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xiv  Preface

market, about the relative gains of labor and firms in a capitalist economy, and about
the state’s proper role in the economy. They have played a much less important role
during the last 15 years, however, in shaping the explanatory theories that students of
international political economy have developed to explain the foreign economic poli-
cies that governments adopt. I use an analytical framework based on the interaction
between interests and institutions. This approach allows me to draw heavily on con-
temporary scholarship. In addition, the approach allows me to develop a number of
distinct explanations covering a large number of countries all of which start from the
same point: governments’ foreign economic policies reflect the interaction between
societal interests and political institutions.

The result, T hope, is a book that bridges the gap between international political
economy as practiced by scholars and international political economy as presented to
undergraduates. No such book is the work of a single person. I have benefited im-
mensely from the advice and support of a large number of people. A few deserve spe-
cial mention. Eric Stano of Longman Publishers supported this project from its initial
conceptualization through to the final production. I am grateful for his encouragement
and his patience as this project evolved through its many iterations. Roland Stephen
went well beyond the call of duty as a friend and colleague in entertaining my ques-
tions, providing suggestions about how to improve the text, and using early versions of
this text in his class at North Carolina State University.

Numerous reviewers provided detailed comments that vastly improved the book
in so many ways. It is no light burden to write a thoughtful and constructive review of
a book, and I thank them all for taking the time to do so. My thanks, therefore, go to:
Ali R. Abootalebi, University of Wisconsin, Eau Claire; Francis Adams, Old Dominion
University; Katherine Barbieri, Vanderbilt University; Charles H. Blake, James Madi-
son University; Terry D. Clark, Creighton University; Linda Cornett, University of
North Carolina—Asheville; Charles R. Dannehl, Bradley University; Robert A. Dayley,
Albertson College of Idaho; Mark Elder, Michigan State University; Richard Ganzel,
University of Nevada; Alan Kessler, The University of Texas at Austin; Douglas
Lemke, University of Michigan; Michael Mastanduno, Dartmouth College; Sean M.
McDonald, Bentley College; Philip Meeks, Creighton University; Jeffrey S. Morton,
Florida Atlantic University; Gene Mumy, The Ohio State University; Jim Pletcher,
Denison University; Herman Schwartz, University of Virginia; Cliff Staten, Indiana
University Southeast; and Christianne Hardy Wohlforth, Fordham University. Frank
Boyd read an early version of Chapter 4 and pointed me to literature that greatly
strengthened it. Zia Cromer, who patiently read two versions of the complete manu-
script, also helped improve the text in important ways. Milada Vachudova was a seem-
ingly tireless reader who greatly improved the book.

Finally, I owe a large debt of gratitude to all of those scholars whose research
made this book possible. You have taught me much, and I only hope that in writing
this book I have treated your work accurately and fairly. Of course, in spite of all of this
support, I alone am responsible for any errors of fact or interpretation.

Thomas Oatley

CHAPTER

INTERNATIONAL L
EcoNnomMmy

International economic events play an increasingly important role in international
politics. Two recent episodes help illustrate the growing prominence of such events.
Between the spring of 1997 and the late fall of 1998, the international financial system
experienced a major crisis, probably the largest it had experienced since the Great De-
pression. The crisis began when commercial banks and other private financial institu-
tions that had previously been optimistic about investment opportunities in Southeast
Asia and other so-called “emerging markets” took a closer look at financial systems in
these countries: Worried by what they saw, banks began to move their money out of
these countries to safer locations. The crisis hit Thailand first and then spread into
Malaysia, Indonesia, South Korea, and the Philippines. Having wreaked havoc in
Southeast Asia, the crisis swept through Latin America, where it destabilized financial
markets in Brazil, Argentina, Chile, and Mexico. From Latin America the crisis swept
into Russia, where outflows of financial capital caused the Russian government to de-
fault on its foreign debt. The crisis was ended, and major disruptions of financial sys-
tems in the industrialized world were prevented through coordinated action by the
International Monetary Fund, the United States, the European Union, and Japan.
Why did private financial institutions turn suddenly against the Southeast Asian, Latin
American, and Russian economies? What, if anything, could governments in these
countries have done to prevent the crisis? Why did the United States take the lead in
resolving the crisis? Could changes be made to the international financial system that
would make such crises less likely in the future?

In the second case, a vocal opposition to globalization has begun to emerge in
many advanced industrialized countries since the mid-1990s. Organized opposition to
globalization first emerged in 1997 in response to efforts by governments in the
United States, Western Europe, and other advanced industrialized countries to nego-
tiate an international agreement called the Multilateral Agreement on Investment,
which would establish rules governing foreign investment. Fearing that such an agree-
ment would be too oriented toward business interests and would ultimately lead to a
weakening of environmental protection regulations, opponents of globalization organized
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2 Chapter 1 International Political Economy

protests, rallies, and other activities designed to convey their opposition to govern-
ments. In 1998, governments abandoned the proposed agreemerit, in part because of
public opposition. Opponents of globalization claimed victory and pushed their cam-
paign forward in late November and early December of 1999. The occasion was a
meeting of representatives of more than 100 countries in Seattle, Washington. The
goal of the meeting was to establish an agenda for the Millenium Round of trade nego-
tiations that were to be held under the aegis of the World Trade Organization (WTO).
The effort to establish an agenda failed, however, because the Clinton Administra-
tion’s efforts to incorporate discussion of international labor standards in the WTO—
one of the demands of the protesters in Seattle—met strong resistance from
developing countries’ governments. International trade, and globalization more gener-
ally, are issues that have rarely been high on the list of public concerns. Why have they
suddenly become flashpoints sparking angry and sometimes violent protests?

These episodes represent two of the most visible instances in which international
economic issues dominate international politics, but they are hardly unique. A close
reading of major newspapers reveals countless others. For example, during the late
1990s the United States and the European Union became embroiled in a heated trade
war over bananas, which neither the United States nor Western Europe actually pro-
duces. Why are Europe and the United States engaged in a trade war over an agricul-
tural commodity that neither produces? To give yet another example, in the fall of
2001 the People’s Republic of China and the other members of the World Trade Or-
ganization reached a final agreement on the terms of China’s entry into the WTO.
Why has the world’s one remaining Communist great power entered into what may be
the ultimate symbol of global capitalism?

While hundreds of other episodes could be mentioned, these few are sufficient
to make two important points. First, whereas 15 years ago Superpower conflict and
the management of the nuclear balance dominated international politics,'today inter-
national politics are increasingly dominated by economic competition and coopera-
tion. While the Cold War defined international politics during the last 50 years, the
dense network of international economic relationships <o monly referred to as glob-
alization may well define international politics during the next 50 years. And just as
the Cold War pushed the study of nuclear strategy and international conflict to the
forefront in the discipline of international politics, globalization now may well do the
same for international political economy, the study of economic cooperation among
and economic competition between governments. Second, many of the things that
governments do in the international economy are puzzling: why do governments pur-
sue particular policy objectives, why do the policies governments adopt sometimes
lead to good outcomes and sometimes lead to bad outcomes? International political
economy tries to resolve these puzzles.

This book is designed to introduce you to international political economy as a lens
through which to examine developments in the global economy. To accomplish this goal
it focuses on two broad issues. The first is largely historical and descriptive and concerns
the creation and evolution of the international economic system since the Second World
War. Here we are primarily interested in learning how the current highly integrated
global economy was created, as well as in understanding the patterns of production,
trade, exchange rates, and financial flows that characterize activity within this interna-

4
What Is International Political Economy? 3

tional economic system. The second issue is theoretical in nature and concserrTs ?Plai.:naw
tions of government behavior in the international economy. Here we are pnm(}m ? inter-
ested in understanding how market and political processes interact to shape t fi.orelgn
economic policy choices that governments make. Why Qo governments open t c;lrtme:ir-
kets to international trade for some goods and clo§e the'lr markets to mtern(z;tl‘on rade
in other goods? Why do governments sometimes fix their exchz?nge rates an someh@?s
float their exchange rates? While these questions and others similar in nature comprise
the central focus of the remaining chapters of this book, the rest of t}:ns chaEterr 121tr(?-
duces international political economy as a field of study and then introduces the analyti-
cal framework that we will develop and use throughout the book.

WHAT Is INTERNATIONAL PoLiTicAL EcoNomy?

International political economy (IPE) is the study of how economic interests and polit-

: i ] icies. Consider, for example, the deci-
"ical processes interact to shape government policies. Consider, ple,

sion by the Bush Administration to raise tariffs on imported‘ steel in the sprirylg‘c?f 2002.
The decision to raise the steel tariff was prompted by lobbying by the owners of Am‘elé
ican steel firms and the United Steel Workers of America. The steel industry Iobble'
for the higher tariff because imported steel was capturing a large share of the? Arricen—
can market, resulting in a large number of plant closings and layoffs. Thlrty— our
American steel mills filed for bankruptcy between 1997 and 2002, causing about
18,000 workers to lose their jobs. Steel producers and st’eel workers recognized that
higher tariffs would protect them from competit.ion’ Wlt.h foreign steel- progucerts,
thereby reducing the number of American steel mills in distress e‘md slowing the rate
at which steel workers were losing their jobs. The higher steel tariff has negative con-
sequences for other groups in society, however, and'tl'lese consequences have gener-
ated political pressures aimed at reversing the decision. The tariff hurts Amex;lcan
industries that-use steel to produce goods, such as auto manufacturers, because't' esg
firms must now pay a higher price for the steel they use. These costs have motivate
the Consuming Industries Trade Action Coalition (or CITA.C), a business :ilss‘ouat}llon
that represents firms that use steel (and other imported inputs) to pro1 ?ce'szotr }elzr
goods, to pressure the Bush Administration and Congress to lowe.ar the stee t.a‘n . The
tariff also harms foreign steel producers, who now sell less steel in the Amer.lcan mar-
ket than before the tariff was raised. These foreign firms have presm‘lr.ed their govern-
ments to take measures to force the United States to reverse the deCISIOH‘. In requn;e,
governments in the European Union and Japan have threatened to retahatfa by ral(ilflg
tariffs on goods that the United States exports to their I'narkets,' and have initiate thari
investigation within the World Trade Organization (the mternatlona.d orgamzlatm% da
has responsibility for such disputes). The ultimate fate of the American steel tari : isc-
pends on the result of these ongoing political processes. Does CITAC h.ave more po 1};
ical influence than the steel industry, and will it therefore convince .the‘ Bus
Administration to reverse the decision? Will the WTO rule that the stgel tariff violates
international trade rules and must therefore be reversed? If it .does, wﬂl the 3ush Ad—‘
ministration comply with the ruling? The story of the steeltanffthus nicely 1llust?i(?sr
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the central focus of international political economy as a field of study: how the interac-

~tion between economic interests and‘na’t‘ipnal”énd‘ international p.O,litiqéll processés‘
shapes the economic policies governments adopt. o

The case of the steel tariff also highlights the many distinct elements that interna-

tional political economy must incorporate when attempting to make sense of develop-

ments in the global economy. To fully understand the steel tariff, we need to know

something about the economic interests of the businesses and workers that produce

.and consume steel. To understand these interests requires knowledge of economic .

theory. Moreover, we need to know something abotit how political processes in the
nited States transform these economic interests into trade policy. This requires
’knowledge of the American political system and the American trade policy process. In
¢ addition, we need to know something about how a policy decision made by the United
States affects businesses and workers based in other countries (more economic theory
for this), and we need to know how governments in these countries are likely to re-
~ spond to these consequences (requiring knowledge about the political systems in these
countries). Finally, we need to know something about the role that international eco-
“nomic organizations like the World Trade Organization play in regulating the foreign
* economic policies that governments adopt. More broadly, understanding develop-
ments in the//global economy through the lens of international political economy re-
quires us ,&0/ draw on economic theory, explore domestic politics, examine the
dynamics ¢f political interactions between governments, and familiarize ourselves with
international economic organizations. While this may seem to be a daunting task at
this point, this book introduces you to each of these elements and helps you learn how
to integrate them in order to deepen your understanding of the global economy.

One way scholars simplify the study of the global economy is by dividing it into
distinct issue areas. Typically, the global economy is broken into four such issue areas:
the international trade system, the international monetary system, multinational ‘cor-
‘porations (or MNCs), and economic development. Rather than studying the global

economy as a whole, scholars will focus on one of these fowy issue areas in relative iso-
"lation from the others. Of course, it is-somewhat misleading to separate these four is-
" sue areas and study each independently. MNCs, for example, are important actors in
the international trade system. The international monetary system exists solely to en-
able people living in different countries to engage in economic transactions with each
other. It has no purpose, therefore, outside consideration of international trade and in-
vestment. Moreover, problems arising in the international monetary system are intrin-
sically connected to developments in international trade and investment. Trade,
MNCs, and the international monetary system in turn all play an important Tole in
economic development. In other words, each of these four issue areas is deeply con-
nected to the others. In spite of these deep connections, the central characteristics of
each area are sufficiently distinctive that one can pull them apart to study each in rela-
tive isolation from the others, as long as one remains sensitive to the connections
among them when necessary. We will adopt the same approach here.
The international trade system is centered upon an international institution called
. the World Trade Organization (WTO). Some 144 countries belong to the WTO, and
“through this international institution they have created a nondiscriminatory interna-
tional trade system. This means that in the international trade system, each country

[
f

What Is International Political Economy? 5§

gains access to all other WTO members’ markets on equal terms. In addition, the

' WTO and its predecessor, the General Agreements on Tariffs and Trade (GATT), o
_have enabled governments to progressively eliminate tariffs and other barriers to the /<"
. cross-border flow of goods and services. As these barriers have been dismantled, world

trade has grown steadily. Today, goods and services worth about $7.6 trillion flow
across national borders each year. During the last ten years, however, regional trading
arrangements have arisen to pose a potential challenge to the WTO-centered trade
system. These regional trade arrangements, such as the North A
Agreement (NAFTA), are trading blocs comprised of a small numbet  countries who
offer each other preferential access to their markets. Scholars who study the interna-
tional trade system investigate the creation, operation, and consequences of the WTO-
centered system and the emerging regional trading frameworks.

The international monetary system enables people living in different countries to
conduct trade and financial transactions with each other. People living in the United

termine what a good produced in Japan and priced in yen will cost in dollars. In addi- ;o
tion, American workers earn and spend dollars, but Japanese producers want yen for”
the goods they sell to Americans. These international payments involve not only the
physical transfer of money from one country to another, but also the exchange of one
currency into another. People and businesses will not be able to engage in interna-
tional economic transactions unless these functions are performed well, and it is the
task of the international monetary system to perform them. The international mone-

“tary system has changed during the last 50 years in two important Ways. First, in the
 first 20 years following World War TI, governments attempted to maintain relatively -

stable or fixed exchange rates. Then in the early 1970s, governments abaridoned this
system and have since allowed the value of their currencies to be determined largely
by financial markets with only occasional government intervention. Second, during the
early postwar period governments restricted the flow of financial capital into and out
of their national economies. Many governments have dismantled these restrictions
since the late-1970s and now allow financial capital to flow freely across national bor-
ders. As a result, international capital flows have increased sharply. Scholars who study

 the international monetary system focus on the creation, operation, and consequences

of this system.

Multinational corporations occupy a prominent and often controversial role in the
global economy. A multinational corporation is a firm that controls production facili- #1/
ties in at least two countries. The largest of these firms are familiar names such as Ford
Motor Company, General Electric, and General Motors. In all, the United Nations es-
timates that there are more than 60,000 MNCs operating in the contemporary global

AN

_economy. These firms together control more than 600,000 production plants and em-

ploy about 86 million people across the globe. Together they account for about one
quarter of the world’s economic production and about one-third of the world’s trade.
MNCs have been controversial in part because of their size, but more importantly be-
cause they extend managerial control across national borders. Corporate managers
based in the United States, for example; make decisions that affect economic condi-

_tions in Mexico and other Latin American countries, in Western Europe, and in Asia.

Scholars who study MNCs focus on why these large firms exist, on what impact they

7

‘States, for example, who may want to buy goods produced in Japan must be able to de- TuAen,
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have on the countries that host their operations, and on what measures governments
have taken to attempt to regulate their activities.
Finally, a large body of literature studies economic development. Throughout the

postwar period, developing country governments have adopted explicit development.

strategies that they believed would raise incomes by promoting industrialization. The
‘success of these strategies has varied. Some countries, such as the Newly Industrializ-
ing Countries (NICs) of East Asia (Taiwan, South Korea, Singapore, and Hong Kong)
have been so successful in promoting industrialization and raising per capita incomes
that they can no longer be considered developing countries. Other countries, particu-
larly in sub-Saharan Africa and in parts of Latin America, have been much less suc-

_cessful.”Governments in these countries adopted ifferent development strategies

than the NICs throughout much of the postwar period and realized much smaller in-

creases in per capita incomes. Students of the politics of economic development focus
on the specific strategies that developing countries” governments adopt and attempt to
explain why different governments adopt different strategies. In addition, these stu-
dents are concerned about which development strategies have been relatively more
successful than others (and why), and about whether participation in the international
economy facilitates or frustrates developing countries” efforts to industrialize.

Those who study the global economy through the lens of international political
economy are typically interested in doing more than simply describing government
policies and contemporary events in these four issue areas. In particular, scholars as-
pire to make more general statements about how politics shape the foreign economic
policies that governments adopt in each of these issue areas. Moreover, most scholars
want to draw more general conclusions about the consequences of these policies. As a
consequence, two abstract and considerably broader questions typicg.&shape the
study of trade, money, MNCs, and development. First, how do politics shape the deci-
sions that societies make about how to use the resources that are available to them?
Second, what are the consequences of these decisions? Because these two over-arching
questions are central to what we cover in this book, it is worth taking a closer look at
each of them now.

How do politics shape societal decisions about how to allocate available resources?
For example, how does a society decide whether the labor and capital it has available
are to be used to produce semiconductors or clothing? While this question might ap-
pear quite remote from the issue areas discussed above, the connections are actually
quite close. The foreign economic policies that a government adopts—its trade poli-
cies, its exchange rate policies, and its policies toward MNCs—affect how that soci-
ety’s resources are used. A decision to raise tariffs, for example, will encourage
business owners to invest and workers to seek employment in the industry that is pro-
tected by the tariff. A decision to lower tariffs will encourage business owners and
workers currently employed in the now-liberalized industry to seek employment in
other industries. A change in tariff policy, therefore, will affect the uses to which soci-
ety’s resources are put. Foreign economic policies are in turn a product of politics; the

‘process through which societies make collective decisions. Thus, the study of interna-

tional political economy is in many respects the study of how politics shape the deci-
sions that societies make about how to allocate the resources they have available to
them.

What Is International Political Econ(()my? 7

These decisions are complicated by two considerations. On the one hand, all re-
sources are finite. As a result, choices about how to allocate resources will always be
made against a backdrop of scarcity. Any choice in favor of one use of a resource there-
fore necessarily implies a choice to forgo another possible use. On the other hand, in
any society different people will have different ideas about how available resources
should be used. Some groups will want to use these resources to produce cars and
semiconductors, for example, while other groups will prefer to use these resources to
produce clothing and agricultural products. Societies will therefore always confront
competing demands for their finite resources. One of the important goals of interna-
tional political economy as a field of study is to investigate how such competing de-
mands are aggregated, reconciled, and transformed into foreign economic policies.

The second abstract question asks what are the consequences of the choices that
societies make about resource allocation? These decisions have two very different con-
sequences. On the one hand, decisions about resource allocation have welfare conse-
quences, that is, they determine the level of societal well being. Some choices will

“maximize societal welfare, that is, they will make society as a whole as well off as is

possible given existing resources. Other choices will cause social welfare to fall below
its potential, in which case different choices about how to use resources would raise
social welfare. On the other hand, decisions about resource allocation have distribu-
tional consequences, that is, they influence how income is distributed between

groups within countries and between nations in the international system. Both conse-

quences are evident in the impact of the American steel tariff. Because the tariff
makes it more profitable to produce steel in the United States than it would be other-
wise, some investment capital and workers that might otherwise be employed in highly
efficient American industries such as information technology or biotechnology will be
used in the less efficient American steel industry. The tariff thus causes the United
States to use too many of its resources in economic activities that it does less well and
too few resources in activities that it does better. As a consequence, the United States
is poorer with a high tariff on steel than it would be without it. The steel tariff also re-
distributes income. Because the tariff raises the price of steel in the United States, it
redistributes income from the consumers of steel, such as American firms that use
steel in the products they manufacture and the American consumers who purchase
goods made out of steel, to the steel producers. In addition, because the tariff makes it
more difficult for foreign steel firms to sell in the American market, it redistributes in-
come from foreign steel producers to American steel producers. The steel tariff, like
many economic policies, affects both the level and the distribution of income within a
society.

These two abstract questions give rise to two very different research traditions
within international political economy. One tradition focuses on explanation, while a
second focuses on evaluation. Explanatory studies, which relate most closely to our
first abstract question, are oriented toward explaining ‘the foreign economic policy
choices that governments make. Such studies most often attempt to answer “why
‘questions.” For example, why does one government choose to lower tariffs and open
its economy to trade while another government continues to protect the domestic
market from imports? Why did governments create the World Trade Organization?
Why do some governments maintain fixed exchange rates while others allow their
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currencies to float? Why do some governments allow MNCs to operate in their
economies with few restrictions, while other governments attempt to regulate MNC
activity? Each of these questions asks us to explain a specific economic policy choice
made by a government, or to explain a pattern of choices within a group of govern-
ments. In answering such questions, we are most concerned with explaining the policy
choices that governments make and pay less attention to the welfare consequences of
these policy choices.

Evaluative studies, which are related most closely to our second abstract ques-
tion, are oriented toward assessing policy outcomes, making judgments about them,
and proposing alternatives when the judgment made about a particular policy is a neg-
ative one. A welfare evaluation is primarily interested in whether a particular policy
choice raises or lowers social welfare. For example, does a decision to liberalize trade
raise or lower national economic welfare? Does a decision to turn to the International
Monetary Fund and accept a package of economic reforms promote or retard eco-
nomic growth? More broadly, do current policies encourage the society to use its avail-
able resources in ways that maximize economic welfare, or would alternative policies
that encouraged a different allocation result in higher economic welfare? Because
such evaluations are concerned with the economic welfare consequences of policy out-
comes, they are typically based on economic criteria and rely heavily upon economic
theories. Other scholars evaluate particular outcomes in terms that extend beyond
considerations of economic welfare. In some instances, scholars evaluate outcomes in
terms of their distributional consequences. For example, many of the groups that are
members of the contemporary backlash against globalization are highly critical of in-
ternational trade because they believe that workers lose and business gains from trade
liberalization. Implicit in this criticism is an evaluation of how liberal tracié in the
global economy distributes income across groups within countries and across countries

_within the international system. Evaluations may also extend the frame of reference
within which outcomes are evaluated beyond purely economic criteria. For example,
even those who agree that international trade raises world economit welfare might re-
main critical of globalization because they believe that it degrades the environment,
disrupts traditional methods of production, or has other negative soefal consequences
that outweigh the economic gains. Explanation and evaluation both play an important
role in international political economy. This book, however, focuses primarily upon ex-
planation and secondarily upon evaluating the welfare consequences of government
policies. I devote little attention to evaluating outcomes in terms that extend beyond
economic welfare considerations.

STUDYING INTERNATIONAL PoLiTical EcoNoMY

~ Scholars working within the field of international political economy have developed a

large number of theories to answer the two questions posed above. Three traditional
. schools of political economy—the mercantilist school, the liberal school, and the
+Marxist school—have shaped the development of these theories over the last one hun-
dred years. Each of these three traditional schools offers distinctive answers to the two
questions and these differences have structured much of the scholarly and public de-
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bate about international political economy. While these traditional schools remain in-
fluential, more and more often students of international political economy are devel-
oping theories to answer our two questions from outside the explicit confines of these
traditional schools. One prominent approach, and the approach that is developed
throughout this book, suggests that the foreign economic policies that governments
adopt emerge from the interaction between societal actors’ interests and political insti-
tutions. We begin our examination of how people study international political econ-
omy with a broad overview of these alternative approaches. We lookfirst at the three
traditional schools, highlighting the answers they provide to our two questions and
pointing to some of the weaknesses of these schools that have led students to move
away from them. We then examine the broad logic of the interests and institutions ap-
proach developed here to set the stage for the issue-area specific explanations we de-
velop in the remainder of the book.

Traditional Schools of International Political Economy

Historically, theories of international political economy have been developed in three

“broad ‘schools of thought: mercantilism (or nationalism), liberalism, and Marxisin.

Mercantilism is rooted in seventeenth and eighteenth century theories about the re-

lationship between economic activity and state power. The mercantilist literature is

large and varied, and yet mercantilists do generally adhere to three central proposi-

tions. First, the classical mercantilists argued thatnational power and wealth were ; -
_tightly connected. National power in the international state system; is derived in large '

part from wealth. Wealth in turn is required to accumulate power. Second, the classi-
cal mercantilists argued that trade provided one way for countries to acqtire wealth
from abroad. Wealth could be acquired through trade, however, only if the country
ran a positive balance of trade, that is, if the country sold more goods to foreigners
than it purchased from foreigners. Third, the classical mercantilists argued that some
types of economic activity are more valuable than others. In particular, mercantilists
argued that manufacturing activities should be promoted while agriculture and other
nonmanufacturing activities should be discouraged. “Modern” mercantilism applies
these three propositions to contemporary international economic policy. Modern mer-
cantilists argue that economic strength is a critical component of national power.
Trade is to be valued for exports, but governments should discourage imports when-

“ever possible. In addition, contemporary mercantilists argue that some forms of eco-

nomic activity are more valuable than others. Manufacturing is preferred to the
production of agricultural and other primary commodities, and high technology manu-
facturing industries such as computers and telecommunications are preferable to ma-

~ ture manufacturing industries such as steel or textiles and apparel.

The emphasis on wealth as a critical component of national power, the insistence
on maintaining a positive balance of trade, and the conviction that some types of eco-
nomic activity are more valuable than others leads mercantilists to argue that the state
should play a large role in determining how society’s resources are allocated. Eco-
nomic activity is too important to allow decisions about resource allocation to be made
through an uncoordinated process such as the market. Uncoordinated decisions can
result in an “inappropriate” economic structure. Industries and technologies that may
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be desirable from the perspective of national power might be neglected, while indus-
tries that do little to strengthen the nation in the international state system may flour-
ish. In addition, the country could develop an unfavorable balance of trade and
become dependent upon foreign countries for critical technologies. The only way to
ensure that society’s resources are appropriately used is to have the state play a large
role in the economy. Economic policy can be used to channel resources to those eco-
nomic activities that promote and protect the national interest and away from those
that fail to do so.

Liberalism, the second traditional school, emerged in Britain during the eight-
centh century to challenge the dominance of mercantilism in government circles,
Adam Smith and other liberal writers, such as David Ricardo (who first stated the mod-
ern concept of comparative advantage), were scholars that were attempting to alter gov-
ernment economic policy. The theory they developed to do so, liberalism, challenged
all three central propositions of mercantilism, First, liberalism attempted to draw a
strong line between politics and economics. In doing so, liberalism argued that the pur-
pose of economic activity was to enrich individuals, not to enhance the state’s power.
Second, liberalism argued that countries do not enrich themselves by running trade
surpluses. Instead, countries gain from trade regardless of whether the balance of trade
Is positive or negative. Finally, countries are not necessarily made wealthier by produc-
ing manufactured goods rather than primary commodities. Instead, liberalism argued,

countries are made wealthier by making products that they can produce at relatively

low cost at home and trading them for goods that can be produced at home only at rel-
atively high cost. Thus, according to liberalism, governments should make litthetsffort to
influence the country’s trade balance or to shape the types of goods the country pro-
duces. Government efforts to allocate resources will only reduce national welfare.

In addition to arguing against substantial state intervention as advocated by the
mercantilists, liberalism argued in favor of a market-based system of resource alloca-
tion. Giving priority to the welfare of individuals, liberalism argues that social welfare
will be highest when people are free to make their own decisions about how to use the
resources they possess. Thus, rather than accepting the mercantilist argument that the
state should guide the allocation of resources, liberals argue that resources should be
allocated through voluntary market-based transactions between individuals. Such ex-
change is mutually beneficial—ag long as it is voluntary then both parties to any trans-
action will benefit. Moreover, in a perfectly functioning market, individuals will
continue to buy and sell resources until the resulting allocation offers no further op-
portunities for mutually beneficial exchange. The state plays an important, though lim-
ited, role in this process. The state must establish clear rights concerning ownership of
property and resources. The judicial system must enforce these rights and the con-
tracts that transfer ownership from one individual to another. Most liberals also recog-
nize that governments can and should resolve market failures, which are instances in
which voluntary market-based transactions between individuals fail to allocate re-

sources to socially desirable activities.

Marxism, the third traditional school, originated in the work of Karl Marx as a cri-

. tique of capitalism. It is impossible to characterize briefly the huge literature that has

expanded on or been influenced by Marx’s ideas. According to Marx, capitalism is

14 characterized by two central conditions: the private ownership of the means of pro-
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duction, or capital, and wage labor. Marx argued that the value of manufactured goods |
was determined by the amount of labor used to produce them. However, capitalists
did not pay labor the full amount of the value they imparted to the goods they pro-|
duced. Instead, the capitalists that owned the factories paid workers only a subsis’tencgE

wage and retained the rest as profits with which to finance additional investment.,
Marx predicted that the dynamics of capitalism would lead eventually to a revolution

that would do away with private property and with the capitalist system that private:

property supported. ’

Three dynamics would interact to drive this revolution. First, Marx argued that
there is a natural tendency toward the concentration of capital. Economic competition
would force capitalists to increase their efficiency and increase their capital stock. As a
consequence, capital would become increasingly concentrated in the hands of a small,
wealthy elite. Second, Marx argued that capitalism is associated with a falling rate of
profit. Investment leads to a growing abundance of productive capital, which in turn
reduces the return to capital. As profits shrink, capitalists are forced to further reduce
wages, worsening the plight of the already impoverished masses. Finally, capitalism is
plagued by an imbalance between the ability to produce goods and the ability to pur-
chase goods. Large capital investments continually augment the economy’s ability to
produce goods, while falling wages continually reduce the ability of consumers to pur-
chase the goods being produced. As these three dynamics interact over time, society
becomes increasingly characterized by growing inequality between a small wealthy
capitalist elite and a growing number of impoverished workers. These social condi-
tions eventually cause workers (the proletariat, in Marxist terminology) to rise up,
overthrow the capitalist system, and replace it with socialism.

In contrast to liberalism’s emphasis on the market as the principle mechanism of
resource allocation, Marxists argue that capitalists make decisions about how society’s
resources are used. Moreover, because capitalist systems promote the concentration
of capital, investment decisions are not typically driven by market-based competition,
at least not in the classical liberal sense of this term. Instead, decisions about what to
produce are made by the few firms that control the necessary investment capital. The
state plays no autonomous role in the capitalist system. Instead, Marxists argue that
the state operates as an agent of the capitalist class. The state enacts policies that rein-
force capitalism and thus the capitalists” control of resource allocation. Thus, in con-
trast to the mercantilists who focus on the state and the liberals who focus on the
market, Marxists focus on large corporations as the key actor that determines how re-
sources are to be used.

The three traditional schools of political economy thus offer three distinctive an-
swers to our question of how politics shape the allocation of society’s resources. Mer-
cantilists argue that the state guides resource allocation in line with objectives shaped
by the quest for national power. Liberals argue that politics ought to play little role in
the process, extolling instead the role of market-based transactions among au-
tonomous individuals. Marxists argue that the most important decisions are made by
large capitalist enterprises supported by a political system controlled by the capitalist
class. These three traditional schools also offer distinctive frameworks to evaluate the
consequences of resource allocation. Mercantilists focus on the consequences of re-
source allocation for national power. The central question a mercantilist will ask is, “Is
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Table 1.1

Three Traditional Schools of International Political Economy

Most Important
Actor

Role of the State

Image of the
International
Economic System

Proper Objective
of Economic Policy

Mercantilism

The State

Intervene in the
Economy to
Allocate Resources

Conflictual:
Countries compete
for desirable
industries and
engage in trade
conflicts as a result
of this competition

Enhance Power of
the Nation-State in
International State
System

Liberalism
Individuals

Establish and
Enforce Property
Rights to Facilitate
Market-Based
Exchange

Harmonious: The
international
economy offers
benefits to all
countries. The
challenge is to
create a political
framework that
enables countries
to realize these
benefits

Enhance Aggregate
Social Welfare

Marxism
Classes, Particularly
the Capitalist Class
Instrument of the
Capitalist Class
Uses State Power to
Sustain Capitalist
System

Exploitative:
Capitalists exploit
labor within
countries; rich
countries exploit
poor countries in the
international
economy

Promote an
Equitable
Distribution of
Wealth and Income

re

there some alternative allocation of resources that would enhance the nation’s power
in the international system?” Liberals rely heavily upon economic theory to focus prin-
cipally upon the welfare consequences of resource allocation. The central question a
liberal will ask is, “Is there some alternative allocation of resources that would enable
the society to improve its standard of living?” Marxists rely heavily upon theories of
class conflict to focus on the distributional consequences of resource allocation. The
central question a Marxist will ask is, “Is there an alternative political and economic
system that will promote a more equitable distribution of income?” Thus, liberalism
emphasizes the welfare consequences of resource allocation, while mercantilism and
Marxism each emphasize a different aspect of the distributional consequences of these
decisions.

These very different allocation mechanisms and unique evaluative frameworks
generate three very different images of the character of the international political
economy. Mercantilists argue that the international political economy is character-
ized by distributional conflict as governments compete to attract and maintain
desired industries. Liberals argue that international economic interactions are es-
sentially harmonious. Because all countries benefit from international trade, power
has little impact on national welfare, and international economic conflicts are rare. The
central problem, from a liberal perspective, is creating the international institu-
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tional framework that will enable governments to enter into agreements through
which they can create an international system of free trade. Marxists argue that the
international political economy is characterized by distributional conflict between
labor and capital within countries and by distributional conflict between the ad-
vanced industrialized countries and developing countries within the international
arena.

These three traditional schools have structured studies of and debate about the in-
ternational political economy for a very long time. And while the presence of all three
will be felt in many ways throughout the pages of this book, we willispend little more
time examining them directly. In their place, we will emphasize an analytical frame-
work that has been developed during the last 15 years or so that focuses on how the in-
teraction between societal interests and political institutions determine the foreign
economic policies that governments adopt. .

Interests and Institutions in International Political Economy

To explain the policy choices made by governments, this book concentrates on the in-
teraction between societal interests and political institutions. This approach suggests
that to understand the foreign economic policy choices that governments make, we
need to understand two aspects of politics. First, we need to understand where the in-
terests, or economic policy preferences of groups in society come from, Second, we

“need to examine how political institutions aggregate, reconcile, and ultimately trans-

form competing démands into foreign economic policies and a particular international
economic system. Each of these aspects warrants further elaboration.

" Interests are the goals or policy objectives that the central actors in the political
system and in the economy—individuals, firms, labor unions, other interest groups,
and governments—want to use foreign economic policy to achieve. In focusing on in-
terests we will assume that individuals and the interest groups that represent them al-
ways prefer foreign economic policies that raise their incomes to policies that reduce
their incomes. Thus, whenever a group confronts a choice between one policy that
raises its income and another that lowers its income, it will always prefer the policy
that raises its income. We focus on two mechanisms to explain the formation of these
policy interests. First, people have material interests that arise from their position
in the economy. We can summarize the essence of this approach in a simple state-
ment: tell me where you work and what you do and T'll tell you what your foreign
economic policy preferences are. Consider once again the American steel tariff. It
is reasonable to expect that whether a particular individual supports or opposes this
tariff depends upon where they work. If you are an American steel worker you
probably favor the tariff because it reduces the likelihood that you will lose your
job. You are also likely to favor the tariff if you own an American steel mill, because
the tariff helps ensure a market and a relatively high price for the steel you pro-
duce. Suppose instead, however that you were an American autoworker or that you
owned a substantial share of General Motors. In this case it is not unreasonable to
expect that you would oppose the steel tariff. The higher steel prices caused by the
tariff means that it costs more to produce cars. As cars become more expensive,
fewer are sold and consequently fewer are produced. The tariff thus increases the
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chances that autoworkers will be laid off and it causes GM to earn smaller profits,
These are compelling reasons for autoworkers and their employers to oppose the
higher steel tariff. In short, one’s position in the economy powerfully shapes one’s
preferences about foreign economic policy. As we shall see, economic theory enables
us to make some powerful statements about the foreign economic policy preferences
of different groups in the economy.

Second, interests are often based on ideas.‘Ideas are mental models. that provide
.a coherent set of beliefs about cause and effect relationships. In the context of eco-
nomic policy, these mental models typically focus on the relationship between gov-
ernment policies and economic outcomes. N ot surprisingly, therefore, economic
theory is a very important source of ideas that influence how actors perceive and for-
mulate their interests. By providing clear statements about cause and effect economic
relationships, economic theories can create an interest in a particular economic pol-
icy. The theory of comparative advantage, for example, claims that reducing tariffs
raises aggregate social welfare. A government that believes this theory might be in-
clined to lower tariffs in order to realize these welfare gains. Alternative].y, a govern-
ment might adopt high tariffs because a different economic\ﬁbeory (the infant
industry argument, for example) suggests that tariffs can promote economic produc-
tion in ways that raise national income. What matters, therefore, is not whether a par-
ticular idea is true or not, but whether people in power, or people with influence over
people with power, believe the idea to be true. Thus, ideas about how the economy
operates can be a source of the preferences that groups have for particular economic
policies.

Understanding where interests come from will enable us 4o specify with some
precision the competing demands that political leaders will confront when making for-
eign economic policy decisions. It does not tell us anything about how these compet-
ing demands are reconciled and transformed into foreign economic policies. To
understand how interests are transformed into policies we need to examine political
institutions. Political institutions establish the rules governing the political process.
By establishing rules, they enable groups within countries, and groups of countries in
the international state system, to reach and enforce collective decisions. On the one
hand, political institutions determine which groups are empowered to make choices
and establish the rules these “choosers” will use when doing so. In domestic political
systems, for example, democratic institutions promote mass participation in collective
choices, while authoritarian systems restrict participation to a narrow set of individu-
als. In international economic affairs, governments from the advanced industrialized-
countries often make decisions with little participation by developing countries. Politi-
cal institutions also provide the rules that these groups use to make decisions. In dem-
ocratic systems, the usual choice rule is majority rule, and policies are supposed to
reflect the preferences of a majority of voters or legislators. In international economic
organizations, the choice rule is often relative bargaining power, and decisions typi-

-cally reflect the preferences of the more powertul nations. Political institutions thus al-
low groups to make collective decisions, and in doing so determine who gets to make
these decisions and how they are to be made.

Political institutions also help enforce these collective decisions. In many in-
stances, individuals, groups, and governments have little incentive to comply with the
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decisions that are produced by the political process. This .is Particular]y the ca}sle.f‘o)r
those groups whose preferences diverge from those embodied in th;e cp”@hve c . 01?@.
And even in cases where a group or a country as a whole does bene.ht frofn a parhcul (‘lr
decision, it may believe it could do even better if it ch.ez.lted a little blt' If such 11111~
stances of noncompliance are widespread, then the p()]mczﬂ process is substant]z}i y
weakened. This problem is particularly acute in the international state system.fln ( o-
mestic political systems, the police and the judicial system are charged with en f);clrl‘g
individual compliance with collective decisions. The mternatlona]’ system has neither a
police force nor a judicial system through which to enforce comphimce, }i()wev?r. 'Conw
sequently, it can be very tempting for governments to attempt to “cheat” on the 11.1te‘ri
national economic agreements they conclude with other governmepts. Inter%latlona
institutions like the WTO and the IMF can help governments enforce the interna-
tional agreements that they conclude. |

A focus on interests and institutions will allow us to develop a set.of reasop'flb]y
comprehensive answers to our first question: how do politics shape societal decisions
about how to allocate resources. The explanations we construct will almost always be-
gin by investigating the source of competing societal demands‘ for resource§ a1‘1d {h)erz
explore how political institutions aggregate, reconcile, and ult?matel.y transf.(.mr} lt 1(,:%
competing demands into foreign economic policies and a particular -mter‘na‘ltlor.ld eco~
nomic system. This approach may not always provide a full expllanatlon of the inter ac-
tions we observe in the international political economy, but it does provide a solid
point of departure.

THE ORGANIZATION OF THE B0OOK

In applying this framework to the international politica]’ economly,'we ernplo}i ﬂ;rloe
additional devices to help organize the subject matter. F 1rsti we divide the fielc of in-
ternational political economy into distinct issue areas. The 'ﬁrst half of the AbOOk, is d@—
voted to trade and production. We look at the creation and evolutl(.m of the
multilateral trade system. We examine why this system was croaﬁed following World
War 11, and how governments have used this system to ]ﬂ?erahze trade. We try tf)
make sense of the pattern of trade liberalization and protech(')n that we see to unde} -
stand why governments have been willing to liberalize trade in some areas but. n(?t in
others. We also examine the position of the developing countries in thlS. multilateral
trade system. Finally, we examine the role of mu]tinati(.mal corpora’uons in t]]e(g‘l(;b?I
economy. The second half of the book focuses on th§ international mon.etaly anc li
nancial systems. We examine the creation and evolu’upn of the postwar 1n‘re'rn’at‘101n’a
monetary system, trying in particular to make sense of th.e exchan ge r'c}te p'ol'lme.s t iat
governments have adopted. We also examine the developing cou‘ntncs p(?s1t10n in the
international monetary and financial systems, with a particular focus on international
debt and financial crises. N
Second, each issue area is divided into chapters that focus principally on p()l?t%—
cal economy in the international system and chapters t}}at foc.us principally ’01‘% p(;)lllhl-
cal economy in the domestic arena. The examination of each issue area begins with a
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chapter that focuses on the interaction between interests and institutions in the in-
ternational system. In these chapters, we examine how the distribution of power in
the international state system shapes international economic institutions such as the
WTO and the IMF, as well as political and economic interactions within these insti-
tutions. In addition, we examine how international economic transactions, including
international trade, the activities of multinational corporations, and international
capital flows, as well as changes in the distribution of power, transform the global
economy and the national economies upon which it is based. The second chapter in
each issue area examines the interaction between interests and institutions in do-
mestic politics. In each of these chapters, we develop two approaches to the domes-
tic politics of foreign economic policy, one that is society-centered and one that is
state-centered. A society-centered approach puts greatest emphasis on the impact of
competing interests in explaining the foreign economic policies that governments
adopt. Such an approach argues that politicians are highly respo\ﬁsg've to demands
made by private interest groups within their societies. As a consequence, foreign
economic policies are determined by the balance of power among competing do-
mestic interest groups. A state-centered approach puts greatest emphasis on state
institutions in explaining the foreign economic policies that governments adopt. This
approach argues that policymakers enjoy considerable autonomy from societal inter-

Third, the examination of each issue area is divided into chapters that focus prin-
cipally on the advanced industrialized countries—the United States, Western Europe,
Japan—and chapters that focus principally on developing countries. This division has
little to do with the need to develop distinct theoretical frameworks for each group. In-
stead, the reason for this organization has more to do with the fact that the two groups
differ on a number of important dimensions, and these differences give rise to differ-
ent relationships with and policies toward the international economic system. The two
groups have different economic structures, The advanced industrialized countries pro-

mary commodities. In the international financial system, advanced industrialized
countries are lenders while developing countries are borrowers. The two groups are
not equally powerful. The advanced industrialized countries have more power and can
use this power to shape the rules governing international trade and finance. The devel-
oping countries have less power, and have typically had to accept the rules of the Sys-
tem as given. As a result of these differences in economic structure and international
power, the two groups have had vety different experiences with the international eco-
nomic system. For this reason, one chapter in each issue area focuses more heavily
upon the advanced industrialized countries while another focuses more heavily upon
the developing countries.
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Material Interests
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CHAPITER

THE MULTILATERAL
'RADE SYSTEM

Internatlonal trade has grown rapidly since World War I1. The amount of goods ex-
ported by all countries has increased at an average rate of 6 percent per year since
1950. As a result, total world trade has grown from about $84 billion in 1953 to approx-
imately $7.6 trillion in 2000 (World Trade Organization 2001, 9). To put this number
in perspective, about one out of every four dollars of income in each country in the
world is either earned by exporting goods and services to foreign markets or spent on
goods and services produced in foreign countries. Not only has international trade
steadily increased over the past 50 years, it has consistently grown more rapidly than
world economic production. Thus, each year a larger share of the production and em-
ployment that create national incomes becomes dependent upon international trade.
Never before in history has international trade g grown so rapidly for so long, both in ab-
solute terms and as a proportion of national economic activity.

This unprecedented postwar growth of international trade has been made possi-
ble by the multilateral trade system established in 1947. The multilateral trade system
is both a political process and a set of political institutions through which governments
regulate national trade policies. The political process is centered on negotiations
among national governments. Since the mid-1940s governments have used these ne-
gotiations to create international rules to govern many national policies that affect in-
ternational trade. Governments have also created a political institution, initially the
General Agreements on Tariffs and Trade and now the World Trade Organization.
These institutions have helped governments conduct trade negotiations and help en-
sure that governments live up to the agreements they make. International trade has
expanded so rapidly since World War II because governments have used this political
system to progressively eliminate national barriers to international trade. To under-
stand international trade politics, we must examine the interaction between interests

and institutions in this multilateral trade system.
‘ This chapter focuses on four questions about the multilateral trade system. We
begin with the simplest question: what is the multilateral trade system and how does it
operate? Second, why was the multilateral trade system created in its current form,
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and what factors will determine how long it lasts? The creation of the postwar trade
system was in no sense inevitable, and the current system represents only one of many
possible ways to organize international trade. Third, we ask what purpose does the
multilateral trade system serve? That is, if international trade is such a good thing, why
do governments need a specialized international institution to achieve it? We end by
exploring the consequences of the multilateral trade system: how has trade liberaliza-
tion and the growth of world trade altered the global economy, and what impact have
these developments had on national economies and on national politics? In other
words, how has trade liberalization promoted globalization, and what jmpact has glob-
alization had on national politics? Answers to these four questions will help us uncover
the political dynamics of the multilateral trade system.

THE MULTILATERAL TRADE SYSTEM

‘The multjlateral trade systefn is an international political system. International trade insti-
tutions stand at the center of this system. Throughout most of the postwar period, the

General Agreement on Tariffs and Trade (GATT), which was created in 1947, was the

\principle‘ international trade institution: Tn 1994, the GATT was folded into a new inter-

national institution called the World Trade Organization (WTO). Tn contrast to the
GATT, which was a treaty, the WTO is an international organizatioﬂ that enjoys the same
legal status as other international organizations such as the United Nations, the World
Bank, and the International Monetary Fund. Based in Geneva, Switzerland, the WTO is

'relatwcly small compared to other international organizations. Although 144 countries are

members of the WTO, the organization has a staff of only 500 people and a budget of only

“about $225 million in the year 2000. Its functions include providing a forum for trade ne-

gotiations among its member governments, administering the trade agreements that gov-
ernments conclude, and providing a mechanism through which governments can resolve
trade disputes. And although the WTO is now the institutional center of the world trade
system, the GATT has not disappeared. The GATT continues to provide many of the
rules governing international trade relations. The creation of the WTO, therefore, repre-
sented an organizational change, but it did not produce a wholly new set of international
trade rules. The rules that provide the foundation of the multilateral trade system are
those that were initially established in 1947 and that have been gradually revised and
amended ever since.

The multilateral trade system can be broken down into three individual compo-
nents: an intergovernmental bargaining process, a set of rules and principles governing
international trade relations, and a dispute settlement mechanism. As an intergovern-

~ mental bargaining process, the WTO focuses on trade liberalization. Trade liberaliza-

tion refers to the elimination of government policies that make it difficult for goods and
services produced in one country to be sold in another. Such policies include tariffs,
which are taxes that governments impose on foreign goods coming into the country.
They also include a wide range of nontariff barriers such as health and safety regula-
tions, government purchasing practices, and many other government regulations.
Trade liberalization has been achieved through a series of bargaining rounds that have
been conducted since 1947. Eight such rounds have been held, and a ninth, called The
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Millennium Round, began in 2001 (see Table 2.1). These bargaining rounds are ex-
tended affairs. The Uruguay Round, for example, was officially launched in 1986
(though it had been discussed since 1982) and was not concluded until December
1993. Each of these bargaining rounds brought WTO-member governments together
to negotiaté an agreement covering a specific set of trade-related issues. Negotiations
under the Uruguay Round, for example, included tariff reductions in manufacturing as
well as efforts to create brand new rules to govern international trade in services and to
“protect intellectual property.

Through these bargaining rounds, governments have progressively reduced tar-
iffs on manufactured goods and begun to eliminate some nontariff barriers as well.
Tariffs were the principal focus of the first six GATT rounds (Table 2.1). At the end
of the Second World War the governments belonging to the GATT jmposed tariffs
on manufactured goods that averaged 40 percent. Such tariffs were d major obstacle
to international trade, as they meant that a foreign product such as a bicycle or a
watch cost 40 percent more than a bicycle or a watch produced by a domestic firm. It
is not hard to imagine that when faced with such large price differences, consumers
would buy few foreign watches or bicycles. Governments have progressively reduced
these tariff rates through successive GATT rounds. Average tariffs had fallen to 9
percent by the early 1970s with the implementation of the Kennedy Round agree-
ment, and today the average tariff on manufactured goods is only 4 percent. Tariffs
on manufactured goods are now so low that they have ceased to be an important bar-
rier to international trade in manufactured goods (Jackson 1998).

Governments have also used the GATT/WTO process to develop multilateral
rules for other trade-related issue areas. During the Tokyo Round, for example, gov-

Table 2.1
Trade Negotiations within the GATT, 1947-1993

Name and Year of Round Subjects Covered Participating Countries

1947 Geneva Tariffs 23
1949 Annecy Tariffs 13
1951 Torquay Tariffs 38
1956 Geneva Tariffs 26
1960-1961 Dillon Round Tariffs 26
19641967 Kennedy Round Tariffs and antidumping 62
1973-1979 Tokyo Round Tariffs ©102

Nontariff measures

Framework agreements
19861993 Uruguay Round Tariffs 123

Nontariff measures

Rules

Services

Intellectual property rights

A Textiles and clothing
Agriculture

Dispute settlement
Establishment of WTO

Source: World Trade Organization 1995, 9.
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Table 2.2

Average World Tariffs, 1947-2000
1947: GATT Established 38%
1962: Pre Kennedy Round 17%
1972: Post Kennedy Round 9%
1987: Post Tokyo Round 6%
1994: Post Uruguay Round 4%

Source: WTO 1995, 5.

ernments addressed nontariff barriers to trade to lessen the dampening effect of these
practices on international trade. But the Uraguay Round was most exceptional be-
cause for the first time the negotiations focused most heavily on problems other than
t&riffstufing the Uruguay Round, governments created international rules in three
new areas. Governments created international rules to protect intellectual property
(see Ryan 1998; Sell 1998). According to the World Intellectual Property Organization
(one of the United Nations’ specialized agencies), intellectual property “refers to cre-
ations of the mind: inventions, literary, and artistic works, as well as symbals, names,
images, and designs used in commerce.” This includes such things as the Nike
“swoosh,” a Hollywood movie, and computer software. Intellectual property is pro-
tected through patents and copyrights that give the creator the exclusive right to profit
from his or her invention or artistic work. It became apparent during the 1980s that
many governments, particularly in developing countries, were making little effort to
protect intellectual property created by foreign firms. As a result, firms and individuals
were making counterfeit versions of Microsoft software, American movies, Nike and
Adidas sneakers, Calvin Klein and Guess jeans, pharmaceutical products, and other
items. The ease with which anyone could purchase counterfeit or pirated products at
much reduced prices throughout the developing world indicated that largely Western
creators were losing billions of dollars. Moreover, such piracy, many argued, reduced
the incentive to invent new products. In negotiating Trade-Related Intellectual Prop-
erty Rights (TRIPs), governments created multilateral rules that now require all gov-
ernments to protect intellectual property to prevent such piracy.

Governments also used the Uruguay Round to create new rules to govern interna-
tional trade in services. A service is an economic activity that does not involve manu-
facturing, farmin g, or resource extraction. Such a broad definition incorporates a wide
range of economic activities, including financial services like banking and insurance,
transportation services like shipping and tourism, business services like consulting and
accounting, and telecommunications. The service sector accounts for about 60 percent
of economic activity in the advanced industrialized countries, and for about 22 percent
of world trade. Moreover, since the early 1980s international trade in services has
grown more rapidly than trade in manufactured goods (Hoekman and Kostecki 1995,
127). Yet, in spite of the importance of the service sector, there were no international
rules governing international trade in services and many national policies made it diffi-
cult for foreign firms to provide services in domestic markets. Such regulations pre-
vent American telephone companies from providing telephone service in West
European countries, for example, and limit the ability of foreign banks or insurance
companies to operate in the domestic market, The General Agreement on Trade in
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Services (GATS), concluded in the Uruguay Round, removed a small number of these
barriers and created a framework for negotiations aimed at further liberalization
(Hoekman and Kostecki 1995, 141). Such negotiations have been ongoing in telecom-
munications, maritime transport, and financial services since 1995,

Finally, governments created a set of rules governing policies toward multinational
corporations. Known as Trade-Related Investment Measures (TRIMs), these rules
were designed to limit the ability of governments to regulate certain aspectf of the ac-
tivities_of multinational corporations operating in their countries. We ill examine
TRIMs in greater detail in our discussion of multinational corporations in Chapter 5.

The multilateral trade system’s rules provide the legal framework for international
trade relations. They specify how governments are to treat each other and what types
of trade policy measures they can and cannot use. These rules are quite extensive;
since 1947 governments have negotiated about sixty agreements that together fill
about 30,000 pages. The text of the GATT alone, which spells out the basic rules gov-
erning international trade in goods, is more than 50 pages long. Four principles em-
bodied implicitly and explicitly in these rules provide the foundation for the
multilateral trade system. Market-based liberalism is the broadest of these princi-
ples and provides the underlying rationale for the entire system. According to market-
based liberalism, trade liberalization is a desirable objective because trade raises the
standard of living in all countries. Moreover, this principle suggests that the gains from
trade are greatest—for each country and for the world as a whole—when goods can
flow freely across national borders unimpeded by government-imposed barriers, The
claim that international trade benefits all countries is based on economic theories of
international trade. Standard trade theories make one very simple point: if a good costs
less to buy in a foreign market than it does to produce at home, a country is better off

ifitimports the good than if it produces the good itself. A simple example based on the
I\Qgi‘?”@,‘)’f/.?bs?]ut?,?d‘;"?ytag? can help illustrate. A country has an absolute advantage
when its production costs for a particular good are lower than all other countries” pro-
duction costs for that same good. Imagine a barter economy (an economy without
money in which one good is traded directly for another) in which two countries each
produce two goods, say wine and cheese. In this barter economy we ask how much
does one good, a pound of cheese, cost in terms of the second good, a bottle of wine?
There are two prices for cheese in terms of wine. The domestic price tells us how
much wine it costs to buy a pound of domestic cheese. The foreign price tells us how
much wine it costs to buy a pound of foreign cheese. If the foreign price of cheese is
less than the domestic price of cheese, the nation will gain if it stops producing cheese,
specializes in wine production, and uses the wine it does not consume to buy foreign
cheese. By specializing in this manner, the country can consume more wine and
cheese than it could if it continued to produce both goods at home. k
Trade theory suggests, however, that countries need not have an absolute advan-
tage in any good in order to gain from trade. Instead, all countries will have a com-
parative advantage in some goods, and this comparative advantage is sufficient to
generate gains from trade. Comparative advantage means that even when a country
does not have an absolute advantage in any good, it will still produce some goods more
cheaply than others. The country will gain from trade by specializing in the goods it
produces more cheaply and importing the goods it produces at a higher cost. Another
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Table 2.3
The Wine and Cheese Trade in Denmark and France
Labor Cost of Price of Price of
Production Cheese in Wine in
Wine Cheese Terms of Terms of
Cheese Wine

Denmark 2 4 1/2 2
France ]‘, 3. 1/3 i 3

simple example can illustrate the importance of comparative adyantage as tbe source
of the gains from trade (see Table 2.3). Suppose that in France it takes 1 unit of l'abc.n‘
to produce a gallon of wine and'3 units of labor to produce a pound of ch?ese, while in
Denmark it takes 2 units of labor to produce a gallon of wine and 4 units of l?bor. to
produce a pound of cheese. In this example, France has an absolut'e advantage in wine
and cheese because it takes less labor to produce a gallon of wine and a pound of
cheese in France than it does in Denmark. In spite of this absolute disadvantage, how—
ever, Denmark gains from trade with France if it specializes in the good in which it has
a comparative advantage—cheese. In Denmark, a pound of cheese buys 2 gal.IOI‘lS. of
wine. In France, however, a pound of cheese will buy 3 gallons of wine. By Sp‘ecmhzmg
in cheese and trading with France, therefore, Denmark can consume 1 additional gal-
lon of wine for each pound of cheese it produces compared to what it would bfe able to
consume if it produced both goods at home. France also gains from trade with Den-
mark even though it has an absolute advantage in both goods. In France, a pound of
cheese costs 3 gallons of wine. In Denmark, however, a pound of cheese costs only 2 gal-
lons of wine. By specializing in wine and importing cheese from Denmark, France can
consume 1 additional pound of cheese for every 6 gallons of wine it produces com-
pared to what it could consume if it continued to produce both goods.\;Fhe theory of
comparative advantage tells us, therefore, that all countries can gain from trade'by
specializing in the goods in which they have a comparative advantage and exchanging
them for the goods in which they have a comparative disadvantage.

“What is the source of comparative advantage? That is, why can cheese be pro-
duced more cheaply than wine in Denmark, and why is wine cheaper to produce tban
cheese in France? The Hecksher-Ohlin model (or H-O), named after two Swedish
economists, Eli Hecksher and Bertil Ohlin, who first developed this approach, pro-
vides the standard answer to this question. The H-O model argues that comparative
advantage arises from differences in countries’ factor endowments. Factors are the
basic tools of production. When firms produce goods, they employ labor and (fapltal in
order to transform raw materials into finished goods. While it is relatively obvious that
labor refers to workers, capital needs a bit more explanation. Capital encompasses the
entire physical plant that is used in production, including the buildings that .house fac-
tories and the machines on the assembly lines inside these factories. Countries possess
these factors of production in different amounts. Some countries, like the Unlt('ed
States, have a lot of capital but relatively little labor. Other countries, such as India,
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have a lot of labor but relatively little capital. These different factor endowments in
turn shape the cost of using the different factors for producing goods. A country’s
abundant factor will be cheaper to employ in production than its scarce factor. In the
United States and other advanced industrialized countries, capital should be relatively
cheap and labor should be relatively expensive. In India and other developing coun-
tries, labor should be relatively cheap and capital should be relatively expensive.

Because countries have different factor endowments and face different factor
prices, countries will hold a comparative advantage in different goods. In general, a
country will have a comparative advantage in goods that are produced using a lot of
their abundant factor and a comparative disadvantage in goods that are produced us-
ing a lot of their scarce factor. Let’s look at an example to make this clearer. In the
auto industry, payments to labor account for between 25 and 30 percent of the total
cost of production. The much larger share of the costs of production arise from capital
expenditures, that is, expenditures on the machines, assembly lines, and buildings re-
quired to build cars (Dicken 1998). In contrast, in the apparel industry the wages paid
to workers account for the largest share of production costs while capital expenditures
account for a much smaller share of the costs of production. It follows that countries
like the United States and Japan that have a lot of capital and little labor will have a
comparative advantage in producing cars and a comparative disadvantage in producing
clothing. By the same logic, developing countries such as India and Bangladesh that
have a lot of labor and little capital will have a comparative advantage in producing
clothing and a Cdmparative disadvantage in producing cars.

The principle of market-based liberalism thus provides a compelling justification
for international trade and for trade liberalization. The theory of comparative advantage
tells us that all countries benefit from international trade, because every country—no
matter how poor or rich, and no matter what its resource endowments—has compar-
ative advantage in something. As a result, eliminating barriers to international trade in-
creases the welfare of the world as a whole and of every country that participates in this
trade. It is upon this economic logic that the contemporary international trade system is
based.

The principle of nondiscrimination is the second core principle of the multilat-
eral trade system. It prohibits governments from using trade policies to provide special
advantages to some countries at the expense of others. This principle takes a specific
form called Most Favored Nation (MFN). MFN is found in Article T of the GATT
and states that “any advantage, favour, privilege, or immuhity granted by any contract-
ing party to any product originating in or destined for any other country shall be ac-
corded immediately and unconditionally to the like product originating in or destined
for the territories of all other contracting parties.” Stripped of this somewhat obscure
legal terminology, MFN simply requires each WTO member to treat all-other-WTO
members as well as it treats its most-favored trading partner. For example, the United
States cannot impose lower tariffs on goods imported from Brazil (a WTO member)
than it imposes on goods imported from other WTO member countries. If the United
States reduces the tariffs it imposes on goods imported from Brazil, it must extend
these same tariff rates to all other WTO members. This principle thus assures that all
countries have accessto foreign markets on equal terms. No countries suffer discrimi-
nation, and no countries benefit from special advantages. The WTO does allow some
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exceptions to the principle of nondiscrimination. Under the Gengrftlized Syst.em of
Preferences (GSP), enacted in the late 1960s, advanced industrialized cguntnes can
allow imports from developing countries to enter their markets at lower tariffs than 1H'l—
ports from other advanced industrialized countries. The U.S. government has used’thls
exemption to allow certain products from developing countries to enter ’Fhe American
market at a lower tariff rate than is imposed on the same good import‘ed fr()m Western
Europe. Governments are also allowed to discriminate if they join a free ‘tfade area or
customs union. In the North American Free Trade Agreement (NAFTA), for example,

“goods produced in Mexico enter the United States duty-free, while the United States

imposes tariffs on the same goods imported from other countries. These exceptions
aside, nondiscrimination is a fundamental principle of the multilateral trade system.

The third core principle of the multilateral trade system is the principle of reci-
procity. Reciprocity was incorporated into the GATT ifi an attempt to ensure that the
concessions that each government makes in multilateral trade negotiations are roughly
‘the same size as the concessions it gains from its trading partners. For example, if the
United States offers to reduce its tariffs on steel imported from Brazil, Brazil must of-
fer to reduce tariffs on goods it imports from the United States, such as computers,
rather than offer a reduction on something that the United States does not produce,
like coffee (except for a little bit of Hawaiian Kona). Moreover, these reciErocal tariff
reductions should result in an approximately equal amount of exports for the two
countries. If the American tariff reduction is expected to raise Brazilian steel exports
to the United States by $10 million, then the reciprocal Brazilian tariff reductions
should result in about a $10 million expansion of American exports to Brazil.

Finally, the multilateral trade system incorporates the principle of domestic safe-
guards. Domestic safeguards are escape clauses that permit governments to' tem-.
porarily suspend tariff reductions they have made within the WTO when continued

“compliance would result in serious damages to a domestic industry. For example, the

world price of steel fell sharply during the late 1990s and early 2000s, resulting in a
surge of steel imports into the United States. This import surge hurt American steel
producers who began to lose domestic market share to foreign producers. The safe-
guards incorporated in the WTO allowed the United States to raise tariffs on imported
steel temporarily in order to protect American steel producers from these imports.
Governments cannot resort to such safeguards, however, without first investigating
carefully to determine whether the problems that a domestic industry faces are in fact
temporary and the consequence of a sudden import surge. In other words, evt?n
though the multilateral trade system allows governments to opt out of their commit-
ments for short periods, it also limits their ability to do so.

The dispute settlement mechanism is the third central component of the trade sys-
tem. A dispute settlement mechanism is a quasi~judicie{d_t’ribu“nal that is used to re-
solve trade disputes between WTO member governments. Trade disputes arise when
one government believes that another is failing to live up to obligations it has accepted
as.a member of the WTO. Such disputes can involve a violation of broad GATT rules
such as nondiscrimination or the use of domestic safeguards or of a specific trade agree-
ment. In February 2000, for example, Japan turned to the dispute settlement mecha-
nism to challenge a U.S. decision to invoke the domestic safeguards rule in order to
raise tariffs on Japanese steel imports. In such cases, the injured party can initiate a
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WTO process that evaluates the legal merits of the complaint. If the panel of trade ex-
perts concludes that the country is violating one of its WTO obligations, that govern-
ment must alter its policy to conform to WTO rules or compensate the government that
is harmed by the policies. The dispute settlement mechanism thus provides a kind of
court that helps WTO members resolve trade disputes. We will examine the WTO’s
dispute settlement mechanism in greater detail later in this chapter.

In short, the multilateral trade system is a political system. The WTO provides a
set of international rules that govern countries’ trade policies. These rules establish
what governments can and cannot do to influence the flow of goods into and out of
their countries. Within this multilateral framework, governments amend existing rules
and create new rules through a process of intergovernmental bargaining, Throughout
the postwar period, this bargaining process has progressively reduced tariffs on manu-
factured goods and created new multilateral rules to govern other aspects of interna-
tional trade. The system also contains a dispute settlement mechanism that helps
governments resolve trade disputes and make sure that all members comply with the
international rules they have created.

POWER, INTERESTS, AND
THE MULTILATERAL TRADE SYSTEM

While the WTO has been integral to trade liberalization, it is certainly not an auto-
matic outgrowth of international trade. The creation of the GATT following World
War II was neither inevitable nor predetermined. There were no international trade
institutions during the nineteenth century and none were created following World
War I. An international institution dedicated to international trade cooperation is
therefore an innovation of the post-World War IT era. Second, the GATT/WTO is cer-
tainly not the only possible way to organize international trade. International trade
could be organized regionally rather than globally, or on the basis of rules that pro-
mote global income equality rather than market-based liberalism. In addition, the con-
tinued existence of the WTO and the broader liberal multilateral trade system is not
guaranteed. Most political systems have finite life spans, and the multilateral trade Sys-
tem is probably no exception to this tendency.

These broader issues raise three questions that we explore in this section: why was
the GATT created following World War I1, why did it take the specific form it did rather
than some other form, and what factors will determine how long this system remains at
the center of global trade? The answers that we develop draw on the interplay between
power and interest. Political systems tend to reflect the interests of those who have cre-
ated them, and in most instances it is the powerful actors within a society that create its
political institutions. This is certainly the case in international politics, where powerful
countries construct political institutions that embody their interests, and these institu-
tions persist as long as the most powerful nations are willing to maintain them. And what
applies to the international system more broadly applies with equal force to the interna-
tional trade system. As we will see, the postwar multilateral trade system was established
under American leadership after World War I, and thus reflected the economic inter-
ests of the United States and the other advanced industrialized countries. The contem-
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porary multilateral trade system will persist for as long as the world’s leading economic
powers continue to believe that it provides the best way to organize world trade.

The Creation of the Postwar Trade System

The multilateral trade system was created under American leadership in the immediate
aftermath of the Second World War. In conceptualizing and establishing this system, the
United States was motivated by two considerations. First, by the early 1twentieth century
the United States had emerged as the world’s largest economic power'with a clear inter-
est in opening foreign markets to American exports. Great Britain domi.nated the .world
economy during the nineteenth century: it was the first country to experience the mdus’;—
trial revolution and by the mid-nineteenth century it produced 20 percent of the world’s
total manufacturing output (Kennedy 1989, 190). Frafice, ithe world’s second largest
mannfacturing economy at the time, produced less than half this amount.‘ By the end of
the nineteenth century, however, the United States had overtaken Great Britain and on
the eve of the First World War, the United States” share of world manufacturing output
was twice as 1arge as-Great Britain’s (see Table 2.4). American economic power contin-
ued to rise during the next 20 years, and by the end of World War 11, the United States
was producing close to half of the world’s manufactured goods. .

The dominant position of the American economy in the international economic Sys-
tem, a dominance that is often referred to as American hegemony, created an American
interest in liberal international trade. The United States had relied heavily upon protection-
ist barriers during much of the nineteenth century. Given British economic preeminence,
the United States recognized that American manufacturers would find it difficult to com-
pete against British manufacturers in foreign markets. Moreover, reducing U.S. tariffs
would allow British producers to undersell American firms in the U.S. market, thereby
making it difficult to develop a strong manufacturing base in the United States. As the
United States caught and then overtook Great Britain, however, American trade interests
changed. American government officials recognized that American industry could cap-
ture world markets and that lower tariffs at home posed little threat to American manu-
facturing firms.

American po\licymakers also came to believe that a liberal inte‘rnatio‘nal trade sys-
tem would be possible only under American leadership. This belief was formed by the
experience of the interwar period. The international economy was unstable after World
War 1. The War greatly weakened the economies of Great Britain and the other Euro-
pean countries. While European governments attempted to reconstruct the world
economy during the 1920s, the United States played little role in these efforts, choosing

Table 2.4
Shares of World Manufacturing Production

1880 1900 19183 1928
United States 14.7 23.6 32.0 39.3
Great Britain 22,9 18.5 13.6 9.9
Germany 8.5 13.2 14.8 11.6
France 7.8 6.8 6.1 6.0

Source: Kennedy 1988, 259,
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instead to retreat back into isolationism. When the New York stock market crashed in
1929 and the world economy subsequently moved into a depression, the fragile world
trade system collapsed into rival trade blocs and rising protectionism. The United
States raised tariffs sharply in 1930. Other countries formed discriminatory trade blocs,
Britain created the Imperial Preference System in the summer of 1932, a trading bloc
based on one underlying principle: “home producers first, Empire producers second,
and foreign producers last” (Richardson 1936, 138). France began controlling imports
with quotas—numerical caps for the imports of particular goods—and discriminated
against American products in favor of those from its colonies (Jones 1934). Germany
created similar arrangements in Eastern and Central Europe, and Japan followed suit
in Asia and the Pacific. As protectionism rose, world trade fell sharply, from $35.6 bil-
lion in 1929 (the year before the depression hit) to $11.9 billion in 1932 (see Table 2.5).
Of course, the collapse was not due entirely to the rise of protection. The Great De-
pression meant there was less demand for goods, and the decline in world trade re-
flected this reduced demand. Increased protectionism, however, contributed to the
collapse of world trade and made it difficult to engineer an international recovery from
the Depression. The United States concluded from this experience that American lead-
ership would be required to establish a liberal system of world trade.

The United States began to exert leadership in the mid-1930s. The first change
in American policy came in 1934 when President Franklin Delano Roosevelt asked
the U.S. Congress for the authority to negotiate bilateral tariff agreements. Congress
granted this authority through the Reciprocal Trade Agreements Act (RTAA).
Under the RTAA, Congress authorized Roosevelt to reduce U.S. tariffs by as much as
50 percent in exchange for equivalent concessions from other countries. Cordell
Hull, Secretary of State under Roosevelt, used the RTAA to negotiate bilateral
treaties with 19 countries between 1934 and 1938 (Butler 1998, 183). Although these
treaties did little to liberalize trade, the RTAA was significant for two reasons. The
initiative was the first sign of American willingness to exercise leadership in the inter-
national trade system. In addition, two of the principles upon which these bilateral
treaties were based, reciprocity and nondiscrimination, later became central compo-
nents of the GATT. The second change in American policy occurred early in the Sec-
ond World War. The Roosevelt Administration used the political leverage afforded by
the lend lease agreements it signed with the allied powers to secure the commitment
of European governments to postwar negotiations aimed at creating a nondiscrimina-
tory and liberal international trading system (see Penrose 1953, 13-31).

The United States and Great Britain began discussing the form of the postwar
trade system in 1942, and in 1945 these bilateral talks were extended into multilateral

Table 2.5
Collapse of World Trade
(Average Monthly World Trade, $U.S. millions)

1929 2,858
1930 2,327
1931 1,668
1932 1,122

Source: Kindleberger 1987, 140.
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negotiations. By 1947, these negotiations had produced the General Agre;err{)ent (;)n
Tariffs and T rade. The GATT was intended to form on? component o .a roa{ ((iar
International T rade Organization (ITO). The ITO \fvas intended to fa'01],1tate t.ra €i
Jiberalization and to draw governments’ attention to h'nkages between mteﬁnatu})lna
trade, on the one hand, and employment and economic fier:lopment on the ot erCi
The ITO charter called on governments to achieve and @alntaln fulil employrpen"g an
included a mechanism for intergovernmental consulta‘tlon and policy coordmah.(l))r.ll.to
achieve this objective. The charter also made economic development a requrclimdl (ity
of the industrialized countries as well as of the developing countrlgs and provide de-
veloping countries significant exceptions to GATT rules, particularly conce(rinilng
pondiscrimination. The United States Congress objected to the emplo‘y@er%t an E-
velopment features of the ITO, however, and rejected {Xmemcan pa.rtlclpatlon in .t e
organization (Diebold 1952; Gardner 1969). Faced with congressional oppos%’?'on,
President Harry Truman never submitted the ITO Charter to the Senate for ratifica-
tion. Without the participation of the United States, the ITO could not 'have suﬁ:—
ceeded and thus American opposition was sufficient to prevent the creation of the
ITO. With the death of the ITO, the GATT, which did not require Senate ratification,
became the central international trade institution.

The GATT embodied the interests of the United States and'Western Europe':an
countries, but largely neglected the concerns of developiTlg countries. Few devel(')p:ing .
country governments played a role in the system’s creation (many were not yet inde-
pendent nation states in 1947). Those developing country g(?vernments that did partic-
ipate in the negotiations fought hard to link trade to their broad'er concerns about
economic development. For these governments, the ITO was very important becalése
it explicitly recognize(\i this link. When the United States effectively killed thj ITO, de-
veloping country governments became critical of the GATT-centered trade system.
We will examine these criticisms in greater detail in Chapter 4. nge we note t}.lat
developing countries’ governments believed that the libelFal ar.lc} nondiscriminatory in-
ternational trade promoted by the GATT would limit their ability to develop the man-

_ufacturing industries that they believed were central to economic development, Asa

consequence, many developing countries withdrew from the “GATT process of ")trade
liberalization. They viewed the multilateral trade system as a “rich country club” that
embodied the interests of the advanced industrialized countries but offered few bene-
i developing world. )

e t?l“l?;eemergegcegof the Cold War in the late 1940s helped strengthen the new
GATT-based trade system. The Cold War had two specific consequences for the emerg-
ing trade system. First, the United States began to assist economic reconstruction in
Western Europe. The United States recognized that it needed a strong economic bloc
in Western Europe to counter Soviet power and influence on the European continent.
Through the Marshall Plan, the United States provided funds th'aft al'lowed Europe to
import critical goods from the United States. Through the Organization for European
Economic Cooperation (OEEC), which was created as part of the Mafrshall Plan, the
U.S. insisted that European governments begin to liberalize trade within Eurgpe. Sec—
ond, between 1948 and 1958 the United States engaged in asymmetric trade liberaliza-
tion. Given their weak economic position, European countries were unwﬂling to open
their markets to U. S. goods. As a result, the benefits from the four GATT }*ounds 'he]'d
in this period accrued largely to the Europeans. Tariff concessions negotiated within
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the GATT were reciprocal, but because European governments relied heavily on quotas
and other nontariff barriers to restrict imports, tariff reductions had little impact on
American exports. As a result, the United States increasingly opened its market to Euro-
pean exports even though Western Europe continued to discriminate against American
goods. By encouraging the United States to assist postwar reconstruction and to allow
Europeans to export to the American market, the Cold War helped bring about eco-
nomic recovery and impressive growth in Europe that made it possible to achieve more
far—reaching, and more equitable, trade liberalization during the 1960s.

The postwar multilateral trade system thus reflected the interests of the powerful
countries, and in particular the interests of a hegemonic United States. American lead-
ership in creating the GAT T-centered international trade system was motivated in part
by the desire to gain access to export markets, an interest that emerged from the
United States’ position as the world’s dominant economy, and in part by a determina-
tion not to repeat the mistakes made during the interwar period. The specific charac-
teristics of the GATT-based system, in particular the decision to base the system on
market liberalism, the emphasis on nondiscrimination, and the commitment to recip-
rocal tariff reductions, all reflected the economic interests of the United States and
Western Europe. The emergence of the Cold War helped consolidate the postwar
trade system by motivating the United States to help create robust Western European
economies capable of participating in liberal international trade.

The Evolution of the Multilateral Trade System

While the multilateral trade system created in 1947 reflected the interests of a hege-
monic America, the global balance of economic power subsequently changed consid-
erably. America’s dominant postwar position in the global economy diminished as
Japan and Western Europe reconstructed their economies in the decades following
the Second World War. The emergence of a much more competitive global economy
during the 1960s and 1970s in turn altered the political dynamics of the multilateral
trade system. We examine these developments here, looking first at the changing
global balance of economic power and then turning our attention to the ways in which
hegemonic decline has affected the multilateral trade system.

Hegemonic decline. American economic dominance has declined since 1960, due in
large part to economic and political developments in Japan and Western Europe. Dur-
ing the 1960s, the Japanese economy grew at average annual rates of more than 10 per-
cent, compared to average growth rates of less than 4 percent for the United States in
the same period. Japan’s rate of growth did slow during the 1970s and 1980s; but Japan
continued to grow more rapidly than the United States. These differential growth rates
narrowed the economic gap between Japan and the United States. In the early 1960s,
the United States produced 40 percent of the world’s manufactured goods while Japan
produced only 5.5 percent. By 1987 the United States’ share of world manufacturing
production had fallen to 24 percent while Japan’s share had increased to 19.4 percent
(Dicken 1999, 28). In less than 30 years, therefore, Japan had transformed itself from a
vanquished nation into a powerful force in the world economy.

Western Europe has also emerged as a powerful force in the world economy. Un-
like Japan, however, no single European country has emerged as a global economic
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power. Some countries, such as Germany, have maintained a stable share of world
manufacturing output throughout the postwar period, while others, such as France
and Britain, have seen their shares fall (Dicken 1998, 28, 30). What Western Euro-
pean countries have been unable to do individually, however, they have done collec-
tively through the European Union (EU). Together, the four largest EU members
(Germany, France, the United Kingdom, and Italy) produce about 22 percent of world
output (Dicken 1998, 28). And, along with the other 11 members of the EU, they act
as a single unit in the international trade system. There is a single' EU market (the
world’s largest single market) and because the EU is a customs union, there is a single
EU tariff that applies to all goods entering the EU market. In addition, EU countries
negotiate as a single actor with a single negotiating position in multilateral trade nego-
tiations. By pooling their combined economic potential; Western European countries
have used the EU to emerge as a powerful force in the international trade system,

As Japan and the EU gained ground, American officials worried that the Ameri-
can economy was struggling to compete in this new global economy. The United
States began to run trade deficits during the 1970s, that is, the United States began to
import more goods from the rest of the world than it exported to the rest of the world,
and this trade deficit continued to grow during the 1980s (see Figure 2.1). American
policymakers interpreted the trade deficit as evidence of declining U.S. international
competitiveness, particularly in high~technology industries. Measures of the United
States’ comparative advantage in high technology industries suggested that it was los-
ing ground in mechanical equipment, electronics, scientific instruments, and commer-
cial aircraft. And what the United States appeared to be losing, Japan appeared to be
gaining. On the one hand, the United States ran its largest bilateral trade deficit with
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Japan. On the other hand, as the United States” share of global high-technology mar-
kets fell from 30 percent to 21 percent between 1970 and 1989, Japan’s share of this
market rose from 7 percent to 16 percent (Tyson 1992, 19). Thus, the trade deficit and
the apparent decline in American competitiveness in high-technology industries
seemed to point to identical conclusions: the United States was losing ground to Japan.

The postwar decades thus brought substantial changes to the global balance of eco-
nomic power. The clear dominance enjoyed by the American economy immediately fol-
lowing World War IT was eroded by the tremendous strides made by the Japanese
economy and through the process of European integration. By the mid-1970s, the era of
American economic hegemony had ended, replaced by a more equal distribution of eco-
nomic power and by a much more competitive global economic environment. Tn this
new, more competitive environment, we have seen notable advances but also substantial
retrenchment in the liberalization of international trade.

The multilateral trade system after hegemony. The emergence of a much more
competitive global economy altered the political dynamics of the multilateral trade Sys-
tem. While cooperation centered upon multilateral trade rounds continues, such coop-
eration has been accompanied by developments that are tugeing at many of the central
elements of the multilateral system. Four such developments have received the most
attention: trade conflict among the advanced industrialized countries; a greater willing-
ness by these same governments to adopt new forms of trade protectionism that reverse
prior liberalization; the expanded membership in the World Trade Organization, and
the growing importance of regional trading arrangements such as free trade areas and
customs unions. We examine each of these developments and then consider what they
portend for the current and future health of the multilateral trade system.

Trade conflict. Trade conflicts among the advanced industrialized countries have oc-

curred with considerable regularity since the mid-1970s, During the 1980s and the early

1990s, conflict between the United States and Japan occupied center stage. There was a
widespread perception in the United States that Japanese economic gains had resulted
from Japanese government policies that gave Japanese firms an unfair advantage in inter-
national competition (see, e.g., Tyson 1992; Prestowitz 1989). The Japanese government
relied heavily upon industrial policy to promote economic development. Industrial pol-
icy, which we examine in greater detail in Chapter 3, is the use of trade protection, gov-
ernment subsidies, government procurement decisions, and other government policies to
encourage certain types of economic activity and to discourage others. In the early 1970s,
the Japanese government began to use industrial policy to promote the development of
high-technology industries that could compete with American high-tech firms in the
global market (see Okimoto 1989). The Japanese government targeted the computer and
semiconductor industries, both of which were dominated by American firms, for develop-
ment. It used tariffs, quotas, and regulations to keep American high-technology products
out of the Japanese market whenever possible. In addition, government procurement
practices provided a guaranteed market, as the Japanese government purchased its com-
puters almost exclusively from Japanese firms regardless of price. The Japanese govern-
ment also provided some direct financial assistance to Japanese firms that helped offset
some of the research and development costs associated with high-technology products.
The barriers to imports created by industrial policy were reinforced by a Japanese industrial
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A CLOSER Look

Hegemonic Decline and American Trade Policy

Hegemonic decline pushed the United States toward more aggressive trade poli-
cles beginning in the early 1980s. This policy of “aggressive bilateratismn” has been
characterized by a growing American willingness to use bilateral negotiations
rather than multilateral initiatives to pursue its trade policy objectives. In addition, in
pursuing this policy the United States has been much more willing to use its market
power 1o force changes in other countries trade policies (Krueger 1995),

Aggressive bilateralism was given legal standing in the United States through
Section 301 of The Omnibus Trade and Competitivengss Act of 1988. Section 301,
which first appeared in the Trade Act of 1974, authorizes the president to take ac-
tion against countries that impose “unjustifiable” or “unreasonable” barriers to
American imports. Unjustifiable barriers are policies that directly violate specific
WTO rules while unreasonable barriers are policies that American policymakers
believe block American exporis even though they may not violate any specific
WTO rule (Nivola 1993, 92). Congress strengthened Section 301 in 1988 in an at-
tempt to force the executive to confront the problem of “unfair” trade. This revised
Section 301, called Super 301, requires the United States Trade Representative
{USTR), the executive agency with responsibility for trade policy, to each year
compile a list of countries that consistently use “import barriers and market distort-
ing practices” (Nivola 1993, 104). The USTR was required to name “priority coun-
tries,” based on “the ‘number and pervasiveness’ of their ‘acts, policies or
practices’ that impeded U.S. exports” and then negotiate with these countries to
eliminate these unfair practices {Destler 1995, 132~133). If negotiations fail to pro-
duce the desired results, trade sanctions are imposed. In the first Super 301 report,
issued in May 1989, the USTR named Japan, Brazil, and India as unfair traders,
and used the threat of being placed on this list to negotiate concessions from Tai-
wan and South Korea.

Japan was the principal target of American policy during the 1980s and early
1990s. The United States conducted a series of negotiations with Japan during the
1880s and 1990s aimed at opening the Japanese market to American exports. Bilat-
eral discussions were initiated in 1985 with the Market Opening Sector Specific
{MOSS) talks, which focused on telecommunications, supercomputers and comput-
&rs, as well as other parts of the electronics industry, medical equipment, and phar-
maceuticals. A separate series of negotiations were initiated for the semiconductor
industry, leading to the Semiconductor Chip Agreement in 1986 under which Japan
agreed to open its market to American chip firms. The Bush Administration
launched the Structural Impediments Initiative in 1989, under which it addressed
structural barriers to American exports, things like the Japanese retail and distribu-
tion system. Finally, the Clinton Administration initiated Framework Talks with
Japan in 1994, under which it tried to convince the Japanese government o accept
quantitative targets for imports of American goods in a wide range of industries
(Destler 1995, 229).

These various bilateral negotiations shared three central characteristics. All
were based on the befief that Japanese policies unfairly excluded American goods |
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gued that Japanese regulations governing drug approval and the Japaness National
Health Insurance System’s procedures for the pricing of drugs and reimbursement of
drug purchases blocked the sale of American drugs in the Japanese’ market’
Telecommunications regulations blocked the use of American equipment in the
Japanese network, thereby breventing American firms from selling their products in
Japan (Tyson 1992, 63). American officials also argued that regulations gave Japan-
ese producers an unfair advantage in international trade. Regulatory barriers that
blocked imports provided Japanese producers with a protected market that allowed
them to gain proficiency in high technology production. The skill gained in these pro-
tected markets allowed Japanese producers to become intemationaﬂy competitive
and capture international markets at the expense of American firms. Finally, Ameri-
can officials believed that threatening to ciose the American market to Japanese pro-
ducers would force Japan 1o open ifs market to American goods. For example, the
Reagan administration imposed a 100 percent tariff on Japanese laptop and desktop
computers, color TVs, ang power hand tools, in response 1o its belief that the Japan-
ese government was not enforcing the 1986 Semiconductor Chip Agreément
(Destler 1995, 130).

Critics have claimed that aggressive bilateralism threatens many of the core ele-
ments of the multilateral rage system. In pursuing this policy the United States has
usurped the WTO's role in dispute resoiution. The United States determines what
policies constitute an unreasonable barrier to exports, what changes are required,
and what sanctions are applied if policies are not changed. Moreover, the definition
of an unreasonable barrier fo trade contained in Super 301 is so expansive that it can
accommodate “almost any kind of economic policy that the U.S. government might
want to find objectionable” (Hudec 1990, 123}. As Jagdish Bhagwati, a strong critic of
aggressive bilateralism, has argued, “the U8, js .. . claiming & unilateral right to
judge others and to impose new disciplines on them without offering any conces-
sions of its own” (Bhagwati 1998, 1 43).

Aggressive bilateralism also threatens the principle of nondiscrimination. In its
bilateral negotiations with Japan, the United States has repeatedly sought agree-
ments that regulate trade outcomes. In the Semiconductor Chip Agreement, for ex-

Administration sought fo expand this logic to a wider range of sectors by, encouraging
the Japanese to negotiate “Voluntary Import Expansion” agreements. Agreements
that provide a specific market share for American producers are not consistent with
the principle of nondiscrimination,

Finally, aggressive bilateralism can generate trade wars that reverse trade liberal-
ization. The European Union’s reaction to Super 301 illustrates this danger. The EU
claimed that Super 301 was a violation of international law (a declaration supported by
51 GATT members in 1995), and declared that jt would refuse to negotiate with the
United States if it was placed on the list. Moreover, the EU stated that it would refuse to
recognize the validity of any judgments reached under Super 301 authority. Moreover, i
the United States imposed sanctions based on any such judgment, the EU would retali-
ate (Milner 1990, 178). The Japanese fesponse was similar in nature and tone. in 1989,
Japan “refused to negotiate [under Super 301] and condemned the United States action
as unfair, unilateral, and a violation of international law” {(Milner 1900, 178).

from the Japanese market. In the MOSS talks, for example, American officials ar- |
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the world economy grew very slowly during the late 1970s and much of the 1980s,
meaning there was less expansion of demand for goods worldwide. At the same time,
the emergence of new manufacturing economies in East Asia and Latin America during
the 1970s, which we will explore in Chapter 4, imposed painful economic adjustments
on manufacturing firms in the United States and Europe. These developments com-

bined to produce a growing demand for protection from imports by American and Eu-

ropean industries during the 1970s, 1980s, and early 1990s. In many instances,
governments were willin g to oblige these demands.

Because the multilateral trade system constrains the use of tariffs, however, the
United States and the EU began to rely heavily upon nontariff barriers to provide this
protection. One of the most popular nontariff barriers has been voluntary export re-
straints (VERs) (Greenaway 1983, 132). A VER is a bilateral agreement under which
one country agrees to limit its exports to the other country’s market. In January 1989,
for example, the United States and Japan concluded a VER under which the Japanese
government agreed to limit the number of Japanese cars exported to the U.S. market
to 2.3 million units per year. The United States and the EU began to use antidumping
and countervailing duty investigations to protect domestic firms from foreign competi-
tion. Antidumping investigations apply to cases in which a foreign firm is selling its

_products in international markets at a price that is helow its cost of production.
Countervailing duty investigations apply to cases in which a government subsidizes
.national firms’ exports directly or indirectly. According to GATT rules, if a government
can prove that foreigners are dumping or subsidizing exports and that these practices
are injuring domestic producers, it can raise tariffs in response. The United States and
the EU have often used a relatively liberal standard to determine what constitutes
dumping or an export subsidy, thus finding a way to protect domestic producers even
when foreign governments were not subsidizing and foreign firms were not dumping
(Krueger 1995; 33-50).

Heavy reliance on these forms of protection reversed some of the trade liberaliza-
tion that had been previously achieved under the GATT. The United States and the

EU negotiated VERs covering autos, steel, motoreycles, machine tools, and consumer

electronics (Bhagwati 1988, 44). More broadly, the share of trade in manufactured
goods among the advanced industrialized countries that was subject to nontariff barri-
ers increased from 4 percent in 1974 to 17.4 pereent in 1980 and then to 25 percent by
the early 1990s (Greenaway 1983, 168; OECD ﬁ997, 53). American and European
auto producers were perhaps the most heavily protected of all industries, as VERs coy-
ered almost 50 percent of international trade of automobiles within the advanced in-
dustrialized countries by the mid-1980s ( Gﬂpin 1987, 207). Antidumping and
countervailing duty investigations also rose during this period. Between 1980 and
1992, the U.S. launched 345 countervailing duty and 540 antidumping investigations
(Bhagwati 1988, 49; Krueger 1995, 40). In the EU, more than 260 such investigations
were launched between 1980 and 1985,

Expanding membership. Membership in the World Trade Organization has increased

greatly since the mid-1980s. More than 50 countries have joined the multilateral trade

. organization since 1985, increasing its total membership from about 90 to its current

144. Thus, slightly more than one-third of the current members are very recent entrants

into the multilateral trade system. Moreover, an additional 27 countries have applied for
)
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’ 2000 Lesotho 1998
2}};&& 1994 Liechtenstein 1994
Antigua and Barbuda 1987 Lithuania ?ggi
Bahrain 1993 Macao o
Botswana , 1987 Ma]i. o
Brunei Darussalam 1993 Mexico 1088
Bu]vgarja 1996 Moldova L007
China 2001 Mongolia e
Costa Rica 1990 Morocco 198
Croatia 2000 Mozambique 1992
Dijibouti 1994 Namibia ‘ 1992
Dominica 1993 Oman 2000
Feuador 1996 Panama 1997
El Salvador 1991 ~ Papau New Guinea 1994
Estonia 1999 Paraguay 1994
Fiji 1993 Qatar ‘ 1993
Georgia 2000 Saint Kitts and Nevis 1994
Grenada 1994 Saint Lucia . 1993
Guatemala 1991 Saint Vincent and the Grenadines 1993
Guinea 1994 Slovak Republic 1993
Guinea Bissau 1994 Slovenia 1994
Honduras 1994 Solomon Islands ‘ 1994
Hong Kong . 1986 Swaziland, Kingdom of 1993
Jordan B 2000 United Arab Emirates 1994
Kyrgyz Republic 1998 ‘ Venezuela 1990
Latvia ) 1999

Source: World Trade Organization.

membership and are engaged in accession negotiations. Successfullcomplf:tion of .these‘
negotiations will bring the organization’s membership to 171 countries. This explosm? of
new members is due in large part to two developments in the global ecogor.rly. ‘F irst,
many developing countries” governments reoriented their trade policies beginning in the
mid-1980s. As we will see in greater detail in Chapter 4, developing count'ry govern-
ments were quite critical of the GATT throughout much of the postwar period. More-
over, between 1950 and 1980 developing countries participated little in the process of
trade liberalization and pressed continually to supplant the GATT with trade institutions
that directly addressed their perceived development goals. In the mid-1980s, however,
developing countries began to adopt development strategies that placed a greater em-
phasis on international trade in the development process. As a consequence, mary de-
veloping countries joined the GATT and WTO as trade became a more important
element of their development strategies. :

Second, the collapse of the Soviet empire at the end of the 1980s generated an en-
tirely new slate of candidates for membership. The collapse of the Soviet bloc, and the
consequent disintegration of the Soviet Union in the early 1990s, has been followed by
radical political and economic reforms throughout the region. Newly-elected govern-
ments began to dismantle the Soviet style economic systems they had maintained
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throughout the postwar period and began the process of creating market-based
economies. As was the case in the developing countries, international trade was an im-
portant component of these economic reforms. In addition, these countries had to reori-
ent their trade relationships l‘undamentally. Under the Soviet system, countries within
the Soviet bloc traded extensively with each other and engaged in little trade with the
rest of the world. With the collapse of the Soviet bloc, these trading relationships be-

component of the strategy that many governments adopted in making the transition to.’

market-based economies. To date, eight countries in Eastern and Central Europe and
the Former Soviet Union have joined the WTO since 1990, They join the four countries
from this region that had joined the GATT much earlier (Czechoslovakia, Poland, Ro-
mania, and Hungary) but had played no role in the trade system.

Russia is conspicuously absent from the list of new WTO members. In fact, with
China’s entry into the WTO in late 2001, Russia became the only major power that is not
amember of the World Trade Organization. Russia applied for membership in the GATT

trade laws, in particular those dealing with antidurnping investigations and agricultural
policies, to bring them into conformity with WTO rules, Moreover, segments of Russian
society remain skeptical about the benefits Russia would gain from joining the WTO. Ne-

ating agendas that reflect their interests. As a result, trade negotiations have focused
on liberalizing trade in capital-intensive manufactured goods, and have largely ex-
cluded trade in labor-intensive manufacturing and agriculture, areas in which develop-
ing countries have a comparative advantage. Now that the developing and transitional
countries comprise two-thirds of the WTO mernl)efship, they are likely to play a larger
role in shaping the negotiating agenda to reflect their interests. This dynamic was evi-
dent in the WTO’s Doha Ministerial Conference, which took place in November 2001
to set the agenda for the current round of trade negotiations (see Larson 2002). Devel-
oping countries played a much greater role in this conference than they had ever
played before, prompting one EU participant to claim that the developing countries
“came of age” at this conference, They “proved adept at building coalitions, formulat-
ing goals, and co—ordinating tactics” (De Jonquieres 2001). For the first time, develop-
ing countries’ governments played a large role in organizing and running the conference,
a role that included chairing many of the committees that established the final agree-
ment, In addition, developing countries were able to resist EU pressure to include
negotiations on investment rules and competition policy, insisting instead that before

i
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w issues are brought into the WTO, the advanced industrialized countries must l'ib~
ne" liye trade in agriculture and labor-intensive manufactured goods, areas in which
Zl:ﬂ&l opening will yield significant export opportunities for developing coFg'trief.
Whether the negotiations will produce an agreement tlrat meets the interests of eveci
oping countries remains to be seen, but as the Bragllran ambassador t.o the Unite
Statr; remarked, successful negotiations will requlre tho‘ advanced industrialized
countries to “recognize the new composition of forces in the WTO (l)zi;le 2001).

Regionalism. Regional trading arrangements have also proliferated during the lu;t
’ 15 years. Regional trading arrangements (RTAs) are trade agreements 1n wlncb tariffs
discriminate between members and nonmembers, RTAs come in two basic forms. ln a
“free trade area, like the North American Free Trade Agreement, governrnents elimi-
nate tariffs en other members’ goods, but each member government retains rndependent
tariffs on goods entering their market from nonmembers.. Ina customs union, like the
EU, member governments eliminate all tariffs on intra—unlon trade andﬂcreate a common
tariff that is imposed on goods entering the union from nonmembers, lhough inherently
discriminatory, and therefore seemingly inconsistent with the MFN pnncrple at the core
of the GATT, GATT Article XXIV allows countries to form regional trading arrangernents
as long as the level of protection imposed by members against nomnembers is no higher
than the level of protection applied by the countries prior to forming the artangement.
Regionalism is not a fundamentally new development. The 'EU' was created in 1957
and developing countries’ governments created many RTAs durrng the 1960s. What has
changed is the pace at which regional arrangements are being created. Of the 134
RTAs in active operation today, 90 were formed between 1995 and 2001. The EU is the
largest and longest-lived RTA in existence. The EU currently has 15 members and is
likely toadmit 10 new members from East Central and Southern Europe by 2005. The
most prominent of the recent creations include the North Arnerican Free Trade Agree-
ment, created by the United States, Mexico, and Cunada in 1993. MERCOSUR, one of
" the most prominent South American RTAs, was created by Argentina, Brazil, Paraguay,
and Urugua)/ in 1991. Governments in East and Southeast .Asm agreed to .a free trade
area in the late 1990s. Many other smaller RTAs exist in Latin America dnd the
Caribbean, including the Andean Pact (Venezuela and Colombia) and the Caribbean
Community and Common Market (Caricom) that incorporates many of the Sinell
Caribbean island nations. Governments in the Western Hemisphere are currently dis-
cussing a Free Trade Area of the Americas, which would expand NAFTA throughout

" Central and South America. Regional trading arrangements have become so prominent

that about one-third of current world trade occurs within them (World Bank 2000).
During the last ten years, regionalism has thus emerged as a powerful force in the
global economy. This can be attributed to two relatively recent developments in the
world economy (see Frankel 1997). As we will see in greater detail in Chapter 4, devel-
oping country trade policies changed dramatically during the 1980s. Tlnoughout mo‘si:
of the postwar period, developing countries restricted imports as part of their economic
development strategies. Beginning in the mid-1980s, many developing countries began
to liberalize trade in conjunction with a broader shift to market-oriented development
strategies. In addition, East European countries began to liberalize trade and enter the
global economy following the collapse of Communist rule in 1989, Asa r.es.ult of these
two developments, the number of countries in the international system willing to enter
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into trade liberalizing RTAs increased dramatically, and it is no surprise that the growth
of RTAs has been fastest in the developing world and in post-Communist Europe. -
While policy change in developing countries and the collapse of the Soviet bloc
accounts for the larger number of states willing to undertake trade liberalization, it
does not help us understand why they have chosen to liberalize trade through RTAs
rather than do so exclusively through the WTO. Two principle motivations help ac-
count for the appeal of regional arrangements. First, governments may seek to enter a
regional trading arrangement in order to gain more secure access to the market of a

particularly important trading partner. In the U.S.-Canada free trade agreement con-

cluded in the late 1980s, for example, Canada was motivated by a desire to gain secure
access to the U.S. market—the most important destination for Canada’s exports. The
United States was increasingly using antidumping and countervailing duty investiga-
tions to protect American producers from Canadian imports. A free trade agreement
with the United States, the Canadian government hoped, would give Canada “some
degree of exemption” from these measures (Whalley 1998, 72-73). Second, govern-
ments may seek to enter a regional trading arrangement in order to increase their bar-
gaining power in multilateral trade negotiations. Because an RTA creates a larger
market, the value of a tariff concession offered by an RTA member in multilateral ne-
gotiations is increased. This might in turn increase the concessions that each member
could gain from other trading partners in WTO negotiations.

This proliferation of regional trading arrangements could strengthen or weaken
the multilateral trade system: the specific outcome depends upon whether RTAs have
a trade liberalizing or a protectionist dynamic. On the one hand, RTAs may exert a
gravitational force on countries that are not currently members. Countries that do not
belong to a particular RTA, like the EU, but engage in a lot of trade with members of
the RTA, have a strong incentive to seek membership. Over time, this gravitational
force can attract so many additional members that what began as a regional RTA
winds up as a global free trade area. In this optimistic scenario, RTAs are building
blocks that lead eventually to global free trade. On the other hand, the creation of a
large RTA in one region could encourage the formation of rival RTAs in other regions. «
In this scenario, the NAFTA could be seen as an American response to the EU, and
the emerging free trade area in Pacific Asia could be seen as a response to regionalism
in Europe and the Western Hemisphere. Once regjonal trading blocs have formed,
each bloc might raise tariffs to limit trade with sonmembers. A tariff increase by one
RTA could provoke retaliation by the others, leading to a rising spiral of protection
that undermines global trade liberalization (Frankel 1997, 210).

It is impossible to predict which of these two outcomes will prevail in the real world.
There is evidence that the positive dynamic is at work in the contemporary trade system. In
the most recent expansion of the EU, Austria’s application for membership placed pres-
sure on other European governments outside of the EU who would be placed ata compet-
itive disadvantage in the EU market. Sweden, Finland, and Norway responded by applying
for membership in the EU in 1991 and 1992, and Iceland did the same in 1994. Others see
this positive dynamic at work in the Western Hemisphere. Mexico’s decision to seek a free
trade agreement with the United States was at least partially motivated by concerns about
the cost of being outside a U.S.-Canada Free Trade Area that had been negotiated in the
late 1980s (Gruber 2000). The interest of many Latin American dountries in a Free Trade
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Area of the Americas is at least partially a consequence of Me;dc.o’s’entry into the NAE:[‘A
(Baldwin 1995). There is also evidence consistent with protectionist dynamic. MEBLO—
SUR, for example, or the emerging Asian FTA, might represent attemnpts by countries ex-
luded from existing RTAs to create riyal blocs. Moreover, the world does seem to l?e
moving toward three RTAs: one in Europe, one in the Western I.Llemls'phe‘re', and one in
Asia. Only time will tell whether these }regional blocs will develop into discriminatory trad-
ing blocs that engage in tariff wars or if instead they will pave the way for global free trade.

How strong is the contemporary multilateral trade system? What do t.hese develop-
ments portend for the future of the multilateral trade syst.em'? Unsurprisingly, s?holars
disagree. Some scholars suggest that these developments mdl.cate’ that t’he multilateral
trade system is weaker today than it was in the 1960s, and that it will con.tmue to weaken
in the future. These scholars argue that the decline in American economic po'wer‘has re-
duced the American commitment to the multilateral traﬂ‘e system by char'lgmg its eco-
nomic interests. Because American firms face much stiffer competition in the glol?al
economy, the United States can no longer afford to be an unconditlona.ll supp(.)rFer of lib-
eral international trade. Instead, the United States has become increasingly Wl].lmg .to act
unilaterally and bilaterally in pursuit of its trade objectives, it has become more VVlHlTlg to
close its markets to goods produced in the EU and Japan, and it has become more willing

R to consider regional arrangements such as NAFTA as an alternative to the global frame-

work represented by the WTO. Moreover, the sense of common purpose am(?ng the
United States, Japan, and the EU that was provided by the Cold War alliance against the
Soviet Union has disappeared. Robert Gilpin, a political economist at Princeton Univer-
sity argues that “at the opening of the twenty-first century, all the elements that have Silp—
ported an open global economy have weakened” (Gilpin 2000, 347). As a resu']t, the }L'U,
the United States, and Japan are now more likely to emphasize narrow domestic priorities
rather than their shared interest in an open trading system (Gilpin 2000, 347).

Many other developments during the last 20 years suggest that the global trade sys-
tem remains strong in spite of the strains just discussed. Governments have compk’ged
two bargaining rounds since 1970 and in 2001 embarked on a third. These ba}rgammg
rounds have strengthened the multilateral trade system in important ways. Tariffs have
continued to fall, from the 9 percent average after the Kennedy Round to an average of
4 percent after the Uruguay Round. And as we discussed earlier in this chapter; govern-
ments have also created multilateral rules for new trade-related areas. The Tokyo
Round brought rules governing antidumping, countervailing duties, and domestic safe-
guard investigations. The Uruguay Round brought rules to protect intellectual prop-
erty, to liberalize international trade in services, to constrain government treatmer}t of
foreign direct investment, and it yielded some initial steps to liberalize trade in agricul-
ture and in textiles and apparel. Moreover, during the Uruguay Round governments
created the WTO and strengthened the system’s dispute resolution mechanism.

The multilateral trade system has also been strengthened by a reorientation of
trade policies in developing countries. As noted above, developing countries’ govern-
ments were quite critical of the GATT throughout much of the postwar period.
Moreover, between 1950 and 1980 developing countries participated little in the
process of trade liberalization and pressed continually to supplant the GATT with
trade institutions that directly addressed their perceived development goals. In the
mid-1980s, however, developing countries began to adopt development strategies
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that placed a greater emphasis on international trade in the development process,
One consequence of this change has been the disappearance of developing country
pressure for fundamental reforms of the multilateral trade system. In fact, most de-
veloping countries have become active participants in multilateral trade negotiations,
While it would be an overstatement to claim that all deve]oping countries have be-
come enthusiastic supporters of all elements of the multilateral trade system, they ng
longer challenge the fandamental principles upon which the multilateral trade Sys-
tem is based. Thus, for the first time in its history, the multilateral trade system faces
no pressures for fundamental reform from a large group of countries. These develop.
ments suggest that the multilateral trade system has not been weakened by the de-
cline of American hegemony. “The institutions that took hold after World War 17
continue to provide governance now, and the economic interests and political con-
sensus that lie behind them are more, not less, supportive of an open world economy
today than during the Cold War” ( Ikenberry 2000, 151).

On balance, then, is the multilateral trade system weaker today than it was at
the height of American hegemony in the late 1950s and early 1960s? To answer this
question it is useful to distinguish between trade policy conflicts within the frame-
work established by the multilateral system, on the one hand, and conflicts about the
multilateral trade system on the other. Conflict among the advanced industrialized
countries typically occurs within the context established by the WTO. That is, con-
flicts usually involve disputes about compliance with WTO obligations and disagree-
ments about whether sectors that have been excluded from the GATT/WTO
process, like agriculture and services for example, should be incorporated and liber- "
alized. These conflicts typically take place within the institutions established by the
multilateral trade system and more often than not governments use the WTO to re-
solve them. Such conflicts are the essence of politicshindependent actors with com-
peting interests pursuing their objectives subject to the rules established by political
institutions. Only rarely do the governments of the advanced industrialized countries
engage in conflict over the institutions themselves. There are no conflicts about

abandoned in favor of an alternative econoniie system. There are few conflicts
among these same governments about inequities or illegitimacies in the WTO
process. Instead, the world’s largest trading niitions all appear to believe that the in-
ternational trade system represented by the WTO continues to offer the best way to
organize world trade. The multilateral trade system will begin to weaken only when
a powerful country challenges the core principles upon which it is based. Currently,
no such challenge exists.

THE PROBLEM OF TRADE CoOoPERATION

‘Why do governments need such an elaborate international framework in order to
liberalize trade? If trade liberalization raises the standard of living, and if trade liber-
alization is something that most governments want to achieve (and the progressive
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duction of tariffs during the last 50 years suggests that it is)., then wllly dont g(l)V._
recucte just liberalize trade? Why is it necessary to engage in complicated multi-
emnmens J(lil ‘ ﬁe oﬁations? Why must governments create an elaborate set of
htere o ? ru](g’s to govern their activity and an international tribunal thro(ugh
int?mahonz} ree ;hem ? In short, why is the World Trade Organization necessary? In
w}‘nch to.en 0 e ;Villlséle ﬂlat the WTO is necessary because even if we ac'cept the
thl$ Seih(t)r; :; tradex benefits all countries, politics make it difficult to realize t.h.ese
Clann"t ) Tlliei /VVorld Trade Organization helps governments solve the'se political
benslf;; am/i by doing so helps governments to realize the gains available from
pro s »

trade liberalization.

The Politics of Trade Liberalization

e saw above, trade liberalization has occurred through a process of rempro?al
o ‘S Cment; Reciprocal agreements have been necessary because govern-
o 61gr(ileto ‘Gt'midr the logic of trade theory on its head. Trade theory suggests that
'mer'ltstze;re ()L)(i because Ehey allow societies to consume things more cheaply.' ATId
i&rjlh}ijl(;réxpo;tgs are not necessarily bad, they.are the necessary pr\i(‘:e th;iirzacelettﬁi
must pay to import goods from other c‘ountrles. From the p‘ef;ll)ec.tlvei :han S E;S
ory, therefore, societies should seek to 1mp(?rt as much as POSSII. ein s lgz foras
fev&; exports as possible. Given this logic, unilateral trade' Il'bera 1z-at1‘on,1 ‘ 'ff, . é_
nating tariffs and other barriers to il?polrts With‘(l))lllt ICGC((:/\;I.f szilzlz?se ;dzldo;et :Jhe

i her countries, is per ectly sensibie. ‘
ZS;Zsiire() lﬁ)g(l)z however. Goverfments tend tlo beh’e\fe t.hat expf){tsbarg ﬁ;irgii
should therefore be expanded as much as p()SSlble,.Whlle ?mporlis dlz ?b e to
be limited as much as possible. From this standpoint, unilateral trade liber

. makes no sense.

Why do governments invert the logic of ‘Frade theory? To unders't‘imd th;i rfllﬂz
we must delve deeply into the domestic politics (f){f t‘radftg(ﬂ;c;,[}; ?h;dt){])tilcev;fst:résts ot
i : tail in the next chapter. Here it is sufficien the :
glbrgrf::‘:iecrf?rins tend to be heav?ly represented in domestic trade polltlcs,h\iyhtlei' ttﬁi
interests of consumers are often over-looked. As a resplt, government? .d\ib i i
reason to care.about the gains consumers realize f‘.ror'n 1mp0‘rts anddmme ;legsones_
care about how imports and exports affect domest.lc mdustrle.s. Ar(li I‘l()ft all ‘ (\?\ziCh
tic industries will gain from trade liberaliyzation. F irms based mll‘rll usltrlets ir SYUCh
the country has a comparative advantage will gain htom trade libera I.Zd 1.0tn.to b
firms will face little competition from imports and W}ll h.ave t}.le oppm‘ tumt y 0 e
pand their sales in foreign markets. Firms in industries in Whl().h tl.le CO(L)III ry dsto
comparative disadvantage, however, suffer from trade ]1}')er;flhzatlon(.1 p(\amngeti_
trade allows foreign firms to compete directly with dO'ITl(BS’(lC .flrmﬁ, an‘ uncompv al,;r
tive domestic firms will lose out in this competition with foreign firms. As a g?ner
}ﬁle, therefore, governments strive to pry open foreign .ma-rkets so that :}in‘ :(1):;
petitive industries can increase their exports whl‘le continuing to ﬁftei- tfaln bé_
competitive industries from imports. In this political world, trad.e ibera 1za‘1(1) e
comes possible only through international agreements that provide reciproca
reductions.
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As a direct consequence, reciprocal agreements have become the standard way
through which trade is liberalized. In the early GATT bargaining rounds, for example,
governments reduced tariffs by making reciprocal tariff reductions in manuﬁicturing
industries. Each government would present an “offer sheet” that listed the industries
for which it was willing to reduce tariffs and the amount by which it was willing to re-
duce them. It would then try to get as many tariff reductions as it could from other
countries in exchange for these tariff concessions. The objective in each bargaining
round was to reach an overall agreement in which the value of the total tariff conces.
sions each government granted equaled the value of the total tariff concessions each
government received from all other GATT members (Jackson 1998, 143-144). Such
reciprocity also underpinned the Uruguay Round agreement, even as the focus of ne-
gotiations shifted from tariffs to other trade barriers, Developing countries agreed to
liberalize services and to rules governing intellectual property rights, two areas in
which their industries are at a comparative disadvantage. In exchange, the advanced

industrialized countries agreed to liberalize trade in textiles and agriculture, sectors in

which developing countries hold a comparative advantage.

Of course, as we will see in greater detail in Chapter 3, domestic politics often
make it difficult for governments to make the tradeoffs necessary to liberalize trade.
Opening a heavily protected part of the economy to international competition will
spark an adjustment process that will force some domestic firms.out of business. If the
protected industry is politically influential, the government will be reluctant to force it
to accept these adjustments. In Western Europe, for example, farmers are well orga-
nized and politically influential. Liberalizing trade in agriculture therefore requires
EU governments to act against the interests of a powerful domestic interest group,
something that few governments are keen to do. In the Uruguay Round, European
farmers barricaded roads and organized large protests in an attempt to block liberal-
ization of trade in agriculture. EU governments responded to the farmers’ opposition
by digging in their heels and resisting U.S. pressure for liberalization. Moreover, Eu-
ropean farmers enjoy much greater political influence than the firms that would bene-

fit from access to new export markets. Therefore, EU governments cannot easily -

liberalize their agricultural markets in exchange for market access in other industries
because the political support they lose from farmers will not necessarily be compen-
sated for by increased support from the industries that gain in the agreement. Crafting
reciprocal trade agreements, therefore, requires governments to balance political
gains and losses as well as economic gains and losses.

The ability of governments to conclude the reciprocal trade agreements neces-
sary to liberalize trade is frustrated by a second political problem: the enforcement
problem. The enforcement problem refers to the fact that in the international
state system governments cannot be certain that other governments will comply
‘with the“trade agreements that they conclude (Keohane 1984; Conybeare 1984;
‘Oye 1986). As a result, governments will be reluctant to enter into trade agree-
ments, even when they all recognize that they would benefit from doing so. While
this might seem counter-intuitive, we can use a simple game theory model, called the
prisoners’ dilemma, to see how the enforcement problem can frustrate the efforts of
governments to conclude mutually beneficial trade agreements. The prisoners’
dilemma has been developed to highlight how people can have real difficulties in
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achieving cooperation even in situations where all would clearly benefit from such co-
opere o i that France and Denmark are using tariffs to protect their comparatively
. ; up[t);) 5ed il(ldustries and that as a result, no trade in wine and che?se between the‘
s g takes place. Let’s also suppose that the French and Danish governments
o Counmtbl?a{a 1:651 rocal agreement that eliminated these tariffs would make them
both kHOV‘\/‘ v ff W()u]g the French and Danish governments be able to conclude such
both bette Ot‘p.The ﬁ@oners’ dilemma tells us that they will be unabl(? to do so. In the
" agmet*?((ei?l(;mma pF;arlce and Denmark each have two strategy choices: each can
131‘15‘)116 ? open its ;narket to the other’s exports, which we will call liberalize, or each
Choosf OSGI?(O r;)tect its domestic market, which we will call protect. Two g.over’nw
- ]07(')“(11 twopstrategy choices each generates the two-by-two matrix dePicted in Fig-
m~exn;S; 1Each éel] in this matrix corresponds to a strategy combination, and .thef,e
?tll(ttegy combinations produce outcomes. We can describe the\’sel outcomfz ;t;lglrigvl]g
the top left cell and moving clockwise. One word 'about the Txotcttlion w? lug la, o ;VhO
proceed; It is conventional to list the strategy chsnce of the row p ayerht 1(,p f};}, vho
selects its strategy from the rows of the lTl’dt]”lX)‘fll”St and the st?e?te?yhc om:,.'o) ‘ éiond
umn player (the player who selects ‘its strategy ffgln thg C()h].l”nlls 0 t ? mat}l1 1rxt tshe rOW
Thus, the strategy combination referred to as lzbemlzze/pn’)tect 'mcdin.sl da o
player, which in this case is France, has chosen the strategy liberalize while the col
player, which is Denmark, has chosen the strategy pmtect: o e
We can now describe the four outcomes in the prisoners” dilemma. If : rance
chooses liberalize and Denmark chooses liberalize (libemhze./lzbem‘hze)\, then t e tvzg
have agreed to eliminate tariffs on wine and cheese. France \:vﬂl begin to éXp(\)I’t \3711116 .
Denmark, and Denmark will begin to export cheese to }*rani:e. If France c So?e
liberalize and Denmark chooses protect (libemlize/pmtect), then T rance has rec‘lulce tar-
iffs on Danish cheese but Denmark retains its tariffs on F rench.wme. As a result, Df:n—
mark will begin to export cheese to France, but France will remain unable to eyfport V\mtl)e
to Denmark. If France chooses protect and Denmark chooses pmtect. (protec.t/pmzjec ,
-both countries retain their tariffs and no trade takes place. . Finally, if Frarllci
chooses protect and Denmark chooses liberalize (protect/liberalize), then Denmar

Denmark
Liberalize Protect
Liberalize Y Lp
France
Protect | - p! P p

Preference Orders:
France: p, I> LI>p,p> 1 p
Denmark: ,p>Li>p, p>p, |

Figure 2.2 The Prisoners’ Dilemma and Trade Liberalization.
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has eliminated its tariff on French wine, but France retains its tariff on Danish cheese,
France will begin to export wine to Denmark, but Denmark will remain unable to export
cheese to France.

Now we must determine how each government ranks these four outcomes: which is
their most, second most, third most, and least preferred outcome? France’s most pre-
ferred outcome is protect/liberalize, where it protects and Denmark liberalizes. This out-
come allows France to export wine to Denmark while continuing to protect French
cheese producers from Danish competition. France’s least preferred outcome is
liberalize/protect because this outcome gives Denmark access to the French market with-

out giving French exporters access to the Danish market in return. Where do the other. -

two outcomes fit in? France prefers liberalize/liberalize to protect/protect because France
gains from the resulting trade when both governments liberalize, but when both govern-
ments continue to protect their markets, France gains nothing. It should also be clear that
France prefers both liberalize/liberalize and protect/protect less than protect/liberalize,
because with protect/liberalize France gains access to the Danish market, as it does with
liberalize/liberalize, but it does not have to give Denmark access to its market. Finally,
France prefers liberalize/liberalize and protectiprotect to liberalize/protect, because un-
der liberalize/protect France is denied access to the Danish market, as it is in
protect/protect, but it has opened its market to Denmark. Thus, we have a clear prefer-
ence order for France protect/liberalize > liberdlize/liberalize > protect/protect >
liberalize/protect where the “greater than” sign means “is preferred to.” In words,
France’s most preferred outcome is unreciprocated access to Denmark’s market. Its sec-
ond best outcome is reciprocal tariff reductions, which is in turn better than Teciprocal
protection. France’s worst outcome is a unilateral tariff reduction,

The prisoners’ dilemma is a symmetric game, which means that Denmark faces the
exact same situation as France. Denmark’s payoff order is therefore identical to
France’s, with one small difference arising from the notation we use. Like F rance, Den-
mark’s most preferred outcome is the one in which it gets unreciprocated access to the
other’s market, but for Denmark this is the outcome liberalize/protect. Also like France,
Denmark’s least preferred outcome is the one in which it grants the other unrecipro-+
cated access to its market, which for Denmark is the outcome protect/liberalize. Thus,
Denmark’s payoff order is identical to the French payoff order, but the position of the most
and least preferred outcomes are reversed: liberalizelprotect > liberalize/liberalize >
protect/protect > protect/liberalize. -

We can now solve the prisoners’ dilemma by determining what strategies France
and Denmark will choose, and what outcome we should therefore expect, given their
preference orders. In the prisoners’ dilemma France and Denmark both have a domi-
nant strategy—a single strategy that always returns a higher payoff than all other strat-
egy choices. Protect is this dominant strategy. Protect dominates liberalize as a strategy
choice because each government will always gain a higher payoff by playing protect
than it will by playing liberalize. We can make this clear by working through France’s
best responses to Danish strategy choices. Suppose Denmark plays the strategy
liberalize. If France plays liberalize in response, Irance receives its second most pre-
ferred outcome (liberalize/liberalize). 1f France plays protect in response, France re-
ceives its most preferred outcome (protect/liberalize). Thus, “if Denmark plays.
liberalize, France’s best response—the strategy that returns the highest payoff—is

#
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protect. Now suppose that Denmark play_S'Pr(‘)te.ct. IfF ran)ce Irfsgonds‘ jx/irtilsliizgc;liie,iti}tlﬁ
receives its least preferred outcome (fiberalize/protect). rance resp iy
rotect, however, it receives its second least-preferred outcome (protect/protect). hus,
if Denmark plays protect, France’s best response is to play protect. Protecti there.fore,
«dominates” liberalize as a strategy choice; that is, protect provides France with z;l hlgh.e‘r
payoff than liberalize regardless of the strategy that Der}mark Plays. Be{cause tB e PI‘IS
oners’ dilemma is symmetric, profect is also Denmark’s dominant strategy. anuse
both governments have dominant strategies to play protect the game zalways yields ()Ee
outcome: France and Denmark both play protect and the game produces the
/protect outcome.
pmnfﬁflf???‘()t'ect/protect outcome has two important characteristics. .First, .this out-
come is Pareto sub-optimal. Pareto optimality is a way to conceptualize societal wel-
fare. An outcome is Pareto optimal when no single ctor can be mafie better off
without at the same time making another actor worse off. Pareto sub—ophwal ref.ers to
outcomes in which it is possible for at least one actor to improve its position without
any other actor being made worse off. In the prisoners’ dilemm.a ‘rhe' protect/protect
outcome is Pareto sub-optimal because both governments realize higher payoffs at
liberalize/liberalize than they realize at protect/protect. Thus, rational behavior on the
part of each individual government, each playing its dominant strategy protect, pro-
duces a sub-optimal collective outcome. France and Denmark are both poorer than
they would be if they both liberalize trade. o o
Second, the protect/protect outcome is a Nash equilibrium. A Nash gqulhbrlum
is an outcome at which neither player has an incentive to change st{ategies um’laterally. If
France changes its strategy from protect to liberalize, the outcome shifts to lib.emlzze/pmte(:‘t,
France’s least preferred outcome. Thus, France has no inqentive to change its strategy uni-
laterally. If Denmark changes its strategy from protect to liberalize, the outcome moves to
protect/liberalize; Denmark’s least preferred outcome. Thus, Denmark has no incentive
to change its strategy unilaterally either. Putting these two points together reveals the
‘prisoners’ dilemma’s central conclusion: even though France and ]?enmark know ’tht
they would gain from reciprocal tariff reductions, neither has an incentive .to reduce tariffs.
More broadly, the prisoners’ dilemma suggests that even when all countries would c¥ear.ly
benefit from trade liberalization, political dynamics trap governments in. a protectionist
world. \
Why are governments unable to conclude agreements that malie them all better off?
The problem arises because each fears getting the “sucker payoff.” If France and Den-
mark agree to liberalize trade and then France complies with this agreement Put Df:n-
mark does not, Denmark has played France for a sucker. France suffers the cost§ ‘ of
rising imports without getting the “benefit” of increased exports. Indeed, the recognltlo?rl
that the other government has no incentive to comply with any trade a}greem?n’c that is
reached would prevent governments from concluding the agreement in the first place.
The gains from trade liberalization could be achieved, of course, if governments could
enforce international trade agreements. Governments could agree in advance t(? play
liberalize strategies if they were confident that cheating would be caught z'md punished.
Moreover, because cheating would be punished, both would comply with the agree-
ment: The international systeln provides no enforcement mechanism, however. Whereas
domestic political systems rely upon the police and the judicial system to enforce laws,
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the internationg System does not haye an authoritative gnq effective judicial gygte
stead, the Internationg] System is anarchic, thay IS, it is a politica] System withoyt
arching politicq] authority capable of enforcing the ryles of the game,

Against thig backdro‘p We can now congider the W
system, As yoy may already haye guessed, the W0
by he]ping them enforee reciprocal trade asreements. To undepst.
determine under what conditiong Cooperation cap emerge in the Pprisoners’ dilemmg,
Then we can examine how the Wyl Trade Organization helps create these conditiong,

While the prisoners’ dilemm; Is generally pessimistic about the Prospects for i,
ternational trade cooperation, it turng oy that Cooperation in 5 prisoners dilemmg is
not impossible. Cooperation can emerge if three specific conditions gre met. First, co.

Operation cap emerge in ap iterated Prisoners’ dﬂemma, that is, in a game played

O’s role i

epeatedly by the Same set of actorg (see Taylor 1976, Axelrod 1984; Keohane 1984; .

Oye 1986). Iteration changes the nature of the reywarg Structure thyt governments
face. In 4 one-shot play of the prisoners’ dilemmg, Countries make g4 one-time choice
and receive one-time payoff, 1 4y, iterated game, however, governments make pe.
Peated choiceg and recejye 5 stream Ofpayoffs over time. Ag 5 result, if the two other
fiecessary conditions aye met, governments wi) prefer the stream of payments they re.
Ceive over time through iterated play to the payoff they recejye from cheating on an
agreement, Tterating the game can therefore make it rationg] fo, a
the liberalize strategy, :

Second, governments mygt use reciprocity Strategies to enforee the Zz’bemlize/h’bemlize
outcome. Whyle rany reciprocity Strategies exist, the most well known ig called tit-for-tat
(Axelrod | 984). In tit-for-tat, eqch government plays the strategy that jg partuer played i
the previoyg round of the game. Trade liberalization by one government in one yoyn of
play is met by trade liberalization from the othey government in the peyy round. Shoyld
one government play protect in one round (or cheat on an existing trade agreement) the
other government must play proteet iy the next roun of play. Playing such tit-for-tat
strategies allows sovernments to reway each other for Cooperation an punish each
other for cheating,

Third, sovernments mugt s, care about the payoffs they
rounds of the game. If governments tully discount future payoffs
essentially reverts back to single play of the Prisoners’ dﬂemma; when jt does, the -
threat of punishment in the next round of play can hardly pe expected

ecomes rational; egcp government can realize 4 larger streq
ing than it can realize by defech'ng. ’
Internationa] trade institutiong provide the first two of
tions. Trade institutions like the WTO help iterate the game by Creating exy
repeated Interaction, The WTO iterates trade interaction between

number of ways. Membership in the WTQ pae been relatively stabe While
ber of countripg that belong to the WTO has inc

have left the organization after joinin
have le
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the governments with which th

izati AW ¢ G ernments
t regularly within the World Trade Orgamzatlon.d As Wg de~d}t)}(1)vii50§/[ ments
nterac ‘ » ight formal bar. aining rounds and a nin , the
hav ady concluded eight forr gaini ninth, um
have a]?jel 3; in 2001. In addition to these formal rounds of negotlaﬁlon?tt}'lgew()h“
Round (’g;nments together for annual and semiannual reviews of natjonal tra fhi ol
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question or compensate the injured parties. The entire dispute settlement process, from
initiation to appellate report, is supposed to take no longer than 15 months,

A recent case involving the European Union’s banana import regime llustrateg
this dispute settlement mechanism in operation and highlights how governments use
the system to enforce trade agreements.! The banana case began in 1993 when the Ey-
ropean Union removed all tariff on bananas imported from former F rench- and
British colonies in Africa, the Pacific, and the Caribbean while continuing to Impose
tariffs on bananag imported from other countries. By waiving tariffs on banana imports
from some countries but not others, the EU began to discriminate against bananas
produced in other countries. In the mid-1990g Ecuador, Guatemala, Honduras, Mex-
ico, and the United States—all countries whose export interests were harmed by the
new EU banana policy—claimed that this policy was inconsistent with a number of
GATT rules. In other words, they accused the EU of cheating on its WTO obli gations.

African, Caribbean, and Pacific countries, but that the specific arrangements it had
used discriminated illegally against Latin American producers and the American firms,
Chiquita and Dole (Eumpe, May 1999, 24B). The EU appealed the panel’s ﬁ'ndings,
but the-Appellate Body that reviewed the case largely upheld them. Tn September
1997 the DSB adopted the Appellate Body report and demanded that the EU imple-
ment WTO-consistent policies by January 1, 1999, Thus, the EU was found to be
“cheating” on a trade agreement it had entered; and wag required to bring the offend-
ing policies in line with these oblj gations.

The changes the EU made to its banana import regime in response to the WTO
findings raised further concerns in the countries that had brought the original com-

t. In August 1998, these countries requested further consultations with the E U

tions were again unproductive, and in December 1998, Ecuador requested the origj-
nal WTO panel to examine the new EU measures, The panel found that the new .
measures were not fully consistent with WTO rules, Thus, the EU had “cheated” in
the first place by implementing a banana import regime inconsistent with its WTO
obligations, and had “cheated” again when altering these policies in response to the
ruling of the DSB. Recognizing that the EU was unlikely to comply with its WTO
obligations unless it was costly not to do so, the United States then asked the WTO to

EU. In essence, the United States was asking for permission to retaliate against the
EU. The EU argued that the size of the proposed retaliation was disproportionate to
the injury to American trade caused by the EU banana policy. WTO arbitration, injti-
ated at the EU’s request, agreed and authorized the United States to suspend only
$191.4 million of previous tariff concessions. In response to the American retaliation,
the EU once again altered its banang import regime, this time shifting 100,000 tons
of the EU market that had previously been reserved for African, Caribbean, and Pa-
cific producers to Latin American banang producers. In response, the United States
suspended its sanctions (The Financial Times 12 April 2001, 14),

This description draws heavily on WTO summaries available at http://www.wto.org/wto/disputo.
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The banana case illustrates how governments can use tit—fm“—tat straltcgles tto irjl(fzrge
agreements. An alleged defection by the EU prompted an impartia gnves l.gill] thy
trade agt” This investigation indicated that EU policy violated WTO rules and when the
the WTO bl'in 7 its policies into line with its obligations, the United States retahated by
Ky mﬂed’ . \I (%essigm it had made previously to the EU. In the language of .thg iter-
withdl"d_Wlﬂg COr:iﬂenrmna the EU defected and the United States, playing a tlt-fqr—tat
ed P“S(;nfel s‘ted in respl)nse‘ Moreover, American retaliation came only after thc WTO
. 'ecd that it WdS justified and the scale of the retaliation was proportlonate. to
had'd‘etermlgired While the WTO’s dispute resolution mechanism focuses our attention
the mju?]/' StLIc iersi.on of tit-for-tat, it allows us to see in a very detailed way how the WTO
Sfr:nap]fgmifte tradé cooperation by helping governments (}alpforce gade ztgrezrlillfrtlflse. -
’ [his discussion points us to one simple answer to the ques' 10ns P.(?Sé ' | -
duct?{)ﬂli(i;js SeCtiOI;IZ governments need thcl* VV(I}‘ O Be((1uszr?)t(l)ll(l)tllxiltl;lg1)]/1::(;;111(21 f::j
ittic iberalize international trade. Domes [ S 4 21N
) ij(ttllc(sl?)f)]‘gl(gfgi li{;lt(t)hlg):vr;;/];omestic politics, by inverting th(f J.ogl)j']ic ofttra(;ile theorg;
D e goverm s 1 iberalize trade unilaterally, and wi ing to do so o
make governments reluctant to libera o oilaterally, e e e
through reciprocal trade agrcemen‘Fs. Inter}nahon : poli tk ,a u Ilble o Ao
of an over-arching authority in the international state s‘ys en‘l tc pe ool e
national trade agreements, make governments reluctant to en Tr re (fi, ooal rade agrec
ments. Trade liberalization is unlikely to oceur, therefore., un cs‘s g hents can be
4g : eir partners will comply with the commitments tl}ey undertake. :
@s(lﬁzdftj:ge tl(])Ll:;aEization helps profzfi?(/ie this assurance lziy ?ll(?vv)mg} i(;vemments to
monitor the behavior of their trade partners and enforce trade agreements.

-

(GLOBALIZATION AND ITS CRITICS

The economic and political consequences of the multilateral} trade Systerrfl hav.e :;21612
e li izati “trade has as forces that are transformin
liberalization of trade has unleashed . 4
propund. The le | ismantled, international conipetition
arriers ¥: ave been dismantled, intern
world economy. As barriers to trade hav ernational competition
i iti is has i m set in motion processes that are crea ing > !
has intensified. This has in turn set in mo s | reaing Internations]
-t s and forging a global division of labor. Tt is thi s
trade and production networks and i or It is (b transfor
i : at is often referred to as globalization. The I
mation of the world economy that is of ; 2 etion. Lhe political
; F: on profound. The economic dynamics o globalizati

consequences have also been pro : ‘ nics. Lation hav

i t: es driving the trade conflicts, new p s,

been one of the most important forces gl . e octionisin,
i is : amined in the previous section..In addition, glo

and regionalism that we examine ol tradiog
a itical backlash targeted at the multilate

has more recently generated a politica ¢ mult :

system in general and the WTO in particular. We conclude our d1.scuss}(?11 of the mul
tilateral trade system, therefore, with a focus on globalization and its critics.

The Globalizing World Ecqnomy

Economic globalization has resulted in part from economic dynamics unleas}hedhby tr?d.e
liberalization. These dynamics are driven by international trade flows and 1)y t te di:rd
ties of multinational corporations {(MNCs) in an increasingly open and deeply integrate
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ble 2.7
Trade Openness, 19481990

(Imports+Exports/GDP)

global economy. While trade flows and MNC:s are both important components of global.
ization, in this section we focus on the impact of trade liberalization; we will look at the
‘role of multinational corporations in detail in Chapter 5.

As governments have reduced tariffs and dismantled other barriers to internationa]

1948 1958 1968 1979 1990

35 34
trade during the last 50 years, world trade has grown at historically unprecedented World 22 22 gi 48 46
rates. Between 1950 and 1999 world trade grew at an average rate of 6 percent per year Western Europe 35 33 4 o 4l
. . . . . ) . 95 25 40 J

(Figure 2.3). What is perhaps more impressive than the simple growth of world trade, Eastern Europe 9 10 19 19
however, is the fact that international trade has consistently grown more rapidly than | North America ;é 2‘6 91 977 29
total world economic production. Figure 2.4 charts the annual rate of growth of world Asia %0 30 21 27 28
exports and the annual rate of world economic growth. Looking at the two trends to- Latin America ‘50 58 37 56 53

gether indicates that in almost every year since 1950, world trade has grown at a faster Africa
rate than world economic output. Thus, year after year a larger share of the world’s eco.

nomic output enters into internationa] trade—each year more of the world’s total eco-

*Estimated Figures
Source: Grimwade 2000, 13.

national economies. Trade openness measures each country’s total trade (its imports
plus its exports) as a percentage of its total domestic economic production (it gross do-
mestic product or GDP). The statistics on trade openness since 1950 presented in
Table 2.7 illustrate the rising importance of international trade to many regions of the
world. In Western Europe, trade openness increased from 35 percent in the early post-
war period to almost 50 percent by 1990. This means that half of the income of West Ey.
ropean countries is either earned by selling domestic production in foreign markets or

spent on goods imported from toreign producers, While North America (the United %
States and Canada) is less open to international trade than Western Europe, trade open- g
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degree. Table 2.8, which presents shares of world trade during the last 40 years broken
down by geographic region, confirms this impression. The table illustrates three impor-
tant points. First, international trade has been dominated by the advanced industrialized
economies, which together account for about 70 percent of total world trade. Second,
while developing countries account for only a small share of world trade, this share has
grown during the last 40 years. In the early 1960s, deveioping countries accounted for
only about one-fifth of world trade. This share has subsequently increased to about
one-quarter of the total. F inally, while the deve].oping countries” share of world trade has
grown, six Iast Asian countries—Taiwan, Singapore, Hong Kong, South Ki)rea, Malaysia,

and Thailand—are responsible for most of this increase. Their share of world trade in-

creased from 2.6 percent in 1953 to 10 percent in 1999, Tn contrast, Africa and Latin
America saw their shares of world trade fall during this period. Countries in the former
Soviet bloc have also seen their share of world trade fall sharply since the late 1980s, in
large part because of the economic reform process that has been underway in this region,
Thus, while world trade has grown steadily, and while the world as a whole has become
more open to international trade, both developments have been heavily concentrated in a
relatively small number of countries in Western Europe, North America, and Asia, X

The liberalization and subsequent expansion of international trade has unleashed
economic forces that have restructured the global economy. Trade theory tells us that
countries open to international trade will specialize in goods that make intensive use of
their abundant factors of production. In a fully open international economy, therefore,
a global division of labor should emerge in which each country produces goods in
which it has a comparative advantage and sheds industries in which it has a compara-
tive disadvantage. Such a division of labor has begun to emerge in the global economy.
Though this division is far from complete, it is possible to identify four emerging tiers.

® The advanced industrialized countries hold a comparative advantage in capital
and hurnan-capital intensive goods. Producers in the advanced industrialized
countries lead the world in the production of knowledge—intensive products such
as pharmaceuticais, computers and software, telecommunications equipment,
commercial aircraft, and other research- and high—technoiogy—intensive products.
® The Asian NICs, especially South Korea, Taiwan, Hong Kong, and Singa-
pore, hold a comparative advantage in mature and relatively standardized
capital-intensive goods such as semiconductors and other computer compo-
Table 2.8
Regional Shares of World Exports (percent of total world exports)

1953 1963 1973 1983 1993 1999
North America 24.6 194 17.2 154 16.8 17.1
Western Euarope 34.9 41.0 44.8 39.0 43.7 43.0
Former Soviet Bloc 6.0 8.2 11.0 8.9 2.9 3.9 .
Asia 13.2 12.6 15.0 19.1 26.3 25.5 -
Japan 1.5 3.5 6.4 8.0 10.0 7.7
Asian NICs 2.6 2.4 3.4 5.8 9.7 10.0
Latin America - 105 7.0 4.7 5.8 4.4 5.4
Africa 6.5 5.7 4.8 4.4 2.5 2.0

Source: World Trade Organization 2000,
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nents, automobiles, and steel. These countries have not yet become an im-
portant source oi"product or process innovation. & Thatland. Mexieo

o The second wave of NICs, including Indoneela, Malaysm, ! 1;11 an; ], e?;l c‘ls,
and Argentina, hold a comparative adventage in Iaborjnitenslve goo( .igsnrche;e
apparel, footwear, and the assembly of ﬁnlshed goods. frolln cogipon(,nf; .Ca pose
countries have not yet emerged as important 1nter.nat10nd .prlo ncers ot capi
intensive goods, but are likely to make that trarisltron‘relatl‘vel?/ S(C)lo.n;t ' N

e Other developing countries hold comparative ad\./antages in Zn \;1n ensive pri
mary commodities such as fuel, minerals, and agficultural products.

This global division of labor is not,emerging spontaneous]y; fnms iiz)\(/:rtcggaged nit
by beginning, ending, or relocating productpnnn response to {prcsisur esi jorted };1 -
ternational competition. An entrepreneur in Pakistan, for erdrnlp. e(,]1 rrsltg vand S i e
the opportunity to make a profit in the labor abnndan’[1 appc;re‘ 1.n. ul\Il(")yrth d st o
business to realize these profits. Conversel}'/, an appere proc ucel 1nil North € ccmm_
rnight recognize that he cannot compete agarnst apparel })r()(itlte( irn h( e‘ve' C g gé -
tries like Pakistan, and stop producing clothes 1n.North.(']arohna.\ , ezie. HE eli)qkjstan
decisions cause apparel production to shift out of the United Stetee d? in 0 dfcigions'
“The relocation of production is also sometimee a consequence of proc nc Kil,l }e‘ ;rec_

* taken within a single firm. An American auto firm snoh as Ford, for exa)nnp’ e, ntnd?i e
ognize that it needs to reduce its _produetion costs in order to eonild[l)etc flg;.lmisg]e( IE)]b]
ese producers in the American market. To do so,. Ford may bfn : iinb au o gb;mdan};
plant, a labor-intensive aspect of auto production, in Mexico, w 1ere a ‘ or 1; sbundant
and relatively cheap. Ford’s decision may therefore cause some aspelctgltl) dau ~OI;1 >
duction to shift out of the United States to Mexrco. Tiie emerging glo 3 . (1{\/15? o
labor is the result of hundreds of thousands of such deCisrons taken by individuals an
firms in response to the competitive challenges of the international economyA o

In some respects the emerging division of labor is not a ne'w phenomenon. . S "
of labor also characterized the nineteenth century international econorn}lf. ‘uropoereid
countries specialized in manufactured goods and what we now caﬂf ih}f deavi?fopsnfliz e
specialized in raw materials, However, the conternporary division of lal o‘rd' .er it
late nineteenth century division of labor in two important ways. Today s division o o
is more diverse than that of the nineteenth century. To the basic nineteenth cent(iilr)t ¢ ivi-
sion between manufacturing and raw materials, the conternporarX system adds IVISli)I;S
within manufacturing activity. Today we see countries spemairzmg ‘1n hurnar.fr L:Pl al-
intensive manufacturing, other countries speeializing in .capltalqntenswedmanu aﬁ un;;ég_’
and still others specializing in labor-intensive rnanufactunng. In“addition, 'ur;ng the Illlilzed
teenth century, production renlained. national; productlon was prnnan y .orgﬁ h, i
within national economies . . . production, plant, and firm were essentlally nations g e
nomena” (Hobsbawm 1979, 313). In the contemporary internetrona} -econ(()im;/j prod;lci;
tion is increasingly an international phenomenon; the production of individual goo

o being broken down and allocated to different regions of the globe. The personal com-

puter is one example. The typical PC contains a microprocessor designed in tﬁeggii(ei
States by Intel, Motorola, or-Advanced Micro Devioes {(AMD). It contains 'Fh ar e
and memory chips that were likely produced in Taiw.an or South Korea‘. e n;lu Spin
components were likely assembled into a working PC in yet another location, perhap
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Malaysia or Mexico, Thus, a personal computer, and many of the other products that we
use daily, are no longer produced in a national economy. Instead, the production of many
individual goods is organized globally.

The Global Division of Labor in
the Semiconductor Industry

The semiconductor industry llustrates the global division of labor that ig emerging in
the contemporary international economy. Semiconductors are the tiny chips used to
Creats microprocessors and other integrated circuits., An integrated circuit can be
thought of as a “collection of tiny interconnected switches etched onto a smaller sliver
of silicon and encased in a harg plastic or ceramic package. These ‘switches’ control
the flow of electronic currents in carefully controlied patterns” {The Semiconductor in-
dustry Association 2002). Such devices bower computers and almost all other alec-
tronic devices that we use. The semiconductor industry was one of the first industries
to globalize, and it is in this industry that a clear global division of labor has become
most apparent. The production of semiconductors involves a rather elaborate six-step
process, and understanding this production process is central if we are to understand
how the global division of labor in this industry has emerged and evolved. The first
step in semiconductor production involves design, during which the precise location of
each element and the connections between them is Jaid out. In the second stage the
large silicon rods are produced and then sliced into individual wafers. In the third
stage these silicon wafers are etched using a mask and photolithography. Etching

cals that will provide the electronic circuitry. Each wafer will contain hundreds of small
yet identical semiconductors. In the fourth stage, each individual chip on the larger
walfer is tested electronically to determine whether the circuits are working properly. In
the fifth stage the larger wafer is broken apart into individual chips and these chips are
then incorporated into an integrated circuit or microprocessor. In the final stage, the
chips are tested and packed for final shipment. Five of these six steps rely heavily
upon sophisticated and expensive equipment and highly skilled technicians. Step five,
in which the wafer is broken into chips that are then attached to integrated circuits, is a
relatively more labor-intensive process,

American firms were the first 1o produce semiconductors and prior to the 1960s
all of their production was done inside the United States (Dicken 1998, 373). As the in-
dustry grew more competitive in the early 1960s, however, many of these firms began
creating production facilities in East Asia. Fairchild was the first firm to move part of its

lowed in 1964, building a plant in Taiwan. Fairchild built a second plant in South Korea
in 1964. As the decade progressed, American firms began constructing production fa-

made in the Philippines and Indonesia. By the early 1970s every major American pro-
ducer of semiconductors had created overseas production facilities, with the majority
of these plants based in East Asia. In creating these plants, American firms sought to
take advantage of lower labor costs in East Asia for the most labor-intensive aspect of

A CLOSER Look —
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chip production. As a consequence, the first three stages of production continued to
pe performed in plants located in the United States. Once the wafer had been tested
to make sure the circuits were operating properly (st_age 4}, however, the wafers are
packaged and shipped to plants in Asia. Worgers in thes§ plgnts break the larger
wafers into individual chips, attach them ;0 the mjtegrated circuit, package them, and
ship them back to the American plant for ﬁﬁal i‘esimg.‘ _ ‘

The global division of iabor in the semiconductor 1ndu§try between iabor—ln‘iens;.ve
and capital-intensive forms of production has not been stqt;c. lngtead, tﬁe precise {jzs~
tribution of production responsibilities between the Amencan firm anq its East .ASiaﬂ
affiliates has evoived as East Asian countries have gan‘ned technoioAgzcai‘ expereencg,
During the 1980s the American firms that hadl established operations in East Asia
began transferring a larger share of the producﬂog progeISS to these ?ver%?as plfmts,.’
By the 1990s, a division of labor based on the dastmf:tuonl betwgen hard” and “soft
competencies had emerged (Gereffi 1996). Eagt Asagn firms deve!opgd strong ca-
pacities in the production of the silicon rods and in etching the waters. Firms based in
the United States increasingly shed some of the more capstaiarsten;me pr@dgcvon
stages and began to specialize in the design and ’develepmanz of chips. As DICK??’E
(1998, 374) notes, “a clear system of inin ional st on hag gmerged, V\{;th
higher-level functions being performed in the more advan.ced industrialized countries
and the lower-level assembly functions being progressively relocate@ to iater{en» |
trants.” This division of labor is evident today in the structure gf two !‘e?a.dmg American
semiconductor firms. Most of Fairchild Semiconductor's design facilities are !o;ated
in the United States, with operations in Maine, California, Utah, aqd Pennsylvania, al-
though it has also opened design facilities in South Korea and Smgapore. its manu-
facturing facilities are distributed rather evenly between the Umtgd States and Asia,
with plants in Maine, Utah, Pennsylvania, and overseas plants in South quea and
Singapore. All of its assembly operations are oonducted'ove'rseas,'however, inplants |
located in the Philippines, Malaysia, and China (www.fatrchlédsemxﬁ.cgm)‘ AMDZ Sh‘Oi’T
for Advanced Micro Devices, has an international profile guite similar to Fam':)hfid,
Design and the most capital-intensive stages of production are performed at facx!;tles
based in California, Texas, Germany, and Japan. Testing and assen_wbiy operatsqns
are performed in plants based in Singapors, Thailand, Ma!ay&a, and tha
{(www.amd.com). While these are only two firms, this stru;ture is tyglcal of mosjt firms
in the industry. And the global division of labor one fin_ds in ;he semiconductor indus-
try is also increasingly apparent in other industries, including computers and elec-
tronics more broadly, as well as the auto industry.

cilities in northern Mexico, Singapore and Malaysia. Additional investments were |

The liberalization of international trade has thus set in motion economic forces
that are rapidly transforming the global economy. The elimination of trade barriers has
intensified international economic competition. Firms’ responses to the proﬁt oppor-

‘tunities and the competitive challenges of this global market have shifted production

away from countries where it is more costly to those countries where it can be done
more efficiently. The progressive elimination of political barriers to international eco-

‘nomic activity has been accompanied by a dramatic decrease in the cost of transporta-

tion and telecommunications (World Bank 1995). The cost of shipping goods by sea
and by air has been cut in half since 1950. The cost of long-distance phone calls has
fallen even more sharply. Whereas it cost about $250 to make a three-minute call from
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New York to London in 1930, such a call now costs less than a dollar. Falling transport
and telecommunications costs facilitates the creation of a global division of labor by
making it cheaper to import and export intermediate inputs and to organize and man-
age production on a global scale.

As a result, economic activity has become increasingly internationalized, and these
international activities are increasingly being woven into a deeply integrated web of trade
and production relations. It is this phenomenon that has been labeled globalization. How
far has globalization progressed? There is disagreement among those who study the world
economy. Some argue that globalization has fundamentally transformed the world econ-
omy as a whole and national economies individually. Robert Reich (1992, 3), argues that
“[wle are living through a transformation that will rearrange the politics and economics of
the coming century. There will be no national products or technologies, no national cor-
porations, no national industries. There will no longer be national economies, at least as
we have come to understand that concept.” Others suggest that this transformation has al-
ready occurred. Business consultant and author Peter Drucker argues that “the talk today
is of the ‘changing world economy’. . . The world economy is not ‘changing’; it has already
changed—in its foundations and in its structure—and in all probability the change is irre-
versible (1986, 768).

Others are more skeptical about globalization. Robert Gilpin claims that “globaliza-
tion is much more limited than many realize” (2001, 363). Skeptics point to the nine-
teenth century global economy to buttress their counter-arguments. In this first global
economy, Gilpin argues, countries were more open to trade than they are today. And “al-
though trade has grown enormously during the past half century, trade still accounts for a
relatively small portion of most economies . . . [and] is still confined to a limited number
of economic sectors. The principal competitors for most firms (with important exceptions
in such areas as motor vehicles and electronics) are other national firms” (Gilpin 2001,
365). And even where globalization has progressed the furthest, in the “Triad” composed
of Pacific Asia, the United States, and the EU, national barriers continue to impose sub-
stantial obstacles to the international flow of goods and services (Gilpin 2000, 295).

It may be useful to look for middle ground in this debate. Economic processes are
fundamentally changing the world economy. At the same time, however, it is important to
recognize that globalization is limited in geographic scope, involving primarily the coun-
tries of the Triad. Globalization is limited in industrial scope as well, with some industries,
such as electronics, being much more globalized than other industries, such as steel. As
Peter Dicken (1998, 5) observes, “although there are globalizing forces at work we do not
have a fully globalized world economy. Globalization forces can be at work without this
resulting in the all-encompassing end-state—the globalized economy—in which all un-
evenness and difference are ironed out, market forces are rampant and uncontrollable,
and the nation-state merely passive and supine.” In short, while it is premature to pro-
claim a fully globalized world economy, and while nothing that is created by human activ-
ity is ever irreversible, it is also misleading to claim that nothing has changed.

The Critics of Globalization and the World Trade Organization

The early 1990s saw the emergence of a political backlash against globalization that
strengthened over the subsequent decade. This opposition has been most visible in a se-
ries of large protests, mostly peaceful but sometimes violent, staged at the annual meet-

Globalization and its Critics ¢ 59

ings of the major international organizations that directly address aspects of the interna-
tional economy. Behind the drama of public protests, however, the antiglobalization
movement has articulated a number of criticisms of the global economy in general and of
the WTO-centered trade system in particular. The critique is multi-faceted, and includes
criticisms of international economic organizations like the WTO, the World Bank, and the

A CLosER Look

The WTO and its Critics

The WTO has responded directly to some of its critics, particularly those it claims are
misinformed. Here we look at a few specific criticisms put forth by the nonprofit orga-
nization, Global Exchange, and the WTO’s point-by-point responses o these criti-
cisms. The full exchange can be found by visiting the respective organization’s web
pages, the links 1o which are provided at the end of the chapter.

THE WTC ONLY SERVES THE INTERESTS OF MULTINATIONAL CORPORATIONS

GLOBAL EXCHANGE CRITICISM

1. The WTQ is not a democratic, trans-
parent institution, but its policies impact
alt aspects of society and the planet.

2. The WTO rules are written by and for
corporations with inside access to the
negotiations. For example, the U.S.
Trade Representative relies on its 17 “In-
dustry Sector Advisory Committees” to
provide input into trade negotiations.

THE WTO RESPONSE

1. The. WTO is as democratic as its
member governmenis; and between the
members it is ultra-democratic because
decisions are taken by consensus—all
members have {0 be persuaded;

2. The rules are written by member gov-
ernments, no one else has access o
the negotiations. However, govemments,
which are elected democratically by their
citizens, do take into account the views of
various groups in their societies. How they
do that is up to them and their citizens.

THE WTO IS A STACKED COURT

GLOBAL EXCHANGE CRITICISM

1. The WTO’'s dispuie panels, which
rule on whether domestic laws are “bar-
riers to trade,” should be abolished.

2. Panels consist of three trade bureau-
crats who are not screened for conflict of
interest, ’

THE WTO RESPONSE

1. Dispute panels rule on whether coun-
tries break agreements they have mads
with each other in the WTO-not on
“whether domestic laws are barriers 1o
trade.”

2. All three panelisis = are  normally
agreed by both sides in a disputs. In the
minority of cases (15 out of almost 200
cases) when the two sides cannot agree,
the WTO director-general selects the
panelists.

Continued
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3. Inthe tuna/dolphin case that Mexico
filed against the United States, the
United States was forced to repeal its
law that barred tuna from being caught
by mile-long nets that kil hundreds of
thousands of dolphins each year.

3. The United States was not required to
repeal its law. Instead, Washington ne-
gotiated treaties with relevant trading
pariners.

THE WTO TRAMPLES OVER

LABOR AND HUMAN RIGHTS

GLOBAL EXCHANGE CRITICISM

1. The WTO has refused to address the
impacts of free frade on fabor rights, de-
spite that fact that countries that actively
enforce abor rights are disadvantaged
by countries that consistently violate in-
ternational labor conventions.

2. Many developing countries, such as
Mexico, -contend that labor standards
constitite -a “barrier 0. free trade” for
countries whose competitive advantage
in‘the global economy is cheap labor.

3. ... The WTO has ruled that it is- (1) ille-
gal for a govermnment to ban a product
based on the way it is produced (i.e. with
child Jabor): and {2) governments cannot
take into account “non commercial values”
such as human rights and the behavior of
companies that do business with vicious
dictatorships such as Burma when making
purchasing decisions.

THE WTO RESPONSE

1. The “WTO” has not refused to ad-
dress this issye. At their first ministerial
meeting (Singapore 1996), WTO mem-

bers reaffirmed their commitment to

core labor standards. In addition, to
suggest that developed countries are
handicapped because they enforce la-
bor standards ignores the fact that de-

veloped countries are highly successfyl

in exporting—they have by far the
largest share of export markets.

2. No one has argued in the WTO that
“labor standards constitute a barrier to
free trade.”

3. The WTO has never ruled on child Ia-
bor because the issue has never come
up for a ruling. Countries’ efforts to deal
with child labor problems have never
been challenged in the WTO. Moreover,
the WTO made no such ruling over trade
with Myanmar (Burma).

THE WTO IS DESTROYING THE ENVIRONMENT

GLOBAL EXCHANGE CRITICISM

1. The WTO is being used by corpora-
tions to dismantle hard-won environmen-
tal ‘protections, ' which are attacked as
“barriers to trade.” In 1983, the very first
WTO panel ruled that a provision of the
U.S. Clean Air Act, requiring both domes-
tic and foreign producers alike to produce
cleaner gasoline, was illegal,

THE WTO RESPONSE

1. The WTO pane! ruled in 1996. It did
not rule that the U.S. Clean Air Act was
illegal. It ruled that the act should be ap-
plied equally to domestic and foreign
producers alike, and should not be more
lenient towards domestic producers.

Continued
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2. The “shrimip-turtie” panel and the ap-
peals body stated clearly that the United
States can pursue the protection of en-
dangered turtles. They did not rule {!}at
the provision of the Endangered Species
Act is illegal. They ruled, among other
things, that the U.8. government was
discriminating  against Asian suppliers
and in favor of Caribbean suppliers.

THE WTO IS KILLING PEOPLE

GLOBAL EXCHANGE CRITICISM

1.-The WTO's fierce defense of intgﬁec—
tual properly rights—patents, copyrights,
and trademarks—comes at the expense
of health and human lives.

2. The organization's support for phar-
maceutical companies againg! goverr:c-
ments seeking to protect their Peopies
health has had serious implications for
places like sub-Saharan Africa, where
80 percent of the world’s new AIDS
cases are found.

THE WTO RESPONSE

1. The need to protect health and hu-
man life is built into the WTO agreement
on intellectual property rights.

2. The WTO cannot support pharmaceu- -
tical companies  against governmenis
because the WTO is run only by govern-
ments, and decisions in favor of or
against a member government are
reached only by consensus among
those governments.

THE WTO UNDERMINES NATIONAL SOVEREIGNTY

GLOBAL EXCHANGE CRITICISM

1. By creating a supranational cogrt sys-
tem that has the power to levy big fines on
countries to force them to comply with its
rulings, the WTO has essentially replaced
national governments with an unaccount-
able, corporate-backed government.

2. For the past nine years, the Europefm
Union has banned beef raised with artifi-
cial growth hormones. The WTO re-
cently ruled that this public heaith law is
a barrier to trade and should be abql—
ished. The EU has to roll back its puphc
health protections or pay stiff penalties.

THE WTO RESPONSE

1. The WTO dispute settlement system’s
rulings are based on agreements that all
parties in a dispute have agreed t0. The
sanctions are not imposed by the WTQ,
but by the country winning the case.

2. The WTOQ did not say the law should
be abolished. The ruling said the ban (not
the law) violated WTO agreements that
the EU itself negotiated and signed: '_t’he
EU had the option: of providing sufficient
evidence of health risk to support the ban,
or removing the ban. It chose to suppiy
the evidence, but within the agreed time-
limit it was unable to do so and U.S. sanc-
tions were imposed. The EU still says #t
will supply the evidence. Meanwhile; the
ban has not been lifted. No one has been
forced to do anything.

Continged
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3. Under the WTO, governments canno 3. This is completely ‘false. The agree-
longer act in the public interest. ments include countless provisions allow

~ ing governments to take public interes
into account. The agreements are also the
result of negotiations in which all govern.
ments pursued what they saw as the inter
ests of their public. If their view of public
interest changes, they are completely free
to seek to amend ihe agreements.

- International Monetary Fund, efforts to link international trade to the environment and
to labor standards, and proposals to safeguard the rights of indigenous peoples and
achieve gender equality. What binds the many organizations and individuals that count™
themselves among this antiglobalization movement is opposition to a global economy that
they believe prioritizes corporate and commercial interests over other concerns. As one
scholar has written, “there is . . . an overarching umbrella uniting the backlash: opposition
to corporate control of the global economy” (Broad 2002, 3). Here we look at two issues
that have been at the center of the backlash against the international trade system: the re-
lationship between trade and labor; the relationship between trade and the environment.

Labor unions and the WTO. Labor unions in the United States and Western Europe
have been highly critical of globalization. Unions have argued that globalization has had
three negative consequences for people employed in manufacturing industries in the ad-
vanced industrialized countries. First, labor unions argue that globalization eliminates
high-paying manufacturing jobs. For example, a study by the Economic Policy Institute, a
think tank with links to American labor unions, estimates that trade between the United
States and the rest of the world has eliminated as many as 1.9 million “actual and poten-
tial” manufacturing jobs in the American economy (Scott 2001). And even though the
American economy created more jobs during the 1990s than were lost, labor unions argue
that the high-paying manufacturing jobs that have been lost to globalization have been re-
placed by jobs in the service sector (Public Citizen 1998). Critics of globalization assert
that these jobs pay substantially lower wages than the manufacturing jobs that are lost.
According to one study, workers who lose their jobs to import competition find new jobs
that pay, on average, 13 percent less than the jobs they have lost (Mishel et al. 2001, 24).
Second, labor groups argue that globalization places downward pressure on wages
among those workers that retain manufacturing jobs. The deepening of globalization
since the late 1970s has been paralleled by a widening income gap between low- and
-high-skill workers. In the United States, high-skill workers (traditionally defined as
workers who hold a college degree) earned about 50 percent more than low-skill work-
ers (traditionally defined as workers with no more than a high school education) in the
late 1970s. This gap has since widened substantially, so that by 1996, high-skill workers
were earning 70 percent more than low-skill workers (Scheve and Slaugher 2001).
Many people have concluded that because globalization and the widening income dis-
parity have occurred simultaneously, the former must be the cause of the latter.
Downward pressures are particularly evident in wage negotiations, the AFL-CIO and
others argue, when corporations can threaten to shut down a plant and move jobs to
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Mexico or Asia unless workers moderate their wage demands (Destler and Balint
1998 17). Labor unions report that such practices are widespread, as does some
broa(;ler evidence. A survey conducted by the Wall Street Journal in 1992, for example,
found that about one-quarter of 500 American corporate executives said that they

- would be “willing” or “somewhat willing” to use the threat to move to Mexico as a bar-
' gaining chip in wage negotiations (Tonelson 2000, 47). In addition, greater interna-

tional competition has forced American firms to cut costs to remain competitive, and
one way they have responded is by slowing the growth of their labor costs.

Third, labor organizations argue that globalization weakens labor unions 'and un-
dermines labor standards in the advanced industrialized countries. Son}e studies h‘iwe
reported that American corporations regularly use the threat of moving productlon
overseas to stem union organizing drives in their factories in the United States (Bron-
fenbrenner 1997). In addition, corporations operating in developing countries are out-
side the reach of American labor regulations. Consequently, they have the ()}’))portumty
to “exploit workers with impunity in ways that U.s. laws would not permit” (Destler
and Balint 1998, 17). The savings provided by low wages, long hours, and unsa}fe work-
ing conditions in developing countries in turn provide an unfair advantage in global -
markets to which advanced industrialized countries must respond by relaxing labor
regulations at home. The result is a race to the bottom dynamic in labor standards. The
AFL-CIO nicely summarizes what it believes to be globalization’s impact on labor: the

" main consequence of globalization “has been to strengthen the clout and bargaining

power of multinational corporations, to limit the scope of governments to regulate in
the public interest, and to force workers into more direct competition with each
other—reinforcing the downward pressure on their living standards, while assuring
them fewer rights and protections” (2001).

In response to these concerns, organized labor has pursued a reform agenda that con-
tains both negative and positive components. The negative aspect focuses on preventing
further trade liberalization (Destler and Balint 1999). In the United States, the AFL-CIO
has been one the most vocal critics of the NAFTA and one of the most strident opponents

of further liberalization within the WTO and of the proposed Free Trade Area of the

Americas. Labor’s positive agenda focuses on linking a set of core labor standards to trade
in the WTO and in regional trading arrangements. These core labor standards includé the
freedom of association, the right to collective bargaining, the abolition of forced labor,
prevention of discrimination in employment, and a minimum age for employment (see
Table 2.9). The International Confederation of Free Trade Unions (ICFTU), which rep-

* resents 127 million workers in 136 countries, has led the push to incorporate labor stan-

dards into the WTO. The International Labor Organization (ILO) has already adopted
many of the labor standards advocated by labor unions in the 1998 Declaration on Funda-
mental Principles and Rights at Work. The central weakness of the TLO, according to the
ICFTU, is the lack of an enforcement mechanism. “The TLO’s conventions protecting
against unacceptable working conditions are voluntary. Even when governments accept
particular conventions, there is no sanction to guarantee adherence. Tt keeps the profile of
workers” issues on the agenda, but has no teeth to protect workers” (O’Brien et al. 2000,
77). Thus, the effort to bring core labor standards into the WTO arises in part from a de-
sire to use the WTO’s dispute settlement mechanism, and its threat of trade sanctions, to
enforce global compliance with core labor standards (O'Brien 2000, 87-88).
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Table 2.9
Core Labor Standards

Freedom of Association and Protection of the Right to Organize, 1948 (No. 87)

Article 2: Workers and employers, without distinction whatsoever, shall have the right to

establish and, subject only to the rules of the organisation concerned, to join organisations of
their own choosing without previous authorisation,

Article 3: Workers® and employers’ organisations sh

Article 1
1. Workers shall enjoy adequate protection against acts of anti-union discrimination
of their employment,

2. Such protection shall apply more particularly in respect of acts calculated to—

(a) make the employment of 4 worker subject to the condition that he shall not join a union or
shall relinquish trade union membership;
(b) cause the dismissal of or otherwise prejudice a worker b
because of Participation in unjon a
employer, within working hours.
Article 2

1. Workers® and employers’ organisations shall enjoy
interference by each other or each other’s agents
fanctioning or administration,

2. In particular, acts which are designed to promote the establishment of workers’ organisations
under the domination of employers or ey

nployers’ organisations, or to support workers’
organisations by financial or other means, with the object of placing such organisations under
the control of employers or employers’ organisations, shall be deemed to constitute acts of
interference within the meaning of this Article.

Article 4

Measures appropriate to national condition shall be taken, where niecessary, to encourage and
promote the full development and utilisation of machinery for voluntary negotiation between
employers or employers’ organisations and workers’ organisations, with g view to the regulation
of terms and conditions of employment by means of collective agreements,

Forced Labour Convention, 1930 {(No. 29)

Article 1

Each Member of the International Labour Organisati
undertakes to suppress the use of forced or compulso
shortest possible period.

Article 2

in respect

'y reason of union membership or
ctivities outside working hours or, with the consent of the

adequate protection against any acts of
or members in their establishment,

on which ratifies this Convention
ry labour in all jts forms within the

said person has not offered himself voluntarily.

Abolition of Forced Labour Convention, 1957 (No. 105)
Article 1

Each Member of the International Laboyr Or.

ganisation which ratifies this Convention
undertakes to suppress and not to mal

ke use of any form of forced or compulsory labour—

continued
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manufacturing industries, or the prominence of cash machines in the American econ-
omy. In both cases, jobs previously performed by people (basic assembly operations and
bank tellers) are now performed by computerized machines, As aresult, the demand for
low-skill labor in the United States and other advanced industrialized countries has -
fallen, and falling demand has been associated with falling wages (see Graham 2000).
Many developing countries’ governments also have criticized organized labor’s ef-

posed linkage between labor standards and trade as sim
Khor, the director of the Third World Network and

ments that back [the push for core labor standards] are mainly protectionist in nature,
that they want to protect jobs in the North by reducing the low-cost incentive that at.
tracts global corporations to the developing countries” (Khor 1999). Developing coun-
tries’ governments argue that the low wages paid to workers in their countries should
not be viewed as a form of “exploitation,” but is instead a result of the low standard of
living in developing countries. In other words, low wages represent the legitimate
comparative advantage held by developing countries. Linking trade to core labor stan-
dards within the WTO would enable advanced industrialized countries to adopt trade

sues should be brought into the WTO wag considered and decided in the WTO’s Firgt
Ministerial Conference, held in Singapore in December 1996 (see O'Brien et al. 2002,
82-92). Largely as a result of developing country pressure, the conference conchided
that “the International Labor Organization is the competent body to set and deal with
[labor] standards . . . We reject the use of labour standards for protectionist purposes,
and agree that the comparative advantage of countries, particularly low-wage developing
countries, must in no way be put into question.” When the Clinton Administration at.
tempted to bring labor into the WTO once more at the Seattle Ministerial Conference in
December 1999 by proposing the creation of a WTO working group on labor, develop-
ing countries governments refused. In fact, at Seattle the developing countries refused
to consent to any agenda for the current round of trade negotiations that included labor
standards. It was this refusal, in conjunction with Clinton’s insistence of the inclusion of
labor standards on the agenda, that caused the Seattle Ministerial Conference to fail to

ternational Labour Organization (ILO) on the social dimension of globalization.” The
relationship between trade and labor, as well as the proper forum within which to exam-
ine this relationship, will remain controversial topics.

13
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ironmental movement and the WTO. Environmental nongovernmental

The o tions or ENGOs, argue that the multilateral trade system hampers govern-
o 3111’2; atfli) rit"; to protect ihe environment. Some ENGOs claim that liberal interna-
me ((jl andp environmental protection are inherently incompatible. Trade
tonal onomic growth, and economic growth generates greater demand for re-
e ore consumption, and higher levels of pollution. For these ENGOs, the op]y
G nfﬁlorearcl the envir(inmerlt is to roll back globalization (see Destler and Balint
T tOEsat 6%394) Most ENGOs are not inherently opposed to trade, howe\./er, but d'o
[1)9?'9; e :tht the multilateral trade system undermines environmental,'regulations. E11)1V1-
e 1 groups argue that regulations are undermined in part by a “race to the ot-
ronIIltha ; titise dynamic. Developing countries typically maintain less stringent
o Comp(zal regulations than the advanced industrialized countries. As a conse-
enmronme?fironm%ntal groups argue, corporations move production out of heavily reg-
qllen((iec’:iilntries and into the less regulated developing countries in order to escape the
ot f regulation. The problem is not simply that corporations shift their operations to
ot 'regwith lax environmental standards—governments in the advanced industrial-
'Coilnt‘nefltries must attract and maintain corporations, and to do so they must r‘elax en-
i Cn(il;rital regulations. As a consequence, environmental regulations’estabhshed in
llllireogdvanced industrialized countries during the last 30 years are being weakened.

While a compelling argument, there is little systematic evidence that corporations have

been shifting production to developing countries in order to escz;pe Sting?nsozlvir9§é
mental regulations in the advanced industrialized countries. T e cos‘h'(f)t dlpc}gon
with environmental regulations is usually too small to induce a firm Lto S 11995;0
to “pollution havens” in the developing world'(see Anoerson 1999;1 oW - .
More problematic is the recognition that mterpahonal trade rules earlil m o i
cult for governments to use national and intematlonal regulation? ‘;o 'ac 1efve e o
mental objectives. To understand why, we need first to look. closely at a evxt/ )spffortS
GATT rules. We can then examine how these rules can complicate governments’ e

" to use environmental regulations. GATT Articles I and III require governments to ac-

.

cord equal treatment to “like products,” regardless.of where they zjllr(e proiucetzdhla{slsgp;;
cally, the main criterion for determining whether two goods are li e p)ro' U(t: Z s been
their commercial substitutability. That is, can the two produets be su stit(p s \doff o
other in the market? Consider, for example, two mexmory chips produce )f/ i e:;e
manufacturers. Suppose that both memory chips contain the same ;mourli)t 0 l,m:ininrt};
that both are produced to the same technical standards, and that bot cgn .tetpbapi e
a memory expansion slot in a personal computer. Under tlle market substitutability ot
therefore, the two memory chips are like products. En.vironrr.lental groups ar(giue bat
market substitutability is an inadequate test for determining like producte, an g}(()) "
like to see the criteria for doing so extended to include process apd prodilcticl)p I}pe ~
Process and production methods, or PPMs, refer to the precise way in which a prrotal
uct'is made. Different production processes can have vastly differerfit en\7.1r01r1111eceSs
consequences. In the semiconductor industry, for example, the' manfu Ectunrli}g]’pz(; cess
has relied heavily upon chemicals that contribute to the depletlon (i] the ei o s orone
layer. While governments in many countries liave forced firips to phase 0181 o use o
such ozone depleting chemicals, governments in some countries have not. tlu{ptp one that
one of the two memory chips in our example is produced through a process that r
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ozone-depleting substances, while the other does not. Is it right to consider these two
chips as like products, even though one production process is more environmentally
friendly than the other? Environmental groups argue that it is not right, and therefore
that PPMs should be taken into account when determining whether two goods are like
products. If the WTO would do so, then governments could discriminate against goods
produced with PPMs that harm the environment.

WTO rules allow governments sometimes to take PPMs into account when deciding
whether or not two goods are like products. Trade law distinguishes between two kinds
of PPMs: product-related PPMs and non-product-related PPMs. A product-related
PPM arises when distinct production methods produce similar goods that are not sub-
stitutes in the market. Consider, for example, two apples, one grown organically with-
out the use of pesticides, and one grown conventionally with the use of pesticides
(United Nations Environment Program 2000, 42). Although both products are apples,
customs agents in an importing country and consumers will probably treat these two
apples differently. Customs agents will try to evaluate how much pesticide remains on
the skin of the conventionally grown apple, and they will try to evaluate whether the or-
ganically grown apple contains insects or other pests that could be brought into the
country. Consumers may peel the skin off the conventionally grown apple, but eat the
skin on the organic apple. Thus, the different PPMs result in very different apples that
will be treated very differently. WTO rules allow governments to discriminate between
these two kinds of apples. The Japanese government, for example, could allow the im-
port of conventionally grown apples from the United States but restrict the import of
organically grown apples from Australia without violating the MFN clause of the
GATT. Alternatively, it could allow Japanese farmers to grow organic apples but pro-
hibit the import of organic apples without violating the national treatment clause of the
GATT. In contrast, a non-product-related PPM arises when different production
methods do not affect the characteristics of the final good. Our earlier example of the
two semiconductor chips is one example of a non-product-related PPM. Or consider as
another example two rolls of newsprint, one produced from 100 percent virgin fiber
and one produced from 50 percent recycled fiber. While these are very different PPMs,
as long as the two rolls of newsprint are essentially the same (perhaps a newspaper
printed on one is indistinguishable from a newspaper printed on the other), then the
two are considered like products (United Nations Environment Program 2000, 42). As
such, a government cannot discriminate against the 100 percent virgin fiber in favor of
the paper with 50 percent recycled content.

These rules can limit the ability of a government to use national regulations in order
to achieve an environmental objective. Two recent trade disputes involving American
environmental regulations help illustrate how they can do so. The first case involved an
American decision to ban imports of tuna from Mexico, Venezuela, and Vanuatu. This
dispute arose because United States regulations required the American tuna fleet to re-
duce the number of dolphins killed during tuna fishing. As a consequence, between
1960 and 1990 the number of dolphins killed by the American tuna fleet fell by 90 per-
cent from a high of about 500,000 per year (Vogel 2000, 353). F ishing fleets based in
Mexico, Venezuela, and Vanuatu continued to kill dolphins at a much higher rate, how-
ever, and much of the tuna caught by these fleets was exported to the American market.
The United States then banned tuna imports from these countries, hoping that the ban
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would encourage these governments to adopt regulations.to protect dolphins.(;l‘he Mejx—
. n povernment filed a complaint with the GATT, arguing that the U.S. trade restric-
s resented a non-product-related PPM. The United States was prohibiting the
. rr?z)f alike product (tuna imported from Mexico was identical to tuna caught by the
lmp:rican ﬂéet) because of the production process used in Mexico. The GATT dispute
A;?lel ruled in favor of Mexico, stating that while a country C(?uld i@pose WhgteYer re%w
Jation it wanted within its own borders (as long as the regulation did not dlilcrlmm(?tet. e-
tween domestic and foreign producers), it could not attempt to regulatg the produc 11011
methods used in other countries. Thus, the United States could not attempt to regu' ate
how the Mexican fleet harvested tuna, and it could .not make ac.cess to the. Amenc?ri
market contingent upon the adoption of dolphin-fnend]y tec}.lmques. Enwronm;zriha

roups claimed that this case reflected an antienvironment bl'as at the cente}zﬂr of the
GATT. As the Sierra Club stated, “Meeting in a closed 1oom in Geneva . . . three un-
elected trade experts . . . conspired to kill flipper” (Vogel 2000, '353).

The second case involved the use of turtle excluding devuzes, known as TEDs, ﬁ)n
shrimp nets. This dispute originated in a law passed by the U.S. Congresg n} 19§9 that
required American shrimpers to use TEDs to prevent sea turFles from ' ech}ng en-
tangled in shrimp nets. The United States then ex'tended tl}ls regulat‘lon to foreign
shrimpers in 1995. As a result, shrimp harvested in countries th.at did ni)lt reqwrg
TEDs could not be sold in the United States. As in the tuna-dolphin case, the Unétge6
States was restricting imports based on a non-product-related PPM. In October 1‘ ,
India, Pakistan, Malaysia, and Thailand, all of which were affected by the };Am(e;l;?rarﬁ
regulation, initiated a dispute within the WTO. These governments argulejd t .at A
rules prohibit the United States from restricting access Fo the U.S . mar et sun}; y be-
cause their fleets used a different method to harvest shrimp. The initial WTO 1sput§
panel ruled against the United States, as did the appellate bod}f Wl.]enhFherUmlt'?
States appealed. Some environmental groups argued that thej decmon int }113 c\j\j%o i Ee
the decision in the previous tuna-dolphin case, reflects a.\mlhngn‘ess by the 1 )0
overturn environmental regulations in order to promote mternatl.ona}l tr.ade. Charles
Clarke of the World Wildlife Fund stated that the decision “denies individual C(()lum
tries the right to restrict trade even when species, in this‘ case sea turtles, are en ani
gered and the complainant countries have signed international environmenta
agreements to protect them” (Zaracostas 1998). o .

While these two decisions seem to indicate that WTO rules are anhenV{ronment., the
GATT does explicitly allow governments to restrict trade in order. to achlev(;l en\élr9n~
mental objectives. GATT Article XX(b) allows governments to restrict t.rade W enaﬂomg
so is “necessary to protect human, animal, or plant life or hea'llth. Article X?((g) OVZE
governments to use trade restrictions “relating to the conservation of exhausul?le natur ‘
resources. . . .” The United States invoked Article XX(g) in the TEDs case, arguing t‘hat its
ban on imported shrimp was legal because it represented an attempt to conserve an ex-
haustible natural resource. Moreover, the WTO Appellate Panel agreed with the Amejn—
can position, arguing that governments could use no.n-product—relz.ited' PPMs as a
justification for restricting trade in order to achieve an environmental (.)b].ectnfe. Howg:ver,
governments cannot restrict trade in any fashion. Instead, trade restrictions imposed un-
der Article XX(b) and (g) must meet the conditions spelled out in the article’s lntl.‘O(.iuC-‘
tory paragraph (known as the chapeau). This paragraph states that trade restrictions
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adopted i ¢ - i
pted under Article XX cannot he applied in a manner which would constitute 4

Coiil?; O(;fsa;zt]rzﬁy :;1;1 3pjus.t}ﬁ§ble d}sc'n'mination between countries where the same
conditions resmcgm . (isgulse restriction Qn international trade .. » In other wordg
prineiede of p g. c‘l e .to protect the environment governments must adhere to th ’

ple ot nondiscrimination, The chapeau was the critical factor in the Appeﬂat:g3

U.S. ban discriminated b
. s 4 cetween WTO members. For this re:
tion was found to be inconsistent witl, WTO rules i o, the Ut e
While it is h terize WTO rules 4
web ;n eeit is hard t.o. charactenze O rules as strongly pro-environment, one doe
; §ing sensitivity by the WTO to the need to accommodate govem;nents’ enS

uired, co i i i
tqe i Smcrg;;?:ﬂ;le (Vtv.lth the opf:n, equitable and nondiscriminatory nature of the sys-
o Sin betwrea 1;;111, the CTE ‘has examined a number of issues, including t>}/1e
: ship een the WTO and International environmental agreements, the feasj

United Nati
Unied | ?etzcigs lt)evelopment Prf)gram, and the secretariats of multilateral environ-
. g ents (see e, g., Coalition Report to the World Trade Organization 1999)

EIJG()S V‘/()ul(l aiso lke t() [)artl(,l[)dte m “le VV l() (le 18101 - lakl“ [)l() €SS ](1]]]
C 1) g C Clu g
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Table 2.10
Multilateral Environmental Agreements

More than 200 MEAs have been signed to date. Only 20 MEAs regulate trade or contain trade
rovisions. Here are three of these agreements, the trade provisions contained in each, and the

otential conflict with GATT rules.
Agreement

p

Trade Provisions

e Reé{uires governments to apply stricter
trade provisions to non-parties than to
parties in potential conflict with Article I.

» Regulates PPMs in potential conflict with
Article I11.

s Allows trade sanctions to enforce the
agreement, in potential violation of GATT

Article T,

CONVENTION FOR THE PROTECTION OF THE
0z0oNE LAYER (MONTREAL PROTOCOL)

CONVENTION ON INTERNATIONAL TRADE IN ® Reguires governments to apply stricter

ENDANGERED SPECIES OF WILD FAUNA AND trade provisions to non-parties than to
parties in potential conflict with Article I.

FLORA . . ; .
® Requires licensing arrangements in po-
tential conflict with GATT Article XJ.
e Allows trade sanctions to enforce the
agreement in potential violation of GATT
Article I.

@ Reguires governments to apply stricter
trade provisions to non-parties than to
parties in potential conflict with Article 1.

e Requires icensing arrangements in po-
tential conflict with GATT Article XJ.

o Allows trade sanctions to enforce the
agreement in potential violation of GATT

Article 1.

CONVENTION ON THE CONTROL OF
TRANSBOUNDARY MOVEMENTS OF
HAZARDOUS WASTES AND THEIR IDISPOSAL
(BASEL CONVENTION)

WTO but has not signed the CITES. Suppose further that producers in this country
export products made in part from an endangered species or made through a process
that kills the endangered species. Unable to export these goods to a WTO ‘member
country that has signed the CITES, the government in the exporting country might
then initiate a dispute in the WTO. WTO rules might then require a lifting of the im-
port ban enacted under CITES. Many ENGOs argue that to prevent such outcomes,
any trade restriction applied in connection with an MEA should be fully consistent
with WTO rules and beyond review by WTO dispute panels (see e.g. World Wildlife
Fund 1999). It should be stressed, however, that to date not a single WTO dispute has
been based on trade provisions.contained in an MEA.

In short, the relationship between trade, trade rules, and the environment raises a
complex set of issues that have moved towards the center of the discussion about the in-
ternational trade system during the last 15 years. These issues will be the subject of con-
tinued controversy and ongoing negotiations within the international trade system.

More broadly, the antiglobalization movement appears to be tapping into wider
public concern about the consequences of globalization. The American public is uneasy
about American participation in the global economy. Public opinion polls tracking the
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attitudes of American citizens toward international trade regularly indicate that 4 ma-
Jority of Americans worry that international trade is eliminating jobs and ]owen'ng

wages in the United States. For example, a May 1999 poll found that 59 percent of

those interviewed believed that trade would “huyt the average American because byg;.
nesses will rely more on cheap labor from other countries and U.S. jobs will be Jogt>
(Scheve and Slaughter 2001, 99), Moreover, in one poll conducted eévery year since
1982, two-thirds of the respondents regularly prefer a protectionist trade policy thyt
protects jobs to a liberal trade policy that allows for greater consumer benefits (Scheye
and Slaughter 2001, 23), Eroding public support for the multilateral trade system
among the voting public must eventually translate into diminished support for the sys-
tem by democratically elected governments in the United States, Europe, and Japan.

This apparent erosion of public support represents the largest challenge to the conter.
porary system,

ConcrLusion

The historically unprecedented growth of international trade since Woglq War IT has
occurred as a result of the interaction between power, interests, and international in-
stitutions. Hegemonic power played a critical role in the creation of the postwar trade
system. The dominant position of the United States following the Second World War
created a strong American interest in an open and nondiscriminatory international
trade system. Under U.S. Ieadership, the advanced industrialized countries created g
multilateral trade System centered upon the GATT to promote trade liberalization,
This institutional framework helped governments solve the enforcement problem at
the center of internationa] politics and by doing so enabled governments to engage in
repeated rounds of trade negotiations. Governments have used these negotiations to

trade promoted the progressive development of 5 global division of labor and 4 tightly in-
tegrated network of economic relationships among the United States, the EU, Japan, and
the Asian and Latin American NICs. Economic production is increasingly being broken
down into its distinct components and distributed across the world according to the logic
of comparative advantage. The emergence of a global division of laboy is necessarily dis-
ruptive to the societies experiencing these changes, particularly in the advanced industri-
alized countries where high-paying, low-, and semi-skilled manufacturing jobs are shifting
to Asia and Latin America. This economic disraption has in tum generated a backlash

H
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h i i . Only time will tell whether
i tens established social arrangements : v
iEhe(lit }fonti}ri:igﬁltﬂ;f:r:lntrade system will be transformed by this opposition.
and how

Key TERMS
Market-Based Liberalism

Absohte Advantage Multilateral Environmental,y Agreement (MEA)

Antidumping !

Nash Equilibrium

New Protectionism
Nondiscrimination/Most Favored Nation
Non-produgt-related PPM

Nontariff Barriers

Pareto Sub-Optimal

Prisoners’ Dilemma

Process and Production Methods (PPMs)
Product-Related PPM

Reciprocal Trade Agreements Act

Committee on Trade and the Environment
Common Agricultural Policy (CAP)
Comparative Advantage

Countervailing Duty

Customs Union

Dispute Settlement Mechanism

Domestic Safeguards

Enforcement Problem

Factor Endowments

Free Trade Area ' .
i d Trade Reciprocity
ey Seementon Terfs and Tre Regional Trading Arrangements (RTAs)

(GATT) A
Global Division of Labor Service
Globalization T.anffs
Hecksher-Ohlin Model Tit-for-Tat
Hegemony Trade Openness

Justr i Transparency

dustrial Policy .
;ztelilectual Property Voluntary Export Restraints

International Trade Organization (ITO) World Trade Organization (WTO)

Iterated Prisoners’ Dilemma

WEB LINKS

You can visit the World Trade Organization at http./fuww. WTO.org. I
The EU maintains a website dedicated to its trade policy at hitp:/leuropa.ew.in o
’ . . . a ‘:
] . maintains websites dedicated to international trade at The Ministry of Foreign
F j 1 hwtolindex. himl.
: -mafa.go jp/policyleconomy/wtc : o o ,
M'h'tttp //wfw Igl;on({mi {I‘iiade and Industry (METT): http://www.mett.gwp/englzsh/mdedx.htt}?ln
Ol E B > . . r .
ThlmiJ:;ted States Trade Representative maintains websites dedicated to the WTO and o
e Ur ‘
multilateral trade at http://www.ustr.gov/wtolindex.shtml. o
Government information on NAFTA can be found at the following sites:
s http:/fwoww.d, ait-maeci.gc.ca/naﬁa-alena/mny-e.‘asp. N -
S/Ian?d(z)1 . };LZZ////TUL:U)L; r{;ﬁaworks.org/. This site is maintained by the Mexican embassy in
exico: ; ) ”

ington, D.C. o
\TAilaes}{lfi%tgg States: hitp:/hwww.ustr.gov/regionshwhemisphere/mafta.shtmi.
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Global Exchange Criticisms:

hitp:/woww.globalexchan,
ge-orgleconomy/rulemakers/s
The World Trade Organization’s Respoise: riopTenticasons .

hitp:/hwww. wto.org/english/thewto_e/mmz’st__e/ minQQ_e/engh’sh/mz’sinf e/Olmulti_e.him
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or a readable historical account of the development of the theory of comparative ady.
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( i overnments in the advanced industrialized countries have progressively opened
their markets to imports through the multilateral trade system. Yet, even as tariffs
have fallen these same governments have continued to protect specific domestic pro-

For a detail
tional trade see John H. Jackson, The World Trading 8

Economic Relations (Cambridge: MIT Press, 1997)
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lngs [] lStltu“O]l 1995) “(;l]belt IL &Llnham, 11”37 natio lll ]7(1(1@ ll”CZ the jlf)ky() llounlj ZVegOtla-
5 5 1 h
tion (Pnnc ton: 11 11 nr erSIty Pr SS, 1986), and Ernest H Pre g ade S ina B
O eto ] ¥ eto IJ \% &2 . e, ]7 7 rave

N O 'C[ 1 h gu y B (Zi the Uture of the 1 Tna T
ew iL 7l e lﬂ’u a OUN Clnd h F g i i
II . . OF :] . o ’ >‘ f h ntern, tlonal T [ldlng SyStem (Chicago:

The . "
by Lo Wn;ﬁ):i El:i)gr;}e ;nﬁ detailed critique of the World Trade Organization has been written
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ergence of the antiglobalization movement can be found in Susan A Aaronson a;‘le(z;‘mt
. , ng

Trad : ;
rade to the Streets: The Lost History of Public Efforts to Shape Globalization (Ann Arbor: Uni-

ducers from foreign competition. While the United States, the European Union, and
Japan were negotiating tariff reductions through the Uruguay Round, for example, the
United States and the European Union were also negotiating bilateral agreements
with Japan to limit the number of automobiles Japanese producers could export to the
American and European markets. The contrast between multilateral trade liberaliza-
tion on the one hand and unilateral or negotiated protection on the other is not unique
to the auto sector. Indeed, throughout the past 30 years industrialized governments

* have simultaneously pushed for multilateral tariff reductions that open domestic mar-

kets to imports and for unilateral, bilateral, and multilateral measures that protect spe-
cific domestic producers from foreign competition. This chapter explores the domestic
politics of trade policy to understand why governments have combined liberalization
with protection. . ‘

Our exploration of domestic trade politics is organized around three central ques-
tions. First, to what extent and in what industries do governments in the advanced indus-
trialized countries continue to rely on protection? As we will see, the pattern of
liberalization and protection is not random. Advanced industrialized countries have been
most willing to liberalize trade in capital-intensive manufacturing, and least willing to lib-
eralize trade in labor-intensive manufacturing, in agriculture, and in high-technology in-
dustries. Second, what are the economic consequences of this protection? Standard
‘economic theory suggests that in most instances protection reduces national welfare.
More recent studies suggest that protection under certain circumstances can raise na-
tional welfare in high technology industries. F inally, how do we explain the pattern of
protection and liberalization that we observe? Why have governments in the advanced
industrialized countries been willing to liberalize trade in capital intensive manufactur-
ing, but unwilling to do so in the other sectors? Answering this question requires us to
focus on how interests and institutions shape the domestic politics of trade policy.

75
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. Th/lf chgpter presents two different approaches to the domesﬁ
feﬂ ecz/t Poﬁlc;c;z;ci:ered \approach asserts that patterns of protection and liberalizatioy,
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but hs ¢ illing to li i i
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- ! ! : ened in th
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pproaches highlight how interests and instititions interact to shape trade policy . l

¢ politics of trade

ProtECTION AND ITS CONSEQUENCES

We begin this chapt aki i ‘
1 % apter by taking a closer look at protectionism in the advanced indus.

trialize i ‘ i i
countries. Two central questions guide us. First, we want to know whether it

is possible to identify a common u i

nderlyin g pattern of liberalizatior

! : . i ] ization ioni

in the United States, in the EU, and in Japan. That is, even tho g Drotectionism
actors are different in mx & iy

ports. How much protection remains? Table 3.1 provides
countries” tariff rates, calculated ‘
ohf good imported. About one-third of all imports by valu
t 1an 90 percent of all imports by value enter with tariff ra
picture changes somewhat when we shift from import val

a summary of industrialized
both by the currency value of imports and by the ty;e

e enter duty free, and more
tes less than 10 percent. The
ue to import category, which

Table 3.1
MFN Tariff Rates in Advanced Industrialized Countries

Duty Free B{ 3;7;01“‘} By Product Category
Low Tariffs (below 10%) 61% 14%
High Tariffs (above 10%) 6% 68%

18%

Source: Finger and Olechowski 1987, 40,

| Trade Policy Instruments
- from abroad. This tax raises the price of the foreign good in the domestic market of the

' lieve that tariffs are the least distortionary of all rade barriers.

| ported. Because quotas restrict the number of foreign goods available for purchase in

@
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A CrLoser Look

Tariffs: A tariff is a tax imposed by the government on goods entering the country
country imposing the tariff. While tariffs distort international frade, most economisis be-
Guotas: A quota is a numerical cap that limits the number of gooés that are im-

the domestic market below the amount demanded by domestic residents, they allow for-
gign producers to charge a higher price for each unit sold. This price difference is often
called a quota rent. The GATT (Article XI) prohibits quotas,

Voluntary Export Restraints (VERs): VERs are quota-based forms of protection.
They differ from guotas in two ways. First, they are created and administered by at least
two countries—the importer and the exporier. Second, rather than the imporiing country
imposing a quota on the number of foreign goods it will allow into the market (a practice
that is illegal under the WTO), the exporting country limits the number of goods it exporis
to the importing country. Under an agreement reached during the Urliguay Round, all
existing VERSs were 1o be phased out, and new ones are prohibited.

Administered Protection: Administered protection refers most often 1o tariffs that
are raised as a result of an administrative process initiated by a national government in
response to two specific practices that are prohibited under the rules of the WTO.

Anti-Dumping: a government can raise tariffs to protect a domestic industry if it can
prove that a foreign firm in the same industry is selling its goods at a price that is below
“normal value.” Normal value has traditionally been defined as the price the good sells
for in the market of the exporting country. In such cases, the govemnment can raise the
tariff to offset the dumping margin.

Countervailing Duty: a government can raise the tariff o protect a domestic industry
if it can prove that a foreign government has provided an export subsidy to one of its
firms. What precisely constitutes an export subsidy rernains a source of controversy in
the multilateral trade system, with some governments arguing for a broad definition that
includes production subsidies and others calling for a narrower definition that excludes
such support. When an export subsidy is being used, the government in the importing
courtry can raise tariffs to offset the subsidy.

in both cases, a higher tariff offsets the advantage gained through what have been
generally recognized to be “unfair” trade practices. Before raising tariffs in response 1o
dumping or_subsidies, however, the national government must investigate whether
dumping has occurred or an export subsidy has been provided. In addition, the govern-
ment must determine that dumping or the subsidy has in fact injured domestic produc-
ers. Only then are they allowed to raise tariffs to counter the effects of these policies.

Nontariff Barriers (NTBs): Nontariff barriers cover a broad array of government
policies and practices. Essentially, any barrier to trade that is not a tariff, such as a quota
or a VER, fits into this category. Yet the term NTB is often used to describe government
regulations and practices that create barriers to trade, either intentionally or accidentally,
Health and safety regulations, environmental regulations, product standards, and gov-
ernment procurement practices, all of which can be enacted for public policy reasons

can also restrict infernational trade. An EU policy banning imports of hormone-treated
Continvied
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beef, for example, while perhaps justifiable on the basis of public health concerns, als
restricts the ability of American cattle ranchers that use such hormones to export to th
EU market. NTBs also include practices that have obvious protectionist intention,
French policy once required that all factories producing pharmaceuticals for sal
France be inspected by French officials, yet the relevant French i ;
lowed to travel abroad {Jackson 1998, 383). This practice obviously restricted the abiii
of foreign pharmaceutical firms to self their products in France. As quotas have been
eliminated and tariffs reduced, these nontariff barriers have emerged as one of the most

important remaining obstacles to international trade and have thus become an increas.
ingly important issue in the WTQ, ‘

measures the type of good being imported. This alternative measure reveals that al.
most 20 percent of industries are protected by tariff rates above

dustrialized country trade by category is protected by tariff rates greater than 10 percen.
In general, therefore, while the tariffs that industrialized countries i e
from other WTO members are quite low
What industries continue to receive tariff protection an
fully Tiberalized? Protection in the United States, the Fup
Japan tends to be concentrated in labor-intensive manufact
culture, and in hig ~technology industries. Table 3.2 lists 11
tected American industries, With three exceptions, (
juice concentrate, and polyethylene resins), the produ
relies heavily on low-skil] labor, a result that will take o
we discuss the politics of trade policy in the next sect
protection is evident in the EU (Table 3.3). EU indust
than 10 percent include textiles and apparel, footwear, paper products, glassware,
radio and television sets, motor vehicles, and microprocessors. EU hi
thus share some of the characteristics of American high-tari

opean Union (EU), and
uring industries, in agri-
of the most heavily pro-
ball bearings, frozen orange
ction of each of thege goods
1 particular significance when,
ion. A similar pattern of tariff
ries protected by tariffs higher

Table 3.2
High Tariff Sectors in the United States
Product Category Tariff Rate
Ball Bearings 11.0%
Canned Tuna 12.5%
Ceramic Articles 11.0%
Ceramic Tiles 19.0%
Frozen Concentrated Orange Juice 30.0%
Glassware 11.0%
Luggage 16.5%
Polyethylene Resins 12.0%
Rubber Footwear 20.0%
Womens™ I ootwear, except athletic 10.0%
Womens’ Handbags 13.5%

Source: Hufbaner and Elliot 1994, 5,

@
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Table 3.3
High

Tariff Sectors in the European Union

Product Category Tariff Rate
Apparel ;é;«z
Footwear o
Textiles
Paper Products ].;5%
Radio and Television Sets 15 (;
Electrical Machinery ;2 (;
Motor Vehicles " gq
Glassware 5%
Source: WTO 1995. .

f these items are produced with low-skill laber. EU tariﬂs alsetiroteg:ﬁ(zr:]e
e esed ot see in the American case, electrical machinery, with a p i
sector hat i ‘O nrocessors. The United States and the EU have elso pretecter Lo
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%‘inally, EU governments and ']apan 1.1ewef'p'r?telflte(3/i llngl;‘ (ti\e/;}llgeod 1%1}21 e T
larly information technology mdustnes,. airly hea dy.. P Ti— )
ts have been most willing to liberalize trade in cap alintensive manufacturing
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ries are l:



80  Chapter 3 The Domestic Politics of Trade Policy

Protection and its Consequences 81

the E :
¢ EU, and Japan. In general, therefore, governments in advanced industrialized couy

ries have liberalized trade mogt in industries in which their producers hold a comparative
e

ad eyl . .
x :fﬁigfl;ﬁaﬁ:ﬁ intensive manufacmnng-—and have liberalized trade least in industrieg
i ucers are at a comparative disadvantage: labor-i i
. : : -Intensive manufactyri
for all, and agriculture and some high-technology industries for the EU and ]apl;fcmnng

The Economic Consequences of Protection

Egrithe inlark?t .for Polo shirts, the kind sold by major retailers like The Ga Th

demza(l);:i ad a};as dm Flgl‘lre 3.1 represents quantity, that is, the number of polopéhirti

de Thee;/ erti}; alo;:i(zsrt:; r(,;(})nsutmtehrs and suf)plied by domestic apparel manufactur-
: Sents the price of polo shirts. The figure als i

mand and supply curves. The demand curve, the downward s%oping l?nlzzr(l);/lﬁ?;ddg

. iz;golldmug?rzse‘?;?{)zlii ;e}l)ls. us tfhat d}lle‘l}llutrll;ber of polo shirts that will be produced
: ons , rice for which they will sell, will be determined by th
Intersection of the supply and demand curves. Therefore, the quanti poloshirte pre
ili;icz 01;1 IQ 1‘n F1g‘urc.e 3.1, an_d these shirts should sell at price g Whﬂt}é(i}f]ioizriglisig ?s-
sochni tr?/dc(érrectallr}tematlona'l trade changes how the domestic price for an interna-
b int};mat.e 'gﬁ)o ike polo shirts is determined, In an open economy, domestic rices
o in da tonally traded goods are determined by the interaction between worllzl d
and and world supply rather than by the interaction between national supply and n:—
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Figure 3.1 The Economic Effects of Tariffs.

tional demand. Moreover, because most national economies are small in relation to the

world economy, each national economy’s individual demand for and supply of goods will

not affect total world demand or total world supply. Therefore, domestic producers and
domestic consumers of polo shirts (and all other internationally traded goods) have no
influence on the price of the goods sold in the domestic market. This logic is identical to
that of individual producers and consumers operating in a perfectly competitive market,
where each individual is a “price taker.” Rather than focus on an individual in the do-
mestic market, here we focus on a national economy in the global economy. And, just as
no individual in a perfectly competitive market is a large enough producer or consumer
to alter prices in that market, no single country is a large enough producer or consumer
of polo shirts to affect the world price of polo shirts. Thus, domestic producers and con-
sumers of polo shirts are “world price takers.” The world price, which is depicted in
Figure 3.1 as p¥, is taken as a given by domestic producers and consumers.

Given the world price, how many polo shirts will domestic producers want to sell and
how many shirts will domestic consumers want to buy? Domestic producers are willing to
supply polo shirts up to the amount Qy, the point at which the world price line intersects
the domestic supply curve. Domestic consumers are willing to buy polo shirts up to the
amount Q, the point at which the world price intersects the domestic demand curve. At
the world price, therefore, domestic consumers want to buy more polo shirts than domes-
tic producers are willing to supply. In the absence of international trade, this demand for
polo shirts in excess of domestic supply would cause the price of polo shirts to rise. As
prices rose, ddmestic production would increase, and the interaction between price in-
creases and expanding domestic production would lead to equilibrium price and quantity
levels where the domestic demand and supply curves intersect. Because the economy
does engage in international trade, however, we know that the domestic price cannot rise
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as a result of the excess demand for polo shirts. Instead, the domestic price remains at pw
and domestic producers continue to produce at Q¥ Domestic demand for polo shirts in

excess of domestic production, an amount equal to (Q% — Q¥), is satisfied by imports.
Suppose now that the government imposes a tariff, This tariffis a tax that the govern-
ment adds to the world price, thereby raising the domestic price of polo shirts. In Fig-
ure 3.1 this effect is illustrated by the shift from the world price p* to the higher price pt.
Now notice what has happened to domestic supply, domestic demand, and imports as a
result of the increase in the domestic price for polo shirts caused by the tariff. Domestic
producers are now willing to supply more polo shirts, and domestic production therefore
expands from Q¥'to Qf (the point where the new domestic price (pt) intersects the supply

curve). Because the price for shirts has risen, consumers want to buy fewer of them, so -

the demand for polo shirts falls from Q% to QO (the point where the new domestic price
(pt) intersects the demand curve). Finally, because domestic supply increases while do-
mestic demand falls, imports of polo shirts fall from the amount equal to (Q% ~ Q) to the
amount equal to (Qf — QY. Thus, relative to the free trade world, the imposition of a tar-
iff has increased domestic supply while reducing both domestic demand and imports.

To evaluate how tariffs affect social welfare we need to introduce two concepts: con-
sumer surplus and producer surplus.. Producer and consumer surplus are aggregate
measures of utility for society’s producers and consumers. Consider consumer surplus

first. If you look at the demand curve in Figure 3.2 it should be clear that a few people

(those represented by the top left portion of the demand curve) would be willing to pay a

high price to buy polo shirts. Yet, these people are actually able to purchase polo shirts at *

the much lower market price. The difference between what these people would have
been willing to pay and the market price that they actually did pay provides them a sur-
plus. Consumer surplus aggregates all of these individual consumer gains, and total con-
sumer surplus is equal to the area below the demand curve and above the price line.
Producer surplus is the analogous concept on the supply side. It is clear that some pro-
ducers would be willing to supply a limited number of polo shirts for a relatively low
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. : Quantity
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Figure 3.2 Consumer and Producer Surplus.
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those represented by the lower left portion of the suppl?/ curve). Yet, Whgn the?se
roducers do sell the polo shirts they produce, they receive the much hig er mar-
. The difference between how much each producer would have been willing to
et Prlcf(.) roduce polo shirts and what they actually do receive in the market represents
recewiodfcer’s surplus. Producer surplus aggregates all of these individual producer
e spand is equal to the area above the supply curve and below the price line.
Producer and consumer surplus allow us to evaluate the welfare consequences of
iff-based protection with greater precision. Look first at how.the tariff affects con-
o surplus (Figure 3.3). When the government imposes a tariff, the area under the
Sumel;]d gﬁrve and above the price level is reduced by the amount labeled A, B, C, and

priCe <

gain

dema

. D. The tariff reduces consumer surplus. Since we know that consumer surplus mea-

sures consumer welfare in the economy, we know that consumers have been miie
worse off by the tariff. Conversely, the tariff increases prqducer surpl.u;.. Because tht-e
tariff raises the price producers get from selling .the1r shirts, the tarifl nllcrealses e
area above the supply curve and below the price line by the amount equa tol; he arezi
labeled A. Since we know that producer surplus is a measure ‘of producer \E-]e are, we
know that producers have been made b?tter off by the tariff. Thus, the first conse-
quence of a tariff is a transfer of welfare from consumers to.producers.. -
What happens to the rest of the consumer surplus' lost from the tariff? We have ac;
counted for A, the transfer from consumers to domestic produc.ers, but we have not ye
examined what happens to the areas labeled B, C, and D. A portion of this lost cTogsumfli
surplus, the area labeled C, is transferred to the government as tariff revenue. ! e Lo a
amount of this transfer is equal to the size of the tariff times the numbef of polo s 1rti
being imported. This leaves the regions labeled B and D. These regions represen
efficiency losses: the losses of consumer surplus that are not offset by an increase in
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Figure 3.3 The Welfare Consequences of Tariffs.
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Table 3.4
The Costs of Protection in the United States (Millions of Doliars)

Tariff
CLoss of Gain in Revenue
Product ;)nsumer Producer or Quota Deadweight
Categoey " ?}rplus Sarplus Rents Loss &
ol +B+C+D) (A) (C) (B+D)
Ball Bearings
; 64
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Ceramic Articles 102 18 s E
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Frozen Concentrated 281 101 - :
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266 162
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except athletic e "
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ota 0
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ntary Export Restraints , “
Apparel 21,15
' ,158 9,901 8
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Source: Hufbauer and Elliot 1994,
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Producers capture about one-third of these consumer losses ($718 million).
ry in magnitude, from $162 million for glassware
llion for ball bearing producers, producers always realize some in-
rease in income as a result of protection. Identical consequences are evident in the
soctors protected by voluntary export restraints. VERs governing trade in apparels re-
duce consumer surplus by more than $21 billion and increase producer surplus by al-
most $10 billion. The three most important VERs reduce consumer surplus.by almost
$25 billion and raise producer surplus by almost $12 billion.
As we expect, American producers gain by less than the full amount logt by American
consumers. Part of this difference is transferred from consumers to other agents. For all
of the industries protected by tariffs, about $1.4 billion of the consumer loss is transferred
to the government in the form of tariff revenue. In sectors protected by VERSs, a portion
of consumer losses is transferred to foreign producers as a quota rent. A quota rent is an
Jbove market return created by the imposition of a quota on imports. A quota rent arises
because a VER, or any other import quota, restricts the number of foreign goods that can
be sold in the domestic market below the level that domestic consumers want to buy.
with supply held below demand, foreign producers can charge a higher price for each
good they sell in the domestic market. Suppose, for example, that during the 1980s Amer-
ivan consumers wanted to buy 4 million Japanese cars at the market price. The VER that
the United States negotiated with Japan, however, allowed Japanese auto producers to ex-
port only 2.3 million cars to the American market. Because the VER kept the number of
Japanese cars supplied to the American market substantially below the number Ameri-
cans wanted to buy, the price for each Japanese car sold in the U.S. market was higher
than it would have been in the absence of the VER. The quota rent is the difference be-
tween the high price Japanese auto producers received for each car with the VER and the
lower price they would have received in the absence of the VER. Such quota rents can be
quite large. In the apparel industry, which has been heavily protected with a quota-based
international agreement, quota rents total almost $9 billion per year. Here, total transfers
from American consumers to the U.S. government as tariff revenue and to foreign pro-
ducers as quota rents amount to about $12 billion.

Finally, the U.S. economy suffers efficiency losses from protection. Table 3.4
suggests that the magnitude of these efficiency losses is moderate but still significant.
Efficiency losses are largest in frozen orange juice concentrate industry and smallest in
ball bearings, but in each sector they are positive. In total, American society is de-
prived of more than $2.5 billion as a direct result of protection in these 14 sectors of
the American economy. Are these efficiency losses substantial? The answer to this
question depends upon the context we use to evaluate them. Efficiency losses that
result from protection are small as a percentage of total American income, amounting
to much less than one percent of American GNP per year. This amount may seem
even smaller if we apportion it equally across all the people that participate in the
American economy—only about $13 per person, per year. Paying such a low price to
protect American workers’ jobs in these industries may seem quite reasonable. Yet, we
get a different picture if we consider how much it costs American consumers and
American society as a whole to save a single job. Every job that protection saves costs
American consumers $170,000 per year, an amount that is about six times the average
annual income for the typical manufacturing worker. This cost does fall substantially to
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A society-centered approach suggests that there are two important and interesting
Lestions to ask about fast track legislation. First, what factors determine the votes by in-
ators on fast track authority, or on any other trade legislation for that mat-
tor? To answer this question we could start with a simple party politics hypothesis. We
might expect Democrats to vote one way on tl."ad.e legislation an(.l the Repubhcans ‘Fo vgte
the other way. Whichever party holds a majority in the House will then win the legislative
battle over trade policy. In the 1998 fast track vote, for example, 151 Republicans voted
for fast track while 171 Democrats voted against. In 2001, 194 Republicgns voted for fast
track while 189 Democrats voted against. There does seem to be considerable evidence,
therefore, that the Republicans support trade liberalization while the Democrats oppose
it. Yet, the power of an explanation based solely on political parties fades once we look
more deeply. On the one hand, a large number of legislators voted across party lines.
Twenty-nine Democrats voted in favor of, while 70 Repulﬂicans voted against fast track in
1997. A narrow focus on parties doesn’t help us account for these votes. On the other
hand, and more importantly, a focus on parties doesn’t really help us explain trade votes.
True, we observe that Democrats often vote against trade liberalization while Republi-
cans often vote in favor, but what we really want to know is why these voting patterns ex-
ist. That is, why did so many Republicans vote for fast track while so many Democrats
voted against? To answer this question we need to look beyond legislators™ party affilia-
tions and examine the societal interests that they represent. As we will see, the Democrats
who voted against fast track typically represented societal groups that are harmed by in-
ternational trade, while the Republicans that voted for fast track typically represented
groups that gain from international trade. As a first step toward understanding how do-
mestic politics shape trade policy, therefore, we must understand which societal groups
win and which lose from trade liberalization, and then use this knowledge to illustrate
how the economic characteristics of the constituents that legistators represent shape their
votes on trade legislation.

The second question a society-centered approach asks is how do political institu-
tions transform these societal interests into trade policy? Political institutions set the
rules governing who has access to the political system and they determine how and
where government decisions on trade policy are made. By doing so they exert a power-
ful influence on trade policy outcomes. Consider, for example, the impact of fast track
legislation on American trade policy. To appreciate the impact we must know three
things about the American political system. First, the U.S. Constitution assigns to
Congress the authority to make trade policy. Second, for reasons we examine in detail
below, the nature of legislative politics is such that when Congress determines tariff
rates the result is often a higher level of protectionism than any individual legislator
desires. Finally, and again for reasons we explore below, the president has incentives
to adopt a relatively liberal trade policy. Thus, congressional control will produce a rel-
atively protectionist trade policy, while executive control will produce a relatively lib-
eral trade policy. Given these few details it is not hard to see that fast track has a
profound impact on American trade policy. Fast track transfers the authority to make
trade policy from a protectionist Congress to a trade-liberalizing executive. The
United States therefore pursues a more liberal trade policy with fast track authority
than it would without fast track. Thus, different political institutions, in this in-
stance different rules about whether Congress or the president makes trade policy,
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s caused by international trade. The factor model assumes a high degree of
that is, it assumes that labor and capital can move easily out of one industry
and into another. Suppose for example that some capital is currently being used to pro-
Juce apparel in North Carolina and that the return to capital in the American apparel in-
dustry begins to fall as a result of increased imports from developing countries. The factor
model assumes that this capital can quickly be shifted from apparel production to another
industry. such as semiconductors, where the return on capital is high and rising.

In contrast, the specific factors model assumes that factors cannot be easily reallo-
cated from one industry to another in response to changes in relative prices. Instead,
to, or specific to, the sector in which it is currently employed and cannot be
casily or quickly moved to another use. Capital employed in apparel production is essen-
tially stuck in this industry, at least in the short run. Nor can labor move easily from one
industry to another. Workers often have industry-specific skills that do not always trans-
fer easily from one sector to another. A worker who has spent 15 years as a welder in an
quto plant cannot easily transfer these skills to the production of pharmaceuticals or
semiconductors. In addition, the geography of industry location often means that quit-
ting a job in one industry and taking a job in another requires workers to physically relo-
cate. Shifting from apparel production to automobile production might require a worker
to move from the south, where much of the apparel production takes place, to the mid-
west where the bulk of car manufacturing takes place. Logistical obstacles to physical re-
location can be insurmountable. What if a worker cannot sell his house because the
decline of the local industry has contributed to a more general economic decline in his
community? Complex social and psychological factors also intervene. How easy is it for
people to abandon the network of social relations that they have developed over the
course of many years? The combination of specific skills, logistical problems, and attach-
ments to an established community mean that labor cannot always move from one in-
dustry to another in response to economic changes caused by international trade.

When factors are specific to a particular industry, international trade will affect the
incomes of all factors employed in a given industry in the same way. Consider the
American apparel industry. As producers in developing countries begin to export their
products to the American market, the price of clothing begins to fall in the United
States. We know already, based on the factor model, that rising imports from develop-
ing country producers will place downward pressure on wages paid to American
workers in this labor-intensive industry. The specific factors model tells us that these
imports will also place downward pressure on the returns to capital émployed in Amer-
ican apparel production. As long as the capital employed in apparel production cannot
easily be shifted to the production of some other good, then the owners of this capital
will see their incomes fall as a result of international trade. Thus, in addition to the
falling wages for apparel workers that we saw in our discussion of the factor model, in-
ternational trade in the apparel industry will reduce the profit earned by the owner of
the apparel plant, that is, trade will reduce the return to capital employed in apparel
production. Labor and capital employed in the apparel industry both lose from interna-
tional trade. Conversely, consider the American pharmaceutical industry, which is
highly competitive in the global pharmaceutical market. The return to capital invested

in U.S. pharmaceutical production will rise as foreign markets open to U.S. exports.
Moreover, because pharmaceutical companies are exporting, there is upward rather
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track authority. For its part, the American Textile Manufacturers Institute has not been
critical of all trade agreements, but it has opposed free trade agreements with South
Korea and Singapore, has been very critical of the American decision to grant China
permanent normal trade status, and does not support further opening of the U.S. mar-
ket to foreign textiles through multilateral trade negotiations (AMTI 2001). In general,
labor and capital employed in textile and apparel are both skeptical of globalization.
Conversely, the specific factors model predicts that capital and labor employed in
export-oriented industries will both support globalization. Among firms based in
export-oriented sectors of the American economy, such support is relatively easy to
document. A coalition of business associations representing American high-tech
firms—including the Consumer Electronics Association, Electronic Industries Al-
liance, Information Technology Industry Council, MultiMedia Telecommunications
Association, and The Semiconductor Industry Association—has supported fast track
authority, the approval of normal trade relations with China, NAFTA, and the FTAA.
It is more difficult to document the attitudes toward globalization held by workers em-
ployed in these industries, in large part because these workers are not organized to the
same extent as low and medium skill workers in manufacturing industries. However,
workers in high-tech industries are predominantly high skilled, and on average, high-
skilled workers are more supportive of trade liberalization than low-skill workers
(Scheve and Slaughter 2001). While this is indirect evidence, it is consistent with the
prediction of the specific factors model that both labor and capital employed in
American high technology industries will support globalization.
Overall, both of the society-centered models we have explored here argue that the
trade policy preferences held by domestic interest groups are determined by the distribu-
tional consequences of international trade. Trade raises the incomes of some groups and
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free trade. These 200 million people thus have a common interest in seeing the
overnment implement a trade policy based on the principle of unilateral trade
on. The problem, however, is that consumers will have to lobby the govern-
der to achieve this goal. Such lobbying is costly—money is required to cre-
organization, to pay for a lobbyist, and to contribute to politicians’ campaigns,
o must be dedicated to fundraising and organization. No individual consumer
these costs. Instead, most consumers will perform the follow-
imple caleulation: my contribution to this campaign will make no perceptible
the group’s ability to achieve the final outcome. Moreoyer, I will realize
free trade if the group is successful regardless of whether I have con-
herefore, I will let other consumers spend their money and time, that
1l free ride on the efforts of other consumers. Because all consumers have the
same incentive to free ride, no one contributes time and money, no one lobbies, and
consumer interests fail to influence trade policy. Thus, even though consumers share a
common goal, the collective action problem prevents them from exerting pressure on
politicians to achieve this goal. And what is true for consumers is true for all groups
with a common interest. The incentive to free ride on the contribution of others makes
collective action in pursuit of a common goal very difficult.

The severity of the collective action problem that a group faces depends upon

the size of the group. In large groups, each contribution is very small, relative to the
total contribution, and as a result each individual will have less of an impact on the
ability of the group to achieve its objective. In large groups, therefore, the incentive
to free ride faced by each individual is very strong and large groups face very severe
collective action problems. In small groups, each contribution is large relative to the
total contribution, and each contribution will therefore be more likely to affect the
group’s ability to achieve its common goal. As a result, the incentive to free ride and
the collective action problem is somewhat weaker (though not altogether absent) in
small groups. This simple logic of group size tells us a lot about why consumers have
not been a powerful force in the domestic politics of trade policy. Because all con-
sumers face a strong incentive to free ride, contributions to a “Consumers for Free
Trade” interest group are substantially less than the underlying common interest in
free trade would seem to dictate. Producers, in contrast, can more easily overcome
the collective action problem because most industries are composed of a relatively
small number of firms. Producer groups can thus lobby the government much more
effectively in pursuit of their desired trade policy. This logic helps us understand
why producers’ interests dominate trade politics while consumer interests are often
neglected.

The collective action problem also helps us answer a puzzle we encountered in
Chapter 2: why have governments rarely liberalized trade unilaterally but have been
willing to do so through reciprocal trade agreements? We see that in the absence of
reciprocal trade agreements, import-competing industries can overcome the collec-
tive action problem and influence trade policy while groups hurt by protection can-
not. A tariff provides benefits to the few firms based in the protected industry. A
higher tariff on steel, for example, benefits only steel producers and their workers but
imposes costs on the very large group of consumers and firms outside the protected
industry. It harms those who use steel as an input in other production processes such
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al trade agreements, therefore, domesti
politics are dominated by import-competing industries and demands for pro
Liberalizing trade will be difficult in this political environment.

Reciprocal trade agreements pave the way for trade liberalization by
oriented industries to overcome the

Gilligan 1997; Milner 1991).
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By opening foreign markets to domestic exports
trade agreements transform the large and heterogeneous pro-liberali

smaller groups of export-oriented industries that can overcome th
lem and lobby for trade liberalization. This transformation occurs because reciproca]
trade agreements provide large benefits in the form of access to foreign markets to smal|
groups of export-oriented firms. Reducing foreign tariffs on microprocessors for persong]
computers, for example, provides substantial gains to the three American firms that dop.
inate this industry (Intel, Advanced Micro Devices (AMD), and Motorola). These three
firms will solve the collective action problem they f

ace rather easily and lobby for trade
liberalization at home in exchange for the removal of foreign barriers to their exports,
Thus, whereas only protectionist interests mobilize when th

€ government pursues unilat-
eral trade policy, both protectionists and liberalizers mobili

ze when the government pur-
sues a reciprocal trade policy. This change in the balance of political pressure makes trade
liberalization possible.

e col]ective action prob.

Political Institutions and Trade Politics
Societal interests are not transformed directly into trade policies. Instead, societal interests
are brought into the political arena and transformed into policy outcomes through a highly
institutionalized political process. Political institutions, the rules governing political activity,
have a powerful influence on trade politics because they determine the structure of inter-

est representation and the location of decision making authority. Consider first the impact
of competitive elections, which many would suggest is the defining characteristic of
democracy, on the representation of societal interests. Elections create powerful incentives
for politicians to represent the economic interests of their constituents. Electoral success

requires politicians to respond to the demands made by those members of society who
keep them in office. Yet, even though electoral politics create incentives for politicians to
Tepresent constituent interests in all democracies, the specific rules governing elections
can shape how these interests are represented in the political system—that is, whether
trade politics will revolve around sector- or factor-based competition. Consider, for exam-
ple, the impact of an electoral system based on single-member districts. Under this system
the nation is divided into mutually exclusive electoral districts, and one person is elected to
represent each district. Consequently, political representation is explicitly tied to geogra-
phy. In order to maintain political office in this system, representatives must make policies
that satisfy the demands of the constituents in their districts. District residents will typically
be employed in only a few industries, The wages paid in these industries will in turn play a
large role in supporting the rest of the local economy—the retail and other service oriented
businesses that provide jobs for many other people in the community. The fortunes of a
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A CLoSER Look

Trade Politics in the European Union

National governments do not fully control trade policy in the EU. Instead, the European
Union's founding document, the Trealy of Rome, gives the European Commission the
authority 1o determine EU trade policy toward nonmembers. Because it i$ & Customs
union, the EU imposes a common external tariff on imports entering the union from o
side. In WTO negotiations, therefore, the EU negotiates as a single actor, and it is the
European Commission that conducts these negotiations on behalf of all of the member
governments. The ability of the EU Commission to exercise its authority over trade pol-
icy is limited, however, by the political and institutional relationships within which it oper-
ates (see Hayes 1993, 15; Schuknecht 1992, 87; Johnson 1998; Meunier and Nikolaidis
1999; Nugent 1994). Of particular importance in this regard is the Council of Miristers,
the EU's principal decision-making body. In the context of trade policy, the Council of
Ministers is composed of the trade ministers of each of the EU member governments,
and these trade ministers set the parameters within which the Commission must Operate
as it negotiates in the WTO or in other international arenas. The process works in the fol- |
lowing manner. The Commission develops a general set of recommendations for a pro-
posed round of multilateral negotiations. In developing these recommendations it works
closely with the “Article 113 Committee,” which is an EU committee composed of na-
tional civil servants, usually the national trade ministers’ top aides (Gray 1985). The
Commission’s recommendations are then submitted to the Council of Ministers for ap- |
proval. Often such approvat is accompanied by strict limits on the ability of the Commis-
sion 10 make concessions that extend beyond the agreed recommendation. As a
consequence, when the Commission is faced with the need to make a large concession
1o achieve one of its objectives in the WTO, it will usually have to go back to the Council
of Ministers to gain the approval of national governments. Thus, even though the EU
Commission has legal authority over trade policy, it exercises this authority under the
close scrutiny of the EU’s member governments.
The trade policy objectives that £U member governments instruct the Commission
to pursue reflect the demands placed upon these national governments by domestic in-
terest groups. While it is impossible to trace such demands in each of the 15-member
countries, we can sketch out the basic pattern of demands that are present in the EU. As
in the United States and Japan, export-oriented industries in capital-intensive manufac-
turing and services have lobbied for muttilateral trade liberalization. But there have been
important exceptions as mature capital-intensive manufacturing industries such as stea|
and automobiles have grown increasingly protectionist in the face of international com-
petition. As in the United States and Japan, internationally traded services, particularly
financial services based in London and Frankfurt, have lobbied for liberalization of trade ;
in services since the early 1980s. Again in parallel with the United States and Japan, po-
litically influential import-competing manufacturers have fobbied for protection and
against multilateral fiberalization. European-based textile and apparel industries have
been the most important opponents of liberalization, as they have been in the U.s. and
increasingly in Japan. European firms in high technology sectors have also been at a
disadvantage internationally, and have therefore been ambivalent about liberalization.
Finally, European agriculture is not competitive internationaily, and EU farmers have lob-
bied consistently for protection. As a consequence, European agriculture is heavily pro-

Continued

example

izafi . : iohlights how the
frade Plo . al institutions that made trade liberalization possible. It also highlights
new po itical tion: ;
contemporary congressl

well beyond th

few congressional districts, but it wo

7

A Society-centered Approach to Trade Poficy 101

ici f societal |
iti de policies reflect a pattern o ,

m i ompetition. Overall, EU w‘tra : refie ‘ o
- foreig?t;? sin?iiar to what we see in Japan: c‘ap:tai-(mtenswe m?ngnfaci;ud d Sg
- mtere'gltguﬁries promote liberalization, while labor-intensive manufacturing
service in

 high-technology sectors, and agricutiure promote protection.
, high-

iti _oriented interests determined to pursue a liberal
10f }}Oﬁ}i‘ecé):j::;‘;(? (E}f;fggz;o:ititutions biased toward protectionism created
icy In
onal debate over fast track authority has implications thav\t];éte;ﬁ
s under which the United States participates in the current
oo de a free trade agreement with Latin American countries.

g tion. C('mdu ot nted interests has provided the political support for post-

. Coali;tion( ?[ b txigzrt’i‘?lri]:cdalition first came to power in 1932 unde'r .the b:jmner of
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competition from imported potatoes, cream, butter, and eggs joined forces with legi,
lators from districts dominated by labor-intensive manufacturers of such itemg
shoes, watches, apparel, gloves, and some luxury goods. The bill was amended mgy,
than a thousand times in the Senate, and the resulting bill raised tariffs on almeg
20,000 items in the American tariff schedule (Pastor 1980, 78; Eichengreen 1989}
Legislators cannot easily escape this logrolling dynamic. While each may want
limit the amount of protection granted to industries outside his district, each also 66
ognizes that a refusal to support protection for industries in
other legislators to refuse to support protection for industries in his district. As o,
senator stated in the debate over Smoot Hawley Act, “ :
the products of another State if the Senators from th
the industries of any State” (quoted in Pastor 1980, 80). Cordell Hull, a staunch propo
nent of free trade who had represented Tennessee in the House and then the Senats
before becoming Roosevelt’s Secretary of State, recognized that Congress greatly lim.
ited the prospects for durable trade liberalization. “Tt would have heen folly to go to
Congress and ask that Smoot-Hawley be repealed or its rates reduced . .. This [ap-
proach had] . .. always resulted in higher tariffs because the special interests enriched
by the tariffs went to their respective congressmen and insisted on higher rates”
(quoted in Destler 1986, 13). Durable trade liberalization could be achieved only by
institutional reform that took the tariff out of congressional politics. Thus, while
Smoot-Hawley was unique in the level of protection it provided, the dynamic that pro.
duced this legislation was not. It would be difficult to pursue lasting trade liberaliza-
tion through Congress because congressional logrolling would always be more likely to
generate protection than trade liberalization, ‘ ‘
The desire to pursue trade liberalization coupled with the need to take the tariff
out of congressional politics to do so led to institutional reform through which tariff-
setting authority was shifted from Congress to the executive. The executive was more
likely than Congress to pursue a liberal trade policy for two reasons. First, the presi-
dent represents a national constituency rather than a single district. Because individual
legislators represent a single district, they can gain the benefit of protection for pro-
ducers based in their districts and impose the costs of protection on people and busi-
nesses living outside their district. The president, whose constituency extends- into
every district, has nowhere to push the costs of protection. Instead, the president must
weigh the benefits gained by one district from a higher tariff against the costs that such
tariffs impose on other districts. As a consequence, trade policy set by the president is
likely to be less protectionist than trade policy set by legislators. Second, the executive
can negotiate reciprocal tariff agreements with foreign governments. As we saw above,
such reciprocal agreements create an incentive for export-oriented interests to lobby
in support of trade liberalization, thereby altering the balance of interest group pres-
sure in a direction that favors liberalization. The executive is thus more likely than
Congress to pursue a liberal trade policy and in doing so, will be better able to attract
the political support that liberalization requires.
The Roosevelt Administration proposed such a shift of authority in 1933 and Con-

gress responded by passing the Reciprocal Trade Agreements Act (RTAA) of 1934.
Under this legislation Congress allowed the executive to reduce tariffs by as much as
50 percent in exchange for equivalent concessions from foreign governments. Why

would a Congress so intent on raising tariffs in 1930 pass legislation that authorized
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Table 3.6

Important American Trade Legislation, 1934-2002 foreign policy objectives. As a consequence, the State Department was too often will-
Legislation : — fn;et(g) achieve these brgader obj(-actives by sacrific?'ng the interests of {%rperican .indusa
1934 Reciprocal Trade A - . President tries; in essence opening American markets to .1mp0rts Wlthgut ‘gammg equ1valent
1937 RTAA foatonmin greements Act Roosevelt access to foreign markets. To ensure that American commercial interests were well
1940 RTAA Extension Roosevelt served in GATT negotiations, Congress created a new agency called the Special Trade
1943 RTAA Extension Roosevelt Representative (STR), as part of the 1962 Trade Expansion Act. The STR was to be
1945 RTAA Extension Roosevelt the “chief representative of the United States during trade negotiations” and it was to
1948 RTAA Extension Roosevelt coordinate the positions of various executive branch agencies for these negotiations. In
1949 RTAA Extension Truman Jddition, Congress required the STR to seek advice from industry, agriculture, and la-
1951 RTAA Extension Truman bor during trade negotiations. During the 1970s Congress made the USTR a statutory
1953 RTAA Extension Eumﬁn unit of the Executive Office and gave it its current name. Today, the USTR sets and
iggg E{?ﬁ gxttens,ion Eizzghxjﬁ administers U.S. trade policy, is the nz_}tion’s chief trade negotia.t()ri and represents the
1958 RTAA E‘;:Ezilon Eisenhower United States in the WTO and other. mt?matlonal tl‘rade organizations. Thr011gh all of
1962 Trade Expansigfl Act Eisenhower these mechanisms, Congress has maintained a considerable degree of influence over

1974 Trade Act Kennedy how the executive uses the trade policy authority that Congress delegates.
1979 Trade Agreements Act Nixon Congress has not been entirely unresponsive to the interests of import-competing
1984 Trade and Tariff Act Carter industries. Congress established a rule-based system of administered protection to
1988 Omnibus Trade Act Reagan handle demands for protection from individual industries (see Goldstein 1986). In-
2001 Trade Policy Authority Act Reagan dustries can seek protection through two different administrative channels. First, an
Bush industry can pursue protection through the “escape clause” included in American

ion, in a practice that b

e ‘ p hat began
der this delegated authority(;)l%ee Srsagt(")izvdrgquéres sy et e iﬂ'
leg: e ongre

Congress instituted fast track in 1974 beca{me thger( T ot track e

Congress also created a new i
N B ) .
callod 12 s o States v gﬁzcy inside the Executive Office of the President,

presentative (USTR), to lead and coordinate

trade legislation (Sections 201 and 204 of the 1974 Trade Act) and embodied in Arti-
cle XIX of the GATT. Article XIX of the GATT states that governments can provide
protection if “any product is being imported . . . in such increased quantities and un-
der such conditions as to cause or threaten serious injury to domestic producers.” To
gain import protection under this remedy, the industry must file a case with the
United States International Trade Commission (ITC), an independent and non-
partisan quasi-judicial federal agency that provides trade expertise to Congress and
the executive. The ITC then conducts an investigation in order to determine whether
imports are causing substantial damage to the industry in question. If the ITC deter-
mines that imports are causing substantial harm to the industry, it recommends to the
executive that relief be granted. The executive then decides whether or not to pro-
vide such relief. When President George W. Bush raised tariffs on imported steel in
the spring of 2002, for example, he did so on the basis of an ITC investigation under-
taken during 2001 under Section 201 of the 1974 Trade Act. Second, a firm can apply
for protection in cases of “unfair trade,” which are cases in which a foreign firm is
dumping goods in the American market or a foreign government is subsidizing the
production or export of a good. Petitions for relief from unfair trade go through a
two-stage administrative process. In the first stage the Commerce Department deter-
mines whether foreign firms are dumping or a foreign government is providing subsi-
dies. If Commerce finds evidence of such practices the case then goes to the ITC,
which determines whether dumping or subsidies are a cause of substantial injury to
the domestic industry. If the ITC and the Commerce Department both reach posi-
tive findings, then the tariff will be raised to offset the margin of dumping or the sub-
sidy. This system of administered protection allows industry demands for protection
to be handled on a case-by-case basis within a system guided by legal rules and ad-

ministrative procedures.
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In short, desiring liberalization but facing a legislative process that made this diff;

cult to achieve, politicians representing export-oriented interests created political .
stitutions that reduced the role played by Congress in making American trade policy,
The interaction between societal interests and these institutional arrangements crg.

ated a political system within which trade liberalization could be lastingly achieved
This institutional framework allowed the United States to participate in GATT, ang
through the GAT'T process the United States progressively reduced barriers to trade,
It is unlikely that the United States would have been able to pursue a trade policy that
was as durably liberal in the absence of this institutional change. The executive could
have participated in GATT negotiations without delegated authority.-But the need to
submit the resulting agreements to Congress, and the ability of Congress to amend
these agreements, would have greatly reduced the chances that multilateral negotia-
tions would succeed. Thus, the creation of institutions that limited the role played by
Congress in trade policy has been a critically important aspect of postwar liberaliza-
tion. Equally important was the process established for handling industry demands for
protection. Individual demands for protection could not simply be ignored, because
the affected industries might then build a legislative coalition that reversed the liberal
emphasis of American trade policy. The system of administered protection allowed
demands for protection to be handled on a case-by-case basis. This in turn allowed
protectionist pressure to be diverted away from the legislature, where congressional
dynamics could generate broader protectionist legislation, to administrative agencies
immune to such dynamics.

This historical context makes it clear that the contemporary congressional debate
over fast track authority has implications that extend beyond the terms under which the
United States participates in the current round of WTO negotiations. This debate sug-
gests that congressional support for the institutions that have made postwar liberaliza-
tion possible is weakening. At the base of this weakening support lie some important
changes in the interests of many American industries. As postwar reconstruction was
completed in Europe and Japan, as American tariffs have been reduced, and as com-
petitive manufacturing industries emerged in Fast Asia and Latin America, American
industry began to confront a much more competitive economic environment. For many
industries, tougher competition implied costly adjustment. As a consequence, some
economic groups that had supported trade liberalization in the early postwar period be-
came advocates of protectionism. Perhaps chief among these groups is organized labor.
Since the early 1970s the AFL-CIO has grown more critical of the pro-liberalization
stance of American trade policy and has in many instances advocated a more protec-
tionist policy. Mature capital-intensive manufacturing industries such as the auto and
steel industries also have become less supportive of trade liberalization. Such industries
have repeatedly, and often with considerable success, sought protection from foreign
competition during the last 25 years. It is not surprising that these two groups would
become wary of liberalization. Most labor unions represent workers employed in ma-
ture capital-intensive manufacturing industries like the auto and steel industries, and
these industries have seen the comparative advantage they enjoyed in the years imme-
diately following World War IT gradually erode. Their change from export-oriented in-

dustries to import-competing industries has been accompanied by a change in their
trade policy preferences.
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would expect, Congress has been responsive to grovv'ing. demands for pro:
- wed d. current reluctance to approve fast track authority is only one in a se
st that highlight the growth of protectionist sentiment in Congress.
demsllggf)s Congress loosened the guidelines governing administered protec-

sstler 1995, Chapter 6). These changes reduced the threshold for d.etermmlﬁg
o try is injured from imports from the prior standard that imports be
fyinjuvry to the much less stringent requirement that Cimportss bﬁsi
e popantial cause of injury or threat thereof” (Destler 1995, 143). Songres s
subse he ITC oreater independence, greatly reduced the time frame.Wl‘thm. whic
i d tfgr ré]ieg% had to be decided, and transferred authority for investigating a}111~

- nd countervailing duty petitions from the Treasury Department to the
tidumplﬂ% aDe artment, which it was believed would be more receptive to demands
Coml‘ﬂ elrcf’om (El)Destler 1,995, 150). These changes made it easier for industries to get a
forsﬁ;\?;efcir:ding and therefore, made it more likely that fiﬁ;s fzcir;lg import tco;nr%;t;;
B i relief. As a result, petitions for relief, and the amount o
tiogr}ﬂiﬁfﬁif; fsfa;?)lf;fnﬁhe wake ofp these legislated refogms (lSefgggstger 1;2?8,
D ; in Chapter 2, during the 1980s and early | s Con
Cha‘ptetro&r?sziraes ;ﬁz Sealclutive granch to ad%pt a more aggressive policy toward
Eﬁgiﬁries Engaging in what it believed to be “unfair” trade practices through Sec-
tion 301 of American trade law.

rrent congressional reluctance to support fast track 1e. : ' N
recer(‘ftumanifesta’;gion of a 25 year trend of gr(j;vinglprotigg)éliz fii;ltlf}n}?:stelré }S;(I)lrégerseisl
and growing congressional ?ssertweness mh merlctanthe Lo P O.f p.o e ons the
congressional trade politics in turn reﬂec.t changes in e B O or oo
industry groups that legislators represent. Thezf suggfe.s lei g o fgr oo
in import-competing industries and a weaken?r}g 0 lﬁ luence or export orentec
dustries. The outcome of this political competition will in turn shap ¢ futwte divec
tion of American trade policy in part by shaping the institutions o 1gt. el

ic: olicy is made. Congressional support for fast 'Frack egislation
?a?e?;ig ’ct}l;zd;rglibéahzation orientation of American trade policy and allow the ex-

ecutive to pursue additional liberalization in multilateral and regif)r}'al 1rlegfotla¥c1(ﬁl§.
Defeat of fast track will make international negotiations extremely difficu lt(,11 n(; a >
gether impossible, and may in fact herald the transition back to the old system

te) >

which Congress fully dominated trade policy. Such developments would almost surely

bring greater protection.

grante

gislation is thus the most

Weaknesses of a Society-centered Approach

While a society-centered approach helps us understand hovlv the iptearacti(;ln betw::l?
i : itical institutions shapes trade policies, it does have weak-
societal interests and political institutions s pes t | . cak-
nesses. Let us now turn to the three most significant weaknesses. First, (;1 socii]’Fy
Cen:ceréd approach does not explain trade policy outcomes. It te;]ls us that t?; e }1_33; d(;s
b cterized by conflic 1 the winners and losers from internationa ,
will be characterized by conflict between :
and it does a fine job telling us who the winners and losers will be. It does not heg{) us
v ch of these groups will win the political battle. Presumably, a

A i Il embody the preferences of the most powerful interest

country’s trade policy wi
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groups. To explain trade policy outcomes, therefore, we need to be able to evaluatg
the relative power of the competing groups. The society-centered approach provides
little guidance about how to measure this balance of power. The temptation is to look ‘,
at trade policy outcomes and deduce that the most powerful groups are those whose

this policy. Yet, looking at outcomes renders this approach

preferences are reflected in

tautological; we assume that the preferences of powerful groups are embodied in trade
policy, and then infer the power of individual groups from the content of trade policy,
Thus, the society-centered approach is better at explaining why trade politics is char-
acterized by competition between societal groups than at telling us why one group out-
performs another in this competition for influence. ) :
Second, the implicit claim at the center of this approach that politicians have no in-
dependent trade policy objectives and play no autonomous role in trade politics is prob-
ably misleading. Politicians are not simply passive recorders of interest group pressures,
As Tkenberry et al. (1988, 8) note, politicians and political institutions “can play a critical
role in shaping the manner and the extent to which social forces can exert influence” on
trade policy. Politicians do have independent trade policy objectives and the constella-
tion of interest groups that politicians confront is not fixed. Indeed, politicians can ac-
tively attempt to shape the configuration of interest group pressures that they face.
They can, for example, mobilize latent interest groups that have a preference for liber-
alization or protection by helping them overcome their collective action problem. By
doing so, politicians can create coalitions of interest groups that support their own trade
policy objectives. Political institutions also affect the extent to which societal groups can
influence policy. In some countries, political institutions insulate politicians from inter-
est group pressures, thereby allowing politicians to pursue their trade policy objectives
independent of interest group demands. We will examine this in greater detail when we
look at the state-centered approach in the next section. ‘

Finally, the society-centered approach developed here does not address the mo-
tivations of noneconomic actors in trade politics. Societal interest groups other than
firms, business associations, and labor unions do attempt to influence trade policy. In
the United States, for example, environmental groups have played a prominent role
in trade politics, shaping the specific content of the North American Free Trade
Agreement and attempting to shape the negotiating agenda of the Millennium
Round. Human rights groups have also become active participants in American trade
politics. This has been particularly important in America’s relationship with China,
Human rights groups have consistently sought to deny Chinese producers access to
the U.S. market in order to encourage the Chinese government to show greater re-
spect for human rights. The assumption that trade politics are driven by the reactions
of interest groups to the impact of international trade on their incomes provides little
insight into the motivations of noneconomic groups. The society-centered approach
tells us nothing about why groups that focus on the environment or human rights
spend resources attempting to influence trade policy. Nor does it provide any basis
with which to make sense of such groups’ trade policy preferences. In the past, such a
weakness could perhaps be neglected because noneconomic groups played only a
small role in trade politics. The contemporary backlash against globalization suggests,

however, that these groups must increasingly be incorporated into society-centered
models of trade politics.

4
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A STATE-CENTERED APPROACH TO TRADE PoLICY

A state-centered approach assumes that trade policy, as Well as ecomonf’;fl pothiy (r)r:cc)‘rl(i
adly conceived, is set by the state in pursuit of the national interest. The state occu
b.mdd > ileged position in any country; it defines the rules within which _o.thers act, it
]18151: }[;;:V;hegautgority to make definitive decisions about these rules, and it alone has
alo

ve ty nece i g ate them
the coerci capacity necessary to extract resources from society and to allocate th
| e -

. line with its economic objectives. The state-centered apprQacl} argues that gtetxtéf
" his power to intervene in the economy in pursuit of objectives that are deter

o tdlsinl()ie endent from domestic interest groups’ narrow self—interest'ed concerns.
?ﬁzestat&csntered approach therefore depicts a process of economic policy-making in
which protection and liberalization reflect the interests and power of thetsitx;vvg:ﬁeo);
amine the state-centered approach with a specific focus on governmen ntervention
Zm" ned to promote national economic development. We look ﬂrst at the broade

ej(s)lr%omic justification for protectionism aimed at creating internatlt;oniﬂy aompztét?ﬁ
industries, and then narrow our focus to the use of such measures oy the a‘. vanc L
glstrializezd countries in high technology industries. In the concluding section we loo

briefly at the weaknesses of this approach.

States and Industrial Policy

A state-centered approach assumes that governments and government bgretizsiazfcsl
can operate independently of interest group pressures. As fa copseclluen;:st,l frade an
economic policies do not necessarily reflect the interests o i-ometaf pre e agnd i}:n i
but instead embody the goalsfof state polilcymakegs.I;]F;}llsda;b;ﬁg;;(:t }gr;r:;te e
t policy independent from societal group de '
E%)E;I;ciir\lzef thai/ enhalzlce national welfare, howsaver that may be de}fnj:ef,tgastﬁz :}l:::;
raise the income of specific interest groups. This},l apé)roz;csltliilég;e; Otmz; ;1 a; o
i utonomous action to intervene in the dom ny ir .
:r?ggf lttl{ef(c)lfeielopment of industries that will ma.ke a pqsitive contélllz)utlﬁi tlo ?jtrl;);:
economic development and to dislcl:oura%elthose mdustnest;k;zrrrfan ;::)sf ihz };dvanced
iti ontribution. As we will see below, governme :
?nszzlttrliva?iged countries have used such policies in some fqrm during the p(})lstvvaitircies—
riod, and some authors attribute Japan’s postwar economic success to suc tp(()) . the.
The intellectual justification for state intervention in the 'ecoarﬁ)my res iitive e
claim that targeted government intervention can creat'e mternatlor_l fy oto'mgjst oo
dustries. Historically, this justification has been prowd_ed by th‘e infant in v \gﬁCh ¢
for protection. The infant indusftry case for pll'stect;((:ln:] ;tpipnlzlzz lt;; (éis;; e
ntry’s newly-created firms (infants, so to speak) cou t
: ic:(())ltilg)y ;roduc);rs in an established industr}f, but would be able to tc.io S(;e(;:seg;u:gz ;f
they were given time to mature. The infant méustry case for protec 101(1f s ona pre
sumed disjuncture between the social and pnvat‘e retu%*n.s fr91n mffnil ac s femms
assa and Associates 1971, 93). While manufacturing activity yields hig 590;1 returns
(that is, it provides large benefits to society as a whole:), the short—termtfgl\:tl jncertain
(the profits realized by the person or firm making the m.vestment? z‘ire a \ e Jmeertain
and at worst negative. This disjuncture between the social and private return
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lished firms. Over time, h
to reduce its cost of production and become ¢

y of today’s advanced industrialized couy
tries, -including the United States, as they attempted to develop manufacturing

industries in the face of dominant British manufacturing power in the nineteenth cer,
tury. It also describes modern Japan and the continental European states, all of whicl
were trying to develop advanced manufacturing industries in the face of Americay
competitive advantages in these sectors during the twentieth century. Protecting do.
mestic firms in such cases can enable them to overcome their initial competitive disad-
vantages by allowing them to gain experience by producing for the domestic market
(we will look more closely at why protection might facilitate the development of com.
petitive industries in the next section). Once domestic firms become cbmpetitive i
world markets, protection can be eliminated.

The infant industry argument for protection is not universally accepted. Critics
charge that a tariff or another form of protection is probably not the best response to
the central problem the firm confronts. If a firm will be profitable in the long run, but
must operate at a loss in the short run, the firm should be able to borrow from private
capital markets to cover its short run losses, Such borrowing would obviate the need
for trade protection, because the firm could sell its goods at the same price as the es-
tablished firm and use the borrowed funds to cover its losses until it begins to reduce
its production costs. If capital markets are not sufficiently developed to allow infant in-
dustries to borrow the necessary funds, the government can do more to raise social
welfare by improving the capital market to make such lending possible than by impos-
ing a tariff to protect the infant industry (Baldwin 1969). While this criticism questions
the use of protection to promote industry development, it does not challenge the cen-
tral claim of the infant industry argument, namely that firms that can be competitive in
the long run might need some form of government assistance in the short run.

Industrial policy takes the infant industry argument one step further by suggesting
that governments can create internationally competitive industries through a combina-
tion of protection and subsidies. The term industrial policy refers to an assortment of
policies including tax policy, government subsidies, traditional protectionism, and gov-
ernment procurement practices. By using such policies, the state channels resources
away from some actors and industries and directs them toward those actors and indus-
tries that it wishes to promote. The use of such policies is typically based on long-term
economic development objectives defined in terms of boosting economic growth, im-
proving productivity, and enhancing international competitiveness. The specific goals
often are determined by explicit comparisons to other countries’ economic achieve-
ments (Wade 1990, 25-26). In postwar Japan, for example, the explicit goal of Japan-
ese industrial policy was to catch up with the United States in many high-technology

industries. In formulating and implementing industrial policy, the state rarely secures

full independenc
_ continuo

dustrial
to which t

“group to

§
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: , ss of
o. Tnstead, it formulates and implements policy thro{/l\%hda [{g%%e o6
sul.taﬁon and coordination with private sector actf)rs (f a :ffecti\’/e g
ulsl CS Eesv are well suited for the design and implementattlllon (f)er%;rio the degre
Not all st itical factor is state strength. State strength re
:ov. The critical factor is s ‘ es. Strong states
policy L d from domestic interest group pressures.
state is insulated fro ) : essure, while weak
tes ﬂ]e which policymakers are highly msulllated fromds;mh ggs;lessums Strong
are StALES < in which policymakers are fully exposed to s ©S. ,
- those in which policy e i h degree
Puates 7% ﬁl(r):tcrized by a high degree of centralization oi auth(;rl’%’, a };llg throgugh
aractenlz . i er of channel ,
states are € ‘ agencies, and a limited number
ination among state agencies, : ' atés are char-
of coordlr,la;f;11 actors can attempt to influence policy. 11.1 coptrast, weak stenCies o
Wh]c}.l Socf decentralized authority, a lack of coordination among ag ﬂuén,ce eco-
actezed biir o/f channels through which domestic interest grolilps tcan 111; or stron
large mutbe itical institutional characteristics make it eas v
. icv. These political institu : : ‘ weak states,
pomic Poflli}r;\ulate lofguterm plans embodying the national interest. In weak ses.
sates ko s‘ must respond to the particularistic and often short—rutn e o
; s m ak state to 1 -
policyma riu s. Strong states may also be more able ‘F}Tan a weak ststf oma pve o
mte'rest g epar; infant industry has matured. In addition, strong sta es‘ begfause o
fection '()nclemént industrial policies that redistribute societal reso?rces ¢ domIe)stic
ible t}? mlrieed worry less that policies that redistribute resources from on
ne - . iye . .
o ersanother will have a negative impact on their position in Pov‘jceie that has been
1 is often depicted as the preeminent example of a str(()ing Sl a ot (s00, o8
ar i m ’ ‘o
ble]:III)d willing to use industrial policy z(f«promote (—:acogonrlcl)(\:]i dz\sfeli?rlfited homle of
a (7o
. tralizes power and p
082). The Japanese state cen ver : i ate. Tapan has
]Ohnsmtloldom)estic ir{tgrest groups. Because of this highly centralized state, Jap
access

. b €1 ¢ Pl 2 StY 5 [)0 (/y dl ugh()ut the I)OS al pel’lO . (5]
eCT dble to wsue a coneren 1( |1[a 1C 1o t\m d Ih

: he Min-
Mini { International Trade and Industry (MI.TI). (now cal‘led MEiTI? dnjntd .
. e ance (MoF) were the principal agencies involved in deve oping P
s (')f F'm(;n‘cteial olicy. In the immediate postwar period, thesg agencies gavglpzle t }Z
menting IAus 1rongtmc‘dmn and to improving the prewar industrial economy. hmnd e
I economlierregm hasis has been placed on promoting rapid economic gr;)vitg ! ;t L
igﬁ)(;s{nggriitematignaﬂy competitive high tecl{[n(t)logiflrisrlll(ilésgr;esa C(tljf:lliz usma{pohcy
‘ i i i ese state PO
s thi(si goal tﬁ?t?vlz n:nfin;ﬁ(cié)tgfrgiginwhich it Cganneled resources to thosi gl(siuz:
(C'aue'd Jetormi izd crit%cal to Japanese success. Together, MIT I’ and MoF tf'g% e~1dilr)1
fries I determmf r development, starting with heavy industries (steel, s ip (1111 i gs,
o mdl'lsme's }(i early postwar period and then shifting to high .technology 1fn 12113 :
aut(')m()bﬂes> '171(1)t ’;he S’g;tl()i : ressured firms to invest in the industries targeted (')-Ef feve :
dl'mng e 19 1 . that madz such investments benefited from tariff and nor.lf;rl ;rrr;le
N a’f‘d“: . credits, low-cost financing, and other government subsi 1351. (zre—
ot e td’tht Ja an’s remarkable postwar economic performance was a direc
schalars sl}gges e;tergd approach to economic development (Johnson 1982){. .
e e Sta{e—c lied heavily upon industrial policies throughout much o t edp .
Fm?ce iﬂsf?ll:'z::)n 1984: Hart 1992). The French state is highly central'lze ann
g?én%irfjréaulcr;cies are tiéhtly insulated from societal groqupretlsﬂf;lr;(s),l ii; 1;1]0216[?2&
ernment to pursue an maus :
rcllﬂhis lscf;lls;ulzZy%?(ﬁiif:sevii}elet}‘zl§ ?i\;rect inﬂuencpe from domestic interest groups. A
eve
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tinal version, then we pass this version around outsi
by then it is a fait accompli and [interest group]
(quoted in Katzenstein 1977, 18). In the earl iosliw
lated development plans to “establish a comy Etit'
political independence, economic growth, ang socliV

de the administration, Of course
pressure cannot have any effectr
ar period, the French state formy.
€ economy as an essential base for
al progress” (Katzenstein 1977, 22)

E)n;: unier which epeciﬁ'c firms in industries deemed by the Fre
p(1)e rhe;:)crecon}i)mlc iievelopment received support. In the 1950
, “rench steel companies and a smal]
( ' es 3 I number of F
nault, Simca, Peugeot) received state sup ho
French state attempted to devel

s and 1960s, for exam-
port. During the ;192320 Efr)lr(;)dfg%: (lt{lf ,
op a domestic computer industry by channeling
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opposition, and to manipulate or
, restructure thei ic i ”
et al. 1988, 11). American trade and eco e poli comesti oot (Ikenberry

however, is s i instituti

e Zggﬁzl)sftﬁgse;c;diyﬁi};z ;nshéu;onal struclture of the state in which the

qperate. 1 ‘ ,‘ and France, policymakers are ing
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Industrial Policy in High-technology Industries

High-technology industries have been one area in which governments in many of the ad-
vanced industrialized countries have relied heavily upon industrial policies. Boosting the
international competitiveness of such industries has been the principal goal of such poli-
cies. High-technology industries are highly valued for the contribution they make to na-
tional income. These industries tend to earn rents, that is, they earn a higher than
pormal return on an investment, and they pay higher wages to workers than standard
manufacturing industries. In addition, relatively recent developments in economic the-
ory that build on the basic insight of the infant industry case for protection suggest that

overnments can use industrial policy to create internationally competitive domestic
high technology industries. We examine these issues here, focusing first on the economic
theories that justify the use of industrial policy in high-technology industries and then ex-
amining two cases in which industrial policy appears to have enabled high-technology
firms based in Japan and the EU to become internationally competitive at the apparent
expense of high-technology firms based in the United States.

Strategic trade theory. Strategic trade theory provides the theoretical justification for

industrial policy in high technology industries. Strategic trade theory expands on the

basic insight of the infant-industry case for protection, and asserts that government intexr-

vention can help domestic firms gain international competitiveness in high-technology

industries by helping them overcome the competitive advantages enjoyed by established

firms. Competitive advantage in high-technology industries often comes from the

combination of economies of scale and oligopoly. Economies of scale occur when the

unit cost of producing a good falls as the number of goods produced increases.

Economies of scale often arise from the knowledge acquired in production. In early
stages of production, workers continually confront new tasks, learn new techniques, and
discover unrecognized bugs in the production line. As the number of units produced
rises, tasks and techniques that had once been novel become routine and workers become
better at producing the good. The time it takes to produce a particular good falls and con-
sequently the costs of production fall as well. For example, when the European commer-
cial aircraft producer Airbus Industrie built its first jet, 340,000 man-hours were required

- to assemble the jet’s fuselage. As output expanded, however, this time fell rapidly. By the
time that Airbus had produced 75 aircraft, only 85,000 man-hours were required to as-
semble the fuselage, and eventually this number fell to 43,000 man-hours (McIntyre
1992, 36). The cost savings realized as a result of these dynamics are often called “moving
down the leaming curve.”

Economies of scale give rise to oligopolistic market structures. Oligopoly refers
to markets in which a very limited number of firms operate. In contrast to perfectly
competitive markets in which all firms are price takers, that is, a single firm’s output
has no impact on the market price of its good, in oligopolistic markets each firm is a
price maker—the decisions it makes about how much to produce will have an impact
on the market price of its products. Oligopoly so often characterizes high-technology
industries because world demand for the goods produced in these industries is usually
large enough to support only a few firms operating at the level of output necessary to
realize economies of scale. The market for commercial jets, for example, is large
enough to support only two or three aircraft manufacturers operating at peak effi-
ciency. In oligopolistic market structures, the behavior of each individual firm has an
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impact on other firms. The successful entry of a new firm into an established industry,
for example, will reduce the profitability of established firms and can even force these
firms to exit the industry. But in such an environment, economies of scale provide the
firms that enter a particular high-tech industry first with a large cost advantage over
potential rivals. As a consequence, firms that would be competitive if they could move
down the learning curve and realize economies of scale are deterred from entering the
industry because the cost advantage enjoyed by the established firm makes success un-
likely. The nature of the disadvantage is simple: who will buy the new entrant’s higher
cost output? Absent such sales the new firm will never realize the scale economies es-
sential to long-term success. As a consequence, international competitiveness, as well
as the pattern of international specialization in high-technology industries, can be at-
tributed as much to the timing of market entry as to underlying factor endowments.

The dynamics of competition in high-technology industries can be illustrated with a
simple game borrowed from work by the economist Paul Krugman (Krugman 1987). This
game highlights how industrial policy can help a new firm entering a high-technology
industry gain competitiveness at the expense of established firms. Let’s assume that there
are two firms, one American and one Japanese, interacting in a high-tech industry that
will support only one producer. Each firm has two strategies, to produce or to not pro-
duce. The payoffs that each firm gains from the four possible outcomes are depicted in
Table 3.4a. There are two possible equilibrium outcomes in this game, one in which the
American firm produces and the Japanese firm does not (cell II), and one in which the
Japanese firm produces and the American firm does not (cell 1V). Thus, this particular
high-tech industry will be based in the United States or in Japan, but never in both.

Which country will capture the industry? That depends upon which firm is first to
enter the market. Let’s suppose that the American firm is first to enter the industry and
has realized economies of scale. The Japanese firm has no incentive to enter the indus-
try because by doing so it would earn a profit of negative 5. If we assume that the Japan-
ese firm is first to enter the market, then it realizes scale economies and the American
firm has no incentive to enter the market. Thus, even though both firms could produce
the product equally well, the firm that enters first dominates the industry. According to
strategic trade theory, therefore, international specialization in high—technology indus-
tries has little to do with underlying factor endowments. The firm that is first to enter a
particular high-technology industry will hold a competitive advantage, and the country
that is home to this firm will capture the rents available in this industry.

Against this backdrop we can examine how governments can use industrial policy to
help domestic high-technology firms. Government intervention can help new firms en-
ter an established high-technology industry to challenge and eventually compete with es-
tablished firms. Government assistance to these new firms can come in many forms.
Governments may provide financial assistance to help their new firms pay for the costs
of research and development. Such subsidies help reduce the costs that private firms
must bear in the early stages of product development, thereby reducing the up-front in-
vestment a firm must make to enter the industry. Governments may also guarantee a
market for the early and more expensive versions of the firm’s products. Tariffs and quo-
tas can be used to keep foreign goods out, and government purchasing decisions can
favor domestic producers over imports. The Japanese government, for example, pur-
chased most of its supercomputers from Japanese suppliers in the 1980s, even though
the supercomputers produced by the American firm Cray Industries were cheaper and

@
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erformed at a higher level. The guaranteed market allows domestic firms to sell their

high-cost output from early stages of production at high prices. The combination of fi-
nancial support and guaranteed markets allows domestic firms to enter the market and

‘move down the learning curve. Once the new firms have realized economies of scale,

they can compete against established firms in international m‘arkets.. : ‘ .
We can see the impact of such policies on firms’ production dec1§1ons using the sim-
ple game developéd above (see Figure 3.4b). Suppose that the American firm is the first
to enter and dominates the industry. Suppose now that thg Japanese government pli(l)—
vides a subsidy of 10 units to the Japanese firm. The subs@y changes the payoffsft e
]apanese firm receives if it produces. In contrast to the no subsu‘ly case, the ]apanese irm
now makes a profit of 5 units when it produces even if the American firm stays m.the mar-
ket. The subsidy therefore makes it rational for the Japanese firm to start producing. Glolv-
ernment support for domestic high-technology firms hasa second consequence  that
stems from the oligopolistic nature of high-tech industries. Because such industries sup-
port only a small number of firms at profitable levels of output, the entry of new firms into

 the sector must eventually cause other firms to exit. Thus, government policies that pro-

mote the creation of a successful industry in one country underrpine the established in-
dustry in other countries. This outcome is also clear in our simple game. O_n?e the
Japanese firm begins producing, the American firm earns a Proﬁt of negative 5if it con-
tinues to produce, and a profit of 0 if it exits the industry. Exit, therefore, is the Amem(:‘an
firm’s rational response to the entry of the Japanese firm. Thus, the smal? lp—unlt subsidy
provided by the Japanese government enables the Japanese ﬁrm' to ehmlnate- the first
mover advantage enjoyed by the American firm and ultimately.dnve the American firm
out of the industry. As a consequence, Japan’s national income rises by 100 units (the 110
unit profit realized by the Japanese firm minus the 10 unit subsidy from tht? Japanese gov-
ernment) while America’s national income falls by 100 units. A small subsidy has allowed
Japan to increase its national income at the expense of the United States.

Japanese Firm
Produce Not Produce
American Firm Produce -5, -5 100,0
Not Produce 0, 100 0,0

3.4a Payoff Matrix with No Subsidy

Japanese Firm
Produce Not Produce
American Firm Produce ~5,5 100, 0
Not Produce 0, 110 0,0

- -3.4b Payoff Matrix with Japanese Subsidy

Figure 3.4 The Impact of Industrial Policy in High-Technology Industries.
Source: Based on Krugman 1987
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Strategic rivalry in semiconductors and commercial aircraft. The semiconductor
industry and the commercial aircraft industry illustrate these kinds of strategic trade rival-
ries between the United States, Japan, and the EU in the contemporary global economy.
In the semiconductor industry, American producers enjoyed first mover advantages and
dominated the world market until the early 1980s. The semiconductor industry prospered

in the United States in part due to government support in the form of funding for re-

search and development (R&D) and for defense-related purchases. The U.S. government
financed a large portion of the basic research in electronics—as much as 85 percent of all
R&D prior to 1958, and as much as 50 percent during the 1960s. At the same time, the
U.S. defense industry provided a critical market for semiconductors. Defense-related
purchases by the United States government absorbed as much as 100 percent of total pro-
duction in the early years. Even in the late 1960s the government continued to purchase

as much as 40 percent of production. These policies allowed American semiconductor.

firms to move down the learning curve and realize economies of scale. This first mover
advantage was transformed into a dominant position in the global market. In the early
1970s, U.S. semiconductor producers controlled 98 percent of the American market and
78 percent of the European market. ‘

Beginning in the 1970s, the Japanese government targeted semiconductors as a
sector for priority development and used two policy measures to foster a Japanese semi-
conductor industry. First and most important, the Japanese government used a variety
of measures to protect Japanese semiconductor producers from American competition,
Tariffs and quotas kept American chips out of the Japanese market. The Japanese gov-
ernment also approved very few applications for investment by foreign semiconductor
firms and restricted the ability of American semiconductor firms to purchase existing
Japanese firms. As a direct result, American semiconductor firms were unable to jump
over trade barriers by building semiconductor production plants in Japan. Japanese in-
dustrial structure—a structure in which producers develop long-term relationships with
input suppliers-—helped ensure that Japanese firms that used semiconductors as inputs
purchased from Japanese rather than American suppliers. Finally, government pur-
chases of computer equipment discriminated against products that used American
chips in favor of computers that used Japanese semiconductors. The extent of Japanese
protectionism can be appreciated by comparing U.S. market shares in the United
States, EU, and Japanese markets. Whereas American semiconductor firms controlled
98 percent of the American market and 78 percent of the EU market in the mid-1970s,
they held only 20 percent of the Japanese market (Tyson 1992, 93). Second, the Japan-
ese government provided financial assistance to more than 60 projects connected to the
semiconductor and computer industry. Such financial assistance helped cover many of
the research and development costs Japanese producers faced.

By 1976, Japanese firms were producing highly sophisticated chips and had dis-
placed American products from all ‘but the most sophisticated applications in the
Japanese market. Success in the Japanese market was followed by success in the global
market. Japan exported more semiconductors than it imported for the first time in
1979. By 1986 Japanese firms had captured about 46 percent of global semiconductor
revenues, while the American firms’ share had fallen to 40 percent (Tyson 1992,
104-105). By protecting domestic producers and subsidizing research and develop-
ment costs, the Japanese government helped Japanese firms successfully challenge
American dominance of the semiconductor industry.

A State-centered Approach to Trade Folicy 117

A similar dynamic is evident in U.S.-European competition in the commercial air-
craft sector. Two American firms, Boeing and Douglas (later McDonnell Douglas)
dominated the global market for commercial aircraft throughout the postwar period,
in part because of U.S. government support to the industry provided through the
srocurement of military aircraft (Newhouse 1982; Office of Technology Assessment
1991, 345). Work on military contracts enabled the two major American producers to
achieve economies of scale in their commercial aircraft operations. Boeing, for exam-
ple, developed one of its most successful commercial airliners, the 707, as a modified
version of a military tanker craft, the KC-135. This allowed Boeing to reduce the cost
of developing the commercial airliner. Both jets in turn benefited from the experience
Boeing had gained in developing the B-47 and the B-52 bombers (OTA 1991, 345). As
]oseph Sutter, a Boeing executive vice president noted, “We are good . . . partly be-
cause we build so many airplanes. We learn from our mistakes, and each of our air-
planes embodies everything we have learned from our other airplanes” (quoted in
Newhouse 1982, 7). The accumulated knowledge from military and commercial pro-
duction gave the two American producers a first-mover advantage in the global market
for commercial airliners sufficient to deter new entrants.

In 1967, the French, German, and British governments launched Airbus Industrie
to challenge the global dominance of Boeing and McDonnell Douglas. Between 1970
and 1991, these three European governments provided between $10 and $18 billion of
financial support to Airbus Industrie, an amount equal to about 75 percent of the cost

of developing Airbus airliners (OTA 1991, 354). As a consequence, by the early 1990s

Airbus Industrie had developed a family of commercial aircraft capable of serving the
long-range, medium-range, large passenger, and smaller passenger routes. Airbus’s
entry into the commercial aircraft industry had a dramatic impact on global market
share. As Table 3.7 makes clear, in the mid-1970s Boeing and McDonnell Douglas
dominated the market for large commercial airliners. Airbus began to capture market
share in the 1980s, however, and by 1990 it had gained control of 30 percent of the
market for large commercial airliners. In 1994 Airbus sold more airliners than Boeing.
As a consequence of Airbus’s success, a substantial portion of the rents available from
the production and sale of commercial airliners has been transferred from the United
States to Europe. Thus, by subsidizing the initial costs of aircraft development, Euro-
pean governments have been able to capture a significant share of the global market
for commercial aircraft, and the income generated in this sector, at the expense of the
United States.

Strategic trade rivalries of this kind have been a source of conflict in the interna-
tional trade system. Countries losing high-technology industries as a consequence of
the industrial policies pursued by other countries can respond by supporting their own

Table 3.7
Market Share in Global Commercial Aircraft

Boeing McDonnell Douglas Airbus
1975 67% 33% 0
1985 63% 20% 17%
1990 54% 16% 30%

Source: Calculated from Data in Tyson 1992, 158-159.
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firms to offset the advantages enjoyed by foreign firms or by attempting to preveng

foreign governments from using industrial policy. In the United States, which consid-

ered itself a victim of the industrial policies adopted by Japan and the EU, the nationg]

debate has focused on both responses. Considerable pressure emerged during the
1980s and early 1990s for a national technology policy. Proposals were advanced for the
creation of a government agency charged with reviewing global technology and “evaly-
ating the likely course of key American industries; comparing these baseline projections
with visions of industry paths that would be compatible with a prosperous and competi-
tive economy; and monitoring the activities of foreign governments and firms in these
industries to provide an early warning of potential competitive problems.in the future”
(Tyson 1992, 289). Many recommended that the U.S. government reduce its R&D sup-
port for military and dual use projects (dual use refers to projects with military and
commercial applications) and increase the amount of support provided to strictly com-
mercial applications. Proponents of a national technology strategy also encouraged
greater cooperation between the public and private sector on precompetitive research
in a wide range of advanced technologies. Such proposals played an important role in
the first Clinton Administration’s thinking about international trade, a role reflected in
Clinton’s selection of Laura D’Andrea Tyson, an economist and one of the most promi-
nent proponents of such policies, to be the Chair of his Council of Economic Advisors.
The United States also put considerable pressure on other governments to stop
their support of high-technology industries. A series of negotiations with Japan that
were conducted during the 1980s and early 1990s were designed to pry open the
Japanese market to internationally competitive American high-technology industries.
Such negotiations took place in semiconductors, computers, telecommunications, and
other sectors. The rationale for these negotiations is evident from the previous discus-
sion about first mover advantages. If Japanese firms could be denied a protected mar-
ket for their early production runs, they would never realize the scale economies
required to compete in international markets. Opening the Japanese market to Ameri-
can high-technology producers would prevent the emergence of competitive Japanese
high-technology firms and thereby help maintain American high-technology leader-
sfxip. During the 1980s and early 1990s, therefore, the United States responded strate-

gically to the use of industrial policies by Japan and, to a lesser extent, the EU and
adopted policies designed to counter them.

Weaknesses of the State-centered Approach

While a state-centered approach directs our attention to the important role that
states play in shaping the structure of their domestic economies, it does have some
important weaknesses. Three such weaknesses are perhaps most important. Fi?I;St,
the state-centered approach lacks explicit micro-foundations. The approach asserts
that states act in ways that enhance national welfare. A critical student must respond
to this assertion by asking one simple question: what incentive does the state have to
act in ways that do in fact enhance national welfare? Anyone who has visited the
Palace of Versailles in France, or that has spent anytime reading about the experi-
ence of other autonomous rulers knows that autonomous states have as much (if not
more) incentive to act in the private interests of state officials as they have to act in

v
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. terest of society as a whole. Why then would autonomous st?te actcors enr‘ich
the'm« hen they might just as easily enrich themselves? Answering this .q}lestlon
Soc’;e.t)’\W s to think about how state actors are rewarded for promoting policies that
r@qum:S uational welfare and punished for failing to do so. In answering this ques-
enhaniednve;lo micro-foundations—an explanation that sets out the incentive struc-
oo Wibr tzncoﬁrages state officials to adopt policies that promote national Welfare.
o ;Mstate—céntered approach currently does not offer a good answer to this ques-
B.Ut t"i%e reward structure that state policymakers face cannot be elections, f.or that
tlonﬁeq qu back toward a society-centered approach. The reward structure might be

:suri:ty related; one could reasonably argue that states intervene to em‘llllance1 the
: wer and position of the nation in the intern.atlonal system. We must still exp a}n:
e ver, how these broad concerns about national security create incentives for in
39\::/5112;1 ,policymakers to make specific decisions about,resource allocation. The
i)int is not that such micro-foundations could not be developed, but rather that a}s1
}f) as T am aware, no one has yet done so. As a result, the state-centered approacf
pirovides little justification for1 fits central assertion that states will regularly act in
nce national welfare. o
Wayssilcfnz?}zﬁe assumption that states make policy independent of Vdorgesglc mt?lrest
group pressure is misleading. Even highly autonomous states do no;1 stand a O\fe ;zt ' rsgd
cietal interests. While interest groups need not dlctat'e pohf:y, as 1i e sometyl—)(,e rtere
approach claims, they do establish the pf.}rameters in whlcl? po 10})1/ riljl)spseositior;
Even in Japan, which comes closest to the ideal autonomous state, the ] pOOinCi—
in government was based in part on the support of big busmessl. Ii it merely jdid o
dence that Japanese industrial policy channeled resources to b%g usutles;, (; didthe
Japanese state adopt such policies because they were in the m(tieres ‘o‘ (})] ¢ of the
LDP’s principal supporters? Thus, whereas the society-centere appll(l)ac s mes
too little room for autonomous state action, the state-centered approac hassumeih
much state autonomy. We may learn more by fitting th? two approaches toge etr.
This would lead us to expect governments to intervenc in the economy to p}'(;lmo 3
specific economic outcomes, but that often sgch policies are con}s:sthel:}t1 wit y ea;; :
shaped by the interests of the coalition of societal groups upon which the go
’ StS' . e .

men%ini%;”e ztzjltegic trade theory itself, which pr.ovides 'the intéllectggl ]uls);;ﬁ(\‘j(taﬁi
for government intervention in high-technology n‘nd\.lstrles, has consi erg o weale
nesses. Strategic trade theory is as much a prescrlptlve.theory—on.e usert o erive
policy proposals—as it is an explanatory theory. As.such, it has .somle mi%)O ar it
tions. The claim that government intervention can improve national we ar(.e }s n(i pthe
ticularly robust. The conclusions one derives from any theory are SGI}]ISI’UV& 0 o
assumptions one makes when building the theory. If the conclusmps change gll;e ly
when one alters some of the underlying assumptions, then thé confidence or}lle gs in
the accuracy of the theory must be greatly diminished. Strategic trade theer ats fe:i
criticized for producing strong conclusions only unde?r a relatwel.y restmctlveh seb ot >
sumptions. While the specific criticisms are too detailed to consuigr hzr? the bo omd
line is that altering the assumptions gbout how one country’s estabhshe 1'1”mtsh resgtc)tor
to a foreign government’s subsidy of its firms, about how many firms ?\lr(e mth e Z oo
. in question, and about where firms sell their products can either weaken the ¢
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hat trade policy is produced by autonomous states pursuing the na-
n conjunction with strategic trade theory, this approach leads us to
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You can visit the United States Trade Representative at http:/fwww.ustr.gov. See the links in
Chapter 2 for trade policy in Japan and the EU.
For the positions of American businesses on international trade, visit:
The U.S. Trade Alliance at http://www.us-trade.org/other/about_ustrade.htm.
The Business Round Table at http:/www.brtable.orgfissue.cfm/9.
For the positions of American unions on international trade, visit:
The AFL-CIO at www.afl-cio.org.

. UNITE at http:/fwww.uniteunion.orgfindex.htm.
The United Steelworkers of America maintain a number of trade-related websites that can be

reached through http./Avww.uswa.orgftradesites. html.
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SUGGESTIONS FOR FURTHER READING

The literature on U.S. trade politics is enormous. The best available introduction is proba-
bly I.M. Destler, American Trade Politics, 3rd edition. (Washington, D.C.: Institute for Interna-
tional Economics, 1992). Unfortunately, there has been much less written in English on the
trade policy process in the EU and Japan. For the EU, see John P. Hayes, Making Trade Policy
in the European Community (London: The MacMillan Press, 1993). For Japan, see Chikara Hi-
gashi, Japanese Trade Policy Formulation (New York: Praeger, 1983).

On the issues posed by industrial policy in high-technology industries, see Laura I)’Andrea
Tyson, Who’s Bashing Whom? Trade Conflict in High Technology Industry (Washington, D.C.:
Institute for International Economics, 1995). For a more polemical discussion written by a for-
mer trade negotiator in the Reagan Administration, see Clyde V. Prestowitz, Trading Places:
How We are Giving Our Future to Japan and How to Reclaim It (New York: Basic Books, 1988),
For a more technical treatment, see Paul R. Krugman, ed., Strategic Trade Policy and the New
International Economics (Cambridge: Cambridge University Press, 1986).

T'he relationship between developing countries and the international trade system
has changed fundamentally during the last 20 years. Throughout most of the post-
war period, developing countries participated little in the multilateral trade system. In-
stead, in an attempt to promote industrialization most governments constructed very
high trade barriers and intervened extensively in the domestic economy. To the extent
that developing countries participated at all in the GATT, they sought to alter the
rules governing international trade. Convinced that the GATT was biased against
their interests, developing countries worked through the United Nations to create in-
ternational trade rules that they believed would be more favorable toward industrial-
ization in the developing world. These policy orientations have both changed
fundamentally since the late 1980s. Most developing countries have dismantled the
protectionist systems they had created and maintained in the first 30 years of the post-
war period, and most have greatly reduced the degree of government intervention in
the domestic economy. At the same time, developing countries have abandoned the
quest for far-reaching changes to international trade rules and have become active
participants in the WTO, seeking to liberalize trade to further their own interests.
This chapter examines how political and economic forces have shaped these trade
and development policies. We look first at why governments in most developing coun-
tries chose to insulate their economies from international trade, why they greatly ex-
panded their participation in the domestic economy, and why they sought changes in
international trade rules. To understand these policies, we focus specifically upon how
economic theories concerning rapid industrialization dovetailed with the interests of
domestic groups to shape the trade and development policies adopted by most govern-
ments in developing countries. We then turn our attention to why so many developing
countries have reversed course during the last 20 years. Why, after having pursued
protectionism at home and reform abroad for more than 30 years, did developing
countries begin to dismantle protection at home, abandon reform in the international
system, and become active participants in the WTO? In making sense of this change,
we focus upon the interaction between domestic and international developments.
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We conclude the chapter with a brief look at the challenges that developing countries
face in the contemporary multilateral trade system.

INSULATION AND SYSTEMIC REFORM

Until the mid-1980s governments in most developing countries pursued trade and de-
velopment policies characterized by heavy state involvement in the domestic economy
and limited participation in the international trade system. At home, most govern-
ments intervened extensively in their economies and restricted imports in an attempt
to promote rapid industrialization. In the international system, these same govern-
ments played little role in GATT negotiations and launched a coordinated and sus-
tained effort to change the rules governing international trade. We begin our
examination of the political economy of developing countries by examining these two
dimensions of postwar trade and development policy. We look first at how economic
and political change brought to power throughout the developing world governments
that were supported by import-competing interests. We then examine the economic
theory that guided policy in this era. As we shall see, this theory provided governments
in the developing world with a compelling justification for transforming the protec-
tionism sought by the import-competing producers that supported them into policies
that emphasized industrialization through state leadership. Having built this base, we
turn our attention to the specific policies that governments pursued in this period,
looking first at their domestic strategy for industrialization and then examining their
efforts to reform the international trade system.

Domestic Interests, International Pressures, and Protectionist Coalitions

Developing countries” trade policies underwent a sea change in the first half of the
twentieth century. Up until the First World War, those developing countries that
were independent, as well as those regions of the world that were held in colonial em-
pires, pursued largely liberal trade policies. They produced and exported agricultural
goods and other primary commodities to the advanced industrialized countries and
imported most of the manufactured goods they consumed. Governments and colonial
rulers made little effort to restrict this trade. But by the late 1950s, these liberal trade
policies had largely been replaced by the protectionism that dominated developing
countries’ trade policies until the late 1980s, and whose remnants remain important
in many countries today. We begin our investigation of developing countries’ trade
and development policies by looking at this initial shift to protectionism. As we shall
see, this shift was driven by the interaction between domestic interests and a variety
of international pressures. During the late nineteenth and early twentieth céntury,
developing countries’ trade policies were most strongly shaped by export-oriented
producers. Between the beginning of the First World War and the conclusion of de-
colonization in Sub-Saharan Africa in the 1960s, however, the political influence of
export-oriented interests gave way to the political dominance of import-competing
groups. As this political transformation took place, developing countries shifted from
liberal trade policies to protectionism.
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Domestic interests. Trade and development policies in developing countries have
been powerfully shaped by political competition between the country and the city, or
in slightly different terms, between rural-based agriculture and urban-based manufac-
turing. Political competition between these two groups reflects, in turn, the pattern of
comparative advantage generated by the factor endowments common to most devel-
oping countries. In general, developing countries are abundantly endowed with land
and poorly endowed with capital (Lal and Myint 1996, 104-110). The relative impor-
tance of land and capital in developing countries” economies can be appreciated by ex-
amining the structure of developing countries” economies and exports as presented in
Tables 4.1 and 4.2, For the time being we will focus on 1960, as this will allow us to put
to the side the consequences of the development policies that governments adopted
during the postwar period. Table 4.1 shows quite clearly that agriculture accounts for a
very large share and manufacturing activity for only a small share of developing coun-
tries” economies. With a few exceptions (particularly in Latin America), between one-
third and one-half of all economic activity in developing countries in 1960 was based in
the agricultural sector, while less than 15 percent was based in manufacturing. By con-
trast, agriculture accounts for only 5 percent of GDP in the advanced industrial
economies. If we include the “other industry” category, which incorporates mining,
then in all regions of the developing world other than Latin America, agriculture and
nonmanufacturing industries account for more than half of all economic activity.

A similar pattern is evident in the commodity composition of developing countries’
exports (Table 4.2). The commodity composition of exports measures the types
of goods that a country exports. In 1962 developing countries’ exports were heavily

‘concentrated in primary commodities: agricultural products, minerals, and other raw

Table 4.1
Economic Structure in Developing Countries (sector as percent of GDP)
Agriculture Manufacturing
1960 1980 1995 1960 1980 1995
Sub-Saharan Africa 36 24 20 12 12 15
East Asia and the Pacific 46 27 18 16 27 32
South Asia 49 39 30 13 15 17
Latin America 16 10 10 21 25 21
Other Industry® Services
_ 1960 1980 1993 1960 1980 1995
Sub-Saharan Africa 18 24 15 40 38 48
East Asia and the Pacific 7 12 12 31 32 38
South Asia 6 9 10 33 35 41
Latin America 10 12 12 53 51 53

Figures may not sum to 100 because of rounding.

*Includes mining, construction, gas, and water.

Sources: Data for 1962 from World Bank. 1983. World Tables, 3rd edition. Washington, D.C.:
The World Bank. Data for 1980 and 1995 from World Bank 1997. World Development
Indicators. Washington, DC.: The World Bank.
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Developing Countries’ Export Composition (sector as percent of total exports)
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materials. Primary commodities accounted for more than 50 percent of the exports for
all of the countries and for more than 80 percent of the exports for more than half the
countries listed in Table 4.2. In addition, the range of primary commodities each devel-
oping country exports is generally quite small. Some countries are mono-exporters,
that is, their exports are almost fully accounted for by one product. In the mid-1980s, for
example, more than 80 percent of Burundi’s export earnings came from coffee, while co-
coa accounted for 75 percent of Ghana’s export earnings (Cypher and Dietz 1997, 339).
Similar patterns are evident in Latin America. In 1950 about 69 percent of Brazil’s ex-
ports were composed of coffee and cocoa, and about 74 percent of Chile’s exports were
composed of copper and nitrates (Thorp 1998, 346). The structure of their economies
and the composition of their exports thus underline the central point: developing coun-
tries are abundantly endowed with land and have little capital.

The specific factors model allows us to examine how these factor endowments
have shaped developing countries’ trade policies during the last 100 years. As we
learned in Chapter 3, a specific factor is a factor of production that cannot easily be
shifted from one economic sector to another. In the context of developing countries,
the specific factors model leads us to focus on two traded goods sectors, agriculture
and manufacturing. Economic agents based in each sector use combinations of labor,
land, and capital to produce their goods. In keeping with the assumption of limited
factor mobility that is central to the specific factors model, we will assume that land is
specific to agriculture while capital is specific to manufacturing. We also assume that
our third factor, labor, is mobile across sectors. Most labor in developing countries is
low skilled and can be readily employed in either low-skill manufacturing or in agricul-
ture. Such labor is highly mobile between sectors and will move to whichever sector is
paying the higher wage. If wages in agriculture are higher than manufacturing, labor
will move into agricultural production; if wages are higher in manufacturing than in
farming, then labor will move to manufacturing activities. F' inally, because land is
abundant while capital is scarce, we know that agriculture is the export-oriented sector
and manufacturing is the import-competing sector. The export-oriented sector,
landowners in this case, realize rising incomes from trade openness and see their in-
comes fall under protection. The import-competing sector, manufacturing industry in
this case, realizes income gains from protection and loses from trade liberalization.
This simple model allows us to generate some basic expectations about trade policies
in developing countries. When agricultural interests dominate politics, trade policy
will be open and liberal. Because the returns are higher in agriculture than in manu-

" facturing, most labor will be employed in agriculture. When manufacturing interests

dominate politics, however, trade policy will be protectionist. And because protection
raises the return to labor and capital employed in manufacturing relative to agricul-
ture, labor will move out of agriculture and into manufacturing. The specific factors
model suggests, therefore, that trade politics in developing countries will be character-
ized by competition between agricultural and manufacturing interests.

While this two-sector model highlights political competition between rural agri-
culture and urban manufacturing, it omits an important element of urban interests.
Many urban residents in developing countries are not employed in manufacturing. In-
stead, they work for the government, in the retail sector, or in other nonmanufacturing
activities. We can capture this group’s trade policy interests by adding a third sector,
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called the nontraded goods sector, to manufacturing and agriculture. The nontraded
goods sector encompasses all economic activities that do not enter into international
trade, either because the good is too costly to transport, like houses or concrete, or be-
cause in some cases the good or service must be performed locally, such as the railway
system, many public utilities, health care, auto repair, and the retail sector more gen-
erally. In addition, government employees, such as civil servants, teachers, and mili-
tary personnel also work in the nontraded goods sector. Because nontraded goods do
not face international competition, international trade affects incomes in thé ron-
traded good sector primarily through the impact it has on the prices of the traded
goods that people employed in the nontraded goods sector purchase: People em-
ployed in the nontraded sector realize income gains from policies that reduce the
prices of traded goods and lose from policies that raise these prices.

External influence and the rise of protectionist coalitions. Developing coun-
tries pursued liberal trade policies prior to World War I because export-oriented agri-
cultural interests dominated developing countries’ political systems. The precise
political form of this domination differed considerably across regions. In Latin Amer-
ica, an indigenous land-owning elite dominated domestic politics. In Argentina and
Chile, for example, the landowners controlled government, often acting in alliance
with the military. While these political systems were constitutionally democratic, par-
ticipation was restricted to the elite, a group that amounted to about 5 percent of the
population, in a system that has been characterized as “oligarchic democracy” (Skid-
more and Smith 1989, 47). In other Latin American countries such as Mexico,
Venezuela, and Peru, dictatorial and often military governments ruled, but they pur-
sued policies that protected the interests of the landowners (Skidmore and Smith
1989, 47). With landowners dominating domestic politics, Latin American govern-
ments pursued liberal trade policies that favored agricultural production and export at
the expense of manufactured goods (Rogowski 1989, 47). As a result, most Latin
American countries were highly open to international trade, producing and exporting
agricultural goods and other primary commodities and importing manufactured goods
from Great Britain, Europe, and the United States.

In Asia and in Africa, export-oriented agricultural interests dominated local poli-
tics through colonial structures. In Taiwan and Korea, for example, Japanese coloniza-
tion led to the development of enclave agriculture, that is, export-oriented
agricultural sectors that had few linkages to other parts of the local economy (Haggard
1991). Agricultural producers bought little from local suppliers and exported most of
their production. In both countries, agricultural production centered on the produc-
tion and export of rice, and in Taiwan, on sugar cane as well. In Africa, colonial pow-
ers, Britain and France in particular, encouraged the production of cash crops and raw
materials that could be exported to the colonial power (Hopkins 1979; Ake 1981;
1996). In the Gold Coast (now Ghana,), the cocoa industry was a small part of the
economy in 1870. British colonists promoted the development of cocoa production so
that by 1910 the Gold Coast had become the world’s largest cocoa producer and cocoa
accounted for 80 percent of the Gold Coast’s exports. In Senegal, France promoted
the production of groundnuts, so that production rose from 200,000 tons to 600,000
tons between 1914 and 1937, and close to half of the land'cultivated in Senegal was
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dedicated to groundnut production (Ka and Van dé Walle 1994, 296). .Similz% patterns
with other commodities were evident in other African .colomes (Hopkins '19}1 )
These political arrangements began to change in the early twentiet century].?
As they did, the dominance of export-oriented interests gave way to the' 1n.terestsf0
import-competihg manufacturers. In many instances, the mos't 1mp0r.tar?t trlggef, or
this change originated in developments outside of ' develop%ng societies. In datm
America, international economic shocks beginning with the First World W;r an ez;«
tending into the Second World War played a cent.ral role (Thorp. 1998, Ch apltJer't d
Government-mandated rationing of goods and primary cgmmodltles in the n.1‘e
States and Europe during the two World Wars made it dlfflCl,l'lt for Latin Amde?can
countries to import many of the consumer goods they had pr’ewou‘sly purchgse | r9$
the industrialized countries. In addition, the falling commodity prices a's?ocmfte Wlh
the Great Depression and the disruption of norn'lal tradei patterns arlsl.ng rom.t“ e
second World War reduced the amount of foreign excbange that Latm fzmerlcrale
countries earned from their primary commodity exports. The interruption of normc(ijl
Latin American trade patterns led governments in many countries to introduce tra e
barriers and to begin producing many of the manufa.ctured goods that they had prlf;w—
ously imported. The rise of domestic manufacturing in turn produ(.:ed a growm% urban
middle class as workers and industrialists began to move out of agricultural production
and into manufacturing industries. ‘ . L
The emergence of manufacturing industries gave rise to interest groups, in ustr{—
based associations, and labor unions to promote economic pohcle'zs favorable to people
working in the import-competing sector. The creation of orgam.zed groups to Irlepr.e—
sent the interests of import-competing manufacturing generated its own political logic.
On the one hand, the groups that saw their incomes rise frorr} protection had a.stron7g
incentive to see these policies continued in the postwar period (s.ee }’\'ogowsikl 193 ;
Haggard 1990). On the other hand, the emergence of new 9rgan1zed interests and a
growing urban middle class created an opportunity for politicians to construct new plo—
litical coalitions based on the support of the urban sectors. In Argentina, f01'" examp e(i
Juan Peron rose to power in the late 1940s with the support of labpr, mdustnahstls, and
the military. A similar pattern was evident in Brazil, Vx./he.are Getulio Vargaslvx./‘las e ecte
to the presidency in 1950 with the support of indust‘rlahsts, government civi servar'lts,
and urban labor. Argentina and Brazil were not unique. Throu.ghout Latin America,
postwar governments were much less tightly linked to landed interests than gover?—
ments had been before World War L. Instead, governments rose to Power on tbe b?.SIS
of political support from interest groups whose incomes were derived frolin dlmp{)rb
competing manufacturing (Cardoso and Faletto 1979). Suoh governments had a clear
incentive to maintain trade policies that protected these incomes. '

In Asia and Africa, the declining political influence of export—oriffnted agricultural
interests and the growing influence of import-competing mar%ufactum%g' occurred as a
result of de-colonization. In Asia, particularly in Korea and Taiwan, political change re-
sulted from the defeat of Imperial Japan in World War I (see Haggalrd 1990?. In South
Korea, the defeat of Japan transferred power from a fox-re.ign color‘nzer to mdlgenouls
groups. And while the South Korean land-owning class initially dommafed postwar pol-
itics, the Korean War of the early 1950s and a series of land ref'orms 1mplemented. in
the 1950s greatly reduced the power of rural landowners and increased the relative
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power of the emerging urban sector. In Taiwan, the Japanese defeat was followed b
the defeat of the nationalist Chinese government on Mainland China and the igration
of the Chinese nationalists to the island of Taiwan. Once installed in Taiwan, the Chi-
nese nationalists instituted land reforms to assert their authority over indigenous
landowners and to prevent a repeat of their experience on the mainland, where the
rural sectors had supported the Communists. As in South Korea, these land reforms re-
duced the power of landowners and increased the power of urban-industrial sectors.
Africa’s transition came later, as the de-colonization of Sub-Saharan Africa oc-
curred only in the 1950s and early 1960s, and it took a slightly different form. The
push toward de-colonization was led by a coalition of indigenous professional elite who
had been educated by the colonial powers and had then acquired positions in the ad-
ministration of colonial economic and political rule. One factor motivating Africa’s
push for independence was dissatisfaction with the discriminatory practices of colonial
administration. Colonial rulers had tightly restricted the ability of the local population

to share in the wealth generated by domestic economic activity. Colonies were run for -

the profit of the colonists, and colonial economic enterprises were staffed and man-
aged by men from the colonial power. The local population had limited opportunities
to participate in these economic arrangements other than as workers. The nationalist
struggles for independence that emerged in the 1950s and succeeded over the next
15 years sought to transfer control over existing economic practices from the colonial
governments to the indigenous elite. As a consequence, import-competing manufac-
turing in Africa played a much smaller role in early post-independence politics than
the nontraded goods sector. This indigenous elite, as Claude Ake (1981, 142) has ar-
gued, “wanted to inherit a system rather than to revolutionise it.”

The period demarcated by the start of the First World War and the end of decolo-
nization in Sub-Saharan Africa thus brought a fundamental change to patterns of polit-
ical influence in developing countries. Political structures once dominated by
export-oriented agricultural interests were now largely under the control of import-

’ competing manufacturing interests. Governments beholden to the import-competing
sector had a clear incentive to abandon liberal trade policies and continue the protec-
tionist arrangements that had been put in place during the 1930s. These protectionist
policies would remain in place until the late 1980s.

Markets, Trade, and Economic Development: The Structuralist Critique

The adoption of protectionism in most developing countries reflected the interests of
the politically influential import-competing manufacturing sector, but it did not repre-
sent a coherent strategy for economic development. And most governments were
* committed, at least rhetorically, to the adoption of policies that would promote eco-
nomic development. Most governments wanted to see societal resources shifted out of
agricultural production and into manufacturing industries because they believed that
poverty resulted from too heavy a concentration on agricultural production and that a
higher standard of living could be achijeved only through industrialization. And accord-
ing to what was then the dominant branch of development economics, called strue-
tralism, the shift of resources from agriculture to manufacturing would not occur

unless the state adopted policies to bring it about (see Lal 1983; Little 1982). The the-

#
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oretical belief that the market would not promote industrialization provided the intel-
Jectual and theoretical justification for the two central aspects of the development
strategies adopted by most governments during the 1950s, 19605, and ].970)5. Because
structuralism played such an important role in shaping developing countries t'rade and
development policies, understanding the policies governments adopted requires us to
understand the structuralist critique of the market. We look first at the critique of th'e
market within developing countries and then turn our attention to the structuralist cri-
tique of the international market and the international trade system.

Market imperfections within developing countries. Structuralists “‘arguefl that
imperfections within developing countries’ markets posed serious obstacle§ toJlnfjlus—
trialization. Industrialization would require a fairly substantial reallocation/of re-
sources from agricultural production to manufacturing industries. The crit.ica‘l
question for industrialization, therefore, was how best to bring about this reallocation.

Structuralists argued that the domestic market could not be expected to bring about

the necessary shift of resources. They were skeptical about the market becal.JSLT: thgy
believe that developing world economies were inflexible. “[Economic] change is inhib-
ited by obstacles, bottlenecks, and constraints. People find it hard to move or adapt,
and resources tend to be stuck” in the sectors in which they are currently employed
(Little 1982, 20). , |

Most important, according to the structuralists, was the belief that the market'would
not promote investment in manufacturing industries. As economist Tibor Scitovsky
wrote at the time:

In an economy in which economic decisions are decentralized, [that is, in a market
economy], a system of communication is needed to-enable each person who makes
economic decisions to learn about the economic decisions of others and coordinate
his decision with theirs. In the market economy, prices are the signaling device that
informs each person of other people’s economic decisions; and the merit of percht
competition is that it would cause prices to transmit information reliably and people
to respond to this information properly. Market prices, however, reflect the eco-
nomic situation. as it is and not as it will be. For this reason, they are more gsefu] for
co-ordinating current production decisions, which are immediately effective anld
guided by short-run considerations, than they are for co-ordinating investment dem-:
sions, which have a delayed effect and—looking ahead to a long future period—
should be governed not by what the present economic situation is but by what the
future economic situation is expected to be. The proper co-ordination of investment
decisions, therefore, would require a signaling device to transmit information about
present plans and future conditions as they are determined by present plans; and the
‘ pricing system fa}ls to provide this. (1954, 150)

~  The structuralists pointed to two coordination problems: that would limit the

amount of investment in manufacturing industries. The first coordination problem,
called complementary demand arose in the initial transformation from an economy
based largely on subsistence agriculture (agricultural production in which people con-
sume their farm production rather than sell it for cash) to a manufacturing economy
(Rosenstein-Rodan 1943). In an economy in which few people earned a money wage,
no single manufacturing firm would be able to sell its products unless a large number of
other manufacturing industries were started simultaneously. Suppose, for example, that
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100 people are taken out of subsistence agriculture and paid a wage to manufacture
shoes while the rest of the population remains in nonwage agriculture. To whom will
the new shoe factory sell its shoes? The only workers earning money are those produc-
ing shoes, and it is unlikely that these 100 workers will purchase all of the shoes that
they make. In order for this shoe factory to succeed, other factories employing other
people must be created at the same time. Suppose, for example, that 500,000 workers
rather than just 100 are taken out of subsistence agriculture and simultaneously em-
ployed in a large number of factories producing a variety of different manufactured
goods—some make shoes, others make clothing, and still others produce refrigerators
or processed foods. With this larger number of wage earners, manufacturing enter-
prises can easily sell their goods. Shoe workers can buy refrigerators and clothes, work-
ers in the clothing factory can purchase shoes, and so on. Thus, a manufacturing
enterprise will be successful if a large number of other manufacturing firms are started
at the same time, but it will be unsuccessful if it is created in isolation. The coordination
problem arises because no single entrepreneur has an incentive to create a manufactur-
ing enterprise unless he or she is certain that others will invest as well. Thus, no.one will
invest in a manufacturing industry unless the potential investors can somehow coordi-
nate their behavior to ensure that all will invest in manufacturing industries at the same
time. Structuralists argued that the market, which encouraged autonomous investment

decisions by independent economic actors, would not promote the necessary coordina--

tion. The problem of complementary demand meant that if investment were left to the
market, there would be little investment in manufacturing industries.

The second coordination problem, called pecuniary external economies, arose
from interdependencies in market processes (Scitovsky 1954). Think about the eco-
nomic relationship between a steel plant and an automobile factory. Suppose that the
owners of a steel factory make an investment that increases the amount of steel they
can produce. As steel production increases, steel prices will begin to fall. The automo-
bile factory, which uses a lot of steel in the production of cars, will realize rising profits
as the price of one of its most important inputs falls. These increasing profits in the au-
tomobile industry could induce the owners of the car plant to make a new investment
to expand their production capacity. Such a simultaneous expansion of the steel and
auto industries would raise national income. But the two firms face a coordination
problem. The owners of the steel plant have no incentive to increase the amount of
steel they produce unless they are sure that the auto industry will increase the number
of cars they produce. The owners of the auto plant have no incentive to invest re-
sources in expanding car production unless they are certain that the steel producer will
make the investments needed to expand steel output. Thus, unless investment deci-
sions in the steel and auto industry are coordinated, neither firm will invest to increase

the amount they can produce. Once again, structuralists argued that the market could”

" not be expected to solve this coordination problem.

The inability of the market to coordinate investment decisions was a serious prob-
lem for governments that were intent on transforming the structure of their
economies. If the market would not coordinate investment decisions, the investments
in manufacturing industries necessary to drive the process of industrialization would
not be made. Structuralists argued that the way to overcome the coordination prob-
lems and begin the process of industrialization was with a state-led big push. The
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state would engage in economic planning and either make necessary investments itself
or help coordinate the investments of private economic actors. Thus, what the market:
could not bring about, the state could achieve through direct intervention in the econ-
omy. The structuralist critique of market imperfections therefore provided a com-
pelling theoretical justification for state-led strategies of industrialization. '

Market imperfections in the international economy. Structuralists also argued
that international trade between developing countries and the advanced industrialized
world was highly advantageous to the industrialized countries, but provided few bene-
fits for developing countries. This argument was developed during the 1950s, princi-
pally by Raul Prebisch, an Argentinean economist who worked for the United Nations
Economic Commission for Latin America (ECLA), and Hans Singer, an academic de-
velopment economist. According to the Singer-Prebisch theory, participation in the
GATT-based multilateral trade system would actually make it harder for developing
countries to industrialize by depriving them of critical resources.

The Singer-Prebisch theory divides the world into two distinct blocks, the ad-
vanced industrialized core and the developing world periphery, and then focuses on
the terms of trade between them. The terms of trade relate the price of a country’s
exports to the price of its imports. An improvement in a country’s terms of trade
means that the price of the goods it exports is rising relative to the price of the goods it
imports, while a decline in a country’s terms of trade means that the price of the goods
it exports is falling relative to the price of the goods it imports. As a country’s terms of
trade decline, it must exchange a larger volume of domestic production (it must export
more) for any given amount of foreign production (imports). As a country’s terms of
trade improve, it is able to acquire a given amount of imports for a smaller quantity of

~ exports. Thus, an improvement in its terms of trade makes a country richer while a de-

cline in its terms of trade makes it poorer. Because the typical developing country pro-
duces and exports primary commodities and imports manufactured goods, income in
developing countries is very sensitive to the terms of trade between primary commodi-
ties and manufactured goods. A fall in primary commodity prices relative to manufac-
tured goods lowers developing countries” incomes while a rise in the price of primary
commodities relative to manufactured goods raises their incomes.

The Singer-Prebisch theory argues that developing countries face a secular decline
in their terms of trade, meaning that their terms of trade deteriorate steadily over time.
Structuralists highlighted ' two distinct mechanisms that caused this secular decline.
First, the periphery’s terms of trade deteriorated due to the different consequences of

- productivity improvements in the core and periphery (see Lewis 1954; United Nations

1964; Gilpin 1987, 275-276;). A productivity improvement reduces the cost of produc-
ing a single good, and such a cost reduction allows the firm to either reduce the price

. they charge for the good or pay a higher wage to its workers. Core countries, the strue-

turalists argued, had economies characterized by full employment and by a high degree
of union organization. With little excess labor and strong labor unions negotiating wage
contracts with firms, productivity improvements in the core were transformed into ris-
ing wages and stable prices. Developing countries, by contrast, had large amounts of
under-employed labor and rarely was labor organized in well-developed and powerful
unions. As a consequence, productivity improvements in the periphery were transformed
into stable wages and falling prices (United Nations 1964, 15). Because productivity
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gains lead to stable prices for core country manufactured goods and falling prices for pe.
riphery country commodities, developing countries’ terms of trade deteriorate—the
price of their exports in terms of their imports falls continuously over time.
Structuralists also emphasized differences in the income elasticity of demand for
primary commodities and industrial goods. Income elasticity of demand refers to

the degree to which a change in a society’s income will affect that society’s demand for

a particular good. Low income elasticity of demand means that a large increase in per

capita income has little or no effect on demand for 1 particular good, while a high in-

come elasticity of demand means that a small increase in per capita income will have g
large effect on demand for a particular good. Structuralists argued that the income
elasticity of demand for primary commodities was quite low. Engel’s Law, which in-
formed the structuralists, holds that people spend smaller percentages of their total in-
come on food and other primary commodities as their incomes rise. The income
clasticity of demand for manufactured goods was believed to be quite high, however,
because higher income societies purchase more manufactured consumer items, Thus,
as incomes rise in the core countries, a smaller and smaller percentage of core country
income will be spent on primary commodity imports. But as income rises in the pe-
riphery countries, a larger percentage of periphery income will be spent on manufac-
tured imports from the core. Falling demand for primary commodities will cause the
periphery countries’ export prices to fall, while rising demand for manufactured goods

will cause the periphery countries’ import prices to rise. Rising import prices relative -

to export prices equals a deteriorating terms of trade.

Stripped of all the economic terminology, the structuralists’ point was remark-
ably simple: in contrast to classical trade theory’s claim that free trade provides clear
benefits to all countries, the structuralists argued that developing countries did not
necessarily benefit from international trade. Tn a world in which developing countries
exchange primary commodities for manufactured goods, core countries capture most
of the gains available from trade. According to the structuralists, therefore, the
GATT-based multilateral trade system was highly disadvantageous for developing
countries. Moreover, the income losses caused by the secular decline in their terms
of trade imposed a significant constraint on the ability of developing countries to in-

dustrialize. In order to industrialize, developing countries had to import capital goods, -

that is, machines used to produce other goods, as well as many intermediate inputs.
The ability of developing countries to import capital and intermediate goods, how-
ever, was determined in large part by their export earnings. Yet, the purchasing
power obtained by way of their export earnings was falling over time. Thus, the secu-
lar decline in the terms of trade made it harder for developing countries to import the
things that were critical for industrialization. / "

The validity of the Singer-Prebisch theory has been questioned. Most controver-
sial has been the claim that developing countries face a continuous decline in their
terms of trade. Measuring the long-term trend in a country’s terms of trade is compli-
cated by the fact that developing countries experience frequent terms of trade shocks.
A term of trade shock is a sudden and unanticipated but usually temporary change
in a country’s terms of trade caused by factors outside the country’s direct control. In
the mid-1970s, for example, a severe frost in Brazil, one of the world’s largest coffee
producers, destroyed a significant portion of the Brazilian coffee crop and coffee trees.
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i ic ; il 1977 the world price of coffee
' ly raised the world price of coffee. By Apri 7 the
[hi S'E(:;ptz more than six times the price that had prevailed in June 1975 (Deaton
hadgl‘l%) As a result, the terms of trade for other coffee exporting nations such lells
lcggio,m};ia‘. Kenya, and Tanzania improved suddenly and dramatically for reasons fully
0. 3 >
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“somic activity during the late 1990s and early 2000s, for example, reduced the globa

Jemand for petroleum, and lower demand was associated with falling oil prices in
Worlévr}rll;;liztrsﬁls of trade shocks are frequent, a country will experience a decline in its
ms of trade in some years and a rise in others. The conclusion we reach. about thze1
o 1 trend over a longer period of time will be sensitive to when we begin and en
o surement. If, for example, you compare a country’s terms of trade followmg a
Our"f'ﬂ eeashock in 1960 with its terms of trade 40 years later immediately following a
%?Tflel?legative shock, you are likely to conclude that the country’s terms of trade ha;lfe
cile(é:’lined over the entire period. Conversely, if you compare a country’s te\rms1 o(g ;r;l ai
following a negative shock in 1960 and a positive ‘shock in 2000, yo’u Tngy. 1clonc 1r11 L
terms of trade have generally improved over the intervening 49 ?/edr;d ti i eve Coun%
into account the measurement problems arising from the volatility o heve opl‘rtlgra]ists’
tries’ terms of trade, recent research does lend some support to ’; 7e St(riuig‘§7 w
claim (Borensztein et al. 1994; see also Sapsford 1985). Between 19 faln rcen; per
mary commodity prices other than ol fell by about thl‘ree—quarte;s 0h dpeta rioraé)on
year relative to manufactured goods, while between 1.968 and 1987, the dete
increased to 1.57 percent per year (see Cypher and.Dletz 1997, 180). e
While structuralism’s critique of markets within developing countries and o

- international trade system has been severely criticized, the objective validity of struc-

turalism is not our central concern. What matters for unde.rsta.nding'thi t]r.a(ietir;? f}i;
velopment policies adopted in many developmg.countrl.es is thzlr etle that the
structuralist. critique of domestic markets and th(? u}ter.natlonal trade sys f)m s cor
rect. Governments were convinced that industrialization wogld not F)cclllr 1} de u
‘markets at home, or if they participated in the GAT'Ij—based mternatl((i)raa trla e syrslt
tem. This conviction played an important role in shaping the trade and developme

policies that developing countries adopted.

Domestic and Internationgl Elements of Trade N
and Development Strategies

Structuralism enabled governments to transform the protectior}ist t‘rade 1p(()1h§165 g)laf
~benefited their principal political supporters into comprehensive state- et 6(31\23 tgd
ment strategies. The trade and development pohc1e§ that most governments Ai . (E)me
following World War II had both a domestic and an international (i1111rlelr1310n.1 ! home,
the desire to promote rapid industrialization led governments to adop‘F s;:ate— relation o
opment strategies characterized by a high degn’ae of government gn e.rvre; on ce-
signed to promote industrialization behmd. hlgh protectionist altr“r{et o the
international arena, concern about the distributional implications ‘0 intern el
trade led the developing countries to attempt to changfa the rules govegm?tgm t
GATT-based trade system. This reform effort was characterized by a concerted attemp
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to shift the international trade system away from the market-based liberalism embods:
ied in the GATT toward an alternative set of rules and institutions that they believed

would better enable them to industrialize. We examine each dimension in turn.

Import substitution industrialization. Industrialization required a shift of resources
out of agricultural and into manufacturing, Skepticism about the ability of the market to
promote this necessary reallocation of resources implied that industrialization would
oceur only if the state played a leading role. States played this leading role by adopting
development strategies called import substitution industrialization or ISI. Import
substitution industrialization was based on a simple logic: countries would industrial-
ize by substituting domestically produced goods for manufactured items that had pre-
viously been imported. Import substitution industrialization was conceptualized as a
two-stage strategy (see Table 4.3). In its initial stage, import substitution “is wholly a
matter of imitation and importation of tried and tested procedures” (Hirschman
1968, 7). Easy TSI, as this first stage was often called, focused on developing domes-

tic manufacturing industries capable of producing relatively simple consumer goods -

such as soda, beer, apparel, shoes, and furniture. The rationale behind the focus on

these simple consumer goods was three-fold. First, there was a large domestic de- -

mand for these products that was currently satisfied by imports. Second, because

these items were standardized or mature products, developing countries could easily -

purchase the technology and the machines necessary to produce them from the ad—\
vanced industrialized countries. Third, the production of these goods relies heavily
on low-skill labor, allowing developing societies to draw their populations into manu-

Table 4.3
Stages of Industrialization in Mexico and Brazil, 1880-1970 ’
Commodity Exports Primary ISI Secondary ISI
18801930 1930-1955 195571968
Main Industries Mexico; Precious Mezico and Brazil: Mexico and Brazil:
metals, minerals, oil Textiles, food, cement,  Automobiles,
Brazil: Coffee, rubber, iron and steel,paper, electrical and
cocoa, cotton chemicals, nonelectrical
machinery machinery,
petrochemicals,
pharmaceuticals
Major Mexico: Foreign investors ~ Mexico and Brazil: Mexico and Brazil:
Economic Actors  Brazil: National private National private State-owned
firms firms enterprises,
transnational
corporations, and
national private
firms
Orientation of World Market Domestic Market Domestic Market

the Economy

Source: Gereffi 1990, 19.
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g activities without making large investments to upgrade their skills. Govern-
. octed to realize two broad benefits from this easy stage of ISI. The expan-
rr,lentsfer?anufacturing activities, particularly if a portion of the resulting profits was
. ) ted, would increase wage-based employment as under-utilized labor was drawn
rem\?f riculture and into manufacturing, In addition, the experience gained in these
- f:fturing industries would allow domestic workers to develop skills, collectively
m?m;ed to as general human capital, that could be subsequently applied to other
rel e]rufacturimg businesses. Of particular importance were the management and entre-
H::neurial skills that would be gained by the people that worked in and Tanaged tl;g
fnanufacturing enterprises established in this stage. Success in the easy stagehwou
therefore create many of the ingredients necessary to make the transition to the sec-

age of ISI. .
Omd’]%:lgsr;1 (igitjv%)fiﬂd eventually cease to bear fruit. The domestic market’s capacity to
absorb the kinds of simple consumer goods produced in this stage wou'ld guzlcklli/ be ex-
hausted, and the range of such goods that could be prf)duced was limited. ‘t sorrclle
point, therefore, developing countries would need to shift from easy I.S.I to (;1 second-
stage strategy that pushed them into more complex manufacturing activities. One possi-

'bi]ity would be to shift to what some have called an export substitution stra'tegy, in
- which the labor-intensive manufactured industries developed in easy IST begin to ex-

port rather than continue to produce exclusiyely for the domest.ic market. This sftrategy
is dalled export substitution because manufactured goods beg.m to sub}slntute oi pﬁl—
mary commodities in the country’s exports. The second a'lternatwe, and the ong ac u;s Iy
adopted by many governments in Latin America and Africa, was called se}fon a(;'y y .
In secondary ISI emphasis shifts away from simple consumer goods to the Pro uc 503
of consumer durable goods, intermediate inputs, and the capxt.al goods that ?re neede
to produce consumer durables. In Argentina, Brazil, and Chile, for example, govetm;
ments decided to promote domestic automobile production as a central comE()dnen of
secondary ISI.- Each country imported cars in pieces, call'ed completé knoc f)wnst,
and assembled the pieces into a car for sale in the domestic market. The doanestg: aurt )
firms were then required to gradually increase the percentage of locally pro1 uce: dpa 3
used in the cars they assembled. In Chile, for example, 27 percent of alocally pro ucc?[
car’s components had to be manufactured in Chile in 1964. This percentage .roset h0
32 percent in 1965, and then to 45 percent in 1966 (Johnson 1967). By increasing the
local content of cars and other goods in this manner, governments h(?ped to pronnS%te
the development of backward linkages throughout the econotty (leschmaél 19 t').
Backward linkages arise when production of one good, like a car, increases OI(TileS 13
demand in industries that supply parts for this good. Increasing the locauy pro ucie1
content of cars, by increasing the demand for individual car Parts, would 1ncreas<; dt e
amount of domestic car part production. Increased production of car parts wou bm
turn increase domestic demand for the inputs into this activity—steel, glass', and rug er
for example. Industrialization, therefore, would spread bfickwards fro'm .ﬁnal goods to
intermediate inputs and capital goods as these back\yard lmkz';\ges multlphed.l .
Governments promoted secondary ISI by relying heavily on three po icy ins r}t:—
ments: tariffs and nontariff barriers, government plar{ning, and investment policy. The
justification for trade barriers was provided by the infant indus.try argument .an(cil by hr-(f—
current shortages of foreign exchange. Because export earnings were limited while
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many elements critical to industrialization—many of the intermediate inputs as well a5

almost all of the capital goods (at least at first)—had to be imported, governments
tightly controlled foreign trade. Governments managed trade to ensure that expendi-
tures of scarce foreign exchange were consistent with their overall development objec-
tives (Bhagwati 1978, 20-33). Protection also allowed infant industries to gain
experience needed to compete against established producers. In Brazil and India, for
example, the state prohibited imports of any good for which there was a domestic sub-
stitute, regardless of price differences and to a large extent of quality differences as
well. The scale and the structure of protection that governments used to promote in-
dustrialization are illustrated in Table 4.4, which focuses on Latin America in 1960, In
all but two of the countries listed in the table, nominal protection on nondurable con-
sumer goods was well over 100 percent, and for all but three countries, the nominal tariffs
on consumer durables was also over 100 percent. While Mexico and Uruguay stand out as
clear exceptions to this pattern, this has more to do with extensive use of import quotas in
place of tariffs than with an unwillingness to protect domestic producers (Bulmer-*
Thomas 1994, 279). It is also clear that tariffs were lower for semi-manufactured goods,
industrial raw materials, and capital goods, all of which are items that developing coun-
tries needed to import in connection with industrialization, than they were for con-
sumer goods. The pattern of tariff escalation that we see in Latin America, wherein
final manufactured goods received high levels of protection while intermediate inputs
and raw materials received much lower levels of protection, is illustrative of the use of
trade barriers in much of the developing world (Balassa and Associates 1971).
Most governments based their ISI strategies on explicit five-year plans. Devel-
oped by government agencies, these plans were designed to “serve as guidelines for -

public expenditures and for economic policies” (Little 1982, 35). Planning was used to ,

determine which industries would be targeted for development and which would not,
to figure out how much should be invested in a particular industry, and to evaluate
how investment in one industry would influence the rest of the economy. The plan
thus served as the coordination device that governments believed was necessary given
the belief that the market could not itself coordinate investment decisions.

Table 4.4
Nominal Protection in Latin America, circa 1960 (percent)
Non-durable Durable Semi- Industrial
Consumer Consumer  manufactured Raw Capital
Goods Goods Goods Materials Goods

Argentina 176 266 95 55 98
Brazil 260 . 328 80 106 84
Chile 328 90 98 111 45
Colombia 247 108 28 57 18
Mexico 114 147 28 . 38 14
Uruguay 23 24 23 14 27
EEC ‘ 17 19 7 1 13

Source: Bulmer-Thomas 1994, Table 9.1, p 280.
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With a plan in place, governments then used investment policies to prom(t{te di\;:l(i
ent of targeted industries. In most countries the financial syst.er'n was nationa 1 .

e ily controlled by the government. While we will look at this in greater detgl in
o he(‘;\;}é here it is important to note that the ability of the state to control Fhe“fmgn-‘
ggffysterr; allowed it to set interest rates on deposits and. loans. As a resu(i?, mdft?t:

hat the state targeted for development were able to gain access to credit don .
o s than those that were not. This created an incentive to invest in some industries—
tem‘ﬂ favored by state planners—and disincentives to invest in others. P?requ.ently the
ZEai)tfalso invested directly in economic activities where it was thought the private s?c—

uald not make the desired investments. Much of the infrastructure necessary for

Fo:il(zﬁaliiaﬂon, things such as roads and other transportation networks, electr1.01ty,
larrlld telecommunications systems, it was argued, would not be created b}'/ the"p{wate
sector. In addition, the private sector lacked access to the large sums of fmanuait S::,ES

ort needed to make huge investments in a stee.l or auto Qlantt. More(?veé, e s
claimed that private sector actors lacked the technical sophistication rfq}nre for the
large-scale industrial activity involved in second'ary ISI. Goverilimer; s d(;(i:sss o
sponsibility for investment in these areas by creating state-owne ht_an er:(p risés oo
that were fully owned by the state, or by creating mlxe_q ownership (in ex;pt s that
“combined state and private sector participation. In Brazil, f.or example, ; a ehemica1
enterprises controlled more than 50 percent of toFal productlve. a;sTts in the t}(i emica]
industry, telecommunications, electricity, anfi railways, and slig t>i mj;)fr? aovem_
third of all productive assets in metal fabrication (Fran'co 1999, 59). (;1 ncaé hg em
ments in Ghana, Mozambique, Nigeria, and Tanzania Faach create mc(l)re t a o
state-owned enterprises, and in many African countries, state—own\ekel:ggzrplol)

accounted for 20 percent of total wage-based employment (World Bail " men£
In India, state-owned enterprises accounted for 27 percent of total employ

.and 62 percent of all productive capital (Krueger 1993a, 24--5).

While import-competing manufacturing industry benefited from the Ié)ohmefr
adopted under ISL, export-oriented agriculture bore many o{'t}.le costs (s;e Grueg;f1 :
1992; Krueger, Schiff, and Valdes 1991; Binswanger an.d Deininger 1997). dov?;ee
ments taxed agricultural exports. In Brazil and Colombia, governments taxed co e
exports; the Thai government taxed rubber and rice e.xpor‘ts.; and in‘the -]f)fommu(:ian ©
public the government taxed all commodity exports, including sugar, coh ee, an coc1rlt~
(Krueger 1992, 16). Taxation was frequently implemented throug fgovemrﬁe "
owned marketing boards that controlled the purchase and export of agricultu

- commodities. Often established as the sole entity with the legal right to purchase,

transport, and export agricultural products, marketing boards set the Priceb tha(’;
farmers received for their crops. In the typical arrangement, the rrlgrketlnlgd oar
would purchase crops from domestic farmers at prices well below the world price

" and then sell the commodities in the world market at the world price. The differ-

ence between the price paid to domestic farmers and th.e world price repretst?r:/ts;ie 3
tax on agricultural incomes that the state could use to finance gov]irnmeél ~ba; vored
projects in industry (Amsden 1979; Bates 1988; Krueger 1992). T e tra ;: rriers
used to protect domestic manufacturing firms from fqrelgn compe.tlftlon 3 $O E e
sented a tax on the incomes of people working in agriculture. Tariffs axlll %uan 1}1

tive restrictions raised the domestic price of manufactured goods well above the
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A CLOSER Look

Import Substitution Industrialization in Brazil

In the late nineteenth and early twentisth century Brazil was the classic case of a pri-
mary commodity exporting country. its principal crop, coffee, accounted for a large
share of its production and the overwhelming majority of its export garmnings. This
economic structure was supported by a political system dominated by the interests of
coffee producers and other agricultural exporters (Bates 1997). Political authority
was decentralized in Brazil, and the states used their power in Brazil's federal system
to influence government policy. As a result, Brazil pursued a liberal trade" policy
throughout the late nineteenth and early twentieth centuries. The First World War
and the Great Depression disrupted these arrangements. The world price for coffee
fell sharply in the late 1920s and early 1930s, generating declining terms of trade and
rising trade deficits. The government responded to this crisis by adopting protection-
ist measures to limit imports. The initial turn to protectionism was accompanied by
political change. A military coup in 1930 handed power to Getulio Vargas, and Var-
gas centralized power by shifting political authority from the states io the federal
government. While Vargas did not adopt an import substitution industrialization
strategy, this period represented in many respects the easy stage of 151 (Haggard
1990,165~166). Protectionism promoted the growth of light manufacturing industries,
which grew at a rate of 6 percent per year between 1929 and 1945 (Thorp 1998,
322). Concurrently, the centralization of power created a state that could intervene
effectively in the Brazilian economy. While the export-oriented interests did not lose
all political influence in this new political climate, the balance of power had clearly
shifted toward new groups emerging in urban centers—the professionals, managers,
and bureaucrats that comprised the emerging middle class and the nascent manu-
facturing interests. As Brazil moved into the post-World War Il period, therefore, the
stage was set for the transition to secondary 1SI.
A full-blown import substitution industrialization strategy emerged in the 1950s.
The government tightly restricted imports with the so-called “Law of Similars”, which
effectively prohibited the import of goods similar to those produced in Brazil. In 1952,
the Brazilian government created the National Economic Development Bank
(BNDE), an important instrument for industrial policy through which the Brazilian
state: could. finance industrial projects. In the late 1950s, the government created a
new agency, the National Development Council, 1o coordinate and plan its industrial-
ization strategy. In taking up its task, the Council was heavily influenced by struc-
turalist ideas (Haggard 1990 174). Studies conducted within these agencies, and in
some instances in collaboration with international agencies like the UN Economic
Commission on Latin America, focused on how best to promote industrialization (Leff
1968, 46). Most of these studies came to similar conclusions: industrialization in
Brazil- would quickly run into constraints caused by inadequate transportation net-
works (road, rail, and sea), shortages of electric power; and the under-development
of basic heavy industries such as steel, petroleum; chemicals, and nonferrous met-
als. Building up these industries thus became the focus of the government’s develop-
ment policies. The Brazilian government had little. faith that these critically important
industries would be created and expanded by the private sector. Instead, policymakers
determined that the state would have to play a leading role. In the early 1950s the

Continued

 structure, in the steel industry, and in telscommunications. By the end of the 1950s,

| state nationalized the oil and electricity industries and began investing heavily in the
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xpansion of capacity in both industries. A similar approac;h was adopted in ;&he:
:;a?\sportaﬁon sector, where the government owned the railways and other infra

the state accounted for 37 percent of all investment madeé in j{he Brazilian econorfgg
s a result, the number of state-owned enterprises grew rapidly from fewer than
i 0 to more than 600 by 1980. , ’
- wgeyorxé creating these basic industries, Brazil aisg sougi{xt o pregte domgtst.ic
capacity to produce complex consumer goods. To achieve t;;us ??390“\’2} g:; ’i ;n
i tries, sought to draw heavily Upo <
contrast to many other developing coun , Soug ‘ on forsien
riain industries. The auto indusiry
stment 1o promote the development of ce - (
:;e(ceﬂent ei(';mpka, I 1956, the Brazilian government prohibited a;% xtmportz gfa 32280. !
i in the Brazilian market wou
foreign producer that wanted to sel cars in ! t wo
ggg up pr%dli:tion facilities in the country. To ensure ‘that such farfasgn mvesﬁnergz
were not simple assembly operations in which the foretgq company imported a p?h ’
from its suppliers at home, the Brazilian government instituteg !oca; gantenet ;;jffsth ea;r
sonl i ing i il to purchase 90 perc
ired the foreign automakers operaling in Brag: : . :
{ea?'ijs from Braziiign firms. In order to induce foreign automakers io invest in Brs;ti
gnder these conditions, the government offered subsidies; by one account, the ?;1 ’ii-
dies offset about 87 percent of the total investment between 195§ and 1969. : s;o §
this strategy, Brazilian auto production rose from close to zero in 1950 to alm
0,000 cars in 1962. ; . ,
- This strategy helped transform the Brazilian economy in a remarkably sh(;rt pe
riod of time. imported consumer nondurable goods (the Products {argeted um:g
easy IS had been almost completely replaced with domestic production by tr;e efe_aryg
1950s (Bergsman and Candal 1969, 37). imported consumer durabteg, 1 te ;ffs
goods targeted in secondary 1S, fell from 60 percent of 1o§al‘ consumpteor; iff o
than 10 percent of fotal consumption by 1959. Imports of capggi gocd;tacl)sfc; Geﬂ ;u:ip
i tion in 1949, to about 35 perce -
60 percent of total domestic consump ’ : : ; mp:
jon i . Finally, imports of intermedia
n 1959, and then to only 10 percent by 1964 )
tgsao)zc;s the inputs used in producing final goods, also fell continually thfoughout th:
decadig 1o less than 10 percent of total consumption by 1964. Thus&asrgggcg;t; V\gr
ic i i ilian consumers and p =
barred and domestic industries created, Brazi , > pur
ds they used from domestic produce
chased a much larger percentage of the goo ; N
and a much smaller percentage of these goods from fore;gln produceri;] :S; :1‘3 S;):Sseed
i ing in the Brazilian econo :
uence, the importance of manufacturing in 1C 1
gharpty. Whereas manufacturing accounted for only 26 percent of total Brazilian pro
duction in 1948, by 1964, it accounted for 34 percent.

-

world price. People employed in the agricultural sector, who .\gere Coﬁs}?:n}?;i
rather than producers of these manufactured goods, therefore paé1 a ml:ct tivg e
price for them than they would have in the absence of tariffs and quantita

icti r 1992, 9).
Strlcgﬁ?ﬁ g\tsfng;ent polici>es transferred income fr.om rural agr‘iculture t? tl?; r\;ri)vzrg
manufacturing and nontraded goods sectors. The size of these mcome.trzns e
substantial. As a recent study sponsored by the World Bank has summarized,
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the total impact of interventions . . . on relative prices [between agriculture and manu-
facturing] was in some countries very large. In Ghana . . . farmers received only about
40 percent of what they would have received under free trade. Stated in another way,
the real incomes of farmers would have increased by 2.5 times had farmers been able
to buy and sell under free trade prices given the commodities they in fact produced.
While Ghanaian total discrimination against agriculture was huge, Argentina, Cote
d’Ivoire, the Dominican Republic, Egypt, Pakistan, Sri Lanka, Thailand, and Zambia
also had total discrimination against agriculture in excess of 33 percent, implying that
in all those cases, farm incomes in real terms could have been increased by more than
50 percent by removal of these interventions. (Krueger 1992, 63)

Thus, one important consequence of 1T was the redistribution of societal income:
groups in the export-otiented sector who enjoyed little political influence saw their in-
comes fall while groups in the import-competing sector who enjoyed considerable in-
fluence with ruling elites saw their incomes rise.

The strategy of import substitution industrialization promoted rapid economic
growth during the 1960s and 1970s: developing countries’ economies grew at annual
average rates of between 6 percent and 7.6 percent in this period. In many countries it
was the manufacturing sector that drove economic growth. Argentina, Brazil, Chile,
Mexico, Mozambique, Nigeria, Pakistan, and India, to select only a few examples, all
enjoyed average annual rates of manufacturing growth between 5 and 10 percent dur-
ing the 1960s. A glimpse back at Table 4.1 indicates that in Latin America, manufac-
turing’s share of the total economy increased substantially between 1960 and 1980,
and a quite similar pattern is evident in Africa as well. Thus, while the policies that
governments adopted had important effects on the distribution of income, they also

appeared to be transforming developing societies from producers of primary com-
modities into modern industrialized economies,

Reforming the international trade system. Developing countries also tried to al-
ter the rules governing international trade. One of their principal objectives in pursu-
‘ing such reforms was to create mechanisms that would transfer income from core
countries to the periphery as compensation for the losses resulting from their deterio-
rating terms of trade. As early as the 1947 negotiations over the International Trade
Organization, developing countries, led by India, Brazil, Chile, and Australia, ex-
pressed concerns that the rules the United States and Great Britain were writing for
the GATT and ITO failed to address the economic problems faced by developing
countries (Kock 1969, 38—42), Advancing the infant industry justification for protec-
tion, developing countries argued that developing countries’ firms would be unable to
compete with established producers in the United States and Europe. Yet, GATT
rules not only made no provision for the mfant industry justification for tariffs and
quantitative restrictions, they explicitly prohibited the use of quantitative restrictions
and tightly restricted the use of tariffs. Governments in developing countries insisted
that the ITO give them a relatively free hand in the use of trade restrictions to pro-
mote economic development. And while the ITO did go some way toward accommo-
dating their demands, its development components were irrelevant once the U.S.
Congress refused to ratify American participation. '
During the 1950s, developing countries pressed for moderate reforms of the
GATT charter (Kock 1969, 238; F inger 1991). While few concrete reforms resulted

i

Insulation and Systemic Reform ; 143

: hey did roduce a stud , called the Haberler Report, that
from th(iisl(;cfgél};s(fife(: ttsflf: gli/idanc}; of the GATT}/ and published in 1958. The GATT
B COI(li this study in order to examine why developing countries’ trade perf.orma'nce
e oor, focusing in particular upon how fluctuations in primary commodity prices
B uitllral rotection in the advanced industrialized countries affected de.velopl.ng
and ag]'tcs (see Cgmpos et al. 1958). The Haberler Report represented a “turning point
?Ollﬁt,rlGATT;s relations with less-developed countries” (Dam 1970, 228). The.Report
- 6d d intellectual support for the structuralists’ main arguments by suggesting that

r(sWCI}:T T-based trade system was “relatively unfavorable to primary produgmg coun-
th'c > and concluding “that developing countries were losing ground u’nde.:r the GATT
t%l‘e; er 1991, 212). By providing support for the developing countries prlnnmpz.ﬂ clalrps,
’th(la I%ﬁaberler)Report altered the political dynamics of core-periphery re]at;ons in tlrcnlz 111)1—
terﬁational trade system. Henceforth, not only would the d?ma,ndﬁ f01;1 re (nrmfcl1 @zustri}:
the developing countries be more far-reaching, but the ability of the advanced in

- lized countries to dismiss these demands out of hand would be greatly weakened.

By the early 1960s a coalition of developing countxies dedicated to 2106 prSUlit Igf
international trade reform had emerged. This coalition embarked on a2 -yeart.c(;anal
aign to achieve some fundamental changes in the rules governing m‘;lerrg 1.t B
1torauzle. The first important success was achieved with the formation of the n;l e .
Nations Conference on Trade and Development (UNC?[‘AD) in Marc y o
1964. The UNCTAD was established in the UN as a body dedlca’fﬁd to plionr.lonn;gf
the developing countries” interests in the world trade system. At the conc élfloomt
this first UNCTAD conference, 77 developing country governments slllgn‘e a Lom
Declaration that called for reform of the international trade system. T uz was o
the Group of 77 (G77), which led the campaign for systemic relform ur1r11§ he
next 20 years. During this period, trade relations between the deve gpglg Wwor’ ?in
the advanced industrialized countries revolved almost wholly aroun Ct1 e c}?mg(z T ’%
conceptions of how to organize international trade.that were embodie dlln ﬁ e .
and the UNCTAD. While the advanced industrialized nations dgfende ft7 ; I‘{la(; tile
based GATT’s position at the center of international trade, the Group oh 'use e
UNCTAD, and the United Nations more broadly, to tr>_/ to. create mecl amsmsf a
would reduce GATT’s role in international trade and redistribute global income rqm
riphery. .
e C]glzifgtf}fePIE;)G%s, (?e/veloping countries used the UNCTAD to pursue thr.ee uflter_
national mechanisms that would provide them with a larger. share of t'he gains c;(;'(r)r;
trade (Kock 1969; UNCTAD 1964; Williams 1991). Developing cou.ntrles. ?ressghl. ;
the creation of commodity price stabilization schemes: Commodltx price stabi IZiid
tion was to be achieved by setting a floor price below W.thh commodity Il)n‘}ces 1\ivoud
ot be allowed to fall, and by creating a finance mechan}sm, funded. largehy ')y t edat -
vanced industrialized countries, to purchase commodities when prlges t re?;t'?ned (z
fall below this established floor. If commodity prices could bg e’ffec‘uvelyf sta dl ize lad
relatively high levels, the deterioration of developing countries” terms o Frab.?'c?[lilon
be slowed, if not ended all together. Recognizing that comn.n(')dl_ty price lstr?l ilization
schemes could not “offer a complete solution for all commodities or for al satga(t;orii,i ]
developing countries also sought direct financial transfers fr?m the adv.ancga 1t1}11 us -
alized countries. Such transfers would compensate developing countmla\]scg;& Delgg4
chasing power they were losing from their declining terms of trade (U ,
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NIEO included rules that would give governments in dev.elopin.g countries greater coné
trol over the multinational corporations that operat‘ed in their cjountnes, easier agd
cheaper access to northern technology, reduction of forelg:n' debt, m.creased foreign 2111
flows, and a larger role for the developing world in the decision making processes of the
World Bank and nternational Monetary Fund. . N
Governments in the advanced industrialized countries again proved unwilling to
make significant concessions and by the mid-1980s the NIEO had been dropped dfr-om
" the agenda of the world trade system. The failure of the NIEO has been a}ttnl')ute t}(l) a
qumber of factors. Developing countries were unable to deyelop and maintain a cohe-
sive coalition. The heterogeneity of developing countries” interests made it rejlatl\{ely
easy for the advanced industrialized countries to divide the Group of 77 by 'offermg ln;lh
ited concessions to a small number of governments in exchange for defection fromht e
bioader group. In addition, the Group of 77 had hoped that OPEC would assist them

80). Developing countries also sought greater access to core country markets. They
pressured the advanced industrialized countries to eliminate trade barriers on primary
commodities and to provide manufactured exports from developing countries with
preferential access to their markets.

These reform efforts yielded few concrete results. Core countries did modify the
GATT Charter. In 1964, three articles focusing on developing countries” trade prob-
lems were included in GATT Part IV. These three articles called upon core countries
to improve market access for commodity exporters, to refrain from raising barriers to
the import of products of special interest to the developing world, and to engage in
“joint action to promote trade and development” (Kock 1969, 242). In the absence of
meaningful changes in the trade policies pursued by the advanced industrialized coun-
tries, however, Part IV offered few concrete gains to.developing countries. The ad-
vanced industrialized countries also allowed the developing countries to opt out from
strict reciprocity during GATT tariff negotiations. The developing countries that be- | by linking access to oil to acceptance of the NIEO.. But OPEQ governments (\i»vere u(;b
longed to the GATT were therefore able to benefit from the tariff reductions made by i willing to use their oil power to help other developing countries ach%eve broa er trade
the advanced industrialized countries without having to make tariff reductions in re- é and development objectives. Finally, by the late 1970s many developing countries were
turn. Benefits from this concession were more apparent than real, however. GATT i facing serious balance of payments problems and were force(.:l to turn to the Integna-
negotiations focused primarily on manufactured goods produced by the advanced indus-~ ‘tional Monetary Fund (IMF) and the World Bank for ﬁn'anmal support. The need to
trialized countries and excluded agriculture, textiles, and many other labor-intensive obtain IMF and World Bank assistance gave the advanced industrialized countries con-

goods. Developing countries were therefore exporting few of the goods on which the g siderable influence over economic and trade policies in the devc?long world. oted
advanced industrialized countries were actually reducing tariffs. In the late 1960s, the During much of the postwar period, therefore, develf)pmg countries insu at}el
advanced industrialized countries agreed to the Generalized System of Prefer- ‘ themselves from and sought systematic reform of the multilateral t?ade system. The
ences (GSP), under which manufactured exports from developing countries gained | interaction between domestic politics on the one hand and economic shocks and dii
preferential access to advanced industrialized country markets. This concession was B colonization on the other gave rise to governments through(?ut the develop.mg 'w:i)r
also of limited importance. Advanced industrialized countries often limited the quan- that were highly responsive to the interests of import-competing manufacturing indus-
tity of goods that could enter under preferential tariff rates and excluded some manu- tries. Influenced greatly by structuralism, most governme.n'ts transformed the existing
facturing sectors from the arrangement entirely. political incentive to protect domestic industry into amb1t10us. stgte~1§d (iflavebfmertlt

Even though their efforts during the 1960s had achieved few concrete gains, the strategies. Structuralism’s critique of the ability of domestic and mternatpn‘f mfiréetst 0
Group of 77 escalated its demands for systemic reform in the early 1970s. The limited © promote industrialization led governments to adopt two-pronged Stra’FegleSfor }n uihﬂ;
success realized during the 1960s heightened the -Group of 77’s dissatisfaction with the alization: they intervened in domestic markets to overcome market imper ections tha
structure of the international trade system. Then; in 1973 the world’s major oil produc- reduced private incentives to invest; they battled to ch.ange the rules gover}rllmg dmterna~
ing countries working together in the Organization of Petroleum Exporting Countries . tional trade in order to capture a larger share of the gains from North-South trade.

(OPEC) used their control of the supply of petroleum to improve their terms of trade.
OPEC’s ability to use commodity power to improve its terms of trade with the ad-
vanced industrialized countries and in doing so extract income from the core strength-

DisMANTLING ISI: TRADE PoLICY REFORM '

ened the belief within the Group of 77 that commodity power could be exploited to : IN THE DEVELOPING COUNTRIES

force fundamental systemic change. Growing dissatisfaction and greater confidence ? : ) . -
combined to produce a set of more radical demands called the New International-Eco- _ Developing countries’ trade and development pohc1§s have changed dramat.lca y
nomic Order (Krasner 1985). The New International Economic Order (NTEO) rep- " since the early 1980s. Extensive protection of domestic markets, governnflent mter(i
resented an attempt by the Group of 77 to create an international trade system whose - vention in the economy, government ownership of industry, ar}d production geare
operation was to be made “subordinate to the perceived development needs” of devel- toward the domestic market have all been dismantled. In their pla‘ce government(si
oping countries (Gilpin 1987, 299). The NIEO, which was adopted by the UN General - - have opened their economies to trade, withdrawn frpm the filomestlc economy, ar}ll
Assembly in December 1974, embodied a set of reform objectives that, if implemented, . geared production toward export markets. In the international trade system,h the
would have radically altered the nature and the operation of the international economy. New International Economic Order and its demands 'for far-rez{chlng reff)r'msd a}‘ie
In addition to the commodity stabilization programs, compensation mechanisms, and - - disappeared. Since the mid-1980s about 35 developing countries have joined the

market access elements that developing countries had demanded during the 1960s, the WTO. Over the last 20 years, therefore, most developing countries have shifted from
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policies that emphasize insulation from and opposition to the multilateral trad
tem to an eniphasis on deeper integration into the global
ticipation in and support for the multilateral trade system.

These changes were the consequence of develo
oping countries that we examine here. Inside deve

emerged between problems arising from import substitution strategies and,the much
greater success being achieved by a group of East Asia countries on the basis of a very
different development strategy. This contrast created a compelling economic rationgle
for Latin American and African governments to abandon IS in favor of this more syc.
cessful strategy. The actual adoption of this alternative development strategy came
only in response to the debt crisis of the 1980s. The debt crisis forced many develop.
ing countries to turn to the International Monetary Fund and World Bank for financig]

assistance, and the condition of such assistance was the dismantling of import substity.
tion industrialization. The extent to which developing countries have been willing and
able to implement such reforms, however, has

been shaped by domestic politics, as the
distributional consequences of the policy changes have generated political conflicts
that make reform difficult. We examine this transformation here, looking first at the
weaknesses of ISI and then examining the greater economic success realized by the
East Asian countries. Our attention then tur

us to the debt crisis and to the policy re-
forms that emerged in response to this crisis. We conclude by looking at how domestic

politics have shaped the implementation of these reforms.

esy

loping countries, a clear contragt

Emerging Problems with Import Substitution Industrialization

One important factor driving the reform of trade and development policies during the-
1980s and 1990s was the diminished performance of the strategy of import substitu-
tion industrialization. While ISI contributed to the rapid growth of manufacturing in-
dustries in many developing countries during the fifties and sixties, weaknesses in this
+ approach emerged in the late sixties and became ever more apparent during the sev-
enties. These weaknesses suggested that this strategy had reached its limits and that
some reform was needed. Problems with ISI, however, were insufficient to prompt
governments to adopt far-reaching reforms. A continued commitment to the logic of
structuralism and domestic political constraints limited both the willingness and the
ability of most governments to abandon ISI in favor of an alternative strategy. We look
at these developments here, focusing first on the weaknesses in the economic struc-

tures created by IST and then turning our attention to why domestic politics created
few incentives for reform in spite of these weaknesses.

Economic weaknesses. By the late 1960s, import substitution industrialization was
generating important economic imbalances in developing countries, indicating that the
approach might be approaching its limit as a useful development strategy. Two such im-
balances were particularly important, The first lay in government budgets. ISI gener-
ated persistent budget deficits because it prescribed heavy government involvement in
the economy. Because governments believed that private industry would not invest in
industries that were important for the success of secondary ISI, governments them-
selves often made the investments, either in partnership with private-sector groups or
alone by creating state-owned enterprises. Many of these state-owned enterprises were

economy and greater par.
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By the late 1970s, state-owned enterprises in develb;i)irz%vcc;ungrier; ig;rze
i ficits that : d 4 percent of GD aterbu ,
ined operating deficits that average : ‘ 1992
brifnts iept the enterprises afloat by using funds from th)((%1 sttatiol\)/:r gth -
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(Schiff and Valdes 1992). Heavy tax burdens reduced farmers’ incentives to produce,
and as a result the rate of growth of agriculture declined. In Ghana, for example, cocoa
production dropped dramatically during the 1960s. The real value of the payments
that cocoa farmers received from the government marketing board fell by about two-
thirds between 1960 and 1965, Falling prices gave cocoa farmers little incentive to in-
vest in order to maintain, let alone increase, cocoa output (Killick 1978, 119). In
addition, cocoa farmers smuggled much of what they did produce into the Ivory Coast,
where they could sell cocoa at world prices (Herbst 1993, 40). The dependence of TSI
on imports and the inability to expand exports combined to generate persistent cur-
rent account deficits throughout the developing world.

Government control of imports and other aspects of the economy introduced
other inefficiencies into the economy by creating an environment conducive to rent
seeking (Krueger 1974; Bhagwati 1982). Rent seeking in this context refers to efforts
by private actors to use the political system to achieve a higher than market return on
an economic activity. Consider, for example, the consequences of government controls
on imports. Governments controlled imports by requiring all residents who wanted to
import something to first gain the permission of government authorities. Such import-
licensing systems created an incentive for rent seeking. The restrictions themselves
meant that imported goods were scarce. As a consequence, imports purchased at the
world price could be sold at a much higher price in the domestic market. The differ-
ence between the world price and the domestic price provided a rent to the person
who imported the good. A government license to import, therefore, was potentially
very valuable. People therefore had incentives to pay government civil servants to ac-
quire licenses and government civil servants had incentives to sell them. Such behav-
ior was extra-ordinarily costly as people invested considerable time and energy
pursuing these licenses rather than engaging in productive behavior. It has been esti-
mated, for example, that these forms of rent seeking cost India about 7 percent and
Turkey about 15 percent of their national incomes during the 1960s (Krueger 1974,
294). The policy regime that emerged out of ISI thus contributed directly to growing
budget deficits and worsened the underlying economic inefficiencies. Both further di-
minished economic performance. ,

The emergence of budget and current account deficits indicated that IS was cre-

ating an economic structure that could not pay for itself. Many of the manufacturing ‘

industries created during secondary ISI could not sell their products at prices that cov-
ered their costs of production. Many developing countries could not export enough to
pay for the imports demanded by the new manufacturing industries they were creat-
ing. Such imbalances could not persist forever; some reform was clearly necessary.

Domestic constraints on reform. Domestic politics limited the willingness and the
ability of governments to implement far-reaching reforms that would remove these
imbalances. On the one hand, most governments remained committed to rapid indus-
trialization and the logic of ISI, and far-reaching reforms would require them to
reevaluate both. The alternative to ISI was a market-oriented development strategy,
and in the 1960s and 1970s this was precisely the policy that the Group of 77 was fight-
ing against in the UNCTAD and with the NIEO. Even moderate reforms held little
appeal. Reducing government expenditures to eliminate budget deficits would require
governments to reduce investment and close unprofitable state owned enterprises.
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Correcting current account deficits would require governments to ‘re'duce imports Q;f
capital goods and intermediate inputs. Most governments were unwilling to scale bac
their industrialization strategies. Instead, most govemmer;its looked for a way to' cover
these twin deficitd without having to scale back their ambitious plar'ls. The solution for
many was foreign loans. Borrowing from commercial banks based in thg .advargced in-
dustrialized countries allowed governments to finance their budget deficits and to pay
for imports in excess of exports. Beginning in the late 19695 and ?ar‘ly 1970s, thgreforf?,
many governments borrowed heavily from the advanced industrialized countries to fi-
nance the budget and current account deficits generated by ISI. o .
The balance of power among domestic interest groups also greatly limited the abil-
ity of governments to embark on meaningful reform. Because governments depende;l
s0 heavily upon urban residents for political support, they could not easily alter the poli-
cies that provided benefits to this group (Waterbury 1992, 192). To take an extreme ex-
ample, in 1971 the Ghanaian prime minister devalued the exchange rate in an attempt
to correct Ghana’s current account deficit. Concern that devaluation would raise prices
for many imported goods consumed by urban residents contributed to a coup against
the government a few days later. The new regime restored the exchapge rate to its pre-
vious over-valued rate. This exchange rate raised the standard of living for urban resi-
dents; but at the cost of a larger current account deficit (Herbst 1993,. 22-3). 'More
broadly, over time, an increasing number of groups in developing societies atzfluuie'd a
vested interest in the continuation of ISI. As one expert has commented, the p011t1'cal
support of special interests for import substitution grew . .. Rather than changing
policies when the consequences of further restrictiveness of the trade 'and payments
regime became obvious, the political process in the short run resulted in mcreaitsed sup-
port for it” (Krueger 1993b, 353). At the same time, those groups that one might have
expected to oppose this system, particularly the export-oriented 'producers,' grew
weaker over time as the incentives created by ISI caused them to exit export-oriented
activities in favor of economic activities that were promoted and protected. o
By the early 1970, therefore, the strategy of import substitution mdust.rlahzatlon
had given rise to economic and political problems throughout the devel().plng W()I’ld..
Large investments, unprofitable state-owned enterprises, and lz}rge social expend1—
tures had generated large budget deficits. The need to import capital gqods an(-fi inputs
in connection with ISI, the creation of uncompetitive manufacturing industries, and
the weakening of the agricultural sector contributed to the emergence of large current
account deficits. While these twin economic imbalances generated the need for re-
form, they were not sufficient to bring about reform. Domestic politics created few
incentives for governments to adopt far-reaching policy reforms. Instead, many gov-

- ernments borrowed from commercial banks to finance the gaps between government

revenues and expenditures and between imports and exports. As a consequence, the
continuation of import substitution strategies became dependent upon continued ac-
cess to international financial markets.

The East Asian Model

While import substitution industrialization was generating imbalances in Latin Afn‘ep
}ca and Sub-Saharan Africa, a small number of East Asian countries were realizing
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(Ei;;irt]‘lztl'c gains on the 1});1515 of an alternative development strategy. Fouy of thega
sian economies, Hong Kong Singapore, South K y
. , f , orea, and Taiwan, had cop.
sistently ’ogt—performed a’ll other developing countries throughout the entire pOST;
war period, Thls superior economic performance is evident in thre -
eco‘non’uc indicators (see Table 4.5). First, between 1965 and 1990 the r
fgf;ltatl 1pcomehgrgvvth ;}n these four East Asian economies was, on average, more
wice as high as the rate of income growth in Lati " ’
, atin America and South Asi
and more than 26 times the rate of per capita income growth in Sub-Saharan Afric-z)

e simple

éﬁotigﬁp;rison tct) East Asioelt fo}fl the early part of the postwar period, these rates of
ere not sustained. Third, East Asian ex idly, whi
: Chird, . ports grew rapidly, while export
ifsrc;)r:ﬂol;her devtel(zping CO\I;]IEI‘IGS grew hardly at all. The contrast wit}z Latin Amgricasx
ps most striking. Whereas East Asian exports or
at an annual aver:
of 8.5 percent between 1965 and 1990 Iati orioan e o period
» Latin American exports in the same i
eriod
shrank by an average of 1 percent per year. And while exports from Sub—SsIt)haran

growth had dropped sharply.

- Z}ge cTcl)lnst?quences of these faster growth rates are illustrated in Tables 4.1, 4.2
0. the importance of manufacturing industries in the Fast Asian econo>mi'es,

grew while the importance of agriculture diminis ; .
share of GNP shrank in both A%rica a iminished. By contrast, while agriculture’s

to grow. The increased importance of manufacturing in East Asia was translated into

Table 4.5

Comparative Economic Performance, §
, Selected D i i
(Average Annual Rates of Change) sveloping Countries

1965
Growth of Per Capita GNP e e
East Asia and the Pacific 5.3
Sub-Saharan Africa 0.2 1
South Asia 1'9 B
Latin America and the Caribbean 1.8 32
Growth of Manufacturing |
" East Asia and the Pacific 10.3
Sub-Saharan Africa ' o
South Asia 2; 5
Latin America and the Caribbean 8'3 g;
Growth of Exports |
East Asia and the Pacific 8.5
Sub-Saharan Africa 6.] on
South Asia : 1 8 o
Latin America and the Caribbean —1.0 Sg

Source: World Bank, World Development Report, various issues,

ate of per
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Table 4.6

‘GNP per Capita, Selected Developing Countries (1985 US Dollars)
Y Percent
1960 1990 Change
Hong Kong 2,247 14,849 561
Singapore 1,658 11,710 606
Taiwan 1,256 8,063 542,
South Korea 904 6,673 638
Mesico 2,836 5,827 105
Malaysia 1,420 5,124 261
Argentina 4,462 4,706 5
Chile 2,885 4,338 50
Brazil 1,784 4,042 ° 127
" Thailand 943 3,580 280
Zaire/Congo 489 2,211 352
Indonesia 638 1,974 211
Pakistan 638 1,394 118
India 766 1,264 65
Nigeria 567 995 75
Kenya 659 911 38
Zambia 965 689 -29
Tanzania 319 534* 67

Source: Penn World Tables.
*Da