
both economies.

¢ The ultimate goal of the trade liberalization components of the
Enterprise for the Americas Initiative is a hemispheric system
of free trade.

MULTINATIONAL CORPORATIONS AND THE
TRADE-INVESTMENT LINKAGE

The 1990s are likely to be marked by the increased globalization
of companies, a trend that began in the early post-World War II
years and continued throughout the 1980s. The greater global inte-
gration of the operations of multinational corporations is the result
of increasing foreign direct investment—defined as the develop-
ment of a new business or acquisition of an established business in
a foreign market. It complements the globalization of markets en-
gendered by the expansion of trade.

Indeed, the globalization of companies results in a close connec-
tion between trade and investment. This connection can be seen
quite clearly in the remarkable extent to which border-spanning
companies are involved in trade. About 25 percent of all U.S. ex-
ports and 15 percent of all U.S. imports, for example, are actually
transfers between parents of multinational corporations and their
affiliates abroad; that is, the goods are transferred within the same
company, even though they cross international boundaries. The
internationalization of operations underlying such “intrafirm”
trade often means that a new product marketed globally is the
fruit of research and development performed in one country, engi-
neering carried out in a second, and production performed in a
third.

The globalization of companies is a two-way street; many coun-
tries in which U.S. multinationals are most active are also the ones
that are the most active investors in the United States (Box 7-5
and Chart 7-3). The global nature of companies has so progressed
that sometimes it is difficult to decide which firms are foreign.
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Honda, for example, sells more cars in the United States than it
does in Japan. In fact, some Hondas sold in Japan are actually
made in Ohio. Whirlpool, while headquartered in Michigan, em-
ploys about 39,000 people, most of whom are non-American, in 45
different countries.

s
£
E

Chart 7-3 World Stocks of Foreign Direct investment, 1988

Many countries that provide farge amounts of foreign direct investment are also targe recipients. Indeed, the
United States is both the largest source and the largest recipient.

Sources Recipients

Other LDCs
Developed 2.8%

Other
Develo‘?ed < UK.
14.4% 9.8%
Japan
0.9% Germany
0,
Germany Other Europe 6.8%
9.1% 19.8%
Note: Data are based on world stocks of direct investment.
Source: Department of Commerce.
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Statistics on foreign direct investment reflect historical purchase
prices, not current market values. Thus, comparisons of stocks of
foreign direct investment can be quite misleading. For instance,
the reported stock of foreign direct investment in the United States
reached $400.8 billion at the end of 1989 and exceeded the reported
stock of U.S. direct investment abroad by $27.4 billion. But much of
U.S. direct investment abroad was made in the 1950s and 1960s,
while the bulk of foreign direct investment in the United States
was made more recently. Because prices have risen considerably
since the 1960s, it is likely that the current value of U.S. holdings
abroad exceeds the current value of foreign direct investment in
the United States.

THE BENEFITS OF FOREIGN DIRECT INVESTMENT

Foreign direct investment in the United States is a sign of
strength in the economy, not of weakness. It is also a sign of the
increasing internationalization of the economy through which U.S.
firms will be strengthened and made more competitive. This invest-
ment and the global orientation of companies benefit the United
States. The unhindered flow of foreign direct investment leads to
additional productive resources in the United States and facilitates
the realization of cost-efficient scales of business by consolidating
under one corporate roof separate, but related, operations. These
boost the productivity and international competitiveness of the
United States, create jobs, and promote innovation and productivi-
ty. The inflow of foreign capital helps to sustain U.S. investment,
despite the current low U.S. national saving rate, and thus contrib-
utes to economic growth.

When U.S. multinationals first set up in Europe during the 1950s
and 1960s, many Europeans feared that Europe was being bought
out by Americans and that their economies were being American-
ized. In retrospect, these concerns were unfounded. U.S. direct in-
vestment has benefited the European economies. The recent in-
crease in foreign direct investment in the United States will simi-
larly benefit the U.S. economy.

U.S. direct investment abroad also benefits the United States.
Extensive production networks of U.S. multinational corporations
confer several advantages. One is the ability of such companies to
compete more effectively in foreign markets by locating production
facilities there, rather than by exporting to those markets. Profits
generated by such activities can flow back to the United States,
and U.S. affiliates abroad often create demand for exports of U.S.
production inputs, services, and technology. Foreign direct invest-
ment also provides insurance against the risk of new “host” coun-
try restrictions on trade. Finally, U.S. direct investment abroad
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contributes to the economic health of our trading partners, which,
in turn, fosters greater U.S. economic growth.

U.S. multinational corporations—from computer and electronics
companies to pharmaceutical companies—are often at the cutting
edge of technology creation. Moreover, they perform the vast ma-
jority of their research and development activities in the United
States. U.S. multinationals are also major employers of American
workers. The ratio of manufacturing jobs to service and wholesal-
ing jobs was about one-fifth higher in U.S. multinationals’ parent
operations than in their foreign operations in 1988. In general, U.S.
multinational corporations today orient their operations toward the
U.S. market. Indeed, according to the most recent figures, about
three-fourths of total worldwide assets of U.S. multinationals are
located in the United States. This share has increased from a
decade earlier despite the growth of U.S. direct investment abroad.

It has been claimed that overseas production by U.S. multina-
tional corporations displaces U.S. exports and, in effect, American
jobs. A related concern is that U.S. multinationals produce goods
abroad and import them into the United States, rather than pro-
ducing them domestically. Underlying these claims is the mistaken
presumption that if U.S. direct investment abroad did not take
place, production would have been maintained at home and U.S.
exports to foreign markets would have continued. In most cases, if
U.S. multinationals did not establish affiliates abroad to produce
for the local market, they would be too distant to have an effective
presence in that market. In addition, companies from other coun-
tries would either establish such facilities or increase exports to
that market. In effect, it is not really possible to sustain exports to
such markets in the long run. On a net basis, it is highly doubtful
that U.S. direct investment abroad reduces U.S. exports or displaces
U.S. jobs. Indeed, U.S. direct investment abroad stimulates U.S.
companies to be more competitive internationally, which can gen-
erate U.S. exports and jobs. Equally important, U.S. direct invest-
ment abroad allows U.S. firms to allocate their resources more effi-
ciently, thus creating healthier domestic operations, which, in turn,
tend to create jobs.

Another issue raised about multinational corporations is that the
exports and imports they trade internally do not adjust as com-
pletely in the short run to exchange-rate changes as do goods that
are traded between unrelated firms. Because of the long-run cost
efficiencies associated with maintaining extensive global produc-
tion networks and because some percentage of a multinational’s
plant and equipment may not be completely salvageable if facilities
are moved, some intrafirm trade flows may well not adjust rapidly
to shifts in exchange rates.
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Of course, like all trade flows, intrafirm exports and imports do
adjust to changes in exchange rates over time. Even in the absence
of multinational enterprise, however, the open market for many of
the types of products traded internally by multinationals is likely
to be dominated by long-term contracts. That is because interna-
tional business investments typically are economically risky and in-
volve large commitments of capital and highly specialized assets.
Thus, any apparent temporary rigidities in multinational corporate
trade behavior reflect the fact that these firms have established ef-
ficient configurations of operations in the global marketplace.
Nonetheless, relatively slow responses of internal exports and im-
ports of multinational corporations to changes in exchange rates
may subject U.S. economic policymakers to significant pressure to
place restrictions on the way these firms build and maintain their
networks of operations. Imposing such investment-restricting meas-
ures will result not only in corporate efficiency losses, and thus po-
tentially lower employment and a decline in profits, but also in a
decrease in U.S. competitiveness.

Foreign multinationals operating in the United States act in
ways that are similar to U.S. multinationals in America. Table 7-1
shows that in terms of paying their employees and the value added
per employee, these two types of multinationals are roughly the
same.

TABLE T-1.—Parents of U.S. Multinational Corporations vs. U.S. Affiliates of Foreign
Multinational Corporations: U.S. Operations in 1988

{Dollars]

Parents of U5, | US; Effiliates

s 0 of foreign
multinationals multinationals

Average compensation per employee
Gross product per employee!

U.S. intrafirm exports per employee

U.S. intrafirm imports per employee

33,154
54,229
4,491
m

30,517
47,117

6,637
31,045

1 Data are for 1987.

Sources: Department of Commerce and Council of Economic Advisers.

In the area of intrafirm trade, however, there are pronounced
differences. U.S. affiliates of foreign multinationals export and
import more per employee than U.S. multinationals operating in
America. While the difference in export behavior is appreciable—
exports per employee are 48 percent higher for U.S. affiliates of
foreign multinationals than for parents of U.S. multinationals—the
more than eightfold difference in import behavior is particularly
striking. The difference in import behavior is explained in part by
the fact that a significant number of the U.S. affiliates of foreign
multinationals act primarily as wholesale marketing offices for
their parent companies. The higher import propensity is also a nat-

260

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



ural outcome of the relative newness of foreign multinationals in
the United States. When U.S. multinationals first set up in Europe
during the 1950s and 1960s, they also tended to import more than
local companies.

Judging from history, it seems likely that foreign multinationals
operating in America will tend to become more “local” with time.
As Table 7-2 shows, the importance of imports in the input pur-
chases of U.S. affiliates of foreign multinationals has been decreas-
ing. Correspondingly, foreign multinationals are increasing the
extent of vertical integration in their American operations, produc-
ing in the United States more of the inputs they use. Moreover, the
local content of products made in the United States by foreign mul-
tinationals is quite high and has been rising.

TABLE 7-2,—Parents of U.S. Multinational Corporations and U.S. Affiliates of
Foreign Multinational Corporations: Input Supply Choices, 1977 vs. 1987

[Percent]
1977 | 1987
Vertical ontegratlon (ratio of gross product to sales)
Parents of U.S. multinationals 37| 37
U.S. Affiliates of foreign multinationals 18| 21
import prorenslty in input purchases (ratio of imports to total purchase of inputs)
Parents of U.S. muitinationals 9 8
U.S. Affiliates of foreign multinationals 27| 24
Local content }ratm of local inputs to sales)
Parents of U.S. multinationals 95| 95
U.S. Affiliates of foreign multinationals 79| 8

Sources: Department of Commerce and Council of Economic Advisers.

Although foreign direct investment in the United States has in-
creased greatly in recent years, the involvement of foreign firms in
America is low by international standards. Indeed, foreign multina-
tionals account for only about 4 percent of U.S. jobs and business
output. Moreover, the recent rise in foreign direct investment is
not unique to the United States but part of the worldwide trend
toward the international integration of markets and companies.
Another visible manifestation of this trend is the rise in joint ven-
tures, technology- and production-sharing arrangements, and other
forms of international alliances. Such partnerships are found in
many industries, such as medical equipment and computer chips.

U.S. FOREIGN DIRECT INVESTMENT POLICY

The complex linkages between trade flows and production oper-
ations of multinational corporations underscore the importance of
not creating barriers to the free flow of foreign direct investment
into the United States. Such barriers would subvert the natural
forces of the global marketplace and reduce efficiency and growth.
The benefits engendered by the global production and trade net-
works of modern multinational corporations point to the undesir-
ability of devising policies aimed at restricting foreign investment.

261
Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Questions raised about what differentiates a ‘“domestic” firm
from a ‘“foreign” firm, while conceptually interesting and impor-
tant, distract from policy questions about how to maintain the
strength and flexibility of the U.S. economy. The Administration
supports maintaining an open foreign investment policy, with lim-
ited exceptions related to national security. This policy produces
the greatest possible national benefits from all investments made
in the U.S. economy. The United States has long recognized that
unhindered international investment is beneficial to all nations,
that it is a “positive sum game.”

The growing importance of foreign direct investment in the
United States has raised concerns about the adequacy and quality
of the Federal Government'’s statistics on foreign direct investment
in the United States. The Foreign Direct Investment and Interna-
tional Financial Data Improvements Act, signed by the President in
1990, significantly upgrades government information on this score.
Among other things, the new legislation provides for greater co-
ordination among Federal statistical agencies in the collection,
sharing, and assessment of data on foreign direct investment in the
United States; permits analysis of such data at a more disaggregat-
ed level than was previously feasible; and requires the Secretary of
Commerce to report annually on the role and significance of for-
eign direct investment in the United States. These improvements
will be accomplished with no additional reporting requirements on
businesses and by preserving the principle of nondisclosure of con-
fidential information.

SUMMARY

e The 1990s are likely to be marked by greater global integration
of the operations of multinational corporations as a result of
increasing foreign direct investment. Concomitantly, the flow
of international trade carried out by multinational corpora-
tions, especially intrafirm trade, is growing.

¢ Foreign direct investment in the United States benefits the
Nation by providing additional productive resources, thus help-
ing to create jobs and increase productivity. U.S. direct invest-
ment abroad benefits the United States by enhancing the com-
petitiveness of U.S. companies, by generating exports, and by
contributing to the economic health of our trading partners.

¢ U.S. affiliates of foreign multinational corporations operate
very similarly to U.S.-based multinationals, except that they
tend to export and import more. However, this pattern is typi-
cal of businesses of such young vintage, and over time this dif-
ference is expected to diminish.

¢ Maintaining an open U.S. and multilateral foreign investment
policy, one that results in the greatest possible benefits of in-
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vestment without regard to the nationality of investors, re-
mains an important U.S. economic policy objective.

CONCLUSION

International trade and investment have promoted growth and
prosperity not only in the United States, but throughout the world.
Although largely the product of natural economic forces, trade
growth has also been encouraged by the reduction of trade barriers
brought about by multilateral, bilateral, and regional market-open-
ing initiatives. Multilateral market-opening talks organized by
GATT have been instrumental in reducing trade barriers. Markets
in the Western Hemisphere have also been opened by the U.S.-
Canada Free-Trade Agreement, and will be opened further if the
proposed U.S.-Mexico free-trade agreement and the hemisphere-
wide free-trade system envisioned in the President’s Enterprise for
the Americas Initiative are realized.

In the Uruguay Round, the United States and other countries
are seeking to extend, modernize, and reinforce GATT rules, and to
reduce trade barriers further. Successful completion of the round
and the continued openness of markets worldwide are important. A
failure of the Uruguay Round might encourage protectionist pres-
sures that could lead to rising trade barriers around the world.
Just as falling trade and investment barriers stimulated growth in
trade and incomes, a retreat away from open markets could de-
crease growth and prosperity. Indeed, if the resulting closing of
markets were abrupt and severe enough, it could contribute to a
worldwide recession.

The expansion of trade is complemented by the greater globaliza-
tion of corporations. Indeed, imports and exports between the par-
ents of multinational corporations and their affiliates abroad now
account for a significant portion of international trade flows. As a
result, today’s highly integrated world marketplace is one in which
the benefits of trade are generated worldwide by rapid diffusion of
new technologies, lower production costs, and greater product
choice for consumers. The presence in the U.S. economy of multi-
national corporations—both U.S.-owned and foreign-owned—is in
the Nation’s interest. An important U.S. economic policy objective
is to maintain open markets for both trade and foreign investment.
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