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Preface and Acknowledgments

This book contains the papers and discussants’ comments prepared for a con-
ference, “Representation of Constituent Interests in the Design and Imple-
mentation of U.S. Trade Policies: The Sweetland Conference,” which was held
at the University of Michigan on November 8-9, 1996. Each of the papers was
revised subsequent to the conference to take into account the comments of dis-
cussants, conference participants, and the editors. The discussants’ comments
are based on the conference versions of the papers and thus have not been al-
tered to reflect the changes that authors made in their papers.

The impetus for the conference was provided by a grant received from the
Ford Foundation to study the role of constituent interest groups in U.S. trade
policies. We had planned originally to hold a workshop at the beginning of the
grant period in order to help us define the focus of our research and policy out-
reach efforts. But in the course of our planning, it happened that a University
of Michigan alumnus, John Sweetland, and his wife, Gayle, had made some
generous gift commitments to the University of Michigan’s Department of
Economics to establish endowed chairs in international economics, industrial
organization, macroeconomics, and one other to be determined together with
scholarships for graduate students to support each chair. The Sweetlands also
made commitments to support undergraduate and graduate students to advance
the study of the social sciences and business administration.

When the Sweetland gift commitments were received, the Department of
Economics and Dean Edie Goldenberg of the College of Literature, Science,
and the Arts were searching for a way to thank the Sweetlands for their ex-
traordinary generosity. It so happened that John Sweetland had been engaged
for many years in the importing of cement and had a keen interest in U.S. trade
policies, particularly the antidumping law that he had had occasion to chal-
lenge. It was in this light that we decided to expand our workshop plan into a
two-day conference and to use it as an occasion to express our thanks to John
and Gayle Sweetland. Hence, we named it “The Sweetland Conference.”

We were honored that John Sweetland was able to attend the conference.
Unfortunately, Gayle Morris Sweetland was not in attendance. She had passed
away a few weeks prior to the conference.

In the evening of the first day of the conference, John Sweetland pre-
sented a keynote address that is reproduced in this volume. The reader will
note that he chided Alan Deardorff in his address for having remarked at one
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point that trade economists typically considered cement as the prototype ex-
ample of a nontraded good!

The funding for the conference was provided in part by the aforemen-
tioned grant from the Ford Foundation and by grants from units of the Univer-
sity of Michigan, including the Department of Economics, International Insti-
tute, College of Literature, Science, and the Arts, Office of Vice-President for
Research, and the Horace H. Rackham School of Graduate Studies.

The planning and implementation of a conference requires a great deal of
effort and attention to detail, and we were fortunate in this regard to enlist the
very able services of Tenia Graham and Judith Jackson of the School of Public
Policy. They also shouldered the responsibility of preparing the camera-ready
copy for publication. We are extremely grateful to them for their outstanding
work.

Alan V. Deardorff
Robert M. Stern
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Keynote Address, Foster Library,
November 8, 1996

John W. Sweetland

In addressing this group—as distinguished and as talented as it is—I am re-
minded of President Kennedy’s remark before a group of Nobel prize laureates
in the East Room of the White House, “There has not been so much talent in
this room since Thomas Jefferson dined alone.” I have been most impressed
with the clarity of the papers presented and the vigor of the discussion at the
conference. Bob Stern and Alan Deardorff are to be complimented on the or-
ganization of this outstanding conference,

However, much to your disappointment, I'm sure, I’m not going to talk
about U.S. trade policy. As one deeply committed to the public university and
particularly the University of Michigan, I'd like to talk with you tonight about
what underlies that commitment.

First, I want to talk about Michigan. When my wife Gayle and 1 were
asked to make a major gift to the $1 billion Campaign for Michigan, there was
no question about our response. We just had to figure out the best way to make
that gift so that it would create the greatest good for the University.

My college years were interrupted by the Korean War. Uncertainty about
the direction my life should take was reflected in my transcript, which looked
like the College of LS&A catalogue. I dropped out mid-way through my junior
year, was quickly drafted, and after basic training went to officers candidate
school and returned to Michigan four years later as a different person. More
mature, married and a father of two.

While I was stationed on Guam with the Corps of Engineers, I took a two-
semester sequence in the principles of economics at what is now the Univer-
sity of Guam. I was intrigued—really enjoyed what I was learning. When I
returned to Michigan, economics became my undergraduate major and the
field in which I completed my Master’s degree.

My memories of Michigan, and especially the Department of Economics,
are, to this day, compelling and rewarding. We had a great faculty and inter-
ested students and I know I received an outstanding education.

Our first gift to Michigan was designed to build up the Department of
Economics that taught me the importance of understanding and has contrib-
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uted to a life-long process of learning. My partner and I had some success in
parlaying a modest investment in an all but bankrupt Florida importer of ce-
ment into the two largest cement import operations in the United States—in
Florida and then California. It was a fascinating time—from 1975 to 1990—
with circumstances of ample supply abroad, demand exceeding domestic capac-
ity in the United States, favorable exchange rates, excess bulk shipping capac-
ity and new technologies for material handling. We were able to optimize
these factors for our two companies. Our gift has endowed a chair in Interna-
tional Economics—even though I learned afterward from Alan Deardorff that
we had violated economic dogma—cement was used as the example of a
commeodity that did not lend itself to international trade. My interest in the
world economy continues through our family company, The Winsford Corpo-
ration, which this year will export its products to over 50 countries from Azer-
baijan to Zimbabwe.

But beyond this, we have shaped our bequests so that Michigan will be a
major benefactor with the Department of Economics receiving the larger part.
In doing so, we honor three people who were an important part of my life here
in Ann Arbor at both the graduate and undergraduate levels. We have made
provision for three additional chairs to be endowed, with graduate scholarships
for each chair.

Most in academia underestimate the impact you have on your students.
Many of them are difficult and seemingly disinterested. Others take up too
much of your time—often on trivia. But in recognizing these individuals who
made a significant impact on my life, we are also recognizing what is impor-
tant in the relationship between faculty and student. And it is this relationship,
more often than course content, that can shape and change lives.

The first chair will be the Shorey A. Peterson Chair in Industrial Organi-
zation. Shorey was a shepherd. He shaped the lives of many of his students
and guided them through their graduate work. That is not to say he was easy.
He had a look of disdain that made you wish you could disappear when he
detected any degree of inanity. He did not suffer fools gladly. But he and El-
eanor invited his students into their home for dinners and evenings of stimu-
lating discussion. I remember one evening, Mike Scherer, who went on to
serve the Federal Trade Commission, Northwestern, Swarthmore, and now
Harvard with great distinction, an economist from General Motors and myself
discussing with Shorey the policy implications of GM exceeding 2% of GNP.
The management of General Motors subsequently made that a moot point. We
maintained a close relationship after graduate school with many visits to his
home when my travels took me this way. He had a genuine interest in my ca-
reer as it developed and was a warm supporter. We celebrate Shorey’s contri-
bution to this special place by remembering how important it is to be a shep-
herd.

When I had completed my undergraduate work, I was just getting started
in understanding the richness of the discipline of economics. I wanted to go on
to graduate school but my first two and a half years did not bode well for my
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acceptance. Shorey and I discussed this and he suggested that we should go
down to see Gardner Ackley, who was then Chairman of the department.
Shorey explained to Gardner my situation—overall, my transcript was not
pretty but my work in the last year and a half suggested I would do well at the
graduate level. Gardner said “okay” and that was that! No exams, no tests—
just acceptance.

However, it is not for this reason that the second endowed chair will be
the Gardner M. Ackley Chair in Macroeconomics. Gardner was a model of the
dedicated public servant this country most desperately needs. When John F.
Kennedy was elected in 1960, his platform consisted largely of two points—
the missile gap (later proven to be non-existent) and, “We have to get this coun-
try moving again.” He promised a more vigorous government role in stimu-
lating growth. Two names appeared on most lists for the Chairman of the
President’s Council of Economic Advisers; Walter Heller from Minnesota and
Gardner Ackley from Michigan. Heller got the nod and did a good job with
some help from Michigan and Harvey Brazer, who was deeply involved in
creating the Investment Tax Credit Act.

In Lyndon Johnson's administration, Gardner was Chairman of the CEA.
While he never publicly expressed an opinion on the Vietnam War, he was
adamantly opposed to financing it by printing more money. He pressed for a
tax increase. Now, to argue for a tax increase for an unpopular war with a
President like Lyndon Johnson, who dominated the Washington scene, was an
act of immense courage. And to have succeeded, attests to the soundness of his
policy and the persuasiveness of his arguments. I think we always underesti-
mated what a giant task Gardner undertook to bring that about. He stands as a
role model for the public servant who seeks the best, regardless of the conse-
quences. We could use a hearty dose of that in Washington today.

The third chair in my bequest will be the Warren Smith Chair in a field to
be determined by the Department and the Dean of the College. While Warren
was a great teacher and also served on the Council for Economic Advisers, it
is not for that he is being celebrated—he was a friend.

I related a few moments ago the process by which I was to be admitted to
graduate school—took about three minutes. But shortly thereafter, I came to
the realization that I was in deep trouble—I was facing an “F” or at best a “D”
in Warren Smith’s class in Money and Credit. I was working my way through
school and that, together with the demands of family life, meant that some-
thing had to slip—and in this case it was Money and Credit. I explained all of
this to Warren and tried to get him to understand that the miserable results of
my two mid-term exams did not reflect my true understanding of the subject
matter. He listened to my sad story and responded by making me a deal—my
grade would be the grade on my final but he would not give me an “A.” I
wrote an “A” final and the “B” was adequate for graduate school. Warren
Smith’s humanness in this story is something that is required of all of us.
Shakespeare recognized this in his foray into economics—the Merchant of
Venice: “The quality of mercy is not strained, it droppeth as the gentle rain
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from heaven upon the place beneath: it is twice blessed; it blesseth him that
gives and him that takes.” (IV., i., 184) Warren Smith knew what Shakespeare
meant.

It is our hope that the added resources our gifts have brought, and will
bring in the future, will increase the standing of economics at Michigan. But in
achieving academic excellence, it is also our hope that the qualities embodied
in the Peterson, Ackley and Smith chairs—being a shepherd, giving one’s self
to public service and being a friend—will continue to be a part of the very fab-
ric of the Department. My education at Michigan was much the richer because
this was true when I was here. The need today, whether it’s in international
trade policy or coming to grips with domestic entitlements, is for people who
can bring judgment, a sense of responsibility and compassion to the solutions
of the problems that surround and, sometimes, seem to overwhelm us. And de-
spite the trend in economics today, these attributes are, to me, of greater value
than the latest mathematical models.

Now I want to turn your attention to a major threat to our public universities
and indeed our society as we have known them over these past decades. 1 was
on campus three weeks ago when the names of the candidates recommended to
the Regents by the Presidential Search Advisory Committee were made public.
At that time, Regent Phil Power made the comment that excellent public uni-
versities “may be the signature creation of American society in the 20th cen-
tury.” He probably should have included the 19th century, for one of President
Abraham Lincoln’s achievements was the signing of the Morrill Act in 1862.
This act, which had been debated in Congress for years, created our system of
land grant colleges. Within a year of its passage, nine states started land grant
colleges—Iowa State, Kansas State, Michigan State, Rutgers (New Jersey),
Penn State and what are now the Universities of Vermont, Minnesota, Mis-
souri and Wisconsin. Think of the major impact these great institutions and
many, many others created by this legislation have had on their regional
economies and how they have contributed to the national good.

But our public universities are at risk! Last March, Anthony Lewis wrote
a column in The New York Times entitled “Sunlight and Shadow.” He started
by writing “California, land of the possible. So it used to be: the state where
optimism was policy and the policy worked. Not today.” He compared the
policies of two Republican governors—50 years apart. Earl Warren devoted
his energies toward the expansion of the University of California system—nhe
himself had risen from poverty by way of Berkeley—and making education
available for all Californians. Pete Wilson, on the other hand, has focused on
the politics of division, appealing to the dark side of human nature on issues
such as affirmative action and immigration. His “three-strikes” law is making,
in Lewis’ words, “California the world capital of incarceration.”

The University of California and the California State University systems
were models for much of the nation and were virtually free. But that all has
changed. In the last five years, fees have quadrupled. Prisons have become the
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growth industry in California. As recently as 15 years ago, California spent six
times more on higher education than on prisons. In 1994, the prison budget
was larger than that for higher education. And the cost of prison care is esti-
mated to be 18% of the state budget early in the next century leaving, under
current budgetary formulas, only 1% for higher education.

Seventeen prisons have been built in the past 15 years—15 more will be
needed in the next 5 years. Prison guards have the same salary—about
$45,000—as an assistant professor in the University of California system.

This craziness is not confined to California. Michigan’s budget for cor-
rections is very close to its support for higher education. A state-by-state sur-
vey, especially in the industrial states, I am confident would see this trend
across the country.

Lewis closed his column by writing, “What happens in California, it used
to be said, is a preview of what will happen to all of America. We have to
hope that that is no longer true.”

But it seems to me that hope alone is not adequate to the task. What
amazes me is that no one of national stature is speaking out against this distor-
tion of values. The ethicists, the political scientists, and the economists are all
silent. What economic analysis would suggest that this model represents the
best allocation of resources? How would one argue a brief for this position in
the court of human values that would be plausible to a jury of our peers?

The public universities that are at risk from this perversion of priorities
must take the lead in focusing our nation’s attention on what has been hap-
pening. They need to make the case anew for the richness that the universities
have brought—and will bring—to their regions and the nation. But we all must
join in this campaign. We have been the beneficiaries of this gift to our coun-
try-——we need to insure that it is available to future generations.

One of the facets of World War II that mystifies me to this day, is that
none of the institutions in Germany stood up to the madness that was Hitler.
Germany had a great university system, indeed the model for Michigan and,
subsequently, other U.S. universities. But that great university system was si-
lent. Germany had a well developed Christian community with strong Roman
Catholic, Lutheran and Reform churches and seminaries. But only a relatively
unknown Lutheran pastor, Dietrich Bonhoffer, is recognized today as being
publicly vocal against the crimes of Nazism. He stood virtually alone and be-
came a martyr.

America today has great universities and a diversified and active religious
community. But we need voices that will say that our values, as reflected by
our public expenditures at the federal and state level, are wrong. Education—
from head start to graduate school—has made our nation great. We cannot af-
ford to lose that because of spending policies that appeal to the dark side of
human nature and do not represent what is best about this great country.
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CHAPTER 1

Introduction

Alan V. Deardorff and Robert M. Stern

This volume contains the papers and comments that were commissioned for
“Representation of Constituent Interests in the Design and Implementation of
U.S. Trade Policies: The Sweetland Conference,” a conference held in Ann
Arbor on November 8-9, 1996. This conference served a dual purpose. First, it
helped us to sharpen the focus of an ongoing project of research and policy
outreach on issues of the political economy of U.S. international trade policies,
in connection with a grant from the Ford Foundation. At the same time and
more important, it allowed us to honor John Sweetland and his late wife,
Gayle, for the generous gift commitments that they have made to the Michigan
Department of Economics. These include an endowed chair in international
economics and three additional endowed chairs and related financial assistance
for graduate and undergraduate students.

The conference authors and discussants were drawn from academic insti-
tutions, the private sector, and the Ways and Means Committee of the U.S.
House of Representatives. In setting forth the aims of the conference, those in-
volved were asked in particular to address: (1) the objectives of trade policy
sought by the various interest groups who were the subject of their paper or
comments; (2) how each group’s interests are identified and promoted and
what means are used for these purposes; (3) the extent to which the objectives
and behavior of each group conform to how the political economy of trade
policy is treated in the economics and political science literatures; and (4) how
effective each group has been in achieving its objectives. To assist participants
who were not conversant with the literature on the political economy of trade
policy, we provided them with the introductory and concluding chapters of the
1996 book edited by Anne Q. Krueger, The Political Economy of American
Trade Policy, as well as a chapter on the “Political Economy of Trade Policy,”
by Dani Rodrik that was published in 1995 in Volume III of the Handbook of
International Economics. While these chapters were aimed especially at an
academic audience, they nonetheless provided an indication to the nonaca-
demic participants of many of the important aspects and limitations of the
manner in which the political economy of trade policy has been modeled theo-
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retically and empirically. These chapters also contained many useful biblio-
graphic references.

The individual conference papers were revised following the conference
to take into account the comments of the discussants as well as points raised
during the floor discussion. It was decided to include the discussants’ com-
ments as they were originally prepared based on the conference versions of the
papers, in order to capture the concerns and criticisms raised by discussants in
the conference sessions. We trust that readers will find the comments interest-
ing and informative in their own right and useful supplements to the individual
papers.

To assist the reader in determining which chapters may be of greatest in-
terest, we provide brief summaries in Section I that follows. Then, in Section
11, we reflect on what we have learned from the papers and commentaries
about how constituent groups may influence the design and implementation of
U.S. trade policies.

I. Structure and Overview of the Volume

The keynote speech delivered by John W. Sweetland in the evening of the first
day of the conference has been reproduced above. In this speech, Mr. Sweet-
land talked about his undergraduate and graduate experiences at the University
of Michigan and the personal considerations that he had in mind in designating
the endowed chairs to be established in international economics, industrial or-
ganization, macroeconomics, and one additional field to be determined. He
also spoke at length about the importance of the public university in U.S. soci-
ety.

Following this introductory chapter, Chapter 2 by Alan V. Deardorff and
Robert M. Stern provides an overview of the modeling of the choices and con-
sequences of U.S. trade policies. Deardorff and Stern review the normative
and political economy approaches to the modeling of trade policies and iden-
tify the major limitations of these approaches. They then discuss the transac-
tion-cost approach developed by Avinash Dixit in his 1996 book, which may
provide a middle ground between the other approaches and enable some hith-
erto imperfectly understood issues of trade policy to be addressed. After dis-
cussing briefly the empirical literature relating to the normative and political
economy approaches, they provide a sketch of the main features of the U.S.
trade-policy process, focusing in particular on the roles played by the agencies
of government together with the important constituent interest groups in the
U.S. economy. They then consider how each of the modeling approaches can
be interpreted in its representation of the behavior and interaction of these con-
stituencies. Setting modeling issues aside, they also ask what can be learned
from the past half-century of U.S. trade-policy experiences and conclude that
there has been a distinctive movement towards more liberal and open trade in
the United States and elsewhere. In their concluding remarks, they discuss the
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implications of the interplay of the different modeling approaches for research
and policy in light of their observation about the ways in which trade liberali-
zation and increased openness have evolved.

In his commentary on the Deardorff and Stern paper, Gene Grossman ex-
presses his agreement on the limitations of the political economy literature, es-
pecially since there are many trade-policy phenomena that remain unexplained
and there is not much guidance offered on the choice of policies. He notes that
there is a need to pay greater attention to identifying the important agents and
constituent interest groups involved in the trade policy process and the factors
shaping their behavior as well as the existing institutional and informational
constraints. Grossman suggests that more attention should be devoted to de-
termining why trade policies rather than other policies tend to be used, how the
patterns of trade policy and sectoral protection change over time, and how dif-
ferent constituent interest groups use the policy process to attain their objec-
tives. He takes issue with Deardorff and Stern’s characterization of the trans-
action-cost model as occupying a middle ground between the normative and
political economy approaches. In his view, what is needed are better political
economy models that pay greater attention especially to the political environ-
ment and that point the way toward more effective design of the institutions
and rules of trade policy.

Part II of the volume deals with the context of U.S. trade policies. In
Chapter 3, Robert E. Baldwin discusses U.S. trade policies and the role of the
executive branch. Baldwin first surveys the models that economists and politi-
cal scientists have used to analyze the making of trade policy, noting that these
models typically do not distinguish between the roles and interactions of the
President and the Congress. On the basis of the observation that Congress has
delegated much of its traditional authority over trade issues to the President
since the 1930s, he then proceeds to develop a game-theoretic model in which
the President favors increased trade liberalization and has certain foreign pol-
icy objectives in mind, while Congress is more inclined towards granting im-
port protection or seeking greater access to foreign markets. In this model, the
President is assumed to have a “first-mover” advantage, in which case his ac-
tions can result in a more favorable outcome for both the Congress and the
President than would otherwise be the case. Baldwin reviews the presidential
roles in trade policy since the 1950s and notes that the success or failure real-
ized depends importantly on whether or not the President has taken a leader-
ship role in undertaking trade-policy initiatives. Thus, when presidential lead-
ership is weak or absent, the Congress will play a stronger role with much less
favorable outcomes because of its protectionist orientation. He also notes that
most Presidents typically place great importance on achieving foreign policy
objectives by means of trade policies.

In his commentary on Baldwin’s paper, Geza Feketekuty notes that the
bargaining process between the President and the Congress should be charac-
terized in dynamic terms insofar as both participants can alter the process and
shape the policy agenda. Furthermore, he points out that the process may be
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different before trade negotiations begin and at their conclusion, and that for-
eign interests may be especially important in the concluding phase. Feketekuty
also notes that Baldwin may underplay the attention given by policymakers to
consumer interests in the negotiating process and the importance attached to
expanding U.S. exports. Finally, he takes issue with Baldwin, arguing that the
availability of fast-track negotiating authority enhances presidential power
rather than limiting it.

In Chapter 4, I. M. (Mac) Destler discusses Congress, constituencies, and
U.S. trade policy. He focuses on the overall role that the Congress has played
in trade policy and how this has affected constituent interests. His basic prem-
ise s that since the 1930s the Congress has in effect delegated primary respon-
sibility for trade policy to the President and to administrative bodies such as
the U.S. International Trade Commission. This is in contrast to Baldwin’s
views expressed in Chapter 3 that there is an interaction between the President
and the Congress on trade matters, and that it is important that the President
take the leadership initiative to ensure realization of the benefits from trade
liberalization. While Destler does not deny that Congress can and does in fact
at times influence the trade-policy agenda, he argues that there is more show
than substance involved. Destler views members of Congress as not seeking
power in making trade policy. Rather, it is more important for members of
Congress to maintain and enhance their political standing at home and in
Washington. What matters then is taking more general positions on trade is-
sues and not necessarily catering to the narrow interests of particular constitu-
encies in the districts and states. The outcome of this process is that, since the
President is more inclined to favor trade liberalization, constituent interests
seeking special treatment end up with much less than they would have ob-
tained if Congress had not delegated much of its authority over trade issues.
Destler identifies four conditions that will facilitate achievement of the bene-
fits of trade liberalization: (1) presidential priority to trade expansion; (2) bi-
partisan support; (3) close executive-congressional working relations in sup-
port of open trade policy; and (4) broad support for free trade as the guiding
principle for trade policy. In considering the outlook for trade policy, Destler
believes that Clinton may well be able to break the 1997 stalemate and win
some form of fast-track negotiating authority from Congress in 1998. He
notes, however, that concerns over trade and the environment and the impact
of trade on wage inequality could dampen the pace of liberalization.

In his commentary, Richard L. Hall notes that Destler has attempted to
reconcile the protectionist impulses of Congressmen with the apparent disre-
gard of constituent interests represented by Congressional approval of con-
tinuous movement towards freer trade in the past several decades. Hall char-
acterizes the major assumptions made by Destler as follows: (1) members of
Congress are self-interested, not ideological; (2) self-interest takes the simple
form of electoral self-interest; (3) electorally self-regarding Congressional
members will cater to their homogeneous “high-demand” constituencies; (4)
the stronger the industry presence in a state or district, the more responsive
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will Congressional members be; and (5) the members will then respond to
constituent interests by voting to support protectionist policies. However, ac-
cording to Hall, the evidence suggests that high demand constituencies have
not received the protection from Congress that they might want. He suggests
that Destler has mischaracterized constituent interest groups by treating them
as high demand constituencies rather than being heterogeneous in their prefer-
ences. Hall gives an example of how different constituencies in an electoral
district may have different preferences as concerns protection or freer trade,
and he argues that members of Congress will then have to take these differ-
ences into account in their legislative behavior. Looked at in this way, he
maintains that it makes the supposed Congressional abdication of trade policy
that Destler notes more understandable. It may not be surprising therefore to
observe U.S. trade policies becoming more liberal over time in individual
sectors when heterogeneous preferences are taken into consideration. Hall
suggests further that there is a need to rethink the ways in which legislators re-
spond to group interests. He points out that protectionist-minded groups tend
to contribute more heavily to representatives who have the strongest predispo-
sitions toward protectionism. There is also a tendency to contribute most
heavily to the electorally safest members. While this type of constituent-group
behavior may appear to be irrational, it can be understood by taking into ac-
count that groups are primarily interested in mobilizing supportive legislators
to work as agents on the group’s behalf. That is, groups seek legislative par-
ticipation from representatives on issues that affect the group interests, rather
than seeking votes on measures as such. Of course, as Hall notes, legislators
are responsive to group interests and to the associated political benefits in-
volved, but lobbying activity consists mainly of providing information and
helping to reduce the transactions costs that legislators face. Lobbying then is
by no means simply an effort to buy votes. Hall’s emphasis on heterogeneous
preferences of constituents and the practices of legislators in the ways in which
they represent their constituents are considerations that need to be addressed in
the future modeling of the political economy of trade policy.

Part III of the volume is devoted to a series of sectoral papers that con-
sider the trade-policy interests of industry and labor. The sectors include:
automobiles; steel; textiles and apparel; semiconductors; aircraft; and financial
services. These are by no means the only sectors that play important roles in
the trade-policy process, but they nevertheless are illustrative of how sectoral
interests make their influence felt and what the results have been in recent
decades.

In Chapter 5, G. Mustafa Mohatarem addresses trade policy and the U.S,
auto industry: intended and unintended consequences. He provides a brief dis-
cussion of the basic economics of the auto industry, stressing the size of the
firms, the number of workers employed directly and indirectly in the industry,
the very large capital requirements and associated economies of scale, the im-
portance of consumer expenditures on autos, and the high political visibility of
the industry. Until the mid-1970s, the presumption was that the U.S. auto in-
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dustry did not require trade protection. But pressures for government assis-
tance from the Big Three and the United Auto Workers heightened dramati-
cally in the face of the successive oil shocks of the 1970s and the recession in
1981-82. It is well known that a Voluntary Restraint Agreement (VRA) limit-
ing auto imports from Japan was introduced in 1981, and it remained in place
until 1994, even though it had become nonbinding several years earlier. In-
dustry profitability increased significantly during the 1980s, but, what was not
fully anticipated, the VRA led to sizable inflows of foreign direct investment
and start-up of Japanese auto transplants. All of this tended to undermine the
protective aspects of the VRA, as these transplants were able to operate on a
highly cost-efficient basis in the United States. This in turn has provided the
transplants with an important political voice in U.S. trade policy, making it
unlikely that U.S. auto firms could hope to achieve the kind of trade protection
in the future that they achieved during the 1980s. Mohatarem notes further that
developing countries seeking to expand their domestic auto industries by
means of protective measures are best advised to protect domestic production
rather than specific companies. His view of the VRA is that it gave the Big
Three breathing space and thus alieviated the otherwise serious adjustment
costs that might have occurred if the industry had been left unprotected.

Chapter 6 by Douglas A. Brook deals with steel and trade policy in a
changed environment. Brook focuses on the role that the large integrated steel
companies have played in the U.S. trade-policy process. These companies
have been concerned in particular with the use of subsidies by foreign steel
producers and alleged dumping in the U.S. market and with the use of U.S.
trade-law remedies to deal with what is regarded as “unfair” trade practices by
foreign suppliers. He describes the highly pro-active role of the different in-
dustry groups and associations that have been formed to deal with trade-
related issues. He also reviews the trade policy experiences of the steel indus-
try in the light of the political economy models of trade policy and associated
empirical studies cited in works by Rodrik (1995) and Krueger (1996). He
concludes that there are some issues deserving of further study, including the
extent to which the steel VRAs helped the integrated producers through diffi-
cult times, how the changing structure of the industry has affected the una-
nimity of the industry’s positions on trade issues, and the reasons why the in-
dustry has been able to maintain a powerful voice in Washington. As was also
seen in the case of the U.S. auto industry, the steel industry has entered an era
in which it cannot look to the policy authorities for trade protection as in the
past. But so long as it is perceived that there is still widespread use of subsi-
dies abroad and world overcapacity, continuing efforts will be made to use the
U.S. trade remedy laws to “level the playing field.”

In Chapter 7, “U.S. Trade Policies for the Textile and Apparel Industries:
The Political Economy of the Post-MFA Environment,” Robert E. Scott points
out that textiles and apparel have received more, and more persistent, trade
protection over a long period of time than any other U.S. manufacturing sec-
tor. However, this protection has been increasingly porous, and there has been
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a decline in and divergence of interests between the two sectors as textile pro-
ducers have become more efficient and have turned more and more to export
markets. There has also been an increase in the power of apparel retailers that
has made interests even more divergent. The declining influence of Southern
Democrats and the importance of the industry in the South may account for the
loss of influence of apparel producers especially. Scott argues that the market
power of apparel retailers has grown significantly, making it possible for these
firms to capture monopsony rents. As a consequence, he points out that the
removal of protection would redound especially to the apparel retailers’ bene-
fit rather than to consumers. Scott is critical of the failure of the NAFTA to
improve the positions of the textile and apparel industries because of how
U.S.-Mexico bilateral trade has responded to the peso depreciation. Finally, he
calls attention to issues of labor rights and labor standards in the United States
and abroad. It is interesting that the decline of the U.S. textile/apparel indus-
tries and the increased divergence of interests parallels what has been observed
in the ability of other major U.S. manufacturing sectors to mobilize support for
continued trade protection.

Douglas Irwin points out in Chapter 8, “The Representation of Economic
Interests in U.S. Semiconductor Trade Policy,” that this industry does not con-
form to the behavior of import-competing industries such as those treated in
the preceding chapters. The main concern rather has been in taking actions to
open Japan’s market to U.S. semiconductor producers. There have nonetheless
been pressures as well to deal with alleged dumping of memory chips by Japa-
nese firms in the U.S. market. The U.S. semiconductor industry is a high
fixed-, low marginal-cost industry, is subject to volatile market conditions and
profitability, and engages significantly in R&D. The Semiconductor Industry
Association (SIA), which was formed in 1977, serves as the focal point for the
trade-policy activities of the industry, although it hardly speaks with one voice
since the interests of so-called merchant and captive firms may not coincide
and there may be significant product specialization between firms. Labor in
the industry is not particularly active since there is relatively high interfirm
mobility of workers. The first Semiconductor trade arrangement was con-
cluded in 1986, and it involved Japan’s agreement to end dumping in the U.S.
market and in third markets and to improve access of U.S. semiconductor pro-
ducers to Japan’s domestic market and to back this up with attainment of a set
market-share target. The Semiconductor Agreement was extended in 1991 for
an additional five years, although without dumping provisions but with con-
tinuation of the 20 percent Japanese domestic market-share target. By 1996,
the U.S. market share reached 30 percent, so that when it came time to con-
sider extending the Agreement once again, it was decided not to do so and in-
stead to establish a more informal arrangement to deal with disputes and share
information among producers. Irwin notes how important the pressures exerted
by a small number of firms were and how the U.S. policy authorities accom-
modated these interests. But it turned out that downstream user industries were
able to mobilize and to offset the more protectionist influences in the industry.
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And again, we now see that this industry has evolved to the point where it ex-
ercises comparatively little influence on U.S. trade policies.

In Chapter 9, “U.S. Trade Policy vis-a-vis the Aircraft Industry,” Raymond I,
Waldmann and Jay Culbert note that government-supported foreign competitors,
in particular Airbus, threaten U.S. industry’s leadership of the aircraft industry.
They discuss three examples in which Boeing has been involved in seeking to
shape U.S. trade policies: (1) the 1979 GATT Aircraft Code; (2) the 1992 U.S.-
EC Bilateral; and (3) the Uruguay Round Negotiations. The U.S. position on the
GATT Aircraft Code during the Tokyo Round was formulated in large measure
by the Aerospace Industries Association and the Aerospace Industry Sector
Advisory Committee, and it was communicated to the Office of the U.S. Trade
Representative. It resulted in multilateral removal of tariffs on aircraft and a
variety of strictures on government support. Because of concern that the Aircraft
Code was not working well, especially because of continuing subsidies provided
for Airbus, bilateral discussions with the Airbus governments were initiated in the
mid 1980s. There was also consideration of taking more direct action under
Section 301 as well as in the GATT. This culminated in the 1992 bilateral
agreement that was designed to reduce Airbus subsidies and other inducements.
In the Uruguay Round, the industry position was that, in addition to the bilateral,
the GATT Subsidies Code should apply to civil aircraft, and the European Union
finally agreed to this with some qualifications. These actions thus demonstrate
how, in Boeing's view, trade policies can help address the fundamental challenges
posed by government-sponsored competition. In contrast to the other industry
sectors considered in the preceding chapters, the U.S. aircraft industry’s influence
on U.S. trade policy appears to have been at its greatest in recent years.

Chapter 10, by Harry L. Freeman, deals with the role of constituents in U.S.
policy development towards trade in financial services. Freeman describes in
particular the initial impetus in the 1970s for including services in the Tokyo
Round negotiations and subsequent efforts led by American Express, the
American International Group, and other service providers to include services in
the Uruguay Round negotiations that started in 1986. He notes that negotiations
on financial services were not concluded in the Uruguay Round because the
United States was dissatisfied with the liberalization commitments that other
countries were prepared to make. Negotiations were resumed in 1995, but the
United States remained disappointed especially in what some of the major
developing countries were prepared to offer, with the result that the negotiations
were suspended. The European Union and Japan were anxious to keep the
financial sector negotiations going, and they worked out an agreement with the
United States for a two-tier arrangement that would involve reciprocal
liberalization for those countries that agreed to make commitments but would
withhold liberalization and therefore most-favored-nation (MFN) treatment of
financial services for thosc countries not prepared to make commitments. The
deadline for negotiations was then extended until the end of calendar 1997.
Freeman discusses the factors that are likely to come into play from the
standpoint of the major countries involved and the role of private sector providers
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of financial services. He predicts that some type of tiered arrangement is the most
likely outcome.

In his commentary on the sectoral papers, James A. Levinsohn notes how
much we can learn about trade policy issues from industry specialists. He calls
attention to Mohatarem’s points that an unintended consequence of the auto VER
was that it was undermined by Japanese investment in U.S. transplants, and that
comparative advantage in today’s setting may be company- rather than country-
specific. While acknowledging many of the limitations of the political economy
models discussed by Brook, Levinsohn stresses that the simplifications and rigor
of modeling are nonetheless important to careful analysis. Levinsohn also
questions Brook’s characterization of the notions of fairly priced steel imports and
excess capacity in the industry insofar as it downplays the relatively low prices
that benefit users of steel. Levinsohn calls attention finally in Scott’s paper to the
split between the textile and apparel sector support on issues of trade
liberalization and protection and how this sector has declined in importance. But
Levinsohn questions Scott’s negative interpretation of how NAFTA has affected
the industry, and suggests that issues of foreign labor standards require more
extensive discussion than was possible in Scott’s brief paper.

In his commentary, Gary R. Saxonhouse remarks that too little attention
appears to be given to U.S. trade policies designed to benefit export industries.
Certainly, the experiences of Boeing and American Express are instructive in
their ability to influence U.S. trade policies in ways that furthered their corporate
objectives in foreign markets. Also, the fact that the Semiconductor Industry
Association had effective veto power over the bilateral agreement with Japan is
further testimony to the powerful role that U.S. export interests have played in
designing trade policies. Saxonhouse suggests that these foreign market-access
activities may, in part, have been intended strategically to forestall further foreign
entry into the U.S market. In any case, the experiences of these three sectors
suggests that export promotion may be as common as import protection. What
remains to be explained in cases like these is how these sectors were able to
exercise such influence on the trade-policy process.

Part IV of the volume deals with a variety of other constituencies and issues
pertinent to U.S. trade policies. These include: trade policy and the environment;
trade and human rights; trade law and trade policy; and trade policy and the
media.

Daniel C. Esty discusses environmentalists and trade policymaking in
Chapter 11. He notes the relatively recent role that environmental groups have
come to play in trying to influence trade policy and the resistance that these
groups have encountered. Two events, the NAFTA and the 1991 GATT tuna-
dolphin decision, brought issues of trade and the environment to the fore. The
environmental groups were split on NAFTA, and the pro-NAFTA groups were
instrumental in shaping the negotiating process to include special environmental
provisions in the Agreement and in reinforcing the NAFTA commitment through
negotiation of the Environmental Side Agreement. It is thus evident that
environmental groups want safeguards to serve environmentally-sound ends. Esty
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raises more generally the question of what role the environmental groups should
play in the trading system, particularly with reference to the WTO. He discusses a
number of objections to such involvement, especially that environmental groups
may represent special interests and interfere with the pursuit of trade
liberalization, and that they may possibly disrupt the intergovernmental process
and procedures on which the WTO is based. But he points out that it is unlikely
that environmental groups would be unduly influential since they would be part
of a diverse set of lobbying interests in any case, and that many of these groups
are acting in the public interest. He further notes that providing access for
environmental groups to WTO investigation procedures would serve to enhance
the availability of information and encourage fruitful international dialogue.
Some concern has been expressed that the proliferation of environmental groups
could be disruptive and that it could be difficult to determine which groups should
be invited to participate in the trade policy process. But he suggests that this
might not be so serious, since the quality of work that different groups do would
become evident, and that environmental groups would have to contend with other
constituencies especially from the business community. He cites here the way that
the USTR opened the policy process to environmental groups in the NAFTA
debate with generally positive results. The economic case for involving
environmental groups in the trade policy process stems from the importance of
transboundary and global externalities that reflect possible market failures. These
groups can provide needed information and analysis designed to address these
concerns. The political case rests on expanding the idea of a global society to
encompass non-governmental voices, inform public opinion, and improve the
quality of WTO deliberations and decisions by introducing greater transparency.

In his commentary, Richard C. Porter recognizes the importance of
environmental concerns, but he questions whether environmental groups should
play a role in the WTO because it is intended to be an intergovernmental
organization. Porter argues that it is production or consumption that causes
environmental externalities, not trade per se, and that domestic tax/subsidies
represent the optimal government policies, not trade sanctions. Porter cites the
Montreal Protocol that was designed to reduce the environmental damage caused
by CFCs by focusing directly on activities using CFCs and providing assistance
to developing countries to make the transition to reduce their use of CFCs. The
focus was thus on getting national governments to take effective action. In his
view, accordingly, there is no need to include the representation of environmental
groups in the WTO. Their proper role is at the national level.

T. N. Srinivasan addresses issues of trade and human rights in Chapter 12.
He points out that these issues have received a great deal of attention in political
discourse and policy in the United States and elsewhere in recent years. Labor
standards raise all of the important economic, moral, philosophical, and political
problems involved in using trade policy as a means to enforce human rights, and
they are accordingly the focus of Srinivasan’s paper. He takes issue with the
sweeping claims that have been made of the universality and eternity of certain
core labor standards, often without regard to the diversity in the content and scope
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of labor standards for countries at different stages of development. Further, he
points out that, while most nations have signed and ratified a set of covenants that
go beyond the core labor standards, it appears that almost none of the rights
involved are satisfied in reality. With regard to the concern in high income
countries about labor standards in developing countries, Srinivasan suggests that,
if the concern is really serious, the high income countries might consider relaxing
their immigration restrictions or making income transfers to workers and to
families in poor countries, especially when it is desired to reduce reliance on child
labor. This would be far better than using trade sanctions to enforce higher labor
standards. In considering the economic issues involved, Srinivasan shows
formally that diversity in labor standards is legitimate and consistent with the case
to be made for gainful trade based on comparative advantage. It is granted that
there may be situations in which low labor standards can be considered as a
market failure, and, if so, the optimal policy is some domestic tax/subsidy
arrangement rather than trade policy. Srinivasan is especially critical of a proposal
by Dani Rodrik and empirical work by Alan Krueger that seek to establish a
rationale for using trade policy to enforce labor standards. He also cites the
conclusions of other empirical research that suggests that labor standards play no
significant role in shaping national trade performance or attracting foreign direct
investment. Srinivasan considers whether issues of labor standards are best dealt
with by the International Labor Organization (ILO) or the WTQ. He favors using
the ILO since it is the organization that was originally created to deal with these
issues and not the WTO because this would involve the use of trade sanctions.
Finally, he is critical of the inclusion of labor standards in bilateral, plurilateral,
and regional trade agreements since they may not be in the interest of developing
countries.

In his commentary, Robert Pahre notes that the acceptability of moral
arguments for universal labor standards tends to change over time. He also points
out that there are serious problems in using immigration policies and international
transfers to deal with labor standards. A central point in Srinivasan’s argument is
that presumably altruistic motivations for achieving higher labor standards may
be hijacked by protectionists. While there is no compelling empirical evidence
that labor standards are in fact hijacked, there is nevertheless some scope for
analyzing hijacking when policy makers are considering the use of coercive
sanctions to enforce higher standards. The outcome of his analysis depends on the
size of the human rights and protectionist lobbies and whether there is complete
or incomplete information available.

Richard O. Cunningham, in Chapter 13, “Trade Law and Trade Policy:
The Advocate’s Perspective,” takes issue with the central premise of the po-
litical economy view of trade policy that trade policy is politically determined.
Rather, from the standpoint of the international trade law practitioner, the in-
vestigation for and the granting of import relief reflects responses to well es-
tablished legal definitions and procedures that may justify such relief. He as-
serts that domestic political pressures rarely affect the outcome. The same ap-
plies to cases involving foreign market access. The trade lawyer is in effect
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then to be viewed as an advocate, not a policymaker. Based on this perspec-
tive, Cunningham explores three types of trade cases: (1) antidumping and
countervailing duties; (2) discretionary import relief under the escape clause,
market disruption, and the national security amendment; and (3) unfair foreign
trading practices. With respect to antidumping and countervailing duties, he
notes that these relate to the effort to redress unfair trading practices that have
long been acknowledged to exist and require correction. While acknowledging
that the administration of the unfair trade procedures is subject to interpreta-
tion by the Department of Commerce and the International Trade Commission
(ITC) and that there are examples of powerful sectoral interests that have been
granted protection, Cunningham maintains that most of the cases are brought
by relatively small industries who typically lack any significant ability to exert
political pressure. Moreover, the political makeup of the ITC Commissioners
will prevent any predisposition in deciding the investigations, and Congres-
sional oversight of the Department of Commerce will help to insure that the
unfair trade laws are vigorously enforced. These remain matters of law and
interpretation rather than trade policy as such. But he does discuss two excep-
tions that reflect the intrusion of policy: (1) how to assess countervailable sub-
sidies for nationally owned industries that have been privatized as in the case
of steel; and (2) imports of softwood lumber from Canada. Nonetheless, what
strikes Cunningham is how difficult it was for the domestic interests to affect
the outcome in these cases. He also notes that policy considerations may enter
in the settlement of cases especially when there appears to be some overriding
political or diplomatic imperative and the petitioning U.S. industry agrees to
the outcome. The examples he cites include: (1) the 1986 and 1996 settlements
of the Canadian softwood lumber cases; (2) the 1978 Trigger Price Mechanism
for steel imports; and (3) antidumping investigations of uranium imports from
Russia and other former Soviet republics. Discretionary import relief cases in-
volve rarely used derogations from the principle of “free but fair” trade, and
domestic political forces seldom enter into the deliberations and decisions. In
connection with the escape clause, he reviews the Harley-Davidson case as an
example of the way in which the escape clause is designed to work to bring
about a successful adjustment assisted by temporary protection. On the other
hand, neither the steel nor copper industries succeeded in obtaining escape re-
lief in their 1984 petitions despite the political importance of these industries.
He notes that the national security amendment and market disruption law are
of little practical importance given the end of the “cold war.” In recent years,
there have been more actions designed to deal with alleged unfair trade prac-
tices in foreign markets. These actions differ from import relief petitions since
the U.S. Government may not necessarily be in a position to resolve the situa-
tion unilaterally and there is no effective control over other actions that a for-
eign government might take to counteract any constraints imposed on its poli-
cies. It is also now the case that the WTO may come to play a more important
role in these types of disputes. Cunningham argues nonetheless that some im-
portant successes have been achieved by industry interests that have promoted
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Section 301 actions against alleged unfair foreign government practices. Cun-
ningham’s overall conclusion is that raw political power is seldom used to af-
fect trade policy outcomes.

In his commentary, John D. Greenwald agrees with Cunningham that in
most cases constituent political interests have no particular bearing on the out-
come of a trade law case. In cases that do become politicized, what matters is
the effectiveness of the means chosen to pursue the action rather than political
muscle. Greenwald seeks to expand Cunningham’s paper to emphasize: (1) the
influence of foreign governments on U.S. trade policies; (2) the role and influ-
ence of bureaucratic and agency interest in decision making; (3) the process
and forces that shape the provisions of U.S. trade law; and (4) the central role
of trade law in U.S. trade policy. Greenwald notes that since the Japanese auto
VRA in 1981 almost all industry-motivated trade initiatives have been under
existing U.S. trade law or threats of petitions under this law. Resort to trade
law thus now represents the only effective way in which industry interests can
be pursued, and, with the advent of the WTO, dispute settlement procedures
will strengthen the role of trade policy built on trade law. While this situation
might appear not to be to the liking of the Congress, Greenwald notes that
most members of Congress favor an open global trading system and look upon
trade law remedies as a means of responding to constituent interests for assis-
tance. In considering the process of shaping U.S. trade law, Greenwald ac-
knowledges that it.is overtly political, but there are nonetheless important con-
straints on what domestic interest groups can accomplish through lobbying if it
means violating U.S. or WTO law and procedures. This, it turns out, is impor-
tant for these interests to understand when they are bringing their influence to
bear on the policy authorities. According to Greenwald, more attention needs
to be given to the biases of bureaucrats and top level agency officials con-
cerned with trade issues, citing the different views of ITC Commissioners, the
roles and interests of individual Congressmen and Senators, the perceived pro-
or anti-free-trade bias of particular U.S. Government agencies and whether
agencies face political constraints in acceding to constituent pressures. Green-
wald also calls attention to the role that foreign governments play in bringing
pressure to bear in settling U.S. trade law cases, citing such examples as the
steel VRAs, the semiconductor antidumping cases, Canadian softwood lum-
ber, uranium imports from the former Soviet Union republics, and the pre-
1996-election antidumping case involving Mexican tomatoes. In these cases,
the leverage of the U.S. interests comes from their role as petitioner in accor-
dance with U.S. trade law, and the foreign governments have responded by
seeking settlements to safeguard their interests. Greenwald provides a brief
case study of the use of an antidumping petition filed by Cray, which is the
dominant U.S. producer of supercomputers, against a major Japanese pro-
ducer, NEC. He points out Cray’s vulnerability to increased competition from
Japanese producers of supercomputers and the possibility that U.S. national
security interests would be damaged if Cray were to experience prolonged dif-
ficulties. The only option then that Cray had strategically was to file an anti-



22 Constituent Interests and U.S. Trade Policies

dumping petition that sought to deal with allegedly predatory pricing by Japa-
nese supercomputer producers.

In Part I of Chapter 14, Joe H. Stroud provides some reflections on trade
policy and the media from the standpoint of his position as editor of The Detroit
Free Press. He notes that journalists are inherently oversimplifiers of complex
issues in an effort to make the issues understandable to their readers. Stroud
characterizes himself as favoring a relatively open trading system, but this has not
always been easy to defend in cities like Detroit where it has been widely
believed that trade is a danger rather than a boon to its residents. He cites some
particular issues that journalists must confront in their reporting on trade matters
in the popular press: (1) how to evaluate supposed expert opinion and make sure
it is reflected accurately in reporting, opinion writing, and op-ed pages; (2) given
the increasing fragmentation of the means of communication, how to provide
serious continuity of coverage of trade issues; and (3) how to draw especially on
the academic community for help in informing the press and the public on trade
issues. Stroud is especially concerned about how fragmentation of the means of
communication may lead to a "dumbing down" of the discussion of trade issues
and to less coverage of these issues. He is also worried about the possibility of
becoming overly influenced by interest group propaganda or passions as reflected
for example in the rise of the Buchanan anti-trade candidacy in the 1996 election
campaign, although it did appear that these extreme views did not in the end carry
the day with the American public. In any event, it is the responsibility of the press
to continue to present the essential features of trade issues using informed and
reliable debate and data.

In Part II of Chapter 14, Jutta Hennig reflects on issues of trade policy and
the media from the standpoint of a journalist writing for a specialized newsletter,
Inside U.S. Trade, which is a highly respected source of information on trade
issues that is widely used by members of the trade policy community as well as
by reporters from more general newspapers. Hennig is critical of the way in
which daily newspapers tend to present trade issues as a battle between free trade
and protectionism rather than as a mixed picture of tradeoffs. This can make it
difficult to report accurately the facts of a story, and it may lead to overlooking
other important considerations (e.g., foreign policy or national security) that
shape trade policy decisions. It also tends to overlook the complexities of
constituent interest groups who may have heterogeneous trade-policy preferences
ranging somewhere between protectionism and freer trade. She also points out
that the ways in which constituents influence the policy process can be indirect
and complex. The most successful constituents are engaged in export and foreign
investment activities and identify most closely with objectives of the
Administration in office. By the same token, there are some constituencies who
may have powerful support in the Congress (e.g., steel, lumber, agriculture, and
textiles/apparel) and may at times be able to influence policies to their own
benefit. She notes that large firms may not always be successful in getting an
Administration to act on their behalf, and there are examples of smaller
companies that are successful because they are situated in a politically sensitive
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location. The final point that Hennig makes is that reporters who fail to
understand the details of an issue may not be able to tell the story "like it is." They
can be misled by policy officials who are interested in representing their
accomplishments in a favorable light. This is a problem especially for journalists
in the general press.

Part V of the volume provides further overview and commentary. John H.
Jackson addresses in Chapter 15, “Constituent Representation: Exploring the
Context of the Key Policy Questions.” In setting the context, he points out that
some kinds of constituent representation may be beneficial in providing infor-
mation and analysis since governments may lack the resources to do every-
thing themselves. Of course, there may also be special interest advocacy that
can have harmful effects on national welfare. Jackson identifies the different
types of decision makers who are the target of constituent representation and
the various techniques by which constituent representation is implemented
domestically and internationally. He also points out that governmental institu-
tions themselves have become constituent representatives in international or-
ganizations or tribunals and in domestic judicial systems. In passing, he brings
up the issue that national governments may wish to regulate and control con-
stituent representation and policy advocacy, with campaign contributions be-
ing a case in point in the United States. Jackson recommends that more atten-
tion be given to studying how specific forms of constituent representation may
affect economic welfare and income distribution. He notes here that the anti-
dumping and countervailing duty rules have been severely criticized while
there have also been efforts by some groups to change these rules to serve spe-
cial interests. Jackson cites a second example of intellectual property protec-
tion that merits further study to determine how it may affect development of
new ideas and techniques. A third example concerns the need for evaluation of
the advocacy and implementation of environmental legislation and adminis-
trative actions. Finally, Jackson calls attention to the important roles that in-
stitutions and constitutions play and how they can be utilized to attain welfare
enhancing results.

In Chapter 16, Marina v.N. Whitman discusses U.S. trade, trade policy, and
challenges for the new administration. She identifies three challenges. The first
involves regional issues relating to Latin America and Asia. Both Presidents Bush
and Clinton had earlier promised an expansion of NAFTA, and it was widely
expected that Chile would be the first to qualify. However, the Clinton
Administration experienced difficulty in getting the Congress to go along, so that
Chile's entry has been put on hold. For this now to go forward in the second
Clinton Administration, it will most likely require fast-track negotiating authority,
which is something that the Congress may not be in the mood to grant,
particularly if it includes such things as labor and environmental standards. The
Asian issues concern the United States trying to expand its access to Japan's
market and how to deal with China on such matters as support for human rights,
insufficient intellectual property protection, and discriminatory barriers involving
imports and foreign direct investment. There are also important issues of national
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security at stake in U.S.-Asian relations. The second challenge relates to U.S.
leadership in the WTO on a number of sectoral negotiations, pursuing the
implementation of the various Uruguay Round agreements especially in
agriculture and textiles/apparel, supporting and strengthening the use of the
dispute settlement procedures, and working out negotiating strategies for new
issues such as competition policy, trade and environment, and labor standards.
The third and perhaps most important challenge is to institute domestic policy
measures that will reduce protectionist pressures and continue the momentum for
trade liberalization. Such measures include: appropriate macroeconomic policies
with more flexible use of fiscal policy and avoidance of currency misalignments;
policies dealing with labor-market adjustments and problems of wage inequality;
and effective implementation of growth policies.

Bruce Wilson provides an overview in Chapter 17 of trade and the 105th
Congress. Trade was not high on the agenda of the 104th Congress in 1995-96
and not much was accomplished therefore. Wilson expects that there will be a
reintroduction of many of the same legislative initiatives presented but not passed
in the 104th Congress as well as Congressional oversight of U.S. global and
regional trading arrangements, However, he notes that there has been a definite
erosion in the political support for freer trade in both the newly elected House and
Senate, and this does not portend well for controversial legislation such as the
renewal of fast track authority. Wilson sees China as representing the most
significant trade issue facing the United States in the next several years. There is
the question on what terms China might be approved for WTO membership, and
how to deal with issues of human rights and continuance of Most Favored Nation
(MFN) treatment of U.S. imports from China.

Il. What Have (or Haven't) We Learned?

When we organized this conference, our hope was to learn more about how
international trade policy is really formulated in the United States. The papers
written for the conference did provide an excellent overview both of what aca-
demic economists and political scientists have learned about this process, and
of what goes on in the interactions between the many parts of government that
are involved in trade policy and the many parts of the private sector that seek
to influence them. The discussants’ comments, and also the open discussion
among conference participants, reinforced this impression that we were learn-
ing about the formation of trade policy from those who really make it happen.
Howcver, when the conference was over, we realized that it had provided us
more questions than answers. It had become clear only that our understanding
of the political process underlying trade policy is very limited and incomplete.
Even those academic economists who are at the forefront of modeling this
process acknowledge this, and we are very far from having a consistent theo-
retical framework that will make sense of all the fascinating bits of informa-
tion that arose during the conference. In the end, perhaps, the greatest contri-
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bution that the conference may have made was to illuminate our ignorance
rather than remove it.

In reflecting on the conference papers and discussion, therefore, what we
have learned has not so much been answers to the questions we started out
with, as that there are far more questions than we realized at the start. In par-
ticular, there are a number of issues of modeling and the role of different con-
stituent interest groups that merit further exploration. These include the fol-
lowing:

1. Most political economy models are focused on the influence that in-
dustries have on trade policies, based upon their roles in the economy as com-
petitors with imports or as exporters, and as employers of scarce versus abun-
dant factors of production. Little, if any, attention has been given to the roles
of the many other interest groups such as those identified in Chapter 2 below,
and those represented in some of the later chapters in this volume. And yet we
found that these other interest groups in many cases do believe themselves to
have substantial stakes in trade policy, and some of them have begun in recent
years to play increasingly prominent roles in the trade-policy process. Models
of the political economy of trade policy will remain decidedly incomplete, and
for some purposes misleading, until they take these other constituent interests
into account.

2. There is the further question of whether the existing models accurately
represent the role of the interest groups that they do involve. The lobbying
process is realistically much more complicated than is allowed for in the ex-
isting political economy models, especially insofar as non-monetary interac-
tions may be as important as monetary contributions. We recognize, and in
fact learned from some of the early political economy models, that complica-
tion for its own sake will not help us much. But nonetheless it seems likely to
be important that lobbying activities often require time and other resources as
much as money, and that the motives of those involved may not be, as a first
approximation, selfish. How much of this non-monetary lobbying activity goes
on, and what is its form and avowed purpose?

3. Lobbyists apparently spend a great deal of their time and effort dealing
with government bureaucrats rather than elected officials. Just what is it that
both the lobbyists and the bureaucrats wish to achieve by virtue of these inter-
actions?

4. Much of the political economy modeling has focused on the activities
of import-competing industries that are seeking protection. This ignores the
fact that export industries are quite active in seeking access to foreign markets
through the lowering of foreign barriers and other means. Indeed, the role of
export interests is widely believed within the trade policy community to have
been an important force favoring the trade liberalization that we have observed
during the past fifty years under the GATT, and yet these export interests are
only imperfectly dealt with, if at all, in our models. In particular, the export
interests seem not to have taken the most obvious route to their own aggran-
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dizement: pursuit of export subsidies. As a part of the broader issue of why the
system settles on some policies and not others, we need better understanding
of why export interests seek and get the help that they do.

5. There is considerable evidence from the sectoral studies that sectoral in-
fluences on trade policies have become less important over time. That is, the
industries that have been most prominent in seeking and obtaining protection
in the postwar period, such as textiles, autos, and steel, have seen much of that
protection being phased out, without any obvious other industries replacing
them, at least on the import competing side. This suggests a need to consider
what the appropriate time horizon is to use in modeling protection and to take
into account those forces that tend to undermine special interests in the course
of time.

6. Why are trade and not other policies used in particular circumstances?
It is somewhat surprising that those who specialize in studying trade policy
have so little to say about this important issue, beyond the second-best idea
that trade policies are typically inferior to other policies for just about any pur-
pose. The real world clearly does not share this view, and yet we still do not
know why.

7. What are the future prospects for U.S. industries seeking protection?
Have conditions changed so as to make import protection more difficult to
obtain? What are the other forms of influence besides trade policies that may
be used in the future by constituent interest groups?

8. How do existing trade laws and institutions shape or constrain the be-
havior of interest groups? Without including most interest groups in our mod-
els, there is no way we can address this question, and yet it is arguably of
paramount importance. Interest groups have tremendous potential to do both
good and ill to society at large, and which of these they do depends not only
on their motives but also on the constraints and incentives that they face. Trade
policies, especially, seem to offer unusual potential for unintended adverse
consequences, and the institutional framework for trade policy can be designed
to avoid those consequences or not. And yet, without understanding the mo-
tives and means of the interest groups affected, we cannot hope to design those
institutions to foster positive outcomes.

9. How does the public form its views on trade issues? This may be at the
heart of many of the issues raised above, since it often seems that it is public
misunderstanding of the effects of trade and trade policy that encourages what
economists almost uniformly view as mistakes in policy. Why is it so hard to
educate the public to the realities of international economics? Are there ways
in which the media can provide more effective information to the public on
trade issues? Are there reasons why various interest groups themselves may be
successfully thwarting such efforts? We do not know the answer, but in the
end it may be nccessary for political economy models of trade policy to in-
clude within them the activities of those who build them.
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The foregoing list by no means exhausts all of the issues that deserve
more attention. It includes only some of the most interesting, and sometimes
troubling, issues that arose in our own minds during the conference and during
our reading of the conference proceedings. Hopefully, readers of the chapters
that follow will find a trove of additional issues that will pique their interest
and lead to further study and elucidation.






CHAPTER 2

An Overview of the Modeling of the
Choices and Consequences of U.S.
Trade Policies

Alan V. Deardorff and Robert M. Stern

l. Introduction

Our paper is designed to provide the context for the theme of the conference,
which is “The Representation of Constituent Interests in the Design and Imple-
mentation of U.S. Trade Policies.” In Section II, we first review the normative
and political economy approaches to the modeling of trade policies. The norma-
tive approach is the basis for the traditional analysis of the welfare effects of trade
and the choice of policies designed to correct distortions in the economy and to
achieve first-best optima. The political economy approach provides an analytical
framework for understanding of the choices made by policy makers in a political
setting in response to the lobbying and related activities of producing interests.
We identify the major limitations of these approaches and then discuss what Dixit
(1996) has referred to in his recent work as the “transaction-cost approach,”
which may provide a middle ground between the other approaches and enable us
to address some hitherto imperfectly understood issues of trade policy. We also
include in Section II a brief discussion of the empirical literature pertinent to the
normative and political economy approaches.

In Section III, we provide a sketch of the main features of the U.S. trade-
policy process, focusing in particular on the roles played by the agencies of
government together with the important constituent interest groups in the U.S.
economy. We then consider how each of the modeling approaches can be
interpreted in its representation of the behavior and interactions of the different
constituencies. Setting the modeling issues aside, we also ask what can be learned
from the past half-century of U.S. trade policy experiences, and we observe that
there has been a distinctive movement towards more liberal and open trade in the
United States and elsewhere.

In Section IV, we conclude with some summary remarks and discuss the
implications of the interplay of the different modeling approaches for research
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and policy in light of our observation about the ways in which trade liberalization
and increased openness have evolved.

Il. Issues of Policy Design and Choice

Economic theories have traditionally been divided into two categories, positive
and normative, the former attempting to describe what is, the latter what ought
to be. Analyses of economic policies, such as international trade policies, have
similarly been of these two types. Normative analysis of trade policies has in-
cluded, for example, theories of the optimal tariff, while positive analysis,
since it must describe the behavior of policy makers, has typically been la-
beled the political economy of trade policy. In this section we will briefly re-
view these two strands of literature. Then we will discuss a new approach to
policy analysis, dubbed by Dixit (1996) the “transaction-cost” approach, and
examnine what it may say for the design of international economic policy.

The Normative Approach to Policy Making

The normative approach to policy making has a very long history in the field
of trade policy, extending back to the earliest writings of Smith and Ricardo on
the desirability of free trade. Normative analysis starts with a conception (of-
ten implicit) of a social welfare function of the Bergson-Samuelson variety,
which is built up from the utility functions of individuals. In other cases, nor-
mative conclusions are motivated only by a Pareto efficiency criterion, that is,
that no opportunities remain unexploited that would improve the welfare of
one individual without harming another. On these bases, trade theorists have
established some now classic results:

e That free trade is Pareto optimal for the world as a whole if domestic
markets are not distorted.

e That free trade is Pareto optimal for a country whose domestic mar-
kets are not distorted, provided that the country is too small to influ-
ence its terms of trade.

e That a large country can optimally exploit its power over the terms of
trade, and therefore over its trading partners, by levying a positive
tariff, provided however that other countries do not respond in kind.

e That while trade intervention may be welfare improving even for a
small country if distortions exist within it, a better policy will always
deal more directly with those distortions.

Distortions here refer to all manner of departures from the norm of perfect
competition that has provided the benchmark for optimality in a closed econ-
omy since the work of Arrow and Debreu. A short list of such distortions
would include: externalities, positive or negative, across consumers and/or
producers; market power on the part of buyers and/or sellers that enables them
to influence prices; policies that intervene in markets causing differences in
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the prices faced by different consumers and/or producers; and noneconomic
objectives that enter the social welfare function with or without appearing in
utility functions of individuals. Any of these will give rise to the potential for
benefit from some sort of policy that itself introduces another distortion. Ide-
ally such a policy should be designed either to correct or offset the distortion
by making the policy-induced distortion equal and opposite to the distortion
being corrected. Trade policies, because they distort prices faced by both pro-
ducers and consumers, are almost always suboptimal and often welfare wors-
ening. As we suggested some years ago in Deardorff and Stern (1987), use of
trade policy is like “doing acupuncture with a fork” since no matter how well
you aim the first prong (distortion), the other will cause unwanted damage.
The one exception is the terms of trade argument for a large country, where
the failure of individual producers and consumers to internalize their country’s
effect on the terms of trade distorts both of their decisions equally.

A critical issue in any normative policy analysis, however, trade or other-
wise, is the distribution of income. If the income distribution matters to soci-
ety, as it surely must, then one could include it in the above list of distortions,
with the implication that the first-best policy for dealing with it would be one
that directly redistributes income without itself introducing other unwanted
distortions. Such a policy would be a system of lump-sum taxes and transfers,
defined as payments that do not depend on any behavior that is in the control
of those affected. In the static world of Arrow-Debreu general equilibrium,
where either time does not exist or where all transactions to the end of time are
contracted in advance, such a policy is easy to define. In the real world, how-
ever, it is impossible both to base such payments on observables that are truly
outside the control of the individuals whose income is to be altered, and to
have the resulting payments do any good in improving the income distribution.
Most obviously, basing payments on observed income will induce both payers
and recipients to deliberately earn less income, so as to alter the payments in
their favor. Therefore the prescription of using a first best policy for redistrib-
uting income is not helpful.

In the field of public finance, there is a large literature dealing accordingly
with “optimal taxation,” attempting to identify how best to use the necessarily
distorting tax policy tools that are available. In the field of international trade,
the issue of income distribution has been dealt with primarily by arguing that,
in this case, trade policies are not even second best. Dixit and Norman (1980,
1984) have shown that removal of trade policies can be accompanied by
changes in commodity (consumer) taxes and subsidies in such a way as to
leave all consumers at least as well off as before. A corollary is that any de-
sired change in income distribution can be achieved better by using commod-
ity taxes and subsidies than by using trade policies, even though the former are
themselves only second best since they too provide incentives to alter behav-
ior,

These strong implications of normative analysis of trade policies are
viewed by some as rather troubling, since they prescribe policies that are so at
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variance with what we see being used in the world. The only first-best use of
trade policy that the normative analysis allows is to improve the terms of trade.
This motivation would suggest at best, however, that trade would be restricted
only by large countries, whereas we typically observe the largest trade barriers
used in developing countries, many of which are economically quite small. At
the same time, normative analysis provides hardly any rationale at all for poli-
cies that promote trade, rather than restricting it, although the new trade theory
has identified certain special cases where subsidies to trade may be welfare
improving for strategic reasons. Therefore the normative analysis identifies as
optimal a world that is so far from what we actually observe that one may
wonder about its relevance, and even its accuracy.

The Political Economy Approach to Policy Making

In part because of dissatisfaction with normative theory as a means of under-
standing actual international trade policies, the political economy approach has
been developed by a variety of authors over the last two decades especially.
This literature has taken the positive approach of trying to explain what is, not
necessarily what ought to be, and that has meant modeling the political proc-
ess in some fashion along with the economics of trade. Since this literature has
been ably surveyed several times, most recently by Rodrik (1995) and by
Helpman (1995), rather than duplicate their efforts, we will simply provide a
short overview, based largely on their contributions.’

The unified treatment that characterized the normative approach has not
been possible for the political economy models, largely because there is no
consensus model of the political process. Instead, various authors have identi-
fied different features of the political environment and political processes to
stress in their modeling, and they have consequently obtained a corresponding
variety of conclusions. The five principal types of model are listed in table 2.1,
which has been adapted mainly from Rodrik (1995) and Helpman (1995). The
first two of these model types attempt explicitly to model the political electoral
process, along with the economics. The last three, on the other hand, deal more
abstractly with political forces, assuming that lobbyists and/or policy makers
set political contributions and/or levels of protection to maximize their own
welfare given the action of the other group. In effect, they model protection as
the result of an equilibrium between supply and demand for protection along
the lines outlined by Baldwin (1982).

The most straightforward modeling of the political determinants of pro-
tection was done by Mayer (1984), who explicitly modeled a simple political
environment in which tariffs are selected by direct democracy, that is, by ma-
jority vote. Letting the level of protection be voted on directly means that it
will be set to favor the median voter. By combining this assumption with a
standard model of international trade (Mayer considered both a Heckscher-
Ohlin (H-O) model and a specific factors (SF) model), Mayer was able to pre-
dict tariffs based on the distribution of ownership of factors of production. Un-
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TABLE 2.1. Types of Political Economy Models of Trade Policy

Modeling Author(s) Who sets tariffs? How it works Protection
approach depends on
Median-voter ~ Mayer Median voter: by se- Population derives + median voter’s
approach (1984) lecting tariff that income from indus- share of owner-
(Direct democ- maximizes that tries, possibly pro- ship
racy) voter’s welfare tected. They vote on  + number of peo-
level of tariff, which ple in industry
therefore maximizes + size of sector
the income of the — clasticity of im-
median voter. _port demand
Campaign con- Magee- Politicians and lob-  Elections depend on  outcome of Nash
tributions ap- Brock- byists jointly: Parties contributions. Factor game
proach Young select tariffs to bene- owners contribute to
(Electoral com- (1989) fit their associated ~ precommitted politi-
petition) factor, while lobby-  cal parties to maxi-
ists contribute to their mize their earnings.
probability of elec-
tion.
Tariff-formation Findlay- Industries: by Tariff assumed to de- + relative effec-
function ap- Wellisz spending resources  pend directly on re- tiveness of pro-
proach (1982) on lobbying and op- sources spent on lob- vs. anti- protec-
timizing on the given bying. All individuals tion dollars.
tariff-formation maximize their in- ~ number of peo-
function. comes. ple in industry
+ size of sector
- elasticity of im-
port demand
Political support Hillman Policy makers: by  “Political support” ~ weight of effi-
function ap- (1989) selecting tariffs to  depends on industry ciency in politi-
proach maximize given po- profits and efficiency. cal support
litical support func-  Policy makers maxi- 4 size of sector
tion. mize political sup- ~ elasticity of im-
port. port demand
Political contri- Grossman- Politicians: to maxi- Single incumbent — number of peo-
butions approach Helpman  mize objective func- chooses policy to ple in industry
(1994) tion defined on con- maximize contribu- -~ weight attached
tributions and wel-  tions and economic to welfare

fare.

welfare. Industry
(specific factor) lob-
byists offer optimal
contributions contin-
gent on policies.

size of sector

- elasticity of im-

port demand

Source: Adapted from Rodrik (1995) and Helpman (1995).
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fortunately, if factors are narrowly owned while consumer interests are broad,
this approach predicts counter-factually that tariffs will be nonexistent, or even
negative. In the H-O model, if labor ownership is broad while capital owner-
ship is concentrated, the model delivers protection on the labor intensive good,
which seems more plausible. And if a small cost of voting is added to the SF
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model, decision can be taken away from the median voter and a broad pattern
of protection favoring specific factors can emerge. However, the approach suf-
fers in all cases from the unreality of the assumption that individual tariffs are
determined by majority vote, which is virtually never the case in practice.

Magee, Brock, and Young (1989) (MBY) sought greater realism in mod-
eling the electoral process by assuming representative democracy. To the
2x2x2 H-O trade model they added two political parties, one favoring free
trade and the other protection, plus two lobbying groups, representing the in-
terests of the two factors of production. Parties announce their intended levels
of protection in their political platforms, adjusting these levels to maximize
their probabilities of election given the contributions they expect from lobby-
ists responding to those platforms. Lobbyists then set their optimal contribu-
tions in response. This model has much greater realism than the direct democ-
racy model, but it is much weaker in its ability to yield clear implications. It is,
for example, the only approach from which Helpman was unable to derive a
clean expression for the level of protection, as reported in the final column of
table 2.1, where it is noted only that protection depends on the Nash equilib-
rium of a game.” Furthermore, the attempt at greater realism is perhaps inevi-
tably unsuccessful, since it can never capture the full richness of what actual
political parties and lobbying groups are able to do, or how their interaction re-
sults in an electoral outcome,

An alternative approach, therefore, has been to focus not on the actual
mechanics of the political process and it methods of making decisions, but
rather to model the larger forces that interact in producing policy outcomes
and the ways that participants in the process deal with these forces. The first
such example actually predated Mayer’s (1984) direct democracy model, and
was provided by Findlay and Wellisz (1982). They subsumed the entire pol-
icy-making process into a black box, so to speak, that translated lobbying ex-
penditure into tariffs. This “tariff formation function” was then the basis for
optimization by owners of sector-specific factors, who would choose their lev-
els of lobbying to maximize the net benefits to them of securing protection.

A second such approach was, in a sense, the mirror image of the tariff
formation function approach. Hillman (1989) started instead from a “political
support function,” which in effect translated the tariff provided by a policy
maker into the level of political support that he or she would receive in return.
This, then, was another black box, this time on the industry side, although
Hillman did assume that the support arising due to the profits generated by the
tariff would be tempered by a loss of political support in other dimensions due
to the tariff’s induced economic inefficiency. Thus here it is the policy maker,
not the industry, who optimizes, balancing the political gains from providing
protection against the political losses from inefficiency, both of which were
embodied in the political support function,

Just as the tariff formation function approach focused on the decision to
demand protection, leaving the supply of protection unexplained, the political
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support function approach focuses on the supply of protection, leaving the de-
mand for it unexplained. These two approaches were therefore complemen-
tary, and it was natural that the next step would combine them. This was the
contribution of Grossman and Helpman (1994).3

In this “political contributions approach,” the lobbying expenditures of
Findlay-Wellisz become direct payments, but instead of contributing to the
campaigns of political parties as in MBY, the Grossman-Helpman industries
make payments directly to policy makers already in office. Also, the con-
tributors stipulate that their payments are in return for protection—in fact they
offer an entire schedule of payments to the policy makers, stating the amounts
that they will contribute as functions of the protection provided. The policy
makers, in turn, make optimal choices from these schedules, which were them-
selves determined optimally by the industries. In effect, then, the political
contributions approach combines the tariff formation function and the political
support function, each however now being derived as the optimal response to
the other.

At the present time, the political contributions approach of Grossman and
Helpman is the state of the art in the political economy of trade policy, and it
has indeed proven to be a useful and versatile analytical framework. Its
authors have succeeded in applying the approach not only to the original
problem of explaining tariffs, but also to explaining competition and coopera-
tion in tariff setting, the politics of free trade areas, and other issues.

These political economy models have moved us well beyond the limited
understanding of international trade policies that we had before they were de-
veloped. We now can see a variety of reasons why the political process yields
outcomes that economists view as suboptimal. Furthermore, that understand-
ing has been embodied in an analytical framework where we can observe the
tradeoffs of competing interests and even predict, to an extent, how the politi-
cal and economic systems will respond to changes in the conditions that they
face.

As for explaining the level of protection itself, most of these approaches
yield predictions of what considerations will lead to more or less protection.
Helpman (1995) expressed each of the above approaches to political economy
in a unified modeling framework and was able to derive the explicit tariff for-
mulas that were predicted by four of the five approaches. The implications of
these tariff formulas in terms of what motivates protection are listed in the fi-
nal column of table 2.1. It is interesting that the approaches all agreed on the
(positive) importance of both industry size as well as inelasticity of demand in
giving rise to protection for a sector. Each approach also has its own distinc-
tive parameters that influence protection, while the approaches disagree on the
role of the number of people in an industry in determining its protection.

On the other hand, there still exist a number of issues that are unexplained
by any of these political economy models. This, in fact, was the theme of
Rodrik (1995), who noted several such gaps in the theory. These were:
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Why is international trade not free? The models explain why govern-
ments intervene in the economy, which is in order to alter the distribution of
income in favor of certain interests. But they do not explain why intervention
in trade is the tool used for this purpose, except by assuming that it is the only
tool available. We know from the normative approach to trade policy that
trade intervention is not first best for this purpose, and optimizing govern-
ments and/or industry interests could therefore gain more of whatever they are
seeking by using other policies. Thus if those other policies were included in
the political economy models, they would imply that trade of small countries
would be free. Rodrik reviews several papers that have provided partial but
rather specialized answers to this question. He concludes (p. 1476) that “a suf-
ficiently general and convincing explanation for this phenomenon has yet to be
formulated.”

Why are trade policies universally biased against trade? Even with only
trade policies admitted into the models as tools, many of them have the unfor-
tunate implication that trade should be subsidized as often as it is taxed. That
is, the same considerations that lead a government to favor an import-
competing industry with a tariff should lead it to favor export industries with
export subsidies. Yet this is clearly not the case in the real world, where ex-
plicit export subsidies are confined primarily to agriculture, while tariffs and
other trade restrictions have been applied pretty much across the board for in-
dustrial products. One answer to this is to point to the GATT prohibition
against export subsidies, but this seems only to beg the question, since the
GATT prohibition (against export subsidies but not against tariffs) remains
unexplained. Rodrik finds only a handful of explanations for the bias against
trade in the literature, the most successful in his view being a combination of
history (that tariffs were the best or only way that early governments had to
generate revenues) and some model of persistence, or bias in favor of the
status quo.

What are the determinants of the variation in protection levels across in-
dustries, countries and time? Here there has been more work done, both em-
pirical and theoretical, and indeed part of the motivation for the political econ-
omy literature on trade policy has been to explain or illuminate some of the
empirical work that preceded it. But while reviewing with approval some ef-
forts to explain what has been observed empirically, Rodrik’s assessment (p.
1482) is that “these empirical regularities overlap only imperfectly with the re-
sults of the theoretical literature.” We shall have more to say on this below.

The Transaction-Cost Approach to Policy Making

While it seems clear that the normative approach to policy making suffers
from its failure to incorporate political considerations that in fact prevent op-
timal policies from being undertaken, the political economy approach perhaps
goes 100 far in the other direction. With all policies being determined endoge-
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nously, there is no scope for policy analysis itself to make any contribution.
That is, the same model that tells us that the policy makers will use tariffs to
protect special interests also tells us that it is useless to ask them to do other-
wise. They are, at least in the models that address their behavior explicitly, al-
ready behaving optimally given their incentives and constraints. They are al-
ready taking into account, to the extent they are willing, any effects on the
broader social welfare that we might teil them about. Indeed, if there really
were a role for scholars to play in formulating policy, a proper political econ-
omy model should already have incorporated those scholars into the model.
There seems accordingly to be no scope for analysts of policy to contribute to
the improvement of the world economy, except perhaps by diligently carrying
out their assigned role as information providers.

A possible escape from this conundrum is provided by the literature on
public choice, of which the political economy approach to policy making is
really a part. Buchanan and Tulloch (1962), and later writings by Buchanan
and others, distinguished between the individual policies made by policy mak-
ers and the framework, or constitution, within which those policy makers op-
erate. As Dixit (1996) puts it, there is a distinction between policy acts and
policy rules. Policy acts are determined endogenously by policy makers inter-
acting with other interests and within the framework of constraints and incen-
tives that the policy rules provide, and it is therefore useless to try to change
those acts at that level. But the policy rules are set less frequently and from
behind a “veil of uncertainty” as to how the rules will affect those who set the
rules. The proper role for policy analysis is therefore to inform the setting of
the rules. Thus, for example in the context of the Grossman-Helpman political
economy model of trade policy, it is pointless to tell the policy makers that
tariffs benefit industries at the expense of consumers. They already know that,
and they are taking it into account when they balance the contributions they
receive against the general interest. However, one could still press for a revi-
sion of the rules that would, say, make contributions more difficult, or that
would enhance the incentive for policy makers to respond to social welfare.
Unfortunately, constitutions are seldom rewritten, and therefore if the only
hope for improving public policy is through that channel, an idealistic advo-
cate of improved public policy might be forgiven for being discouraged.

Dixit (1966), however, has argued for a middle ground between the nor-
mative analysis and the more positive political economy approach. He argues
first that the distinction between policy acts and policy rules is too extreme.
On the one hand, policy rules are never really formulated behind a complete
veil of uncertainty. Framers of a constitution always have clear ideas of where
their own interests lic, at least in the short run, and they cannot be expected to
ignore those interests in formulating the rules that they themselves will live by.
At the same time, many individual policy acts have implications for future
policy rules, as they may influence precedents or expectations of future poli-
cies. At both levels, then, makers of both policy rules and policy acts will typi-
cally have both some degrees of freedom for working in the public interest, but
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also some stake in the outcome themselves that limits their degrees of freedom
in other dimensions. Policy making is in fact, Dixit argues, an ongoing process
that occurs in real time and that blends both the private incentives of the policy
makers to respond to special and general interests, together with an evolution
of the rules of policy that gradually may change those incentives.

While this may seem very confusing and imprecise, Dixit suggests a fruit-
ful way to sort out how policy is constrained, but that may nonetheless guide
that evolution. This is to focus on “transaction costs.” He defines these as any
distortions in the political and/or economic environments that interfere with
the direct pursuit of the optima that a normative analysis might identify. These
include things like uncertainty and asymmetric information, incomplete con-
tracts, agency problems,“ bounded rationality, and no doubt many others. The
proper role for policy analysts, then, is not to tell policy makers what to do
(the policy acts) on an ongoing basis, or to wait for infrequent opportunities to
revise the entire constitution of policy. Rather policy analysts should be
watching for opportunities that arise more frequently to make changes in the
rules of policy, and their recommendations should be formulated against the
backdrop of the transaction costs that may already be evident in the kinds of
policy rules that are currently in place. That is, they should be looking for
changes in rules and procedures that allow the economic and political systems
to deal more effectively with transaction costs. These changes may be only
small and incremental, but on occasion they may involve or lead to regime
changes that are sizable in scope.

Dixit gives only one formal example of how this might work. He builds a
model of common agency, in which multiple principals are served by a single
agent whom they attempt to influence for their own benefit. With the acts of
the agent only imperfectly observable by the principals, they will in general be
unable to motivate a first-best outcome for all concerned, even if they were to
act together. The reason is the problem of moral hazard that routinely arises in
such cases, reflecting a tradeoff between efficiency and risk sharing, and this is
one example of a transactions cost. An additional transaction cost is also pres-
ent here, however, if the principals cannot act together. Acting independently,
and even if each cares only about a separate dimension of the agent’s behavior,
they nonetheless will provide incentives to the agent to skimp on its service of
other principals, in order to get more for themselves. The result is even worse
than the second-best outcome that could have been achieved had they acted
together. Dixit shows, however, that if principals can be prevented from pe-
nalizing the service to other principals, perhaps by removing their access to in-
formation about that service, then the principals acting separately will do bet-
ter than even the second-best outcome they could have achieved together. That
is, in this context in which an agent provides separate services for multiple
principals, the principals will be better served if each is nor told what the agent
has done for others, as compared to all having full information. This is an ex-
ample, albeit rather abstract, in which it would serve no purpose to instruct the
agent simply to implement a first-best policy, since the agent cannot be ex-
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pected to ignore the incentives coming from the principals. But a change in the
framework of policy, in this case changing the information that is available to
the principals, is both possible and may be agreed upon, since it permits a
more efficient outcome that can benefit all and that none will have the means
or incentive to undermine.

In this view, institutional arrangements that condition policy choices
should be viewed as “coping mechanisms” for dealing with transaction costs,
and they should be judged not on whether they yield first-best outcomes but
rather on whether they do better than alternative arrangements that are avail-
able for the same purpose. Thus in Dixit's example above, the underlying
transaction costs, which arise first from moral hazard and second from the
presence of multiple principals, make a first-best outcome impossible. Allow-
ing each of the multiple principals independently to lobby the agent may be far
from optimal, but as a means of coping with these transaction costs it may
nonetheless be better than alternatives that, say, might neglect the interests of
many of these principals altogether. On the other hand, once it has been dis-
covered by means of economic analysis that this particular coping mechanism
can be improved upon by restricting the information available to the princi-
pals, it becomes possible to improve the coping mechanism. And note that
such an improvement may not need to wait for a complete overhaul of the
policy regime such as might accompany a new constitution.’ Rather, coping
mechanisms can be modified in both small and large ways, and in real time, as
either the system or our understanding of it evolve.

What does all of this have to do with trade policy? Here, alas, we are on
our own, since Dixit’s book does not address the questions that we would most
like his approach to answer for our purpose here. The closest he comes to ap-
plying his transaction-cost approach to trade policy is a thoughtful discussion
of the international trading system in the second half of the twentieth century,
from the GATT to the WTO. He uses transaction costs, for example, to explain
the presence of exceptions in the GATT and WTO rules on tariff bindings.
Without the safeguards clause, which permits countries to raise tariffs when a
surge of imports causes major damage to a domestic competing industry, the
GATT would be unable to sustain its cooperation in the face of its Prisoners’
Dilemma incentives to defect. Dixit also discusses other features of the GATT
and WTO rules, such as the treatments of textiles, agriculture, and nontariff
barriers, all of which he sees as coping mechanisms but not especially good
ones.

Dixit does not address the questions that Rodrik identified as being unan-
swered by the political economy approaches to trade policy, and we may ask
whether the transaction-cost approach offers any better hope of resolving
them. We will focus only on the first two of Rodrik’s three questions: Why is
international trade not free? And why are trade policies universally biased
against trade? Interpretations of these questions, in light of the political econ-
omy literature, might be: Why do policy makers redistribute income by taxing
imports instead of (more efficiently) subsidizing production? And why do they
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also seem to favor import-competing industries over export industries, taxing
imports but not subsidizing exports?

A simple, and hardly new, answer to both of these questions is that tariffs
on imports are much less well understood by the public (and perhaps also by
the policy makers and their constituents) than are subsidies. A subsidy to pro-
duction is clearly a hand-out, and the public understands that. Even when a
subsidy is provided not by direct payment but by a tax break, the public under-
stands that as well. But the benefits from a tariff (or quota) on imports may not
be understood as accruing directly to the industry that benefits, even though as
economists we understand that the effect is the same as if they did. On the
contrary, a tariff on imports may be viewed primarily as taxing foreign pro-
ducers, and even its effect on domestic consumers is not always fully appreci-
ated by the lay public. Furthermore, the beneficiary from a tariff appears to be
the government, which collects the revenue, a fact that even adversely affected
consumers might perceive as offsetting some of their loss (as indeed it does).
Thus, the fact that a tariff has all of the effects (and more) of a subsidy to do-
mestic producers is something that the producers may figure out, but that the
rest of the citizenry may find difficult to comprehend. Similarly, regarding the
bias against trade, while a government may protect its import-competing in-
dustries without complete public understanding, a similar attempt to assist ex-
port industries with a subsidy will be understood at once. Therefore both of
Rodrik’s questions can possibly be answered by noting the difficulty of the
public’s understanding the true effects of tariffs in contrast to the ease of un-
derstanding the effects of subsidies.

As far as we can see, this explanation of patterns of policy assistance does
not fit well into any political economy approach to policy. But it may well fit
within the transaction-cost approach. Problems of incomplete and asymmetric
information have already been mentioned as sources of transaction costs, as
well as the need for policy institutions to find ways of coping with them.
Those problems had to do with knowing what a particular economic agent was
doing. Here we are stressing a different kind of incomplete information: the
incomplete understanding of economic cause and effect that characterizes a
potentially important part of the public. This is a transaction cost as much as
the others, and like the others it has led to coping mechanisms.®

One such coping mechanism is simply education. Over the last half cen-
tury, the message of economists about the effects of trade policy has been re-
peated in schools, in the press, and even occasionally (though not recently) in
presidential debates. It may be argued that this has been in part responsible for
the remarkable reduction in tariffs that has been achieved over this period. Of
course, the reduction occurred in conjunction with another coping mechanism,
the GATT and the rounds of multilateral trade negotiation that it sponsored.
As already noted, Dixit sees the history of the GATT as a good example of
coping with transaction costs, which he identified as Prisoners’ Dilemma in-
centives that would otherwise characterize trade policy in the absence of
GATT-sponsored cooperation. But we would argue that the GATT, and now
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the WTO, has also been a mechanism also of coping with public ignorance
about trade policy. And it truly has been an exercise of coping with the cost,
not removing it, for the rule of the GATT has not so much been to educate the
public about the true effects of trade as to instill instead a sense of interna-
tional obligation that may have some of the same effect. We return to this
point at the end of Section III.

Of course, no coping mechanism is perfect, and this has been true in
spades of the GATT success in bringing down tariffs. To some extent, at the
same time as the public has come to recognize some of the adverse effects of
tariffs, use has merely shifted to trade policy tools that are even less compre-
hensible, such as quotas, voluntary export restraints, and government-to-
government political pressures. The increasing resort to NTBs, as tariffs have
fallen, is well documented, although their overall quantitative significance has
not been definitively measured.’” Our own view is that the decline in tariffs has
done far more good than the harm caused by the NTBs that have replaced
them. But the rise of NTBs has meant that the informational transaction costs
in trade policy that remain will be more difficult to cope with than those we
have faced previously.

Empirical Evidence

Our discussion thus far has focused on the conceptual aspects of the different
approaches to the modeling of trade policy. In this connection, it may be use-
ful to supplement this discussion with reference to some of the pertinent em-
pirical literature and methodology used.

The Normative Approach

A variety of empirical methods have been used to study the cost of protection
or subsidies and its counterpart, the reduction/removal of these policies. These
methods include: (1) partial equilibrium estimates by commodity group/sector,
based primarily on assumed values of demand and supply elasticities; (2) par-
tial equilibrium industry studies using econometric analysis; and (3) comput-
able general equilibrium (CGE) mode! simulations. These studies typically
yield estimates of the welfare effects of tariffs and NTBs of various kinds,
with varying degrees of precision depending on the assumptions used espe-
cially in choosing or estimating the critical elasticity parameters and different
market structures.

IHustrative studies include: (1) Hufbauer and Elliot’s (1994) partial equi-
librium estimates of the cost of U.S. protection by sector; (2) review of meas-
urement of NTBs by Deardorff and Stern (1996); (3) econometric analysis of
the U.S. auto sector by Berry, Levinsohn, and Pakes (1995); and Martin and
Winters (1996), which contains several CGE analyses of the effects of the
Uruguay Round agreements. While these different types of studies each have
certain methodological limitations, they are nonetheless useful in calling at-
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tention to the orders of magnitude of the welfare effects of existing trade poli-
cies and changes in these policies. They can serve accordingly as a kind of
benchmark in determining how significant the departures from first-best op-
tima may be. Of course, there will still remain a need to understand why these
trade policies are used in the political context and what their impact will be
through time as coping mechanisms may or may not come into play.

The Political Economy Approach

There is a very substantial empirical literature that has sought to explain the
determinants of trade policy. These include both regression-type studies and
case studies of the experiences of individual countries and sectors. Many of
these studies have related to U.S. trade policy, although some cross-country
studies have been done as well. Rodrik (1995) surveys many of the pertinent
regression studies, while Krueger (1996) contains case studies of a number of
important U.S. sectors that have been the object of U.S. trade-policy actions.
Some of the key findings and hypotheses that emerge from the various studies
are summarized in tables 2.2 and 2.3.

As already mentioned, Rodrik notes (p. 1480) that there has not been a
very close link between the theoretical and empirical research, and that the
empirical research has thus often been designed in an intuitive rather than rig-
orous manner. From the final column in table 2.1, industry size and employ-
ment would appear to be important theoretically, although the expected sign of
employment is not the same for all the models. However, the actual evidence
summarized in table 2.2 appears to emphasize many other factors that are not
represented directly in the different modeling approaches. Much the same can
be said about many of the key hypotheses derived from the U.S. case studies
summarized in table 2.3, This is not to deny the accomplishments of the for-
mal political economy models described in table 2.1. But it suggests never-
theless that these models provide only a limited understanding of what in fact
are the main determinants and consequences of trade policy in the United
States and other countries.

ill. Representation of Constituent Interests

In this section, we first discuss the main features of the U.S. trade-policy proc-
ess and then interpret this process in the light of the modeling approaches just
discussed. We consider thereafter what can be learned about the design and
consequences of U.S. trade-policy experiences in the past half century since
the end of World War IIL.

Structure of the U.S. Trade-Policy Process

In figure 2.1, we present a schematic overview of how the U.S. trade-policy
process is structured and its various functions. This will of course be very fa-
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TABLE 2.2. Summary of Key Results of Empirical Studies of the
Determinants of Protection

1. Protection across industries
Protection received by an industry is higher when:
¢ itis alabor-intensive, low-skill, low-wage industry;
+ it has high import penetration, has experienced an increase in
import penetration, or has been in decline;
» it produces consumer goods rather than intermediate goods;
e itengages in little intra-industry trade;
® its customers are not highly concentrated.
There is mixed evidence on whether high levels of industry concentration
result in greater protection.
Tariffs and NTBs may be complements.

2. Protection across countries or institutional contexts

* Average tariff rates tend to decrease as capital-labor ratios in-
crease.

e Poor countries tend to tax agriculture while rich countries subsi-
dize it.

e NTBs are higher in countries that are economically large, have
higher unemployment rates, have larger average size and smaller
average number of parliamentary constituencies, and use propor-
tional representation as their electoral system (subject to the de-
gree of autonomy of party leaders).

» In U.S. antidumping proceedings, the determination of dumping
depends on technical factors while the determination of injury is
more political and is affected by industry concentration, size, and
employment.

3. Protection over time in the United States

e The average tariff level tends to rise in recessions.

e Historically Republicans have tended to raise tariffs and Demo-
crats to reduce them.

e The delegation of tariff setting to the Executive Branch has re-
sulted in the lowering of tariffs and reduced susceptibility to nar-
row pressure groups.

e There may be higher levels of protection when the political par-
ties are divided between the Executive Branch and the Congress.

4. Protection over time in developing countries
e In a deep economic crisis, when economy-wide macroeconomic
reforms are introduced, it may be easier to introduce trade-policy
reforms as well.

Source: Adapted from Rodrik (1995, pp. 1480-87).
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TABLE 2.3. Summary of Key Political Economy Hypotheses Based on
Case Studies of U.S. Sectoral Trade Policies

1. U.S. economic and political interests are not effectively served by pro-
tectionism. The interests of final consumers are not taken into account.
No consideration is given to the effects of protection on the costs to other
industries. Protection introduced in periods of recession tends to remain in
place.

2. Simple rather than complex arguments are most effective in obtaining
industry protection. Considerations of “fairness,” “equity,” job loss, the
“need” for an industry, and maintenance of incomes are often invoked in
seeking protection.

3. Political clout is crucial in obtaining protection.

4. Institutions may be designed to constrain protection, as for example, in
NAFTA and the Uruguay Round agreement in which protection is to be
phased out over time.

5. Protection may not actually help protected sectors because of offsetting
market-induced responses and technological change.

6. Protection is more likely when there is unanimity among the firms in-
volved. User industries appear generally unwilling to oppose protection
that raises their input costs.

7. Effective lobbying and organization of interest groups are important
determinants of protection.

8. Past protection can be expected to lead to future protection. History
matters.

Source: Adapted from Krueger (1996, pp. 431-41).

miliar to trade specialists. Nonetheless, it will be helpful in clarifying the sub-
sequent discussion of the advantages and limitations of the different modeling
approaches. The top part of the figure depicts the Executive Branch, Congress,
and the main administrative agency, the International Trade Commission
(ITC), which investigates especially alleged violations of U.S. trade laws. We
also show membership in the World Trade Organization (WTO), which is the
bridge between U.S. domestic trade laws and their international counterparts
as embodied in the WTO charter. The locus of U.S. trade policies is centered
in the Executive Branch, in particular in the Office of the U.S. Trade Repre

sentative (USTR), which was established in the 1960s in an effort to concen-
trate in a single agency the responsibilities for decision making on trade mat-
ters and international trade negotiations that previously had been carried out
on an interagency basis at the cabinet level. The National Economic Council
was established by the Clinton Administration in 1993 and presumably pro-
vides recommendations on the overall directions of U.S. trade policies. The
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Council of Economic Advisors (CEA) dates from the period immediately fol-
lowing World War 11, and it provides information and analytical evaluations of
all aspects of U.S. economic policies, both domestic and international. One of
the three CEA members typically is an academic specialist in international
trade and finance. The USTR maintains close working relations with firms and
labor organizations by means of the so-called Industry Sector Advisory Com-
mittees (ISACs) that are especially active in periods of international trade ne-
gotiations. The USTR also works closely with the pertinent Congressional
committees that deal with issues of trade policy.

In the U.S. Congress, the two most important committees involved in the
trade-policy process are the House Ways and Means Committee and the Sen-
ate Finance Committee. Other congressional committees also deal often with
trade issues when these issues bear upon their policy domains. But tradition-
ally the Ways and Means and Finance Committees play the major roles in the
trade-policy process because of their authority over tax and expenditure deci-
sions. The division of authority on trade issues between the Executive Branch
and the Congress has of course been discussed extensively over the years. In
this connection, it seems fair to say that, during the period since World War II,
the Executive Branch played the decisive role until the early 1970s. Since
then, the Congress has become much more active in defining the trade-policy
agenda and the design of trade policies.

In the bottom part of figure 2.1, we depict the array of constituent interests
who are affected by trade policies and who in turn may influence the choice
and design of trade policies by a variety of means. These include political
contributions to candidates and parties, facilitating legal actions on behalf of
trade clients, advocacy of the public interest, and providing information on
trade and related issues to the branches and agencies of government and to the
other constituent interests noted.

Economists typically associate efforts to influence trade policies with the
activities of private-sector producing interests. These interests embrace both
firms and workers across the economic spectrum, including agriculture, manu-
facturing, and services. This is not to say, however, that these sectoral activi-
ties share common objectives, since the producing interests may differ de-
pending upon their position in the economy, that is, whether they are import-
competing, export, or nontradable sectors, and the degree of foreign ownership
and operation. Furthermore, the ways in which sectoral influences are ex-
pressed may stem directly from the firms and workers themselves or through a
variety of organizations, including sectoral associations, organized labor, po-
litical action committees (PACs), and specialized lobbying, consulting, and le-
gal firms. We also designate a separate category of law firms that specialize in
the provision of legal services in connection with the administration of the
trade laws on behalf of their clients. While we have not had the opportunity to
gather evidence on the lobbying and related expenditures and other activities
of private-sector producing interests, it is our impression that these interests
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account for the major share of the resources designed to influence trade policy.
But there are other constituent interests to consider as well.

Thus we indicate a category that represents the public interest, including
organizations that specialize in providing information and that seek to influ-
ence government policies relating especially to the environment, human rights,
and consumer choice and welfare. These public-interest organizations have
grown increasingly in number and size especially since the 1970s and have
given voice to concern about the ways in which U.S. trade and other economic
policies impact on the environment and on economic, social, and political
conditions both in the United States and in other nations. Many of these groups
were especially active in the NAFTA debate in 1992-93, and they have con-
tinued to be involved in many current trade policy issues. These public-interest
organizations are by no means uni-dimensional, in the sense that some may
promote a policy agenda favoring economic efficiency and growth while oth-
ers may take more absolutist positions that place much less emphasis on eco-
nomic efficiency and growth as ends in themselves and greater emphasis on
social and political objectives. We also include foundations in the public-
interest category. They provide financial support to some of the advocacy or-
ganizations and especially to academic institutions and “think tanks” that we
depict as information providers. Foundation support can serve both the general
public interest as well as special interests.

The final category shown in figure 2.1 refers to information providers.
These include print, broadcast, and electronic media that gather and dissemi-
nate economic and other information to government and to the various con-
stituencies noted and that may pursue particular economic policy objectives
depending on their target audiences. Academic institutions also serve as pro-
viders of information on trade and other economic policies, both through class-
room teaching and through the dissemination of theoretical and applied eco-
nomic research. We include here as well think tanks that specialize in eco-
nomic research, some of which parallels what goes on in academic institutions,
but which commonly involves some particular policy orientation dependent in
targe measure on the sources of funding.

It is difficult to determine without further study how important and effec-
tive the different constituent interests may be in influencing trade policy.
Nonetheless, it is evident from figure 2.1 that the trade-policy process has a
complex structure involving a host of agents and principals. The branches and
agencies of government provide the impetus for trade-policy initiatives that are
intended to serve the public interest as well as to cater to special interests by
implementing protectionist measures that restrict import trade and by furnish-
ing subsidies that are designed to expand exports. While our discussion has
been focused on trade policy, we should also mention that the agencies of gov-
ernment and constituent interests arc involved in policy activities that affect
inward and outward foreign direct investment (FDI), banking, and portfolio
investment, all of which may have a direct or indirect bearing on trade and
trade policies. It is important to emphasize in any case that there is a continu-
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ous interaction between the agents of government and the multitude of princi-
pals who comprise the constituent interest groups noted. It is interesting in this
light now to consider how the trade-policy process is represented in the differ-
ent modeling approaches that were discussed in the preceding section.

Modeling U.S. Trade Policies

We have distinguished three modeling approaches to U.S. trade policies: (1)
the normative approach based on a social welfare function; (2) the positive ap-
proach based on political economy; and (3) the transaction-cost approach that
is a middle ground between the foregoing two approaches. We shall discuss
each of these in turn using the framework in figure 2.1.

Normative Approach

As already discussed, the normative approach to trade policy assumes that the
government has an objective function whose arguments include welfare
maximization and optimal resource allocation under conditions of perfect
competition. For a system like this to operate successfully, there would be a
need for a government that in itself works perfectly and that is capable of im-
plementing policies that will achieve its welfare maximization and efficiency
goals. Whether and how governments can in actuality be organized and oper-
ated to attain the conditions of this first-best world is not dealt with in this
normative modeling approach. On the theoretical level at least, it is required
that the government be omniscient and behave, so to speak, as a beneficent
dictator. But what remains unclear in these circumstances is why governments
will be created to begin with and, if they are created, what the rules may be
that will guide their policy choices. The normative approach thus seems to
take the existence of perfect government for granted and interprets govern-
ment’s role in policy making as implementing the prescriptions of the norma-
tive approach for the general benefit of society.

In terms of our figure 2.1, it is as if the Executive Branch can play an om-
niscient and beneficent role. But given the structure of the U.S. Government
noted in the figure, together with the variety and complexity of the constituent
interests, it might appear that a leap of imagination is required to make the
normative approach viable. This is all the more true once account is taken of
the possible violations of one or more of the modeling assumptions noted
above. It might be argued nonetheless that it may not be necessary to model
the structure of the trade-policy process in detail. This will be the case espe-
cially if policy makers are somehow guided by welfare and efficiency objec-
tives in formulating and executing trade policies. If so, the normative approach
can provide the framework for evaluation of alternative policies based on the
conventional welfare analysis that is familiar to trade economists.

Clearly, however, this may be stretching things, because the normative
approach does not explain why governments choose the trade policies that
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they do, especially when these policy choices are so frequently at variance
with first-best optimal criteria. It is for this reason that so much attention has
been devoted to the political economy approach to which we now turn,

Political Economy Approach

As noted above, the political economy approach is especially valuable insofar
as it enhances the understanding of the forces that shape the choice and design
of trade policies. What the different political economy models have in com-
mon is that they give greater weight to some individuals and interest groups
than to others in determining policy choices overall. Welfare considerations
thus either do not enter at all in the policy process or enter only alongside dis-
tributional considerations. In terms of our figure 2.1, trade policy choices will
be influenced both in the Executive Branch and in the Congress especially,
whereas the investigatory power of the ITC is based mainly on the facts and
legal interpretations embodied in U.S. trade laws as they were formulated in
those other branches. According to the political economy approach, the pri-
vate-sector producing interests, together with the trade law actions of legal
firms acting in their behalf, are the driving forces determining the trade policy
choices of government. There is also scope for international actions since pol-
icy choices may be interdependent particularly in the cases of large countries
and trading blocs.

Because the political economy approach focuses primarily on the influ-
ence of producer interests in determining policy choices and electoral politics,
figure 2.1 suggests that there are some potentially important interests that this
approach does not take sufficiently into account. These include the variety of
public interest and advocacy organizations, especially those that are concerned
with issues of trade and the environment, human rights, and other none-
conomic, trade-related objectives such as the fostering of democratic political
and social institutions. This applies also to the role played by information pro-
viders. In essence, then, the political economy approach is incomplete and
needs to be adapted to make allowance for those other constituent group ac-
tivities. But what is perhaps the main limitation of the political economy ap-
proach is that, because it is not concerned with the pros and cons of alternative
trade policies, it offers no guidance to policy makers in choosing among the
available policy alternatives. As already stressed, this is what the normative
approach seeks to accomplish. The question then is whether or not Dixit’s
transaction-cost approach provides a useful middle ground between the other
two approaches.

The Transaction-Cost Approach
To understand issues of trade and other economic policies, the transaction-cost

approach emphasizes that society is comprised of numerous agents acting on
behalf of numerous principals and carrying out numerous policies in real time.



Modeling U.S. Trade Policies 51

Our figure 2.1 is thus helpful in calling attention to the multiplicity of con-
stituent groups who care about what government does and who seek to influ-
ence its policy choices. Unless we take this broad view, it appears to us diffi-
cult to comprehend the choice and outcome of trade policies. An amalgam of
the normative and political economy approaches is therefore essential. To help
accomplish this end, we need especially to study how the different constituen-
cies are organized and how they intersect with each problem in the trade-
policy process. One way to do this is to consider particular trade policy
changes and their economic effects over time. It would be essential in this re-
gard to identify the transaction costs at issue that stand in the way of achieving
first-best results and at the same time to consider the coping mechanisms that
are operative. These coping mechanisms will be indicative of the success or
failure of the government in reducing transaction costs by its policy actions
and associated efforts on the part of both the government and different con-
stituent groups to mitigate the consequences of both market and political fail-
ures. We shall return to these matters in our concluding section, but, before
doing so, it might be worthwhile to put our modeling discussion aside and to
consider what can be learned from observation of the overall experiences of
U.S. trade policies in the past half century.

What Can Be Learned from the U.S. Trade-Policy Experiences of the Past Fifty
Years?

In reflecting on the U.S. trade-policy experiences in the half century since the
end of World War II, it is useful to consider these experiences within the
transaction-cost framework as involving the interplay between the forces of
trade liberalization and protectionism/export subsidies as a dynamic process
occurring in real time. It is beyond the scope of our paper to review the quan-
titative dimensions of the post-World War II effects of U.S. trade policies.
Nonetheless, our reading of the literature and assessment of the actual out-
comes of the trade-policy process strongly suggest on balance that the U.S.
economy has been subject to a distinctive liberalizing orientation and resultant
overall improvement in economic welfare, even when changes in income dis-
tribution are taken into account. If our interpretation is correct, it appears that
the coping mechanisms involved in U.S. trade policies have been sufficiently
powerful so as to reduce transaction costs over time. We realize of course that
not everyone would accept this conclusion, citing especially the frequent resort
to nontariff protectionism in the past two decades or more and the long-
standing restrictions applied especially to trade in agricultural products and
apparel.

But granting this, the general orientation of U.S. domestic and trade poli-
cies in favor of market-based outcomes and the lowering of U.S, and foreign
trade barriers has in our judgment ruled the day. As noted in our earlier discus-
sion, this has been reinforced by the existence and influence of the General
Agreement on Tariffs and Trade (GATT), which provided the context and



52 Constituent Interests and U.S. Trade Policies

authority for trade liberalization and nondiscrimination for GATT members by
means of the GATT articles of agreement and the periodic multilateral trade
negotiations that have taken place, most recently with conclusion of the Uru-
guay Round negotiations and creation of the WTO in 1994, U.S. leadership
has without question been the driving force in helping to reduce tariff barriers
as well as trying to address the problems created by NTBs. This process has of
course been far from perfect, but, in our view, the outcome has nevertheless
been highly beneficial to the major industrialized and developing countries in-
volved in the global trading system. The increasing tendency in recent years in
many newly industrializing countries and in the former socialist economies to
reduce and remove barriers to domestic production and trade and to move to-
wards market-based resource allocation has thus far served to reinforce the
liberalizing orientation of the global economic system.

We cannot say with certainty of course whether the movement towards
increased liberalization will be continued in the future. But it appears to us to
be a reasonable working assumption that this will be the case. Our view here is
colored by the prospect of a stronger international body represented by the
newly created WTO that has put in place what promises to be a more effective
dispute settlement mechanism. It will clearly require time and experience to
determine whether the WTQ can fulfill its expectations. Much will depend on
how the major actors in the global system respond and whether they will use
the WTO to fend off special interests domestically that may seek to influence
national policies that contravene WTO rules and obligations. There is also the
issue of whether the spread of regional trading arrangements will help or hin-
der the liberalizing process. In our view, regionalism is likely to turn out to be
a liberalizing force, especially insofar as it leads smaller countries to lock in
the reduction of domestic and external barriers in exchange for market access.
The key here will be whether this can be done in a welfare enhancing manner.

A final consideration that deserves mention is the important role played
by international investment in the global economy. It has been the case that re-
strictions on international capital flows among the major industrialized coun-
tries especially have been markedly reduced in the past half century. This is
evidenced by the significant narrowing of interest differentials, which can be
taken as a sign of increased efficiency in the functioning of international fi-
nancial markets. These markets have also witnessed many innovations by in-
ternational financial institutions that have been reflected in changes in their
organizational structure and increases in the kinds of international financial in-
struments available to market participants. The tendency of international fi-
nancial markets to move closer to conditions of perfect international capital
mobility is really quite remarkable, even given the downside of possibly ex-
cessive exchange-rate volatility in today’s floating rate system and problems
of domestic monetary management that some countries have encountered.

Equally important have been the substantial increases in foreign direct in-
vestment and the associated trade accounted for by multinational corporations
(MNCs). While most FDI is carried out by MNCs operating among the group
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of major industrialized countries, there have been sizable movements of FDI to
the newly industrializing countries, especially in East and Southeast Asia and
also in Latin America. What is so important about FDI is that it serves to foster
more efficient international allocation of resources and the transfer of technol-
ogy. Again, FDI may have its downside, but this pales in comparison to the
truly significant benefits that MNCs have brought about.

We conclude this section by emphasizing how powerful the forces of lib-
eralization of international trade and international investment have been in the
past half century for the United States and other countries in the global eco-
nomic system. The question at hand then is how we can relate this experience
to the modeling of trade policy that has been the subject of our preceding dis-
cussion.

IV. Conclusions and Implications for Research and Policy

In bread terms what our discussion reveals is a history of far more intervention
in international trade than can be explained by the normative approach to
analysis of trade policy, yet also a reasonably steady and quite substantial
movement towards more open markets and more liberal trade in the past half
century. The political economy approach to trade policy has provided impor-
tant insights into why it is that the prescriptions of normative analysis often
fail to be observed. But it has so far neglected to incorporate various constitu-
ent interests other than producing interests who appear to have played impor-
tant roles in the U.S. trade policy process. Furthermore, the political economy
approach alone seems ill-equipped to explain the steady movement toward
freer trade that has occurred.

Staiger (1995) provides an interesting model of gradual trade liberaliza-
tion that results when producer interests are gradually eroded over time. What
happens is that early partial liberalization causes the specific factors in pro-
tected sectors to depreciate and migrate elsewhere, and this makes further fu-
ture liberalization politically feasible. Here political economy helps to explain
the pace of liberalization, but it does not explain why it occurs at all, which
depends in Staiger's model on an assumed “political will” to liberalize.

Our conjecture, following these various lines of research but especially
Dixit’s discussion of transaction costs, is that this “political will” may be
found in the ongoing efforts of the many interested actors in the economy to
cope with the transactions costs that have led to protection in the first place.
Focusing only on producer interests, and especially those who compete with
imports, has enabled the political economy approach to explain protection. But
that approach will have to incorporate additional interests, including not only
other producers but also many of the other interests that we identified in figure
2.1, if it is to explain more fully why these political forces result in protection
rather than other more direct policies of income redistribution and, especially,
if it is to explain the overall movement toward more liberal trade that we have
witnessed in the post-World War II period.
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We speculated earlier that one of the transaction costs that may explain
protection is the difficulty that the public has in understanding the true effects
of trade and other policies. If that is true, then the movement towards more
liberal trade may be the result of increasingly successful efforts on the part of
many of the interests in figure 2.1 to cope with this lack of understanding. In
the long run, one of the most important constituent interests in U.S. trade pol-
icy may be our very selves!

NOTES

" Both surveys provide ample references to the literature that can be consulted for more
detailed analysis and discussion.

? That is, equilibrium is defined as levels of protection for each party that are optimal
given the level of protection provided by other party. However, it is apparently not pos-
sible to solve for this equilibrium in an explicit form comparable to the formulas ob-
tained from the other models.

* Feenstra and Bhagwati (1982) also modeled supply and demand for protection inter-
actively, as a game between labor and government,

* This refers to the problems that arise when one individual, the agent, acts on behalf of
another, the principal. The problem is for the principal to devise a system of incentives
that will induce the agent to act in the principal’s interest.

* That of course depends on what the existing constitution says. In the example, if the
existing constitution mandates freedom of information, then the needed change to re-
strict the principals’ knowledge of each others’ benefits might require a constitutional
change. For while it is in their collective interests to restrict information, each individu-
ally would have an incentive to seek information given the freedom to do so.

® As noted in Table 3 below, Krueger (1996) suggests a number of examples of simple
arguments favoring protection that achieve public acceptance even though the protec-
tion may be detrimental to consumer welfare.

7 See Deardorff and Stern (1996) for an analysis of methods of measuring NTBs.
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Comments on Conference Version
of Paper

Gene Grossman

Deardorff and Stern question how much we understand about the formation of
trade policy and about the role that economists can play in promoting better
policies. T suppose I was asked to serve as discussant in order to allow me to
defend the accomplishments of the political economy literature. But no such
defense is warranted. The literature on trade policy formation falls short in
many important ways: its assumptions are unrealistic; its predictions fail to
explain many observed phenomena; and, most importantly, it fails to give
much guidance on what we as trade economists can and should be doing to
promote better policy outcomes. Indeed, some would read the literature as
suggesting that nothing can be done. In my comments I shall mostly agree
with Deardorff-Stern, except perhaps in their assessment of where the
literature should go from here.

Let me begin by restating some of the Deardorff-Stern criticisms of the
political economy literature as seen from my own perspective. I will do this by
listing the *“ingredients” 1 would hope to find in a model (or empirical
analysis) of the choice of trade policy and the “pudding” I would expect it to
deliver.

My basic criticism has to do with the mode of modeling that has become
commonplace in the trade policy literature. It seems to me that the discipline
we have chosen to impose upon ourselves when engaging in economic
modeling has not been applied consistently when it comes to political
economy. In traditional economics, when we model the interaction between
agents that takes place in a market environment, we do so by first specifying
our assumptions about how people behave, what informational and other
constraints they face, and what rules guide their interactions. Then we derive
some predictions about equilibrium outcomes. Finally, perhaps, we evaluate
the normative properties of those outcomes.

In principle, “political economy” modeling ought to proceed in exactly the
same manner. Politics, like economics, is about interactions between self-
interested citizens, although it focuses on interactions that take place in a
different (non-market) realm and subject to different sets of rules. The
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constitution and political system define the rules of interaction, and agents act
to further their objectives given the constraints they face. Yet, most authors of
political economy models of trade policy have felt at liberty to take shortcuts.
All too often, the players, their objectives, and the constraints under which
they operate are never made explicit.

Consider first the players. In all countries, trade policies are set and
administered by career politicians and bureaucrats. The first thing that a model
of political economy ought to tell us is who are these individuals, and what are
their motivations. For example, do [awmakers seck only re-election when
setting the nation’s laws? Do they seek popularity so that they might run for
higher office? Do they seek personal income and leisure? Do they pursue an
ideological agenda? Simply enjoy doing good? We cannot hope to be able to
predict what trade policies will be set by the elected representatives unless we
have some notion of what they are trying to achieve when contemplating their
choices.

Yet many political economy models paint the lawmakers with only the
broadest brush. No one would tolerate an economic model in which a firm was
treated as maximizing an “economic power function” or as applying a “price
formation function.” Why should we be willing to accept less when it comes to
the modeling of legislators and parties than we do in our modeling of
consumers and firms?

Moreover, the bureaucrats who administer trade policies have yet to make
even a cameo appearance in the political economy literature. Who are these
individuals and what do they seek to accomplish when they interpret the laws?
Do they seek to ingratiate themselves with the legislators? Avoid conflict with
their superiors? Further the public interest? Without knowing which of these is
the case, we cannot hope to give good advice about what reforms of the
antidumping statutes would be beneficial, or what changes in the rules for
government procurement.

We also néed to know who are the players that interact with the politicians
to shape trade policy. Of course members of the “general public” play a role as
voters, but most of us believe that other actors are important in the choice of
trade policies besides the multitude of atomistic voters. In particular, trade
policy seems to be influenced by the actions of “special” interests. But what
are these interests?

Deardorff-Stern do a good job of listing the constituent interests in trade
policy, and in pointing out that few of these have been introduced into political
economy models of policy formation. In my view, we have made almost no
progress since Mancur Olson's seminal book in understanding which groups
will be organized and represented in the policy process, and which will be
mobilized on particular issues. To take just one example, how could we have
hoped to predict the outcome of the NAFTA negotiation without knowing that
the environmental movement would become a key player in this policy
debate? Which trade issues of the future will environmental interests focus
upon? When will consumer groups or the media play a role? And when will
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producer interests be divided for representation along industry lines as
opposed to factoral lines? These are critical questions for understanding trade
policy that have received far too little attention up to now.

Next, we need to identify the instruments of political interaction. How do
the interest groups interact with the politicians? It is not enough to say that
they engage in “lobbying” or that they “exert pressure” on the government. Do
they pay tributes or bribes? If so, to whom, and with what constraints? Do they
provide information to politicians? Provide services to the politicians? Get out
the vote? Traditional economic models are very clear about the tools of
interaction: prices, quantities, capital investment, R&D, advertising, etc. In
contrast, political economy modelers have been all-too vague about what the
interest groups can do.

Finally, informational constraints seem especially important in political
settings. Of course, information is important in traditional economics, but at
least there we can argue that consumers and producers have some incentive to
collect the information they need to make judicious decision. Since each voter
knows that her own single vote hardly ever will be decisive in an election, she
has virtually no reason to become informed about the issues.

The lack of perfect information is all too apparent in American trade
politics. A majority of Americans do not know the name of their
Congressperson. More than 90% are unaware that the United States restricts its
imports of cheese by means of a quota. And even fewer are aware, I would
suspect, that a voluntary restraint agreement tends to raise the price of import-
competing goods. In view of these circumstances it seems important to model
what information the voters do have, who has incentive to provide them with
information, and how the informational asymmetries may vary in different
policy settings. Yet the political economy literature on trade policy has paid
almost no attention to informational issues to date.

What should we expect of the work on political economy? Deardorff-
Stern covered much of this ground, but let me review.

First, political economy models should tell us which policy instruments
will politicians use to achieve their objectives, and why would they use
(inefficient) trade policy tools at all.

Second, they should be able to explain the time path of protection: why do
protectionist pressures rise at some times and fall in others? Why has there
been such a strong trend toward liberalization in the post-war years? Why have
so many less developed countries undertaken “reforms” of late, after several
decades of import substitution and pervasive distortions?

Third, the theory should be able to explain the pattern of protection. That
is, why are certain special interests successful where others are not? And why
are some more successful than others? This is one of the questions that
Elhanan Helpman and I have tried to address in our work. But I am not sure
that we have the right answers. Or, at least, I am reasonably sure that our
model omits important considerations, because some of our answers seem to
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be at odds with the evidence. The question of which special interests will
succeed and which fail has been asked too few times in the literature.

A related point is that political economy models should be able to explain
why it is that import-competing interests have been, on the whole, more
successful in the trade policy game than export interests. And they should be
able to explain why declining industries are generally more successful, at least
for a while, than expanding ones.

On the whole, the theoretical literature falls short on most of these
dimensions. What the literature offers so far mostly is stories about why we
may see departures from laissez faire (i.e., partial triumphs of the special over
the general interest). There is very little on what form these departures will
take, in which industries and time periods they will occur, and—most
importantly—under which institutional rules of the game.

I should say, parenthetically, that the empirical literature has, in my
opinion, delivered even less. Most of the empirical studies pay far too little
attention to endogeneity (what is the cause and what is the effect), to spurious
correlation {what is the structural variable and what is merely correlated with
it) and to distinguishing cleanly between competing hypothesis. What we have
instead is lists of partial correlates with industry protection, many of which are
almost impossible to interpret because they are measured holding constant an
arbitrary list of covariates,

So where should we go from here? Deardorff-Stern counsel a “middle
ground” between normative theory and political economy. They see the
“transactions cost” approach as offering just such a middle ground. But I am
not really sure I understand what they mean. How could an analyst interested
in the choices and consequences of trade policy take an approach that is
different from the political economy approach? What disciplines does the
transactions cost approach place on the modeler? How does one go about
building a transaction cost model of trade policy? Would it look any different
from a political economy model?

In my mind (and I believe Avinash Dixit would agree with me on this)
what we need is simply better political economy models. These models should
include the policy makers as explicit actors. They should emphasize
informational asymmetries. They should make clear the instruments of
political interaction. They should endogenize who are the active players in the
political game, which presumably would vary with the type of policy and with
the institutional setting.

And what should be the objective of all this? I believe the goal of this type
of policy analysis is exactly what Deardorff-Stern mention, but then reject.
With a better understanding of the political pressures that give rise to policy in
particular instances and settings, we as economists can help to develop better
institutions and better rules of the trade-policy game. Deardorff-Stern are
pessimistic about the prospects for institutional reform; after all, they say,
“constitutions are seldom rewritten”. But rules of the game do change: we
might see campaign finance reform in the coming years, as well as term limits,
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campaign spending limits, publicly funded political information etc. We might
also hope to see changes in the organization of the bureaucracy, in the
procedures for appointment of ITC Commissioners that change their
incentives, and so on. At the international level, we might have rules that
restrict unilateral actions by governments, rules that impede the progress of
regional trade agreements, rules that punish environmental offenses, etc. Only
if we understand the political economy of policy setting can we advise on
which of these rules will be beneficial to the general interests and which not.






Part Il
The Context of U.S. Trade Policies






CHAPTER 3

U.S. Trade Policies: The Role of
the Executive Branch

Robert E. Baldwin

Prior to the Reciprocal Trade Agreements Act of 1934, tariff levels were set by
Congress under its constitutional power “to regulate commerce with foreign
nations.” In granting the president authority under this Act to decrease (or in-
crease) import duties up to 50 percent from their 1930 levels as part of foreign
trade agreements with other countries, Congress undertook an institutional
change that marked a fundamental shift in the trade policymaking process of
the United States. Since that date, there has been an uneasy sharing of the re-
sponsibility for trade policy between the executive and legislative branches of
the federal government.

This paper focuses on the manner in which the differing motivations of
the President and the Congress work themselves out in the trade-policy for-
mulation process. Special emphasis is given to the role of the president. The
paper begins (Section I) with a brief survey of models of the trade policymak-
ing process that have been formulated by economists and political scientists,
with particular attention being given to the behavior of the President versus
Congress. Section II then outlines a game-theoretic framework for analyzing
the process by which the different actions of these two actors yield a particular
trade-policy outcome. Section III describes particular historical incidents that
illustrate two key features of the analytical framework, namely, the importance
of the President taking a leadership role in proposing trade legislation to Con-
gress and using his various powers to secure acceptance of his key objectives
and, secondly, the importance of foreign policy considerations in motivating
the trade-policy actions of the President. The last section summarizes some of
the conclusions.

l. Trade Policymaking Models of Economists and Political Scientists
Economic Models

In modeling the political economy of trade policy, economists generally do not
distinguish between the executive and congressional branches of the federal
government. Both branches perform the role of supplying various forms of
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trade policies to the citizenry, who economists divide into producers and con-
sumers. It is usually assumed that consumers are individually too small and are
too numerous to be able to overcome the free-rider problem and thus do not
actively lobby the government with regard to trade policy. In contrast, some or
all of the producers are assumed to be able to organize into common interest
groups and, through the lobbying process, to become demanders of various
trade policies. It is also often assumed that production takes place within a
specific-factors framework, with capital in each sector being the specific fac-
tor. The owners of specific-capital organize and seek to maximize their rents
by lobbying the government for favorable trade measures.

In the simplest economic models, elected public officials, the suppliers of
particular trade policies, are motivated by a desire to be returned to office (or
gain public office, if not already elected) and, consequently, are responsive to
the lobbying demands of the various pressure groups. In one of the earliest
formal models (termed the tariff-formation function approach by Rodrik
(1995) in his recent survey article), Findlay and Wellisz (1982) utilize this
framework to depict trade policy being determined endogenously in a two-
good, specific-factors economy as the outcome of a lobbying game between an
import-competing industry that favors protection and an exporting industry
that opposes import protection. With a given level of lobbying activity (labor
is the only resource used in lobbying) by one of the sectors, the more resources
that are devoted to lobbying by the other sector, the higher the tariff obtained
by the protectionist industry or lower the tariff obtained by the free trade in-
dustry. However, there are diminishing returns to lobbying in both sectors. For
any given level of lobbying by the other industry, there is an optimum amount
of lobbying for the other sector. The intersection between the two reaction
functions depicting this relationship determines the Cournot-Nash equilibrium
tariff level, where each group is devoting the optimum amount of resources to
lobbying, given the labor resources used for lobbying by the other group.

A more explicit modeling of the government’s motivations is provided in
models based on the notion of a political-support function that were developed
by Stigler (1971) and Pelzman (1976) to analyze domestic regulatory proc-
esses and then adapted to international trade-policy situations by Hillman
(1982). Under this approach the government is responsive to lobbying pres-
sures from rent-seeking common interest groups but, in maximizing its politi-
cal support, is also aware of the antagonism of voters to tariff increases be-
cause of the resulting decline in their welfare as consumers. Hence, the gov-
ernment chooses the level of tariffs (and thus domestic prices) that just
balances the additional support from industry-specific interests who favor in-
creased tariffs against the additional political disfavor on the part of consumers
caused by increased tariffs.

The most elegant economic modeling of the motivations of the govern-
ment and special interest groups and of the manner in which these two sets of
political actors interact has been done by Grossman and Helpman (1994). The
government maximizes a function that is a weighted sum of the contributions
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from lobbying groups who are the owners of the sector-specific capital (con-
tributions are valued because they can be used to finance campaign spending)
and the aggregate welfare of the country’s citizens, which equals aggregate in-
come plus trade tax revenue plus total consumer surplus (this figure is valued
because the government cares about aggregate well-being). Lobbying groups
offer a schedule of contributions to elected officials that is contingent upon the
trade policies (tariffs or export taxes and subsidies) implemented by the gov-
ernment. The objective of each lobbying group is to maximize its welfare net
of political contributions.

In the game between the government and lobbyists, the latter move first
by offering a schedule of contributions related to trade-policy actions of the
government, and the government then selects those contributions and associ-
ated trade policies that maximize its objective function. The equilibrium set of
contributions is one which maximizes the joint welfare of each lobby’s mem-
bers, given the contributions of the other lobbies and the anticipated decision
rule of the government, and also the government’s welfare function. One im-
plication of the first-mover role of lobbyists is that, if there is only one lobby-
ist or if the lobbyists are so concentrated that they account for a negligible
fraction of the total voting population, the single lobbyist or group of lobbyists
capture all of the surplus from their own political contributions. In other
words, the lobbyist for an industry provides the government with just enough
funds so that the government is indifferent between providing the trade policy
sought by the sector and instituting free trade for the sector.

Models of Political Scientists

Many political scientists also do not make a distinction between the role of the
executive and congressional branches of government in analyzing international
economic behavior. The state is treated as a rational unitary actor primarily
interested in increasing the political and economic power of the nation-state
relative to other countries (see, for example, Krasner,1976).

One well-known model that illustrates this approach is the so-called the-
ory of hegemonic stability. First proposed by an economist (Kindleberger,
1981) and popularized by political scientists, e.g., Gilpin (1987), this theory
maintains that the existence of a hegemonic power is a necessary condition for
a liberal international trading and financial system. The hegemon is so large
that it gains from providing the collective benefits associated with free trade
and stable exchange rates even with free-riding in the form of protection and
undervalued exchange rates by smaller states. The model predicts that in the
absence of a dominant power such as Great Britain in the nineteenth century or
the United States in the twentieth century protectionism and beggar-thy-
neighbor exchange-rate policies will prevail in the world economy.

Various criticistns have been made by a number of political scientists of
this simple version of the theory. For example, it has been pointed out that re-
peated game theory and the theory of collective action both indicate that coop-
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eration among countries is quite possible in the absence of a hegemon and that
the international institutions created during hegemonic periods can serve as fa-
cilitators of cooperation in post-hegemonic periods. The criticism most rele-
vant to the contents of this paper is that the theory of hegemonic stability and
other models that view the state as a single actor treat domestic political proc-
esses involving political parties, industry interest groups and the two branches
of the federal government as a black box. This deficiency can lead to incom-
plete and misleading explanations of international economic policies.

Although political scientists who are concerned with understanding broad
international political and economic behavior by governments often do not
distinguish between the executive and congressional branches of government,
those who attempt to explain how trade policies are determined do generally
distinguish between these two institutions. Two distinct theories have emerged
from these trade policy studies of political scientists: one emphasizes the
dominance of the President in the policymaking process, while the other
stresses the importance of Congress in setting trade policy.

The classic work on documenting the role of Congress in setting trade
policy is Schattschneider’s (1935) analysis of logrolling during the legislative
process that produced the Tariff Act of 1930. In contrast, the study of U.S.
trade politics after the Reciprocal Trade Agreements Act of 1934 by Destler
(1986) emphasizes the role of the President in shaping trade policies. Accord-
ing to Destler, Congress realized that setting tariffs on individual products in-
variably resulted in levels of protectionism that were economically harmful to
the country and therefore deliberately delegated part of its constitutional
authority to regulate foreign commerce to the Executive branch in order to in-
sulate its members from protectionist pressures (also see Pastor, 1980). David
Lake (1988) also stresses the importance of the President’s role in the formu-
lation of trade policy. In Lake’s framework, foreign policy-oriented presidents
are mainly concerned with promoting the power and wealth of the state. How-
ever, they cannot act unilaterally but must bargain with politically mobilized
interest groups within society both directly and through the legislature.

Lohmann and O’Halloran (1994) [also see O’Halloran (1994)] propose a
framework with elements of both the presidential and congressional domi-
nance hypotheses. They argue that Congress delegates trade policymaking to
the President in order to implement more efficient trade policy outcomes.
“However, under divided government, the majority party in Congress may be
better off constraining the President’s use of delegated authority, thereby
forcing the President partially to accommodate congressional demands for
more protection.” (p. 627).

Il. The Trade Policymaking Roles of the President and
the Congress: A Framework for Analysis

It is clear that in recent years the President and Congress have each played im-
portant roles in shaping U.S. trade policy and, thus, that any model of the poli-
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cymaking process must take account of the influence of both the executive and
legislative branches of the federal government. Three different aspects of the
trade policymaking process in which the President participates are: (1) enact-
ing new trade legislation, such as legislation authorizing a new round of trade
negotiations or approving the results of such a negotiation; (2) negotiating
with other governments or international institutions with regard to the extent
of liberalization in a multilateral or regional trade agreement and the settling of
current bilateral trade disputes; and (3) administering the various trade laws
passed by Congress, c.g., Section 301 of the 1974 Trade Act and the safe-
guards, antidumping, countervailing-duty provisions of U. S. trade laws.

As noted by many observers, modern Presidents tend to favor increased
trade liberalization, especially once the reductions in import barriers involved
in previous protection-reducing negotiations have been completed.! Repre-
senting a much broader constituency than individual members of Congress,
Presidents give greater weight in their trade policy decisions to the general
standard-of-living benefits of trade liberalization than Representatives or
Senators and less weight to the concerns of particular industry groups. Fur-
thermore, as stressed by Lake (1988) and discussed in further detail in Section
I11, because of their special foreign policy responsibilities under the Constitu-
tion, Presidents are more concerned with the foreign policy implications of
trade-policy actions than members of Congress.

In contrast, Congress tends to favor legislative changes that make it easier
for domestic industries to obtain import protection or to gain greater access to
foreign markets. Individual members are less influenced than the President by
the national welfare or foreign policy implications of trade policies, since their
constituents do not generally associate these broad concerns with any particu-
lar member of Congress. However, they are sensitive to particular industry
groups who are affected economically in a favorable or unfavorable manner by
changes in international trading conditions and who can significantly influence
the election prospects of a member of Congress by bloc-voting and the funding
of political ads.

Congress no longer, as in the pre-1934 period, seeks protection through
legislative initiatives aimed at raising import duties on broad groups of prod-
ucts.? The strong economic position of the United States that emerged after
World War II undermined the traditional economic ideology that high import
barriers were needed to protect the U.S. standard of living, and members of
Congress are now not under significant political pressure to press for general
protectionism. As authors such as Lohmann and O’Halloran (1994) point out,
this does not mean that Congress now has little more than veto power over
presidential legislative initiatives. Congress has long provided producers who
are injured by increased imports with the means of gaining import relief
through the safeguards, antidumping (AD), countervailing-duty (CVD) and
other “fair trade” laws. In recent years, it has asserted its protectionist predi-
lections by increasing significantly the degree of contingent protection, espe-
cially through the AD and CVD laws. In addition, with Section 301 of the
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1974 Trade Act and Super 30! under the 1988 Trade and Competitiveness
Act, Congress established a mechanism administered by the Executive branch
by which industries can seek greater access to foreign markets. Members of
Congress have also attempted to influence trade policy in a more protectionist
manner by exercising oversight authority more extensively through the con-
firmation and monitoring processes related to agencies of the Executive
Branch dealing with trade policy.

Just as Congress no longer fries to set duties over a broad set of com-
modities, the President generally does not seek to liberalize trade by reducing
the degree of administered protection or modifying such administered market-
opening provisions as Section 301 of the 1974 Trade Act. Congress seems to
have successfully made the point to Presidents that changes in these policies
should be left to the legislative branch,

Given these roles of the President and Congress, the determination of the
extent of trade liberalizing power granted the President under legislation
authorizing a new round of multilateral trade negotiations or a new regional
agreement and the changes in administered protection and administered mar-
ket-opening laws embodied in this legislation can usefully be modeled as a
bargaining game between the President and Congress. Not only does this
framework provide insights into the process by which the two branches of
government reconcile their conflicting goals, but it can be used to demonstrate
the significance of whether the President or Congress takes the lead in shaping
trade policy legislation.

In the following analysis, it is assumed that the President requests author-
ity from Congress to negotiate a free trade agrcement that can vary in its de-
gree of trade liberalization by its product coverage and speed of implementa-
tion. The proposals by Congress involve such actions as easing the require-
ments for obtaining import relief under the safeguard, AD and CVD provisions
of U.S. law and modifying the labor-standard and rules-of-origin provisions of
existing free trade agreements.

The economic model developed by Grossman and Helpman (1994, 1995)
to study endogenous protection and the politics of free trade areas is utilized in
analyzing the behavior of the President and Congress. Thus, the United States
and the countries being considered for the free trade agreement are assumed to
face exogenously given world prices. Individuals in the United States have
identical preferences, with each individual maximizing utility given by u{c) =
co+ E i1, nui(cy), where c; denotes the consumption of good i and u;(A) is an
increasing and concave function. The world and domestic prices for good 0,
which serves as a numeraire, equal . It is produced only with labor under con-
stant returns to scale and with an input-output coefficient equal to 1. Thus, the
wage equals | in a competitive equilibrium. Every other good is produced un-
der constant returns to scale using labor and a sector-specific factor. Conse-
quently, the rewards to the specific factor in sector i are A; (p;) , where p; is the
domestic producer price. Each individual receives a surplus of Si(q) /
u;i[D;i(g)]-q;Di(q;) from consuming good i, i = 1, ..n, where g; is the domestic
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consumer price for good i. The difference between the domestic consumer
price and the producer price for an imported good is the import duty.

Both the President and Congress each maximize their respective social
welfare functions, which include the income of labor, the rents earned by the
specific factors, tariff revenues (which are redistributed to individuals), and
total consumer surplus. However, Congress gives greater weight to the income
received by the sector-specific factors than the President, especially those in
import-competing sectors, whereas the President gives greater weight to con-
sumer surplus and the income of labor than Congress. Furthermore, the Presi-
dent’s welfare function includes the rents earned by the owners of sector-
specific capital in the export sectors of the free trade partner. The President
reasons that the gains to specific factors in the partner country’s export sectors
due to increased interregional trade in response to elimination of tariffs be-
tween the two countries act, in conjunction with the gains to U.S. exporters, to
improve political and security relations between the United States and the
partner country.

The welfare functions of the President and Congress are also assumed to
reflect a short-run concern for preserving the status quo distribution of in-
comes. This means that increases in real income are given relatively less wel-
fare weight than decreases in income.’ Thus, the reductions in rents to the
owners of the sector-specific capital in import-competing sectors as a conse-
quence of trade liberalization are given greater weight than increases in rents
obtained by capital-owners in export sectors.”

As Grossman and Helpman (1995) explain, the welfare effects of the free
trade proposal can be indicated by considering a product that is imported by
both the United States and its prospective free trade partner and on which the
foreign country levies a higher import duty than the United States. (In cases
where the U.S. import tariff is higher, the impact on the United States will be
the same as the impact on the foreign country in the case to be considered.)
Because of the small country assumption, the two countries can purchase un-
limited amounts of the good from the rest of the world at the fixed world price
plus their respective import duties. The formation of the free trade area causes
the import duties to fall to zero for the two partners but remain the same for
the rest of the world.

Consider the case where the endowment of the specific factor employed in
the U.S. industry is relatively small so that the fotal U.S. supply curve for the
product does not suffice to satisfy the foreign country’s import demand at its
pre-free trade, higher import price. Consequently, the foreign country must
continue to import the good from the rest of the world after the free trade area
is formed. However, producers in the United States will export all of their
supply to the foreign country to take advantage of the higher price, and U.S.
consumers will satisfy all of their demands by importing the good from the
rest of the world. The U.S. specific factor used in producing the good gains
due to the higher price it receives, while the rents earned by the foreign spe-
cific remain unchanged. Consumers in both countries continue to pay the same
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price as initially but tariff revenue falls in the foreign country and increases in
the United States. Grossman and Helpman (1995) term this case one of en-
hanced protection, since the U.S. specific factor gains from the trade diver-
sion.

The other extreme case is where the total U.S. supply curve of the good is
sufficiently large to satisfy the foreign country’s import demand at the lower
U.S. domestic price. Producers in the foreign country lose due to the lower
price but consumers in the foreign country gain. Tariff revenues also decline in
the foreign country. Producers in the United States continue to receive the
same price and U.S. consumers pay the same price. Grossman and Helpman
(1995) describe this situation as one of reduced protection, since rents to for-
eign producers decrease.

In the intermediate case, the total supply curve of the United States is suf-
ficient to reduce the price in the foreign country below its initial level but not
large enough to reduce it to the initial U.S. price. Producers in the United
States gain and those in the partner country lose. Aggregate welfare rises for
the United States and may either increase or decrease in the foreign country
when the changes in tariff revenue and consumer surplus are taken into ac-
count.

Assuming that, on balance, a free trade agreement with the foreign coun-
try increases social welfare as calculated by the President, figure 3.1 depicts
changes in the various components of the President’s social welfare as the ex-
tent of liberalization within the free trade agreement increases due to wider
product coverage and a shorter time schedule for full implementation, holding
U.S. contingent protection measures at their initial level. The curve Op indi-
cates the losses in social welfare due to the reductions in rents to the sector-
specific factors employed in domestic import-competing sectors, while the
curve Oc shows the net gains to U.S. consumers combined with the gains in
rents to specific factors in U.S. export sectors. The curve Of depicts the com-
bined consumer and exporter gains plus the foreign policy benefits of the re-
ciprocal duty cuts that are associated with gains to specific factors in the for-
eign country’s export sectors. The maximum increase in net social welfare for
the President, given the initial level of contingent protection, is achieved with
the degree of liberalization indicated by OL.

An increase in U.S. contingent protection reduces the returns earned by
specific factors employed in the partner-country’s export sectors by with-
drawing zero-duty treatment for some U.S. imports and also increases the de-
gree of uncertainty of export earnings in general. This has the effect of reduc-
ing the benefits from the foreign policy component in the President’s social
welfare function and is shown in figure 3.1 by drawing Of’ below Of as con-
tingent protection increases. Moreover, it is assumed that the increment in the
foreign policy component of social welfare that is associated with a given in-
crease in trade liberalization decreases as the level of contingent protection
rises, thus tending to reduce the welfare-maximizing level of liberalization.
The welfare of domestic consumers also declines as the level of contingent
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protection rises. In contrast, the welfare losses to domestic capital owners in
import-competing sectors from liberalization decrease as the level of contin-
gent protection rises, thereby shifting the curve Op in figure 3.1 down to Op'".
While various plausible net effects on the President’s social welfare can be
postulated, it is assumed here that negative foreign policy and consumer ef-
fects outweigh the positive domestic producer effects so that social welfare for
the President declines as contingent protection increases, given any degree
trade liberalization. In addition, the optimum degree of liberalization by the
President decreases as contingent protection rises.

Members of Congress are assumed to weigh losses to import-competing
producers from trade liberalization more heavily than gains to exporters and
consumers because they are more vulnerable politically to the lobbying pres-
sures of producer groups than the President. Figure 3.2 depicts how the two
components of Congress’s social welfare function change as the degree of
contingent protection increases, given a particular level of trade liberalization
under a free trade agreement. The curve Op indicates the increase in social
welfare for members of Congress as the degree of contingent protection rises
and actual and expected rents accruing to import-competing U.S. specific fac-
tors rise, while the curve Oc reflects the reductions in Congress’s social wel-
fare due to the decrease in consumer surplus associated with increased contin-
gent protection as well as the losses to exporters as the likelihood of retaliatory
actions by the foreign country rises. The distance OS indicates the increase in
contingent protection that maximizes Congress’s social welfare function,
given a particular level of trade liberalization under the free trade agreement.

Increases in the degree of trade liberalization under the free trade agree-
ment reduce the component of Congress’s social welfare based on the rents
earned by U.S. import-competing specific factors and increase the component
associated with welfare of consumers and exporters’ component, given a par-
ticular level of contingent protection. The curves Op’ and Oc” in figure 3.2 in-
dicate these changes. It is assumed that the losses to import-competing pro-
ducers more than offset the gains to consumers and exporters so that social
welfare for Congress falls as trade liberalization increases, holding contingent
protection constant. Since it seems plausible that a given increase in contingent
protection is valued more highly by import-competing producers the greater
the extent of trade liberalization, the optimum increase in contingent protec-
tion for Congress is assumed to increase as the extent of trade liberalization
rises. This is shown in figure 3.2 by making the new optimum contingent pro-
tection level, OS’, greater than OS.

With these relationships, the reaction curve of the President, PP, which
indicates the President’s optimal level of trade liberalization within the free
trade agreement for different levels of increases in contingent protection, can
be drawn as shown in figure 3.3. Similarly, the Congress’s reaction curve, de-
picting its optimal increase in contingent protection for different levels of trade
liberalization, is drawn as CC in figure 3.3. The point ov on the horizontal axis
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indicates the maximum level of increase in contingent protection that the
President will accept without vetoing the implementing legislation. In contrast,
any trade liberalization proposed by the President that exceeds o] will be re-
Jjected out-of-hand by Congress. The Nash equilibrium, N, indicates the com-
bination of trade liberalization and increase in contingent protection at which
the President and Congress are each choosing the optimal level of trade liber-
alization and rise in contingent protection, given the policy variable selected
by the other.’

Equal social welfare contours for the President and Congress are repre-
sented by curves such as pp and cc, respectively. Moving to the southeast
along the PP line represents less social welfare for the President, while moving
to the northeast along the CC line indicate less social welfare for Congress. As
is obvious from the shapes of the various curves, the President and Congress
can each raise their social welfare compared to the Nash equilibrium if they
have the first-mover advantage. The optimum tariff-cutting proposal for the
President if he can move first in the bargaining game is to offer the degree of
reciprocal tariff liberalization indicated by the point P,. Congress will respond
by accepting the proposed liberalization but adding the increase in contingent
protection indicated at P,. In contrast, C; is the equilibrium point if Congress
has the first-mover advantage. As the reaction lines are drawn, with a first-
mover advantage Congress achieves both less liberalization and greater con-
tingent protection than under the Nash equilibrium, whereas the President set-
tles for less contingent protection but also less liberalization.

At the President’s optimum first-mover point, P, not only is the Presi-
dent’s level of welfare greater than at the Nash equilibrium, but Congress’s
welfare is also higher than at the Nash equilibrium. Furthermore, although not
a necessary outcome, the welfare level attained by Congress in figure 3.3 at
the President’s optimum first-mover point is even higher than its own opti-
mum first-mover point, C,. These relationships add further support to the posi-
tion of those who emphasize the self-interest motivation of Congress in al-
lowing the President to move first in proposing the degree of trade liberaliza-
tion.® There are also tangent points between the two sets of equal social
welfare contours that are southwest of P, and to the left of the line CC at which
both the President and the Congress would reach higher social welfare levels
than at P;. Given the repeated nature of the bargaining process between the
President and Congress, a cooperative equilibrium that is enforced with appro-
priate threat strategies is possible in this area.

lil. The Leadership and Foreign Policy Roles of the President in Trade
Policymaking: Selected Historical Examples
Presidential Leadership

The role of the President in the trade policymaking process prior to the enact-
ment of the Reciprocal Trade Agreements Act of 1934 is well illustrated by
President Harding’s response to the sharp fall in agricultural prices in 1921.
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He sent a message to Congress urging a prompt increase in tariffs on agricul-
tural products. In contrast, since the passage of the Reciprocal Trade Agree-
ments Act, it has been the President who has taken the lead in setting tariff
rates or asking Congress for more authority to alter these rates. From 1934 to
1962, Congress restrained the tariff-cutting powers of the President by ex-
tending this authority for only short periods at a time, usually three years.
However, it was the President who would initiate the proposal for extending
the time period or for new duty-cutting authority and thus set the terms of the
debate in Congress. Moreover, having a proposal come from the President
rather than originate in the Congress makes it more difficult for congressional
members in the President’s own party to vote against the proposal.

The Eisenhower years provide a good example of the extent to which
trade policy can be influenced by a President who can initiate trade legisla-
tion.” With the election of a Republican President and Republican Congress in
1952, it was the expectation of many Republicans in Congress that the recip-
rocal trade agreements program would be eliminated or significantly curtailed,
especially with Representative Reed, a longtime protectionist, becoming the
Chair of the House Ways and Means Committee. Initially, neither President
Eisenhower nor Secretary of State Dulles took a firm stand on trade policy and
did not immediately propose renewal of the expiring trade agreements pro-
gram. As a consequence, a protectionist bill was taken under consideration by
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the Ways and Means Committee, which, among other provisions, considerably
eased the requirements for gaining escape-clause relief and eliminated presi-
dential discretion in escape-clause cases and in peril point determinations.
President Eisenhower responded by requesting a one-year extension without
any modifications so that a commission could undertake a complete review of
U.S. foreign economic policy. Despite widespread sentiment among Republi-
cans for a protectionist bill, Republican members of Congress apparently were
unwilling to reject this seemingly modest and reasonable request of their new
popular President, and a one year extension with only mildly protectionist
features was passed.

The Randall Commission Report essentially supported the existing trade
agreements program and recommended extension for 3 years with the Presi-
dent being given an addition 15 percent tariff-cutting authority. It was also
recommended that the existing escape clause and peril point procedures be re-
tained. President Eisenhower accepted these recommendations and proposed
them to Congress in 1954. However, Representative Reed and his protectionist
colleagues rejected a three-year renewal and refused to hold hearings on the
bill. The result was again a stalemate and another one-year renewal of the ex-
isting legislation. The President proposed the same three-year extension with
an additional 15 percent duty-cutting authority in 1955. However, as a result of
the 1954 congressional elections, the Republicans lost control of both the
House and Senate. Consequently, the hard-core protectionist Republicans in
the House did not have the same power as in the previous two years and Presi-
dent Eisenhower was able to obtain a three-year renewal from the Democrat
Congress, but with an easing of the requirements for obtaining escape-clause
relief and a provision permitting protection of industries essential for national
defense purposes, essentially the oil industry.

Another renewal was obtained in 1958, this time for 5 years with an addi-
tional 25 percent duty-cutting authority. The 1958 renewal effort was more
successful than earlier ones, in part because the Administration took a more
activist position in lining up bipartisan congressional and public support for
the extension. The Cold War argument was also pushed more vigorously.
However, a provision was included enabling Congress to override by a two-
thirds vote presidential rejections of favorable escape-clause decisions. Thus,
what we seem to learn in the Eisenhower years is that a President who is pre-
pared to exert political pressures on Congress can obtain legislation that pro-
vides at least modest trade liberalization, although at a cost of permitting Con-
gress to tighten the laws dealing with contingent protection.

Arguably the most successful post-World War II President in achieving
his trade-policy objectives was President Kennedy.® Rather than simply asking
for an extension of the Reciprocal Trade Agreements Act, President Kennedy
proposed a new tariff-cutting approach in which tariffs would be uniformly re-
duced by 50 percent, with a bare minimum of exceptions. The main argument
for this tariff-cutting authority was that the formation of the European Com-
munity (EC) was causing European members to increase imports from each
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other at the expense of imports from the United States as tariffs within the EC
were being reduced to zero and, therefore, that it was necessary to seek a gen-
eral reduction in European and U.S. tariffs in order to reduce the margin of
preference held by EC members. The merits of linking Europe and the United
States more closely economically also had great appeal to President Kennedy
and his close advisers for foreign policy reasons. To gain acceptance of this
proposal by Congress, the Kennedy Administration conducted an unparalleled
campaign to sell its ideas. President Kennedy made the trade bill a key part of
his legislative agenda and led the fight for it. In his message to Congress on
the proposed bill, he concluded with the following statement: “At rare mo-
ments in the life of this nation an opportunity comes along to fashion out of
the confusion of current events, a clear bold action to show the world what it is
we stand for. Such an opportunity is before us now. This bill, by enabling us to
strike a bargain with the Common Market will ‘strike a blow’ for freedom.”®

Not only did President Kennedy use the powers of his office to rally sup-
port for the bill, but he made key concessions to protectionist interests in order
to reduce opposition to the proposal. In particular, a voluntary quota system
was established for cotton textile imports in 1961 and a formal international
marketing agreement for cotton textiles was negotiated in 1962. This agree-
ment permitted the use of quotas to prevent “market disruption.” President
Kennedy also assured the oil industry that oil quotas would be continued and
included a national security provision in the new trade bill. Other steps taken
to reduce opposition to the proposal were the inclusion in the bill of a provi-
sion establishing a special trade adjustment assistance program for workers
injured by increased import competition that extended the period workers
would receive unemployment compensation, the announcement of a special
program to assist the Northwest lumber industry, and the acceptance of the
Tariff Commission’s recommendation to raise tariffs on carpets and glass un-
der the escape clause provision. With this combination of presidential lobby-
ing and concessions to potential opponents plus a Democrat House and Senate,
the Trade Expansion Act passed with surprising ease and led to significant
multilateral tariff reductions in the Kennedy Round of GATT negotiations.

In contrast to President Kennedy, President Nixon was not very successful
in using his leadership position to further his trade policy goals. President
Nixon failed to take full advantage of his first-mover role, perhaps because of
his increasing preoccupation with the Watergate affair, and Congress essen-
tially “took charge” of writing the Trade Act of 1974."° The consequence was
a weakening in the President’s power in formulating trade policies. This shift
in trade policymaking power back to Congress persists to the present time.
Perhaps the most important restraint imposed on the President under the 1974
Act is the so-called “fast track”™ requirement for trade agreements covering
nontariff trade barriers and distortions. The 1974 Act as well as subsequent
laws authorizing negotiations on nontariff trade matters require that the nego-
tiated agreements be approved by both branches of Congress before becoming
legal obligations of the United States. The agrecments must, however, be
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voted on an up or down basis by Congress without the possibility of amend-
ments and within a given time period. The Act also established an elaborate
consultative procedure between the trade negotiators and both Congress and
various private interest groups during the negotiations and further stipulated
that members of Congress (ten) be official advisers to the U.S. delegation con-
ducting the negotiations.

Prior to the 1974 Trade Act, the multilateral trade agreements negotiated
under GATT (which dealt with tariff reductions) did not require congressional
approval before becoming legally binding. However, Congress specified that
certain products be excluded from duty cuts, limited the extent to which duty
levels could be reduced on others products, and required that significant cuts
be introduced gradually. In authorizing negotiations not just on tariffs but also
on nontariff trade barriers in the 1974 Trade Act, Congress decided to continue
the traditional implementing procedures with respect to tariffs but to require
congressional approval of any agreements reached on nontariff matters. The
Nixon Administration asked for negotiating powers on nontariff issues broadly
similar to those on tariffs, but the request was rejected.

One consequence of the new implementing procedures is that members of
Congress and various special interest groups have become involved in the ne-
gotiations at a micro-management level. Under the threat of the rejection of
the agreement by Congress, administration officials have sometimes been
pressured into negotiating detailed provisions that favor a particular interest
groups at the welfare cost of the general public. This has occurred, for exam-
ple, in negotiations on antidumping and other unfair trade issues. The imple-
menting legislation also often includes numerous details that are not needed to
implement the negotiated agreement but that are aimed at favoring a few spe-
cial interest groups. Of course, the requirement that negotiated agreements
submitted to Congress be voted up or down with no amendments is preferable
to a procedure whereby the many details of the agreement could be modified
through the usual amendment process of Congress. But Congress could have
put in place a procedure for nontariff trade negotiations that more closely fol-
lowed the procedure for tariff negotiations. For example, to satisfy congres-
sional concerns about granting the President too much power on trade matters,
the law authorizing such negotiations could have contained provisions limiting
the type or extent of permissible U.S. nontariff concessions or even requiring
congressional approval for certain major changes. Multilateral negotiations
would still be feasible under such provisions, while political pressures from
rent-seeking special interest groups would be less than under the current im-
plementing procedures.

The approval of the North America Free Trade Agreement (NAFTA) in
the fall of 1993 illustrates both the difficulties a President faces by failing to
intervene early in the legislative process and the great influence that a Presi-
dent has when he finally does become closely involved in the legislative proc-
ess. In the election campaign of 1992, President Clinton initially did not pay
much attention to NAFTA, which had been negotiated and signed under the
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Bush’s Administration, but still required congressional “fast track™ approval.
Although he had supported the agreement prior to becoming a serious presi-
dential candidate, he apparently was concerned about losing the support of or-
ganized labor and environmental groups (Grayson, 1995, chapter 5). However,
he eventually came out in favor of the agreement, but with the proviso that
side agreements on environmental and labor-standard issues should be negoti-
ated.

President Clinton also did not devote much attention to NAFTA in the
early months of his Administration and, in particular, did not indicate his
strong support for the agreement or intervene personally to line up congres-
sional support. Such issues as health care and an economic stimulus package
were considered more important, and it was the view of some in the Admini-
stration that pushing NAFTA too vigorously would jeopardize the legislation
proposed on these other issues. Republicans in Congress supported the meas-
ure but did not believe it was politically appropriate to take the lead on
NAFTA. It was not until latc August of 1993, when William Daley was ap-
pointed special counselor to the President for NAFTA, that a concerted effort
was organized by the White House to attempt to obtain the necessary congres-
sional support for passage of legislation approving the agreement. However,
by this time, opponents of the accord, mainly organized labor and various en-
vironmental groups, were well-organized and had been conducting an exten-
sive campaign against its approval. In the early fall of 1993, polls of members
of Congress concerning their likely voting patterns on the legislation indicated
that the agreement would be rejected.

In an effort to reverse this likely outcome, the Clinton Administration—
with the President’s active participation — initiated a very active lobbying
effort that included a special White House event in which ex-Presidents Bush,
Ford, and Carter spoke in favor of the agreement and in which President
Clinton made a very strong supporting statement, a television debate on
NAFTA by Vice-President Gore and Ross Perot, visits to members of
Congress and various private organizations by cabinet and sub-cabinet
members of the Administration, and personal discussions by the President with
undecided members of Congress. The President even criticized organized
labor for its threats to members of Congress who supported the legislation.
However, while these actions were undoubtedly helpful in increasing
congressional support for the agreement, a major reason the President obtained
enough congressional support to enact the legislation appears to be his
willingness to strike political deals with individual members of Congress.
Some involved promises to prevent NAFTA from causing injury to particular
industries, e.g., the citrus and tomato industries in Florida and the flat glass,
wine, and peanut industries in various states, but a number were unrelated to
the agreement. These included construction of two C-17 military cargo planes,
awarding American Airlines two international air routes to London,
abandonment of plans to raise grazing fees on federal lands, and the reversal of
an earlier decision to cut helium subsidies."'
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As Grayson (1995) concludes, the failure of President Clinton to signal
clearly in the early part of his Administration his strong support for NAFTA
and his willingness to go all out to obtain congressional approval very likely
enabled those who disapproved of the agreement to build a strong base of op-
position that required extensive lobbying and deal-making by the President to
overcome. But, the NAFTA episode also demonstrates the considerable power
of a President to influence policy even when he does not become deeply in-
volved in the decisionmaking process until its later stages.

Foreign Policy and Trade Policy

All Presidents since Franklin Roosevelt have supported trade liberalization,
although they have varied considerably in their degree of commitment to this
goal. Just why Presidents of both parties have adopted this position has not re-
ceived much attention by economists. In particular, why have most Presidents
taken the lead in proposing new trade-liberalizing negotiations with other
countries? One might conclude that the broad base from which they are elected
enables Presidents to gain political support by stressing the real income gains
to the typical voter that are associated with the more efficient allocation of re-
sources produced by reciprocal reductions in import protection. However, this
argument is seldom used in presidential statements supporting trade liberaliza-
tion, probably because of the very small effect of the typical trade agreement
on the real income of the typical consumer. The economic arguments used by
Presidents mainly stress the new jobs and more rapid growth associated with
expanding export markets, coupled with assurances that jobs in import-
competing sectors will still be protected. However, it is difficult to see that
Presidents gain net additional political support from these argument. There do
not appear to be any significant political constituencies lobbying for new ex-
port jobs, whereas there are well-organized political groups very much con-
cerned about the loss of domestic jobs due to the increased imports resulting
from reductions in tariffs and other nontariff barriers. Presidential claims that
there will be a net increase in jobs seem to be directed more at deflecting the
arguments of those concerned about job losses rather than aimed at actually
gaining additional political support. Economists have also long pointed out
that there is no reason for believing that trade liberalization will increase the
net number of jobs.

While undoubtedly motivated by the standard-of-living gains to the nation
from trade liberalization, it also appears that Presidents seek new trade liber-
alizing negotiations for broad foreign policy reasons. Although few presiden-
tial elections are determined on foreign policy grounds, Presidents seem aware
that being perceived to be ineffectual as a foreign policy leader can be costly
in terms of campaign contributions and votes. They also realize that their per-
formance in the foreign policy area plays an important role in determining
their place in history. Given their special foreign policy responsibilities under
the Constitution, modern Presidents are expected by the electorate to maintain
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or enhance the position of the United States as the world’s dominant political,
military and economic power. Leaders of other nations also expect U.S. Presi-
dents to continue the postwar tradition of taking the lead in trying to maintain
harmonious political and economic relations in the politically sensitive parts of
the world.

Modern U.S. Presidents have determined that promoting closer economic
cooperation among nations by reducing trade barriers on a reciprocal basis is a
useful means of meeting these responsibilities and expectations, and they seem
willing to risk some net loss in short-run political support in promoting trade
liberalization. In the early postwar period the connection between trade policy
and foreign policy was drawn quite directly. For example, in his message to
Congress in 1945 urging renewal of the trade program with an additional 50%
cutting authority, President Roosevelt included the following statement: “If the
economic foundations of peace are to be as secure as the political foundations,
it is clear this effort must be continued vigorously and effective.”'? Secretary
of State Cordell Hull also strongly emphasized this theme. As relations with
the Soviet Union deteriorated and the Cold War began, foreign policy consid-
erations became even more important. It was argued that the tariff liberaliza-
tion helped to strengthen the so-called free nations of the world economically
so that they could better resist Communist expansion. Secretary of State John
Foster Dulles comments before the Committee on Finance illustrate this
theme: “However, the menace is as much from subversion as from open armed
attack, and in any event military arrangements are never dependable unless
they rest on a foundation of economic health and mutual respect. Our concern
for the good health and respect of other free peoples is most of all represented
by our trade policies. . . . Thus, our Trade Agreement Act is not a mere piece
of technical domestic legislation. It is a symbol of worldwide importance.”"

Recent Presidents have continued to take the initiative in proposing trade
policies designed to further their foreign policy agenda. However, with the end
of both the Cold War and U.S. hegemony and the increasing import competi-
tion faced by domestic producers, the foreign policy purposes of U.S. trade
policy have changed somewhat. An important objective of U.S. trade policy is
still to promote worldwide economic stability, but Presidents are more willing
to use trade policy to strengthen political and economic ties with particular
groups of nations with which the United States has special national security
concerns. The negotiation of free trade agreements, first, with Canada and then
with Canada and Mexico (NAFTA) illustrate this shift. The Enterprise for
Americas Initiative announced by President Bush in 1990, the Free Trade Area
of the Americas (FTAA) proposed by President Clinton in 1994, and the more
recent discussions on a New Transatlantic Agenda (NTA) arc further indica-
tions of the change.

The proposals of Presidents Bush and Clinton for a free trade agreement
among the countries of North and South American do not seem explainable in
terms of the typical pressure-group political economy model utilized by
economists to account for import protecting policies. While certain export-
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oriented industries would clearly benefit from such an agreement, there is little
evidence that lobbying pressure from these sectors played a significant role in
influencing the two Presidents. President Bush’s proposal for a free trade zone
from Anchorage to Tierra del Fuego seems to have been developed by a rela-
tively small number of the President’s close advisers within the Executive
Branch and apparently came as a complete surprise to all outside this small
group (Yopo,1993). Similarly, President Clinton’s free trade proposal that he
announced at the Summit for the Americas conference in December 1994 was
the outcome of a broad review of U.S. policy in Latin America within the Ex-
ecutive Branch (speeches by Vice-President Gore, 12/1/93 and Under Secre-
tary of Commerce Jeffrey Garten, 2/1/94).

In both cases, the promotion of U.S. foreign policy goals seemed to be a
major purpose of the proposals. For example, in announcing plans for the
Summit of the Americas, President Clinton stated that not only would reducing
trade barriers create many new jobs but: “At the same time, the rising tide of
democracy in this hemisphere helps make us more secure. Democracies tend
not to fight one another; they make better partners in trade and diplomacy.”
(Remarks by President Clinton announcing the Summit of the Americas,
March 11, 1994) In other words, both Presidents believed that expanded trade
with the Americas would help to strengthen the new democracies in this re-
gion, together with the free market policies they were pursuing, and thereby
promote the national security and economic interests of the United States. An
indication that President Clinton realized that his free trade proposal was likely
to lose him short-run political support on balance was his failure to stress it
merits during the 1996 presidential campaign.

The formulation in 1995 of the New Transatlantic Agenda (NTA), which
included the possibility of a free trade agreement between the European Union
(EU) and the United States, also was motivated primarily by foreign policy
rather than economic considerations. According to Stuart Eizenstadt, the Un-
dersecretary of Commerce and former U.S. Ambassador to the European Un-
ion, various officials in Europe became concerned with what they perceived to
be a shift in U.S. diplomatic energies toward the Far East and away from
Europe as well as a preoccupation by the Administration with internal issues.
The inability of the European countries to stop the fighting in Bosnia had also
demonstrated the need for continued U.S. involvement in Europe’s security
(see Eizenstadt's opinion piece in the International Herald Tribune, December
8, 1995). In early informal talks between U.S. and EU diplomatic and trade of-
ficials, some Europeans, in particular Sir Leon Brittan, the EU’s trade minis-
ter, and various British and German officials, proposed a free trade agreement,
but this was eventually vetoed by the French who were concerned about what
would happen to the Common Agricultural Policy. U.S. officials apparently
also were not enthusiastic about this proposal. Consequently, the commercial
parts of the final document signed in December 1995 by President Clinton,
European Commission President Jacques Santer, and Felipe Gonzalez, the
Prime Minister of Spain and then rotating president of the EU merely estab-



84 Constituent Interests and U.S. Trade Policies

lished a joint study group to explore ways of reducing tariff and nontariff bar-
riers between the two blocs. It was not until after the document was signed that
the first official congressional hearing was held on the NTA.

IV. Conclusions

Both the President and Congress currently exert considerable influence on
U.S. trade policy. However, the political economy models of economists gen-
erally do not distinguish between the roles of these two branches of the federal
government. In contrast, political scientists have more frequently focused on
the distinctive roles of these two actors in the trade policy-determining proc-
ess. As these political scientists point out, since 1934 the President has been
given the primary role of initiating trade legislation to extend existing trade
negotiating authority or provide for authority to undertake new mulitilateral or
regional trade negotiations. This first-mover leadership role benefits the Presi-
dent in that he can significantly affect the nature of policy debate. When a
President does not take advantage of this role, as Presidents Eisenhower and
Clinton did not in the trade-policy debates that developed soon after their
elections, protectionist forces are able to mobilize more effectively and it be-
comes much more difficult for the President to achieve his trade-policy goals.
At the same time, these incidents also demonstrate the enormous power of a
President when he finally does fully commit to a particular trade-policy objec-
tive.

A key part of the explanation why Presidents, in contrast to Congress,
tend to favor trade liberalization is the foreign policy responsibilities associ-
ated with the office. Most Presidents believe that increased trade between the
United States and other countries improve political, economic and security re-
lations among the countries. Therefore, their proposals for trade agreements
are motivated to an important extent by national security considerations. One
consequence of the decline in U.S. hegemony since the late 1960s is a greater
focus on regional security by a President, a change that helps explain the
greater emphasis by Presidents in recent years on promoting regional eco-
nomic agreements. Rather than attempting to reject such proposals, Congress,
whose actions are influenced more than a President’s by sector-specific lob-
bying pressures, typically seeks to include various measures in the enabling
legislation that provide for increased administered protection or more exten-
sive administered market-opening opportunities.

The interactions between the President and Congress as they pursue their
different goals can be modeled in game-theoretic terms, as explained in Secc-
tion Il of the paper. The leadership role in proposing trade legislation that
Congress has given a President is analogous to permitting the President to act
as a Stackelberg leader. In explaining the model, it is shown that this grant of
authority to the President can actually result in a more favorable outcome for
the Congress as well as the President. However, other possible forms of inter-
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actions between the President and Congress are also examined in discussing
the model.

NOTES

Research support from the World Affairs and the Global Economy program at the Uni-
versity of Wisconsin-Madison is gratefully acknowledge.

! Prior to the Reciprocal Trade Agreement Act of 1934, the attitude of presidents to-
ward changes in trade barriers tended to be a function of whether they were Republi-
cans (protectionists) or Democrats (trade liberalizers).

% Some industrics, e.g., textiles and apparel, are powerful enough politically to gain
sector-specific protection through the legislative process, but this has been unusual in
recent years. There has also been an occasional serious effort, such as the Burke-
Hartke Bill in 1970, to increase protection on a fairly broad list of products.

3 This form of the President’s and Congress’s social welfare functions can be inter-
preted as the consequence of a set of equity-oriented ethical values that prevail in po-
litical life or simply self-interest motivations by politicians. Supporting the latter inter-
pretation is the empirical finding by Kahneman and Tversky (1984) that individuals
place greater welfare weight on the loss of a given amount of income than a gain of the
same amount and, therefore, exert greater lobbying pressures to prevent or recoup de-
clines than to obtain increases above historically normal levels.

* The decreases in the President’s and Congress’s welfare due to losses to import-
competing capitalists are assumed to rise at an increasing rate and the gains to exporters
to rise at a decreasing rate. Similarly, the consumer gains resulting from multilateral
duty cuts are assumed to raise social welfare at a decreasing rate as the extent of the
cuts increases. Furthermore, in the President’s social welfare function, the gains re-
sulting from the benefits to foreign exporters from reciprocal liberalization are assumed
to increase at a decreasing rate.

% This will be a stable equilibrium if the CC line is steeper than the PP line.
%1 am grateful to Simon Evenett for this point.

7 For a detailed account of the relations between Congress and President Eisenhower,
see Wilkinson (1960).

R See Preeg (1970, Ch. 4) for a discussion of the efforts by the Kennedy Administration
to secure passage of the Trade Expansion Act of 1962.

¥ See “Legislative History of H.R. 11970, 87" Congress™; Trade Expansion Act of
1962: Public Law 87-794; Committee on Ways and Means; U.S. House of Representa-
tives; Ninetieth Congress; First Session: Part I, p. 91. The date of the message from the
White House was January 25, 1962.

15ee Baldwin (1985) for a discussion of the formulation of the Trade Act of 1974.

1 See Grayson (1995, Ch. 9) and various issues of the Congressional Quarterly from
September to November 1993 for a more detailed list of the political deals made by the
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Administration to secure the votes of particular members of Congress.

12 See United States Government Publications, Series Set 10969, House Miscellaneous
Documents, Document 124, House of Representatives, 79™ Congress, 1** Session, U.S.
Government Printing Office, 1945. The date of the message was March 26, 1945,

1 Hearings before Committee on Finance on Trade Agreements Extension, U.S. Sen-
ate, 84th Congress, Ist Session, H.R. 1, Part II, Government Printing Office, 1955.
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Comments on Conference Version
of Paper

Geza Feketekuty

Baldwin provides an interesting effort to model the bargaining process be-
tween Congress and the President on trade policy. His initial summary pro-
vides a good overview of the increasing sophistication of models of this type,
and places his model at the frontier of such efforts.

At its current stage of development, Baldwin’s model is a useful tool for
analyzing historical events and gaining insights into the domestic politics un-
derlying the trade negotiating process. Care needs to be taken, however, to
draw policy conclusions from the model in its current form. The bargaining
process between Congress and the President is far more dynamic than is re-
flected in the model. Moreover, the bargaining process between Congress and
the President is quite different before negotiations begin than at the conclusion
of the negotiating process. !

l. Static vs. Dynamic Modeling

A shortcoming of the model is that it is a static model, in as much as it as-
sumes that the economic interests affected by trade negotiations and the re-
sulting political constellation of forces are predetermined, and all that remains
is for Congress and the President to internalize those forces in their bargaining
process. The model also assumes that the various interest groups have perfect
information regarding the impact of possible negotiating outcomes on their
economic interests.

In actuality, both the President and Congress can alter the political bar-
gaining process by shaping the negotiating agenda, and by educating various
interest groups on their economic interests. It should be possible, nevertheless,
to build these dynamic elements into the model as shifts in the Presidential or
Congressional welfare functions. It would be interesting to examine how the
incorporation of such dynamic shifts in the model would affect Baldwin’s
conclusions, and how it might improve the utility of the model as a predictive
tool.
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How the President can change the underlying political constellation of
forces was illustrated in the planning leading up to the Uruguay Round. Bill
Brock, the U.S. Trade Representative in the early 1980s was very much aware
that the constellation of political forces would be heavily weighted against
further trade liberalization if a new Round of multilateral trade negotiations
were to encompass the range of issues addressed in previous Rounds. He de-
liberately set out to change the political equation by extending the agenda to
cover nontraditional issues such as services, intellectual property and invest-
ment. While some of the business interests involved were aware of the poten-
tial benefits from the inclusion of these topics in negotiations, it was not until
Bill Brock embraced these issues that a sufficiently wide coalition of interests
coalesced on any one of them.

More generally, one could make the observation that the President enjoys
a first mover advantage by being able to define the agenda, and being able to
mobilize supportive political forces at the outset.

Il. Prenegotiation and Postnegotiation Bargaining

The bargaining processes between Congress and the President before the start
of negotiations and at the conclusion of negotiations are quite distinct, both in
terms of their dynamics and the players that are involved. More specifically,
foreign interests and foreigners play a much more prominent role in the latter
phase than in the former phase. By lumping these two phases of the process
together, Baldwin both misses some important insights, and reaches some
misleading conclusions regarding the tradeoffs between negotiated changes in
the rules for administrative protection and negotiated reductions in traditional
barriers at the border. In effect, foreign economic interests become an integral
part of the President’s social welfare function in the postnegotiation bargaining
that occurs in connection with Congressional approval of a trade agreement
under the fast track provision.

Ill. Producer Interests versus Consumer Interests

As a general matter it is true that producer interests are far more organized
than consumer interests, and that the politics of trade is largely dominated by
the political interplay among producer interests, (and highly focused special
interests groups such as environmental groups.) This does not mean, however,
that consumer interests, and the consumer welfare analysis that is carried out
to demonstrate consumer welfare benefits, do not play a role in the political
bargaining process. Particularly in the postnegotiation phase of the bargaining
process between Congress and the President the consumer welfare gains play a
role, albeit not the dominant role, in the process. Baldwin in his analysis over-
states the exclusion of consumer interests in both the evolution and the
evaluation of negotiating outcomes, as demonstrated by Congressional testi-
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mony presented by USTR before Congressional Committees in support of
various negotiations,

Baldwin is even more off base when he suggests that “There does not ap-
pear to be any significant political constituencies lobbying for new export
jobs.” Ultimately, what enables U.S. trade negotiators to make the case for
trade liberalization is that the negotiations will result in the reduction of for-
eign barriers to U.S. exports, thus creating new export jobs. Indeed, USTR is
most successful in carrying out its negotiating mission to liberalize trade when
it succeeds in balancing well organized import-competing interests with
equally well organized export interests.

IV. Fast Track Legislation and the Balance of Powers

Baldwin argues that the “Fast Track™ provision of the 1974 Trade Act consti-
tuted a major weakening of the President in formulating trade policies. This is
rather curious, in as much as the whole rationale for the fast track provision
was that it was necessary to strengthen the President’s hand in negotiations
with other countries. With the fast track provision, Congress in effect has
agreed to bind its hands in the legislative implementation of trade agreements
by assuring an up or down vote, within a strict time table, and with no
amendments, on all trade agreements covered by the provision. With the fast
track provision the President, in effect, gains the power to initiate changes in
U.S. domestic laws that impact on trade and to get Congress to vote on them
on an up and down vote.

V. Conclusion

Baldwin has developed a sophisticated model for analyzing the political bar-
gaining process between Congress and the President. A number of further im-
provements in the model could make it more robust and more dynamic. One of
the great strengths of the model is that it lends itself to further improvements.
With such a tool, both scholars and policy makers could gain new insights into
the political bargaining process, and develop better policy recommendations.






CHAPTER 4

Congress, Constituencies, and
U.S. Trade Policy

. M. (Mac) Destler

Much of the literature on Congress and trade has established, beyond
reasonable doubt, the responsiveness of individual members to constituent
interests concentrated within their districts, and to the national extensions of
such interests. Connections to organized labor, for example, were reliable
predictors of votes on domestic content legislation for automobiles in 1983, or
NAFTA in 1993. The routine trade business in Congressional offices,
moreover, is typified by dealings with economic interests seeking to get help,
or avoid hurt.

This essay will neither add to nor subtract from that literature. Nor will it
challenge the argument advanced by Rodrik (1995): that trade protection can
be a rational policy course for political actors, even though it is suboptimal in
comparison to other policy tools theoretically available. Indeed, this analysis
assumes its rationality in terms of constituent politics.

The political logic of progressive special-interest domination has been set
forth by many scholars, perhaps most grandly by Mancur Olson in The Rise
and Decline of Nations (1982). Its applicability to trade was demonstrated
empirically by how Congress handled the tariff in its first 142 years, and its
politics chronicled and analyzed by E.E. Schattschneider (1935) in his classic
work, Politics, Pressures, and the Tariff.

Certainly micropolitics of this sort continues to drive Congressional
behavior on many issues—water projects and pricing, and grazing and mineral
rights on public lands are just a couple of examples that spring to mind. And it
continues to make its regular mark on trade policy: witness steel in the
seventies, autos in the eighties, antidumping policy since 1979, and textiles
from time immemorial. But it does not dominate. It explains many of our
specific departures from the liberal trade ideal, but it does not explain the
broader movement toward that ideal." The micropolitics of trade protection
does not explain the macropolitics of trade liberalization. And Congress has
played a key role in both.
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Like much of my previous work, this essay will focus on the
macropolitics of trade policy, and hence on the overall role that Congress has
played, and how this has affected representation of constituent interests.
Regarding experience to date, the central question is how and why Congress
has sustained, politically, its post-Smoot-Hawley bargain with successive
Presidents: its delegation of product-specific trade policy authority to the
executive branch and to quasi-judicial institutions like the U.S. International
Trade Commission (USITC). Regarding the future, the question is whether
Congress will continue to delegate authority in this manner.

To shed some light on these matters, and hopefully provoke reaction, the
discussion here will be organized around four propositions:

1) For over 60 years, Congress has been an active co-conspirator in
measures that weaken the hold of micropolitics on trade, and (as a predictable
consequence) also reduce Congressional power over trade.

2) This behavior contradicts widely shared academic assumptions about
Congressional behavior, but is consistent with an alternative set of
assumptions.

3) This behavior has been reinforced by four trade-political conditions:
executive branch priority to trade expansion; bipartisanship; effective
executive branch dealings with the Congressional trade committees, and the
intellectual dominance of free-trade arguments.

4) Erosion of any of these four weakens, marginally, the rather robust
power-sharing system, and makes trade-liberalizing legislation substantially
more difficult to obtain.

What follows aims to put flesh on those bones.

I. Post Smoot-Hawley: Congress as Liberalization Co-Conspirator

In the Smoot-Hawley Act, Congress passed comprehensive tariff legislation
for the last time. Four years later, it began to delegate this authority to the
President by enacting the Reciprocal Trade Agreements Act of 1934, which
allowed his officials to negotiate reciprocal duty-reduction agreements with
foreign nations. Reasonably regular renewals of this Act continued through the
Eisenhower administration, and were followed by the grant of yet-broader
negotiating authority in the Trade Expansion Act of 1962, After average tariffs
had been reduced below 10 percent, Congress enacted “fast-track” legislation,
which gave the executive branch the capacity to negotiate reductions in non-
tariff barriers to trade that involved changes in other domestic law. Bills
granting or extending this authority were enacted in 1974, 1979, 1984, 1988,
1991, and 19932 The House of Representatives resisted renewal of this
authority in 1997, but President Bill Clinton is committed to pressing his
request again in early 1998.
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Beginning before 1930, and continuing to the present, Congress delegated
to regulatory authorities the power to impose countervailing duties against
foreign subsidies, and antidumping duties for goods sold at “less than fair
value.” Shortly after World War 1I, Congress incorporated the GATT “escape
clause” into our domestic law, establishing procedures by which firms or
workers could seek relief from trade which caused them “injury.” These laws
were amended regularly: more often than not, the purpose was to make trade
relief easier to obtain. But like the grants of trade negotiating authority, they
were instances of Congress delegating its Constitution-given trade authority to
persons not on Capitol Hill.

As a result of these acts of legislative commission, today’s product-
specific trade law is typically made by the executive branch and regulatory
institutions. Tariff rates are now proclaimed by the President based on the
results of international negotiations, and extended to all significant trading
partners under the unfortunately-named “most-favored-nation” (MFN)
principle. Industries facing particular trade pressures seek and obtain relief
mainly through quasi-judicial procedures in which they must prove injury to
the USITC and/or foreign unfairness to the Department of Commerce. During
major trade negotiations, private sector interests are encouraged to lobby the
executive branch directly through a statutorily-established, three-tiered system
of advisory committees. And instructed to listen carefully is an executive
branch agency created, expanded, and protected by Congress: the Office of the
United States Trade Representative. (USTR)?

All this is well-known to trade policy scholars and practitioners. The
reason for recapitulating this history here is that, taken together, these
measures have had powerful impact on trade policy’s constituencies—the
subject of this book. Up to 1930, these constituencies went directly to
Congress for specific trade action. Now, they must seek that action elsewhere.
Legislation still matters to them, or course: it can establish rules, set priorities,
make import relief (or export-market-opening action) easier or harder to
obtain. And constituencies still matter to Congress: representing them is
something members and their staffs take very seriously.

But Congress has tied members’ hands regarding their ability to legislate
constituency-specific trade measures. So if it is effective, product-specific
trade policy action these constituents want, they are unlikely to get it on
Capitol Hill. Non-binding resolutions backing semiconductor makers in their
fight for Japanese markets? Certainly. Textile quota bills for the President to
veto? Of course. Advice on who to talk to at USTR or Commerce? Sure. But
something real? Not likely.

As argued at length elsewhere,’ generations of executive and legislative
leaders established this system of “protection for Congress,” one that has
curtailed the direct Congressional role in regulating trade. Delegation of
authority did not, of course, involve abdication of all influence—far from it.
Congress regularly sets limits on what USTR can negotiate: through
legislation authorizing trade agreements, and through action on the results. It
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strengthens trade “hawks” within the executive branch through enactment and
strengthening of provisions like Section 301. It tinkers regularly with the
language of trade remedy statutes, usually to trade-impacted firms’ advantage.
And members continue to advocate constituents’ interests within the larger
policymaking system. But Congress has allowed the executive to lead on the
big things. Even NAFTA, which Congress never consciously authorized in
advance,” which triggered a firestorm of anxiety about the fate of U.S. workers
in international competition, whose “symbolic politics”® created a broad new
protectionist coalition, was in the end approved by solid Congressional
majorities. And the Uruguay Round won overwhelming majorities,
notwithstanding the furor over the new World Trade Organization (WTO).

Trade-liberalizing momentum has ground to a halt since then. But to date
there has been little of the protectionist backsliding of the sort that followed
the Kennedy and Tokyo Rounds. Congress did not enact the new fast-track
authority the Clinton administration claimed to want in order to pursue further
trade liberalization in the Western Hemisphere and with member states of the
Asia-Pacific Economic Cooperation (APEC) forum. And the rank-in-file
responded with open rebellion when President Clinton, backed by Majority
Leader Dole and Speaker Gingrich, sought legislative action on debt relief for
Mexico. Yet if the militant freshmen in the 104th Congress were in fact
protectionist, they hid the fact well on the one major trade vote they faced—
renewal of MFN status for China. For they backed the President here in
somewhat higher proportion than did their more tenured brethren.’

Hence for sixty-plus years, Congress has simultaneously been yielding
power on trade and approving major liberalization initiatives. It has done so
while regularly sounding protectionist—enabling liberal traders to warn
regularly of the wolf at their door.® But somehow the wolf never gets in. Or if
he does, he spares most of the sheep.

Il. The Logic of Congressional [In]action®

Three times within five years, Congress passes statutory textile quotas, but the
House of Representatives falls eight, then eleven, then ten votes short of the
two-thirds required to override the Presidential veto everyone expected.
NAFTA is declared “dead” in the first half of 1993, but it passes in the second
half. The Uruguay Round is put aside as too controversial to enact in
September 1994, but it sails through in November and December. Congress
regularly declares its authority over trade policy, and just as regularly gives it
away.

Is there a pattern here? It does not seem to be the pattern set forth in much
of the “new institutionalist” literature on Congress. This literature assumes that
members determinedly pursue impact on policy. They need backing from
constituents, which they purchase by providing policy payoffs. Legislators are
thus, in practice, conduits of pressure from interest groups. Within Congress,
the committees and subcommittees most responsive to the dominant
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constituencies come to play the pivotal role, and they use their power to
control policy.'®

This approach fits trade policy very well—for the years up to 1930! It is
what E.E. Schattschneider described in 1935, in his classic book published just
after the Reciprocal Agreements Act of 1934 rendered it obsolete. Were this
mode operative today, we would expect Congress to enact textile quotas,
adjusting the substance of the legislation to attract the additional ten or so
votes needed. And we would expect Congress to deny fast-track legislation,
since it curtails members’ abilities to grant policy favors. Yet the opposite is
what has been happening.

It is not as if the last twenty-odd years have not offered Congress ample
reason Or opportunity to re-seize direct power over trade. First came the
general, Vietnam-induced Congressional reassertion of international powers
beginning in 1973. Then came House procedural reforms of 1975 which
weakened the Ways and Means Committee that had co-conspired in the
delegation. The late 1970s brought growing pressure from trade-impacted
business and labor as important sectors faced declining international
competitiveness. The early 1980s brought an administration whose
macroeconomniic policies produced hitherto-unimagined trade deficits and even
greater rises in the volume of imports, and whose trade policies met bipartisan
disdain on Capitol Hill. Any or all of these factors ought to have pushed
Congress to reclaim direct power, were that its wont. But Congress did not do
s0. Action was marginal, not fundamental.

How can we explain this? One way is to consider the possibility that
policy power is not the predominant goal of members of Congress.

1. On the surface, both Congress and the executive appear locked in
struggle over policy outcomes, but the stakes are asymmetric: executive
branch players give greater priority to controlling trade policy outcomes than
do Congressional players.

Legislators may specialize in their committee work, but they are—at bottom—
generalist politicians. They cannot give trade issues anywhere near full-time
attention. Even for members of the key trade committees, Senate Finance and
House Ways and Means, trade competes with several other major matters
within their jurisdictions: taxes, social security, and medicare, for example.
Their counterparts at USTR, however, do spend virtually all their time on
trade, and judge their professional success in office by their trade policy
accomplishments.

2. For the generalist politicians who populate Congress, direct control
over trade policy is not a necessary means to their broader goal: to maintain
and enhance political standing at home and in Washington.

This formulation broadens David Mayhew’s (1974) classic characterization of
members as single-minded seekers of re-election to accommodate evidence
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that many legislators are also very much concerned about their roles in
Washington and how these are viewed by public and press."!

2a. For the great majority of members to whom trade is but an occasional
concern, it is sufficient to advocate the cause of constituent groups important
in one’s district—and the national extensions of these groups, and to strike
general trade policy postures which appeal to one’s support coalition.

For most members in most instances, it is simply not cost-effective to strive
for direct, significant personal influence over trade policy outcomes. Nor is
such influence necessary to the member. Mayhew points to three activities
typical of re-election-seeking Representatives: advertising, position-taking,
and credit-claiming. None of these requires actual impact on policy. The
member with limited interest in trade need only take positions responsive to
key trade-affected interests in her/his constituency, and/or to sentiment in
broader ideological support groups. Interests not important to re-election can
be diverted. And in cases where a member is obliged to support statutory trade
protection (e.g., one who represents a textile district), she need give only her
voice and her vote: an industry is unlikely to punish visible advocates of its
legislation because other members of Congress prevent it from becoming law.

Of course, the individual member from a protectionist district may
introduce an industry-specific bill and genuinely seek its enactment, only to be
blocked by other members. Not all members must subscribe to the post-
Smoot-Hawley bargain for it to remain effective.

2b. For legislators on the key trade committees (Senate Finance, House
Ways and Means), and the (overlapping) minority which has singled out trade
for special attention, controlling actual policy is neither the only, nor in most
cases the best means, of enhancing political standing.

The interest of this group in legislating on trade is certainly greater than that of
their non-specialist colleagues. They are trade policy politicians in the sense
that they build their broader political standing, in part, on trade policy
engagement. But even they need not give priority to actual impact on
outcomes. They have, as alternatives, time-tested activities such as:

s issue entreprencurship—speeches, press releases, hearings, travel to
the capital cities of U.S. trading partners;

e marginal legislation for credit-claiming: the Gephardt amendment;

e major legislative proposals which no one expects will become law,
but which are admirable for advertising and position-taking: the
domestic content bill for automobiles, or the Gephardt amendment of
1986-87.

3. When individual legislators do seek influence over policy, legislation is
often not the most effective means to that end.
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They can lobby the executive, brandishing legislation as a “threat” that few
fully believe but fewer can entirely dismiss—Senator John Danforth (R-MO)
did this effectively on automobile imports in early 1981. They can pressure
foreign governments, as Danforth also did with the Japanese on that occasion.
Indeed, the intertwined executive branch and international bargaining games,
on which officials “downtown” take the issue-specific heat, can offer well-
connected members of Congress greater opportunity for impact than the
procedurally cumbersome legislative game.

In a variety of ways, therefore, Senate and House trade specialists can be
visible policy players, bashing the Japanese, responding to their constituents,
claiming credit for diplomatic or administrative actions taken in these
constituents’ behalf, while retaining their ability to duck blame for outcomes
unfavorable to them.

4. Hence, members of Congress find their interests well served by a
system of power-sharing which gives them ample visibility and room for
initiative but allows the buck to stop elsewhere. Administration leaders, who
give greater priority to policy impact, also find their interests better served
than they would be in a system where specific trade barriers were legislatively
determined. They can exploit the leeway that the system of delegated authority
gives them.

For legislators, this system is ideal for “blame avoidance.”'? For executive
branch officials, it offers flexibility in terms of which interests to respond to, a
capacity to build coalitions centered on positive policy purposes (like
reciprocal agreements to reduce trade barriers). These coalitions do not tend to
emerge autonomously. As John Odell and I wrote nine years ago, “There never
was a free trade lobby,” in the sense of a coherent, organized force that
initiated pressure for trade policy liberalization. Rather, “People were invited
in and organized by successive administrations.”” But the system gives
executive branch officials the leeway to mobilize internationalist business in
support of trade expansion. And as their reward for “taking the heat,”
Congress grants these officials some leeway on product-specific trade policy.

5. Under this system, constituencies not favored by the executive get less
than they would were Congress dispensing trade policy benefits directly. But
the strong and persistent constituencies do tend to get something. This keeps
them from going all-out to overturn the system.

In the years since 1934, executive branch leaders have typically tilted against
(relatively active) protectionist interests and in favor of (relatively inactive)
exporter interests. When the former amassed sufficient strength, however, they
could win significant trade restraints. These were typically arranged with each
industry separately, undercutting the prospects for Smoot-Hawley-style
logrolling. But these trade restraints have been less than what industries
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desired, and more flexible than statutory protection: the textile-apparel
coalition never got its global quotas, and the U.S. auto industry achieved only
a limited Japanese-enforced VER. Moreover, contrary to the “slippery slope”
metaphor favored by free-traders, such protection has typically receded as
industry power (and economic need) diminished. Autos and steel are obvious
examples, and now textile protection is following the same path.

Under this system, members of Congress still must respond to
constituents. Their staffs frequently become expert at providing “technical
assistance” to these constituents in navigating its complexities: who is doing
what at USTR, or how to pursue trade remedies. But the members do not have
to deliver for these constituents.

It is always theoretically possible, of course, for a constituent interest to
break out from this system and win action from Congress directly. The
Constitutional language on trade has not changed in 210 years. But the most
potent protectionist interest, textiles, tried and failed in the 1980s. Since then,
it has abandoned out-and-out protectionism in order to pursue special benefits
within regional and global trade-liberalizing regimes. Less powerful interests
get less from the system, but are even less likely to try to overturn it.

To describe and document this pattern of Congressional trade behavior,
and its broad consistency with Congressional interests, is not to argue that its
emergence was inevitable. Nor does the above analysis offer a serious
explanation of why Congress behaves rather differently on, say, tax policy—
where the same Congressional committees are much more prone to assert their
power and distribute particularist benefits. Part of the explanation may be that
our domestic trade policymaking system evolved under the international
auspices of the GATT, now the WTO. This creates an international constraint
on national policy and reinforces the role of the President in the U.S. policy
process. More generally, this could be a story of “path dependent” behavior,
one of institutions and processes launched for historically specific reasons
which become self-reinforcing as participants find rewards for operating
within the system."*

Whatever its underlying causes, the system persists. And if the above
characterization of Congressional trade behavior is reasonably near the mark,
the danger of Congress “‘going protectionist” is not very great. There are well-
cstablished norms that work against it. Still, the system works best when
certain conditions are met.

lll. Executive-Congressional System Maintenance: Four Conditions That
Facilitate

In the management of U.S. trade policy, the executive and Congress are
typically not adversaries but allies. USTR works hand-in-glove with the key
trade committees: to cope with problem cases (like autos in the early eighties),
to pressure foreign government to open markets, to draft legislation
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implementing the Tokyo and Uruguay Rounds. Their collaboration is most
effective when four conditions are met.

First, the system works best when the President and USTR give priority to
trade expansion and tilt against import protection. They need to use the
leeway the system gives them to mobilize support for export expansion and
limit new grants of protection. There is room for some tilting toward favored
constituents—the Presidency is a political office too. But the primary
emphasis must be on expanding trade, not curbing it. And in general it has
been—from Robert Strauss’s table pounding in the seventies to the aggressive
use of Section 301 in Ronald Reagan’s second term to the Clinton
administration’s framework talks with Japan. As these examples suggest, trade
expansion initiatives are often not GATT-pure.”> But the focus must be on
opening other markets, not closing our own.

Second, support for trade liberalization needs to be bipartisan. This is
important for two reasons. First, it provides for basic continuity when party
control changes at the White House or Congress. Second, with the labor left
and the Buchanan right generally opposed to trade expansion, it is hard to
garner a Congressional majority from one party’s members alone: a coalition
of the center must be constructed when positive Congressional action is
required.

Third, there needs to be a close executive-congressional working
relationship in support of open trade policy. Specifically, this means close ties
and mutual responsiveness between USTR and the two key trade committees,
Senate Finance and House Ways and Means. And in practice, it is the U.S.
Trade Representative who must take the initiative in building and maintaining
this relationship.

Fourth and finally, post-war trade policymaking has benefited from the
fact that arguments for open trade have a normative advantage in the broad
policy community. Those who consciously divert protectionist pressures, or
limit their responsiveness to them, find this job easier when they believe that
this is right policy, and when their andiences are predisposed to believe this
also. (This does not necessarily mean that they will relish making the
argument in public.)

Compliance with these four conditions is helpful in countering the
(modest) threat of Congressionally-imposed protectionism. [t is truly
important when further trade liberalization is at issue, and positive
Congressional action is required. These four conditions were well-met in the
first two years of the first Clinton administration. Since then, the record has
been mixed.

Priority to Trade Expansion. In general, the Clinton administration has
continued this emphasis. The President entered office determined to “elevate
economics in foreign policy.”'® But he defined this as pressing harder for
export expansion: when he spoke of “making change our friend,” economic
internationalization seemed prominent in his mind.
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The specific record was exceptional—for the first two years. After time
out for side agreements on labor and the environment, Clinton got Congress to
approve George Bush’s NAFTA. His USTR, Mickey Kantor, proved an adept
“closer” on the Uruguay Round in December 1993, and won Congressional
enactment of implementing legislation a year later. And Clinton signalled his
determination to move further through his endorsement, in successive, fall
1994 summit meetings, of free trade among APEC nations by 2010 (2020 for
the least developed), and negotiation of a Free Trade Area of the Americas
(FTAA) by 2005. One press commentary—Brownstein (1994)—Ilabeled it “a
more ambitious record of trade liberalization than [that of] any President since
at least Harry S Truman.”

But in 1995, progress ceased. Perhaps chastened by Congressional
reaction to the President’s Mexican debt rescue plan, certainly concerned
about how liberal trade played with important Democratic constituencies,
USTR Mickey Kantor showed little readiness (as spelled out below) to
compromise with the newly-Republican Congress on the specific legisiative
language of renewed “fast-track” authority. This effectively put the matter
beyond the 1996 election. And on a range of trade issues, from Japan autos to
Mexican trucking, consistent and forward-looking trade policy took a back
seat to what was thought to play politically.

As his second term began, Clinton and USTR Charlene Barshefsky,
Kantor’s successor, asked Congress to renew fast-track authority so he could
resume negotiations for trade liberalization. But the President delayed eight
months in submitting a specific legislative proposal, and despite strong White
House lobbying, Congress adjourned in November 1997 without taking action.

Bipartisanship. Here too, there was sharp contrast between 1993-94 and 1995-
96, though the warning signs came earlier. Winning NAFTA approval required
overwhelming Republican support; to build that support, the Clinton White
House engaged former Representative Bill Frenzel, a respected Republican
voice on trade during his twenty years’ service, to act as counterpart to
Chicago Democrat William Daley whom the administration had brought in to
coordinate the legislative campaign. In the end, 102 Democrats and 132
Republicans voted yes. For the Uruguay Round, support was both stronger and
more symmetrical between the parties: each backed the legislation by roughly
2-1 in the House, and almost precisely 3-1 in the Senate.

But partisanship pushed action on the Uruguay Round to a post-election
“lame duck” session in 1994. Senate Minority Leader Robert Dole was
uncooperative through the summer, and House Minority Whip Newt Gingrich
forced postponement of his body’s vote in September. The main reason,
apparently, was the Republican strategy of denying the President any policy
victories before the November election, even bipartisan ones. (They
remembered the boost in public esteem he got from NAFTA the previous
year.) But USTR Mickey Kantor made his contribution in June by proposing
(for inclusion in the Uruguay Round implementing bill) fast-track language for
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future negotiations that gave priority to trade-related labor and environmental
issues. This was read by Republicans (and by business interests) as a play to
Democrat-oriented interest groups that had been turned off by NAFTA. It also
would have extended fast-track to cover issues that (unlike mainstream trade
policy) were marked by sharp partisan differences.

Kantor’s proposal contributed importantly to the administration’s failure
to win any follow-on fast-track language in 1994, a significant loss within its
broader Uruguay Round triumph. And it set the stage for partisan tensions
over trade after the Republican capture of the House and Senate. The new
Chairman at House Ways and Means, Bill Archer (R-TX), was interested in
legislating extension of fast track, and began to move a bill through his
committee. And Speaker Newt Gingrich was a staunch free-trader. But Kantor,
fearing adverse electoral impact with labor and environmental advocates, was
unwilling to meet the Republicans halfway. By 1996, trade bipartisanship was
frayed as a result.

In September 1997, the White House did finally present a fast-track
proposal responsive to Archer’s concerns, and those of the business
community. But now Clinton faced severe problems within his own party, as
more than three-quarters of House Democrats declared themselves opposed.
Despite strong support from the Republican majority, the administration was
unable to round up the necessary 218 House votes, and Clinton asked Speaker
Gingrich not to hold the scheduled November vote on the legislation. In the
Senate, a bipartisan majority supported the legislation, but the House was
sharply divided along party lines, with organized labor spearheading the
opposition.

Executive-Congressional Relations. These went through the same cycle under
Clinton and Kantor: effective (after a shaky start) in the uphill fight for
NAFTA, and workable for the Uruguay Round implementing legislation, fast-
track excepted, once the 1994 election was history. The number of legislators
with strong interests in trade had declined from the 1980s, however. Bob
Matsui (D-CA) rose to a prominent role on NAFTA, and he became Acting
Chair of the Ways and Means Trade Subcommittee when criminal charges
forced Dan Rostenkowski (D-IL}) to abdicate his full committee chairmanship.
But few of Matsui’s junior colleagues seemed to share either his interest or his
strong free-trade orientation. On the Senate side, Finance Chairman Daniel
Patrick Moynihan’s erudite readings of trade history were less relevant to the
political management task than the political shrewdness and reputation of his
predecessor, Lloyd Bentsen.

When party control shifted, the trade committees moved to the hands of
legislators generally more clearly in the free-trade column, particularly in the
House. But relations between Ways and Means chair Archer and the Clinton
administration got off to a shaky start due to Kantor’s ambivalence about fast-
track as chronicled above. Personal relations were better when Barshefsky
succeeded Kantor, but Archer went public in spring 1997 over his unhappiness
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with Clinton’s delay in proposal new fast-track legislation. Cooperation
improved when Clinton did submit his proposal in September, but neither
Archer nor the President could move Ways and Means Democrats, who voted
4-12 against fast-track in committee. Matsui was steadfast but ranking
Democrat Charles Rangel (D-NY), who had recently declared himself a
convert to free trade, voted NO—reportedly because he wanted companion
legislation to improve job opportunities for struggling Americans like many of
his Harlem constituents.

Dealings with Senate Finance, by contrast, were more productive than
expected. Under the leadership of Chairman William Roth (R-DE) and ranking
Democrat Moynihan, committee leaders began to push fast-track energetically
in June 197, and the committee responded to Clinton’s September proposal by
voting out a fast-track extension bill opposed by only one of its twenty
members. Preliminary floor votes indicated that a bipartisan majority of more
than two-thirds of the Senate was prepared to vote in favor.

Free Trade as Preeminent Idea. Judith Goldstein has highlighted the
importance of free-trade ideas in postwar U.S. trade policymaking, Their
intellectual dominance has robbed protectionism of its respectability, and
continues to do so. In the 1980s, for example, labor Democrats who backed
domestic content legislation for autos preferred to do so quietly. In 1993, when
the NAFTA debate brought unvarnished protectionism back into prominence,
Ross Perot’s perverse version served to further discredit that cause, and made
liberal traders (Vice President Gore included) look undeniably in the right,
with history on their side. And Pat Buchanan’s anti-trade stance in 1996 did
not gain the resonance that many feared.

In 1997, however, critics of fast-track extension took a more sophisticated
tack. Denying they were adversaries of trade per se, they put forth the
argument that future trade agreements should include provisions, enforceable
by trade sanctions, which addressed labor and environmental rules in the
signatory nations. Such provisions were vehemently opposed by U.S. trading
partners, as well as the U.S, business community. However, advocacy of labor
and environmental negotiations allowed critics to deploy a powerful moral
argument: that these human conditions were surely no less important than the
intellectual property concerns that have been addressed in recent U.S. trade
agreements and therefore should be addressed in U.S. trade policy.

Their success in blocking House approval of fast-track in 1997 assured
that 1998 would be a decisive year for U.S. trade politics. What are the
prospects?

V. 1998 and Beyond: Further Liberalization, or Stalemate?

As discussed in the essay’s opening pages, resurgent protectionism is not the
current problem. Rather, the problem is gaining support for further trade
liberalization initiatives.
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The experience of 1997 underscores the difficulty. As the year began,
trade advocates in the administration and Congress called for prompt
Presidential submission of a fast-track proposal. Clinton delayed action,
however, concerned about the response of labor and environmental
constituencies and arguing the need to complete action on other matters first,
especially the deficit reduction agreement reached with Republican
Congressional leaders. It was not until mid-September that the President’s
proposal was submitted. In the meantime, critics mobilized—particularly
organized labor and House Democratic Leader Richard Gephardt—while
business interests waited to see just how Clinton would treat labor and
environmental matters.

As discussed above, the critics developed an effective argument about the
rightness of including labor and environmental provisions in trade agreements.
The President, needing business and Republican support and recognizing that
a statutory requirement for such provisions would achieve little for either
workers or greens, submitted a bill limiting what they could cover. Senate
Finance and House Ways and Means tightened the limits in the legislation they
reported out of committee. In late October and early November, the White
House lobbied legislators intensely, particularly House Democrats. But
Clinton seemed to hit a brick wall. The restrictive treatment of labor and
environmental issues, plus labor lobbying backed by the clout of campaign
contributions, plus broad disaffection with the Clinton White House among
House Democrats, all combined to limit their number supporting fast-track to a
bit over forty, roughly one-fifth of the total. Even with two-thirds of
Republicans in favor, the White House fell short of the number of
commitments needed. So, as noted earlier in this essay, President Clinton
asked Speaker Gingrich not to hold the scheduled November vote.

Clinton declared his determination to press the matter again in early 1998.
The political prognosis was murky. Majority support appeared to exist for
global sectoral and perhaps broader trade-liberalization negotiations conducted
through the World Trade Organization. Regional agreements like the proposed
Free Trade Area of the Americas were more controversial, lending themselves
powerfully to the argument that ancillary issues (trade, environment, human
rights) should be part of the negotiating package. In this analyst’s judgment, it
is still possible for Clinton to win new fast-track legislation in 1998, though
perhaps with some limits on its substantive scope. But broad bipartisan support
is lacking. To restore it over the long run, the administration and Congress
need to find some way of addressing legitimate concerns about trade’s impact
on labor and the environment.

Moreover, as the 1997 experience suggests, these two issues show the
greatest potential for undercutting, over time, the intellectual preeminence that
free trade ideology has long enjoyed. Environmentalists, particularly the more
radical groups, see the playing out of economic logic as a prime ravager of the
natural world. Labor interests have long highlighted the impact of trade on
wage stagnation and income inequality—the downside of internationalization.
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Now trade economists are beginning to find something in this argument as
well.'” If their correlations look persuasive, we could find more “liberal”
Democrats less apologetic about their protectionism, acting out of conviction
as well as political circumstances. For the trade-income connection could give
an intellectual respectability to trade-restrictive arguments that they have long
lacked. It is unlikely to reverse the ongoing internationalization of the U.S.
economy, or to turn Congress protectionist, but it could slow down
governmental acts and inter-governmental agreements which reduce barriers
further. And when the economy goes into recession, the audience for this
argument will increase.

NOTES

' An interesting effort to reconcile these two is that of Douglas Nelson (1989), who
sees the continuing triumph of micropolitics through the trade remedy laws, making
them increasingly protectionist, even as the executive branch has gained control over
“liberalization policy.”

2 See I. M. Destler, (1995, Ch. 4 and 9).

¥ The lead trade official was originally labeled the Special Representative for Trade
Negotiations (STR), a position mandated by the Trade Expansion Act of 1962. The
Trade Act of 1974 made STR a statutory office in the Executive Office of the President.
The Trade Agreements Act of 1979 required the President to strengthen central
coordination of trade policy: Jimmy Carter by expanding STR and renaming it
“USTR.”

 Destler (1995, Ch. 2).

* I know of no one in the executive branch or on Capitol Hill who thought a free-trade
agreement with Mexico was conceivable during the four-year period for which
Congress provided fast-track authority in 1988. And NAFTA talks had already begun
when the Bush administration asked legislators to extend the fast-track time limit in
1991.

® For a superb treatment of this and the full range of NAFTA political issues, see Mayer
(1997).

" The percentages were: 67.0% (286-141) for the House overall, 75.3% (64-21) for
House freshmen; 72.0% (167-65) for Republicans overall, 73.6% (53-19) for
Republican freshmen; and 67.3% (119-75) for all Democrats, 84.6% (11-2) for
Democratic freshmen.

% See Robert Pastor (1983).

® This subtitle is a play on the title of Douglas Arnold’s (1990) book, The Logic of
Congressional Action, and that of Mancur Olson’s The Logic of Collective Action
(1965).

Y For examples of the “new institutionalist” approach, see Shepsle and Weingast
(1984, 1987), McCubbins and Schwartz (1984}, and McCubbins, Noll, and Weingast
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(1989). For a careful, interesting application of this approach to trade policy, see
QO’Halloran (1994).

" See Fenno (1973).
12 See Weaver (1988, Ch. 2).

BDestler and Odell, (1987, p. 119). The quotes are from “two experienced Washington
veterans” interviewed for the study.

5ee North (1990, esp. Ch. 11).

For an argument that departures from the multilateral ideal are both bad policy and
dangerous politics, see Kreuger (1995). This author does not agree, at least with the
political portion of Krueger’s argument.

'$Address to Los Angeles World Affairs Council, August 13, 1992,

7 On the economics of trade and wages, see Collins (1998) and Cline (1997). For a
more alarmist view of the substance and the politics, see Kapstein (1996). For a broad
analysis of the impact of trade on “social cohesion” in the United States and elsewhere,
see Rodrik (1997).
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Heterogeneous Preferences and the
Practice of Group Representation
in U.S. Trade Policy

Richard L. Hall

I. Introduction

The puzzie that motivates most studies in the political science of international
trade policy is understandably different from most studies in the political
economy of trade.! The political scientist, schooled in the electoral imperatives
of distributive politics,” asks: “Why is trade so free?” The political economist,
schooled in the welfare gains of unfettered markets, asks: “Why is trade so
closed?” The political scientist looks at history and sees a dynamic of increas-
ingly open markets. The economist looks at the present and sees an equilib-
rium of ubiquitous restriction.®

Destler represents the former point of view. He argues that the large
scholarship in the political economy of trade policy does not take us far in ex-
plaining the historical trend towards a more open U.S. trade policy over the
last half-century. He revisits several central assumptions in that literature and
finds them wanting. His immediate goal is to reconcile the constituency-
regarding and hence protectionist impulses of legislators with the apparently
constituency-disregarding, increasingly free trade policies enacted or enabled
by Congress. In so doing, Destler provides an interesting, potentially revision-
ist critique of the scholarship on Congress and foreign trade, a literature to
which his contribution has already been immense.

In reflecting on Destler’s revisionist essay, I will pursue two lines of dis-
cussion. First, I suggest that the theoretical worries that he identifies can be
traced to a conceptual problem in empirical models of constituency. Second, 1
extend Destler’s account of the “micropolitics” of constituency influence by
reexamining the purposes and strategies of constituent groups. I suggest that
our understanding of constituency representation in trade politics might suffer
from a poorly stylized rendering of group objectives and hence group strate-
gies, and I offer some revisionist suggestions of my own.
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Il. Heterogeneous Preferences in Trade Politics

The economic theory of legislative choice that Destler critiques rests on sev-
eral, simple, more or less explicit, assumptions:

(1) Members of Congress are self-interested, not ideological, to the extent
that these two impulses can be distinguished.*

(2) Self-interest takes the simple form of electoral self-interest. The ex-
pected effect of members’ actions on their respective reelection prob-
abilities is the only parameter that behaviorally matters. Members are
“single-minded seekers of reelection,” to use David Mayhew’s phrase
(1973), in trade policy as in all things.

(3) Electorally self-regarding members will act in ways likely to endear
them to high demand constituencies, namely, industries and their
workers who assert that they have suffered, or are likely to suffer,
economic harm from foreign competition or foreign restrictions on
U.S. imports.

(4) The stronger the industry presence in the member’s state or district,
the more responsive will the member be to protectionist interests. To
the extent that an industry can provide election-relevant resources—
say, campaign contributions—that are fungible across districts, indus-
tries can incite responsiveness by members from districts where in-
dustry employment may be thin.

(5) The member’s responsiveness to constituency interests takes the form
of voting support for relevant protectionist trade policies that come
before her chamber.

In short, homogeneous high demand constituencies deploy their electoral
connections and campaign funds to achieve protectionist ends. The conse-
quences for collective choice by the chamber, in turn, are thought to be
straightforward. Legislators with homogeneous, high demand constituencies
have a high willingness to pay for protectionist policies; they enter into the
market for votes, and purchase (or barter for) support from legislators with low
demand constituencies. Various institutional arrangements serve to enforce the
terms of legislative trade over long periods. Members representing strong
protectionist constituencies relinquish formal authority over some other policy
domain coveted by legislators with differently interested constituencies, in re-
turn for greater authority in trade policy. In the institutionalist literature that
Destler cites, this distribution of jurisdictional property rights is achieved
through the creation of standing committees and subcommittees; a panel as-
signment process that allows the self-selection of high demanders onto panels
of their own choosing; and an allocation of procedural prerogatives and insti-
tutional resources that endows the preferences of panel members with greater
legislative weight. Such is the “industrial organization of Congress,” as Wein-
gast and Marshall (1989) have termed it, and it remains the prevailing expla-
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nation for the persistence of inefficient distributive policies in various areas of
congressionally made policy, trade being just one. >

Destler observes that distributive theory does not do so well in explaining
policies that are not distributive. After all, high demanders of protection have
not been getting all that they want—and seem to be getting less over time—
from Congress. But is this a failure in the political economy of protectionist
politics, requiring us to revisit and recast certain central assumptions that drive
it? Destler says yes. I would cast the problem in a somewhat different way,
namely, that the conditions of distributive theory have been variably, perhaps
decreasingly, present in postwar congressional trade policy. Protectionist poli-
cies should follow if members represent homogeneous, high-demand constitu-
encies, namely, protection-seeking domestic industries. But the same logic im-
plies that such policies should be harder to find to when high demand constitu-
ents are heterogeneous in their preferences.’ It is certainly true that distributive
theorists seldom imagine a world that contains such constituencies. But that
need not deter us from doing so.

Theoretical work in the study of legislative behavior (e.g., Arnold 1990;
Fiorina 1974) and more recently in the political economy of trade policy (e.g.,
Grossman and Helpman 1994) suggests that we imagine a different world, one
which builds on assumptions grounded in better empirics. Simply put, “homo-
geneous high-demander” may be a bad caricature on which to ground an un-
derstandin% of constituency representation in trade policy, in the present if not
in the past.

Let me give the heterogeneity notion a bit more concreteness. A few years
back I worked for a member of the Senate Finance Committee at a time when
opening foreign markets to American agricultural products was prominent on
the Committee’s agenda. The member represented a highly rural, agriculture-
dependent, Midwestern state. But even so, the state’s agricultural sector in-
cluded industries and firms that were of somewhat different minds about ex-
isting trade barriers. Many of the grain constituencies favored policies that
would open foreign markets as a means of reducing nagging domestic sur-
pluses. Many of the livestock interests feared greater competition from foreign
beef and pork producers, especially Canada and Mexico. And, of course, some
political organizations found themselves faced with representing the interests
of both at once.

With no Pareto-optimal solutions in political sight, the Senator and his
staff wrestled with ways to strike an electorally important but politically diffi-
cult balance between international market-minded and domestic market-
minded agricultural interests. One event engineered by the Senator’s staff
came to symbolize in my mind how difficult such a balancing act could be. To
appease livestock producers concerned about import competition, the Senator
arranged the lease of an oversized passenger jet; had the seats stripped out of
it; loaded it with several dozen head of the state’s prime beef cattle; then flew
them to South Korea as part of an unofficial trade mission that included a
group of the state’s prominent cattle ranchers. The well-publicized purpose of
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the trip was to help South Koreans develop a “taste” for U.S. beef. The strat-
egy, of course, was to focus the attention of local producers on matters of ex-
port potential rather than import competition.®

This is but a single example, but insofar as it reveals the calculations of
the constituency-minded legislator in trade politics, it may be something of a
limiting case. Even a highly rural, homogeneous, agricultural state did not
generate homogeneous high demand for agricultural protectionism in the mind
of a single legislative agent. Nor does it now (see, e.g., Orden 1996), As sev-
eral papers in this volume reveal, not all politics of trade policy is analogous to
what has historically happened in, say, textiles; not all industries exhibit the
unanimity of steel (Irwin, this volume). Rather, the political presence of con-
stituency interests that favor free trade frequently matters within and across
different industries and geographic locales (e.g., Freeman, this volume;
Waldman, this volume). To the extent this is so, we need to investigate the
extent to which and the conditions under which heterogeneous interests char-
acterize election-relevant trade constituencies. The concept of constituency be-
comes not a single prototype but a variable proﬁ[e.9

In particular, such a reconceptualization of trade constituencies makes
more understandable the trend toward congressional abdication of its trade
authority, which Destler and others rightly find puzzling. Members represent-
ing heterogeneous constituencies necessarily face political cross-pressures.
Pleasing one subconstituency implies alicnating another. As Fiorina (1974) has
argued, moreover, unrequited constituents are more likely to punish than re-
quited constituents are to reward. Hence when interested constituencies have
compatible preferences, legislators should desire legislative responsibility so
that they might credibly claim credit for responsive policies. To the extent that
interested constituencies have conflicting preferences, legislators should relin-
quish legislative responsibility so that they might better avoid blame. Simply
put, good political-economics should not assume that protectionist policies are
a linear function of constituency demand. As homogeneous constituency de-
mand goes up, representatives should legislate; as heterogeneous constituency
demand goes up, representatives should abdicate.'®

Arnold’s masterful work on coalition-building in Congress elaborates this
logic (1990). When otherwise desirable policies exhibit high, concentrated
costs, members prefer (and hence leaders will propose) policy instruments for
which the causal chain between the member’s action and unhappy effects is
long. The unpopular costs will ultimately appear, but they are less traceable to
the deeds of any particular legislative doer. When the incidence of benefits is
high while the costs are low, on the other hand, members seek policy instru-
ments with a short causal chain. They want beneficiaries to believe that the
happy policy effects flow from the legislator’s deeds. Thus, members may ab-
dicate general control over trade policy to the U.S. Trade Representative,
thereby lengthening the causal chain. But they retain opportunities to intervene
on behalf of ill-protected industries who seek compensation for subsequent
harms. And as Destler observes, legislators frequently exploit these opportuni-
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ties by lobbying the executive branch for anti-dumping remedies for ill-
protected industries. Whatever benefits might follow from such efforts are far
better than nothing, and the added advantage for the legislator is that these
benefit-producing instruments exhibit a short causal chain.

In sum, there is good reason to think that constituency preferences in trade
policy are considerably more heterogeneous than most work in the political
economy of protection typically allows. The heterogeneity appears not only
across industries; it often occurs within industries and, more importantly,
within single states or district boundaries that structure the local geography of
representation. As a result, the behavioral strategies of constituency-regarding
legislators will exhibit, under specifiable conditions, protectionist impulses,
blame avoidance, even free trade preferences. Recent theoretical work that
weakens the homogeneity assumption thus strikes me as promising.!' Among
other reasons, it should help us understand why we often don’t see protection-
ism, as well as understand why we too often do. In turn, it should help to ex-
plain why U.S. trade policy can, over time, at least in some industries, become
more open.

lll. Group Strategies and Their (Legislative) Behavioral Effects

My second line of discussion focuses on what Destler refers to as the micro-
politics of constituency influence in trade policymaking. As Iread it, a premise
of his paper (and of this conference) is that constituency representation is
group representation. Legislative agents respond to group principals.

It is not obvious that we should restrict our definition of representation in
this way. Among other reasons, political economists (e.g., Denzau and Munger
1986) and political scientists (e.g., Arnold 1989; Jackson and King 1989) have
modeled the processes by which unorganized interests get represented, why
voters (and not simply organizations) sometimes matter in the calculations of
policymakers. And democratic theorists from Schattschneider (1960) forward
would bristle at this usage.

But as a starting point for understanding trade politics, responsiveness to
group demands is a reasonable place to start. Destler suggests several ways in
which we might modify our view of the (micropolitical) nature and logic of
legislator responsiveness. I will extend and revise his argument by suggesting
a move that I think might be important for the next generation of models of
constituency representation.

My point of departure is the not-so-simple question: What do representa-
tives do when they represent? What does the practice of responsiveness look
like?

As I note above, most political economists and political scientists state or
imply that legislative responsiveness takes the form of voting favorably on in-
dustry-supported measures. Insofar as legislative (as distinct from executive)
action is concerned, the positions that legislators take are the principal phe-
nomena to be explained. And groups figure prominently in the explanation.
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Through campaign contributions, pressure-style lobbying, or threat of electoral
retribution, organized groups bid for pro-protection votes from individual leg-
islators, with an eye to buying the collective choice of a majority rule legisla-
ture.

In my view, this simplification captures only one and perhaps one of the
least important things that legislators do in responding to groups. It is one of
the least important things that groups care about. And it leads to some funda-
mental puzzles in theorizing about group strategy and influence in trade poli-
tics.'?

Consider the alleged importance of industry campaign contributions in the
creation of industry-protecting trade policies. One pattern is clear: protection-
minded groups give most heavily to members with the strongest predisposi-
tions toward protectionism—members who, by dint of constituency or ideol-
ogy, would be least likely to vote a free trade line regardless of their donors’
views.

This is irrational behavior indeed. If groups want to “buy” votes, they
ought to give most to legislators whose protection-relevant votes are most in
doubt. That is the allocation strategy that should maximize the number of
votes bought per dollars spent. Instead, they give most to members whose
votes are least likely to be influenced by a few-thousand dollar contribution.

Neither is group rationality rehabilitated in models that assume groups
contribute to campaigns in order to elect candidates of the sympathetic party,
with an eye to predetermining the pattern of votes. For a second pattern is also
clear: these same groups give most heavily to the electorally safest members—
members most likely to win (re)election to congressional office regardless of
the donor’s decision to donate.

This too is irrational behavior. If groups contribute to campaigns with the
purpose of electing sympathetic members, they ought to give most to sympa-
thizers near the margin of winning or losing. That is the allocation strategy that
should maximize the number of seats bought for dollars spent. Instead, they
give contributions to candidates in campaigns where the outcome is least in
doubt and thus least likely to be affected by a few-thousand dollar contribu-
tion.

Simply put, the most common models of constituency representation as-
sume rationality on the part of legislators but imply irrationality on the part of
constituency groups. Anomalies such as this suggest theoretical rethinking and
exposition, T believe, in the following way. The purpose of groups, in their
various activities, is not to win support but to mobilize supportive legislators
to work as agents on the group’s behalf (Hall and Wayman 1990). Hence 1
think Destler is wrong when he argues that legislators can achieve a constitu-
ency-pleasing purpose by engaging in symbolic position taking, that is, with-
out serious effort at affecting policy. Industry actors monitor legislative action
closely; that is much of what lobbyists do. Hence they know the difference
between empty symbolism and serious agency. And members know that they
know. Members who wish to make subsequent claims of credit before these
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constituencies need to make claims that must be credible. Vigorous advocacy
is what makes them so.

My premise, then, is that legislators make two important but qualitatively
different kinds of choices with respect to every legislative issue that comes be-
fore them: what position to take, and how active to be (Hall 1996). Speeches,
newsletters, advertisements and, most importantly, roll call votes capture the
former. To understand the micropolitics of group representation, however, we
need to investigate the latter. Groups know that right-minded voting is not
enough; they want agency.

This, I think, is a distinction that implies a modeling difference. It recom-
mends the form of behavior that we implicitly or explicitly investigate and
thus clarifies the empirical hypotheses we derive. Do industry groups induce,
through contributions or other resources, legislative responsiveness? Not inso-
far as votes are concerned. There is now a large empirical literature in political
science and economics that investigates the effect of contributions on voting
behavior. There is simply not much effect to be found, which suggests that if
groups are rational, they do not learn.

But T think there is a logic and some evidence to suggest that groups do
induce responsiveness in a different behavioral form. They do not seek to in-
fluence votes all that much (at least not directly). Rather they seek to incite
legislative participation on the part of otherwise sympathetic members on is-
sues that affect group interests. And the patterns of member participation in
prefloor decisionmaking (as opposed to patterns of late-stage voting) are what
matter most to the shape of the legislation that ultimately gets voted on (or
whether legislation ever reaches the floor to get voted on."

The logic rests on the simple premise that a member’s legislative time,
attention, and staff are valuable but scarce resources. Members must make ra-
tional resource allocation decisions in order to maximize their effect on poli-
cies. Groups want already sympathetic legislators to get in the games that the
groups care most about. The more sympathetic members are position-wise, the
more active should the group want them to be.

Of course, a member decision to actively participate on even a single issue
is costly. The information and transaction costs of getting in the legislative
mix are substantial for all but the most institutionally well-placed members
(committee chair, party leader). How might groups induce costly participa-
tion? In two ways, I think. Through grass-roots campaigns, campaign contri-
butions, and lobbying, groups not only reveal their position on an issue (no to
NAFTA) but the intensity of their position (kill and maim NAFTA). They thus
reveal to the member the level of political benefits (future contributions, vig-
orous electoral support) she might expect if she acts aggressively as their
agent. The expected level of political benefits, then, increases the legislator’s
willingness to pay the substantial costs of participation.

But groups also act so as to affect the member’s ability to pay. Lobbyists
do sometimes use the access they buy to persuade a member to vote in a par-
ticular way. But as an empirical matter, lobbyists spend most of their time with
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members who would vote their way anyway. So what is lobbying mostly
about? The most common response of lobbyists, typically thought to be disin-
genuous, is that they only “provide information.” I do not think that is disin-
genuous at all. But neither is it a minor matter. Lobbying of this kind subsi-
dizes the substantial information costs that the resource-constrained member
would otherwise need to pay. Lobbyists enhance the ability of legislators that
they would like in a given legislative game to get into the game. To the latter
the former variously provide political monitoring, draft legislation, write
amendments, distribute talking points, even write speeches that would require
an active representative or her staff many hours of precious legislative time to
produce. Lobbyists also subsidize member’s legislative transaction costs. They
identify the legislators with whom their legislative agent should deal (and
those fence-sitters whose votes she might try to persuade); they negotiate with
committee staff; they do [abor intensive coordination and coalition-building
work.

In sum, I disagree with the central premise of Destler’s critique, namely,
that that legislators need not, in the practice of representation, care about influ-
encing policy. Groups most certainly care. And the considerable resources
they invest in affecting policy are neither naive nor irrational. Those invest-
ments may not change votes, but they can induce legislative agency on the
group’s behalf. It is a substantively important matter in political modeling,
then, to comprehend the conditions under which those investments, by both
private and public groups, make a policy difference.

I have briefly sketched here two ways in which I think the micropolitical
processes of trade policymaking might be better modeled. The first is to com-
plicate the concept of trade constituency by allowing greater heterogeneity of
preferences within industries and geographic districts. The second is to rethink
the policy-relevant practices in which members engage when they represent
the trade constituencies they do. Attention to these conceptual matters, I be-
lieve, will enhance our ability to unpack the puzzles that Destler rightly em-
phasizes.

NOTES

"I am referring here to the literature reviewed in Rodrik’s essay (1995), which was cir-
culated among participants in this conference.

? Political scientists sometimes use the word “distributive” differently than political
economists. I am simply referring here to the distribution of private benefits by political
actors and ignore the semantics of whether this is distributive or redistributive.

¥ See, for instance, Krueger (1996a; 1996b) and the opening paragraphs of Grossman
and Helpman (1994). See Staiger (1995) for an economic theory of gradual trade liber-
alization. As I understand it, many works that examine intertemporal changes in trade
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policies suggest that trade has not become that much more open, only that policies have
shifted from tariff to non-tariff barriers.

* The debate over self-interest vs. ideology in legislative voting has been prominent in
political economics and political science. (For a critique of both, see Jackson and King-
don 1992.) A closely related tension appears evident in the political support calculation
posited in Hillman’s model of protection (1989).

5 Again, I mean distributive in a political sense, namely, private benefits are concen-
trated and hence politically perceived while costs are dispersed and thus overlooked.
Such policies may be efficient in a political (electoral) sense (Weingast and Marshall
1988), even if they are inefficient in an economic sense

® Or when members have countervailing incentives to represent competing but low de-
mand constituencies. For an elaboration of how and why unorganized interests get rep-
resented in Congress, see Denzau and Munger (1986).

7 Destler apparently explored this line of inquiry in an earlier paper. See citations to
Destler and Odell (1987) in Destler, this volume.

# For an excellent account of the heterogeneity of agricultural interests expressed dur-
ing the debate over NAFTA, see Orden (1996).

® Extra-geographic factors also contribute to the heterogeneity a member sees when she
responds to constituencies. A substantial literature has now catalogued the dramatic
rise in the number of interest groups and affiliated PACs over the last two decades. To
win reelection in an era of high-priced media campaigns, legislators must please not
only voters but donors. They engage in a never-ending “money chase” (Magleby and
Nelson 1990), such that, in order to be competitive, candidates must respond to cash
constituencies as well as constitutional constituencies. Representatives of agricultural
states worry about the financial support of Archer-Daniels Midland as well as the vot-
ing support of district producers. And the interests of the two quite frequently diverge.
The literature on moneyed interest groups as powerful constituencies is substantial and
growing, both in political science (see below) and economics (see Rodrik 1995).

1 viewed in this light, abdication of policy authority is not an abdication of the agent’s
obligation to her district; rather, it is a consequence of it. For a test of this proposition
in the area of interstate trade, see Hall and Wayman’s analysis of the Natural Gas Mar-
ket Policy Act (1990, esp. pp. 808-99; 812-813).

! See work reviewed in Rodrik (1995), esp. that by Grossman and Helpman (1994) and
Magee, Brock, and Young (1989). Jackson and King (1989) provide another important
move in the reconceptualization of constituency representation that may warrant greater
attention in trade policy making. They argue that constituents have preferences for
public goods (such as efficiency-enhancing and inflation-constraining free trade) as
well as private benefits, such as higher income for textile workers and pork producers.

12 This discussion draws on Hall (1994) and Hall and Wayman (1990) and refers to the
literature critiqued therein.

B3 See Hall (1996, Chs. 1 and 9). This argument also applies to legislator interventions
in agency decisions (after policymaking authority has been partly abdicated), such as



118 Constituent Interests and U.S. Trade Policies

member lobbying in favor of anti-dumping remedies. I outline the general argument in
Hall (1994).
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CHAPTER 5

Trade Policy and the U.S. Auto Industry:
Intended and Unintended Consequences

G. Mustafa Mohatarem

I. Introduction

The U.S. auto industry has been at the center of the domestic debate on
whether to protect domestic manufacturing from foreign competition since at
least the mid-1970s when imported automobiles first began to make significant
inroads into the U.S. market. The key players in the debate have been: the
“Big Three” U.S.-owned auto manufacturers; the United Auto Workers
(UAW); the Japanese-owned auto manufacturers; public interest groups; the
Washington-based policy think tanks; and the individual U.S. consumer. In
addition, both the executive and the legislature in the U.S. played important
and changing roles. Although the Japanese government appeared to be on the
sideline, it too has played a significant role.

Historically, both the auto companies and the auto unions were strong
supporters of free trade. Support from the UAW was instrumental in obtaining
Congressional approval for both the Kennedy and the Tokyc Round of GATT
agreements. The industry’s support for free trade waivered in the late 1960s as
imports began to make inroads into the U.S. market. By the mid-80s, all the
major players in the industry had supported relief from imports at one time or
another. Ford, Chrysler, and the UAW had became strong and consistent ad-
vocates of restraints on the Japanese auto manufacturers. General Motors
(GM), on the other hand, waivered back and forth between support for free
trade and specific protectionist measures against the Japanese.

Until the late 1970s, the industry was unable to obtain relief, in part, be-
cause the overall attitude of policy makers towards the industry was quite hos-
tile and, in part, because GM remained committed to open trade. The industry
was more successful at obtaining relief in the 1980s when all the firms in the
industry ran into severe financial difficulties and joined forces to seek protec-
tion. The financial distress of the firms and the associated problems for the
communities in which they were located also changed the policy makers’ atti-
tudes towards the industry. However, that success encouraged the Japanese
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auto manufacturers to establish U.S. production facilities, which by the end of
the decade greatly diminished the value of protection obtained by the Big
Three. These facilities also undermined some of the arguments the Big Three
had used 1o obtain relief, provided the Japanese companies a stronger voice in
the U.S. trade policy process, and limited the policy instruments available to
provide protection for U.S.-owned manufacturers.

The success of the Japanese-owned auto manufacturing in the United
States has changed both the policy debate and the policy process. The issues
being debated no longer relate strictly to domestic versus import production.
Instead, the arguments are now focused on whether foreign-owned manufac-
turers have sufficient local content so as to qualify as domestic. That means
the policy instruments being debated are related to the “quality” of local manu-
facturing, i.e., whether foreign-owned U.S. manufacturers are sourcing suffi-
ciently from the United States and from U.S.-owned parts suppliers. The pol-
icy process has also changed as Japanese-owned manufacturers have gained a
significant voice in the U.S. political process.

The next section provides a brief account of the basic economics of the
industry—you cannot understand the politics unless you “grasp” the underly-
ing economics. In Section III, I provide an overview of the economic changes
in the 1970s and early 1980s that led the industry to seek and for politicians to
grant protection to the industry. Section IV describes the Japanese response to
the U.S. trade restraints, in particular, their success in establishing significant
U.S. manufacturing. Section V discusses how the Japanese success has
changed both the policy debate and the policy process. Section VI discusses
implications of these changes for future U.S. trade policy relating to the auto-
motive industry. The paper concludes with thoughts on whether in hindsight,
the U.S. auto manufacturers would have been better off without the protection
they obtained in the 1980s.

Il. Economics of the Auto Industry

Perhaps the most politically salient characteristic of the auto industry is its
size. Auto firms are large in terms of both sales and employment. Other than
for a short period immediately following the 1979 oil crisis, GM has been the
largest firm in the United States and the world, and both Ford and Chrysler
have been among the fifty largest. The industry employs large numbers of
people. Total industry employment in 1995 was around 2 million. This figure
only accounts for people employed in auto assembly and manufacturing of
components. The number more than doubles if workers involved in sales and
after-sales service are included. The industry is the largest consumer of indus-
trial goods such as steel, aluminum, and copper. It also is the largest consumer
of “high tech” products such as semiconductors, robots, and other electrical
machinery. Finally, the industry has been at the forefront in the implementa-
tion of new manufacturing concepts as well as technology.
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The size of the firms in the industry, in turn, is a function of the underly-
ing production economics. The industry is characterized by significant econo-
mies of scale related to both production and vehicle development. It can cost
as much as $2.5 billion to develop a new car line and to tool an assembly plant
to produce it. The cost can be much higher if the new car line also requires
new engines and transmissions. For example, Samsung, a Korean company
planning to enter the auto industry next year, has announced that it will spend
$5.0 billion to design and manufacture a single new car line. The conventional
wisdom in the industry is that with fixed costs of this magnitude, a manufac-
turer needs to be able to produce 250,000 units of a car line to be profitable.
Moreover, since variable costs are more or less constant, the higher the vol-
ume, the lower the average total costs.

With “big” companies you get “big” labor. Auto workers tend to work in
very large and very capital intensive factories. In the past, it was not uncom-
mon for a typical auto assembly plant to employ 5,000 or more workers. The
number has now declined to around 3,000 or less per factory. Nonetheless, by
any measure, auto factories tend to be large and to employ large numbers of
people. The size and capital intensity make them easy to organize by unions.
More importantly, once organized, workers can command significant wage
premiums. For example, U.S. auto workers command a 100 percent premium
over the U.S. all manufacturing average compensation. Significant premiums
can be observed in many other nations, including Japan.

In a typical year, more than 15 million new vehicles are sold in the U.S.
market Expenditure on a new vehicle tends to represent the second largest
outlay after the purchase of a residence for most households. And, unlike a
residence, these expenditures are made on a regular basis. Thus, consum-
ers/voters tend to be better informed about auto-related issues than any other
consumer good that they purchase. One of the real challenges the industry
faces as it deals with the political process is that politicians tend to give much
more consideration to the reaction of consumers/voters when it comes to auto-
related policies than they do to policies related to other consumer goods.

The size of the industry and the impact of its products on consumer wal-
lets gives it a political dimension that few other industries possess. Politicians
recognize the positive impact of the industry on the local and the national
economy. Therefore, they want to be seen as promoting its growth. But, at the
same time, they recognize that voters are well informed about the price of an
automobile and the factors that impact that price. U.S. trade policy as it relates
to the auto industry is, therefore, the result of the complex interaction between
the desire to have strong, domestic auto production that provides premium
wages and, at the same time, affordable prices for consumers.

Ill. Changing Fortunes of the Domestic Auto Manufacturers

Until the mid-1970s, the operating assumption of the U.S. trade policy makers
was that the U.S. auto producers did not need any trade protection. If anything,
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most U.S. policy makers held the view that competition from foreign manu-
facturers was required to provide market discipline. Thus, when VW began to
make significant inroads into the U.S. market in the 1960s, its entry was
widely welcomed.

The U.S. attitude was also reflected in the positions U.S. negotiators took
in international trade forums. The U.S. agreed to lower its automotive tariffs
without secking reciprocal concessions in the sector. By the end of the imple-
mentation of the Tokyo Round GATT agreement in the late 1980s, the U.S.
tariff on passenger cars had been reduced to only 2.5 percent, making the U.S.
the most open auto market in the world.

Neither the U.S. auto makers nor the UAW played a significant role in
these negotiations. This was not surprising given the worldwide success of the
U.S. auto manufacturers. The established view remained that United States
manufacturers and their workers were protected by their economies of scale
and differences in product preferences between the United States and the rest
of the world. Underlying this view was the belief that as long as energy prices
remained low, Americans would prefer large cars that only American manu-
facturers could produce in sufficient volumes to be cost-competitive. Further-
morc, both GM and Ford viewed an open U.S. market as protection against
overzealous U.S. antitrust authorities.

The political landscape began to change following the first oil shock. The
sharp increase in oil prices following the Arab oil embargo in 1973 increased
the U.S. demand for small cars. American auto manufacturers began to import
small cars from their foreign affiliates. The European and Japanese manufac-
turers also intensified their sales efforts in the United States. Within two years,
the import share of the U.S. market had doubled, with imports exceeding 10
percent of the market for the first time.

It was at this point that the UAW changed its position and began de-
manding protection from imports. The change in the UAW’s position was
only, in part, related to the inroads by foreign-owned manufacturers. The un-
ion was much more concerned about the increasing imports by the American-
owned manufacturers. The American auto manufacturers, especially GM,
continued to support open trade. They believed that the inroads by the imports
were temporary and would be reversed once oil prices stabilized. They were
more concerned by threatened antitrust action than by the growing imports.

The second oil shock in 1979 had an even bigger impact. The jump in oil
prices plunged the U.S. economy into the worst recession to hit the U.S, auto
industry since the 1930s. U.S. motor vehicle production declined by almost 50
percent between 1978 and 1982. At the same time, the Japanese doubled their
share of the U.S. market to over 20 percent. As a result, Ford and the UAW
filed an escape clause petition for import relief with the U.S. International
Trade Commission (ITC) in 1980. GM and Chrysler did not join the petitions.
Chrysler had already earlier been granted substantial relief under the Chrysler
Loan Guarantee Act. More importantly, during the debate over these subsidies,
Chrysler had argued that its distress was related largely to overall economic
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conditions and correctable internal problems. Therefore, it could not very well
turn around a year later and argue that imports were the cause of its troubles.
GM’s reasons for not joining were complex. The corporation’s management
was reluctant to abandon its support for open trade. Management also recog-
nized that abandoning support for free trade would make it more difficult to
oppose costly command and control regulations, which were viewed as a seri-
ous threat. Finally, the company remained concerned about potential antitrust
action, which would be more likely in a closed market than in an open market.

The ITC concluded that while the industry was suffering serious injury,
the cause of that injury was the severe recession and the shift in demand to
small cars, and not the increase in imports. The absence of GM and Chrysler
almost certainly doomed the relief petition. With two firms that accounted for
more than half of industry’s production not supporting the petition, it was im-
possible for Ford and the UAW to demonstrate injury to the industry. The
ITC’s decision to deny relief shifted the focus to the Congress and the Ad-
ministration.

The eighties began with a political environment that was much more sym-
pathetic. President Reagan had promised to help the industry during the elec-
tion campaign. At the same time, legislators from the auto producing states as-
sumed leadership positions in both houses of Congress. Congressman Dingell
from Michigan became the leader of the effort in the House to obtain relief for
the industry. Senators Riegle (D-MI) and Danforth (R-MO) led the effort in
the Senate. They introduced a number of bills to impose restraints on vehicle
imports from Japan. While none of these became law, they provided the lever-
age that the Administration needed to negotiate a Voluntary Restraint Agree-
ment (VRA) with Japan. Starting in 1981, Japan agreed to restrict passenger
car exports to the United States. These restraints were supposed to have been
temporary. However, they stayed in place until 1994. The formal agreement
with the United States ended in 1985, but the government of Japan chose to
maintain the restraints at 2.3 million. The political symbolism of the restraint
was such that they were maintained until well after they had become non-
binding.

The VRAs were strongly supported by the UAW, Ford, and Chrysler. GM
initially supported the VRAs, but decided to oppose their renewal in 1985.
GM'’s decision to support the VRAs was a reflection of the severe financial
difficulties it and the rest of the industry faced in 1980 and 1981, In 1980, GM
reported its first loss since the early 1920s. The increase in imports and the
steep recession had threatened the very survival of the company. Thus, seeking
temporary protection was a matter of survival.

By 1985, the financial condition of the company had changed. The VRA
combined with the recovery in U.S. demand had helped to restore profitability.
However, the company came under tremendous pressure from the UAW, Ford,
Chrysler, and Congressional allies to continue supporting import restraints.
There was also recognition within the company that with U.S. auto sales
strengthening, continuation of the restraints could produce short-term profits.
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Offsetting these benefits and pressures and carrying the day were a num-
ber of factors. First, GM executives increasingly recognized that the longer the
VRAs remained in place, the more difficult it would be for the company to
implement steps to improve its competitiveness. Second, by then it was obvi-
ous that the Japanese were successfully eroding the VRAs protection by
building manufacturing capacity in the U.S. Third, there were important do-
mestic regulatory benefits to opposing protection. Finally, GM’s business
strategy included high-volume imports of small cars from Asia. This strategy
could not be executed as long as the VRAs were in place.

IV. Impact of the VRAs

There is an extensive literature on the market impact of the auto VRAs. Much,
if not all of this literature deals with the impact of the VRAs on vehicle prices,
profitability and employment in the U.S. auto industry. These are important is-
sues and deserve the attention they have received. But, these studies have had
a minimal impact on U.S. trade policy or on the trade policy of any other na-
tion. This is because politicians seldom pay much attention to the “cost” of
protection. They pay even less attention to the counterfactual—what would
have happened in the absence of protection. That is, jobs not created in the
auto sector or in other sectors of the economy as a result of protection pro-
vided the auto sector carry very little weight in the political debate. The only
metric of interest to the politicians is whether a protectionist measure protected
the firms and employees that originally sought protection.

By this metric, the VRAs can be considered a qualified success. They
provided the domestic firms with temporary relief—relief long enough to im-
plement changes necessary to become competitive. They also slowed, but did
not stop the loss of UAW represented jobs in the industry. More important,
they gave the U.S. manufacturers the breathing space necessary to improve the
efficiency of their U.S. operations and the quality of their U.S. product. Today,
the average U.S. assembly plant is almost as productive as the average Japa-
nese assembly plant. American manufacturers have closed the quality gap. All
three U.S. companies are now financially healthy and internationally competi-
tive. Finally, U.S. consumers continue to enjoy lower auto prices than the rest
of the word.

It would be wrong to believe that this favorable outcome was necessarily
the result of protection alone or that it was predicted. In fact, this outcome
came about largely because of a completely unanticipated development. The
Japanese auto manufacturers responded to the VRAs by building assembly
plants in the United States. Over time, these assembly plants eroded the pro-
tection provided by the VRAs. Neither the proponents nor the opponents of the
VRA had expected this development.

Conventional wisdom in the early 1980s held that the Japanese auto com-
panies were successful in the United States because of Japan-specific factors.
It was widely believed that the Japanese were competitive in the United States
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because wages in Japan were lower, Japan’s labor-management relations were
superior, the Japanese worked harder and longer, the Japanese government
provided more support to its industry, etc. Given the emphasis on Japan-
specific factors, it is not surprising that the prevailing view was that the Japa-
nese manufacturers would lose their competitive edge if forced to produce in
the United States. This view led both the UAW and the U.S.-owned manufac-
turers to demand that the Japanese be forced to produce in the United States.
Much to the surprise of the American auto industry and, perhaps, even to
the surprise of the Japanese auto manufacturers, the Japanese manufacturers
were able to transfer their production system to the United States, While Ja-
pan-specific factors may have helped, the key to the Japanese success was
their manufacturing system. This system, which is called lean production, re-
sulted in both lower costs and higher quality than the mass production tech-
niques of the American auto manufacturers. By building plants in the United
States, the Japanese manufacturers demonstrated that lean production was
transferable to the United States. In other words, they proved that competitive
advantage in the auto industry was company-specific not country-specific.

V. Trade Policy Implications

The fact that competitiveness in the auto industry is determined by company-
specific factors rather than country-specific factors has important trade policy
implications, especially as it pertains to the instruments of protection. In the
U.S. context, the success of the transplants has significantly changed both the
trade policy making process as well as the instruments available to the policy
makers. Japanese-owned auto companies now employ more than 40,000
workers in U.S. manufacturing plants. Consequently, they have gained an im-
portant voice in the political process. They have further enhanced their ability
to influence the process by choosing to locate in different states. This gives
them access to and support from almost as many senators as the Big Three can
muster. In addition, since the Japanese have been expanding U.S. production
while the Big Three had been retrenching until recently, the Japanese occa-
sionally have better access to governors and other local officials. The net result
is that the U.S. policy process will not permit explicit restraints on the expan-
sion of transplant production. In fact, the opposite may be true because states
now compete to attract even more Japanese investment,

The success of the transplants has also changed the terms of the policy
debate. The debate is no longer over imports versus domestic production. In-
stead, it concerns transplants versus the traditional domestic manufacturers,
Even though the transplants have been expanding production and adding em-
ployment, the Big Three retain a big edge in both production and employment.
Because of this big edge, the political process still makes a distinction between
the Big Three and the transplants. In particular, the Big Three are viewed as
making a much more significant contribution to the U.S. economy than the
transplants. The Big Three source more from the United States and, more im-
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portantly, source more from the traditional American-owned suppliers. This
provides them with important political allies in the American supplier commu-
nity. Most importantly, the UAW, which has failed to organize the transplants,
remains closely aligned with the U.S. auto manufacturers.

In contrast, while the transplants are increasing sourcing in the U.S., they
tend still to rely more on imported components. Moreover, a significant por-
tion of their sourcing comes from the U.S. plants of their traditional Japanese
suppliers. This has left them vulnerable to complaints by American-owned
suppliers who claim that the Japanese-owned facilities deny them contracts
even when they are competitive. The suppliers’ complaints have registered
strongly with U.S. policy makers. They have pressured the Japanese not only
to increase sourcing in the United States, but also to do so with American-
owned suppliers.

In many respects, the 1995 U.S.~Japan auto dispute was as much about
pressuring the Japanese transplants to increase purchases in the United States
as it was about opening the Japanese market to U.S. vehicles and parts manu-
facturers. Moreover, most of the measures that the Japanese agreed to under-
take to resolve the dispute were related to transplants. The Japanese manufac-
turers committed to increase transplant production and to increase U.S.
sourcing for their transplants. They also made a commitment to increase pur-
chases from American-owned suppliers. The Japanese concessions related to
opening their market were much less specific.

Now that the 1995 dispute has been resolved, the rhetoric has quieted
down considerably. In part, this is a reflection of the currently stronger finan-
cial condition of the U.S.-owned auto manufacturers. But, in a larger part, it
reflects the growing recognition that traditional trade protection measures will
no longer work to protect the U.S. auto manufacturers. The Japanese have
demonstrated that they can overcome any trade barriers by building vehicles in
the United States. Furthermore, while there may be opportunities to increase
costs for the transplants through political action, even these opportunities are
limited by the growing political and economic influence of the transplants.

The U.S. auto industry’s experience with protection has implications both
for other industries seeking protection in the United States as well as for other
countries that continue to protect or promote their domestic industries. Lesson
one is to distinguish between protecting the production of a good in the United
States versus protecting specific firms that produce that good. The experience
of the U.S. auto industry suggests that trade protection is most valuable for
firms in industries where the United States has become an uncompetitive pro-
duction location. In industries where the United States remains a competitive
location, trade protection can at best be viewed as providing a temporary, one-
time reprieve—time to make the changes necessary to regain competitiveness.
Trade protection will not help in the longer run because it will encourage more
efficient foreign producers to locate production in the United States, perhaps,
earlier than they otherwise would. In other words, in industrics such as the
auto industry, where the United States remains a competitive location, trade
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protection can encourage domestic production, but not necessarily by the un-
competitive firms that seek the protection.

Lesson two is that protection of uncompetitive, domestically-owned auto
producers requires restrictions on both imports and investment in the country
by more efficient foreign firms. While some countries, e.g., France and Italy,
have adopted this policy, most find it politically difficult for obvious reasons.
First, the costs of protection are too visible. Second, domestic manufacturers
have a difficult time persuading policy makers that they are uncompetitive be-
cause of country-specific factors when other firms stand ready to produce in
the country. And, most importantly, with most of the countries in the devel-
oped world suffering from high levels of unemployment, politicians find it dif-
ficult to turn away investors that are willing to create thousands of new jobs.

For countries that are trying to promote domestic auto production, the
bottom line lesson is to protect production—not specific producers. This pol-
icy recommendation is especially applicable to countries with large or poten-
tially large markets. Market size is important because of the economies of
scale in the auto industry. Brazil provides a good example of a country fol-
lowing this type of policy. Over the last two years, it has raised its barriers to
imports of vehicles, but lowered its barriers to investment in the auto industry.
While it is too soon to judge whether this policy will succeed in promoting
production of internationally competitive vehicles in Brazil, the early results
point in that direction. Brazil has attracted investment by auto manufacturers
from around the world. As these plants begin production in the next few years,
competition in the Brazilian market will intensify. That competition should
encourage Brazilian manufacturers to improve their competitiveness.

Brazil’s policies stand in stark contrast to auto policies in Asia where
some countries (e.g., Indonesia and Malaysia) are trying to encourage the de-
velopment of “national” car companies. They have implemented both tight re-
straints on vehicle imports and on investment in the industry. They view Japan
and South Korea as their models, both of which succeeded in developing
strong, national auto industries even though they restricted both imports and
investment by foreign-owned auto manufacturers. What is conveniently ig-
nored by the proponents of the national car programs is that, in both Japan and
South Korea, there was intense competition among domestic car manufactur-
ers, which provided the market discipline. Absent this market discipline, it
would be a surprise if either Indonesia or Malaysia succeeded in developing an
internationally competitive auto industry.

VL. Conclusion

The VRAs were less successful in protecting the domestic manufacturers than
their proponents had hoped for, but were also less costly than their opponents
had feared. The VRAs did provide temporary relief to U.S. auto producers.
They also slowed the erosion of UAW jobs. However, since the U.S. manu-
facturers recognized that this protection was being eroded over time by Japa-
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nese-owned production in the United States, they continued to improve their
manufacturing efficiency and the quality of their cars. And, while U.S. con-
sumers may have had to pay a somewhat higher price for their cars than they
would have paid in the absence of the VRAs, they are still able to buy high
quality cars at some of the lowest prices in the world.

Some observers have argued that the United States and the U.S. auto
manufacturers would have been better off without the VRAs. These observers
argue that without the protection of the VRAs, U.S. companies and their em-
ployees would have made an even more rapid adjustment to the Japanese
competition. They further suggest that a quicker response would have pre-
vented the Japanese from capturing more of the U.S. market.

It is possible that these observers are correct. However, neither the indus-
try nor the country had the luxury of testing out their theory. It is quite likely
that one or more of the U.S. auto companies could have gone under during the
deep recession of 1980-1982 if Japanese car imports into the United States had
not been restricted. From a trade policy perspective, the VRAs worked as well
if not better than traditional escape clause relief would have worked. They
provided the U.S. auto manufacturers with temporary protection, which the
manufacturers utilized to restore their competitiveness. And, because they en-
couraged the Japanese manufacturers to expand U.S. production, they exerted
competitive discipline on U.S. manufacturers. From the country’s perspective,
they avoided the very severe transition costs that would have resulted if one of
the Big Three had failed. In this instance, one could argue that the ends justi-
fied the means. The United States today has a healthy automobile industry
with both American and foreign-owned producers. Employment in the indus-
try is nearing its all-time high. U.S. consumers enjoy some of the lowest prices
in the world for cars and probably have more choice when it comes to pur-
chasing a car than consumers in any other country.



CHAPTER 6

Steel: Trade Policy in a Changed
Environment

Douglas A. Brook

l. Introduction

Today, the steel industry of the United States is in a trade policy environment
unlike any it has experienced in the past three decades. Restructured, modern-
ized, and price and quality competitive, U.S. steel no longer seeks or enjoys
industry-specific protection. Anti-Dumping (AD) and Countervailing Duty
(CVD) laws have become, for the steel industry, the quid pro quo for free
trade. They set the limits on permissible behavior in the marketplace, akin to
the concepts of regulated fair competition in the domestic economy.

This paper will identify the trade policy objectives currently sought by the
integrated steel industry. It will examine how the industry’s interests are de-
termined and promoted and will assess the extent to which the industry con-
forms to the models of political economy of trade policy. Finally, it will ad-
dress how effective the domestic integrated steel industry is today in achieving
its public policy objectives.

A definitional note is in order at the outset. For most of its history, the
steel industry in the United States was easily defined as a monolithic group of
integrated manufacturers which made steel from iron ore and owned most of
the factors of production—iron mines, railroads, coal mines, coke ovens, blast
furnaces, etc. Steel firms were characterized by unionized workforces, large
capital requirements and high barriers to entry or exit. However, over the past
quarter century, the steel industry in the United States has been restructured
and reformed. Now, in addition to the remaining integrated companies, the in-
dustry includes a significant minimill sector—smaller companies making steel
from scrap in electric arc furnaces with mostly non-union workers and lower
capital requirements. Restructuring has also resulted in a distinctly separate
specialty steel sector and other smaller reconstituted companies in narrower
product lines. These companies sometimes have either different or indifferent
attitudes toward trade policy. For the purposes of this paper, therefore, the
trade policy advocacy of the steel industry will mean that of the six remaining
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integrated companies — AK Steel, Bethlehem Steel, Inland Steel, LTV Steel,
National Steel, and U.S. Steel (USX Corporation).

Il. Trade Policy Objectives

Since the expiration of industry-specific protection in 1992, U.S. Trade Laws
have been the only recourse available to counter dumped and subsidized steel
imports. Curtis H. Barnette, Chairman and CEO of Bethlehem Steel refers to
the 1990s as the era of Trade Law Remedies (TLRs). Barnette (1994, p. 4)
says when the Voluntary Restraint Agreements expired in 1992 the Bush Ad-
ministration “explicitly stated that the U.S. industry should thereafter rely on
existing, GATT sanctioned, unfair trade remedies. Implicit . . . was an under-
standing that the Administration would allow the trade remedies to proceed
objectively to their conclusion without political interference or compromise.”

The overriding trade policy objective of the U. S. steel industry today is to
ensure fair’ competition free of the distortions that arise because of subsidies,
dumping, and anticompetitive practices. In this era of Trade Law Remedies,
the specific goals serving this objective are: (1) preservation and enforcement
of U.S. Trade Laws and (2) conclusion of a Multilateral Steel Agreement
(MSA) which eliminates the overcapacity, subsidies, dumping, and anticom-
petitive practices which distort much of the world’s steel trade.

HI. Trade Policy Determination and Promotion

Trade policy is a constant concern for the steel industry. Continued import
penetration causes the industry to be ever-vigilant. Steel is a highly competi-
tive business, sensitive to rapid and seemingly small changes in market condi-
tions even at the peak of the business cycle. As long as world-wide overcapac-
ity and extensive subsidization exist, along with the dumping which subsidies
and closed markets facilitate, the possibility of unfairly priced steel in the U.S.
market motivates the industry to stay engaged in trade policy debates.

The determination and promotion of trade policy objectives and strategies
by the U.S. integrated steel industry are achieved through a combination of
formal and informal means, some of which are described below.

s The American Iron and Steel Institute (AISI) is the industry’s trade
association. It plays a central role in the determination and communi-
cation of the industry’s policy preferences. The staff, trade subcom-
mittee, and U.S. members of the board of directors draft, debate, and
articulate the industry’s views. As such it is the “official” voice of the
industry and its most formal policy-setting mechanism.

e The six integrated companies are the “petitioning companies” which
filed massive AD/CVD cases in 1992. They generally share a com-
mon outlook on trade policy and, with varying commitment of re-
sources, underwrite much of the industry’s trade policy. They are the
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largest members, most active participants, and biggest dues-payers to
AISI. As a result, their views on trade tend to prevail in the Institute.
The six also work outside of AISI on priority trade matters through
two sub-groups.

(1) The law firms of Dewey-Ballantine and Skadden, Arps, Slate,
Meagher and Flom are retained to: advise on trade matters; advocate
Trade Law Remedy actions; monitor legal, administrative and legis-
lative matters; and assist in trade lobbying efforts.

(2) The Task Force on Uruguay Round Legislation (TFURL) consists of
the companies’ Washington representatives, trade specialists and re-
tained lawyers. TFURL began as a lobbying action group and clear-
inghouse during the final months of the Uruguay Round negotiations.
It has continued to serve as a coordinating body for lobbying strategy
and action.

o The Committee to Support U.S. Trade Laws (CSUSTL) is a diverse
group of companies, steel and non-steel related, who have used or
anticipate the future need to invoke AD/CVD laws. Formed during
the Uruguay Round negotiations, CSUSTL has evolved into a perma-
nent broad-based Trade Law lobbying group. CSUSTL provides a
significant addition to the lobbying strength of the steel industry and
represents one of the industry’s most effective attempts at coalition-
building.

e The House and Senate Steel Caucuses provide constituency-based
support on issues important to steel. The Caucuses have proven to be
an effective bloc for exerting influence with the Congressional lead-
ership and with the Executive Branch. Members of the Steel Cau-
cuses are the first points of contact on Capitol Hill for steel lobbyists.

Rodrik {1995) suggests that in an industry like steel there may be an ele-

ment of persistence and status quo bias; that once successful, there is a ten-
dency by a protected industry and its government toward continued protection.
Today’s experience of steel indicates that this does not exist in perpetuity.
What does seem to continue is the industry’s constant engagement in trade
policy issues even in times when import penetration or unfairly priced imports
seem less troublesome. This momentum can be explained by the start-up costs
(in money, time, and political capital) which would be involved if the industry
abandoned the trade policy arena, only to return in a time of crisis and attempt
to rebuild its political influence.

IV. The Political Economy of Steel Trade

The prominence of the steel industry in trade policy has caused it to be the
subject of considerable study. Analysts have endeavored to determine why
certain public policies were implemented instead of others, how industry rep-
resentatives and Government policymakers reached their strategic and policy
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decisions, and what the economic and social costs and benefits have been.
Some models of the political economy of trade policy have been developed.
How well does the actual behavior of the steel industry match these models?

From the viewpoint of the steel industry’s experience, the models are in-
structive, but one-dimensional and incomplete. In addition, they also often
tend to start from a hostile premise. Rodrik’s (1995) survey work is perhaps
most useful for comparison. He asks at the outset, “Why is international trade
not free?” Then he ponders, “Why are trade policies universally biased against
trade?” Perhaps an equally sound formulation might be: “Why does any nation
allow foreign industries to compete - even unfairly - with its domestic produc-
ers?” Rodrik seems to think that in some international economic state of nature
there would be totally unrestrained free trade among nations. Why is it not
equally plausible that in such a state there would be no trade, except in goods
not indigenously available? If this is the political economy, which is the more
likely condition?

In describing some models of trade policy, Rodrik is quick to point out
their shortcomings. He describes three models—the tariff-formulation function
approach, the political support function approach, and the median voter ap-
proach. The first he critiques as lacking consideration for the preferences of
politicians, the second he says lacks concern for the actions taken by influen-
tial groups, and of the third he opines, (p. 1466) “the downside, of course, is
the lack of realism. . . .” Political situations cannot be fully explained, re-
peated, or predicted with such precision as these models imply. Even when
considered together, these models tend to ignore the seemingly infinite and
less quantifiable political considerations that impact public policy decisions.
Rodrik admits that creating a comprehensive model is a tall order, and he
points out that most models deal with the more political questions implicitly
rather than explicitly. Unfortunately, this leaves much at the heart of trade
policymaking woefully unaddressed.

The campaign contributions approach deserves a bit more scrutiny be-
cause of the pervasiveness of money in politics today. This model attempts to
make a direct link between campaign contributions and the voting behavior of
lawmakers. Rodrik (p. 1469) correctly explains, however, “... that only a small
part of lobbying activity in real politics takes the form of financial contribu-
tions,” In fact the world of campaign contributions is exceedingly complex.
The notion that industry political action committees influence voting behavior
by “pushing” contributions at lawmakers covers only one aspect of political
money. It ignores the fact that most contributions are solicited (“pulled”)
rather than proffered; that political giving is also based on other relationships
(constituency, past support, party or philosophical considerations, for in-
stance); and that contributions from any one industry amount to only a small
percentage of a lawmaker’s total campaign treasury, engendering gratitude
perhaps but not dependency. Finally, contributions come from both sides. A
possible test of the political contributions model as an explanation of trade
policy preferences would be to attempt to identify a bidding war or auction.
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The models necessarily tend to reduce complex human political behavior
to simple and direct cause-effect relationships, as in the study of rent seeking,
protection, and innovation in the steel industry by Lenway, Morck and Yeung
(1996). They argue that protection results in greater private returns for steel
shareholders, higher wages for steelworkers, and bigger pay increases for steel
CEQs, without any consideration of the vagaries of the stock market, the dy-
namics of union wage negotiations, or the determinants of CEO compensation.
If these are important indicators of the reasons an industry seeks protection,
the relative degree to which protection influences these outcomes remains to
be determined. One suspects that other causes will rank as considerably more
influential. Perhaps the survival of a company or an industry is a more certain
predictor of common trade policy preferences among stockholders, managers
and workers.

Rodrik (1995, p. 1481) catalogues the cross-industry determinants of lev-
els of protection within a country as identified by a number of studies. They
find that higher levels of protection exist when the following conditions are
present. Only some of these characteristics apply to the steel industry.

* Labor intensive, low skill, low wage. (Steel is moderately labor inten-
sive, though decreasingly so; the skill range is wide, and the wages
are relatively high.)

s  High import penetration, an increase in import penetration, and an in-
dustry in decline. (All of these conditions have existed for steel.)

e Regionally concentrated industry, with customers that are not highly
concentrated. (This is somewhat true for steel. Production has been
geographically concentrated, but that is starting to lessen; and the
automobile and appliance sectors are highly concentrated and influ-
ential customers.)

For steel, high import penetration and an increase in imports would be the
most reliable determinants of the industry’s efforts to seek protection. At the
time when steel sought the protection that led to the Trigger Price Mechanism
and two rounds of Voluntary Restraint Agreements, imports had been steadily
increasing and were approaching forty percent of the U.S. market.

In posing the question of why some policy options are chosen over others,
Rodrik (1995, p. 1470) offers a choice for a hypothetical income transfer to
garment workers. His five options are: (1) lump sum grants to present workers;
(2) lump sum grants to present and future workers; (3) a permanent employ-
ment subsidy; (4) a permanent production subsidy; and (5) a permanent tariff,
He views the options as progressively worse as one moves from (1) to (5) and
wonders why (5) should be the policymakers’ choice.

One assumes that he is talking about the United States only, since it is
quite imaginable for any of the first four options to be employed in Europe or
the Far East. Yet one cannot conceive of anything but option (5) being politi-
cally viable in the United States. There are procedural barriers, of course—
finding revenue sources to offset the expenditures under Congressional Budget
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Rules, for instance. But the reason is deeper than that. There are political and
cultural values involved which constrain the range of policy options. Subsidi-
zation and lump sum payments, while perhaps more efficient to the theoretical
economist, are simply not conceivable for the steel industry strategist. The
ideas of lump sum payments or permanent subsidies are outside the limits of
American political tolerance. Even putting aside today’s political rhetoric
about “corporate welfare,” the notion of explicit direct payments or subsidies
to steel workers or steel manufacturers violates our private sector political the-
ology. These options are simply not viable for the political policymaker.

On the other hand, Rodrik may be giving too little credit to our political
tolerance for export promotion, albeit indirect. There is considerable effort put
forth by various elements of the state and federal governments to advance
overseas sales and ventures by U.S. companies. Virtually the entire U.S. For-
eign and Commercial Service of the Commerce Department is dedicated to
this, as are numerous state and Federal trade missions and trade fairs, and the
market-opening negotiations conducted by the U.S. Trade Representative. Di-
rect subsidies to exporters, of course, would be as politically unacceptable as
direct subsidies to industries impacted by imports.

Rodrik (1995 p. 1471) concludes there is “a serious gap in our under-
standing of what makes trade policy so politically efficient . . . when consid-
erably more direct means of redistributing income certainly exist.”

Krueger’s (1995) work seems to start at this point. She has overseen sec-
toral studies to determine what can be learned about the political side of pro-
tection. The very thorough study of the steel industry by Moore (1995) in
Krueger's project describes the sources of steel’s strength in the past: the co-
hesive “steel triangle” coalition of carbon steel producers; strong Congres-
sional representation and the steelworkers union; relative weakness of cohe-
sive opposition groups; and the credible threat that Trade Law Remedies
would produce judgments in favor of the industry. He also correctly concludes
that today’s restructured and downsized industry has a more shallow political
reservoir on which to draw upon. However, he does not seem to address the
fact that the political economic environment has changed as well.

Notwithstanding the rise of economic nationalist rhetoric by marginal po-
litical forces, there is little political appetite in the White House or Congress
for quotas, subsidies or other such approaches to trade. On the contrary, poli-
cies are now aimed at market-opening objectives. Enforcement of domestic
Trade Laws often serves as a point of leverage in international trade negotia-
tions. Trading regimes today are characterized by objectives of openness and
multilaterality, neither of which is conducive to sector-specific bilateral market
limitations like the steel VRAs. Moreover, the Nation’s foreign policy objec-
tives are no longer tied to industrial development in other countries such that
negotiated protection is preferable to Trade Law Remedies. (An exception
would be the recent failed attempt by the Clinton Administration to achieve
AD/CVD exemptions for products from “economies-in-transition.”)
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Krueger (1995, pp. 1431ff) concludes with seven themes gleaned from her
project: (1) the question of the degree to which current trade policy is in the
national interest; (2) the role of ideas in shaping the political process; (3) the
economic determinants of political strength; (4) the role of institutions; (5) the
extent to which individual actors are “rational;” (6) the importance of industry
unanimity; and (7) the role of lobbying and organization. The experience of
the steel industry suggests that some of these would be good areas for further
study.

Krueger (1995) expresses her strongest objections to protection in dealing
with the question of national interest. She chooses the short-term cost to the
consumer as the measure of good and bad policy, and she laments that the in-
terests of the final consumer are not considered in trade policy debates. For
steel and others she says (p. 433), “protection was sought by industries experi-
encing difficulties because of a cyclical downturn.” Surely in the case of steel,
underpriced imports increasing over decades, forty percent import penetration,
worldwide overcapacity, and protected or cartelized foreign markets amount to
more than cyclical “difficulties” that would disappear with the turn of a calen-
dar page. The issue of “national interest” is a slippery concept in studying
protection. Were steel’s import restraints economically inefficient? Perhaps.
Would it have been in the national interest for the domestic steel industry to
disappear? Perhaps not. In either case, would the decisions have been eco-
nomic or political?

In discussing ideas, Krueger focuses on public opinion and the relative
persuasiveness of ideas stated in terms such as free, fairness, need, and equity.
In this context, these ideas are really the rhetoric of the political debate. The
ideas which are most important, however, are the political philosophies and
economic viewpoints that frame the policymakers’ choices. One needs only to
reflect upon the party breakdown in the votes of the ITC Commissioners on
the steel petitions, as shown in table 6.1, to conclude that only basic philo-
sophical differences could have led two groups of commissioners to come to
such clearly different conclusions about enforcing the same Trade Laws with
the same information.

TABLE 6.1. ITC Votes on Steel Petitions
Commissioner  Affirmative  Negative  Affirmative (%)

Nuzum (D) 30 14 68%
Newquist (D) 27 17 61%
Rohr (D) 24 20 55%
TOTAL 81 51 61%
Watson (R) 18 24 43%
Crawford (R) 13 31 30%
Brunsdale (R) 7 37 16%
TOTAL 38 92 30%

Source: Author’s calculations, based on data provided by Dewey-
Ballantine, LLP.
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The votes closely track with these Commissioners” known political posi-
tions and economic philosophies. What would be the effect on public policy if
one or two Commissioners were replaced by holders of different views. Or,
what might have been the outcome of the Uruguay Round if the U.S. Trade
Representative had been an economist rather than a lawyer-negotiator?

Krueger (p. 437) disdains the outcomes that derive from political strength.
“For economists concerned with framing policy” she “questions the capacity
of the political process to be constrained . . . to respond to broader interests.”
But economists do not alone frame policy, and it is this lack of appreciation
for the role of political factors which marks the inadequacy of the current
models of political economy of trade policy.

Political strength has many determinants. Understanding them can help us
to understand policy choices. The size, visibility, concentration, vulnerability,
and resources of an industry certainly can affect its political strength. But these
require a transformer—something that turns the economic factors into
strength. This could be a strong leader, a crisis of some kind, or some conflu-
ence of other political forces. The role of a forceful advocate can be defining.
In the case of steel, Bethlehem's Curtis Barnette, a committed trade policy ac-
tivist who takes a persistently strong position in favor of cffective AD/CVD
laws, is the dominant force in formulating AISI's trade policy position. Simi-
larly, Geneva Steel’s Robert Grow, the current Chairman of AISI, has forced
anticompetitive practices to the forefront of the Multilateral Steel Agreement
negotiations.

Krueger tends to view institutions as welcome constraints on the excesses
that can result from pressures of specific industries and interest groups. Cer-
tainly public institutions can play the role of arbitrator or referee of the “public
interest.” But institutions can also be advocates and political actors. In the ex-
ample of the steel industry, institutional factors may be quite important in ex-
plaining why the industry acts as it does and why the Government responds in
the ways that it does. For instance, permanent advocacy institutions have de-
veloped. Prominent trade law firms and lobbying coalitions on both sides of
the steel trade issue have become permanent players on the policy scene, for-
ever scrimmaging even in the absence of major legislative policy battles.
Similarly, some permanent staff members of key congressional committees
have trade law agendas which they continually try to advance, even in times
when industry advocates are not pressing for action. Also, organizational “per-
sonalities” are easy to identify. The positions and attitudes of the Department
of Commerce, the U.S. Trade Representative, and the International Trade
Commission are identifiably distinct, and in keeping with their functions and
constituencies.

An area where considerable research could be done is to determine the
extent to which protection helps the protected. The steel industry believes that
its protective era, particularly the period of the last and most comprehensive
VRAs, provided it with the opportunity to restructure and return to viability.
Moore and Krueger (1995) opine that the rise of domestic competition from
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minimills was facilitated by the VRAs and was the real cause of the restruc-
turing of the integrated sector. Thorough and independent analysis of this hy-
pothesis remains to be done, however.

Industry unanimity has been an enduring characteristic of the steel indus-
try in trade matters. Krueger (p. 439) is quite correct when she says that “there
will be protection when the industry is unanimous.” In the past, the companies
in the industry allied with the United Steelworkers of America (USWA) in a
unanimous position on trade and in a coordinated lobbying effort to achieve
trade objectives. Today’s industry is more diverse with minimills, specialty
steel, and pipe and tube sectors threatening to disturb this unanimity. To date,
they have all held together in a rather wary alliance but each clearly has a dif-
ferent foundation on which to base a trade policy position. The ability of the
integrated sector to continue to dominate and control steel’s trade policy
agenda is an open question. Today, for instance, the specialty steel industry
has proposed its own multilateral agreement in frustration over the stalemate
in the MSA talks. With few past subsidies to be forgiven, the specialty indus-
try is willing to concede on “grandfathering” past subsidies—a position which
the integrated sector is reluctant to take in the face of nearly $50 billion in out-
standing actionable subsides.

Finally, the role of lobbying and organizations is worth study. Why is
steel successful in promoting its interests on Capitol Hill and in the White
House? Some reasons seem apparent. First 1s persistence. The industry main-
tains a constant presence in the policy arena through the Washington offices of
its companies and its retained lawyers. They are consistently first on Capitol
Hill whenever a trade issue arises. Second is expertise. Its trade lawyers and
lobbyists are among the most skilled at developing effective strategies and en-
gaging in the arcana of Trade Law. They are experienced in trade legislative
battles and know better than their opponents the intricacies of trade policy-
making. Third, the industry still has powerful allies. The CSUSTL group, for
instance, represents a strong fobbying coalition, going far beyond steel, in sup-
port of mutual objectives. The Steel Caucus and the industry’s other Congres-
sional supporters, while perhaps not so numerous as they once may have been,
are often on the right committees and in the right leadership positions to affect
policy on behalf of the industry.

V. Steel Industry Effectiveness

Compared to the days of industry-specific protections one might conclude, as
Moore (1995) does, that the effectiveness of the steel industry has waned. But
policy effectiveness is situational. It might be better to ask how effective the
industry is in achieving its more limited policy objectives in today’s policy en-
vironment.

In terms of winning by using Trade Law Remedies, the industry has had
mixed success. The massive AD/CVD cases filed in 1992 resulted in a strong
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affirmation by the Commerce Department that dumped and subsidized steel
was present in the U.S. market. However, the eventual judgments by the ITC
gave a mixed result. Legal action has rendered only a partial success despite
the cost to the petitioning companies, and the stock market was unimpressed
with the outcome. On the day that the ITC decisions were announced, the in-
dustry lost $1 billion, or ten percent of its total stock-market valuation.

Administration policy has recently been a place of some success for the
industry, after a marked lack of effectiveness with the two preceding Admini-
strations. The Clinton White House pursued a policy of restoring strong
AD/CVD provisions in the Uruguay Round, and the final negotiations went far
towards achieving that result. However, concentrating solely on dumping, the
industry was surprised by the Administration’s decision to give the green light
to foreign subsidies that the United States had previously opposed. Clearly the
White House felt it had the political room to do this despite predictable dissat-
isfaction from steel and its allies.

On Capitol Hill, steel was effective in helping to build a coalition to sup-
port the Uruguay Round agreement, oppose attempts to weaken AD/CVD
laws, and eventually to pass the implementing legislation. And most recently,
the industry and its allies were successful in beating back attempts to weaken
AD laws through so-called “short supply” legislation. The strength and per-
sistence of the short supply advocates, however, indicate that Moore’s (1995)
observation that steel’s opposition was weak and unorganized may no longer
be the case.

And in ongoing negotiations on the Multilateral Steel Agreement, the
USTR negotiators have remained faithful to the positions advocated by the in-
dustry. Although a separate agreement for the specialty steel segment may
proceed independently, the integrated companies and USTR are aligned in
their objectives for the MSA.

VI. Conclusion

The steel industry in the United States has changed dramatically over the past
two decades and so have its trade policy preferences. Once seeking quantity
protection from imports against which it could not effectively compete, the re-
structured industry today is unprotected by industry-specific trade restrictions.
Its domestic trade policy preferences are now for fairly priced competition,
governed by the U.S. Trade Laws. The steel industry remains effective in
achieving its trade policy objectives. But the demands of the industry are more
modest than in the recent past, and success is often related to its ability to find
support among a broader industry coalition.

The models of political economy of trade policy have been found to be in-
structive but incomplete. The authors themselves admit that they have not yet
completely explained why some policy preferences emerge over others. From
the steel industry experience, it seems clear that the models have failed to un-
derstand the political side of policymaking. More work needs to be done on
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the role of advocates and institutions, the defining of political opportunities
and constraints, and the determinants of political economic choices.

Looking toward the future, it is possible to foresee a steel industry whose
trade policies address the conditions in other steel producing countries. As
world-wide overcapacity continues to plague steel markets, efforts like the
MSA to rationalize the industry through elimination of subsidies, break-up of
cartels and the closing of excess overseas production facilities will increase. At
the same time, the globally competitive U.S. steel industry can be expected to
seek international business opportunities. In so doing, its trade policy goals
may focus more on the competition and investment issues that inhibit the abil-
ity of U.S. companies to trade and invest abroad. Though this would seem to
be a change from the traditional view of steel trade policy, it is merely another
point in the continuing interaction of public policy and global steel trade.

NOTES

The author gratefully acknowledges the assistance of Evangeline Drossos, a graduate
student at the University of Michigan School of Public Policy. The research, analysis,
findings and opinions in this paper are the work of the author and do not directly or by
implication represent the views of his employer or of the domestic steel industry.

! The terms “fair and “unfair” appear frequently in this paper. In most instances, as in
this citation, the reference is to the provisions of U.S. trade laws which determine
whether imports are actionable, such as being priced below cost or below the home
market price. At other times, however, the terms “fair” and “unfair” are value-based
and are used to persuade, founded on the idea that competition should occur on a level
playing field. The present author notes that other normative terms, often referring to
notions of good and bad public policy, frame much of the discussion by the authors
whose models are discussed later in this paper. The question of the level playing field is
an interesting concept in itself, Is this a peculiarly American idea that does not charac-
terize the rules of competition for other nations?
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CHAPTER 7

U.S. Trade Policies for the Textile and
Apparel Industries: The Political
Economy of the Post-MFA Environment

Robert E. Scott

L Introduction

Textiles and apparel have received the highest levels of persistent, long-term
protection afforded to any U.S. manufactured products in the post-World War-
IT era. The first cotton textile quotas were negotiated with Japan in 1937 (Fin-
ger and Harris 1996, p. 205) and the Multi-Fiber Arrangement (MFA), which
ultimately replaced these quotas, will be in effect for another 10 years under
the Uruguay Round trade agreements. Cline (1990, p. 191) estimated that the
average equivalent level of protection in 1986 (tariffs plus the tariff equivalent
of quotas) was 53% in apparel and 28% in textiles. In contrast, according to
Hufbauer et al. (1986, p. 256) the Voluntary Restraint Agreements that limited
Japanese auto exports to the United States beginning in 1981 resulted in an ef-
fective level of protection of approximately 11%."

The political economy of the MFA, the preceding Long Term Arrange-
ment (LTA) and its antecedents have been extensively studied. Finger and
Harrison (1996) emphasize the role of administrative protection, including the
escape clause and section 22 of the Agricultural Adjustment Act of 1935 as
well as presidential politics, all of which led tg the negotiation of a series of
Voluntary Export Restraints (the LTA and the MFA). Examining product-level
data, they found that both import competition measures and the statutory crite-
ria for imposing a quota under the MFA are useful in explaining: (1) whether a
quota exists; and (2) how the size of the quota changes over time. They con-
clude (p. 245) that products were more likely to be protected if they were
made by sectors with “fewer employees, more plants, lower wages, lower
profits, falling investment, higher import penetration and larger plant sizes,”
and if the imports originated in the richest developing countries (e.g., Hong
Kong and Taiwan). Structural and geographic concentration helped limit free-
rider problems and build key congressional support. In general, protection was
found to be comprehensive but increasingly leaky, especially in the 1980s.
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Destler (1996) has commented that Finger and Harrison’s model did not
adequately explain recent changes in trade policy in these sectors, nor shifts in
the strategies of key participants. The interests of textile and apparel producers
began to diverge in the 1960s, as the textile producers experienced rapid pro-
ductivity growth, growing exports and a relatively stable trade deficit and em-
ployment levels. Apparel production was much more vulnerable to import
growth, particularly during the 1980s, when import penetration nearly trebled
(Finger and Harrison 1996, p. 224).

These differing experiences led to a divergence in the political positions
of the textile and apparel industries according to Destler (1996, p. 257). This
had two distinct consequences. First, the textile and apparel industries split on
the North American Free Trade Agreement (NAFTA), with textile producers
(as represented by the American Textile Manufacturers Institute, ATMI) sup-
porting NAFTA in exchange for special provisions designed to encourage U.S.
textile exports to Mexico (the “triple transformation” test regarding the origin
of fibers in North American Apparel), while the apparel manufacturers and the
unions were united in their opposition to NAFTA.

The second major consequence of the political split between textile and
apparel producers was a change in strategy which contributed to the elimina-
tion of the MFA in the Uruguay Round. Prior to the mid-1980s, the two in-
dustries used their power in Congress to block approval of fast-track authority
for multilateral trade negotiations until they were guaranteed that the MFA
would be protected.” In the late 1980s the two industries changed strategies,
and attempted to move formal quota legislation, which passed Congress and
was vetoed on three separate occasions. However, they did not mount a sig-
nificant effort to block fast-track authority for the Uruguay Round.

Destler (1996) suggests that these changes in textile/apparel strategy were
the result of either: (1) the misguided influence of a few textile executives; or
(2) the waning political influence of these industries. The next section of this
paper proposes some alternative theories to explain the shifting trade strategies
of textile and apparel industries in the last decade. The effects of NAFTA and
its implications for textile and apparel interests are considered thereafter. The
paper concludes with a discussion of issues for the future, including the role of
organized labor and strategies for addressing new issues in trade such as inter-
national labor standards.

Il. Sources of Variation in Textile and Apparel Strategies

The declining political power of textile and apparel producers, combined with
the rising power and activism of apparel retailers are the most likely sources of
the changing strategies of the textile/apparel complex. This section discusses
three sources of evidence that illustrate these points,
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Declining Democratic Power in the South

Finger and Harrison (p. 246) note that ability of the textile and apparel indus-
tries to obtain protection reflected the simultaneous concentration of political
and economic power in the Southern states. In 1962, when the LTA was com-
pleted, Democrats from the South held more than half the chairs of standing
committees in both the U.S. House and Senate. In addition, the textile and ap-
parel industries provided a large proportion of the manufacturing jobs in many
southern states. Thus the representatives from this region had both reason and
ability to support these industries’ requests for special protection, during the
period when the LTA and the MFA were negotiated, 1962 to 1972.

Both of these measures of support declined sharply in the 1970s and
1980s. Figure 7.1 reports the Democratic Party strength in eight major regions
of the country. In general, these graphs show declining Democratic strength in
the south, the border states, and the Rocky Mountain Region, and level or ris-
ing support for Democrats in the rest of the country. Democratic shares rise
sharply in New England and the Plains states in this period.

Early in this century, the Republican party was more isolationist than the
Democrats, who generally favored free trade. The regional realignment of the
Democratic Party’s base in the 1970s and 1980s was also associated with a
shift towards more concern about the loss of manufacturing jobs and the need
to pursue fair trade policies. The NAFTA vote in the House is a particularly
useful indicator of current party views on trade, because the vote was rela-
tively close (ex-ante, at least). Table 7.1 shows that 60% of Democrats op-
posed NAFTA, while 75% of Republicans supported the Agreement. The
President needed Republican support to obtain approval of the agreement. The
historical positions of the parties on trade have reversed in the past few dec-
ades.

The sharp decline in the power and influence of Southern Democrats,
combined with the strong support of the Republicans who replaced them for
free trade policies, undermined the Congressional base of support for the
MFA. It is interesting to note that the textile and apparel industries also pur-
sued divergent approaches in the Uruguay Round negotiations. Some members
of the textile industry sought textile market access concessions from develop-

TABLE 7.1. NAFTA Vote in the U.S. House of Representatives,

November 1993
Number of Representatives Voting Shares of Each Party’s
Vote
Anti-Nafta  Pro-Nafta  Total  Anti-Nafta Pro-Nafta
Democrat 156 102 258 60.5% 39.5%
Republican 43 132 175 24.6% 75.4%
Totals 199 234 433 46.0% 54.0%

Source: Mishel and Teixeira, (1993, table 1).
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ing countries, in exchange for acquiescing in the phase-out of the MFA. Once
again, the apparel industry and domestic unions fought an unsuccessful battle
to keep these industries out of the GATT.

Falling Employment Shares

The changing industrial structure of the United States, and of the key apparel
and textile producing regions in particular, also played a role in the decline in
support for the MFA. Figure 7.2 reports the textile and apparel shares of total
non-farm employment for these regions. Two trends in these data may help
explain the intertemporal variation in support for the MFA.? First, the share of
employment in the South rises in the 1950s and 1960s and then begins a secu-
lar decline in the early 1970s. The fall in employment shares reflects both ris-
ing imports and the general growth of employment in services and other non-
traded goods during this period.

The second important trend is the sharp decline in the employment share
of these two industries in New England. The sharpest decline occurs in the
1950s, as the industry moved to the South. This sharp decline probably gener-
ated support for the initial LTA with Japan in 1962 among legislators repre-
senting displaced textile and apparel employees in the Northeast. The rising
employment share in the South in the 1960s and 1970s helps explain the sup-
port of the leadership of Southern delegations in applying pressure on the ex-
ecutive branch to negotiate and tighten the MFA. However, the sharp decline
in the importance of employment in these industries through the 1970s and
1980s irl the South undermined the natural base of support for protectionist
policies.

Increasing Concentration in the Retail Clothing Industries

At the same time that the base of support for textile and apparel protection was
declining in the South and other producing regions, there was a concomitant
increase in the market power of apparel retailers. One result of increasing re-
tail concentration was the growth in the oligopsony power of apparel retailing
firms. The most important implication of buyer-market power for our purposes
is that it allows apparel retailers to price discriminate between imported and
domestic suppliers, paying them different prices for very comparable products.
For example, a shirt that costs a few dollars to make in China will often be
sold in U.S. stores for $40 or more. This markup is not justified by quota rents
and tariffs, which add at most 50 to 60% to the delivered cost of the product.
Recent changes in information technologies, declining shipping costs and
changes in consumer incomes and tastes appear to have resulted in substantial
changes in the structure of retail apparel markets. Very high profit levels have
been sustained in some segments of the industry, where price-cost margins
have also been increasing.
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Growing concentration in retailing has increased both the resources avail-
able to retailing interests, and also their direct financial interest in the elimina-
tion of the MFA system.5 One study (Scott and Lee 1991, p. 27) predicts that
imported apparel prices would fall by only 10%, much less than the 34.6%
Cline (1990, p. 191) predicts in his study of the costs of protection in this in-
dustry.® Retail prices in Scott and Lee’s model fall less than in Cline’s model
because apparel retailers capture most of the rents resulting from the elimina-
tion of quota rents and tariffs. As a result, Scott and Lee estimate that the con-
sumer costs of apparel protection in 1986 were $3.7 billion, versus Cline's es-
timate of $17.6 billion.

From a political economy perspective, the estimated effects of quota
elimination on apparel retailers is even more revealing. Scott and Lee estimate
that domestic retailers and distributors of apparel would capture $1.9 billion in
quota rents, and $6.8 billion in lost tariff revenues, amounts that would be
transferred to consumers in the Cline model. These are substantial incentives
for large retailers to lobby to eliminate protection.’

Concentration levels have increased since 1972 in most major channels, as
shown in table 7.2, which reports the market shares of the 8 largest apparel
retailing firms. The department store segments, where concentration is par-
ticularly high, sold large shares of all clothing in 1992.% Increasing retail mar-
ket power created pressure to eliminate the MFA.

lil. The Political Consequences of NAFTA

NAFTA has not provided the expected stimulus to U.S. textile exports, as
shown in figure 7.3, which reports trends in U.S. imports, exports and the trade

TABLE 7.2. Industry Concentration Ratios by Store Type (8-firm)

Men and
Boys Women’s Family

Department Wear Clothing Clothing Shoe
Year Stores Stores Stores Stores Stores
1992 71.2 27.4 354 523 473
1987 66.0 18.2 30.0 437 442
1982 57.8 13.4 28.2 323 37.6
1977 56.8 12.5 16.2 293 30.4
1972 51.4 13.6 15.7 24.6 27.6

*Addenda: Subcategories of Department Stores in 1992:

Conventional 78.3
Discount/mass merchandise 87.9
National Chain 100

Source: U.S. Census of Retail Trade: Subject Series, 1972, 1977,
1982, 1987, and 1992.



sa6l €661 (L] 6861 LRAL $861 €861 s661 ta6l Tonl axal AL SRl £RA1
BaO 00T

[ 000’007 DOHAON'Z~

4]

F oawom1-
napanT
[t
F o000y
[ D000
[ oov'oos
F o0moo | F oovaoos

(s1e((op Jo spuesnoy)) (sJe|jop jo spuesnoys)
epel| [esreddy epeued-"gn opel| [areddy ooxen-'S'N

‘(g2 pue gz s10108S UoHEDISSED [EUISNPU| pJepUER)S Ul salsnpul)
S661-€861
‘saunod V14VN 34l yum spel] jaseddy pue ajnxal "s'n g2 ainbiy




‘uone|idwon [epads
‘uoneliSIuILIPY SpRI} [eUCHEBUISW| ‘Botewwo) jo juawyedeq ‘SN :92IN0S

_ (N-X) OUR[RG AR [ e SHOAXT e e eeee suodwy

s6R1 £661 I6al 6RG1 LR61 sE6l £R61

0 gesl  Eesl  lesl 688l /881 §861 €8sl
0

* T o000t
oup
[ 000002
[ noo'ony
I 000008
[ oov'ong
I o00'00F

I 00000S

I 000009

I co000£
P L 000008

000006

(sJe(iop Jo spuesnoyy) (s1e||0p J0 spuesnoyl)
8pel} s|xs | BpeURD-"§N epei] 8|IIXa L 0OXBN-"S N



156 Constituent Interests and U.S. Trade Policies

balance for textiles and apparel, with Mexico and Canada.® After rising in
1994, U.S. textile exports did not increase in 1995, in the wake of the peso cri-
sis, while imports nearly doubled. As a result, the bilateral trade surplus in this
sector declined by about $150 million. Apparel imports, on the other hand,
surged by 28%, after growing only 18% in 1995 (in nominal terms).

There was no significant change in textile or apparel trade balances with
Canada in the post-NAFTA period. The United States has a substantial trade
surplus in textile trade with Canada. Wages in the United States and Canada
are much closer than those in the United States and Mexico. The United States
lost approximately 12,000 jobs in the textile, apparel and related industries in
1995, alone, because of the declining trade balances with Mexico in these two
sectors (Scott 1996, p. 3).

Thus, textile manufacturers have failed to realize the expected gains in
exports to Mexico under the NAFTA. Despite these results, the industry is ex-
pected to support proposals to provide “NAFTA parity” to countries in the
Caribbean Basin.'” The results reported in figure 7.3 suggest that the split in
the trade strategies of the textile and apparel industries may not be in the best
interest of either sector."’

1V. Labor Rights at Home and Abroad: New Approaches

In the post-Uruguay Round era labor unions and others have accelerated their
efforts to obtain the inclusion of enforceable labor rights in the GATT. The
United States raised this issue unsuccessfully at the first WTO ministerial
meeting in Singapore, in December 1996. In the United States, labor rights
have been the subject of a new approach involving unions, consumers, gov-
ernment officials and apparel retailing firms. The issues involved include the
conditions in “sweatshops” in the United States, especially in New York and
California, and abusive labor practices in foreign garment factories, including
child labor, physical abuse and forced labor."

In the United States, campaigns have been organized by non-profit activ-
ists, such as Charles Kernaghan, Executive Director of the National Labor
Committee and the Education Committee in Support of Worker and Human
Rights in Central America. In a series of “actions,” Kernaghan involved celeb-
rity Kathie Lee Gifford because of her endorsement of a line of clothing made
for Wal-Mart in New York and Honduras. Gifford met with Labor Secretary
Reich and was ultimately recruited to support third party inspections and
global corporate responsibility for worker rights."?

Sweatshop campaigns, involving firms such as The Gap and Kmart, rep-
resent a new approach to obtaining protection, along several dimensions. First,
unions and non-profits are seeking to obtain trade relief for the industry by
improving international labor rights, and making them enforceable through the
WTO (and ultimately, through an increase in organizing and collective bar-
gaining in developing countries). Second, the campaigns use celebrities and
consumer pressure to influence government and corporate behavior. Finally,
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and most importantly, these campaigns are designed to motivate apparel retail-
ers to support global, enforceable labor standards, so as to alleviate pressures
from corporate campaigns. In the absence of national regulation and interna-
tional labor standards, apparel retailers and design/import firms will confront
serious free-rider problems. Firms that enforce higher labor standards (e.g.,
pay higher wages) may find it difficult to compete with firms that fully exploit
unregulated labor markets, or labor standards that cannot be adequately en-
forced, as in the United States Thus these campaigns are explicitly designed to
change the interests of participants in the political processes affecting the tex-
tile and apparel industries.

V. Conclusions

This section will summarize the findings pertaining to textiles and apparel.
First, it is clear that the objectives of labor and the industries represented have
shifted significantly in response to changes in the political environment over
the past few decades. The split between the textile and apparel industries has
weakened both in the trade policy arena. The textile industry may wish to re-
consider its position, in view of the apparent failure of its NAFTA strategy. In
the wake of the Uruguay Round and the planned elimination of the MFA, la-
bor has shifted its emphasis to international workers rights, standards and en-
forcement. It remains to be seen if this strategy will be successful, in view of
the opposition of many developing country governments. However, it should
be noted that the European Union is also taking steps to support inclusion of
labor rights in the WTO agenda.

Second, the objectives of these groups are identified and promoted
through well organized unions and trade organizations. Each of these are under
pressure to change. For example, the two leading unions in these sectors in the
United States recently merged to form the Union of Needle Trade, Industrial
and Textile Unions (UNITE).

Third, the objectives of the groups discussed here do appear to conform to
the models of the political economy of trade policy. The decline of the textile
and apparel industries, in relative and absolute terms, and changes in the re-
gional political structure of the United States have greatly weakened the ability
of these groups to maintain the old trade policy regime (the MFA).

Finally, the findings here suggest some questions about the effectiveness
of strategies employed by the participants, as noted above. Texlile producers
have recently relied on reciprocal bargaining to obtain greater access to foreign
markets in exchange for their consent to phasing out the MFA. It remains to be
seen if this strategy will yield benefits in terms of domestic output, employ-
ment or firm profits. Recent success stories in the areas of labor rights are only
a first step in the direction of reducing the differences in labor costs between
developed and developing countries. The loss of jobs and output in U.S. tex-
tiles and apparel is likely to continue and accelerate over the next ten years, as
the MFA is phased out and trade with Mexico and the Caribbean expands.
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This paper also challenges the assumptions of the literature on the costs
and benefits of textile and apparel protection (e.g., Cline). The usual story told
is that consumers pay a huge bill to support the jobs of a few thousand workers
in these sectors. A more accurate picture is that gains to consumers from
eliminating the MFA will be smaller ($3 billion per year), and that apparel re-
tailers and contract design/import firms will capture most of the resulting
benefits ($8 to $9 billion per year), as suggested above. In addition, hundreds
of thousands of textile and apparel workers will be displaced. Many of these
workers will experience a reduction in earnings when they are reemployed,
while others will drop out of the labor force altogether." In this circumstance,
it is likely that permanent losses to these workers will exceed efficiency gains
to the economy from eliminating the MFA. From a distributional point of
view, the elimination of the MFA may prove to be much more costly than
most economists have predicted.

NOTES

! Hufbauer (1986, pp. 256-58) review other estimates of the effects of the VRAs which
range from 2.4% to 15.3%. In an extensive review of more recent literature, Nelson
(1996, p. 152) finds estimates of the consumer costs of protection which range from $1
billion to $14 billion. The latter figure includes the effects of quality upgrading. Huf-
bauer et al. estimate that protection cost consumers $2.4 billion in 1984.

% The industry also used other measures to block completion of the Kennedy and Tokyo
Rounds, until it was assured that the industry’s trade goals would be satisfied (Destler
1996, p. 258).

3 The data in Figure 7.2 are from the Bureau of Labor Statistics Establishment data se-
ries for states and areas. There are problems with coverage at the industry level, which
explain the discontinuities shown in the early 1970s in most of these charts. In particu-
lar, in the South, North Carolina (textiles and apparel) and Tennessee (textiles only) do
not report employment data prior to 1972; in the Mid-Atlantic, Pennsylvania does not
report any data prior to 1972; in the Border states, Maryland begins reporting some data
only in 1970; in the Border States, Kentucky begins reporting in 1969 (textiles) and
1972 (apparel); and in the Pacific, California only begins reporting in 1972. In most of
these cases employment is very substantial (often close to 100,000 workers).

4 Charles McMillion of MBG Information Services in Washington, D.C. first pointed
out the importance of changing industrial structure in conversations with the author,

5 For example, Leslie Wexner, Chairman of the Limited (Women's Apparel Retailing
Chain) became an active opponent of the MFA in the early 1990s, writing op ed pieces
in major newspapers (e.g., The Washington Post).

® The oligopsony model in Scott and Lee also predicts even smaller estimates of the ef-
fects of eliminating the MFA on apparel of domestic origin than does Cline (2.6% vs.
18.9%).
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? Although overall profit levels in some parts of the retailing industry are quite low (es-
pecially Department stores), many specially retailers, such as Liz Claiborne and The
Limited have enjoyed exceptionally high profit and growth levels. Scott and Lee (1991,
pp. 13-14) also note that leases and rent are an especially large share of costs for some
retailers. This suggests that access to retail space may be a critical barrier to entry in
retailing, and that owners of shopping malls may be capturing some of the rents avail-
able in this industry,

8 Note that the data in Table 7.2 understate the effects of concentration because most
apparel markets are regional and the data reported are national. Concentration in many
regional markets is probably higher.

¥ NAFTA took effect on January 1, 1994.

" NAFTA parity proposals are expected to be put forward by the administration in
early 1997. These measures would allow countries that have participated in the U.S.
Caribbean Basin Initiatives (CBI) in the 1980s to obtain access to U.S. markets on the
same terms as Mexico, under the NAFTA. Apparel producers would be the main bene-
ficiaries of these CBI Parity proposals. Under the terms of the NAFTA, apparel tariffs
and quotas are to be gradually removed, over a period of 10 years.

! Note, however, that some of the new textile imports from Mexico may be products
from new plants owned by U.S. firms. Thus NAFTA could benefit some textile pro-
ducers, through FDI, while reducing employment and output in the United States. Ex-
amination of textile production in U.S. owned plants in Mexico is an important area for
future research.

12 See, for example, Falk (1996, p. A31) and Sanchez (1996, p. A30).
1* Bearak (1996).

14 Many of the textile and apparel workers in the South are female and members of mi-
nority groups living in rural areas where alternative employment opportunities are se-
verely limited (Scott and Lee, 1991, pp. 39-40).
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CHAPTER 8

The Representation of Economic
Interests in U.S. Semiconductor
Trade Policy

Douglas Irwin

l. Introduction

The U.S. semiconductor industry does not neatly fit the standard model of an
import-competing sector that presses the government for relief from foreign
competition. The Semiconductor Industry Association (SIA), for example, led
a successful push in the early 1980s to eliminate all tariffs on semiconductor
products entering the United States and Japan.

Instead, the SIA’s main trade-related complaint has concerned its allega-
tion that Japan’s market is unfairly closed to foreign products. The SIA for-
mally requested government assistance in addressing this grievance when it
filed a petition under Section 301 of the Trade Act of 1974 with the Office of
the U.S. Trade Representative (USTR) in 1985. But because no overt govern-
mental trade barriers were in place, the remedy sought and obtained to in-
crease U.S. exports was an unusual one. Japan adopted a “voluntary import
expansion” (or VIE) and committed itself to encourage greater domestic con-
sumption of foreign-produced semiconductors through a market share target.
Despite the controversy surrounding this measure, the market share target sur-
vived as a part of U.S. trade policy for a decade, having been perpetuated by
three different U.S. Trade Representatives serving under three different presi-
dential administrations.’

At the same time, certain producers in specific product areas (notably
memory chips) have been beset by import competition. As a result, sporadic
antidumping actions have also been a feature of U.S. trade policy toward the
industry. These actions have not generally been supported by the industry
overall (the SIA, for example, has taken no formal position on them) and were
vociferously opposed by downstream users of semiconductors, most impor-
tantly computer manufacturers.

This paper analyzes how various groups (semiconductor producer and us-
ers and the government) interacted in the political realm in the determination
of policy.? Section I discusses the organization of the semiconductor industry
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and its effect on trade policy lobbying efforts. Section III describes the eco-
nomic and political factors shaping the industry’s trade policy agenda in the
1980s. Section IV covers the negotiation of a trade agreement with Japan in
1986. Section V considers how semiconductor user industries influenced the
agreement’s 1991 renegotiation and its eventual expiration in 1996. Section VI
concludes the paper.

Il. Industry Organization and Trade Policy Interests

Semiconductor production is generally a high fixed cost, low marginal cost
business. Rapid technological change and short product-life cycles also make
it a risky one in which firms have a relatively short period in which to earn
sufficient profits to recover their generation-specific R&D and capital invest-
ments. These distinctive aspects of the semiconductor industry give most firms
an interest in obtaining government policies that will reduce the costs and risks
of operating in the sector: more favorable tax treatment for R&D, relaxed an-
titrust restrictions on joint research ventures, greater patent protection for chip
designs and innovations, and so forth.?

The Semiconductor Industry Association (SIA) was formed in 1977 to
promote these common interests.* The SIA was initially composed of “mer-
chant” firms, which tend to be small, less diversified firms that sell semicon-
ductors to other users. The SIA broadened its membership in 1982 to include
vertically-integrated “captive” semiconductor producers, such as IBM, Hew-
lett-Packard, Digital Equipment Corp., and AT&T. Captive producers added to
the political standing of the SIA and moderated the SIA’s stance on trade pol-
icy. Merchant firms, who potentially benefit from diminishing import compe-
tition and maintaining high prices for semiconductors, were forced to arrive at
an industry consensus on policy positions with captive firms, who are likely to
be net purchasers of semiconductors and benefit from low prices.

As an institution, the SIA is extremely small: in 1992, the entire SIA staff
consisted of just 13 people, seven professionals and six office personnel. The
members of the SIA deliberately created a small organization and located it in
San Jose, California (not in Washington, D.C.) to ensure close contact with in-
dustry. While the SIA is the main forum for coordinating and implementing
industry political efforts, the individual companies themselves are mainly en-
gaged in carrying out these activities rather than the association as an inde-
pendent entity.” The SIA has also subcontracted some of its policy activity to
the law office of Dewey Ballantine to gain the counsel of politically astute
Washington insiders.

Although current U.S. trade laws enable individual firms to seek import
relief even in the absence of collective action by the industry, the factors influ-
encing the latter remain important. The theory of political action often associ-
ates the cost and benefits of organizing collectively to the geographic and ece-
nomic concentration of the industry. According to the 1987 Census of Manu-
factures, about a third of U.S. semiconductor employment was located in
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California, with Arizona, Texas, and New York accounting for another third.
Because of its concentration in “Silicon Valley,” industry leaders know each
other well and can easily capture the attention and services of California’s
powerful congressional representatives.

In terms of overall economic size, the industry is not negligible: In 1989,
the value of U.S. semiconductor industry shipments was $25.7 billion and total
U.S. employment was 184,000 (roughly 1.3 percent of total manufacturing
employment). A handful of moderately sized firms, such as Intel, Motorola,
Texas Instruments (TT), Advanced Micro Devices (AMD), have been the bul-
warks behind the industry’s political action. Other firms that have influenced
trade policy include the then largest semiconductor producer in the world,
IBM, and one of the smallest, Micron Technology, which specialized exclu-
sively in DRAMSs.

The theory of international trade points to the economic interests of vari-
ous factors of production, such as labor and capital-owners, in shaping the
configuration of trade-policy lobbying. The more specific and immobile are
labor and capital in a given sector, the more their fate is tied to the fortunes of
that sector and the more likely they are to seek protective government policies.
In the many congressional hearings held on semiconductor industry policy in
the 1980s, testimony was taken almost exclusively from corporate executives
and industry officials, not labor representatives. The apparent lack of political
activism among semiconductor workers can be explained by evidence that
many of them have skills useful in various related industries, thereby ensuring
that labor is mobile across the high technology sector; i.e., they do not have a
particularly strong stake in the fate of semiconductor firms per se as long as
other high technology sectors are performing well.®

Management, the principal capital-owners in the industry (merchant firms
were not uncommonly still dominated by their founders), was mainly respon-
sible for the industry’s political action.” Yoffe (1988) argues that the high de-
gree of personal involvement in lobbying by CEOs and upper management
commanded respect among politicians and gave them access to policymakers
at higher levels of government than the ordinary staff of an industry associa-
tion could normally achieve.

The most important product designed and manufactured by the semicon-
ductor industry is the integrated circuit, which includes logic chips (for arith-
metic and decision-making functions), microprocessors (the central processing
unit in computers), and various application-specific integrated circuits (con-
figured for particular user needs). These products generally perform quite dif-
ferent functions and are imperfect substitutes for one another. Yet part of the
trade dispute in the 1980s centered on a unique set of digital integrated cir-
cuits—memory chips—which are primarily used in computers to store and re-
trieve data in various forms. Dynamic random-access memories (DRAMs), for
example, are a standardized product and almost perfectly interchangeable re-
gardless of which firm produces them. Consequently, competition in this
“commodity chip” market is particularly intense.®
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1. The Semiconductor Industry’s Trade Policy Agenda

In the 1980s, the U.S. semiconductor industry sought government assistance to
deal with two problems it had with competition from Japan’s industry. First,
the SIA argued that Japan’s market was unfairly closed to the sale of foreign
semiconductors. Second, merchant firms (but not the SIA itself) periodically
complained about the “dumping” of semiconductors by Japanese producers.

Market Access

Prior to 1975, imports of semiconductors into Japan were restricted by formal
quotas and prior approval requirements, and foreign investment was so strictly
regulated as to be essentially forbidden. Although these restrictions were liber-
alized in 1975, after which few formal governmental trade barriers remained in
place, the U.S. share of Japan’s market scarcely budged. Supported by evi-
dence that was necessarily anecdotal, the SIA claimed that informal nontariff
barriers lingered in Japan after 1975 and that MITI used active countermea-
sures to undermine the liberalization. (Other explanations for the failure of the
formal liberalization to alter the U.S. share include the different structure of fi-
nal demand in Japan and the importance of long-term relationships there.)

Section 301 of the Trade Act of 1974 gives U.S. exporters the ability to
request that the government act on their behalf against foreign unfair trade
practices. In the mid-1980s, it had been used to attack only government poli-
cies (unlike the antidumping laws which relate to the prices charged by private
firms). Therefore, the SIA pinned the blame for the lack of market access
squarely on the Japanese government, and only partly on the behavior of pri-
vate firms or the structure of Japan’s market. The SIA (1983, p. 6) described
the remedy it felt was appropriate:

“U.S. firms must receive real, not ‘cosmetic’ market access, reflected in
significantly greater participation by U.S. firms in the Japanese market. This
will require an affirmative action program to normalize competition in Japan.
The Japanese government should establish necessary programs to see that this
result is achieved.”

Dissuaded by the Reagan administration from filing a Section 301 petition
in 1982, the SIA did so in 1985 under different circumstances (mainly the ad-
ministration’s view of market opening). The petition provided circumstantial
evidence of market barriers in Japan: despite high shares in third markets, the
U.S. share of the Japanese market remained fixed near 10 percent for a decade.
The SIA suggested that Japan’s government condoned anticompetitive prac-
tices and undertook active countermeasures to undermine the 1975 liberaliza-
tion. These actions denied U.S. firms “fair and equitable market opportuni-
ties,” and therefore were ‘‘unreasonable” under the meaning of Section 301.
The SIA requested relief in the form of an “equivalence of market participa-
tion” in the Japanese market.
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Dumping

The U.S. industry was buffeted by several shocks in the 1980s: greater capital
investments by Japanese firms (partly, the SIA alleged, due to industrial pol-
icy), the large appreciation of the dollar on foreign exchange markets, and a 20
percent contraction of the semiconductor market in 1985. The latter was par-
ticularly concentrated on the DRAM market: sales slumped 60 percent because
domestic shipments of microcomputers, which had increased by a factor of
five between 1981 and 1984, fell 8 percent in 1985. As a result, DRAM prices
plummeted, giving rise to the “dumping” charge.

The SIA never filed an antidumping complaint because captive producers
opposed higher tariffs on semiconductors. But the issue was forced by a small
semiconductor firm that (at the time) was not even a member of the SIA—Mi-
cron Technology of Boise, Idaho. In 1985, Micron filed an antidumping com-
plaint against four principal Japanese exporters of 64K DRAMs—NEC, Hi-
tachi, Mitsubishi, and Oki—alleging that these firms had been dumping
DRAMs in the U.S. market. While the SIA remained formally neutral in the
antidumping process, AMD, Mostek, Motorola, National Semiconductor, TI,
and Intel all indicated their support for the petition during the investigation by
the U.S. International Trade Commission (USITC).

Merchant members of the SIA soon followed suit: later that year Intel,
AMD, and National Semiconductor filed for antidumping action against im-
ports of erasable programmable read-only memories (EPROMs) from Japan,
aimed primarily at Hitachi, Mitsubishi, and Fujitsu. In a highly unusual move,
the Department of Commerce soon self-initiated an antidumping investigation
into 256K and higher generations of DRAMSs. This action demonstrated the
government’s support for the industry’s efforts to prevent Japan from domi-
nating the memory chip market.

IV. The Semiconductor Trade Arrangement of 1986

Trade relief is not just a function of an industry’s demands, but also of the
government’s willingness to “supply” the demanded policies. In 1985-86, the
U.S. government was willing to do so. Facing pressure from trade-sensitive
industries and the Congress due to the gaping trade deficit, the Reagan admini-
stration used “market-opening” initiatives (such as self-initiated Section 301
actions) to divert protectionist pressure from efforts to close the U.S. market
toward opening foreign (particularly Japan’s) market.

Since no party (with the possible exception of Micron) had an interest in
seeing the United States impose Section 301 sanctions or antidumping duties,
U.S. and Japan government representatives sought to settle both the Section
301 and antidumping cases through negotiations. Trade law specified a strict
date (outside the administration’s control) for the rendering of the antidumping
decisions, and this became the fixed endpoint to the talks. The STA wanted two
things from the negotiations: an end to “dumping” on a worldwide basis and
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“real” market access in Japan. Any agreement that just prevented dumping in
the United States would be undesirable (given that the SIA could not make the
antidumping petitions go away); this would not only make the United States a
“high-price island” of semiconductors to the detriment of domestic user-
industries, but (more directly in the SIA’s interest) would harm the sales of
U.S. firms in third markets as Japan shifted its sales elsewhere. The SIA also
required not just better opportunities for sales in Japan, but the actual realiza-
tion of sales (“the cash registers must ring,” as it was put at the time) to be as-
sessed by a quantitative appraisal of market access. USTR, the agency respon-
sible for overseeing the negotiations, wanted any agreement that satisfied the
SIA—including the ending of dumping in third markets, which it had no
authority to negotiate. Japan (represented by the Ministry of International
Trade and Industry, MITI) wanted an agreement with no specific promises.

Large preliminary antidumping findings and a material-injury decision by
the USITC strengthened the bargaining position of U.S. negotiators: Japan had
to settle the case to avoid the automatic and non-negotiable imposition of these
duties, as well as possible 301 sanctions. In the end, Japan capitulated and
largely acceded to most of the U.S. negotiators’ (i.e. industry’s) demands, al-
though there was considerable ambiguity as to the exact obligations of Japan’s
government and an inexact timetable for achieving the objectives of the
agreement.

Under the 1986 Semiconductor Trade Arrangement, Japan agreed to take
actions that would end dumping in the United States. Based on Japanese pro-
duction cost data, the Department of Commerce would determine company-
specific price floors each quarter and provide this information to MITI for en-
forcement. The agreement stipulated that “the Government of Japan will take
appropriate actions . . . to prevent exports at prices less than company-specific
fair value.” Despite the U.S. understanding that Japan was also obligated to
prevent dumping in third country markets, the agreement makes no explicit
statement of the Government of Japan taking “appropriate actions” to prevent
dumping elsewhere. MITI later denied responsibility for preventing third
country dumping, and the General Agreement on Tariffs and Trade (GATT)
subsequently ruled that any monitoring of third-country exports was illegal.

How did U.S. negotiators handle the SIA’s demand for specific targets for
increased market access (i.e., sales) in Japan? Many agencies within the
Reagan administration resisted specifying an exact import market share be-
cause it smacked of managed trade and raised questions of how Japan could
implement such targets. The official text of the 1986 agreement simply states
that “the Government of Japan will impress upon the Japanese producers and
users of semiconductors the need to aggressively take advantage of increased
market access opportunities in Japan for -foreign-based firms which will im-
prove their actual sales performance. Both Governments agree that the ex-
pected improvement in access should be gradual and steady over the period of
this Arrangement.” An infamous, secret side-letter to the final agreement,
however, explicitly mentions a 20 market share target.®
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Having made these commitments, Japan now faced the burden of making
the agreement work. To prevent dumping, MITI did the only thing it knew
how to do—reduce the quantity of semiconductors exported in an effort to
raise export prices sufficiently. MITI essentially imposed an “antidumping
VER”—a voluntary export restraint designed to meet a price target rather than
a quantitative target, and therefore inherently more difficult to administer.
MITI issued Supply and Demand Forecasts to provide targeted production lev-
els and induce firms to trim output. These guidelines and regulations were at
first ignored, and MITD's initial efforts to prevent dumping in third markets
were not fully successful.

To monitor the market access provisions of the 1986 agreement, the SIA
focused on the foreign share of the Japanese semiconductor market. As this
share remained roughly constant at 8.5 percent through 1986, the SIA deemed
this as evidence of Japan’s noncompliance. Although this share rose to 9.0
percent in the first quarter of 1987, preparations had already begun for U.S.
retaliation against Japan for failing to live up to the agreement.

By early 1987, MITI’s export controls on sales to the United States suc-
ceeded in preventing “dumping,” but the SIA renewed its complaints about
dumping in third markets and about the lack of movement in its market share
in Japan. Fearing a backlash on Capitol Hill, which around this time had been
considering the Gephardt amendment, the Reagan administration gave Japan
60 days to demonstrate that it was enforcing the agreement. In March 1987,
the Senate passed by 93-0 a non-binding resolution, introduced by Senator
Pete Wilson (R-CA), calling on the administration to force compliance with
the trade agreement. In one of the most dramatic events of post-war U.S. trade
policy, President Reagan soon imposed 100 percent tariffs on $300 million
worth of laptop computers, desktop computers, televisions, and power tools
imported from Japan. According to administration calculations, $135 million
of the retaliation was for the injury suffered by domestic firms from continued
third country dumping, and $165 million for lack of progress in increasing the
foreign market share."

V. Towards the 1991 and 1996 Agreement Revisions

By the end of its first year of operation, the semiconductor agreement suc-
ceeded in ending Japanese “dumping” in the United States and, by and large,
in third markets. Ironically, the agreement failed to assist U.S. DRAM produc-
ers because they had already abandoned that market for other more profitable
types of semiconductors. Instead, Japanese exporters benefited from the pro-
duction cutbacks, which were akin to cooperative industry behavior, raised the
price of DRAMs abroad, and generated an enormous windfall for them.''
Other beneficiaries included foreign producers not covered by the VER, par-
ticularly in South Korea where higher world-wide DRAM prices accelerated
the entry of Samsung, Goldstar, and Hyundai.
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Producer interests seeking protectionist policies sometimes face the
countervailing force of downstream users of that particular good. Memory
chips are an important input to the production of computers: semiconductors
comprised 15 percent of the value of output in the electronic computing
equipment industry in 1985. Computer manufacturers soon became the clear
losers from the semiconductor agreement. DRAM prices, which usually fell
sharply with time, shot up dramatically in 1988; the price of 256K DRAMs
jumped from about $2.20 at the end of 1986 to $3.50 by the end of 1988. This
price bubble proved so costly to users that it heralded the end of the SIA’s
monopoly position as USTR’s adviser on U.S. semiconductor trade policy.
Three major computer systems firms (IBM, Tandem, and Hewlett-Packard)
invited others (such as AT&T, Apple Computer, Compaq Computer, Control
Data, Cray Research, Digital Equipment, NCR, Prime Computer, Sun Micro-
systems, Tektronix, and Unisys) to help form the Computer Systems Policy
Project (CSPP) in early 1989 to counter the SIA and oppose the agreement.'

As a result of this coalition of semiconductor consumers, trade negotiators
at USTR no longer faced a single voice—the SIA’s—on what should deter-
mine U.S. semiconductor trade policy. With the expiration of the accord on the
horizon, USTR could not possibly negotiate a satisfactory agreement in the
face of sharply conflicting domestic interests. Rather than mediate between the
producers and users, USTR instructed the SIA and the CSPP to resolve their
differences over trade policy themseives. Whereas the SIA wanted the status
quo, the CSPP wanted to scrap the agreement, or at least the antidumping pro-
vision that kept U.S. semiconductor prices high. The CSPP was basically in-
different toward the market access provision, so long as sanctions for noncom-
pliance did not impinge on its interests.

After lengthy negotiations, the SIA and the CSPP announced in October
1990 a joint proposal concerning the shape of a renegotiated agreement. They
declared the antidumping provisions of the 1986 agreement a “success” and
maintained that the Commerce Department should no longer collect costs or
price data or issue foreign market values for DRAMs and EPROMs. They also
agreed that “market access results should be measured by quantifiable indica-
tors of progress” and that the 20 percent market share should be attained by the
end of 1992, an extension of one year.

This compromise formed the basis for USTR’s renegotiation of the
agreement prior to its expiration in mid-1991. The new five year agreement
emasculated the antidumping provisions and had the following market access
provision:

The Government of Japan recognizes that the U.S.
semiconductor industry expects that the foreign market share
will grow to more than 20 percent of the Japanese market by
the end of 1992 and considers that this can be realized. The
Government of Japan welcomes the realization of this ex-
pectation. The two governments agree that the above state-
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ments constitute neither a guarantee, a ceiling, nor a floor on
the foreign market share.

The comparative ease of the 1991 negotiations demonstrated how institu-
tionalized the semiconductor agreement had become. Unlike the serious con-
flicts during the 1986 negotiations, both countries had grown accustomed to
the arrangements by 1991. Cooperative interaction between the SIA and the
EIAJ and their members had expanded significantly since 1986. The Deputy
U.S. Trade Representative S. Linn Williams flatly stated that the accord was
“a much more businesslike agreement than its predecessor.” When asked what
was different between the October joint SIA-CSPP proposals and the final
agreement, Williams remarked, “I would characterize most of these differ-
ences as questions of technical matters, not policy.”"

Thus, the CSPP succeeded in putting to rest the antidumping aspects of
the earlier agreement. However, the issue briefly resurfaced in 1992-93 with
South Korea the defendant. Micron filed an antidumping petition alleging less-
than-fair-value imports of 1M DRAMSs and higher from Korea. Faced with
stiff antidumping duties, the Korean industry and government proposed in
January 1993 a bilateral semiconductor trade agreement fashioned on the ear-
lier one with Japan. But Micron strongly opposed suspension of the case, the
Commerce Department had little authority to pursue the agreement, and USTR
basically ignored the overture in the absence of any pressure from the SIA.
The USITC split 3-3 on the final material injury determination, with the de-
fault being that a tie goes to the affirmative and duties were imposed, although
the margins were low (less than one percent for Samsung, the largest pro-
ducer).

The market access provision of the agreement lived on for several more
years. Although there was some uncertainty about whether the United States
would retaliate if foreign producers did not achieve 20 percent by the end of
1992, that mark was finally achieved in the fourth quarter of that year, The
SIA (1990, p. 33) once maintained that “after a 20 percent level had been
achieved, [the] foreign share would float to an appropriate level based on
competitive merit and without further government targets . . . [the target was] a
threshold from which market forces would then take over and operate.” But
even though the share continued to rise over the next four years, reaching 30
percent by 1996, and the ties between U.S. and Japanese firms proliferated, the
SIA argued that the agreement should be renewed again that year,

In the meantime, Japan had strenuously resisted the Clinton administra-
tion’s efforts to expand the use of import targets to other sectors and argue that
the agreement should be allowed to lapse. The high foreign market share in
Japan made questionable the necessity of another agreement. After negotia-
tions in mid-1996, government involvement in the industry’s trade came ef-
fectively to an end. Instead, the SIA and their Japanese counterparts formed a
joint world council to resolve disputes and promote cooperation among pro-
ducers.
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VI. Lessons

Although there are many lessons to be drawn from U.S. semiconductor trade
policy, I wish to highlight those that particularly relate to the topic of this vol-
ume.

Despite the constraints imposed by U.S. trade law on the types of reme-
dies offered by government trade agencies, these agencies actually had consid-
erable discretion as to what the policy toward the industry would be. USTR
rejected the SIA’s informal inquiries about filing a Section 301 petition in
1982, only to accept the petition in 1985. There was no marked change in
Japanese policy between those years, just a change in the view of the Reagan
administration about such market opening actions. The market share target
was an unprecedented remedy offered by the government. The target put the
United States in the position of possibly having to retaliate against Japan for
non-compliance even if exchange rate movements (or other factors directly
beyond MITI’s control) worked against achieving the target. In attempting to
limit Japanese dumping in third (i.e., non-U.S.) markets, the government also
went way beyond U.S. antidumping law (and indeed violated the GATT) at the
behest of the semiconductor industry. The extent to which government agen-
cies accommodated the semiconductor industry’s demands is remarkable. Both
the antidumping and the market access issues also illustrate how trade policy
can be driven by a coalition of a few vocal firms, or sometimes (as was the
case in antidumping with Micron) just one firm.

But the case also reveals the potential influence of downstream user in-
dustries in offsetting trade remedies that are against their interest. When con-
fronted with organized opposition to the agreement, USTR proved to be sensi-
tive to the views of the downstream users. However, until those user interests
were represented in the political arena, government agencies had no way of
developing an independent conception of what sorts of policies would best
serve the interests of the economy overall by accounting for such interests.
Thus, in the 1986 negotiations, the bargaining stance taken by USTR was pre-
cisely the positions held by the SIA; in the 1991 negotiations, the stance was
that taken by the SIA & CSPP. In the end, semiconductor policy reflected the
views of those interest groups that were in play.

NOTES

' By concentrating on specific, quantitative “results” and “outcomes,” the remedy pro-
voked sharp debate: either it was heralded as a positive, concrete step toward gaining
greater sales (and thereby opening) Japan's market, or scorned as a step toward cartel-
ized “managed trade” and export protectionism via government-fixed market shares.
For a more detailed discussion and critique of VIEs, see Irwin (1994),

% For a more detailed treatment of the issues in this paper, see Flamm (1996) and Irwin
(1996).



U.S. Semiconductor Trade Policy 171

3 The industry has successfully lobbied for such policies. The National Cooperative Re-
search Act of 1984 relaxed the antitrust treatment of joint R&D ventures and the Semi-
conductor Chip Protection Act of 1984 prohibited the unauthorized copying of chip de-
signs. Starting in 1989 the government has also provided subsidies for Sematech, an in-
dustry R&D consortium. For an evaluation of Sematech, see Irwin and Klenow (1996).

4 For an excellent introduction to the SIA’s organization and purposes, see Mundo
(1992).

5 Many members of the SIA (such as Motorola, IBM, Texas Instruments, and Intel)
maintain their own Washington offices to monitor policy developments of interest.
These offices also work on SIA initiatives.

6 Ong and Mar (1992) calculated how a sample of semiconductor workers laid off in
1985-—a year in which half the work force was furloughed (either temporarily or per-
manently) and industry employment in northem California fell by 14 percent—were
faring two years later based on data from California’s unemployment insurance pro-
gram. They found that workers reemployed by other semiconductor or high technology
firms earned comparable wages to those rehired by their original semiconductor em-
ployer, suggesting the presence of sector-specific rather than industry- or firm-specific
human capital. That labor was largely silent in the semiconductor trade dispute does not
mean that its interests were neglected by politicians: labor’s political action committee
(the International Brotherhood of Electronic Workers Committee on Political Educa-
tion) channeled $1.6 million to political candidates in 1985-86 and over $2.2 million in
1987-88, according to the Federal Election Commission.

7 Four large merchant producers also formed political action committees with which to
provide campaign contributions to national political candidates. The disbursements of
these PACs appear to be related to the trade dispute with Japan: payments totaled
$354,318 at the peak of the dispute in 1985-86, 40 percent higher than in 1983-84 and
17 percent higher than in 1987-88 after trade tensions had simmered down. Data from
the Federal Election Commission.

* DRAMs are marked by well-defined generations that give rise to distinct product cy-
cles. In 1970, the 1K random-access memory chip (capable of storing 1,024 bits of in-
formation) was introduced. This was followed by the 4K chip in 1973, 16K in 1976,
64K in 1979, 256K in 1982, 1M in 1985, 4M in 1989, and 16M in 1991.

¥ The language of the secret side letter is vague, however, reading simply that “the
Government of Japan recognizes the U.S. semiconductor industry’s expectation” that
sales will rise to “slightly above 20 percent” in five years and that “the Government of
Japan considers that this can be realized.”

Y The dumping sanctions were gradually eased for diplomatic reasons and as semicon-
ductor prices firmed. The $165 million in market-access sanctions remained intact until
the signing of the 1991 semiconductor accord.

" Elamm (1996) reports that profits on 1M DRAM sales for Japanese producers
amounted to $1.2 billion in 1988 alone.

'2 Some firms in the CSPP were also members of the SIA, but the agenda of the SIA
had been increasingly set by the merchant firms.
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'% Quoted in Irwin (1996).
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CHAPTER 9

U.S. Trade Policy vis-a-vis the
Aircraft Industry

Raymond J. Waldmann and Jay Culbert

l. Introduction

As one of the nation’s top exporters, The Boeing Company is vitally con-
cerned with the design and implementation of U.S. trade policies. Sales to in-
ternational customers generate over half of Boeing’s total commercial reve-
nues. However, we face vigorous competition for these customers from gov-
ernment-supported competitors. In the past twelve years, two U.S.
manufacturers, Lockheed and McDonnell Douglas, have seen their market
share drop to the point where both have been forced to exit the civil aircraft
business, in large measure because of the rise of government-supported for-
eign competitors. U.S. trade policies need to be responsive to the threat gov-
ernment-supported competition poses to the continued viability of the U.S.
civil aircraft industry.

Airbus Industrie exemplifies this threat. Airbus serves as the central coor-
dinating and administrative unit of a vast airframe manufacturing enterprise
embracing some of Europe’s largest aerospace firms: Société Nationale In-
dustrielle Aérospatiale of France, Daimler-Benz Aerospace Airbus (DASA) of
Germany (a unit of Daimler-Benz AG), British Aerospace pic of the UK, and
Construcciones Aeronauticas SA (CASA) of Spain. Since 1970, the Airbus
home governments have provided, in nominal terms, $13.5 billion in direct
subsidies. When calculated at commercial rates of borrowing, this figure rises
to $25.9 billion.! Government subsidies have allowed Airbus to develop a
family of narrow-body and wide-body aircraft that competes with Boeing in
practically every segment of the market and in every geographical region. Air-
bus has vowed to take 50% of the market for large civil aircraft by the year
2000. With demand for new aircraft expected to reach $1.1 trillion over the
next 20 years, the stakes are vast,

The rise of Airbus has led to efforts to devise equitable, enforceable trade
policies aimed at helping the U.S. maintain its leadership of the global aircraft
industry. Boeing has been at the forefront of these efforts, beginning with the
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GATT Agreement on Trade in Civil Aircraft,” commonly referred to as the
Aircraft Code. Boeing also helped craft the 1992 U.S.- EC Bilateral® and the
Subsidies Code during the Uruguay Round negotiations. These agreements,
while falling short of expectations in some respects, nevertheless raised the
visibility of the issues and provide a means of invoking U.S. government ac-
tion when needed. U.S. industry was also instrumental in securing an agree-
ment through the OECD on limiting official export financing. The Large Air-
craft Sector Understanding, or LASU, helped reduce export financing as an
element in sales campaigns and so leveled the playing field for U.S. manufac-
turers in their struggle with government-backed competitors.

Il. The Aircraft Code

The concept of a GATT sectoral agreement in civil aircraft came from Boeing
in 1975. William Allen, Boeing’s Chairman Emeritus, wrote to Ambassador
Dent, President Ford’s Special Trade Representative: “all aerospace tariffs . . .
and the non-tariff barriers to commercial jet transport sales should be elimi-
nated where possible . . . I believe that the best way to achieve these results is
through sectoral negotiations.™

Boeing argued for eliminating U.S. tariffs as a fair and reciprocal conces-
sion for agreements to bind European tariffs and eliminate non-tariff barriers
(NTBs). The NTBs we felt warranted special attention were directed procure-
ment and offset demands by foreign governments. Directed procurement in-
volves airline purchases from a specific manufacturer that are mandated by the
government. Offset demands, on the other hand, require as a condition of sale
that the seller place work in the purchasing country to help defray, or offset,
the purchase price of the aircraft. Boeing estimated that it had lost $1.2 billion
in sales (through 1974) due to directed procurement demands from govern-
ment-owned carriers,” and that while it had been able to withstand demands for
offset, the company was under increasing pressure to provide it.

The threat posed by subsidies, while initially low, grew year by year as
Airbus made inroads in the market. The fact that Airbus’ first product, the
A300, was subsidized was taken as a given and, if not condoned, considered
water under the bridge. Boeing argued that, in the future, all product develop-
ment costs should be reflected in the product price. But, because of the poten-
tial for retaliation, we advised against automatic countervailing duties.

Over the course of the next three years, Boeing worked through the Aero-
space Industries Association and the Aerospace Industry Sector Advisory
Committee (ISAC 24)° to promote the idea of a sectoral agreement. George
Prill, Chairman of ISAC 24, was seconded from Lockheed to devote full time
to pushing for a sectoral agreement that would not only eliminate tariffs but
also include disciplines on subsidies and other NTBs.

The first draft of what became the GATT agreement was prepared by
ISAC 24 on June 1, 1978, It was a distillation of the views of several Euro-
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pean, Canadian, Japanese, and, of course, American companies. It called for
the elimination of tariffs on aircraft and aircraft parts, government restraint in
calls for directed procurement and offsets, and pricing based on the need “to
obtain a reasonable return on investment.”

Despite reservations about the idea of a sectoral agreement expressed by
members of the U.S. delegation in Geneva, President Carter’s Trade Repre-
sentative, Bob Strauss, was more amenable. He was looking for a dramatic
breakthrough which Carter could announce at the Bonn economic summit
meeting in July 1978. At that meeting, the heads of state endorsed a statement
which read in part:

Agreement was reached on the objective of negotiating
maximum freedom of world trade in commercial aircraft,
engines, and parts and related equipment including the
elimination of duties and, to the fullest extent possible, the
rcduc7tion or elimination of trade restricting or distorting ef-
fects.

Ambassador Strauss appointed a full-time aircraft negotiator, Dr. W. Stephen
Piper, to begin government-to-government negotiations aimed at implement-
ing this objective.

After a series of bilateral meetings in the fall of 1978, an agreement was
reached which was initialed on April 12, 1979. The final agreement is not as
clearly or as strongly worded as the original ISAC proposal. On the issue of
government-directed procurement, for example, the original language which
said that governments “shall refrain from directing or inducing airlines . . . to
procure civil aircraft from any particular source” was softened to read: “shall
not require airlines . . . nor exert unreasonable pressure on them, to procure
civil aircraft from any particular source.”®

The offset issue, meanwhile, encountered entrenched domestic opposition.
Boeing and McDonnell Douglas wanted an outright ban on all offset demands,
both civil and military; Airbus agreed. However, Northrup opposed any limi-
tation on offset strategies, as did the U.S. Department of Defense (DoD). DoD
had a series of offset memoranda of understanding (MOUs) with foreign gov-
ernments that mandated offsets in civil aerospace in return for foreign military
sales. The MOU with Australia, for example, required offsets in the civil sec-
tor to balance Australian purchases of U.S. military matériel. DoD therefore
did not want a civil agreement interfering with its programs.

The compromise wording, based on a Boeing proposal, establishes the
principle that purchases “should be made only on a competitive price, quality
and delivery basis.”® Governments reserved the right, however, to demand that
firms in their jurisdiction be allowed to compete for sub-contracts associated
with the purchase of civil aircraft; nothing was said about military offsets.

The strictures on government support, embodied in Article 6 of the
Agreement, are somewhat ambiguous, reflecting the inability of the parties to
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agree on hard and fast rules in this area. The Agreement on Subsidies and
Countervailing Measures, it states, applies to trade in civil aircraft, in particu-
lar the provisions stipulating that signatories shall “seek to avoid” injury or se-
rious prejudice to another signatory through the use of any subsidy.'® Pricing
“should be based on a reasonable expectation of recoupment of all costs.” The
term “reasonable expectation” was understood to mean that companies will
make an intellectually honest assessment of all direct and indirect costs and all
recurring and non-recurring costs and then amortize the non-recurring costs
over the number of units constituting the breakeven point. Government in-
vestment in basic aeronautical research and development is not considered a
subsidy and therefore not subject to recoupment. Government funding which
is program-specific, however, is subject to recoupment as part of the price of
the end-product.

The Aircraft Code was, from Boeing’s standpoint, a useful first step in
that it covered most major issues (including the elimination of tariffs, our
highest priority issue) even if it came short of meeting all our objectives. In
order to build on what had been agreed, a Committee on Civil Aircraft was
established to provide a forum for addressing issues affecting the operation of
the Agreement. Boeing proposed the wording, set forth in Article 8.2, calling
for further negotiations within three years, and periodically thereafter, aimed at
broadening and improving the Agreement. In the event, negotiations did not
begin in earnest until 1986 when the issue of subsidies to Airbus came to a
head. It was an issue that would concentrate the minds of U.S. trade policy of-
ficials—and industry executives—for the next six years.

lil. The 1992 U.S.-EC Bilateral

By the mid-1980s, the Aircraft Code had become a canon more honored in the
breach than the observance. It was evident to U.S. observers that Europe was
flaunting the provisions regarding sales inducements, political leverage, and
government support.'' In September 1985, the Trade Policy Review Group, an
interagency committee chaired by USTR, singled out Airbus as a possible
candidate for a Section 301 investigation and asked for Boeing’s reaction.
Boeing recommended that USTR convey to the European countries involved
in Airbus the government’s concern regarding the trade-distorting effects of
subsidies. Bilateral negotiations were the preferred means of addressing the
problem; failing that, a broad Section 301 case was not to be ruled out.

At the invitation of the Europeans, informal consultations began in Ge-
neva in March 1986. A further round was held in June. Boeing, along with
representatives from McDonnell Douglas and AIA, traveled to Geneva (the
first of many trips) for the purpose of advising the U.S. negotiating team. U.S.
industry’s goals were to obtain greater disclosure of Airbus subsidies and fi-
nances, to end government inducements and political salesmanship in sales
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campaigns and, if possible, to tighten the conditions under which launch aid
could be provided.

The outcome was mixed. The meetings achieved two Boeing objectives:
greater transparency on finances and a reaffirmation of the need to avoid the
use of inducements. The French provided the first public figures of their sup-
port for Airbus (FF 8.7 billion since 1969, of which 25% had been recouped),
and the United Kingdom admitted to £250 million in support of the A320. The
Germans demurred, saying that the numbers could be found in official budget
documents.

While there was some satisfaction in reaching an agreement, however
limited, that avoided a trade war, U.S. officials recognized that the major issue
of government supports remained unresolved. The options the U.S. had to deal
with the outstanding issues were to: (1) escalate the issue to the political level
(i.e., Ambassador Yeutter/Secretary Baldridge); (2) initiate formal consulta-
tions under the GATT,; (3) initiate unilateral action; (4) seek amendments to
the Aircraft Code; or (5) do nothing.

Boeing favored escalating the discussions. Boeing CEO Frank Shrontz
wrote to Treasury Secretary Baker, Secretary of State Shultz and White House
Chief of Staff Regan asking them to support USTR and Commerce in raising
the level of discussions. “Higher level talks will put the Europeans on notice
regarding U.S. government insistence on compliance with GATT,” he stated.'?
McDonnell Douglas CEO Sandy McDonnell also contacted several Cabinet
members.

Subsequently, at a Cabinet-level meeting of the Economic Policy Council,
it was agreed that USTR Yeutter should initiate high- level consultations with
the Airbus governments to resolve outstanding issues. These consultations
were held in February 1987 and were led by Deputy U.S. Trade Representative
Mike Smith and Commerce Under Secretary Bruce Smart.

The talks ended in a stalemate. After reviewing the results of the
Smith/Smart mission, the Economic Policy Council decided to launch an ini-
tiative in GATT to clarify the Aircraft Code. It also agreed to initiate a study
of Airbus economics and to monitor closely the impending launch of the Air-
bus A330/A340 family of aircraft.

The GATT Aircraft Committee met several times beginning in March in
an attempt to clarify the two most contentious articles, namely Articles 4 and
6. While there appeared to be an emerging consensus around the interpretation
of Article 4 (on sales inducements), there was no meeting of the minds on the
nature of obligations set forth in Article 6, regarding transparency and gov-
ernment support. “Our positions appear to be as far apart as when we began
this exercise,” a cable from the U.S. delegation in Geneva said.?

Meanwhile, Boeing (along with McDonnell Douglas) had been consider-
ing the merits of pursuing various trade actions against Airbus under U.S.
trade laws: the countervailing duty statute; antidumping statute; and Section
301. The threat of using one or more of these measures was seen as important
as taking the action itself, and a useful way to force a negotiated solution.
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However, the European negotiators objected to this tactic and called on Am-
bassador Yeutter to seek a commitment from U.S. industry to refrain from
taking any trade action. Yeutter responded that the only way to achieve this
was through an agreement addressing U.S. industry’s basic concerns. “A ne-
gotiated solution would be much preferable to the eruption of a trade conflict,”
Yeutter wrote to EC External Affairs Commissioner Willy De Clercq. “[Bjut 1
fear that such conflict is inevitable unless we move quickly.”"

Yeutter and De Clercq met in London in October and agreed on a state-
ment of “Joint Principles and Objectives” aimed at resolving the issues over
which the Europeans had remained intransigent, namely, disciplines on new
capital infusions, avoiding trade distortion, and improving transparency. The
London Mandate, as it was called, helped guide negotiations through the tu-
multuous years that followed.

The exchange of draft texts, as well as verbal sparring, continued through
much of 1988. When the new Bush Administration took office in 1989, the
Airbus dossier figured prominently among USTR Carla Hills’ priorities. Al-
though it was not included in the list of Super 301 candidates announced in
May (much to the chagrin of McDonnell Douglas), USTR asserted that Airbus
would be “pursued actively.” And it did not disappoint. When the German
government announced a $2.3 billion program in exchange rate subsidies for
the takeover of German Airbus partner Messerschmitt-Bolkow-Blohm by
Daimler-Benz, USTR promptly filed a GATT case on the grounds that it was
an illegal export subsidy.

While this case was making its way through the GATT process, further
bilateral negotiations produced the so-called “elements of agreement,” in-
cluding: a ban on production subsidies; a (yet-to-be-specified) cap on devel-
opment subsidies; a bailout clause, more precise identification of prohibited
inducements; and disciplines on indirect supports. The U.S. made its final of-
fer in December 1990 which provided for a 45% cap on government develop-
ment support, to be reduced to 25% over two years; but even this attractive of-
fer was rejected by the EC. The USTR promptly terminated the talks and took
two actions to resolve the issue in the GATT: it requested a panel to rule on
the German exchange rate subsidies case; and it initiated, with the concurrence
of the Trade Policy Review Group, a broad case against all Airbus subsidies.
U.S. industry was united in its support of the proposed measures.

This demonstration of U.S. resolve helped to elicit some flexibility on the
EC’s part and a willingness to negotiate a final agreement. They proposed a
deadline of March 31, 1992. Another factor contributing to the EC’s new-
found desire to reach agreement was the ruling by the GATT against the EC in
the German exchange rate subsidies case.

The U.S. and EC were able to reach a bilateral agreement by the proposed
deadline. Tt bans production support, limits government support to 33% of to-
tal development costs, provides for government support to be repaid within 17
years, requires disclosure of loan terms and conditions, and limits indirect
support (e.g., through government R&D). It also prohibits government in-
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ducements (such as landing rights, aid programs, government-supported airline
financing, etc.) in sales campaigns and further controls offset requirements.
While it does not eliminate foreign subsidies, the margin of subsidization has
been reduced and the terms for repayment strengthened. Boeing CEO Frank
Shrontz called it an “important milestone toward the resolution of this difficult
issue.” He further commented that “the controls in this agreement will reduce
the substantial advantages government support has provided our European
competitors.”"”

IV. Post-1992 Bilateral Negotiations

The issue did not end there, however. During the course of 1993, the GATT
Aircraft Committee sought to “multilateralize” the bilateral to cover other sig-
natories. In the process, the European Union (EU) attempted to undo the prog-
ress that had been achieved by trying to exclude aircraft from coverage under
the Agreement on Subsidies and Countervailing Measures (the Subsidies
Code), then under negotiation as part of the Uruguay Round.

Indeed, the EU attempted to link renegotiation of the Aircraft Code to the
conclusion of the Uruguay Round itself. EU efforts were focused on making
the Aircraft Committee the sole arbiter of subsidies rules for civil aircraft. U.S.
industry believed, and continues to believe, that the proper venue for any fur-
ther negotiations on subsidy issues concerning this industry is in the Commit-
tee on Subsidies and Countervailing Measures.

In the final hours of the Uruguay Round negotiations, U.S. Trade Repre-
sentative Mickey Kantor and EU Commissioner Sir Leon Brittan struck a deal
establishing the principle that the Subsidies Code applies to civil aircraft with
three exceptions, embodied in footnotes to the subsidies agreement: the first
excludes civil aircraft from the presumption of “serious prejudice” in cases
where government subsidies exceed 5 percent of the cost of developing a new
aircraft; the second exclusion protects a signatory (read: the European Union)
from charges of serious prejudice in cases where royalty-based financing is not
being fully repaid due to the level of actual sales falling below forecast sales;
the third and final exclusion, a U.S. demand, exempts R&D for civil aircraft
from the so-called “green light” provisions of the Subsidies Code, i.e., R&D
subsidies for civil aircraft could be a violation of the Code.

U.S. industry’s goal, the coverage of subsidies to the aircraft industry by
the Subsidies Code, was thus achieved, with the exceptions outlined above.
President Clinton, in a letter to Boeing CEO Frank Shrontz, wrote that “this
was a major objective of the U.S. aerospace industry, including Boeing, whose
foreign competitors have often benefited from such subsidies.”'®

The conclusion of the Uruguay Round left undisturbed the U.S. - EC bi-
lateral. The bilateral is not a stand-alone agreement but, based on the 1979
Aircraft Code, establishes obligations in addition to the subsidies disciplines
contained in the Subsidies Code and is complementary to it. This is what is
known as the “belt and suspenders” approach. The two agreements provide the
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broadest coverage of all forms of government support to the civil aircraft in-
dustry.

V. Conclusion

Trade policy has been likened to doing acupuncture with a fork: there are
bound to be unintended consequences, no matter how carefully defined the
target. In the case of civil aircraft, minimizing those consequences involved
extensive and painstaking negotiations. European intransigence over funda-
mental issues frequently caused negotiations to break down, but the prospect
of a ruinous trade war always drove them back to the table. In the end, Europe
and the U.S. agreed to compromise. The result has been a fragile truce, marked
by mutual recrimination as the two sides accuse each other of bad faith in im-
plementing the agreement.

From the beginning, Boeing’s efforts to reach an agreement were in-
formed by the threat subsidies posed to the continued viability of U.S. indus-
try. This was not an idle threat. In the period since the dispute with Airbus be-
gan, two U.S. manufacturers have been forced to exit the civil aircraft indus-
try. It would be tragic if that were to happen to a third. Continuous monitoring
and enforcement of the relevant trade policies are needed to ensure that it
doesn’t.
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CHAPTER 10

The Role of Constituents in U.S.
Policy Development Towards
Trade in Financial Services

Harry L. Freeman

l. Introduction

This paper will principally address trade in financial services, with particular
emphasis on negotiations in the GATT and subsequently in the World Trade
organization (WTQ). Particular reference will be made towards constituent
interests and their role in policy development. To understand the present situa-
tion, as of mid-October, 1996, one must understand some of the origins of the
subject, and its history to date.

The principal points made in this paper concern: (1) the first major “stir-
rings” for some international rules for trade in financial services; (2) reposi-
tioning of the issue from deregulation and classification of the subject in the
“trade category’; (3) the major players in the late 1970s and 1980s and the
change in players in the 1990s to date; (4) what happened in the final few days
of the Uruguay Round in 1993; (5) what happened in the further period of ne-
gotiations in mid-1995; (6) the factors that will shape the result in the next
scheduled WTO negotiations in late 1997; and (7) the author’s prediction of
precisely what will happen in those negotiations.

Partial List of Cast of Characters (titles at time of greatest involvement in
key issues in this paper.)

Maurice Greenberg, CEO, American International Group (AIG)

Jim Robinson, CEO, American Express Company (Amex)-

John Reed, CEO, Citicorp

Bill Hawley, CITI, Director of International Relations

Ron Shelp, AIG, Director of Government Relations

Harry Freeman, Executive Vice President, Amex

Jeff Lang, Deputy USTR

Jeff Shafer, Undersecretary of the Treasury, International

Margaret Wigglesworth, Executive Director, Coalition of Service Industries
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Joan Spero, Amex, Senior Vice President, International Corporate Affairs
(now at State Department)

Il. International Rules for Trade in Financial Services

The first serious push to include financial services in the GATT was made by
the American International Group (AIG) during the Tokyo Round in the mid-
to-late 1970s. AIG was having difficulties entering some of the Asian insur-
ance markets and worked with the then USTR, Robert Strauss, to address their
issues. Although “services” was too new an issue for the Tokyo Round,
Strauss was successful in getting the term “services” within a new and broader
definition of “trade” in the U.S. legislation implementing the Tokyo Round.
This turned out to be significant in later years.

In 1978 the American Express Company (Amex) joined AIG in the effort
to open services markets (with particular emphasis on financial services) by
securing a place for services in any new multilateral trade talks. Amex, whose
interests were broader than traditional “banking, securities and insurance,” de-
cided that it stood a better chance of securing liberalization if it sought to lib-
eralize all services rather than just those of its own parochial interests. Inclu-
sion of services in a traditional trade round took years of effort partly because
many trade professionals thought services as a trade issue might crowd out
concurrent tariff negotiations over goods.

Amex had a strong motive for leading the effort to liberalize trade in
services. It was having serious market access problems, stemming from the
fact that it was engaging in financial services activities as a non-bank in coun-
tries where, typically, a few very large banks dominated their domestic mar-
kets. Amex needed nondiscriminatory access to national telecommunications
networks and payment systems, both of which were under the influence of
Amex’s foreign competitors. After examination of the challenge, Amex de-
cided to devote substantial funds and staff to make an effort to get financial
services into the GATT. It concluded that in order to get rules on financial
services, all other services must be included.

This decision by Jim Robinson was probably the single most important
decision in the history of this subject. He committed to provide substantial
funds of an undeterminant nature to a crusade which might take a decade or
two, provide the necessary staff, and spend significant amounts of his own
time making speeches, lobbying, and forming close relationships with gov-
ernment officials around the world. His decision was also major in delegating
most of the planning and execution of the program to one of his deputies, the
author of this paper. My role was also staff hiring and that included such peo-
ple as Joan Spero, David Ruth (now at State), Paula Collins (now at Kodak),
Dick Moose (was at State), Bill Canis (at Amex), and involving others like
Allen Sinai, economist, and Larry Summers as a consultant, now at Treasury.
It paid off.
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When the Uruguay Round negotiations actually started at the end of 1986,
the outlook for a strong deal in any of the services areas, including financial
services, was bleak at best. It went from bad to worse when the GATT model
for such an agreement shifted from a “top down” to a “bottom up” approach.
In a “top down” model, all areas are included in any agreement unless they are
explicitly excluded. In a “bottom up,” agreement, everything is excluded un-
less it is explicitly included in the agreement. The “bottom up” approach al-
lowed countries to sign on to, or exclude themselves from, trade deals in each
particular sector, rather than be forced to sign on to a broad deal or be ex-
cluded from the general provisions.

One overlooked factor that turned out to be a positive force working for
the inclusion of services in the Uruguay Round was the sheer length of the
Round. From 1986 to 1993 many persons unfamiliar with services became
more comfortable with including services in trade negotiations. Services is
now taken for granted as a subject for negotiation, just like goods, while such
areas as “competition policy” are now regarded as “new.”

During the Uruguay Round, services received steady support from the
USTR and its professional staff. Pioneering work was done in the OECD by
Geza Feketekuty. Dick Self, still at USTR, was a stalwart negotiator through
the whole period. Warren Lavorel, the U.S. coordinator of Uruguay Round ne-
gotiations, and currently Deputy Director General of the WTO, was also a
major player.

In the last weeks of the Uruguay Round negotiations there was a flurry of
activity in all areas. It became obvious, however, that some areas, such as
tourism and telecommunications, would make more progress than other areas
such as professional services, basic telecommunications, and financial serv-
ices. A last minute attempt was made to put together a deal to make some re-
cordable progress in financial services. This attempt on December 15, 1993, in
Geneva, which ultimately failed, was a forerunner of the problems of mid-
1995. In 1993, at the close of the Uruguay Round negotiations, the United
States wanted substantial liberalization commitments from both developed and
developing countries in exchange for binding its completely open financial
services market. This was not forthcoming in 1993, or in 1995. We hope it will
occur in 1997.

lll. Financial Services Negotiations Since Conclusion of the Uruguay
Round

As just mentioned, in December, 1993, at the close of the Uruguay Round ne-
gotiations, the tentative commitments of other countries regarding financial
services were deemed insufficient by the U.S. delegation, and a financial
services deal appeared dead. At this point the U.S. Treasury representatives in
Geneva consulted with representatives of the U.S. financial industry on a “last
ditch” offer: a “two-tier” plan whereby the United States would bind its open
market, but only to those who also had substantially or fully open markets.
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Other countries could join when they wished. This proposal was roundly at-
tacked by the Director General of GATT, the EU, other delegations, and the
press as being “discriminatory” and violating the fundamental nondiscrimina-
tory principle of the GATT (note that the EU asked for the same two tier ap-
proach in July, 1995, only one and one-half years later, and got it).

After the U.S. two-tier plan was rejected in December 1993, negotiations
on financial services were scheduled to resume in mid-1995 with the expecta-
tion that the negotiating parties might then be willing to make improved and
satisfactory commitments. The U.S. government and private sector lobbied
throughout East Asia during 1994 and early 1995 seeking better commitments.
The United States clearly stated its position going into the 1995 negotiations.
For the United States to bind itself to MFN, it had to see a sufficient number of
liberalizing commitments from both developed and developing countries. Sec-
retary of the Treasury Rubin made this crystal clear in a statement to the Con-
gress on June 8, 1995, just a week before intensive negotiations resumed in
Geneva.

As the June 30, 1995 date approached, the commitments either tabled or
promised did not meet the standards set by the U.S. negotiators. There were
satisfactory promises from most of the developed countries. However, many of
the developing countries’ commitments did not meet minimal standards, par-
ticularly in the area of foreign ownership. The United States, disappointed at
those poor commitments, then revised its own commitment. It filed one which
had an element of reciprocity, namely, the United States intended to remain an
open market as required by U.S. law, but reserved the right to limit or condi-
tion access to the U.S. market if the home country had significant restrictions.
This change, if implemented, would have required a major, and unlikely, act of
Congress, one of a series of points not reported by the press during the contro-
versial days of June/July, 1995.

At this point, June 28, 1995, two days before the close of negotiations, the
EU, led by Sir Leon Brittan, suggested a month’s extension of the negotiations
while it worked to secure better commitments. The United States favored and
assisted the EU attempt (a fact not reported in the press), and the necessary
consensus was obtained for a month’s extension. Thereafter, the EU did two
things: (1) made an effort to secure more favorable commitments from the de-
veloping countries, which failed; and (2) came to Washington, together with
Japan, and asked the U.S. Treasury for letters stating that whatever the United
States might do in limiting access to its market for foreign providers of finan-
cial services, it would not affect the EU and Japan. Thus, the EU and Japan ac-
cepted a two-tier system favoring the EU and Japan, the same plan that the
U.S. Treasury had offered in December, 1993 (again, this event was not in the
press accounts).

Regrettably, at least in this author’s opinion, the U.S. Treasury did pro-
vide those letter assurances. Of course, the letters neither have the force of
law, nor are enforceable in the WTO dispute settlement mechanisms, but they
do represent political commitments by the U.S. Treasury which are unlikely to
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be ignored in the future. The two-tier approach which was rejected in 1993
was effectively established as a practical matter by 1995. Such a two-tier ar-
rangement may reappear in the late 1997 negotiations.

By the end of July 1995, the EU came up with an interim agreement to
maintain the status quo until November 1, 1997, with negotiations opening at
that time and closing by the end of 1997. The United States signed, and is a
party to, that interim agreement and took an MEN exemption, as did many of
the countries signing the interim agreement (again, a fact not reported in the
press).

The interim agreement was to go into effect June 30, 1997, if all necessary
approvals by governments were in place. The EU found itself four member
countries short, and thus could not sign by that date (again, try and find that in
the press accounts). Various extensions of time have now been agreed and the
key dates remain November 1, 1997, when countries can change or withdraw
their commitments, and December 31,1997, by which time new commitments
should be on file and negotiations completed.

It is worth repeating the U.S. role in the 1995 negotiations: it was suppor-
tive of the EU effort and the interim agreement it filed a commitment to this
effect. The media continues to suggest the United States “walked out”; not so.
The United States stated its position and filed its commitment on June 23,
1995, and declared that was its final position. The core problem, whatever
critics of the United States might say, has been the same in 1993, 1995, and
could again be the principal problem in 1997: most East and South Asian
counfries, as well as some key South American countries, are simply opposed
to real liberalization in the financial services area.

IV. Where Do We Go from Here?

Writing in the autumn of 1996, on the eve of resumption of formal negotia-
tions over financial services in the WTO, what then are the factors that are
likely to come into play?

I. By and large the subject of financial services in the WTO is receiving
increased attention in academic and “think tank” circles. This stems from: the
lack of other negotiations for them to discuss; the controversial nature of prior
negotiations over the subject; and the role of the negotiations in the develop-
ment and prestige of the WTO.

2. Some influential trade experts argue that no progress can be made on
individual subjects in general and financial services in particular, outside of a
broad “round” where “trade-offs” can be made. However, those who call for
another broad round to achieve “trade-offs” ignore the fact that financial serv-
ices negotiations are handled by finance ministries which are not given to ne-
gotiating trade-offs in other areas. It may be that a financial services deal can-
not be achieved in 1997; however, it might well be a non sequitur then to ar-
gue that a broad round is necessary to achieve meaningful financial services
negotiations.
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3. With respect to any progress toward the critical 1997 negotiations, the
U.S. private sector, with the encouragement of the U.S. Treasury and together
with elements of the European private sector, is now mounting a major effort
to convince the Asian and South American countries to offer better commit-
ments. Much of the effort will be targeted at customers of the banks who
would benefit from the competition rather than the existing locally owned
banks who prefer the status quo with less foreign competition.

4. Many of the Europeans prefer an “incremental” approach where a series
of commitments to liberalize are spaced over a long period of years. The
United States wants commitments to open markets fully, although it will ac-
cept reasonable phase-in periods from developing countries. The United States
disfavors a formal incremental approach since it believes it would have to file,
at the outset, a commitment to remain fully open in the first round of incre-
mental negotiations, and thereby cease to have any leverage in securing subse-
quent improved commitments.

5. There is much sentiment that there must be a “successful” negotiation
simply in order to maintain WTO prestige, even if in reality the deal is less
than “successful” in terms of liberalization. Some forcefully argue that both
the basic telecommunications negotiations scheduled for early 1997 and the fi-
nancial services negotiations must have a successful outcome by the end of
1997. If not, the chances for other negotiations in both goods and services are
greatly reduced. This argument is largely made outside of the industries di-
rectly concerned with the negotiations. The financial services industries in
each country, and their respective finance ministries, do not place a powerful
WTO at the very top of their priorities list, although they perceive the WTO as
being important.

6. On the positive side, the world’s financial services markets and provid-
ers of financial services are rapidly integrating. The world financial markets
are constantly globalizing and countries will, over time, either open to foreign
competition or find themselves isolated from efficient world capital markets. It
may be that the markets themselves will achieve, over time, what negotiations
cannot achieve. This suggests that the negotiations may become less impor-
tant, and that liberalization will occur regardless of WTO negotiations.

7. Some fairly high level U.S.-EU cooperation will be necessary to have
successful WTO negotiations.

8. Another variable is the identity of U.S. Government officials in the
trade area in 1997. Even if President Clinton is reelected, major turnovers are
common in second terms. Turnovers of people often mean new policies.

9. To have real success there has to be a major change in the attitude of
many Asian, South American and other emerging market countries. They must
view open markets not as a threat but as a profound economic opportunity.
This is probably the most crucial factor in what happens in 1997.

10. Since there is little “give” in the United States or EU positions in re-
spect of the more advanced developing countries in Asia and Latin America,
the necessary attitude change may have to come from a desire to build the
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power and prestige of the WTO, rather than any financial services market con-
siderations per se. Or, some countries may go along in financial services to
gain a “trade off” in another area. This might work, but increasingly “trade
offs” are less likely as different ministries with their own political power bases
become involved in WTO negotiations.

11. Another possibility is an interim deal with two or three tiers, as men-
tioned above, between the United States and Japan and the EU in one tier, and
other countries signatory to the July 1995 interim agreement in another tier.
This might be accompanied by a scheduled date for another round of negotia-
tions, say, in 1998, or later, or as part of the overall services negotiations in
2000. This is the type of agreement that might emerge when all else fails at the
end of 1997.

Conclusion: Pick #11 and you will most likely win. While we should
make every effort, I do not think the ASEAN countries will change suffi-
ciently to make sufficient concessions to please the United States and the EU.
Financial integration will continue but that alone will not push the recalcitrant
countries into the fold. A first and high tier with MFN among, say, the OECD
countries, plus a few other countries, might be a reasonable plan. All others
would be welcomed into that tier when they open their financial markets, but
not before. This keeps some semblance of MFN among the first tier, but obvi-
ously violates it fundamentally below that tier. Of course, MFN may never
have been meant to cover all trade in services negotiations.

Bet on it.

You and I bet wrong.

That is what happens when a whole year comes between the bet and the
action. In fact a very substantive financial services agreement was achieved at
WTO on the night of December 12-13, 1997. It was a major U.S. private sec-
tor deal.

But November-December 1996 to 1997 was virtually revolutionary in
trade in financial services history. In 1986 the Coalition of Service Industries
(CSI) was three years old and making little progress towards substantive talks
on financial services. At that point, American Express Company caused the
formation of a new wing of CSI, the Financial Services Group (FSG). Its pur-
pose was to be a powerful lobbying group in solely the financial services area.

But very little was possible until 1993 and 1995 as described above. In the
autumn of 1996 the leadership changed at CSI and FSG with a new top person
coming in with energy and know-how. In one year the FSC quadrupled in size.
It expanded its U.S. corporate membership from principally banks to banks,
insurance companies, securities firms, financial information firms, asset man-
agement firms, as well as computer and information technology firms operat-
ing in the financial services industry. The following year, autumn of 1996 to
autumn of 1997 was a year of intensive lobbying in the U.S. (with Treasury
and USTR), Asian governments, and in Europe, seeking and finding private
sector allies who, in turn, would press their own governments.
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By mid year 1997 a Financial Leaders Group (FLG) was formed at the
CEO level composed of both U.S. and European financial firms. In turn, this
essentially forced the EU to listen to constituents from the financial industry as
to what that industry wanted. This is not common in Europe, where CEOs
usually refrain from a direct lobbying even with their own governments. This
nut was cracked.

By September, 1997, three months before the final negotiations in Ge-
neva, a very close working relationship had developed among the private sec-
tors of the United States and Europe and working closely with the EU trade
negotiators and the U.S. Treasury and USTR. There were meetings with all
four groups to discuss strategy . . . occasions heretofore unheard of.

Meanwhile, the trade in services movement won a tremendous victory in
spring, 1997, in obtaining the global telecommunications services agreement
under WTO auspices. This deal was industry rather than government driven
and moved the model of such a sectoral industry drive deal far forward. This
meant that a sectoral negotiation of major consequence was doable in services.
In turn, this gave further impetus to the United States—EU drive towards a fi-
nancial services deal.

During the four months preceding the final financial services negotiation,
there were monthly formal negotiating sessions at the WTO in Geneva. These
were well attended by both the FSG and the FLG which enhanced the working
relationship.

In very early December, 1997, the United States and EU negotiating
teams, accompanied by the private sector teams, went to Geneva, optimistic
that a financial services deal was obtainable. A nerve center operation was set
up, with phones, faxes, copying machines, a secretariat, and a facility far better
than most embassies in Geneva. The U.S. private sector delegation numbered
over 40 persons. Day and night negotiations went on, with the U.S. Govern-
ment frequently asking the FSG to meet with recalcitrant countries.

With fourteen hours to go before the negotiating deadline of midnight,
December 12", the EU negotiators cracked and demanded that the United
States harvest what was then on the table and file an MFN commitment to
keep U.S. markets open. With so many hours to go, the United States refused,
choosing to pressure other governments for still better offers. They argued that
trade agreements went down right to the wire. They were right. They got many
improved offers with that brinksmanship strategy, and by 2 AM, December
13", sufficient good offers were on the table for the United States to say
“deal.” Better two hours late than never.

The U.S. FSG returned a bunch of “happy campers” with the financial
services deal of December, 1997. The offers on the table were far better than
the 1995 exercise. The U.S. “walkout” in 1995, in retrospect, was a good
move.

As the year 1997 closes, the Washington Post ran an editorial which en-
dorsed the financial services deal as outstanding for all. It went on to a more
basic point: in 1997 the United States had a “triple play” with the Information
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Technology Agreement, the Telecommunications Services agreement, and the
Financial Services agreement.

All three deals were in “high tech” areas where the United States was ag-
gressive and competitive. All three agreements were sectoral and industry
driven.

Does this mean that the future has no room for large traditional trade
rounds? Perhaps, with three sectoral deals concluded in one year. The United
States had little to “trade off” in all three deals. In financial services the threat
of closing the U.S. market to foreigners were simply not credible. The U.S. ar-
gument that open financial markets were “good” for development of all coun-
tries was accepted. That philosophical war has been won.

The Uruguay Round Final Agreement calls for a new trdade in services
across-the-board negotiation in the year 2000. No doubt the United States and
others will push again for more market opening offers in financial services. If
the countries that were more forthcoming in 1997 do well in their financial
sectors, the U.S. bet is that the more recalcitrant countries will step up to the
bar.

One year saw a complete change of momentum in the drive for more open
financial markets. That change was due to the U.S. private sector being or-
ganized into a powerful lobbying machine, which, in turn, enlisted the EU pri-
vate sector. They wrote a new textbook in constituent efforts, and they drove
trade policy.

Sorry about the bet.






Comments on Conference Version
of Papers

James A. Levinsohn

Recently, I was complaining to a colleague that I had not had time yet to read
the papers I am discussing because some Departmental business arose unex-
pectedly. My colleague smiled and said this was fine because it meant my
comments would not be prejudiced from having actually read anything. Well,
it turns out, I really did read the papers. I am very glad that I did. They were
each interesting and insightful.

In two cases, the autos and steel papers, the author’s interest was beyond
the merely academic and rather was professional. Mohatarem is chief econo-
mist of GM while Brooks is a VP of the LTV Corporation. I have come to re-
alize that we academic economists can learn a tremendous amount from those
in the industry, and their papers for this conference drives this point home.
These gentlemen really know what they’re talking about.

The storyline in the autos paper is that trade policy can have very unin-
tended consequences. In the autos case, many of these are due to the direct
foreign investment that arises as a response to protection. The idea is that if
exporting to the United States means paying an import or export tariff, why
not jump the tariff and just produce directly in the United States hence avoid-
ing the tariff? One of the really neat ideas in Mohatarem’s paper is that this
process has the probably unintended effect of diminishing the impact of the
protection. Indeed, over time, protection becomes less meaningful precisely
because it was initially very meaningful-——a new sort of built-in obsolesence.
Many of the subtleties of this phenomenon have been explored in the academic
literature by Jagdish Bhagwati, and the autos paper provides some very nice
examples of these ideas.

The other related storyline is Mohatarem’s observation that comparative
advantage in today’s world of foreign investment is company-specific. But,
protection is typically country-specific. A message of the paper is that protec-
tion today just is not what it used to be. Given Mohatarem’s observations and
the tremendous international investment we see in the auto industry, I am left
wondering whether protection in the auto industry is a thing of the past. Given
Mohatarem’s ingenuity and that of his counterparts at Ford and Chrysler, I
suspect not. Although I am curious what is up their sleeves for the next cycli-
cal downturn.
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The message of the steel paper was hard to miss. In a polite, articulate,
and persuasive manner, Brook basically says to the academic international
economists, “Hey folks, wake up and smell the roses.” Academic models and
his real world day-to-day experiences just do not have a lot in common. This is
an important message. I think Gene Grossman issued the appropriate “Mea
Culpas” on behalf of our models in his comment on the Deardorff-Stern paper.
Brook raises the appropriate tough questions and presents his case persua-
sively. In Dani Rodrik’s defense, for his paper takes some pretty big hits, I
think we need to remind ourselves that models are just that. They are by their
very nature simplifications of a much more complex real world, and these
simplifications are made to introduce rigor into the analysis. It is a tradeoff
sometimes worth making.

I had a couple of questions after reading Brook’s paper. The adverb
“fairly” accompanies the verb “priced” with alarming frequency in the paper.
In this regard, I sure wish I had a better grasp of what a fairly priced import
really is. There is substantial discussion of “excess” foreign capacity. I some-
times wonder whether firms that use steel as an intermediate input as well as
end-use consumers ought not, to use Paul Krugman’s language, be writing a
thank-you note to these foreign producers rather than trying to beat them up.

In the textiles and apparel paper, Scott nicely documents and explains why
we should not lump apparel and textiles together when thinking about trade
policy. He notes, for example, textile’s qualified support for NAFTA, and ap-
parel’s firm opposition. He also suggests three reasons why apparel and tex-
tile’s influence on trade policy has waned. These are declining democratic
power in the South, the falling employment share in the industry, and the in-
creasing influence of retailers. Each seems plausible enough to me, although
the evidence offered is more along the lines of correlation rather than causa-
tion.

I found Scott’s analysis of the impact of the NAFTA on the textile indus-
try (not much of an impact) a little too simple. As he notes, a huge amount of
big changes took place in Mexico after NAFTA, so it is hard really to discern
what would have happened in NAFTA’s absence. But that, it seems to me, is
the appropriate thought experiment. It strikes me as a much more subtle ques-
tion than the paper suggests.

Scott also raises the issue of labor rights abroad and how this is, in effect,
a trade policy. I found his observations interesting and quite insightful. He
notes that campaigns against sweatshop operators of firms like The Gap have
the (probably intended) consequence of making protection more palatable.
There are a lot of subtle issues here and, were this paper not so very bricf, 1
think we all would have benefited from a more extensive discussion of these
issucs.' I think they are especially applicable to the textile/apparel industry.

NOTE

! Editors’ note: see the discussion of human rights and labor standards in Chapter 12.



Comments on Conference Version
of Papers

Gary R. Saxonhouse

The conference session in which I am involved contains six papers on “secto-
ral producing interests.” The first three papers are about industries pre-
occupied with competition from imports while the second three papers that I
am to comment on deal with industries whose main trade policy concerns are
in overseas markets. Given this assignment, imagine my surprise on reading in
the Deardorft-Stern paper (Chapter 2) that Dani Rodrik makes short shrift of
this division by arguing that trade policies are universally biased against trade.
Rodrik maintains that the same considerations that lead a government to pro-
tect an import-competing industry with a tariff should lead it to favor export
industries with export subsidies, but in contrast to the widespread use of im-
port protection, export promotion is rarely attempted. Judging from this
morning’s session, Rodrik’s perspective is by no means unique. Baldwin
(Chapter 3) also observes that “there does not appear to be any significant po-
litical constituencies lobbying for new export jobs, whereas there are well or-
ganized political groups who are very much concerned about the loss of do-
mestic jobs due to increased imports resulting from reductions in tariffs and
non-tariff barriers.”

Rodrik and Baldwin seem to exclude the very trade policy activities by
the aircraft, financial services and semiconductor industries that are so well
documented in the papers by Waldmann and Culbert, Freeman, and Irwin.
Each of these industries has for long periods of time captured the attention of
the U.S. government trade-policy making apparatus. Waldmann and Culbert
show how Boeing, in particular, was able to focus Cabinet-level interest on
limiting foreign subsidies, protective tariffs and discriminatory government
procurement policies on and off again for almost two decades. Freeman shows
how American Express in seeking to gain non-discriminatory access to na-
tional telecommunications networks and payments, both of which were under
the influence of its foreign competitors, built first an alliance with other finan-
cial services companies, and then a broader alliance with all companies with
an interest in liberalizing trade in services of whatever kind, in an effort to
change the U.S. government policy. Freeman argues that until this alliance had
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been organized and its influence applied to the policy-making process, the idea
that the trade approach that had served to liberalize the international flow of
goods in the post-war period could be applied to services was unknown.

In the last of this set of three industries studies and the only one not writ-
ten by an industry insider, Irwin ably documents how the semiconductor in-
dustry’s access to the Japanese market was significantly enhanced by the ef-
forts of the U.S. government. In the 1986 negotiations with Japan, the bar-
gaining position taken by the U.S. Trade Representative was precisely the
position taken by the Semiconductor Industry Association. This trade group
had effective veto over any agreement. In a testament to the semiconductor in-
dustry’s political clout, Irwin concludes “few industries ever receive the sus-
tained, high-level attention needed to bring about the negotiation of a govern-
ment agreement on trade in just one sector.”

In each of the three case studies noted, the U.S. government appears to be
making strenuous efforts to gain foreign market access for the products of each
of these industries. These efforts will bring rents to industry specific factors
and will create new jobs. Can these findings be reconciled with the observa-
tions by Rodrik and Baldwin? Perhaps what is being observed in these indus-
tries is not export promotion at all. As the strategic trade literature makes
clear, once oligopolistic competition is assumed in international markets, con-
ventional distinctions between import protection and export promotion do
break down. Perhaps the foreign market access activities undertaken on these
industries’ behalf by the U.S. government may have been more an effort to
discourage further foreign entry into the U.S. market by denying foreign pro-
ducers the sanctuary of protected home markets than a genuine effort to create
new sales opportunities. As Irwin and others have shown elsewhere, it is theo-
reticaily possible that opening up export markets abroad with government help
can lead to the creation of a global cartel with higher prices and smaller ex-
ports than might otherwise have been the case.

It is by no means clear that export promotion as import protection is the
whole story or even the right story concerning U.S. policy for international
trade in aircraft, financial services and semiconductors. Rodrik may see trade
policy as anti-trade biased only because he does not fully allow for the Dixit-
style coping mechanisms discussed by Deardorff-Stern in their paper. Dear-
dorff-Stern are correct when they observe that “a subsidy to production is
clearly a hand-out and the public understands that. Even when a subsidy is
provided not by direct payment but by a tax break the public understands that
as well.” In contrast, if there is a subsidy element in the trade promotion ac-
tivities the U.S. government undertakes on behalf of the aircraft, financial
services and semiconductor industries, this might not be readily appreciated by
even sophisticated observers. For example, the semiconductor agreements ne-
gotiated by the USTR with their market share targets very likely increased in-
ternational trade even as they may have lowered overall production from what
it otherwise would have been and implicitly subsidized the semiconductor in-
dustry by raising prices. This is an argument for graduate students in interna-
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tional trade and not for the evening radio or television business news, and from
Dixit’s perspective, a good example of a coping mechanism. In this fashion,
when what are now the leading political economy models of international
trade are interpreted from the transactions cost framework, they do give a
rather better account of themselves than might be first imagined. Indeed, these
three industry studies may confirm what these models suggest: export promo-
tion is as common as import protection.

There are nonetheless still many relevant and important questions that re-
main unanswered. Quite apart from whether the successful experiences of
these three export industries are at all typical of most other export industries,
there is too little in these papers, particularly those by the two industry insid-
ers, about how such industries achieve their influence in the U.S. trade policy
making process. Irwin concludes that “the extent to which certain government
agencies sought to accommodate the semiconductor industry’s demands is . . -
remarkable. . . . The Commerce Department and USTR proved incapable of
any independent conception of what sorts of policies would best serve the in-
terests of the economy overall.” The lack of any firm understanding of how a
situation such as this develops, is therefore a major stumbling block to the
construction of really useful political economy models of international trade
policy making.
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CHAPTER 11

Environmentalists and Trade
Policymaking

Daniel C. Esty

I. Introduction

Until the 1990s, environmental groups played almost no role in trade policy-
making. Their emergence on the trade scene has produced discomfort and even
hostility. This reaction, while perhaps understandable, is misplaced. In the first
part of this chapter, I discuss the objectives, activities, and effectiveness of en-
vironmental non-government organizations (NGOs') in trade policymaking. In
the second part, I move from a positivist analysis to a normative one, arguing
that U.S. trade policymakers and the World Trade Organization (WTO) more
generally should accept and even welcome environmental NGOs. More dra-
matically, I suggest that the future success of the international trading system
depends in part on embracing non-government entities and developing formal
roles for them. In particular, I conclude that an expanded trade policy role for
environmental advocates would help to: (1) ensure that environmental exter-
nalities do not cause market failure in the international economic system and
improve the quality of trade-related environmental decisionmaking by pro-
viding “competition” to governmental views; (2) provide the WTO with a
better system of checks and balances reflecting the diversity of interests and
views in the international policy domain; and (3) broaden the domestic coali-
tion supporting liberalized trade, blunt environmentalist opposition to open
markets, and enhance the WTO’s legitimacy as part of the fabric of global
governance.

Il. Environmental NGOs and U.S. Trade Policymaking

Environmental NGOs have dramatically broadened their horizons in recent
years (Bramble et al. 1992). The “sustainable development” paradigm devel-
oped by the Brundtland Commission in 1986 and advanced at the 1992 Rio
Earth Summit has led many groups to focus on the interaction between eco-
nomic forces and environmental results. In the late 1980s and early 1990s, a
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number of environmentalists targeted the role of the World Bank as an engine
of environmental degradation—and possible environmental improvement
(Rich 1994). The success of these efforts to build greater environmental sensi-
tivity into the Bank’s rules and procedures has driven the environmental com-
munity to look for other points of economic-environmental leverage and other
institutions to “green.” In this regard, environment-trade ties have taken on
considerable prominence.

Two events—the North American Free Trade Agreement (NAFTA) and
the ]991 GATT dispute settlement panel decision in the “tuna-dolphin”
case’—brought the trade-environment linkage into sharp focus. The prospect
of expanded U.S.-Mexico trade raised a number of environmental concerns in-
cluding: (1) increased pollution spillovers along the U.S.-Mexico border; (2)
downward “harmonization” of U.S. environmental standards to match less
strict Mexican rules; (3) loss of U.S. regulatory “sovereignty” through NAFTA
market access commitments; (4) competitiveness-driven pressure to relax U.S.
environmental laws created by industries facing new competition from low-
standard, low-cost Mexican facilities; and (5) the closed nature of the trade
negotiations.

The tuna-dolphin case—in which a GATT dispute panel concluded that
the U.S. ban on Mexican tuna imports, imposed because the fish were caught
using nets that resulted in a large number of incidental dolphin deaths, violated
GATT principles—seemed to suggest that when environment and trade goals
clashed, the trade objectives would trump. This case, moreover, raised the
specter of distant international trade bureaucrats overriding U.S. environ-
mental laws. The results touched off a furor in the U.S. environmental com-
munity, offered many environmental advocates a not-very-reassuring first
glimpse of the rules and procedures of the international trading system, and led
to protests in the streets of Washington against GATTzilla.

*Trade and environment” issues now seem to lurk around every corner.
Recent disputes include: the Venezuelan challenge to the reformulated gaso-
line requirements of the U.S. Clean Air Act; sanctions imposed on Taiwan for
failing to control illicit trade in tiger bones and rhino horns; competitiveness
questions arising from the prospect of tougher controls on greenhouse gas
emissions; and U.S.~EU battles over beef hormones, pesticides in wine, and
the U.S. Corporate Average Fuel Economy mileage requirements for cars.
This diversity of issues is matched by an almost equally diverse set of envi-
ronmental perspectives on trade. It is therefore impossible to distill any pure
essence representing the environmentalist interest in trade policy.

Although no single or simple environmental perspective on trade exists,
the handling of environmental issues in the course of the NAFTA debate offers
a useful case study of environmental group activity in the trade domain. The
NAFTA negotiations highlight a number of environmentalist objectives, pro-
vide a window into the internal debates and decision processes of the U.S. en-
vironmental community, and offer a basis for judging the effectiveness of en-
vironmental interests in shaping trade policymaking.
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The environmental community in the United States (and to a lesser extent
in Canada and Mexico) carefullgl tracked the progress of the NAFTA negotia-
tions and debate at every stage.” But from the outset, there was no agreement
among the various environmental NGOs about the stance that should be taken
toward freer trade in general or NAFTA in particular. Some environmental ad-
vocates, particularly those that adhere to a “limits-to-growth” or “small is
beautiful” paradigm, fought the proposal at every turn (Esty 1994c). These
groups, such as Friends of the Earth, Public Citizen, and the Sierra Club, see
trade leading to expanded industrial activity and thus resulting in more pollu-
tion and the unsustainable consumption of resources. Other activists, particu-
larly those that believe in sustainable development, such as the Environmental
Defense Fund and the National Wildlife Federation, view trade as potentially
beneficial insofar as economic growth generates resources, some portion of
which might be devoted to environmental protection. These groups ultimately
supported the agreement in return for access to the negotiations and commit-
ments to environmental provisions both in NAFTA and in an Environmental
Side Agreement (NAAEC 1993, Audley 1997).

The varying objectives of the different parts of the environmental com-
munity led to a range of tactical responses to the NAFTA. The limits-to-
growth crowd cast their lot with other die-hard opponents of the free trade
agreement. They issued reports suggesting that dire public health and ecologi-
cal consequences would result from freer U.S.~Mexico-Canada trade. They
launched grassroots letter writing campaigns against the agreement. Some of
the groups even sued the U.S. government for failing to prepare an Environ-
mental Impact Statement (EIS) on the NAFTA, knowing full well that an EIS
would delay the negotiations for years.*

The “pro-NAFTA” groups used their position to shape both the negotia-
tion process and the substantive outcome. Their pressure—and willingness to
work with the U.S. Trade Representative (USTR)—helped to ensure that envi-
ronmental issues were a central NAFTA focus from the start to the finish. Both
the Bush and Clinton Administrations took the environmental NGOs” NAFTA
interest seriously (Esty 1994c). USTR officials met with environmental group
leaders on a regular basis. Environmentalists were placed on the key USTR
Public Advisory Committees. EPA officials were called before the Congress to
testify alongside USTR on progress in meeting environmental goals within
NAFTA and in environmental cooperation in parallel with the trade agree-
ment. Congressional committees invited environmental group leaders to testify
on the integration of environmental concerns into NAFTA. USTR, with the
help of the EPA, produced a NAFTA Environmental Review, which offered a
variety of thoughtful recommendations to the negotiators about how various
public health and ecological concerns raised by the prospect of freer trade
might be handled.

Special environmental provisions were written into NAFTA to ensure that
the Parties to the Agreement would not lower their environmental standards or
relax their enforcement of environmental rules to attract investors (NAFTA
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Article 1114). Out of respect for the U.S. environmentalists’ concern about
downward harmonization of standards, no attempt was made to set common
rules that would apply across the three NAFTA countries.” Other provisions
made it clear that NAFTA would not override obligations established by major
multilateral environmental agreements, notably the Montreal Protocol on
ozone layer depletion, the Basel Convention on Waste Exports, and the CITES
agreement on trafficking in endangered species.

The Environmental Side Agreement (NAAEC 1993) reinforces the
NAFTA environmental commitment. It places (Articles 35-6) additional em-
phasis on the enforcement by each country of its own national environmental
laws and establishes a provision by which any “persistent pattern of failure to
effectively enforce” environmental regulations can be raised as an unfair trade
practice.® It also sets up (Article 8.2) the trilateral North American Commis-
sion on Environmental Cooperation (CEC). The CEC’s task is to institution-
alize NAFTA-related trade-environment linkages. Specifically, it is called
upon to: (1) facilitate cooperation between countries on environmental issues;
(2) serve as a forum for regular ministerial-level meetings; (3) provide an in-
dependent secretariat to report regularly on significant public health or eco-
logical issues confronting the NAFTA parties; (4) ensure that enforcement of
environmental rules remains a priority in all three countries and produce an
annual report on enforcement activities; (5) coordinate with trade officials in
the United States, Canada, and Mexico on any issue requiring joint trade-
environment attention; and (6) assure ample opportunities for public participa-
tion in the development and implementation of environmental laws and pro-
grams in the three NAFTA countries.

These results reveal some of the key trade policy goals of U.S. environ-
mental activists. First, and perhaps foremost, they want open governmental
processes, including access to information during actual negotiations. Second,
they fear that economic forces, if not channeled appropriately, will run rough-
shod over environmental protection efforts. Thus, they want safeguards both
within and alongside trade agreements to promote environmentally-sound eco-
nomic development. It is worth nothing that the tools advanced by the envi-
ronmental community in support of sustainable development tend to be crude
(e.g., mandates and prohibitions), and there remains both ignorance of and
skepticism about the potential for using market forces to achieve optimal con-
trols on pollution. This analytic unsophistication is unfortunate because cost
internalization represents the best hope for making trade liberalization and en-
vironmental protection mutually reinforcing.

The NAFTA outcome also demonstrates the considerable success of the
pro-NAFTA environmental groups. They succeeded in putting environmental
issues on the NAFTA agenda and holding them there. They opened up the ne-
gotiating process and became a major constituent group in trade policymaking.
Deftly using their position as a “swing” constituency with influence over a key
set of free-trade-oriented, environmentally-conscious Senators and Congress-
men, the pro-NAFTA environmental advocates exercised considerable influ-
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ence over the agreement itself and the institutional structure that will imple-
ment it. They got, in the words of former EPA Administrator William Reilly,
the “greenest trade treaty ever” (Business America, October 19, 1992). To the
extent that more could have been done—e.g., to promote harmonized pollution
cost internalization efforts—the limited progress undoubtedly reflects the lack
of focus on these issues by the environmental NGOs.

Given that many environmental groups opposed the NAFTA altogether,
one could, of course, equally conclude that the environmental constituency
failed to achieve its trade policy objectives. Indeed, the behavior of the envi-
ronmental community is hard to fit into traditional models of the political
economy of trade policy. From the positivist perspective, environmental
NGOs pushed both for and against the NAFTA. Those that worked with the
Bush and Clinton Administrations seem to have “won,” and they achieved a
good bit as noted above. The more difficult and perhaps more interesting issue
is the normative question: Did environmentalist participation improve the
NAFTA? Or, more broadly, what role should environmental groups play in
trade policy development?

lll. The Normative Question

Whether and how environmentalists should be allowed to participate in the
work of the U.S. and international bodies that manage trade relations remains a
matter of some contention. Although my discussion here focuses on the role of
NGOs within U.S. policy apparatus and the WTO, the arguments apply with
equal force in other trade contexts such as the European Union and APEC.
They may also apply in the broader debate over the access of non-state actors
to international organizations generally.

The Case Against NGOs

The case against a formal role for NGOs in the trade regime has several di-
mensions. First, environmental groups may act as “special interests.” When-
ever lobbying of a decisionmaking body is permitted, there exists a risk that
certain interests will exert disproportionate influence. The potential for policy
distortion has been studied exhaustively in general (Downs 1957, Olson 1965,
Lowi 1969, Mayhew 1974, Buchanan and Tullock 1971) and in the trade con-
text (Findlay and Wellisz 1982, Magee, Brock and Young 1989, Hillman
1989, Grossman and Helpman 1994, and Helpman 1995). According to some
critics, the presence of NGOs within the walls of the Winder Building (USTR)
on 17th Street in Washington or the WTO headquarters on Lake Geneva
would lead to policy distortions and reduced social welfare.

A more refined version of the special-interest-domination fear focuses in
particular on the vulnerability of the WTO to lobbying and the need to provide
a forum where governments can go to “safely” (without public scrutiny or
NGO oversight) cut deals that “sacrifice” inefficient industries that are hiding
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behind tariff barriers or other protectionist walls in favor of liberalized trade.
Many trade officials note that opening markets is hard enough given the public
choice problems inherent in trade policymaking (Nichols 1996, p. 319; Pe-
tersmann 1992). They fear that any role for environmental NGOs will heighten
the lobbying investment of the contending parties and multiply the odds
against achieving freer trade.

WTO staffers take especially seriously their role as defenders of the faith
with regard to trade liberalization. They seek to fend off protectionists of every
stripe no matter how loud the calls for “managed” trade or other actions to
soften the pressures of the marketplace. They see vivid lessons in the experi-
ence of the 1930s when protectionist trade policies triggered retaliation around
the world, resulting in economic chaos, the Great Depression, and World War
I1. The WTO Secretariat and many of the national representatives to the WTO
view themselves as guardians of a critical yet fragile international commitment
to collective action in support of open markets. Relaxing their vigilance in op-
position to all interest group manipulation of the trading system they see as an
invitation to disaster. The fact that some environmental groups are anti-free
trade and others are in league with protectionists as a matter of political tactics
gives some credence to these worries.

Fears of undue environmental group influence are, however, exaggerated
in both the U.S. and WTO settings. Lobbyists by the dozen visit USTR every
day, and special interests already inhabit the WTO as well. Adding a variety of
environmental perspectives to USTR and the WTO internal debates would
help to counteract the influence of (often protectionist) business interests and
therefore reduce, not increase, the risk of special-interest-driven policies. Pro-
viding a more diverse set of interests with access to the trade policy process
would furthermore allow the groups to monitor each other, exert countervail-
ing pressures, and generally diminish the prospect of “capture” by any single
interest group.

In addition, while some environmental groups are in bed with protection-
ists, many are not. Assuming, as free trade advocates tend to, that environ-
mental NGOs will diminish free trade if they are given a greater trade policy
role both misreads and overgeneralizes environmentalists’ trade interest. The
negative presumption about environmental NGOs overstates furthermore their
zone of activity and influence, which is likely to be limited to the environ-
mental links to trade rather than trade policy broadly.

A second major argument against an expanded NGO role at the interna-
tional level derives from the belief that the WTO should be an intergovern-
mental body. The trade policy process, according to this view, works best
when governments can speak clearly to each other without a cacophony of
other voices confusing the dialogue. As Nichols (1996, p. 317) suggests, “the
spectacle of domestic constituencies opposing the positions of the govern-
ments that are supposed to represent those constituencies” can be distracting.
Another strand of this argument recoils at NGOs getting two bites at the ap-
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ple—one in the national debate over what position their government should
take to the WTO and a second one at the WTO itself.

There are two rebuttals to these claims. First, giving NGOs a voice at the
WTO, and, more importantly, the opportunity to observe WTO debates and
dispute settlement proceedings does not preclude governments from discussing
some issues behind closed doors. Just as the U.S. government conducts some
of its business in public and some in private, the international trade regime
could develop a procedure for both open- and closed-door meetings. Second,
we live in a multi-dimensional civil society in which some interest groups are
transnational in scope and their raison d’etre is to influence policy internation-
ally. The Worldwide Fund for Nature, for example, derives its strength in no
small part from its capacity to unite voices across many nations into a unified
chorus. Furthermore, some political arguments are better carried out at the
global level. International institutions which reflect the complex structure of
modern life and provide for appropriate policy discussion and debate are likely
to be more democratic and durable. The need for international-scale dialogue
is made more pressing by the fact that not all countries provide adequate op-
portunities for interests to be heard in their domestic political processes.

A third set of concerns about the role environmental groups might play in
the trade policy process and in the WTO in particular relates to the represen-
tativeness of NGOs. It may be difficult, so the argument goes, to ascertain how
many people a particular group represents, and thus how much weight to give
to its views. In addition, NGOs with ostensibly similar constituencies may
cloud the policy process by presenting conflicting views. While the risk of
confusion is real, it need not be crippling. Indeed, any issue worth debating
will involve multiple viewpoints. At the national level, lobbying from many
directions simultaneously occurs on almost all issues and is unremarkable in
most policy contexts. And just as national officials learn over time which
groups represent important perspectives, so too would the officials at the
WTO. At the international level, the credibility and weight given to NGO po-
sitions would vary, as it does at the national level, with the political mobiliza-
tion potential of the group and the quality of its past contributions to public
debates. Some groups develop reputations for thoughtfulness and good ana-
lytic work while others are known for their misinformed and ill-considered po-
sitions.” While the accountability of non-government organizations is an im-
portant issue (Tarlock 1994), the need to preserve the value of one’s reputation
serves as a powerful mechanism of self-discipline on NGOs.

A fourth series of objections to an expanded NGO role in the trade regime
centers on inequities that might be created or exacerbated by the particular mix
of entities likely to take up the invitation to participate. Indeed, some environ-
mental groups seem not to realize that if the policy development process is to
be opened to them, business representatives must be accorded similar access.
When faced with this prospect, many environmentalists become concerned
that their voices will be drowned out by better-financed producer interests.
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At the WTO, the risk of asymmetries of interest and action takes on an
added dimension. Notably, Northern interests, whether environmental groups
or business associations, may well have more resources to devote to WTO
lobbying than Southern interests. Many developing countries object to a
greater NGO role at the WTO for just this reason. They see the trade regime as
already biased in favor of the North and fear even greater skewing of results if
environmental groups, with overwhelmingly Northern perspectives, are al-
lowed to shape WTO policies and decisions. Some countries also fear (al-
though they do not admit it publicly) that NGOs at the WTO would be less
polite than diplomats and will draw attention to environmental policy short-
comings, human rights violations, and other governmental failures.

The equity concerns can be addressed. At the national level, there is little
risk that environmental interests will overpower business groups. If anything,
the presence of NGOs within the USTR process will produce a better distribu-
tion of viewpoints and access. There are, moreover, numerous safeguards in
place (such as disclosure and reporting rules and limitations on gifts to gov-
ernment employees) to ensure that any lobbying is done above board and that
the influence exerted is not undue.

Internationally, much of the NGO participation in the trading system is
likely to be “passive.” Groups will observe what happens at the WTO and re-
port back to their members. Where lobbying does occur, clear rules should be
established to govern efforts to influence policy by environmental groups as
well as business entities. Although WTO employees are bound by the conflict
of interest provisions of the UN staff rules and Article 6 of the WTO Agree-
ment, which provides general instructions about the international responsibili-
ties of the WTO Secretariat, more strict limits should be placed on meals, gifts,
and trips that the WTO staff can accept from those with interests in WTO de-
cisions. Lobbying efforts should be made subject to disclosure requirements
with WTO staff (and perhaps national representatives as well) required to file
reports on who lobbied them on what issues.®

Councerns about North-South imbalances could be addressed in a variety
of ways. Funds, from either the WTO or member governments, might be made
available to support the participation of developing country NGOs. Moreover,
the risk of Northern dominance is overstated. Environmental groups exist all
over the world, and with modern communications, even the smallest and most
distant groups can now be heard. Furthermore, the fact that the number of
Southern NGOs is small is not in and of itself troubling. The views of those
that do participate are likely to be given considerable weight because they will
be seen as speaking for significant interests. The many competing voices from
the North, moreover, will often present contradictory viewpoints and cancel
each other out. In short, the idea of a monolithic environmental North con-
fronting an underfunded South does not comport with reality.

The fear that governmental shortcomings will be exposed offers no sub-
stantive argument against NGOs whatsoever. Policy failures should be put un-
der a spotlight whenever and wherever they occur. Nevertheless, the fear-of-
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exposure objection presents a very real political obstacle to enhanced NGO
participation in the WTO,

A final set of criticisms leveled at expanded NGO participation in trade
debates concerns the practical difficulties of credentialing NGOs and control-
ling their activities. At the national level, USTR has overcome this hurdle. Be-
ginning with the early 1990s NAFTA debate, USTR opened its policy process
to NGO participation. USTR has an environmental office with its own Assis-
tant U.S. Trade Representative assigned to ensure that the lines of communi-
cation with the environmental community stay open. Special briefings focused
on environmental issues are now held as a matter of course. EPA officials are
included on USTR negotiating teams. A Trade and Environment Public Advi-
sory Committee has been established. USTR releases most documents it gen-
erates or receives for public review and comment.

While not trivial, the administrative burden at the WTO should be simi-
larly manageable. Despite the undeniable allure of the WTO, it seems unlikely
that all that many NGOs would really be interested in its ongoing work. Inter-
national environmental bodies and negotiations have included NGOs for some
time and can therefore serve as models for NGO involvement. The Earth
Summit, for example, successfully involved thousands of environmental advo-
cates (Gardner 1993). In addition to the Earth Summit, there are many models
to build upon in establishing workable modalities for NGOs in the WTO
(Charnovitz 1996). The NAFTA Commission on Environmental Cooperation,
the OECD’s Business and Industry Advisory Committee,” and the U.S. Su-
preme Court all have established mechanisms for government-NGO informa-
tion exchange.

The Case for NGOs

The growing literature on NGOs identifies a variety of roles that nongovern-
ment entities play on the national and international stages. Depending on the
circumstances, they may act as: (1) service providers, often as government
subcontractors (Bebbington and Farrington 1993); (2) watchdogs or private
enforcement agents (Wapner 1995; Cameron and Ramsey 1995; Sands 1995);
(3) lobbyists (Zadek and Gatward 1996; Cameron and Ramsey 1995); (4)
stakeholders (Shell 1995) or countervailing interests (Eikeland 1994); (5)
agents of civil society enriching the public dialogue and representing interests
not reflected in government viewpoints (Spiro 1995; Susskind 1994); (6) pol-
icy analysts or expert advisers to governments (Charnovitz 1996; Susskind
1994; Cameron and Ramsey 1995); (7) mobilizers of public opinion (Lindborg
1992; Clark 1995); (8) bridges between state and non-state actors connecting
local and global politics (Princen and Finger 1994; Weiss and Gordenker
1996); (9) change agents offering new viewpoints (Susskind 1994; Nerfin
1986); and (10) consultants to industry (Eikeland 1994).

My purpose here is not, however, to catalogue what NGOs could do but
rather to explore why they might be given an expanded role in trade policy de-
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velopment. There are three strands to this analysis, which might be called the
economic, political theory, and political economy arguments for opening the
trade regime more formally to environmental NGOs.

The Case from Economics

The economic case for an expanded NGO role derives from the risk that, ab-
sent a mechanism for internalizing environmental externalities, transboundary
pollution spillovers will cause market failures that could undermine interna-
tional economic efficiency and diminish the welfare gains from an open world
trading system (Bhagwati and Srinivasan 1996, p. 167; Baumol and Oates
1988). The potential economic harm from pollution externalities is well estab-
lished in theory. What seems to be disputed, or is the source of confusion, is
the scope of transboundary environmental externalities in practice. Recent ad-
vances in environmental analysis have resulted in the discovery of a number of
previously unrecognized large-scale pollution effects. These include, most
notably, depletion of the ozone layer by chlorofluorocarbons (Kerr 1994) and
possible climate change due to the accumulation of greenhouse gases in the
atmosphere (IPCC 1995). Recent scientific work has also broadened the ac-
knowledged geographic scale of a number of previously identified environ-
mental problems. For example, scientists believe that the discovery of DDT,
long banned in Canada and the United States, in the Great Lakes demonstrates
that high level winds can transport airborne chemicals thousands of miles, in
this case from Mexico (Rappaport 1985). Other recent studies have revealed
significant transboundary spillovers of acid rain, heavy metals, and bioaccu-
mulative toxics (Fitzgerald 1993; New Scientist March 16, 1996).

In addition to the potential for market failure from transboundary exter-
nalities, the “tragedy of the commons” poses additional risks to the interna-
tional economic system. Absent a mechanism for achieving “collective ac-
tion,” individual nations and their industries have no incentive to manage
common resources in a sustainable fashion (Cooper 1994). The rapid depletion
of the world’s fisheries provides an example of what can happen without pol-
icy coordination.

One need not expand the list of potential market failures to the more con-
troversial claims about “economic” externalities and the risk of a regulatory
race to the bottom (Esty 1996b; Revesz 1992), psychological externalities
(Anderson 1992) and intergenerational equity (Brown Weiss 1989) to be con-
vinced of the need for environmental policy coordination on a global scale. Of
course, the first best policy alternative would be a stronger international envi-
ronmental regime (Esty 1994a). Authoritative environmental analysis and de-
cisionmaking by a Global Environmental Organization (GEO) could be incor-
porated by reference into the decisions of the WTO. But there is little prospect
of a GEO being created in the near future. Thus the trading regime must man-
age the risk of trade-related environment market failures. Not to do so invites
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allocative inefficiency and reduced social welfare, not to mention environ-
mental degradation.

One can, of course, accept the need for an environmental dimension to the
international trading system without believing that environmental NGOs
should have an expanded presence at USTR and the WTO. If one’s focus is on
NGOs that have narrow special interests—animal welfare groups, for in-
stance—it is not difficult to conclude that on balance a greater role for envi-
ronmental advocates would not result in better trade policymaking. Indeed,
Earth Island Institute and the other groups that pushed for the now infamous
ban on Mexican tuna imports view trade simply as a point of leverage. They
single-mindedly pursue their environmental goals and do not care at all about
any welfare loss inflicted by diminished trade.

But there are many other broader-minded groups whose participation in
the policy process is likely to be constructive. Moreover, because environ-
mental policymaking is fraught with uncertainty, it is extremely valuable to
have a diversity of perspectives challenging the prevailing science, risk analy-
sis, and policy conclusions. Multiple viewpoints allow triangulation on the
“truth” and facilitate better valuation of environmental harms. Some analysts
argue that it is the responsibility of governments to advance such competing
policy perspectives. In fact, “regulatory competition” theory suggests that a
world of decentralized governments competing in the policy domain will yield
optimal results (Revesz 1992). But while policy competition should be en-
couraged, one cannot assume that the best “competitors” in the environmental
policy “market” will be governments (Esty 1996b).

The American legal literature is, of course, rich in references to the bene-
fits of states as “laboratories.” But because so much of the difficulty in envi-
ronmental policymaking derives from weak technical and scientific underpin-
nings and faulty causal assumptions, what is most needed for good policy is
better analysis. This requires laboratory resources, carefully gathered data,
skilled personnel, and a serious commitment to analytic rigor. Few U.S. state
governments meet these requirements. Internationally, even fewer countries do
serious environmental policy work, particularly across the full spectrum of
public health and ecological issues. Relying on competing government analy-
ses to sharpen the analytic content of USTR or WTO decisions at the intersec-
tion of trade and environmental policy thus makes no sense. NGOs are far
better positioned to advance the debate and ensure that optimal (cost-
internalizing), welfare-maximizing environmental policies are put in place.

Ultimately, trade policymaking without NGO perspectives resembles a
monopolized market. With high barriers to entry, potential producers who
might be able to offer goods (in this case, policy analysis and ideas) at a lower
price or better quality are kept out of the market to the detriment of consumers
and the efficiency of the system. Yet the internal coherence and success of the
international trading system depends on finding optimal ways to address envi-
ronmentally-derived threats of market failure. If for no other reason, trade
policy debates should be opened to NGOs to ensure the presence of a wider
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range of intellectual competitors and constant reassessment of established
thinking.

The Argument from Political Theory

The functions of government in modern life are evolving quickly. The public
is being given a larger role in policymaking and a wider array of constituent
interests are contributing to decision processes. Similarly, the view that states
are or should be only actors on the international stage is changing. Within the
United States, the belief that trade policymaking reflects “foreign affairs” and
is thus uniquely the province of government has been largely abandoned. As
Sylvia Ostry (1990) suggests: “No policy is as domestic as international trade
policy.” A wide range of constituent groups participate in U.S. trade policy
development. Environmentalist contributions to the domestic trade policy pro-
cess are recognized as valid, and even useful in ensuring that policy perspec-
tives that might otherwise go unheard are folded in to the decision process.

At the WTO, change has come more slowly. Although the “liberal” cri-
tique of traditional “realist” international relations theory emphasizes that an
important array of non-state actors exists (Hurrell and Kingsbury 1992) and
that the actions of states are not solely determined by the individual wills of
governments (Gordenker and Weiss 1996), many trade analysts see the inter-
national trading system as a government preserve. But as Shell (1996, p. 380)
suggests, the “quiet days of trade adjudication and policymaking are gone.”
Trade liberalization through closed-door negotiations among diplomatic elites
seems untenable as a means of achieving further policy progress. The result,
Shell observes, will be a new “noisier” process of trade negotiation (p. 380).

The presence of NGOs in the trade policy process mirrors the emergence
of an expanded global civil society. The presence of new, non-governmental
voices promises to complicate negotiations, but it may also help to produce
more sound and durable results. NGOs can help to mediate disputes between
governments, provide new outlets for debate and policy development, and im-
prove the representativeness of decision mechanisms by acting as a conduit for
information flowing between everyday citizens and actors at the global level.

States are, furthermore, imperfect representatives of public opinion. When
governments speak with one voice they inevitably neglect minority viewpoints
within their jurisdiction. NGOs can ensure that views not rcflected by national
government can be heard in the course of the international policy development
process. To the extent, furthermore, that individuals share a common policy
vision across national boundaries, they can form global NGOs that might be
more effective in bringing about change through international action than they
would be in pursuing their objectives at the nation-state level. The trans-
boundary nature of many ecological, public health, and animal welfare con-
cerns makes this transnational representation especially valuable. Indeed, pro-
tection of the Brazilian rainforest, Pacific coral reefs, the ozone layer, and Af-
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rican elephants are seen by many to be issues for the global community and
best addressed at a worldwide scale.

If the WTO were to allow broader public participation in its processes, it
would be a better-informed, stronger, and more democratic organization. By
creating a broader and richer “WTO politics,” NGO participation in the inter-
national trading system would make the WTO more representative and better
able to perform its responsibilities in the emerging system of global govern-
ance.

The Political Economy Argument

American environmentalists care a great deal about fair and open decision
processes (Audley 1997). Being included in policy discussions matters to
them. The efforts of both the Bush and Clinton Administrations to give NGOs
arole in the NAFTA debate was an important reason that many influential en-
vironmental groups ultimately lined up in favor of freer Mexico-U.S.-Canada
trade.

Similarly, an NGO-enriched WTO would be considered more democratic
and legitimate. Participation in and understanding of the trade regime’s deci-
sionmaking is critical to the acceptance by environmental groups of the trading
system’s processes as fair and worthy of respect and, more importantly, to
their support for further trade liberalization. Although the WTO has taken
some steps toward procedural reform and greater “transparency,” more re-
mains to be done.'® While the panel decisions of the WTO (and the GATT be-
fore it) have been subject to virulent attack, the U.S. Supreme Court, which
has invalidated a much larger number of state environmental laws deemed in-
consistent with the Commerce Clause, has never been similarly attacked for its
“trade and environment” decisions. Clearly, the Supreme Court has much
more institutional legitimacy than the WTO.

Respect for the Supreme Court’s decisionmaking derives, in part, from the
fact that arguments are heard in open court, briefs are made public, and deci-
sions are published as soon as they are rendered. Any party that wishes to pro-
vide input to a case before the Court may do so in an amicus curae brief. The
Supreme Court’s environmental decisions are viewed as authoritative in part
because the Court elicits technical information when cases require it. Submis-
sions from NGOs are often part of the data pool on which the Court draws.
Special “masters,” including environmental experts, are brought in when par-
ticularly important technical questions underlie a decision.

Although new WTO provisions allow dispute panels to seek technical or
scientific advice when environmental issues are at stake, no panel has availed
itself of this opportunity. And the WTO has no provision for soliciting expert
opinions from interested non-governmental bodies. A greater NGO role at the
WTO would enrich the institution’s deliberations, enhance the legitimacy of
its dispute settlement process, and strengthen the institution as a whole."’
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For WTO decisions to have legitimacy, they must be reached fairly and
openly, be based on complete information, and consider the full array of inter-
ests at stake. NGOs can help to fulfill these requirements, and thus help to pre-
serve the integrity of the international trading system. Rather than treating en-
vironmental groups as unwelcome special interests, the WTO should therefore
open its doors and invite NGOs to contribute to the maintenance of the inter-
national economic system. Opening up the WTO’s “formal” sessions to NGO
observers would help to illuminate the decisionmaking process that undergirds
the international trading system. Such transparency would help build public
understanding of how the WTO operates. Further outreach might be under-
taken through open meetings, to which any interested NGO would be invited,
on all issues under debate within the WTO. In addition, the WTO should es-
tablish a formal advisory committee on environmental matters that would in-
clude representatives from business, labor, consumer, and environmental or-
ganizations (Esty 1996a).

Not only would broader NGO participation in the WTO improve the
quality of its decisions and the legitimacy of its judgments, it would also ex-
pand support for trade liberalization more generally. If environmentalists felt
that the WTO took their concerns seriously, there would be much less opposi-
tion to expanded free trade. In light of the role environmentalists play in the
United States as a swing constituency in hard fought trade battles, ensuring
that environmentalists do not systematically oppose efforts to promote freer
trade should be a top priority for trade officials within the U.S. government
and at the WTO.

IV. Conclusion

Trade and environmental policy are inescapably interwoven. This fact has
been largely recognized in the U.S. domestic trade policymaking process.
Elaborate structures have been developed to ensure that environmental voices
are heard at USTR. But many participants in the trade policy process at the
international level do not see or appreciate the environmental linkage. In the
absence of a functioning global environmental regime, the WTO cannot avoid
making decisions that have environmental policy implications. The question is
how well these decisions will be made. The inclusion of environmental NGOs
in WTO activities could help to achieve a proper integration of environmental
considerations into the international trading system. The presence of NGOs
would bring new information to bear and provide competition in the market-
place of ideas that is otherwise monopolized by a too-narrow set of govern-
ment perspectives. Drawing NGOs into the international trading system would
also strengthen the WTO as an institution and ensure that it reflects the grow-
ing diversity of international civil society. By embracing NGOs and providing
opportunities for their observation of and participation in international trade
policy development and dispute resolution processes, the WTO would enhance
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its own credibility, authoritativeness, and legitimacy—and broaden the con-
stituency that supports trade liberalization.

NOTES

! This paper considers environmental NGOs to be any organization independent of
government that works on public health, ecological or animal welfare issues. This do-
main includes: single issue organizations, such as Rhino Rescue, multiple issue organi-
zations, such as World Wildlife Fund; and business entities such as the International
Chamber of Commerce. The focus will, however, be on environmental groups since
this subset of the NGO world is a new presence in trade debates; business groups have
long played a role in trade policymaking (Charnovitz 1995).

% For more details on the origins of the trade-environment issue, the NAFTA environ-
mental issues, and the tuna-dolphin case, see Esty (1994a).

3 Esty (1994a, pp. 27-28) discusses the emergence of environmental NGOs on the trade
scene. Note that the U.S.-Canada Free Trade Agreement was negotiated in the mid-
1980s with little interest from either country’s environmental community.

4 The Circuit Court for the District of Columbia rejected the suggestion that the Na-
tional Environmental Policy Act required an EIS for NAFTA in Public Citizen v. U.S.
Trade Representative 5 F. 3d 549 (D.C. Cir, 1993). The Court concluded that submit-
ting a trade agreement to the Congress is an act of the President and not subject to the
EIS requirements of the National Environmental Policy Act.

5 It is interesting to note that the environmental focus in the context of the European
Union is on harmonization. Thus, it could be argued that the preoccupation of U.S. en-
vironmental groups with not having U.S. rules “watered down” resulted in a lost op-
portunity to improve standards across North America.

® Although the agreement permits “monetary enforcement assessments” (Articles 35-6),
the range of intervening steps that must be followed before such penalties can be im-
posed makes it very unlikely that any “eco-duties” will ever be imposed (Esty 1994c).

7 In fact, the quality of the information, arguments, and analysis that are presented will
be the dominant determinant of NGO influence at the WTO where international bu-
reaucrats are likely to be relatively immune to the importuning of lobbyists advancing
self-interested positions no matter how significant the economic interests they repre-
sent.

8 Currently, only panelists in GATT disputes are required to file disclosure forms.

® Expansion of the OECD process to include environmental groups is under review. In
fact, the Declaration from the 1996 OECD Ministerial Meeting “warmly welcomed the
proposal of international environmental non-governmental organizations for the estab-
lishment of an NGO environmental advisory committee to the OECD” and invited in-
terested NGOs to submit a formal proposal for such a body.

"% The WTO now publishes a variety of newsletters, has a home page on the Internet
(www.unicc.org/wto), and has released summaries of the meetings of its Committee on
Trade and Environment. In July 1996, the organization adopted new guidelines for the
release of “‘restricted” materials. While these provisions are likely to mean faster public
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access to some WTO materials, it is not clear whether they will actually make the work
of the WTO truly transparent.

"' Under the new WTO dispute procedures, in which the decision of a panel will auto-
matically be adopted unless a negative consensus forms, the transparency and openness
of the dispute settlement process will be even more important.
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Comments on Conference Version
of Paper

Richard C. Porter

Nearly a year ago, I was asked to comment on a paper whose topic was to be
“trade policy and the environment.” I said yes. I made a mistake. If there is
one thing worse than a lawyer commenting on an economist’s paper, it must
be an economist commenting on a lawyer’s paper. But it is even worse than
that. This paper barely mentions the making of environmental policy, about
which I do know something, and talks at length about the administration of
trade policy, about which I know embarrassingly little. But I am not at a loss
how to proceed. Not at my age. Many years ago, a colleague-guru told me
with respect to teaching: “teach what you know.” I suspect the same holds true
here. So I will talk about the environment as it relates to trade—and as it is
often perceived to relate to trade.

Two connections stand out. One, trade between two countries imposes
negative external costs upon one of them. For example, A’s beef is not tested
for some disease and tends to sicken B’s citizens, or A’s tankers are not dou-
ble-hulled and tend to spill oil in B’s harbors. These are classic Coasian con-
frontations.

Is there a role for the World Trade Organization (WTO) or some other
international arbiter here? Of course, in that rights must be clearly defined,
presumably by global agreement. But once rights are clearly delineated, if ever
there was a situation where Coase was right, this is it—the governments
should be able to negotiate a resolution. Is there a role for environmental non-
governmental organizations (NGOs) in all this at the WTO level? 1 don’t see
it—their place is at the national level, alerting their own governments to the
perils of these environmental lapses by trading partners and urging their own
governments to start proceedings to protect their own citizens.

And two, trade generates negative externalities at the global level. For ex-
ample, A’s use of DDT or harvesting of ivory extinguishes species that are
valued by citizens throughout the planet; or A’s use of CFCs or harvesting of
rainforests damages the ozone layer and causes skin cancers in many other
countries. We could list many other examples, but these four will suffice.
Think about them for a moment.
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In not one case is it really trade that causes the externality—it is really
production or consumption, and it is of no importance whether any of the
products end up being exported or imported to or from anywhere.

Trade sanctions here are a very second-best policy instrument. For first-
best results, if Coasian negotiation were made impossible by the numbers of
people involved, Pigovian taxes should be brought to bear; but those taxes
should be on the production or consumption of the externality-generating ac-
tivity in country A, not on its import into countries B, C, D, etc. However, it is
not easy for countries B, C, and D to impose taxes on activities in country A.
So it is tempting to apply trade taxes instead.

Where does the WTO come in? Consider the case where it is trade taxes
or nothing. The role of the WTO, I guess, is to decide on the basis of previ-
ously decided and internationally accepted criteria, whether such trade taxes
are better for world welfare than doing nothing at all. Provided the second-best
trade taxes are not too remote from the primary target, they should cause a re-
duction in the offensive activity—the question is only whether the indirect
costs are worth it, globally.

But the above assumes that the alternative is doing nothing at all. In fact
we have alternatives to trade taxes that are not only better than doing nothing
at all, they can come close 1o being a first-best approach to the externality. The
alternative I am thinking of is not just neat “in theory”—we already have a
case where 1t has worked and worked fairly well, especially when we consider
that it was its first use: the Montreal Protocol.

At Montreal, the developed countries, in good Coasian style, collectively
agreed among themselves to cease producing and using CFCs, and they in-
duced developing countries to go along with this decision. The Montreal Pro-
tocol had two great virtues over trade taxes:

1. The Protocol attacked directly the externality-causing activity, the use
(and leakage) of CFCs.

2. The Protocol concerned itself with fairness and equity. The developing
countries, which did not cause the problem of overuse of CFCs and whose
citizens will suffer disproportionately through more expensive refrigeration
from the discontinuance of CFCs, were assisted in the transition by the richer
industrialized countries, who are long refrigerated and can well afford the
higher refrigeration costs. Trade taxes cannot offer carrots, only sticks.

What is the role of environmental NGOs in proceedings like the Montreal
Protocol? They should deal with their own national governments and should
urge strong negotiating positions on them. But why should they then be heard
again at the negotiations themselves? Remember that the NGOs primarily rep-
resent the damaged parties—those citizens of the world who particularly value
endangered species and who are particularly susceptible to skin cancer.

In shott, it is hard for me to see, as Esty does, that “a formal WTO role for
NGOs would help to . . . ensure that environmental externalities do not cause
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market failure in the international economic system and improve the quality of
WTO environmental decisionmaking.”

Am I saying that environmental NGOs are no good? Hardly. I sympathize
with the goals of most, and I have belonged to many. They have achieved
much in the United States at each of the federal, state, and local levels over the
past thirty years. But I honestly do not see that they have any more role to play
at the WTO than would pro-life and pro-choice groups.






CHAPTER 12

Trade and Human Rights

T. N. Srinivasan

I. Introduction

The use, or threat of use, of trade policy instruments to ensure that human
rights are respected by governments of partner countries is not new. The most
notable instance, of course, of multilateral trade sanctions to punish and elimi-
nate the violation of human rights was against the South African government’s
apartheid policies. Clearly the collapse of the apartheid regime has been attrib-
uted by many to the opprobrium, if not the economic cost to South Africa, of
the sanction,

Again, human rights advocates in the United States have lobbied, without
success so far, against the renewal of Most Favored Nation (MFN) status to
China. Ever since President Clinton issued an executive order in 1993 requir-
ing that the Secretary of State shall not recommend renewal of MFN status
unless certain human rights conditions are met, an annual battle between hu-
man rights groups and those, prominently business groups with significant
stakes in trade with and investment in China, has raged over the renewal. The
inefficacy of the ambiguous signals that a divided U.S. political scene sends to
China is seen from the fact that, despite immense pressures not to do so, China
recently charged and sentenced Wang Dan, a prominent student leader of the
pro-democracy demonstrations in Tiananmen Square in Beijing in 1989, with
the capital crime of conspiracy to overthrow the government, after holding him
in prison for over six years. In his report on this event, Patrick Tyler of the
New York Times writes:

For the Clinton Administration, the prospect that the youth-
ful Mr. Wang could receive a new and lengthy prison term
presents a difficult foreign policy challenge. Earlier this
year, Mr. Clinton privately signaled Beijing that if re-
elected, he would like to bring a permanent end to the cam-
paign of sanctions and trade pressure that Washington has
used to win improvements in human rights conditions here.
To go forward with this plan, Mr. Clinton urged Beijing
to show compassion to those who had been harassed or
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locked up for expressing political views.

Now, in the midst of a Presidential campaign in which
his foreign policy is under assault, Mr. Clinton will be under
greater pressure to explain how his position toward Beijing
has garnered any results and how the United States can in-
fluence the deteriorating conditions under which many in-
tellectuals and political dissidents live in China.

Most of the political prisoners on whose behalf Mr.
Clinton has interceded with Chinese leaders are now back in
prison or in permanent exile. (New York Times, October 13,
1996, p. 1)

But South Africa and China have not been the only cases that have drawn
the attention of human rights groups. There is significant support in the United
States for trade sanctions against Myanmar to punish human rights violations
of the military dictatorship there. Interestingly, while the U.S. administration
has suggested that by “constructively engaging” China economically through
the grant of MFEN status the cause of human rights there would be better
served, not only has it opposed the same argument advanced by ASEAN
countries against trade sanctions against Myanmar but in fact has “approved a
ban on new American investment in Myanmar because of human-rights abuses
by the Burmese Government” (New York Times, April 22, 1997, p. A1)! The
facts that political and trade relations with China are far more consequential to
U.S. foreign policy and business interests than those with Myanmar certainly
played a role in the differing U.S. stance in the two cases.' Republicans and
human rights groups in the United States have accused President Clinton of
overlooking human rights violations in East Timor and poor labour standards
in Indonesia in return for campaign contributions for the Democratic Party by
a businessman of Indonesian origin (Wall Street Journal, October 16, 1996, p.
A10).

The latest, and internationally controversial, issue relating to trade and
human rights is that of labor standards.? It has surfaced in international fora in-
cluding the World Trade Organization (WTO). I will focus exclusively on this
issue in the rest of this paper since an analysis of it illustrates almost all of the
difficult economic, moral, philosophical and political problems associated with
using trade policy as an instrument for enforcing human rights. Indeed, the
Council of Economic Advisers (CEA) to the President of the United States
view “core” labor standards as representing “fundamental human and demo-
cratic rights in the work place, rights that should prevail in all societies what-
ever their level of development” (CEA, 1995, p. 250, emphasis added).

Thus a sweeping claim of universality and eternity is made for a particular
set of “core” labor standards viz. “freedom of association, the right to organize
and bargain collectively, freedom from forced labor, and a minimum age for
the employment of children” (ibid, p. 250). Acceptance of such a claim will of
course imply, for example, that any diversity in the content and scope of core
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standards among countries according to stage of development would be ille-
gitimate. As such, one has to examine the validity of the claim and I do so in
Section II. Section III is devoted to moral and philosophical arguments, such
as the humanitarian concern that citizens of one couniry may have about what
they deem “poor” conditions of work or “exploitation” of children by parents
or employers. It will be argued that although such concerns are legitimate,
their alleviation requires solutions that do not include the use of trade sanc-
tions. Section IV analyzes the economic arguments, pro and con, for the use of
trade policy instruments and briefly reviews the empirical evidence on the ef-
fects of diverse labor standards on export performance and inflow of foreign
direct investment. Section V discusses the role of multilateral institutions in
improving labor standards and concludes the paper.

Il. Universality and Eternity of Human Rights and of Core Labor Standards

According to a recent report from the Organization for Cooperation and Eco-
nomic Development (OECD), starting from several international treaties early
in this century on the elimination of slavery, a body of international law on
human rights, including certain basic workers’ rights, has evolved. This body
of law

considers human rights as universal, transcending all politi-
cal, economic, social and cultural situations. They are char-
acterized as such because they involve the fundamental lib-
erty, dignity and respect of the individual. Moreover, free-
dom of association, prohibition of forced labor, elimination
of child labor exploitation and the principle of non-
discrimination are well established elements of the human
rights international jurisprudence; in fact these workers’
rights are an inseparable part of human rights (OECD, p.
27).

The World Social Summit of the United Nations held in Copenhagen “rein-
forced international consensus on fundamental human and workers’ rights. In
Commitment 3 of the Declaration from this summit, nations affirm their adhe-
sion to certain workers’ rights, which are identical to the core labor standards
selected in this study” (ibid, p. 27).

The International Labour Organization (ILO), founded in 1919 as part of
the implementation of the Treaty of Versailles®,

over the past 75 years . . . has adopted a series of conven-
tions which set international labor standards. Through ratifi-
cation, these conventions create binding obligations for
member states. The conventions cover a wide range of issues
in the world of work, including basic human rights such as
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freedom of association, the right to organize and bargain
collectively, freedom from forced labor, freedom from dis-
crimination in employment, and severe restrictions on the
use of child labor (Maier, p. 12).

Nine ILO conventions are particularly relevant from the perspective of la-
bor standards. These relate to freedom of association such as the right to or-
ganize (No. 87), and collective bargaining (No. 98), forced labor (no. 29) and
its abolition (No. 105), non-discrimination in employment and occupation (No.
111) and in remuneration (No. 100), employment policy (No. 122), minimum
age of employment (No. 138) and tripartite (i.e. workers, employers and gov-
ernment) consultation (No. 144).

Although the CEA, as noted in the introduction, views several of the sub-
jects of these conventions as representing “fundamental human and democratic
rights in the work place,” ironically the United States has ratified only two of
the nine conventions just cited: those on abolition of forced labor and on tri-
partite consultation (World Bank (1995), table A4). Indeed, the record of U.S.
ratification of ILO conventions is even more disappointing. Charnovitz (1995,
p. 178) reports that

The United States has become a party to only 12 ILO con-
ventions, including 5 in recent years. This is the worst record
of any major industrial nation. . . . This disinclination to rat-
ify ILO conventions stems mainly from two concerns. First,
because U.S. treaties are the “supreme law of the land,” rati-
fying an ILO convention could supersede federal and state
labor laws if provisions of the convention can be enforced in
domestic courts. Second, many Americans are reluctant to
have U.S. policy reviewed by an international organization.
As a consequence, the United States has not ratified the core
ILO conventions on freedom of association and the right to
organize, nor has it ratified any of the child labor conven-
tions.

Interestingly, OECD countries other than the United States have ratified
most of the nine conventions. At the same time, the conventions on freedom of
association and forced labor and non-discrimination have been ratified by all
but a handful of countries who are members of the ILO. Although President
Carter signed a convention on Women'’s Rights in 1980, the U.S. Senate is yet
to ratify it (New York Times, December 11, 1996, p. A7).4 Compliance, how-
ever, is another matter, though (and this is important) it is subject to periodic
monitoring and review once a convention is ratified.

Ever since its creation, the United Nations (UN) has been concerned with
human rights. Article 55 of the UN charter requires that countries should, inter
alia, promote respect for human rights and basic liberties for all, without dis-
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tinction of race, gender language or religion, not only as an end in itself, but
also as a necessary condition for maintenance of peaceful relations between
countries. The Universal Declaration of Human Rights of 1948 adopted by the
UN General Assembly without dissent gives an even more detailed description
of human rights. These include

civil and political rights (the right to life, liberty, freedom
from torture, freedom of opinion and expression, freedom
from slavery and servitude, right to peaceful assembly and
association) and economic, social and cultural rights (right to
join and form trade unions, right to work, right to equal pay
for equal work, right to education). Again, the right to decent
living standards is regarded as one important element
(OECD, 1996, p. 27).

The Declaration did not require ratification. It took nearly 20 years to
transform the principles of the Declaration into treaty provisions establishing
legal obligations on the part of each ratifying state. At the end of 1966, two
covenants, one dealing with civil and political rights, the other with economic,
social and cultural rights, and an optional protocol were adopted by the Gen-
eral Assembly. Another 10 years elapsed before the required minimum num-
ber of states ratified the two covenants and the optional protocol. As of this
year, a total of 132 states (including the United States) have ratified the cove-
nant on civil and political rights, 133 the covenant on economic, social and
cultural rights and 87 the optional protocol. The United States has signed, but
not ratified, the covenant on economic, social and cultural rights and is not a
signatory of the optional protocol.5 An even larger number of states (168) has
ratified the UN convention on the Rights of the Child adopted in 1989. Clearly
the obligations of the Charter are binding on members of the U.N.

Besides international agreements, conventions and covenants, the consti-
tutions of some countries require their government to promote human rights.
For example, the Constitution of India has a chapter entitled Directive Princi-
ples of State Policy which enjoins the state to strive to secure “a social order in
which justice—social, economic and political—shall inform all the institutions
of national life” and “to minimize inequality in income, status, facilities and
opportunities, amongst individuals and groups.” Further, the state is required
to ensure “that the ownership and control of the material resources of the
community are so distributed as best to subscribe to the common good; that
the operation of the economic system does not result in the concentration of
wealth and means of production to the common detriment” (Basu, 1983). The
constitution also protects the rights to work, to education, and to public assis-
tance in case of unemployment, disability, or sickness.

This review leads to two conclusions. First, except for a notable few, al-
most all states have signed and ratified a set of covenants that recognize an
immense and overwhelming array of civil, political, economic, social and
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cultural rights that go beyond the so-called ‘core’ labor standards. All of these
are universal rights, not just the few selected for trade sanctions by the propo-
nents of the Social Clause, whether at the OECD or by the CEA in Washing-
ton. That selectivity must be explained and has to do, in all likelihood, with
competitive pressures rather than human rights (Bhagwati, 1995)). Second,
almost none of the many rights are satisfied in reality including in OECD
countries: for example, discrimination on the basis of race and sex still exists
even in the United States. This suggests that, at best, the rights recognized are
universal aspirations, perhaps to be attained at some unspecified and distant
future, though cynics might view them as empty rhetoric. Be that as it may, it
is worth reiterating that the claim of universality and eternity, for a subset of
rights covering the so-called ‘core’ labor standards, is overblown.

In conclusion, let me cite one final comment by Heribert Maier, the Dep-
uty Director General of the ILO, on the question of “core” labor standards:
“the ILO has not yet reached a political consensus of its ILO constituents to
identify clearly a core group of convention or minimum standards” (Maier,
1994, p. 13).

Ill. Concern in High Income Countries About Labor Standards in
Developing Countries

A concern about poor labor standards in general, and child labor in particular,
has been expressed by various groups in high income countries. Groups in the
United States such as “Save the Children” have raised funds to help poor chil-
dren in less developed countries. It would indeed be wrong to dismiss such
concerns out of hand since they could arise from altruism, e.g. the welfare of
workers and children in poor countries could be an argument in the utility
functions of at least some individuals and groups in rich countries, so that their
utility increases if the welfare of workers and children in poor countries in-
creases. On the other hand, such concerns could also arise from purely selfish
motives: the fear of erosion of one’s high standards through a “race-to-the-
bottom™ in the global economy, where “low” labor standards anywhere
threaten the sustainability of “high” labor standards everywhere. Thus low la-
bor standards in one country are perceived as negative externalities imposed
on high standard countries by low standard countries.

Altruistic citizens of rich countries have, in principle, many ways of more
efficiently and effectively expressing their concerns than through lobbying for
imposing trade sanctions on countries with poor labor standards in the expec-
tation that such sanctions would be effective in inducing the governments of
such countries to institute policies for raising labor standards. First of all, it is
conceivable that a country threatened with trade sanctions for failure to raise
its labor standards might not respond by raising them but instead choose to
forego gains from trade. Second, instead of relying on the indirect means
through linkage which depends on the desired response by the developing
country for its success, the citizens of the developed countries could adopt a
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more effective direct means of pressuring their own governments to lift any re-
strictions on immigration of workers from countries with poor labor standards.
If they choose to migrate, such workers would enjoy higher labor standards
prevailing in the country of immigration. Indeed there is support for lifting
such restrictions on moral-philosophical grounds as in the writings of John
Rawls (1993a). He views freedom of movement and freedom of choice of oc-
cupation as essential primary goods equivalent to other basic rights and liber-
ties, the entitlement to which is not open to political debate and allocation
through the political process. While Rawls was writing about these freedoms
in the context of constitutional essentials of a just society, implicit in the very
expression of humanitarian concerns about others must be a view of the whole
human race as one society. As such, a natural extension of Rawls’ ideas would
treat freedom of movement of humans across artificial political boundaries as
a basic human right.®

Even if lifting immigration restrictions is deemed infeasible politically,
still citizens of rich countries could make income transfers to the workers in
poor countries. With higher incomes, it is reasonable to presume that the sup-
ply price (broadly defined to include labor standard) of their labor would rise
and to restore labor market equilibrium, labor standards would have to rise.
Indeed a test of the depth of their humanitarian concern is the price that citi-
zens are willing to pay for translating the concern into an actual increase in
welfare of workers in poor countries. Willingness to make needed income
transfers is a demonstration of the willingness to pay the price.

Turning now to child labor, excepting the abusive ones, most parents will
weigh welfare of their children significantly in making choices for them. And
in making those choices, given their resources and opportunities, such parents
could reasonably be expected to take into account the cost of putting their
children to work in terms of their health and education relative to the income
they bring in. As such, if some parents choose to put their children to work, it
reflects more than anything else the limitations of their resources and opportu-
nities, viz. their poverty. Once again, citizens of developed countries con-
cerned with the welfare of such working children among the poor in develop-
ing countries could influence the choices of parents away from putting their
children to work altogether or at least reduce the amount of work done by their
children through income transfers to parents. Such transfers relax their re-
source constraints.

The fear of a “race-to-the-bottom” arises from the expectation that faced
with competition from low cost (because of their low labor standards) devel-
oping countries, producers in countries with high labor standards would lobby
for lowering labor standards are home by threatening to move production to
lower labor standard countries. Those who harbor such fears have the option
of not buying such imported products so that domestic producers will no
longer face import competition.

By not buying products of a firm or a country that does not observe what
consumers view as acceptable labor standards, they can send a clear and effec-
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tive signal to that firm or country to force it to choose between observing stan-
dards and retain the market or lose the market altogether.” If it chooses to re-
tain the market by observing acceptable labor standards, to the extent the cost
of the import goes up because of such observance, both the exporting country
and the buyers of imports share the cost of improving labor standards. If it
chooses to forego the market, then while workers in the exporting industry do
not gain welfare through higher standards, there is a penalty to the firm in the
form of lost exports. If the citizens of the developed countries are interested
only in raising the welfare of the workers and not in penalizing the exporting
firm, they will have to compensate the firm or make income transfer to work-
ers. The basic point is that there is a real cost to raising labor standards, and
that has to be incurred if the intended raise is to come about.

It should also be pointed out that the standard characterization of a “race-
to-the-bottom™ as a classic Prisoner’s Dilemma game can be questioned. For
example, consider a game of strategy between two countries with respect to
their choice of labor standards. It has a conventional pay-off matrix reflecting
the real incomes yielded (in brackets) when different labor standards are set at
levels “low” and “high” by the two countries, Home and Foreign.

There are thus four possible combinations of home and foreign labor stan-
dards. The pay-offs associated with each combination (with the first (resp.
second) component being the pay-off of the Home (resp. foreign) countries are
given by the following pay-off matrix:

Foreign Strategy

Low High

Home Low (-2,-2) 2,-3)
Strategy  High (-3,2) (1,1

It is easily seen that each country has a dominant strategy, viz. to set a low
standard, because by doing so it maximizes its pay-off whether the other
country chooses to set a high or low standard. Yet, compared to this individu-
ally-rational dominant-strategy Nash equilibrium with both countries setting
low standards, the collectively rational strategy of each setting a high standard
will yield a higher pay-off for both.®

Of course competition need not necessarily lead to such a “prisoners’ di-
lemma” type of Nash equilibrium. For example, if the pay-off matrix is as
follows,

Foreign Strategy

Low High

Home Low (-4,-4) (2,-3)
Strategy  High (-3,2) (L,

then (Low, High) and (High, Low) are both (pure strategy) Nash equilibria. In
each of these one jurisdiction sets a low standard while the other sets a high
standard.
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In both cases above, the Nash equilibrium is characterized by a “race to
the bottom” in the sense that at least one country sets a low standard. But this
need not be so, as consideration of the following pay-off matrix shows. Thus,
consider:

Foreign Strategy

Low High

Home Low -2-2)  (2,-3)
Strategy  High (-3,2) (3,3)

It is readily seen that we have a unique Nash equilibrium where each country
sets a high standard.

Of course, these are arbitrarily-constructed pay-off matrices and we need
to ground them in underlying models of economies to see whether such out-
comes are sensible within them. However, they are adequate to demonstrate
that a destructive “race-to-the bottom™ is not inevitable in the competition to
set labor standards.

To sum up, the fact that citizens in rich countries could be, and often are,
genuinely concerned about poor working conditions, and the use of child labor
in poor countries does not necessarily imply that such concerns can be ad-
dressed only through the use of trade policy instrument.

IV. Economics of Labor Standards

There is an extensive and growing literature on the economics (theoretical and
empirical) of labor standards (see Brown et al. (1997) and references therein).
Stern (1997) has critically surveyed this literature. Other useful surveys are by
Anderson (1996) and Maskus (1996). Instead of going over the ground cov-
ered by them, I will confine myself here, first, to reproducing the argument
that I have made elsewhere (Srinivasan (1996)) that diversity in labor stan-
dards among countries is not only legitimate but also does not detract from the
case for free trade. In other words, such diversity, like diversity in tastes, tech-
nology or factor endowments, is a source for gainful trade based on compara-
tive advantage. Second, I will offer a critique of two recent contributions
(Rodrik (1996) and Krueger (1997)). Krueger’s contribution is particularly
relevant from the perspective of political economy.

Legitimate Diversity of Labor Standards

In modeling diversity of labor standards, 1 follow Brown et al. (1996) in pos-
tulating that standards divert resources from production and they also affect
welfare, as an argument of consumers’ utility function in addition to the
amounts consumed of various goods.

Consider first a small-open economy producing and consuming two
goods. Let Q; and C; denote respectively the production and consumption of
good i (i=1,2). Let S denote the level of economy-wide labor standards. Let
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U[C,, C,, S] be the strictly concave Samuelson social utility functxon with U; >
0, where U; denotes the partial derivative U with respect to its j™ argument. Let

Qi = FQ,, S; K L) denote the production possibility frontier denoting the
efficient combination of Q,, Q, that could be produced, given the level S of la-

bor standard and inelastically supplied endowments of K, L of capital and
labor respectively. F is concave in Q; and S with F> 0, F, < 0,F, <0, F; > 0,
F, > 0, where F; is the partial derivative of F with respect to its j* argument. In
effect, the labor standard is treated as if it is a good produced and consumed
within the country, i.e. a non-traded good. With good 1 as the numeraire let the
world price of good 2 be p. Under balanced trade, the economy’s choice of C,,
Cy, Qi, Q2 and S is determined by maximizing

U[Cl’ CZ! S] (1)
subject to

Ci+pCy=Q1 +pQ, (2)

Q=FQ,$; K, L] 3)

Ci>0,2Q,0;5>0 )

Substituting (2) and (3) in (1) the problem reduces to maximizing U[F + p(Q, -
Cy), Cy, S] with respect to Q,, C; and S. Assuming an interior maximum, the
first-order conditions yield

U/U,=p (5)
F] =-p (6)
Uy/U, =-F, N

The interpretation of (5)-(7) is straightforward. Equation (5} states that the
marginal rate of substitution in consumption of good 2 for 1 viz. U,/U, equals
its world price p. Equation (6) states that the marginal rate of transformation of
good 2 into good 1 viz. -F; equals its world price p. Thus (5) and (6) together
imply that both consumers and producers should face world prices were the
optimum to be implemented as a competitive equilibrium. Thus free trade is
the optimal policy. Equation (7) states that the marginal rate of substitution
(MRS) of labor standard for good 1 in consumption viz. Us/U; should equal
the marginal rate of transformation (MRT) of labor standard and good 1 in
production, that is, the cost of labor standard in terms of foregone output of
good 1 in production viz. -F,.

Since the exogenous \ variables of the problem are the terms-of-trade p and
the factor endowments K, L the optimal values of the endogenous variables
Q;, G and S will be functions of them. In a world of small open economies, in
a free trade equilibrium, while p is the same for all countries, even if tastes and
technology (i.e., the utlhty and production functions) respectively are the
same, the endowment K, L will in general differ. As such the optimal values
of endogenous variables, particularly the level of labor standards would differ
across countries. Under plausible assumptions on U and F it can be shown that
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aricher country, i.e., one with a greater endowment of one or both factors, will
choose a higher standard. Clearly there is nothing illegitimate or unfair about
such diversity.

In the above discussion the determination of p through global market
clearance was left implicit. To make it explicit and to explore other aspects of
labor standards, it is useful to set up the problem as one of choosing Pareto
Optimal (across countries) levels of output, consumption and labor standards.

Let (C{, Q/, S') denote respectively the consumption of good i, produc-

tion of good i (i=1,2), and labor standard in country j (j = 1,...N). Under appro-
priate assumptions on utility functions and production functions, any Pareto
Optimum can be characterized as the solution to the maximization of a posi-
tively weighted sum of individual country utilities,

N - . .
> @U(Ch §) ®
pa

subject to
I d=:xQ i=I2 ®
3 J
Q = F@Q, s &, 1) j=12..N (10)

Ccl20,Q 20,820 i=12;j=12,..N 11
Equation (9) represents global market clearance for good i and it replaces the

balance of trade equation (2) of the small-country problem.
Assuming that the non-negativity constraints (11) do not bind, the first-

order conditions for the optimal choice of C, Qij and § are:

oy’ ) .

e = f = . =
o 30 - M j=10N; i=12 (12)

. oy! OF .

b—— = - J———. =1,...N 13
o 38 ”as’ J (13)
M= j=1.N (14)

e )
= -n - =1,...N 15
Az p anz J (15)

In (12)-(15), A; is the Lagrangean multiplier associated with constraint (9),
which ensures that there is no excess supply or demand for good i in the world.
m is the Lagrangean multiplier associated with the production transformation
constraint (10) for country j. Taking (12) and (15) together, one gets:

ou’ /au! _ A, _  OF (16)

aci/ ocl M 9Q;

i i

Thus the MRS is consumption of good 2 for good 1, viz. ( g—é ?)ICJ{ ) is

the same in all countries j, with the common value being Ay/A;. Also the MRT
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i

of good 2 for good 1 in production, i.e., — is the same in all countries |

J
2
and its common value is also Ay/A,. This in turn means that if the chosen Pa-
reto Optimum (i.e., the one corresponding to a particular set of a') is imple-
mented as a competitive equilibrium, then consumers and producers in all
countries will have to face the same relative price of good 2 in terms of good
1. In other words, a Pareto Optimum implemented as a competitive equilib-
rium will be characterized by free trade.

It is seen from (12)-(14) that the MRS of labor standard for good 1 in

.. oul o) ,
country j, viz. —@ 5?:—] equals the MRT of labor standards for good 1 in
1
o .. JPF .
production in country j, viz. ——B—Si. However this common value of MRS and

MRT can differ across countries. Once again such diversity is legitimate.

In the above analysis there was no requirement that each country’s trade
be balanced, only that globally there was no excess supply or demand for each
commodity. Thus, given an arbitrary choice of & if the corresponding Pareto
Optimum were to be implemented as a Pareto Optimum, the world market
clearing relative price of good 2 in terms of good 1 will obviously be Ay/A,.
However, there is nothing to ensure that at these prices the value of the opti-

mal consumption bundle of country j, i.e., C{ + %tici equals the value of its
1

optimal production bundle, i.e., Qf + %Z—Qi (i = 1,2). However, global clear-
1

ance of the world market for each of the two goods ensures that for the world
as a whole the value of its consumption equals value of production. In other
words, while trade need not be balanced for any country, for the world as a
whole it is balanced. Thus to implement any arbitrary Pareto Optimum trans-
fers to each country (equaling the excess of the value of its consumption bun-
dle over the value of its production bundle) will in general be required. Of
course some countries will receive and others make positive transfers. Because
world trade is balanced, such transfers added over all the countries is zero.
Thus making such transfers is feasible. However, following Negishi (1960) it
can be shown that a set of positive a' will in general exist such that the associ-
ated Pareto Optimum could be implemented without intercountry transfers.
That is to say, a Pareto Optimum can be shown to exist which can be imple-
mented as a competitive equilibrium at which the trade of each country is bal-
anced. Let such a Pareto Optimum be denoted as No-Transfer Pareto Optimum
or NTPO. For simplicity let us assume that NTPO is unique.

Clearly the analysis does not suggest that at such an NTPO the associated
labor standard §' is the same in all countries. Such diversity is legitimate: after
all the situation being characterized is a Pareto Optimum and it does not call
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for intercountry transfers. What if the vector (S', ... 8% is deemed unsatisfac-
tory in the sense that the standards in some country or countries are below

some minimum acceptable level S?
Suppose for concreteness, let S < § forj=1.2,.M (M < N). Leaving
aside the questions as to how the minimum S is set and if there is a consensus

on S, how such a consensus came about, one could proceed as fo}lows.9 Sup-
pose among the set of Pareto Optima (i.e. the set obtained as a' are varied)

there is a non-empty subset the elements of which satisfy $'> S for all j. Then
by definition any element of this subset will obviously meet the minimum
standard criterion. However two points are noteworthy. First, by assumption
NTPO is not an element of the subset. As such intercountry transfers would be
necessary were any member of the subset is to be implemented as a competi-
tive equilibrium. Second, if there is more than one element in the subset, dif-
ferent elements will differ with respect to the distribution of welfare as well as
transfers among countries. However, there is no way to choose among ele-
ments of this subset since the only requirement was that the minimal standard

S be met. In a sense this is nice since additional criteria about the distribution
of welfare and transfer could be brought to bear in making a choice. Be that as
it may, the important point is that as long as there exists a non-empty set of
Pareto Optima meeting the minimal standards, it is feasible to meet such stan-
dards with income transfers but without departing from free trade. As such
there is no need for a social clause or to put it another way the only rationale
for a social clause has to be the odious one of protection of import competing
industries.

What if there is no Pareto Optimum satisfying §' > S for all j? Suppose
that the minimum S is the result of an international consensus as is the case

with ILO conventions. Then it is natural to look for Restricted Pareto Optima,
i.e. Pareto Optima subject to the additional restriction

-§'<-§ (17

It can be seen that once (17) is added to (9)-(11), the only first-order con-
dition that is altered is (13) which replaced by
. ou! . oF .
;UL i %E 12N (18)

o asj K asj

where v is the Langrangean multiplier associated with constraint (17). Taking
(12), (14) and (18) together it follows that

i i OF! i
CACRY/CACIC) s 19)
98’/ aCj ast A
Thus from (19) it is seen that now there is a wedge between MRS in con-
j i
sumption of good 1 labor standard, viz. ~a—U~ _8__U_ and MRT in production,

os'/ oc}
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) i
viz, —g—gi, the wedge being -¥  Now A1 > 0 and v > 0 (the reason being
i

reducing S cannot reduce global welfare). As such (19) implies that the
shadow consumer relative price of labor standard in terms of good 1, namely
the MRS is lower than its shadow producer price, namely the MRT. Thus, in
effect a consumer subsidy inducing demand for higher labor standards relative
to goods or equivalently a producer tax that induces a lower supply of goods
relative to standards is needed to sustain the optimum. However, since the
other first order conditions are unchanged, it is the case that restricted Pareto
Optima are characterized by free trade. Thus international income transfers
(depending on a') and a domestic tax or subsidy to induce the appropriate level
of standards are needed to sustain a Pareto Optimum. Indeed one could view
the international assistance and domestic compliance measures associated
with implementing ILO conventions as precisely the right approach.

The analysis thus far shows that diversity in labor standards or the imple-
mentation of a common minimal standards do not call for deviation from free
trade as long as Pareto Optimality is the objective and there is willingness not
only to make income transfers between countries as necessary but, to the ex-
tent standards in one country directly affects the welfare of another, such ex-
ternalities are internalized in each country. What if this situation of “first best”
does not obtain? In answering this question it is useful to distinguish between
departures from first best in 2 closed economy from those in an open economy.
Obviously the possible use of trade policy to improve labor standards arises
only in an open economy.

In a closed economy, labor standards could be sub-optimally low because
of possible market failures. For example, if improving the safety of the work
environment involves some initial investment that will pay off in terms of im-
proved future worker productivity, if capital markets are not efficient, the em-
ployer may not be able to obtain the resources for such investment. Suffice it
to say that departures from first best arising from domestic market failures do
not raise new issues in the context of labor standards. And policies that address
the failure at its source (the capital market in the above example) are the ap-
propriate interventions. Even if there are no market failures, so that the pre-
vailing labor standards are consistent with a domestic Pareto Optimum, still
the real income distribution associated with the laissez-faire Pareto Optimum
may be deemed unsatisfactory. In particular, the labor standards (along with
factor and commodity prices) are also a reflection of the real income distribu-
tion. Changing the income distribution through policy will also change the
equilibrium labor standards. Once again there is nothing peculiar to labor stan-
dards in this and, as seen in the international context earlier, non-distortionary
lump-sum income (or wealth) redistribution policy is the first best to move the
income distribution (and consequently the equilibrium labor standards in the
right direction). If the first-best policy is infeasible, then other policies (such
as, for example, commodity or factor taxes or subsidies) could in principle be



Trade and Human Rights 239

used to achieve a better income distribution and labor standards albeit at the
cost of a dead weight loss. In general, which taxes and what levels are to be
used in achieving the desired change in labor standards while minimizing the
dead-weight loss will vary across economies.

One of the core labor standards promoted by the ILO is the freedom of
workers to form labor unions and presumably engage in collective bargaining.
Such rights are rarely absolute: some workers (e.g., in public administration)
are denied these rights by law in many countries. Whether such freedoms
should be deemed a fundamental human right on par with other primary goods
in the Rawlsian sense is arguable. In any case, for an overwhelming majority
of poor workers in developing countries whose dominant mode of employment
is self-employment in rural agricultural activities or in the urban informal
sector, unionization has little relevance. Even where relevant and where the
freedom to form unions has been exercised to a significant extent, namely in
the organized manufacturing and public sectors in poor countries, labor unions
have been seen promoting the interests of a small section of the labor force at
the expense of many.

Of course, whether or not unions promote general welfare there is no ra-
tionale for their suppression. But it should be recognized, first, that unionized
labor often constitutes a small labor aristocracy in poor countries. Besides,
even in rich countries, members of some unions have little voice in decision
making within the union, not to mention the association of organized crime
with the leadership of a few. Second, and more important, promoting labor
standards that cannot be sustained in equilibrium at the particular stage of de-
velopment of a country could be very expensive in terms of foregone growth.
Depending on whether such standards vary across industries and the time
phasing of their introduction, wage and profit rates, as well as employment in
different industries as well as in the aggregate would be affected differently.
As the analysis of Brown et al. (1996) shows, the effects will depend on the
technology and the characteristics of labor standards and no general answer
can be given.

Turning now to open economies, it is clear that in the absence of a first-
best non-trade related policy, trade policies could be used to change equilib-
rium labor standards. This can be seen simply in the case of trade in a two-
country world, where one of the countries is “small” in that it behaves as if it
has no influence on its terms of trade. As we saw earlier, a “small” open econ-
omy’s optimal choice of its labor standard depends on its factor endowment
and terms of trade. By exercising its own trade policy instrument, say tariffs or
quotas, the large country can influence the terms of trade faced by the small
country and thereby affect its choice of labor standards. If the small country’s
labor standard influences the welfare of the citizens of the large country (be-
cause of their humanitarian concerns), then the terms-of-trade effect of its
choice of tariffs has two effects on welfare of the large country. The first is the
usual direct welfare effect of changes in terms-of-trade and the second is the
indirect welfare effect arising from induced changes in small country’s labor
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standard. To the extent a tariff shifts the terms-of-trade in favor of the large
country, the first effect is positive. But the second effect could be negative
since the adverse shift in terms of trade of the small country might induce a
reduction in its labor standard. Depending on the balance between the two ef-
fects, it is possible that by choosing its welfare maximizing tariff, the large
country could induce the small country to improve its labor standards relative
to free trade.'® But it could also deteriorate the standards if the balance be-
tween the two effects were different. The upshot is that if first-best policy in-
struments are unavailable, trade policy instruments could, though not neces-
sarily would, help in raising labor standards in poor countries. However, wel-
fare of such countries need not rise.

Rodrik (1996) and Krueger (1997) on Labor Standards

Rodrik (1996) draws an analytical distinction between two arguments, which
he claims “are often mixed-up” (p. 5), for the use of trade policy instruments
for enforcing particular labor standards. The first is “that trade is a channel
through which labor standards are arbitraged across countries towards the low-
est level, requiring the use of trade policy to prevent a “‘race to the bottom™ (p.
5). The second is “that trade (and trade sanctions in particular) should be used
to enforce internationally agreed standards such as ILO conventions, or to
simply get trade partners to improve their labor standards” (p. 5). The distinc-
tion arises from the intended effect of trade policy. In the first case, the pri-
mary intention is to prevent trade with poor countries eroding domestic labor
standards, and not so much to change the labor standards in the poor countries
themselves. On the other hand, in the second case, the primary goal is to en-
force different, presumably higher, labor standards in poor countries than those
prevailing in them through the threat of denial of access to markets of devel-
oped countries.

The “race to the bottom” referred to in the first argument is not that be-
tween governments in setting their mandatory labor standards. As argued in
Section III, a non-cooperative game between governments in setting labor
standards need not necessarily result in a “race to the bottom.” What Rodrik
has in mind is competition among producers in different countries. As genera-
tions of students have been taught, trade in goods is a substitute (and under
appropriate situations, a perfect substitute) for trade in non-traded factors of
production, including labor. Indeed, the ancient pauper labor argument was in
fact based on wage compeition. Rodrik’s “race to the bottom” argument for
the use of trade policy in enforcing on labor standards is the same old pauper
labor argument, now couched in terms of competition in labor standards. But
there is little empirical evidence for the actual use of labor standards as a com-
petitive tool. The available evidence summarized in OECD (1996) suggests
the core labor standards do not play a significant role in comparative costs and
export performance. In any case, the conventional answer to the pauper labor
argument in the context of trade between rich North and poor South, as Rodrik
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himself points out, is “While unskilled labor may lose, the North is richer as a
whole, and if governments in the North wished to do so they could compensate
the losers and still come out ahead” (p. 8).

Thus in the absence of market failures'' and any constraints on the ability
of Northern governments to compensate potential losers from competition in
trade with the South, comparative advantage, even if it reflects in part differ-
ences in prevailing labor standards, is legitimate and so are gains from trade
based on it. Thus, there is no case for trade restrictions. Clearly, if such ad-
vantage is gained by flouting universal moral norms, it is obviously illegiti-
mate. For example, any cost advantage in products produced by prisoners
could be universally deemed illegitimate. Indeed, it is for this reason that
GATT-WTO allows countries to place otherwise disallowed quantitative re-
strictions on trade in such products. China has been accused of exporting such
products.

If universal moral norms are indeed the foundations of the case against
unfettered trade in products made by prisoners, then what should one make of
the activities of UNICOR, a corporation wholly owned by the Federal Gov-
ernment of the United States, run by the Bureau of Prisons in the United
States?'? It operates 100 factories, sells over 150 products including “prescrip-
tion glasses, safety eyewear, linens, monogrammed towels, executive office
furniture, bedroom sets, gloves, brooms and brushes of all kinds, even targets
for target practice. They also make cables and electronic component parts for
Army tanks, jet fighters and the Patriot missile.” Its gross sales in 1995 were
around $500 million, of which wages paid to prisoners was about $35 million!
According to Mr. Schwlab, Assistant Director of Corporate Management of
UNICOR, prisoners are “not covered by Fair Labor Standards Act, minimum
wage laws. They don’t get retirement benefits, unemployment compensation,
etc. They’re workers, but they’re not employees.” Besides publicly owned
UNICOR, private industry has been attracted and allowed to operate within
prisons, and as the owner of one such private company agreed, it was a fantas-
tic deal all the way around and he liked “the financial advantages of a prison
business, namely, getting to hire the cream of the crop from a pool of cheap
prison labor, not to mention the use of . . . brand new air-conditioned factory
space, rent free.” The cost advantage of UNICOR and any private business op-
erating with prison labor should be obvious. Yet, as the narrator of the story
put it, without realizing the absurdity of the economic reasoning involved,

Back in 1934, when Congress created UNICOR, it restricted
its sales to one and only one customer, the federal govern-
ment. The reason: to prevent UNICOR’s cheap prison labor
from undercutting private industry in the commercial mar-
ketplace. But Congress also armed UNICOR with one big
advantage: It gets first crack at the government’s business,
even at the expense of private companies competing for the
same work.
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Clearly, any sale to government by UNICOR displaces what another pro-
ducer, domestic or foreign, would have made! It is irrelevant that UNICOR is
not allowed to export or sell to the domestic private sector. Yet those in the
United States and the OECD, who accuse less developed countries with lower
labor standards than their own as engaging in social dumping, fail to see that
the operation of UNICOR has the same effect!

Instead of relying on universal norms to question the legitimacy of all
trade in particular products, Rodrik (1996, p. 9) builds his case on the argu-
ments that “Nations do have collective preferences over what kinds of produc-
tion technologies are admissible (“fair” or “legitimate”) and “All governments
take into account consideration of fairness and legitimacy in their regulations
governing which technologies are admissible and with are not. The concern
over labor standards is just another manifestation of this principle” (Rodrik
(1996), p. 32)."® He then appeals to the self-evident proposition that having an
opportunity to exchange what one produces with one’s resources for what one
consumes through trade is equivalent to adding another technology to the do-
mestic production technology for transforming one’s resources for final con-
sumption. As such, “free trade with a low-standard country would be no dif-
ferent than importing workers abroad and allowing them to work under the
same poor conditions” (p. 11). If a country proscribes “sweat shops™ at home,
it should be allowed to reject free trade and importation of goods produced in
“sweat shops” abroad.

Leaving aside the fact that there are numerous sweatshops in the United
States itself and that the Department of Labor has confessed its inability to fi-
nance even moderaiely adequate enforcement of laws against their operation,
Rodrik’s argument does not carry weight if it is used to deny market access to
foreign goods manufactured with domestically “unacceptable” procedures.
First, government regulations operate not only with respect to labor standards,
but also a whole host of other factors that influence cost of production, such
as, for example, building codes, zoning laws etc. The Rodrik principle applied
to these implies that, if a country prohibits certain types of structures (such as,
for example, buildings that exceed a specified height) or the use of certain
types of building materials within its territory, then free trade with, and im-
porting the same product from, a country which does not have such regulations
is no different than producing the same product at home in a structure that
does not meet the regulations. Thus any and all regulations that affect the cost
of production of any product at home, in principle could induce home produc-
ers to call for restrictions on imports of the same product. A moment’s reflec-
tion is enough to convince oneself that this opens the door for attempts to off-
set comparative advantage of foreign producers by depicting it as arising from
differences in regulations relative to those prevailing at home."*

The second argument for the use of trade sanctions to enforce particular
labor standards of advanced nations in poor countries is unpersuasive, As ar-
gued in Sections II and III, first of all, in no sense can one attribute universal-
ity and eternity to those standards. Second, even if humanitarian concerns
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about the welfare of workers in poor countries were behind the desire to en-
force higher standards on them, more efficient instruments than trade sanctions
are available to enforce them. In any case, as Rodrik himself points out, in a
related context, the reason why advanced nations do not “condone a substan-
tially lower set of working conditions for migrant workers (temporary or oth-
erwise) . . . have less to do with humanitarian concerns for foreigners than
with ensuring labor standards for domestic workers do not erode” (Rodrik
1996, p. 11). One is therefore led to conclude that conventional protectionist
pauper-labor type argument, rather than lofty humanitarianism, that is behind
the clamor for the use of trade policy instruments to enforce particular labor
standards in poor countries. As such, succumbing to the clamor would amount
to using inefficient distortionary trade restrictions, rather than non-
distortionary domestic policies in rich countries, for redistributing gains from
trade, thereby imposing avoidable welfare losses on poor countries.

Krueger (1997) analyzes some political economy aspects of linkage be-
tween trade policies and labor standards. He finds from his linear probability
regressions that members of U.S. Congress representing districts with rela-
tively many unskilled workers, who are most likely to compete with child la-
bor, are less likely to support a ban on imports made with child labor. He con-
cludes from this finding that lobbying in industrialized countries for linking
market access of developing countries to their observance of labor standards
does not necessarily represent disguised protectionism. But, by the same to-
ken, it is not necessarily a refutation of the claim that it does. First of all, if a
representative did not choose to cosponsor the Child Labor Deterrence Act of
1995, it does not imply his or her lack of support for the legislation, although,
to be fair, cosponsoring could be construed as indicating stronger support.
Second, since the proportion of eligible voters who actually vote differs across
population groups and the less educated and unskilled are less likely to vote,
their interests might weigh less heavily in the decision of the representative to
cosponsor or not."> Third, and most important, even if one accepts Krueger's
econometric analysis as valid, as Krueger himself notes, his regressions sug-
gest that those who support international labor standards are more likely to
support protectionist policies more generally and that representatives from
districts that have a higher rate of unionization are more likely to be cospon-
sors.!®

A number of empirical studies on various aspects of competitiveness in
world markets, flow of foreign direct investment and labor standards are avail-
able. Serious data and econometric problems plague many of them. Most are
based on multiple regressions usually estimated by ordinary least squares
(OLS). Few of the regressions estimated are derived from any well-specified
theoretical framework: the explanatory variables are often chosen based more
on their plausibility than on theory. Proxies used, as for example by Rodrik
(1996), for labor standards obtaining in a country (e.g., total number of ILO
conventions ratified), statutory hours of work, etc.) are subject to significant
measurement errors. Not all explanatory variables can be deemed truly exoge-
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nous. For example, whether to satisfy an ILO convention or not is a matter of
choice. As is well known, if explanatory variables are either subject to meas-
urement errors or endogenous or both, the OLS estimates of regression pa-
rameters will be inconsistent.

Stern (1997) and OECD (1996) summarize the results from many of the
empirical studies. The conclusions of OECD (1996) are worth excerpting:

On core labor standards and export performance:

Within these limitations, empirical findings confirm the
analytical results that core labor standards do not play a sig-
nificant role in shaping trade performance. The view which
argues that low-standards countries will enjoy gains in ex-
port market shares to the detriment of high-standards coun-
tries appears to lack solid empirical support. . . . Moreover,
the main result that emerges form a cross-country analysis of
comparative advantage is that patterns of specialisation are
mainly governed by the relative abundance of factors of pro-
duction and technology differences. . . . These findings also
imply that any fear on the part of developing countries that
better core standards would negatively affect either their
economic performance or their competitive position in world
markets has no economic rationale. (p. 38)

On core labor standards and trade liberalization:

The empirical results presented for the sample of 44 coun-
tries do not provide unambiguous support for one pattern of
sequencing over the other as to whether trade liberalisation
or freer association rights come first. Rather, the clearest and
most reliable finding is in favour of a mutually supportive
relationship between successfully sustained trade reforms
and improvements in association and bargaining rights. (p.
43)

On core labor standards and FDI:

Empirical evidence on the direct relationship between FDI
and core labor standards is scarce and remains open to dif-
ferent interpretations. . . . According to reports by MNEs
from OECD countries, core labor standards are not consid-
ered a factor in assessing investment opportunities in a po-
tential host country. (p. 50)
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On trade, employment and wages:

Typically, analysts find that the impact of trade on employ-
ment and wage relativities has been significant in specific
sectors. They also find that the measurable negative impact
arising through increased import penetration is highest in
sectors that employ relatively large numbers of low-skilled
workers. Almost all studies find that the impact of trade on
employment is small relative to changes in employment
overall. (p. 51)

In sum, economic theory and empirical evidence confirm that the case for
linking trade with observance of core labor standards is far from persuasive.

V. Multilateral Institutions and Labor Standards

The deceptively appealing notion that lower labor standards in a country rela-
tive to its trading partners confer on it an unfair competitive advantage was al-
ready present in the charter of the International Trade Organization (ITO) ne-
gotiated by participant countries at Havana in 1948. Charnovitz (1987, pp.
566-67), in his historical review of labor standards in the world trading regime,
notes that Article 7 of the ITO stated that “The members recognize that unfair
labor conditions, particularly in the production for export, create difficulties in
international trade, and accordingly, each member shall take whatever action
may be appropriate and feasible to eliminate such conditions within its terri-
tory.” The ITO did not come into being primarily because the United States
did not ratify its charter. However, the General Agreement on Tariffs (GATT)
consisting of tariff reductions and general clauses consisting of a set of rules
and obligations which had been negotiated earlier and intended to operate un-
der the umbrella of the ITO, came to be applied through its Protocol of Provi-
sional Application. Except for allowing countries to prohibit trade in goods
made with prison labor, the articles of GATT did not deal with labor stan-
dards. Various administrations in the United States, Democrat and Republican,
have proposed the inclusion of a labor standards article in the GATT, unsuc-
cessfully as it turned out, during several rounds of multilateral trade negotia-
tions. Similar proposals have been made by political parties in national parlia-
ments in several European countries and also in the European Parliament.

The latest proposal is for the formal inclusion of a “social” clause in the
mandate of the WTO that would allow restrictions to be placed on imports of
products originating in countries not complying with a specified set of mini-
mum standards. Such a proposal in itself is not a surprise except in its timing,
namely that it was raised after the painful and lengthy negotiations of the Uru-
guay Round had been completed, almost holding the negotiated agreement
hostage. The agreement was signed, but not without an understanding that the
topic of labor standards could be discussed by the preparatory committee for
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the WTO. Of course, the facts that the demand has been raised repeatedly and
an understanding to discuss it has been arrived at do not necessarily make it
legitimate. Indeed, as was argued in Section III, if ethical considerations were
the only factor behind this recent interest in labor standards, there would be no
reason for demanding a social clause.

The late Jan Tinbergen, Nobel Laureate in economics, pointed out that in
general there must be at least as many instruments of policy as there are ob-
jectives and that in achieving any objective that policy instrument which has
the most direct impact on that objective is most likely, though not always, to
do so at the least social cost. His principle applies as well to the creation of
agencies that set the rules governing international economic transactions and
the specification of their mandates. Thus the GATT and the United Nations
Conference on Trade and Development were created as agencies specializing
in issues relating to international trade; the World Bank and the International
Monetary Fund were designed to deal respectively with financing long-term
development and short-term stabilization. The Universal Postal Union covered
postal and other matters of international communication. The Berne and Paris
conventions addressed some aspects of intellectual property rights. The Inter-
national Labour Organization (ILO) deals with labor issues. Clearly such spe-
cialization makes eminent sense. Loading one specialized agency with matters
that fall within the purview of another, such as including a social clause in the
mandate of the WTO rather than leaving labor standards within the purview of
the ILO while ensuring consistency of actions of both through mutual consul-
tation where appropriate, is not conducive to addressing them efficiently. Yet,
ostensibly because of their presumed relatedness to trade, intellectual property
rights and investment measures were included in the Uruguay Round (UR) of
multilateral trade negotiations and have become part of the WTO. A commit-
tee on Trade and Environment has been constituted in the WTO as envisaged
under the UR agreement.

It is becoming clear that the issues of labor standards, environment and
employment “will be the big three issues, as will the integration of developing
countries into the trading system” at the first Ministerial Meeting in December
1996 of WTO (R. Ruggiero, Director-General of WTO, in an interview, Inter-
national Herald Tribune, July 29, 1996). Even though Australia, Japan and
ASEAN nations have already expressed their opposition to the discussion of
issues which are not specifically related to trade, such as corruption and social
clauses, the Secretary of State of the United States, Mr. Warren Christopher,
has gone on record at the JTuly 1996 meeting of ASEAN that the relationship
between trade and labor standards would be one of Washington’s priorities be-
sides the issue of illicit payments (i.e., corruption) at the Singapore meeting.

It is clear that the issue of labor standards will continue to be brought up
in the WTO, particularly by the United States, as it was several times in the
past in GATT. But the facts that support for labor standards in developed
countries rests in part on genuine moral grounds of the concern of their citi-
zens with the welfare of children in developing countries and that the belief
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that “unfair” labor conditions, particularly in the production of export, create
difficulties in international trade is long standing, do not mean that protection-
ism is not currently the driving force behind the demand for a “social” clause
in the charter of the WTQ.

First of all, this demand is being pushed with great vigor by major devel-
oped countries at the present time when imports from developing countries are
penetrating their markets to an increasing extent. Second, there is a curious
asymmetry in the contents of the proposed clause: they focus almost exclu-
sively on those labor standards which are presumed to be “low” in developing
countries and not on those equally plausible ones which are absent in many,
but not all, developed countries (Bhagwati, 1995). The asymmetry would be
unlikely, if the driving force behind the social clause was some universal
moral concern with labor standards. For example, along with the workers’
right to unionize and bargain collectively, one might also include the right to
be represented in the management of firms, if not a right to a share in the
firm’s profits. To take another example, it is argued that many developing
countries do not enforce their own laws such as those relating to compulsory
schooling or to labor standards. By the same token many developed countries
do not enforce their own laws on drug use as effectively as their resources
would allow. Should the resources devoted to law enforcement, given the re-
source and information constraints, and the difficult choices facing govern-
ments as to the allocation of these resources among alternative targets, become
matters for international negotiations? Can developing countries tell the out-
going U.S. Labor Secretary, Robert Reich, when he laments the lack of funds
to bring monitoring of sweatshops up to snuff, that the United States must find
the resources or face WTO suspension of market access for exports of goods
that are produced in sweatshops?

The timing of the demand for and contents of the proposed clause as well
as the concern only with enforcement of a particular set of laws, viz., those
relating to labor standards, all point to only one conclusion: that protectionist
interests have captured the drive for labor standards."” It is extremely essential
that developing countries together with Australia, Japan and other like-minded
industrialized countries take a firm stand at the Singapore Ministerial Meeting
against the inclusion of a discussion of labor standards in the agenda.'®

Of course, excluding labor standards from the ambit of WTO does not
mean the issue is neither important nor relevant for international fora. There is
already an international forum for discussing it viz., the ILO. The main reason
why the issue is being pushed in the WTO, rather than the ILO, is that while
the ILO has no enforcement mechanism for its conventions other than persua-
sion and technical assistance, in the WTO there is the possibility of the use of
trade sanctions as a means of enforcement. Since trade measures are not nec-
essarily the best instruments of enforcement, a far better alternative than in-
cluding a social clause in the WTO is to seek other ways of ensuring that
members of the ILO comply with conventions on labor standards that they
sign and ratify. Clearly, with substantial overlap in the membership of the two
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organizations, even without a social clause in the WTO, if such a future ILO
compliance mechanism fails, the members of the ILO in their dual capacity as
members of WTO as well, could decide to use trade measures if necessary.
Finally, there is the danger that if the issue of labor standards is not dis-
cussed in an appropriate multilateral forum such as the ILO, it will be taken up
in other contexts such as bilateral, plurilateral and regional trade agreements.‘9
For example, as part of the price to get congressional approval in the United
States of the North American Free Trade agreement, Mexico and Canada had
to agree to side agreements on labor and environmental standards. Since the
start of the Uruguay Round, there was a disturbing and unfortunate increase in
the number of discriminatory regional trade agreements concluded, as well as
proposed. Contrary to the expectation of some, the successful conclusion of
the Round did not stop this trend—on the contrary, there is some evidence of
acceleration. Many developing countries are already members or eager to be-
come members of such agreements. This eagerness might lead them to accept
side agreements on labor standards that are not necessarily in their interest.

NOTES

1 thank Steve Chamovitz, Phil Levy, my discussant Robert Pahre, and the conference
participants for their comments. Jagdish Bhagwati’s detailed and valuable comments on an
earlier draft helped me in clarifying the analytics as well as the political economy of labor
standards. Dani Rodrik and Alan Krueger were generous enough to read and respond to my
criticisms of their work on labor standards. Of course, neither they, nor any of the others
who commented on the paper, are necessarily in agreement with all the views expressed
here. Research support of Ford Foundation under Grant 950-1341 to the Economic Growth
Center, Yale University is greatly appreciated.

! Of course, it should be no surprise that domestic politics, foreign policy, and trade
policy interact. As early as a quarter century ago, Richard Cooper (1972) recognized
the linkage, at least of the last two, by entitling his article “Trade Policy is Foreign
Policy” and publishing it in Foreign Policy! The most recent instance is the intense
pressure put on Mexico to agree not to sell their tomatoes in the United States (with
which it has a Free Trade Agreement) at a price lower than 20.68 cents a pound. David
Sanger (New York Times, October 12, 1996) quotes a senior official of the Clinton Ad-
ministration: “This was Mexico’s moment to pay back for the bailout” (p. 1) presuma-
bly referring to the U.S. decision to lend Mexico $12.5 billion following the peso crisis
of December 1994, He quotes another official as saying “The math was pretty simple,
Florida has 25 electoral votes, and Mexico doesn’t.” (p. 9}

2 Lal (1981, Chapter 3) offers a trenchant critique of human rights arguments in favor
of minimum labor standards.

3 Some of the conventions adopted by the ILO over the years reflect the tenor of the
times: a faith in the need for the state to play a very active role in the economy and its
ability to fulfill the assigned role efficiently and effectively. Such a faith would seem
misplaced in the light of experience.
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4 Negotiating and signing a treaty or convention by a representative of the U.S. execu-
tive are the initial steps, and its ratification by the U.S. Senate is the final step in its be-
coming legally binding on the U.S. government,

5 I thank Bruce Russet for enlightening me on the history of human rights in the United
Nations.

8 By accepting existing political boundaries, Rawls himself does not make such an ex-
tension in his essay on “Law of Peoples” (Rawls 1993b) and is criticized for this failure
by Ackerman (1994). In his earlier work, Ackerman (1971, pp. 89-95, 256-57)) argued
that while there may be some grounds for restriction on immigration in real-world
states, not only such restrictions should be exercised with great care, given the ease
with which they may be abused, but also, such restrictions must be accompanied by a
massive increase in foreign aid.

" It might appear that consumers must have the information needed to distinguish the
non-observing firms from observing ones to engage in such behavior, However market
forces might themselves generate such information as long as the consumers refuse to
buy that product (or all products from a country) if they suspect some firms (or some
products from that country) are being produced under unacceptable conditions. In such
a case, producers (or countries) who maintain acceptable standards will have an incen-
tive to invest in signalling (in a credible way) to the consumers that they in fact do so
and thus distinguish themselves from those that do not.

Michiel Keyzer, in a private conversation, raised a troubling aspect of consumer
boycott. Of course boycott of products produced under working conditions that con-
sumers deem unacceptable would seem appropriate. But how should one view boycott
of products because they have been produced by particular groups in other countries
that consumers in one country deem unacceptable for reasons of racial, ethnic or other
prejudices?

# Aficionados of common-knowledge repeated game theory will point out that the col-
lectively rational outcome could be sustained as an equilibrium through a suitable pun-
ishment strategy for deviation as long as both participants do not discount the future too
heavily. Despite the fascination of political scientists for repeated Prisoners’ Dilemma
games, their relevance for real-life politics is dubious.

® Indeed with each country’s labor standards entering only its production and utility
functions, i.e., with no international spillover effects on other country’s production or

utility functions, it is hard to rationalize a common minimum standard S . The case of
spillover effects is considered below.

19 With spillover externalities, a laissez-faire free trade equilibrium is not Pareto Opti-
mal. However with a one-way spillover effect, i.e., labor standards of the small country
affect the welfare of the large country and not vice versa, with the unilateral exercise of
market power by the large country, even though labor standards of the small country
improve over its free trade value, welfare of the small country need not.

! 1t is not very difficult to construct theoretical examples of failures in the labor market
and of the possibility of multiple equilibria, where the imposition of labor standards
could alleviate the market failure or move the economy to a Pareto superior equilib-
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rium. But the issue is not one of theory but of its wide empirical relevance. Establishing
the existence of a significant externality empirically in a convincing and econometri-
cally sound fashion is more difficult and hence rare, than assertions of such existence.
Also, it is not enough to show that mandating of labor standards would address the fail-
ure in labor markets. It has to be shown that there are no other more cost-effective
means of addressing such failures. If everything else fails, a resourceful economist can
always think up an uninternalized “externality” and the resultant market failure!

2 The description of the activities of UNICOR and the quotations in this paragraph are
taken from the transcript of the programme “60 Minutes” broadcast by CBS on October
20, 1996. {Transcript prepared by Burrelle's Information Services, Box 7, Livingstone,
N.J]

' Rodrik rationalizes collective preferences over technologies with the argument that
individuals “May have preferences not only over outcomes (their “consumption bun-
dles”) but over the processes through which these outcomes are generated” (Rodrik
1996, p. 32). For example, an individual may prefer a shirt produced by a worker above
the age of 18 to that produced by one below 18. Whether such a preference should be
viewed as arising from an altruistic concern over the welfare of children below the age
of 18 is arguable. Rodrik refers to Sen (1995) in this context. Sen’s discussion of proc-
esses or procedures critically examines the distinction between consequentialist and
deontological reasoning founded on procedural fairness. Whether procedural fairness is
in effect consequentialist because the fairness of a procedure “rests squarely on previ-
ous evaluation of its consequences” (Dasgupta 1993, p. 31) or it is not, so that “pure
procedural justice obtains when there is no independent criterion for the right result: in-
stead there is a correct or fair procedure such that the procedure has been foliowed”
(Rawls 1972, p. 86), it is hard to see how either view is of any relevance to Rodrik’s
characterization of individual preferences.

1 Distinguishing products by the processes by which they are produced can easily lead
to the imposition of trade restrictions that are prima facie non-discriminatory but de
facto discriminatory. I cannot resist quoting from Haberler’s (1936, p. 339) classic
work to illustrate this possibility:

“Another reason for the increasing complication of tariff schedules is the effort to
evade the Most Favoured National Clause. To this end, the specialisation of tariff items
is sometimes carried so far that a slight difference of quality, if it is found only in goods
coming from a certain country or countries, is listed as a separate item. In this way it is
possible, if desired, to reduce the duty on goods coming from one country without also
reducing it--under the provisions of the Most Favoured Nation Clause--upon similar
goods from other countries. The example of this always quoted is a provision in the
German tariff, dating from 1902 and still valid, which is clearly meant to apply to Swit-
zerland and Austria, relating to ‘brown or dappled cows reared at a level of at least 300
metres above the sea and passing at least one month in every summer at a height of at

> 1

least 800 metres’.

"Whether or not Krueger's econometric estimates are biased for these reasons depends
on the theoretical framework underlying the estimating equation. For example, consider
a two-stage decision making by a representative. At the first stage the representative
decides whether he would vote for any legislation that might come up mandating inter-
national labor standards. If he decides he would not vote, there is no second stage. If he
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decides that he would vote, then there is a second stage decision whether he would be
proactive and cosponsor such legislation or not. Under some specifications of explana-
tory variables and distribution of error terms for each decision, a bias could arise in the
estimates.

Also under certain circumstances even politicians who ignore worker's interests
might still vote for import restriction. For example, consider a specific factors model in
which the capital in industries competing with imports of products from countries with
low labor standards is specific to those industries and suppose a proportion (but not all)
of the unskilled labor force is employed in those industries as well. Intensification of
import competition in these industries will affect the interests of owners of specific
factors adversely, while its effect on the welfare of unskilled labor is ambiguous. Sup-
pose it is adverse. Then even politicians who ignore interests of labor would support
import restriction in this case since it protects the interests capital specific to these in-
dustries.

' It is argued by some that it is extremely unlikely that union members stand to gain
from a ban on imports of goods made with child labor because almost all union mem-
bers do not compete with child labor. However, there is a slippery-slope argument on
the other side. If the unions did not take a stand on one labor issue, viz. ban on imports
of goods made with child labor, albeit one in which their members may not have a di-
rect interest, their credibility and clout could be weakened on other issues in which
their members have a direct interest.

17 Robert Pahre, in his comment that follows, presents an example of a complete infor-
mation game in which, but for the support of protectionists, the threat of trade sanctions
is not credible. With such support and hence credibility of the threat, the country being
threatened capitulates and improves its human rights record without the threatening
country having to impose the sanctions. While this example highlights the role of
credibility, the fact that credibility is achieved with the support of protectionists is inci-
dental and not essential. The essential point is that credibility, however achieved, serves
to ensure that the threatened country capitulates without sanctions having to be im-
posed.

1% 1t is extremely heartening to note that at the Singapore meeting, the ministers, in their
draft declaration, have wisely decided to “renew their commitment to core labor stan-
dards but say the International Labour Organisation is the competent body to set these
standards. They affirm support for the ILO’s work, reject the use of labor standards for
protectionist purposes and say the comparative advantage of low-wage countries ‘must
in no way be put in question’” (Financial Times, December 13, 1996, p. 8).

11 should also mention here some unilateral actions. GATT allows developed coun-
tries to offer preferential access to their markets to developing countries under the Gen-
eralized System of Preferences (GSP). The United States and EU have conditioned the
grant of such preferences to the observance by developing countries of particular labor
standards that the United States and European Union (EU) deem important. I should
add, however, that whether or not its grant is conditional, GSP is the analogue of
“crumbs from the rich man’s table” which the developing countries should do well
without.
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Comments on Conference Version
of Paper

Robert Pahre

Labor Standards, Trade Sanctions, and the Hijacking Hypothesis
1. Introduction

Srinivasan has given us an ambitious and thought-provoking paper on “Trade and
Human Rights.” In it, he first examines whether the international community
shares a moral consensus on labor standards. After this, he develops a normative
model of labor standards and trade, followed by a discussion of some issues
relating to the political economy of labor standards and trade policy.!

Because the core of his argument is normative, Srinivasan gives political
economy problems only secondary attention. However, the political economy of
trade sanctions provides an important motivation for Srinivasan's normative
analysis and cannot be ignored. He worries that normative justifications for
sanctions might be “hijacked” by protectionists who are driven not by national
welfare considerations but by economic self interest. In contrast, a political
economy perspective raises the possibility that some sanctions are more easily
hijacked than others, and this may change the normative analysis. Such political
economy concerns are the primary focus of my comments.

To examine both the normative and political economy problems, it is helpful
to recognize two different kinds of trade intervention in the labor standards area.
The first of these are “compensatory” labor standards, by which a government
uses tariffs as permanent compensation for “unfair” standards abroad. A paraliel
from outside the labor standards issue is the antidumping/countervailing duty
(AD/CVD) provisions of U.S. trade law. In contemporary political rhetoric,
compensatory sanctions help prevent a ‘‘race-to-the-bottom” by which high-
standards countries are forced to lower their standards to compete with low-
standards imports.

The other kind of intervention is “‘coercive,” designed to achieve its goals by
the threat of trade sanctions. A good parallel from elsewhere in United States
trade policy is the Section 301 provision that seeks to open “unfairly” closed
foreign markets by the threat of retaliatory tariffs. The central issue concerning
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coercive sanctions is not their economic implications when imposed; indeed,
when a state applies coercive sanctions it has failed its purpose (at least
temporarily). Instead, the major problem is the credibility of the threat.? If the
threat succeeds in changing the target’s behavior, then this policy is costless and
effective—making this policy preferable to any of those that Srinivasan criticizes.

Il. The Universality of Labor Standards

Srinivasan argues that the international community generally lacks any agreement
about which labor standards represent fundamental rights worth protecting. He is
undoubtedly right for most labor standards. However, such an argument fails to
consider the possibility that our definition of which constitutes a “right” generally
changes over time. To take an obvious example, most of the world saw slavery as
morally permissible through the nineteenth century. Some currently-contested
rights that Srinivasan discusses will doubtless end up being a part of some future
moral consensus, while others will not. It would be unwise to dismiss any claim
of a fundamental right merely because it does not enjoy a present consensus
behind it.’

As further evidence for the lack of a moral consensus, Srinivasan makes
much of the fact that the United States has not signed many International Labor
Organization (ILO) conventions on labor rights. However, this may be irrelevant
for the problem of a moral consensus. International conventions can play an
important focal role even if they are never ratified; a good example is the SALT II
treaty limiting strategic weapons, which the Reagan administration observed
although it refused to submit it for ratification. Similarly, the United States
observes many 1L.O conventions, such as those on freedom of association, the
right to organize, and child labor, among others.’

These questions of a moral consensus are especially important for
Srinivasan’s political economy. He fears that protectionists will hijack any
poorly-defined right, who will then cloak their self-interest in the altruistic
rhetoric of fundamental rights.

Hijacking aside, having a moral consensus might also affect the credibility of
coercive sanctions. When, as in the case of South African apartheid, the
international community shares a moral consensus, sanctions are more likely to
change the target's behavior. Uncertainty about whether there exists a moral
consensus also plays an important role in the political economy of sanctions,
since it affects players' beliefs about the votes to be gained from human rights
activists.

Evaluating these problems requires closer attention to the political economy
of sanctions. In particular, we need to know under what conditions protectionists
will choose to make a labor standards claim when other claims (such as
AD/CVD) may be available. We also need to know under what circumstances the
political decision makers will find these moral claims persuasive. I will address
some of these questions below.
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lll. The Welfare Analysis of Labor Standards

Having explored the lack of a moral consensus on labor standards we observe,
Srinivasan then turns to examine whether trade policy is the best policy tool
available for addressing altruistic concerns about foreign labor standards.
Answering these questions is the analytic meat of his paper, which focuses solely
on what I have labeled compensatory sanctions.

Srinivasan makes a strong argument that immigration policy and
international transfers are better policy instruments than trade policy in an
undistorted general equilibrium setting. His claims here are compelling. These
policy mechanisms also avoid the risk that political demands for sanctions will be
hijacked by protectionists, an issue I discuss in detail in the next section.

One recurring question in the literature has been why observed labor
standards vary across countries, and whether differences reflect "unfair"
competition for high-standards countries. To answer this question, Srinivasan also
shows that we can think of labor standards as endogenous. When we do so, we
should expect diverse standards across countries depending on their factor
endowments. This finding nicely undercuts the claim that foreign competitiveness
is caused by low labor standards, since Srinivasan can show how competitiveness
might be correlated with low standards without any causal mechanism connecting
the two. He also proves that we can have endogenous labor standards equilibria
with free trade. Even if an international organization sets some minimum
standards that all countries must meet, an equilibrium characterized by free trade
will generally exist, though it may also require international transfers.

A natural way to extend Srinivasan’s analysis here would be to consider the
possibility that different sectors could have different levels of labor standards,
even within the same country. In the United States, for instance, many laws on
working hours and conditions do not apply to the agricultural sector. A
Srinivasan-type model might find a social welfare justification for these
differences, though a political economy model would probably present a more
natural explanation.

Despite the analytic force of his argument, Srinivasan does not address
several important implementation problems. For instance, those workers
whose rights are being violated are likely to be the persons who would find it
most difficult to meet the cost of international migration. International
transfers are also problematic, since they must be carried out by governments
for whom national security or political economy concerns will generally
dominate social welfare considerations. As a result, such transfers will likely
not be directed in the socially optimal way that Srinivasan assumes.’ These
political economy concerns also affect the political rationality of sanctions, to
which I now turn.

IV. The "Hijacking Hypothesis"

As I have mentioned above, Srinivasan is concerned throughout the paper that
protectionists might hijack altruistically-motivated attempts at sanctions in the
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labor standards area. He argues that the lack of moral consensus on labor
standards makes this issue particularly amenable to hijacking. Moreover, the main
regime in this area, the ILO, lacks enforcement mechanisms. This lack of
alternatives makes the World Trade Organization (WTO) and its mechanisms for
possible trade sanctions attractive to those whose true goal is protectionist.

This hijacking hypothesis does a lot of work in the paper. Srinivasan
sometimes rejects plausible arguments about trade policy as a second-best tool
because he fears that even potentially valid tools are subject to hijacking.
Similarly, Srinivasan dismisses Rodrik’s (1996) argument that governments
frequently regulate technologies of production, because Srinivasan fears that such
claims are too open to hijacking.

Because of its role in the paper, an empirical evaluation of this hypothesis
would be useful. Srinivasan’s chapter presents some circumstantial evidence for
the hijacking hypothesis. For instance, he notes that the demands for a “social
clause” in the WTO were raised only after the Uruguay round negotiations were
completed. As a result, these demands had the potential to hold the entire
agreement hostage. This was presumably the purpose in raising them. These
demands are also selective in a suspect way, focusing on those standards that are
“low” in developing countries but “high” in developed countries. As this
suggests, these demands often entail substantial hypocrisy, in that many labor
rights are not fully observed in OECD countries.

Reasonable as all that sounds, some recent empirical work should make us
skeptical of Srinivasan's claims. In a quantitative study of congressional voting on
a labor standards issue, Krueger (1997) shows that members of Congress
representing unskilled workers are less likely to support a ban on imports of
goods made with child labor. This finding suggests that a desire to protect
American workers against cheap foreign labor did not motivate the legislation.
Rodrik (1996) also presents quantitative evidence that the political economy of
the race-to-the-bottom logic only weakly explains trade patterns; it explains
foreign investment patterns not at all.®

In short, evidence for the hijacking hypothesis is mostly lacking. This finding
is probably more surprising than it should be. From the rent-seeker perspective,
labor standards are a poor tool for redistributing income. The hijacking
hypothesis assumes not only that direct transfers to rent-seekers are unavailable,
but that openly protective tariffs are also less attractive than tariffs disguised as
compensatory sanctions. As a result, hijacking probably plays only a minor role
in the incidence of compensatory sanctions.

The Political Economy of Hijacking

Hijacking is more important for coercive sanctions. This is especially true when
we move beyond the protectionist’s point of view to examine the policy maker’s
decision calculus. To do this, I will look at the case of coercive sanctions,
ultimately pointing toward a costly signaling game in which players are uncertain
about the domestic political calculus in the sanctioning country. Once we
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understand the policy-maker’s decision calculus, we will also better understand
what might make sanctions attractive to rent-seekers. Surprisingly, the analysis
will also show how being hijacked by protectionists can even be attractive to
human rights activists.

To analyze the problem, assume that some political economy tariff
equilibrium exists. When a labor standards issue appears on the political agenda,
the policy maker faces a situation similar to that outlined in table 12.1. Because
we start at an equilibrium, any move toward protection will gain fewer votes from
protectionists than it will lose among consumers and exporting firms. However, if
the potential sanction also addresses a human rights issue, the policy-maker will
gain votes from human rights activists.

In such a case, threatening sanctions will be politically credible only if
human rights issues are at stake. Because the threat is credible, the target will
back down rather than suffer the imposition of sanctions.” With complete
information, we will never observe sanctions, yet coercion in the face of potential
sanctions will be common.

Several points are worth noting. First, the hijacking hypothesis is correct in
cases such as table 12.1: protectionists may frame issues so that human rights
activists will also be mobilized. However, the size of the human rights lobby
determines whether hijacking is attractive. If the human rights lobby is small, the
protectionists cannot hijack many votes. When this happens, protectionists will
use other means to obtain protection, such as bringing an AD/CVD case. On the
other hand, if the human rights lobby is sufficiently large, the lobby may itself
prefer the first-best instruments such as international transfers that Srinivasan’s

TABLE 12.1. How Hijacking Helps: A Numerical Example

Political calculus in United States, if it imposes sanction against a recalcitrant
target:

70,000 votes lost from consumers, etc.

50,000 votes gained from protectionists

30,000 votes gained from human rights activists
Political calculus in target, if United States imposes sanctions:

20,000 votes lost among exporters
Complete information, using a trade policy instrument

1. The United States makes a threat

2. The target believes the threat

3. The target ends human rights violations

4. The United States does not impose sanctions
Complete information, using non-trade policy costing 70,000 votes (free
immigration?)

1. The United States does not make a threat

2. The target continues human rights violations

3. The United States does not impose sanctions
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normative analysis recommends.® In this case, human rights lobbyists will see no
need to include protectionists in their coalition. Here, too, protectionists will not
hijack the human rights lobby and must use other means to obtain protection.

Second, the government will be better off if labor standards issues are
couched in protectionist terms. Policy makers can artificially strengthen a policy
of coercive sanctions by bringing protectionists into the coalition. Because
successful threats are costless (with complete information), they are a cheaper
instrument than the first-best instruments that Srinivasan recommends.

For similar reasons, human rights activists can gain from having their issue
hijacked. Table 12.1 also illustrates the case when the human rights lobby
chooses a first-best instrument such as free immigration. When the lobby falls
into the mid-sized range illustrated in the figure, the activists alone are not
sufficiently powerful to make free immigration politically rational. Having
protectionists hijack a trade sanction threat makes a human rights policy
politically feasible.

The Hijacking Hypothesis with Uncertainty

The situation is somewhat different with incomplete information. For simplicity, I
will suppose that the only source of incomplete information is the strength of the
human rights lobby. This is a good way to analyze Srinivasan’s claim that the
lack of a moral consensus makes the labor standards issue subject to hijacking by
protectionist interests. This lack of consensus makes it uncertain how many
human rights voters will mobilize in a given case.

Being uncertain of the domestic political costs and benefits of sanctions
poses a problem for the government, just as uncertainty about domestic political
costs affects the likelihood of war (see Bueno de Mesquita and Lalman 1992;
Fearon 1997; Papayoanou 1997). These models of war suggest that an analogous
model of coercive sanctions with domestic political costs would yield the
following kinds of results. First, the credibility of a threat should monotenically
increase in the strength of a protectionist lobby. In other words, sufficiently strong
protectionists can hijack sanctions in a way that improves the credibility of the
policy maker's threat. Second, the credibility of a threat should also
monotonically increase in the political strength of human rights activists. This
means that for a sufficiently strong human rights lobby, hijacking is irrelevant;
policy makers will choose another instrument instead. Both results are intuitively
reasonable, and follow the logic of the complete information case.

Another likely result is more surprising. In such signaling models, those
actors who gain from making threats are more likely to use costly instruments to
signal their resolve, and to distinguish themselves from those unwilling to use
costly threats. As a result, it may be true that using "worse" economic policies,
such as those with larger deadweight losses, should increase the credibility of the
threat. Only governments with a large human rights lobby will use such bad
policies as a threat, so the choice of this instrument signals the existence of a
strong domestic lobby.
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This analysis provides a possible positive theory of why states choose the
second-best policies that Srinivasan criticizes on normative grounds. If these
threats succeed in forcing the target to change its policy, then again the policy is
both costless and effective. Credibly threatening bad policies can effectively
improve foreign countries’ observation of labor standards. This a feature of
coercive sanctions that challenges some of Srinivasan’s analysis of compensatory
sanctions.

Similar reasoning suggests that constraining governments to "small" threats
or to "first-best” policy tools reduces the credibility of threats. In such cases, a
highly committed government cannot make a sufficiently costly threat to
distinguish itself from bluffers. This is apparently a common problem, as many
targets believe that threatened sanctions are really bluffs. Having an international
regime that restricts sanctions in this way may lead to more frequent incredible
threats; international rules that allow these sanctions will, in contrast, enable
governments to separate themselves into credible and incredible threateners.
While this would not reduce the incidence of threatened sanctions, it should make
the actual imposition of sanctions less likely by making the threats more credible.

Having considered the problem for policy makers, we can now return to the
problem faced by would-be hijackers. When the domestic polity lacks a moral
consensus on labor standards, it is unclear how many human rights activists might
be mobilized behind a particular coercive sanction. From the protectionist
standpoint, this situation poses the choice between a venue in which the support
for protectionism is certain or a venue in which human rights activists may
provide an uncertain level of support. To some degree, the choice of venue will
rest on protectionists’ risk-aversion and the riskiness of other possible uses of a
protectionist lobby’s energy (see Austen-Smith 1981 for a general analysis of
uncertainty in rent-seeking). Risk-averse protectionists will probably avoid issue
areas lacking a moral consensus, since they are uncertain how many human rights
activists will support a given claim. This uncertainty also makes such claims
unattractive to risk-averse policy-makers, who will prefer to be certain of the
political support they can obtain from human rights activists.

In short, the hijacking hypothesis is not as clear-cut as Srinivasan would have
it. As a result, the hypothesis poses an attractive problem for future research in
this area. Other areas of international economics have seen a progression from
such normative theories to an explicitly political economy approach (see
Deardorff and Stern above). This would also be fruitful direction for the literature
on labor standards as well.

NOTES

'Srinivasan chooses to examine labor standards because he belicves that they are a good
proxy for human rights problems in general. This is probably too ambitious a claim. Labor
standards, and perhaps many other rights, affect the production functions of an economy in
a way similar to his model. At the same time, many other human rights do not affect
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production functions. It is not clear to me that freedom of speech or voting rights have any
direct effects on production functions.

*Agreeing to refrain from sanctions presents a similar but not identical problem.
Schelling’s (1960) classic analysis of compellence and deterrence provides a good
starting point for thinking about these issues.

*In any case, there is a lot of agreement on many standards: slave labor, prison labor, and
sweatshops are three examples. These standards may not be observed, but their violation
gives rise to a claim by those whose rights are violated.

*Politics aside, there are serious constitutional issues that make ratification of international
conventions different in the United States than in many other countries. Of course, these
constitutional issues may be “hijacked” by protectionists, in which case my comments later
in this paper apply.

SAnother way for altruists to influence foreign labor standards is a consumer boycott,
though this requires that someone supply the public good of information about labor
standards violators.

®Srinivasan offers several criticisms of both authors’ claims, which are subject to any
number of measurement problems, but he never offers any evidence of his own in support
of the hijacking hypothesis. For the time being, then, Krueger's and Rodrik’s studies
present the best systematic evidence that we have.

I have constructed the political calculus in the target so as to obtain this result, but
presumably the sanctioner will choose a sanction large enough to make the target back
down.

#Alternatively, the sanctioner may impose sanctions that are politically popular but which
will not change the target’s behavior. American sanctions against Cuba are a good
example.
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CHAPTER 13

Trade Law and Trade Policy:
The Advocate’s Perspective

Richard O. Cunningham

I. Introduction

In most of the literature on trade policy, the principal focus is on major trade
matters—import relief cases in particular, but also market access cases and
various types of bilateral and multilateral negotiations. Typically, the author
will characterize the outcome of each such matter as a trade policy decision
and will, in effect, see an administration’s “trade policy” as being revealed by
those determinations. In general, since most commentators have what they
conceive to be a free-trade perspective, the basic thrust of the author’s inquiry
will be to determine the extent to which the decisions in such cases or matters
result in trade restrictions and why such derogations from free trade occur. In
that type of analysis, many commentators come to the conclusion that the ma-
jor explanation for U.S. decisions to restrict trade flows is the political influ-
ence of such industries as steel, textiles and semiconductors.

From the perspective of the international trade law practitioner, the world
is very different. In the import relief area, the vast majority of U.S. restrictions
on trade flows have nothing whatsoever to do with the political influence of
the petitioning U.S. industry. Rather, import restrictions flow in a largely non-
discretionary manner from a long-established U.S. (and multilateral) trade
policy that defines price discrimination, sales below cost and subsidization as
unfair practices against which import restrictions are the appropriate remedy.
Only in a few of the nondiscretionary cases, and in the even fewer cases that
arise under discretionary import relief statutes, is the political might of the pe-
titioning industry at all relevant. And even in those cases, domestic political
pressure by the petitioning industry is rarely the decisive factor.

Similarly, in cases involving market access, protection of intellectual
property rights and other issues dealing with conditions in foreign markets, the
U.S. industry’s political force is necessarily a factor of secondary importance.
From the trade lawyer’s perspective, such matters involve an extremely com-
plex interplay of forces and strategies—necessarily complex because of one
fundamental fact; unlike cases of import relief, the United States cannot uni-
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laterally dictate the outcome of cases involving practices encountered in for-
eign markets. Where U.S. import restrictions are imposed in such cases, it is
this factor—not simply the political influence of the domestic industry—that is
likely to be the major cause.

The trade lawyer, one must remember, is an advocate and does not purport
to be a policymaker. The advocacy task is to achieve for the client a specific
economic objective. Among those objectives are:

»  The protection of a U.S. industry from the effects of unfair—dumped,

subsidized or intellectual property infringing—imports,

e  Obtaining temporary shelter from import competition in order to en-
able a U.S. industry to regain competitiveness by cost reduction, in-
troduction of new products and the like.

e Elimination or reduction of foreign government subsidies.

¢ Removal or reduction of a foreign government’s barriers to imports
(and, under the new World Trade Organization agreements, barriers
to investment).

e  Obtaining improved protection of a U.S. firm’s intellectual property
rights in a foreign country.

It will be noted that the foregoing list of objectives does not include, con-
trary to what one would expect from reading much of the academic and politi-
cal literature, such goals as limiting imports’ role in a U.S. market or gaining
for U.S. firms a greater market share in a foreign country. This is because
neither trade law nor trade policy recognizes those objectives except in very
rare, aberrational cases. Rather, both trade law and trade policy—today and at
least since the author began international trade law practice in 1969—operate
under a sort of Universal Principle that trade flows should not be artificially
restricted or distorted. Thus almost all types of trade cases have as their gra-
vamen the elimination of or counteraction against a practice defined as unfair
under U.S. and/or international law.

In summary, the perspective of the trade lawyer focuses on the legal gra-
vamen and legal/political/diplomatic strategies of trade issues. For this author,
at least, that perspective leads to conclusions quite different from those of an
economist or political scientist, whose analysis focuses on and draws conclu-
sions from the outcome of the case.

This paper will explore three categories of trade cases from the perspec-
tive of the trade lawyer/advocate.

¢ nondiscretionary import relief proceedings under the antidumping and
countervailing duty laws,'

s discretionary import relief cases under the escape clause, the market
disruption statute and the national security amendment, and

e discretionary cases involving unfair practices in markets outside the
United States.

In each category, specific examples will be analyzed to illustrate the dynamics
of decision-making in each type of case.
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1l. Nondiscretionary Import Relief Cases

It is important to understand at the outset that the historic function of the U.S.
antidumping® and countervailing duty laws® was not to redress or prevent in-
jury to U.S. producers. Rather, both laws were originally enacted to counteract
a specific type of unfair practice, regardless of whether or not injury was
caused to a U.S. industry by the dumped or subsidized imports. Until 1979,
countervailing duties could be imposed without any determination of injury to
the petitioning U.S. industry.* And while the Antidumping Act of 1921 re-
quired a determination of injury, the law’s legislative history demonstrates that
this requirement was intended only to weed out cases in which the imports
were inconsequential,®

The absence of injury requirements in the original antidumping and
countervailing duty laws illustrates a fundamental, but often ignored, under-
pinning of U.S. trade law and policy. Certain practices are viewed as being un-
fair, and thus justifying measures to offset the unfairness, simply because they
are wrong. The unfairness does not, in this view, depend on adverse effects on
U.S. producers. Rather, the practice in question is seen as inherently distortive
of the competitive position of the foreign exporter vis-a-vis the U. S. industry.®
Although the international trading community has forced application of a ma-
terial injury standard in both the U.S. countervailing duty and antidumping
laws, the underlying objective of offsetting unfairness rather than preventing
injury remains clear in the fact that the amount of duty assessed is measured
by the amount of dumping or subsidy, not by the amount necessary to elimi-
nate injurious effect.

It is thus true, in a sense, that decisions under these laws represent imple-
mentation of a “trade policy.” That policy, however, does not grow out of the
cases. Rather, the policy is inherent in the concept underlying the statutes. To
criticize implementation of these laws as “protectionist” or “contrary to free
trade” is therefore to take issue with the underlying proposition—a proposition
that underlies the GATT/WTO Agreements on these issues as well as U.S.
law—that dumping and subsidies are unfair practices that should be offset by
duties equal to the per-unit amount of the dumping or subsidization.

To the extent that individual case decisions turn on interpretations—by
the Department of Commerce or the International Trade Commission—of par-
ticular issues under these statutes, it may be argued either that such an inter-
pretation constitutes an exercise of trade policy or that the overall trend of
such interpretations evidences a more or less “protectionist” policy. In assess-
ing such arguments, the following points should be considered:

First, the vast majority of antidumping and countervailing duty cases are
brought by industries that could not conceivably bring significant political
pressure to bear on the outcome of a proceeding. While cases involving steel
products, semi-conductors and automobiles get the headlines, the typical peti-
tioners are manufacturers of such products as canned clams’ or birch three-ply
doorskins.® To view decisions in these cases as politically motivated or as ex-
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ercises in Administration trade policy is simply silly. These—the great major-
ity of cases—are simply decided one way or the other on the statutory merits,

Second, the International Trade Commission was created to be a

non-political independent commission, precisely for the purpose of avoiding
any danger that its determinations would become subservient to the policies of
the incumbent Administration. To this end, the law requires that no more than
three of the six Commissioners be a member of one of the two major political
parties.’ Thus, to the extent that the Commission may in some periods be seen
as more protectionist than in other periods, this reflects the economic and legal
views of the majority of Commissioners, not any policy dictates of the incum-
bent Administration. An Administration that desired either more or less pro-
tectionist decisions by the Commission could achieve this only to the extent
that it could appoint new and more (or less) protectionist Commissioners. '’

Third, there exists in the Department of Commerce a Congression-

ally-intended predisposition to “vigorous enforcement” of the antidumping and
countervailing duty laws. Indeed, the administration of the two statutes was
transferred from the Treasury Department to the Commerce Department in the
Trade Agreements Act of 1979 primarily because Congress viewed Treasury’s
administration of the law as insufficiently responsive to legitimate needs of
U.S. industries for action against dumping and subsidies. That history, coupled
with continued Congressional oversight and an institutional self-identification
of the Department as spokesman within the Administration for the interests of
American business, combine to give the Department’s International Trade
Administration some degree of bias toward tough enforcement. This “tough-
ness” is particularly evident in three areas:

®  Procedural Toughness. Commerce Department investigations, espe-
cially under the antidumping law, require the accused foreign ex-
porter to respond within quite short time limits to massively detailed
questionnaires. Many foreign respondents, especially smaller compa-
nies, find it difficult or impossible to provide such a mass of informa-
tion on a timely basis, especially with Commerce often taking the po-
sition that financial and cost data must be furnished on a basis that
differs from the company’s normal business accounting. When the re-
sponse is not complete or found to be inaccurate or in improper form,
the Department often bases its determination on the “facts available,”
normally obtained in substantial part from the petitioner and thus
yielding draconian dumping margins."'

*  Burden of Proof. As a general matter, an antidumping investigation is
just that: an investigation, not an adversary proceeding, with no “bur-
den of proof” on any party. In one important area, however, the De-
partment explicitly places the burden of proof on the foreign exporter.
In many investigations, comparison of the raw prices of the U.S. and
home market sales (each worked back to the point of shipment)
would yield a significant “dumping margin,” but the exporter argues
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that “adjustments” to those prices should be made for differences in
quantities, merchandise specifications, level of trade, selling ex-
penses, credit terms, etc. On all such “adjustment” issues, which are
often the difference between winning and losing for the foreign ex-
porter, Commerce places the burden of proof on the party claiming
the adjustment (almost always the foreign respondent) to establish the
adjustment to the Department’s satisfaction.

s Appeal Tactics. One of the Department’s great tactical advantages is
its ability to wear out in the court process any respondent (or peti-
tioner, in fairness) that has the temerity to challenge an antidumping
or countervailing duty determination in an appeal. Such appeals
rarely result in the first instance in a decisive reversal of the Depart-
ment’s determination. Rather, a remand to the Department will result
in a partial (but not complete) change in the Department’s computa-
tions or even in an essentially unchanged determination with an al-
tered rationale.'” Then, if the appellant continues to litigate and
achieves a dispositive resolution by the Court of International Trade,
the Department will normally appeal to the Court of Appeals for the
Federal Circuit and, pending disposition of that appeal, refuse to
honor the order of the Court of International Trade on the ground that
the appellate process has not reached a final judgment. This process
can be, and often is, strung out for many years. All the while, the ap-
pellant must continue to put up cash deposits for the dumping on
countervail margins found in the very decision it is contesting on ap-
peal. Most foreign companies give up the ghost before reaching the
final judgment that they may have a very real chance of winning.

The sense of all of the foregoing is that decisions under the antidumping
and countervailing duty laws, while reflecting a general, continuing policy of
tough enforcement, do not constitute trade policy decisions as to individual
cases and are not in general the product of political influence by the petition-
ing U.S. industry. There are, however, exceptions—cases resolved by a trade
policy decision (or something very like it) and influenced in that decision by
political and/or diplomatic forces. Such exceptions occur primarily in two cir-
cumstances, as follows.

Novel Issues

With some frequency in countervailing duty proceedings and occasionally in
antidumping cases, the Department will find that the case turns in whole or in
part on an issue as to which there is no clearly dispositive precedent. In most
such cases, the Department will resolve such issues by the normal processes of
statutory and precedential reasoning, augmented by economic analysis. How-
ever, where a determined and politically adept U.S. industry (or respondent
government) is involved in such a case, the Department may come to view the
issue as a policy judgment. Such cases become interesting indeed. Two coun-
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tervailing duty examples—privatization and natural resource pricing—will ii-
lustrate this phenomenon.

The effect of privatization on the continued countervailability of prior
capital subsidies has in recent years become an issue of paramount importance
because of its centrality in the 1992-93 steel cases. The subsidies in several of
those cases consisted of very large amounts of government funding given (or
provided on non-commercial terms) in the 1970s and 1980s to govern-
ment-owned companies that were incurring large operating losses year after
year. The Department found those capital infusions to be countervailable sub-
sidies. Rather than countervailing the infusions entirely in the year of receipt,
the Department reasoned that the subsidies conferred benefits over subsequent
years and determined that the subsidies should be allocated over a period de-
termined by the useful life of the recipient’s depreciable assets (15 years in the
case of steel producers). However, the Department also had to consider the
fact that some of the subsidy-recipient companies were later privatized in
whole or in part after receipt of the subsidies but before the end of the period
of countervailability. The privatized entities argued that, since their new own-
ers had paid full market value for all of their assets—including whatever por-
tion represented the remaining benefits of the earlier capital subsidies—the
operations after privatization derived no benefit from those past subsidies and
should not be countervailed.

Initially, the Department accepted the privatized respondents’ argument,
ruling in the first preliminary determination that a purchaser of a division of a
subsidized company did not benefit from the seller company’s past subsidies
where the purchaser paid market value for that division.”> The domestic steel
industry, however, launched a major campaign to reverse that preliminary de-
termination, augmenting their arguments to Commerce with efforts in Con-
gress to amend the statute. While the Congressional initiative produced only
an ambiguous statutory amendment,' the industry won a complete victory on
this issue in Commerce’s final determinations.

e In the case involving sale of a subsidized company’s division, Com-
merce determined (essentially without explanation) that where a pro-
ductive unit of a subsidized company is sold, a portion of the seller
company’s subsidies “travel with the productive unit to its new
home” even if market value is paid by the purchasing company.'5

e  With respect to the full privatization of a subsidized govern-
ment-owned company, the Department determined initially that such
privatization——whether or not for market value—did not affect con-
tinued countervailability of the past subsidies.'® In reaching this con-
clusion, it reasoned that continuation (or not) of subsidy benefits was
not the issue. Indeed, the Department opined that it is irrelevant
whether a subsidy confers a benefit on the recipient’s production, ei-
ther at the time of receipt or in later years.'” Later, under pressure
from an adverse but somewhat ambiguous GATT panel decision, the
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Department modified its determination by establishing a formula pur-
porting to determine that some portion of the price paid in privatiza-
tion constituted partial “repayment” of the past subsidies.

The Department’s privatization decisions are now on appeal. The initial
Court of International Trade determination reversed Commerce’s “subsidies
travel with a productive unit to its new home” decision,'® but that decision was
in turn reversed by the Federal Circuit Court of Appeals.' In the most recent
remand determination, however, Commerce has concluded that the Courts’
rulings require a determination of no countervailability against the purchaser
where a subsidized company sells one of its divisions.”’ The cases involving
full privatization have also been appealed. In an initial, somewhat opaque de-
cision, the Court of International Trade appears to have concluded that full
privatization for market value through a sale of assets eliminates subsidization,
but that a share sale privatization does not affect continued countervailabil-
ity.! Both Commerce and the respondent exporters have appealed to the Fed-
eral Circuit. Thus, while the decision-making process on these issues has
clearly been altered by the domestic industry’s pressure to raise the issue to the
level of a policy determination, the ultimate outcome is not yet clear.

The continuing battle over imports of softwood lumber from Canada pro-
vides another example of how, in a politically charged case, the U.S. industry
can raise an issue of statutory interpretation to the level of policy deci-
sion-making and bring political pressure to bear on that policy issue. In a dis-
pute that has raged since the early 1980s, U.S. lumber producers have con-
tended that imports of softwood lumber from Canada are subsidized by two
Canadian government programs:

e the Government of Canada’s log export restrictions, which increased
domestic supply of logs and thus reduced the lumber companies’
price paid for logs, and

s the price charged by the various Canadian provinces for “stumpage”
(i.e., the right to harvest timber) on government-owned land. These
“stumpage fees” were claimed to be “below market value”, primarily
on the ground that they were substantially lower than the stumpage
fees charged by the U.S. government.?

These arguments raised novel issues for the Department and in some in-
stances were inconsistent with prior U.S. interpretations. For example, the
United States had in the early 1980s refused to characterize Argentina’s export
resirictions on soybeans as a subsidy to the production of soybean oil and
meal. And as to the stumpage fee issue, there was no precedent for finding a
price, even a very low price, to constitute a countervailable subsidy if that
price was generally available to purchasers of the item (i.e., stumpage rights).

Moreover, the Canadian respondents advanced an economic argument to
the effect that neither of these programs should be countervailed, even if they
benefited the Canadian lumber industry by reducing its cost of raw material.
According to this argument, the market for softwood lumber is entirely de-
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mand-driven, to the point that both prices and the level of output are entirely
determined by demand factors. Thus, so the argument goes, the subsidies had
no effect on the market and should not be countervailed.

Initially, the domestic lumber industry prosecuted these issues in a more
or less straightforward countervailing duty proceeding. Although the Interna-
tional Trade Commission reached an affirmative preliminary injury determi-
nation,? the Department of Commerce concluded that the provincial stumpage
fee gfograms were not countervailable, and that other subsidies were de mini-
mis.

After this defeat, U.S. producers embarked on a major effort to politicize
the issues and raise them to a level of policy decisionmaking. A Coalition for
Fair Lumber Imports was organized and embarked on an aggressive lobbying
and litigating campaign:

¢ In anew countervailing duty investigation in 1986, the Coalition suc-

ceeded in obtaining a reversal of the earlier Commerce Department
ruling, in a determination that found the stumpage fees to be below
“market value” and announced a preliminary duty estimate at 15 per-
cent.™

o The 1986 case was settled before the final determinations by a

U.S.-Canada Memorandum of Understanding (MOU). The MOU
provided that Canada would impose a 15 percent temporary surcharge
on softwood lumber exports to the United States. That MOU re-
mained in effect for over four years, during which period the sur-
charge was removed on 80 percent of Canadian exports as several of
the provinces increased their stumpage fees. Then, in September
1991, the Government of Canada announced that it would in 30 days
terminate the MOU.

s The United States reaction was dramatic and 6political. It not only

self-initiated a new countervailing duty case,” it also acted under
Section 301 of the Trade Act of 1974* to require immediate posting
of bonds for estimated countervailing duties.”® In July, 1992, the
Commerce Department imposed countervailing duties of 6.51 percent
(2.91% for stumpage fee subsidies and 3.60% for log export restric-
tions).”’

e The Canadian side responded by taking these issues to international

adjudication. It obtained a GATT panel ruling that required the
United states to refund $12 million to the Canadian exporters on the
ground that the use of Section 301 to accelerate the bonding require-
ment was improper. In addition, a series of binational panel decisions
under the U.S.-Canada Free Trade Agreement overturned both the
Commerce Department’s subsidy determination and the International
Trade Commission’s finding of material injury.

e The Coalition then launched a two-pronged effort to invalidate the

binational panel process. It persuaded the U.S. Government to bring
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an Extraordinary Challenge, contending that the Canadian panelists
had conflicts of interest. That challenge was rejected. Simultaneously,
the U.S. producers filed a lawsuit challenging the constitutionality of
the entire binational panel process. That suit was eventually with-
drawn.

e Meanwhile, the Coalition was working politically and internationally
to change the law in their favor. They obtained, in the legislation ap-
proving the North American Free Trade Agreement, language forbid-
ding Commerce to consider the effect of a subsidy on the recipient’s
prices or output. And in the Uruguay Round’s new Agreement on
Subsidies and Countervailing Measures and in the U.S. Uruguay
Round Agreements Act, they obtained more favorable language on
the issue of general availability.

In 1996, the softwood lumber dispute again became the subject of a
U.S.-Canada negotiated resolution. It can be argued that the U.S. industry
here, as in the steel privatization issue, was able by political pressure to change
the interpretation of the law to suit its needs and—ultimately—to obtain at
least a substantial portion of the import protection it sought.

What is striking to this author, however, is how difficult it was, how
fraught with uncertainty, for these politically powerful U.S. industries to
achieve their desired legal interpretations, even where the issues were novel
and where immense political pressure was applied. In steel, for example, it is
still not clear that the U.S. industry’s interpretation will ultimately prevail.
What these cases show is that there is in nondiscretionary import relief cases a
sufficiently strong rule of law that political efforts to achieve protectionist le-
gal interpretations are by no means guaranteed success,

It should also be noted that a policy decision to alter an interpretation of
law in a nondiscretionary import relief case does not always come from the
protectionist side. In the early 1980s, an antidumping case was brought against
imports of fresh winter vegetables from Mexico. The then-Administration
(specifically, the State Department and certain parts of the White House) were
concerned at the effect the case might have on U.S.-Mexico relations, espe-
cially since a “mechanical” application of the antidumping law would result in
significant duties. At that time, the law required that the price of each individ-
ual sale in the United States be compared with a weighted average price of
home market sales.>® Since vegetable prices fluctuate widely during each day,
such a comparison would inevitably find many of the U.S. sales priced below
the weighted average price of contemporaneous home market sales. Motivated
by a desire to avoid what was perceived as an economically irrational restric-
tion on a major Mexican export category, the White House dispatched econo-
mists from the Council of Economic Advisers to help Commerce devise a
more sophisticated price comparison methodology that would avoid such an
“irrational” result.”’
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Settlement of Cases

The other situation in which a policy decision can supplant a litigated result in
nondiscretionary import relief proceedings is the settlement of such cases. The
settlements in which such policy decisions are made are usually those to which
the statutory settlement device (a “suspension agreement”)*? is inapplicable or
impractical, yet where there is a political or diplomatic imperative to resolve
the case in a manner other than imposition of duties. In such cases, a negoti-
ated resolution may be reached, in connection with which the U.S. Govern-
ment will persuade the U.S. industry to withdraw the petition.*

The dynamics of these non-statutory settlements is such that, in almost all
cases, the impetus for settlement comes from the foreign exporters or govern-
ments, not from the petitioning U.S. industry. Typically, these settlements oc-
cur after the Department of Commerce has reached a preliminary determina-
tion that is intolerable to a foreign government or group of foreign govern-
ments—or to the U.S. Government—Tfor any one or more of several reasons:

e The duties to be imposed are prohibitive.

¢ The duties cover some exporters or countries, but not others, creating
disparate impacts intolerable to the government of the foreign country
or group of countries.

o The foreign country in question is one against which such severe im-
port restrictions would be inimical to U.S. diplomatic or geopolitical
policies.

e The United States and the foreign government in question prefer a
negotiated solution to one imposed unilaterally by the United States.

Where such an impetus for settiement comes from the respondent side of
the case (or from U.S. Government reluctance to impose duties), a quantitative
or price-floor arrangement may be negotiated. This agreement, however, will
have to be approved by the petitioning U.S. industry, since it must agree to
withdraw its petition. Such agreement may be forthcoming in response to
some combination of the following considerations:

s The agreement, although reducing the degree of import restriction on
some foreign exporters, provides broader coverage (i.e., more prod-
ucts, more exporters and/or more countries).

e There is no longer uncertainty as to whether Commerce might be
more lenient in its final determination or as to whether the Interna-
tional Trade Commission might reach a negative injury determina-
tion.

e Promises of non-trade benefits to domestic producers (e.g., tax, pen-
sion or regulatory benefits).

e Direct White House persuasion of industry CEOs.

The 1986 and 1996 settlements of the Canadian softwood lumber cases
illustrate different ways in which non-statutory scttlements can be reached.
The 1986 MOU was sought by the Government of Canada as an alternative to
Commerce’s preliminary determination of 15 percent countervailing duties
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(and the possibility that duties could be higher in the final determination). To
the Canadian side, the MOU allowed the revenues to accrue to the Canadian
Government through the 15% export surcharge, rather than to the U.S. Gov-
ernment through duties. Moreover, the MOU enabled the Canadian side to re-
duce and eventually eliminate the surcharge on the bulk of softwood lumber
exports as several provinces raised their stumpage fees.

The 1996 U.S.-Canada agreement came about under a different U.S.
threat. In this instance, a countervailing duty case had not yet been initiated,
but there was a clear threat of such initiation if no agreement was reached.
Moreover, the threat was made credible by recent changes in U.S. law that the
U.S. side would eliminate the major defenses on which the Canadians had re-
lied in past cases. This produced a preliminary agreement under which the
Province of British Columbia (the largest source of exports to the United
States) would impose an export tax on shipments to the United States that ex-
ceed specified annual quantities, and the Province of Quebec would increase
its stumpage fees. This preliminary agreement was later replaced by a tar-
iff-rate quota intended to reduce Canadian imports from their then-prevailing
annual level of 16.2 billion board feet. Under the agreement, imports exceed-
ing 14.7 billion board feet per year are subject to a Canadian export tax, the
amount of which increases at certain quantity levels. For its part, the U.S. side
made two commitments. First, no trade cases would be initiated, and second, a
petition filed by the U.S. industry would be dismissed as long as the agreement
remains in effect and is not breached by the Canadian side.

The 1978 steel Trigger Price Mechanism exemplifies the motivation that
may exist for both the petitioning U.S. industry and some foreign governments
to avoid a result in which some exporters are subjected to prohibitive anti-
dumping duties, while other exporters have no or low duties. For the petition-
ers, especially in cases involving commodity products, the concern is that the
foreign exporters not subject to duties will simply replace the volume of
low-price imports that had previously been sold by the firms now excluded
from the U.S. market. On the other hand, the prospect that some European
Community exporters would be excluded from the U.S. market while others
would remain free to sell created intolerable political pressures within the
Community, at a time when the European Commission was implementing a
steel industry restructuring program requiring delicate balances among the in-
dustries of the various Member States. This mutual interest in avoiding a scat-
tershot incidence of U.S. import restrictions produced a system in which most
major steel exporting nations (except Canada) agreed to require that their ex-
porters sell to the United States at delivered prices no lower than certain “trig-
ger prices.” These trigger prices were computed on the basis of Japanese cost
of production plus delivery costs to the major U.S. markets. The theory was
that the Japanese producers had the lowest costs of any world steel industry, so
that any steel entering the United States below the trigger prices could be as-
sumed to be sold at less than fair value and would therefore be investigated
under the antidumping law.
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The overall import-limiting effect of the trigger price mechanism was un-
doubtedly less than would have resulted from the imposition of antidumping
duties. The lesser degree of restriction, however, was preferable from the U.S.
industry’s standpoint to leaving some major foreign producers unrestricted.
And uniformity of restrictions was absolutely essential to the European Com-
munity.

A final example—the series of suspension agreements in the antidumping
investigations of uranium from Russia and several other Newly Independent
States—shows that other U.S. policy interests can bring about settlements in-
tended to ameliorate the impact of antidumping or countervailing duties on
one or more foreign countries. With respect to the uranium cases, senior Ad-
ministration policymakers were concerned that limits on imports from Russia,
Kazakhstan, Kyrgystan, Tajikistan, Uzbekistan and the Ukraine were incon-
sistent with the goal of assisting those countries in their transition to capital-
ism. There was also concern that the Russian antidumping proceeding might
interfere with ongoing negotiations for the disposition of highly enriched ura-
nium derived from the dismantling of Russia’s nuclear weapons. These con-
cerns were heightened when the Commerce Department’s preliminary deter-
minations found commercially preclusive antidumping margins with respect to
all six countries—115.82 percent in the case of Russian uranium imports.*

Fortunately for the Administration, the statutory provisions for suspension
agreements in nonmarket economy antidumping cases provide greater latitude
to negotiate suspension agreements and thus reach a settlement that does not
require the consent of the petitioning U.S. industry. Unlike other antidumping
proceedings, NME cases may be settled on the basis of quantitative export re-
strictions, among other devices, provided that the agreement eliminates im-
port-caused price suppression and prevents imports from undercutting the
prices charged by U.S. producers.

Negotiations between the United States and the respondent county gov-
ernments initially resulted in suspension agreements that limited the quantity
of uranium imports to amounts keyed to the level of U.S. uranium prices.”
However, these agreements failed in their purpose of permitting the respon-
dent countries to continue exporting to the United States, because U.S. ura-
nium prices never rose to the lowest of the levels that would trigger an import
quantity allowance.

What followed next might be characterized as “Rube Goldberg writes a
suspension agreement.” A new “amendment” to the Russian agreement™® per-
mitted certain annual quota amounts to be imported,”” but only pursuant to
what the agreement characterizes as a “matched sale.” In a “matched sale,” a
quantity of Russian uranium must be sold with an equal quantity of
newly-mined U.S. uranium, with the total quantity sold to the purchaser for a
single price. Since that price for the overall transaction is composed half of
low-priced Russian uranium and half of higher-priced U.S. uranium, U. S.
producers in effect actually benefit in higher profits and arguably in ability to
obtain increased sales volume®® from use of the Russian uranium to reduce the
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overall transaction price. Astonishingly, the new suspension agreement seems
to be working fairly smoothly.

lll. Discretionary Import Relief Cases

The fundamental point to understand about all three of the U.S. laws providing
for discretionary Presidential decisions to restrict imports—the Escape Clause
(8 201),39 the National Security Amendment (§232) % and the Market Disrup-
tion Law (§ 406)*'—is that every administration has regarded them as
rarely-used derogations from the principle of “free but fair” trade. These laws,
especially the Escape Clause, are the pressure valves of trade policy, not the
policy itself. From the standpoint of the trade lawyer/advocate, the goal in in-
voking these laws is to develop a strategy that persuades the Administration
that this case is one of the rare circumstances in which this derogation from
normal trade policy is warranted. In a few cases, the political power of the pe-
titioning industry may be a major component of such persuasion. More fre-
quently, however, the cases do not turn on raw political power.

Each of these statutes deals with imports that are fairly traded, and there is
no suggestion that they provide a remedy against foreign unfair practices.*?
The Escape Clause authorizes, pursuant to WTO/GATT rules, a temporary re-
striction of imports where a U.S. industry has suffered or is threatened with
“serious” injury, where increasing imports are the greatest cause of that serious
injury, and where the U.S. industry will be able to use the period of relief to
“adjust”—i.e., to regain competitiveness by reducing costs, introducing new
products, etc. The National Security Amendment, also sanctioned under
GATT/WTO rules, permits imposition of import restrictions where necessary
for national security reasons. Finally, the Market Disruption Law is probably
not WTO-consistent, but is applicable only to imports from certain countries
that are not WTO members. It imposes duties or quantitative limits on imports
from a “communist™ country that cause or threaten “market disruption.”

The Escape Clause

Of the three discretionary import relief statutes, the Escape Clause is by far the
most important, but its use is relatively rare. Moreover, the success rate under
this statute is far below 50 percent. And while a few cases involving politically
powerful industries—steel and automobiles come to mind*—attract most of
the attention, the majority of escape clause cases are brought by small indus-
tries and, if won, are won by political/merits strategies very different from the
juggernaut political influence suggested by the academic literature. Two ex-
amples—the Harley-Davidson heavyweight motorcycles case and the 1984
steel and copper cases—suggest the complexities and uncertainties of escape
clause advocacy.
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Heavyweight Motorcycles

The “industry” that brought this case® certainly did not have awesome politi-
cal power. It consisted entirely of Harley-Davidson Motor Company and its
two plants in Milwaukee, Wisconsin and York, Pennsylvania. Nevertheless,
Harley succeeded in obtaining unusually forceful escape clause relief—addi-
tional duties of 45 percent ad valorem, phased down over a five year period—
and used it to “adjust” so successfully that the company asked the government
to lift the duties after less than three years of the scheduled five year period.
The Harley strategy is not only the classic Escape Clause success story; it also
demonstrates that obtaining relief under the statute does not necessarily turn
on raw political power.

With no possibility of generating massive political pressure for import re-
lief, Harley-Davidson developed a strategy in which its smallness, when used
in conjunction with its strong case on the statutory merits, became an asset
rather than a liability. Harley certainly had a compelling case of serious injury
caused by imports. Japanese brands had increased their market share to a point
of clear commercial dominance. They had done so by low pricing and by mar-
keting tactics targeted directly at Harley-Davidson, closely copying not only
its product designs, but even its advertising campaigns. The U.S. company’s
financial position had deteriorated to such a point that its chief banker told the
International Trade Commission that he intended to “pull the plug on Harley’s
loans” if import relief was denied.

More important, however, was Harley-Davidson’s ability to demonstrate
that it not only had plans for a program of competitive adjustment, but was
relatively far along in implementing that program. New and more advanced
motorcycle models had already been put on the market. Introduction of new
manufacturing and management techniques—many, ironically, derived from
Japanese practices—had already significantly reduced both costs and manu-
facturing defects. Such facts are critical in persuading any Administration that
a temporary period of relief will not be “wasted,” with the industry asking at
the end of the period for yet more import restrictions.

The case on the merits, then, was the easy part for Harley-Davidson. The
more difficult task was to devise an effective policy/political strategy. That
strategy had three major elements. First, the company took maximum advan-
tage of what might justifiably be called its “mystique.” Harley was, after all,
the last surviving American motorcycle manufacturer. Moreover, the company
had an image that few other companies could match. From Marlon Brando in
“The Wild One” to Peter Fonda in “Easy Rider”, Harley-Davidson projected
an image of independence, freedom and Americanism. To portray that image
as now threatened by imports was politically potent indeed. Second, timing
was critical. Although the Escape Clause does not focus on imports from a
specific country, the fact of the matter was that almost all hcavyweight motor-
cycle imports were Japanese. Bringing the case in a period of widespread pub-
lic concern about U.S.-Japan trade (the bilateral deficit, the machine tool con-
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troversy, etc.) increased prospects for success. Third, Harley turned its smali-
ness, and the smallness of the amount of motorcycle trade, into an asset. In any
trade controversy (and during this period, especially any matter involving Ja-
pan), there is division within the Administration between those who are con-
cerned about the fate of the U.S. industry and those who oppose import relief
either on the ground: (a) of concern about the inflationary effect of import re-
strictions or (b) of unwillingness to take protectionist action against a country
whose diplomatic or geopolitical ties to the United States are seen as impor-
tant. The latter consideration always looms large in cases against Japanese
practices or imports. The motorcycle case, Harley argued, was one in which
the small volume of trade in motorcycles made those concerns immaterial. No
action limiting motorcycle imports could conceivably have an inflationary im-
pact. More importantly, here was a case in which the economic effect on Japan
of a temporary import restriction would be minute, creating no strain on the
overall bilateral relationship.

Putting these three themes together with the strong case on the merits pre-
sented a uniquely appealing argument for relief. This was a company and
product of high public visibility. Saving Harley-Davidson—a company whose
strong adjustment program made it clear that Harley could be saved—would
be of substantial political benefit. Moreover, the Administration could demon-
strate that it could “get tough with Japan” where a clear case was made for the
need to do so. And all this could be accomplished with respect to a trade issue
on which import restrictions would do no serious harm to Japan or to U.S. in-
flation.

One final tactical issue should be mentioned. As in most such cases, the
foreign side (once it saw that the tide was running against it) proposed an ef-
fort to negotiate a compromise—in this case, Japanese financial assistance for
Harley-Davidson. Within any Administration, there are those to whom such a
compromise is appealing. Harley made the decision to enter such negotiations,
expecting that the Japanese offers would not be attractive. They were right. As
Harley’s chairman put it, “They offered us the sleeves off their vests.” The
patent inadequacy of the Japanese proposals made wholly untenable the posi-
tions of those in the Administration who opposed relief. In the end, this was
the final element that ensured that the duties recommended by the Interna-
tional Trade Commission would be ordered by the President.

The Harley-Davidson case, in the view of this author, illustrates the way
in which the Escape clause is supposed to work. The presence of a clear pros-
pect of successful adjustment constituted the proper justification for temporary
protectionism. And relief was not granted in response to political pressure.

Steel and Copper
A very different picture of the Escape Clause in action was seen in the summer

of 1984. In that election year, the Reagan Administration had to decide on not
one but two Escape Clause cases. Two major industries—steel*® and cop-
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per**—had both won International Trade Commission recommendation for
import restrictions. Neither industry presented the strong prospect of success-
ful adjustment that Harley-Davidson had shown. Moreover, these cases in-
volved very large import volumes, and thus restriction of imports would raise
significant issues as to inflation and U.S. relations with numerous foreign
countries. In short, both cases posed difficult issues politically as well as on
the merits. In two major respects, however, the cases were significantly differ-
ent:

First, relief in the copper case was vigorously opposed by a group of ma-
jor copper consuming industries, led by the electrical equipment companies.
Steel consumers, with the exception of a few companies, made no effort to op-
pose import restrictions. Second, the steel industry represented a far more po-
tent political force, especially in the 1984 election year, than did the copper
industry. In part, this was true because the steel industry’s nationwide em-
ployment substantially exceeded that of the copper industry. More important,
however, was the location of steel industry employment in major electoral
states, some of which were states as to which the election outcome was not yet
clear. The copper industry, in contrast, was concentrated in less populous
Western states with less electoral votes—states which were seen by the Re-
publican Administration as “safe” in the upcoming election.

These differences were reflected in the differing strategies of the two pe-
titioning industries. The steel industry, utilizing a powerful Congressional
Steel Caucus, conducted an essentially political campaign. The copper produc-
ers, lacking such political resources, sought to negotiate a compromise with
the opposing consumer industries, in part by proposing that the Administration
seek an international commodity agreement instead of imposing import re-
strictions.

The two cases reached very different results, despite the fact that the Ad-
ministration—in “a great day for free trade,” as Trade Representative Bill
Brock described it—officially rejected both International Trade Commission
recommendations. Copper got little or nothing. All the President gave them
was an agreement to organize a multilateral discussion group to “address”
problems in the copper market. Steel, on the other hand, got a system of global
quantitative restrictions. The President ordered the U.S. Trade Representative
to press all steel producing nations to enter into Voluntary Restraint Arrange-
ments, placing a volume cap on their steel exports to the United States. In
short, steel won a huge victory and copper got almost nothing.

The observation of this author is that very large industries can sometimes
obtain Escape Clause relief through sheer political muscle. There are, how-
cver, few examples of such success because few industries have such political
strength. At the other extreme, a small industry, where import restrictions
would not affect a large volume of trade, may be able to obtain relief if it has a
strong case on the merits (especially on the issue of adjustment) and develops
an effective strategy. The industries that will have greatest difficulty under this
statute are those large enough that import restrictions will affect a substantial
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amount of trade, but not large enough to have truly exceptional political clout.
Overall, Escape Clause relief will continue to be an infrequent phenomenon
and an exception to prevailing trade policy, not the policy itself.

The National Security Amendment

This statute deserves little discussion. It has been implemented only twice:
once as to oil imports in a decision based on energy policy rather than trade
policy, and once for machine tools. All Administrations avoid § 232, wary of
setting a precedent that might attract additional petitions. With the end of the
Cold War, it is now even less likely that this statute will be revived in the fore-
seeable future.

The Market Disruption Law

This is, one hopes, a soon-to-be-obsolete statute. It authorizes the President to
impose restrictions on imports from a “communist” country found by the In-
ternational Trade Commission to be causing “market disruption.” The term
“market disruption” is defined as material injury to a domestic industry caused
or threatened by a rapid increase in imports.

The great problem with this statute is that the statutory criteria are almost
invariably overwhelmed by politics and/or ideology. The clearest example is
the most important case under the statute, involving ammonia imported from
the U.S.S.R. the case challenged imports arising from Occidental Petroleum’s
20 year, $20 billion fertilizer countertrade agreement. That agreement, ironi-
cally had been negotiated with the blessing and encouragement of the Nixon
Administration, whose Secretary of Commerce dubbed it “the flagship of de-
tente.” Soon after imports under the agreement began, however, they were met
by a Section 406 petition. Then the fun began. In late 1979 a 3-2 affirmative
determination by the Commission*” was followed by a highly public, fiercely
contested battle in the Presidential decision phase of the case. In December,
President Carter issued a strongly worded rejection of import restrictions,
stating that there was no evidence whatever of market disruption. Only a few
weeks later, the President reversed himself. Citing “changed economic cir-
cumstances,” President Carter not only self-initiated a new Section 406 inves-
tigation; he took the extraordinary step of ordering emergency import restric-
tions pending the outcome of the new investigation. Cynical observers may be
forgiven for suspecting that the “changed economic circumstances” had
something to do with the fact that Russian troops had marched into Afghani-
stan.

The case had one more surprise twist, however, This time, it was the turn
of the International Trade Commission to reverse itself, issuing a 3-2 negative
determination®® that ended the case! The author was counsel to the importer
(Occidental) in that proceeding, but claims of a brilliant defense presentation
must be tempered by a realization that the make-up of the Commission had
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changed between the first and second investigations. A hawkish Commis-
sioner’s term had expired and his free-trade-oriented replacement cast the de-
ciding vote that ended this bizarre trade “policy” spectacle.

Section 406 . . . R.ILP. (We hope.)

IV. Initiatives Against Unfair Trade Practices Encountered
in Foreign Markets

The trend that should emerge in trade policy matters over the next decade is an
increasing shift in focus toward initiatives aimed at unfair practices—subsi-
dies, barriers to market access or to investment, failure to protect intellectual
property rights, etc.—encountered by U.S. companies in foreign markets.
Certainly a principal thrust of United States efforts in the recent Uruguay
Round of Multilateral Trade Negotiations was to create both more effective
rules against such unfair practices and a more effective WTO enforcement
mechanism to make those rules work. The premise of that negotiating strat-
egy—a valid premise, in this author’s view—is that, as more and more U.S.
industries see their markets as global markets, they will increasingly need a
level playing field in markets outside the United States. To achieve this, com-
panies will increasingly seek U.S. Government action—WTO proceedings,
Section 301% cases, bilateral and multilateral negotiations—to ensure fair
treatment for U.S. exports and investments.

Whether that trend in trade policy advocacy will in fact emerge is, how-
ever, by no means certain. Initiatives against foreign unfair practices present a
number of serious difficulties not encountered in import relief cases. First and
foremost, the U.S. Government cannot unilaterally resolve a case involving
foreign market unfair practices as it can in a domestic import relief proceed-
ing. If the foreign government is intransigent, it is of course possible for the
United States to retaliate, However, such retaliation rarely benefits the U.S.
industry that complained of the foreign unfair practice. Only in the unusual
case in which the foreign country in question has substantial exports to the
United States of the same product will retaliatory U.S. import restrictions
benefit the U.S. industry that complained of the unfair practice in the foreign
market. In most cases, therefore, the petitioning U.S. industry has lost if the
case ends in U.S. retaliatory measures instead of elimination of the unfair for-
eign market practice.

Second, there is the “many-headed Hydra” problem. A foreign govern-
ment truly determined to protect a domestic market has a multiplicity of ac-
cess-denying practices at its disposal. Thus an initial effort by U.S. negotiators
may succeed in ending a WTO-illegal quota or import licensing scheme, only
to see it replaced by an equally preclusive discriminatory standard. Then,
when the standards problem is resolved, the foreign government tolerates or
even encourages concerted refusals by industrial customers to buy from for-
eign suppliers. In short, just as new heads appeared on the Hydra as quickly as
the old heads were chopped off, so new access barriers are constantly created
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cach time one of the old ones is negotiated away. It is the perception of this
phenomenon that sometimes lends U.S. trade negotiators to seek guarantees
from the foreign government (especially Japan) of increased market share for
U.S. sellers.

Third, the efficacy of both unilateral and multilateral remedies for foreign
market unfair practices remains uncertain in the eyes of most U.S. companies.
In major part, this uncertainty stems from the discretionary nature of the U.S.
Government’s process for asserting these issues. These are not, after all, reme-
dies to which petitioners have a right, even if they prove their case on the mer-
its beyond question. Rather, the extent to which and the method by which the
U.S. company’s claim will be asserted depends on policy and tactical judg-
ments made by U.S. government officials. For example, the petitioner may de-
sire that its foreign market practice issue be pressed as a bilateral initiative
backed up by the threat of retaliation under Section 301, only to see the U.S.
Trade Representative insist instead that the issue be taken to WTO dispute
resolution, as is now happening with Eastman Kodak’s petition against prac-
tices that limit foreign participation in the Japanese film market.

Finally, there is an as-yet unresolved issue as to the extent to which U.S.
obligations under the new WTO agreements prevent this country from taking
unilateral action under Section 301 against foreign market unfair practices.
While senior U.S. officials stated repeatedly during ratification of the Uruguay
Round Agreements that the United States would retain the right to take unilat-
eral action under Section 301, it seems clear that action in the form of trade re-
strictions would subject the United States to WTO-authorized trade retaliation.
That having been said, the view of this author is that unilateral action against
foreign market unfair practices remains a viable option

e as to trade restrictions, where the United States is willing to accept
WTO-authorized retaliation,

*  as to trade restrictions in response to a foreign practice that violates a
trade agreement between the United States and the offending foreign
government, and

e as to action other than trade restrictions.

The last point is particularly important. There exist numerous actions that
can be taken in response to foreign market unfair practices that would not be
trade restrictions in the sense that they would subject the United States to
WTO-authorized retaliation. Such actions include suspension or denial of
various U. S. Government patents, approvals (FDA, for example), licenses
(e.g., FCC), etc. The offending country’s eligibility for U.S. benefits—foreign
aid, Export-Import Bank financing, Overseas Private Investment Corporation
Guarantees or duty-free treatment under the Generalized System of Prefer-
ences—could also be withdrawn or limited.

It should be emphasized that there are significant success stories in U.S.
companies’ use of Section 301 and/or the GATT/WTO processes against un-
fair practices in foreign markets:
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e The U.S. aluminum industry used the threat of a Section 301 pro-
ceeding to reduce market access barriers in Japan.

¢ Boeing brought a successful GATT case that ended Germany's ex-
change rate guarantee export subsidy, and then used the filing of a
broader WTO attack on Airbus subsidies as leverage to negotiate with
the European Community a bilateral agreement reducing the amount
of subsidies provided to Airbus.

e The corn refining industry has repeatedly used GATT challenges (and
threats of challenges) to prevent the European Community from im-
posing restrictions on imports of corn gluten feed.

¢ U.S. telecommunications equipment manufacturers worked success-
fully with the U.S. Government to open up procurement by Nippon
Telephone & Telegraph to foreign suppliers.

s  And the United States has successfully pressured numerous countries
to accord protection to intellectual property rights.

The list of successes could be extended significantly. The point is that ef-
fective action can be taken against unfair practices in foreign markets, pro-
vided that a strategy is crafted that approaches the problem as a policy issue,
not simply a litigation. In devising such an approach, certain considerations
are particularly important. First, the petitioning company or industry must de-
velop the facts necessary to demonstrate the existence and effect of the foreign
unfair practice. Although Section 301 contains references to an “investiga-
tion”, neither USTR nor any other government agency in fact conducts—or
has the resources to conduct—any meaningful investigation. Second, consid-
eration must be given to how the issue in question can be raised in a manner
consistent with the Administration’s trade policy and the current state of rela-
tions with the foreign government in question. This entails an assessment of
the likely reaction of the foreign government to presentation of the issue, and
of the best ways to gain support of the major U.S. Government agencies that
will be involved in the requisite policy decisions. Third, alternative means of
putting leverage on the foreign government must be assessed. These include a
WTO proceeding or threat thereof, various forms of U.S. unilateral action,
prospects for linking the problem to other current issues between the United
States and the foreign country, and visible demonstrations of the domestic po-
litical importance of the issue. Finally, a negotiating strategy must be crafted.
This must include full analysis of the various potential resolutions of the issue
and assessment of the most effective ways of choreographing the negotiating
process.

Admittedly, this is a far more complex and uncertain process than, say,
the litigation of a nondiscretionary import relief case. It remains to be seen
whether many U.S. companies and industries—especially those made up of
small to medium sized firms—will see Section 301, WTO dispute resolution
or government-to-government negotiating initiatives as attractive or even fea-
sible approaches to unfair practices encountered in foreign markets.
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V. Summary and Conclusion

This paper has sought to present a view of trade issues “from the bottom up”—
that is, from the perspective of the trade lawyer/advocate and her or his client,
rather than from the academic point of view that characterizes much of the lit-
erature. From this perspective, dichotomies between “free trade” and “protec-
tionism” seem almost irrelevant.

In import relief proceedings under non-discretionary statutes — principally
the antidumping and countervailing duty laws — political or diplomatic pres-
sure plays little role, except in the settlement of such cases and in the relatively
few instances in which a major issue in the proceeding is sufficiently novel
that the administering authority has interpretive discretion that may be subject
to political or diplomatic influence. Even in such cases, however, it has proven
to be extremely difficult even for large and powerful U.S. industries to affect
the outcome by political pressure.

Discretionary import relief proceedings are, of course, more overtly po-
litical. However, two important points must be remembered. First, these laws
are rarely used — the vast bulk of import relief proceedings are brought under
the non-discretionary laws. Second, the “batting average” of petitioning in-
dustries under the Escape Clause and the other discretionary statutes is very
low. Even the most politically powerful industries fail more often than not to
obtain the protection they seek, because every U.S. Administration has a built-
in bias against taking actions that can be condemned as “projectionist.”

Finally, there is an open question as to the role political pressure will play
in proceedings seeking elimination of foreign practices that restrict U.S. ex-
porters’ access to overseas markets. As yet, relatively few U.S. industries are
invoking Section 301 and the new WTO dispute settlement procedures to ad-
dress such market access issues. When and if such proceedings become more
frequent, the fact that negotiated resolutions are the optimal result from the
U.S. petitioner’s standpoint means that success will depend on a complex in-
terplay between legal advocacy and political/diplomatic strategy.

In summary, the trade law practitioner does not, as the academic literature
would lead one to belief, focus primarily or even in substantial part on the
politics of a trade issue. The issues more relevant to the practitioner are those
of finding the right mechanism — sometimes in litigation, sometimes in policy
advocacy, often in negotiation, only rarely in the application of raw political
power — to resolve real-world problems.

NOTES

! The other principal category of nondiscretionary import relief proceedings, cases under
Section 337 involving imports that infringe U.S. firms’ intellectual property rights, is not
discussed herein,

219 US.C. § 1673 (1994),
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Y19 U.S.C. § 1303 (1994).
4 46 Stat. 687 (1930).

* See analysis by Commissioner Bruce Clubb of the legislative history of the injury provi-
sion, to the effect that it was intended to make clear that “the Secretary of the Treasury
[was] to investigate only those cases where a domestic industry complained” and thus the
injury “amendment was made in order to relieve the Customs Service of the necessity of
examining every importation for possible violation of the statute.” Cast Iron Soil Pipe from
Poland, Inv. No. AA 1921-50 (TC Pub. 124, 1967).

® The U.S. attitude toward dumping and subsidies is, in this regard, not unlike the GATT
and WTO view of such practices as export subsidies and discriminatory standards, which
are condemned regardless of whether they are shown to cause adverse effects.

7 Canned Clams from Canada, Inv. No. 731-TA-17 (USITC Pub. 1060, 1980).
¥ Birch Three-Ply Doorskins from Japan, Inv. No. 751-TA-6 (USITC Pub. 1271, 1982).
? 19 U.S.C. § 1330(a).

" The author does, however, hold the view that the Commission is subject to some degree
of continuing pressure from the Congress. This pressure flows from the Congress’s power
to fund the operations of the Commission and, to a lesser extent, from the possibility that
Congress may change the law to “correct” Commission interpretations to which it objects.
The author's judgment is that the effect of this continuing Congressional pressure is to
make the Commission’s decisions marginally more protectionist, especially in
high-visibility cases.

" The Department, aware of criticism for excessively harsh use of “facts available,” is now
revising its approach in this procedural area. 61 Fed. Reg. 7379 (Feb. 27, 1996). To be
codified as 61 Fed. Reg. § 351.308.

2 In one recent opinion, a Court of International Trade Judge severely chastised the De-
partment for such tactics. British Steel plc v. United States, Slip Op. 96-130 (Ct. Intl. Trade,
Aug. 13, 1996) at p. 29, n. 14.

'3 Certain Hot-Rolled Lead & Bismuth Carbon Steel Products from the United Kingdom,
57 Fed. Reg. 42974 (Sept. 17, 1992) (preliminary countervailing duty determination).

*19U.S.C. § 1677(5)(F).

3 Certain Hot-Rolled Lead & Bismuth Carbon Steel Products from the United Kingdom,
58 Fed. Reg. 6237 (Jan. 27, 1993) (final countervailing duty determination).

16 Certain Steel Products from Austria, 58 Fed. Reg. 37062, 37259-65 (July 9, 1993) (final
countervailing duty determination).

1714, at 37260.
% Inland Steel Bar Co. v. United States, 858 F. Supp. 179 (Ct. Intl, Trade 1994).
¥ Intand Steel Bar Co. v. United States, 86 F.3d 1174 (Fed. Cir. 1996).



Trade Law and Trade Policy 285

® Remand Determination on Certain Hot-Rolled Lead & Bismuth Carbon Steel Products
from the United Kingdom Pursuant to Inland Steel Bar Co. v. United Siates, slip op.
96-134 (Ct. Intl. Trade Aug. 13, 1996) (Sept. 13, 1996).

2! British Steel plc v. United States, 879 F. Supp. (Ct. Intl. Trade 1995), appeal docketed,
Nos. 96-1401-06 (Fed. Cir. June 21, 1996).

2 Later in the dispute, the argument was altered to contend that the various provinces pro-
vided stumpage at below-cost prices or below-value prices.

2 USITC Pub. 1320 (1982).

24 48 Fed. Reg. 24159 (1983) (final countervailing duty determination).

25 51 Fed. Reg. 37453 (1986) (preliminary countervailing duty determination).
% 56 Fed. Reg. 56055 (1991).

71 As amended by the Trade Agreements Act of 1979 and the Omnibus Trade and Com-
petitiveness act of 1988.

% Normally, potential liability for duties does not arise until Commerce issues a prelimi-
nary determination.

% 57 Fed. Reg. 30955 (1992) (countervailing duty order).

3 This was changed in the Uruguay Round Agreements Act. The normal comparison now
is between a weighted average of prices in sales to the U.S. and a home market weighted
average price.

3 Price comparisons were made through a “matched pairs analysis”, by “fitting an ordinary
least squares regression line through the price pairs.” Certain Fresh Winter Vegetables
from Mexico, 44 Fed. Reg. 63588, 63590-92 (Nov. 5, 1990) (preliminary antidumping de-
termination). It is perhaps instructive to contrast this result with the handling of a similar
case in 1996—an election year in which Florida was a contested state—where the resolu-
tion was a settlement establishing minimum prices for imports of Mexican tomatoes. No-
tice of Postponement of Preliminary Antidumping Duty Determination: Fresh Tomatoes
from Mexico, 61 Fed. Reg. 53702 (Oct. 15, 1996).

%2 The types of suspension agreements permitted in antidumping cases are narrowly de-
fined and rarely found to be practicable. 19 U.S.C. § 1673c(b). In countervailing cases,
however, where quantitative export restraints are a permissible form of suspension agree-
ment, this form of settlement is more frequently—though still rarely—used. 19 US.C. §
1671c(b)(1).

319 U.S.C. § 1673c(a). If an order has already been entered, the U.S. industry would pro-
vide to the Department an expression of no further interest in the enforcement of the order.

34 57 Fed. Reg. 23, 380 (1982) (preliminary antidumping determination).

35 See, e.g., Uranium from Russia, 57 Fed. Reg. 49,235 (1992) (antidumping suspension
agreement). Separate provision was made, and later modified, for importation from Russia
of the uranium extracted from dismantled nuclear weapons.

3 59 Fed. Re. 15,373 (1994) (amendment to antidumping suspension agreement).
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37 The amounts agreed by the United States, in a negotiating session elevated to the level of
the U.S. Vice President, were the amounts desired by the Russian side.

** The “matched sale” concept is based on the premise—disputed by U.S. uranium produc-
ers—that the U.S. industry’s cost of production is higher than the prevailing market price
level. Thus the “matched sale” allows U.S. producers to make sales they otherwise could
not profitably make, by using the low Russian price to achieve an overall transaction price
at the prevailing market level while receiving an above-cost price for the U.S.-produced
component of the sale.

* Section 201 of the Trade Act of 1974 (19 U.S.C. § 2251).
“ Section 232 of the Trade Expansion Act of 1962 (19 U.S.C. § 1862).
M Section 406 of the Trade Act of 1974 (19 U.S.C. § 2436).

“2 Despite the legal irrelevance of any “unfairness” argument, however, it is not unusual for
a petitioner to add political coloration to its case by claiming that the imports are in some
way “unfair.”

 Ironically, although both industries obtained relief after their escape

clause cases—steel is discussed below—both industries lost on the merits. In the automo-
bile case the International Trade Commission reached a negative determination. And Presi-
dent Reagan rejected the Commission’s recommendation for import restrictions on steel
products. The fact that both cases led to the ultra vires negotiation of voluntary restraint ar-
rangements (surely one of trade law’s great euphemisms!) suggest that relief obtained by
political force tends to come outside of and in spite of trade law, not through trade law.

4 Heavyweight Motorcycles, Inv. No. TA-201-44, USITC Pub. No. 1110 (1980).

4 Carbon and Certain Alloy Steel Products, Inv. No. TA-201-51, USITC Pub. No. 1553
(1984).

4 Unwrought Copper, Inv. No. TA-201-52, USITC Pub. No. 1549 (1984),

4 Anhydrous Ammonia from the U.S.S.R., Inv. No. TA-406-5, USITC Pub. No. 1006
(1979).

% Anhydrous Ammonia from the U.S.S.R., Inv. No. TA-406-6, USITC Pub. No. 1051
(1980).

% Section 301 of the Trade Act of 1974 (19 U.S.C. § 2411).



Comments on Conference Version
of Paper

John D. Greenwald

I. Introduction

After years of opposing Dick Cunningham in the context of trade law litiga-
tion, the temptation is to take issue with any and all assertions he makes. Here,
the problem in doing so is that Cunningham’s thesis is right. For the most part,
U.S. trade law follows the law of the General Agreement on Tariffs and Trade
(GATT)' and in most cases, a constituent’s political influence has little or no
bearing on the outcome of a trade law case. Even in the handful of cases that
do become politicized, the size, geographical reach, and resources of the do-
mestic industry involved are less important than the way in which a case is ar-
ticulated and the effectiveness of the opposition. There are, as Cunningham
suggests, exceptions to this rule but even in the exceptional cases, the political
influence of a party has more bearing on the means by which a particular case
is resolved than on the basic decision of whether or not trade action is taken.
Because political muscle will rarely, if ever, turn a bad case into a “winner,” a
trade lawyer invites trouble if she premises her representation on the client’s
ability to exert political pressure.

Basic agreement with Cunningham’s conclusions does not, however,
mean that there is nothing to add to the analysis. To the contrary, I think that
Cunningham’s paper can be usefully expanded in four areas:

First, there is room for elaboration on the degree to which the foreign in-
terests in a dispute can exert “political” influence on the U.S. government. The
tendency is to think about pressure by “constituent interests” in the context of
activity by U.S. industry. In fact, foreign governments often actively, and oc-
casionally effectively, represent their constituent interests in trade litigation.
For example, 1 think the evidence indicates that departures from the straight-
forward application of U.S. trade law (e.g., steel VRAs, the U.S./Japan Semi-
conductor Arrangement, the Uranium “suspension agreement”) are, more often
than not, an effort to accommodate the foreign interests involved in the case.

Second, there could have been a closer examination of the influence of
bureaucratic or agency interest on decision-making. The ideological predispo-



288 Constituent Interests and U.S. Trade Policies

sition of individual decision-makers matters enormously; so too do issues of
bureaucratic convenience.

Third, a complete analysis of the representation of constituent interests on
trade law questions must include an examination of the process and forces that
shape the provisions of U.S. trade law. The substantive and procedural provi-
sions of trade law statutes and regulations dictate the outcome of most trade
law cases. The statutes and regulations are amended periodically to address
perceived problems. The process of amendment allows constituencies consid-
erable opportunity to lobby the Administration and the Congress; it is much
more responsive to the political influence of a constituency than is case-
specific decision-making.

Fourth, the importance of Cunningham’s observations might have been
highlighted if more attention had been paid to the central role of trade law in
U.S. trade policy.

These brief comments on Cunningham’s paper address, in reverse order,
each of these four points. They conclude with a case study designed to (1) il-
lustrate the difficulty a domestic industry encounters in pressing for trade re-
lief outside of a trade law context, and (2) explain why trade laws that seem so
foreign to so many economists make sense in the world of businessmen, law-
yers and government officials.

Il. U.S. Trade Policy Is, Increasingly, a Creature of U.S. Trade Law

There was a time when large U.S. industries (e.g., textiles, autos) could effec-
tively address their import problems outside the context of a trade law case,
That period probably ended with the voluntary restraint agreement (VRA) on
Japanese auto exports negotiated in 1981. Since then, almost all industry-
specific trade initiatives have been the direct or indirect consequence of peti-
tions for relief under U.S. trade law or the threat of a petition (e.g., the steel
VRAs, the U.S./Japan semiconductor arrangement, the U.S./Canada under-
standing on softwood lumber). This change reflects the policy triumph of a
rule of trade law based on the provisions of the GATT (although the use of
Section 301 to impose or threaten to impose sanctions against imports after a
unilateral determination that a foreign country engaged in “unfair” trade prac-
tices had been a clear exception to the general rule of GATT-consistency). The
gains of the rule of law advocates have recently been expanded to include
Section 301 and consolidated in the package of Uruguay Round trade agree-
ments, particularly the new agreement on international trade dispute settle-
ment.

A trade policy based on the rule of trade law fits well with U.S. tradition.
We have an established national preference for regulation by means of a trans-
parent decision-making process in which all competing parties are given an
opportunity to defend their interests at the administrative level and appeal an
unfavorable result to the Courts. In fact, our methods of international trade
regulation are so transparent that the U.S. government probably would not
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have the means to address trade problems in ways that fall outside effective
GATT scrutiny (such as Japan’s reliance on “administrative guidance™) even if
it wanted to. It is also questionable whether the United States still has the po-
litical wherewithal to persuade foreign governments to negotiate “voluntary”
export restraint agreements (2 la autos) or special GATT regimes (a la tex-
tiles). In other words, reliance on trade law cases as the vehicle for resolving
sector-specific problems may be the only real option left for U.S. industry. For
the time being, the new World Trade Organization (WTQ) dispute settlement
procedures will strengthen the emphasis on a trade policy built on trade law
(although over the longer term, a string of major WTO losses could erode U.S.
support for a predisposition to resolve trade problems through GATT-
consistent legal actions).

It might seem counterintuitive, but the Congress accepts and may actually
welcome the prominence given to trade law in U.S. trade policy. The rhetoric
of various members of the House and Senate and, from time to time, the ma-
jority of both might lead an observer of U.S. politics to conclude otherwise,
but it is important to distinguish between Congressional bark and Congres-
sional bite. The Congress often sounds hawkish on trade issues, put in practice
tends to defer to Administration policy.’

There are at least two reasons for this. First, a majority in Congress sub-
scribes to the view that an open international trading system based on GATT
rules is, on balance, a good thing. Second, the availability of trade law reme-
dies offers a useful means of responding to constituent pressures for protec-
tion. The evidence shows that, as a body, the Congress is generally unwilling
to force “GATT-illegal” measures on the Administration. To illustrate, the ef-
forts of the textile industry to pursue legislated quotas was destined for failure
(i.e., they would always fall a few votes short of support needed to override
the President’s veto) and even legislation that appears to require action that
cannot be reconciled with the GATT rules (e.g., Section 301, Iran-Libya) actu-
ally leaves the Executive Branch with sufficient flexibility to avoid such ac-
tion. More importantly, each of the major trade liberalization initiatives since
1978 (e.g., the Uruguay Round, the Tokyo Round, NAFTA) was approved by
the Congress without any serious derogations from the obligations accepted by
the U.S. negotiators.>

The combination of a strong executive branch commitment to a rule of
trade law and the utility of the trade laws as a response to pressure on the Con-
gress for legislated solutions means that trade measures are now very difficult
to achieve no matter what the political strength of the interested domestic in-
dustry unless the measures flow from a credible trade law case.

. The Process of Shaping U.S. Trade Law Is Political in Nature, but Is
Subject to Clear Constraints

U.S. trade law is developed through the following dynamic: (1) the Executive
Branch, seeking to strengthen the international trading system and further spe-
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cific U.S. interests through international trade negotiations, asks Congress to
delegate to it negotiating authority; (2) the Congress, believing that the policy
instincts of the Executive Branch are directionally sound, but that the United
States must vigorously enforce its GATT rights (including its right to act
against “unfair imports™) adds to the trade bill provisions that “toughen” U.S.
trade law; (3) the Executive Branch negotiates a package of trade agreements
and seeks the necessary implementing legislation, (4) the Congress enacts the
implementing legislation with trade law amendments that allow domestic in-
terests to take advantage of new U.S. rights or that toughen trade laws in ways
that are not proscribed by the new agreements.” The entire process is overtly
political. In it, large industries with resources to hire effective advocates can
do well.

However, there are clear limits on what a domestic industry can hope to
accomplish through lobbying. The central free trade/fair trade thrust of the
GATT system and of U.S. trade policy is unassailable. The Administration
will not accept anything that forces significant GATT-illegal action on it or, in
many cases, that makes a radical change to U.S. trade laws.’ The Congress
(and probably the Administration as well) will not accept anything that seri-
ously compromises the ability of the United States to provide relief from “un-
fair” or “injurious” imports. To illustrate:

e  Although the Uruguay Round Agreements provide for binding dis-
pute settlement, the Uruguay Round implementing act preserves the
President’s authority to impose unilateral sanctions against “unfair”
foreign practices if he decides such sanctions are warranted. How-
ever, preserving authority to act unilaterally is a far cry from requir-
ing it. Over the near term, the probability of unilateral retaliation in
the post-Uruguay Round world against an “unfair” foreign trade
practice of another WTO member on trade that is subject to WTO
discipline is close to zero.®

e  The United States agreed to a modest liberalization of its antidumping
regime in the Uruguay Round Antidumping Code. The implementing
legislation limited the liberalization as narrowly as possible and in-
cluded pro-petitioner amendments on points not addressed in the ne-
gotiations. At the same time, a change to the U.S. antidumping statute
that would have made the U.S. law far more potent a weapon for do-
mestic industry—i.e., a statutory amendment that would have re-
quired foreign producers to adjust their U.S. prices rather than absorb
the dumping duties—was defeated by determined Administration op-
position.

The industries that understand the limits on what can be accomplished and
work closely with the Administration and Congress within those limits can
have a real impact on the outcome of both trade negotiations and the shape of
the implementing legislation. Industry groups that participated in the Uruguay
Round exercise in this spirit (e.g., steel, semiconductors, the Intellectual Prop-
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erty Committee) did relatively well. Industry groups that opposed the Uruguay
Round (e.g., some textile producers) or held out for radical change (e.g., a
group of industries that wanted radical pro-petitioner changes to the anti-
dumping law; a group of importing companies that sought major liberalization
of U.S. antidumping law) fared poorly. The lesson is that the size and strength
of a constituency is almost irrelevant if the constituency seeks a result that
falls outside either the Administration’s or the Congress’ concept of what is
acceptable.

IV. Bureaucratic and Agency Interest Have a Major Impact on Trade
Decision-Making Under U.S. Trade Law

In order to effectively represent a client in a trade law proceeding, a lawyer
must understand the biases of the decision-maker, the concerns of bureauc-
racy, and the policy objectives of the top level agency officials.

e  Many ITC Commissioners have strong views on the merits of the an-
tidumping law. In close cases, those that do not like the law will vote
in the negative unless the petitioner can present a persuasive case that
appeals to their idiosyncracies. In the early 1990s, this meant an ar-
gument based on a particular econometric model of what would have
happened “but for” the dumping. Further, the Commission as a whole
is uncomfortable with an uninterrupted string of negative or affirma-
tive injury decisions in antidumping, countervailing duty or escape
clause cases. Thus, a weak case for the domestic industry has a dis-
tinctly better chance of an affirmative decision if it follows four or
five negative decisions.’

s An industry can effectively use the influence of a particular Con-
gressman or Senator if, because of personal relationship or position,
that Senator or Congressman is important to the agency. Senator
Packwood’s interest in the softwood lumber cases was clearly a factor
in agency decision-making at both the ITC (where one of the Com-
missioners relied on Packwood’s support for her nomination) and the
Commerce Department (where, as Chairman of the Senate Finance
Committee, he was listened to).

o There is a clear free-trade bias at most agencies (the Commerce De-
partment and the ITC are exceptions), but this can be overcome if the
domestic industry pitches its case in a way that strikes the right chord.
For example, one of the reasons for USTR’s interest in Kodak’s Sec-
tion 301 case was the emphasis in Kodak’s complaint on the relation-
ship between competition policy and trade; the issue was becoming
“hot” when Kodak filed. For the same reason, a “high-tech” industry
has a better shot at a favorable government reaction than a low-tech
or “sunset” industry. The Commerce Department’s high level interest
in Cray Research’s antidumping complaint against supercomputers
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from Japan is much more a function of the importance of
supercomputers than of Cray’s political influence.

e There are cases that, while strong on the merits, are simply unwin-
nable because they would create an unmanageable problem for the
agency. In 1983/1984, the textile industry charged that China’s use of
multiple exchange rates operated as an export subsidy. On the merits,
there was little doubt that China used its exchange rate system to
promote certain exports and limit certain imports. However, the tex-
tile industry brought its countervailing duty case against China
knowing that the Administration would never challenge the Chinese
with a finding of subsidization and, instead, accepted an offer to
tighten import regulation through the MFA in exchange for with-
drawal of the case. A year later, the steel industry filed a similar case
against Poland and Czechoslovakia, pursued the case to term, and lost
when Commerce ruled that countervailable subsidies cannot exist in
non-market economy countries. The fact was that the Commerce De-
partment was never prepared to complicate relations with the Com-
munist world by taking an aggressive posture on their subsidies.

On a more general level, bureaucratic interest has a major influence on
decistons under U.S. trade law. The bureaucratic tendency to follow the path
of least resistance, i.e., established policy, is often close to irresistible. In rou-
tine antidumping or countervailing duty cases, it is all but impossible to per-
suade the Commerce Department to depart from what it considers established
practice, even if the casc presents a fact pattern that is distinct from prior
cases. In an important way, therefore, the bureaucracy acts as a protector of the
status quo and as a defender against sharp change of any sort, whether pro-
domestic industry or pro-foreign producer. This comes at a price. It is rare to
find administrators that are creative in the application of U.S. trade law; at the
same time, the influence of the bureaucracy has helped to ensure a remarkable
stability in U.S. trade policy over the past fifty years; change has come in rela-
tively small increments.

V. Foreigh Governments Often Bring Effective Political Pressure on
Decision-Makers in U.S. Trade Law Cases

The materials that accompanied the description of this Conference seemed to
take for granted the idea that the constituent influence that shapes U.S. gov-
ernment decision-making on questions of trade policy is, overwhelmingly, the
influence that is brought to bear by domestic interests. As trade policy has be-
come more closely linked to trade law, this is no longer the case. With very
few exceptions, a domestic industry looking for either import relief or the re-
moval of a barrier to their exports must present a credible trade law case to en-
gage the U.S. government. At that point, and depending on the merits of the
case, a foreign government or foreign industry may press for a settlement in
order to avoid the normal consequences of the law.
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This sequence of events has characterized the major bilateral or multilat-
eral agreements on sector-specific trade. The steel voluntary restraint arrange-
ments negotiated in the early 1980s were directly attributable to European
concern over the consequences for the EU industry of the series of antidump-
ing and countervailing duty petitions and an escape clause action filed by U.S.
industry. To be sure, the U.S. industry welcomed the VRAs because they of-
fered more comprehensive protection than would have been otherwise avail-
able, but the domestic industry’s leverage was the cases, not political influ-
ence. There was no EU pressure to resurrect the VRAs in the 1990s when the
steel industry filed a new round of cases because the EU Commission and sev-
cral EU producers were prepared to live with the results (although if the
French industry had not benefitted from a “no injury” finding by the ITC on
hot and cold rolled sheet, the EU position might have been very different).
Thus, notwithstanding the U.S. industry’s interest in a new set of VRAs, the
cases went to term.

Similarly, the U.S./Japan semiconductor arrangement was the product of
antidumping cases on DRAMs and EPROMs and a Section 301 case on Japa-
nese barriers to market entry. The antidumping cases produced very high
dumping margins that prompted Japanese industry interest in settlement. For
its part, the Japanese government wanted to settle the cases to remove a major
bilateral problem at a time when its surplus in bilateral trade with the U.S. was
soaring. Again, the U.S. industry took advantage of the leverage created by its
trade law initiatives, but the political pressure for settlement came from the
Japanese side.

The same process occurred in two other proceedings, i.e., Softwood Lum-
ber from Canada and Uranium from the Former Republics of the USSR, al-
though in both cases the pressure for settlement was as much a function of
U.S. government interest as foreign government pressure. In Softwood Lumber
(which, in my view, was one of the most politically-driven decisions ever) the
Department of Commerce was not entirely comfortable with its decision and
welcomed settlement as a means of avoiding an appeal. In Uranium, the Ad-
ministration had a national security interest in the outcome (the Department of
Energy had agreed to purchase for recycling vast quantities of warhead mate-
rial from Russia and other Republics) as well as a general interest in easing
Russia’s transition to a market economy. Indeed, it seems as if the settlement
of the Uranium case was in spite of the domestic industry’s views on the mat-
ter. The latest case to attract editorial (if not public) outrage over manipulation
of the antidumping law is Tomatoes From Mexico. A recent Washington Post
editorial deplored the settlement, contending that it was a product of pre-
election jockeying for Florida votes.® In fact, the Mexican industry (although
not the Mexican government) pressed hard for settlement. The Commerce De-
partment, which had been embarrassed by negative publicity, was only too
happy to close its investigation with a suspension agreement.

Like the Tomato case, most of the arrangements described above attracted
considerable attention and probably fueled the notion that important trade
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policy decisions involve a U.S. government bow to the political influence of
powerful domestic interests. The facts show otherwise; provisions of U.S.
trade law and the GATT allow U.S. industry to attack foreign producer prac-
tices. The probable outcome of the cases leads foreign governments or foreign
industries to protect their interests by pressing for setttement. The domestic in-
dustry often has considerable leverage over the terms of the settlement, but, to
repeat, that leverage stems from its position as a petitioner.

VI. Case Study—Supercomputers from Japan

Another recent trade law/trade policy case that has drawn the fire of the estab-
lishment press is Cray’s antidumping case against Vector Supercomputers
Jrom Japan. The case revolves around a decision by the University Corpora-
tion for Atmospheric Research (UCAR) to negotiate a final purchase of a very
large supercomputer system produced by Japan’s NEC and Cray’s opposition
to the UCAR purchase. The UCAR purchase was to be funded by NSF. Con-
gressman Obey of Wisconsin added to NSF’s appropriation bill a provision
that would not permit payment of the salary of any federal official involved in
the procurement of a dumped Japanese supercomputer. Although the provision
was accepted by the House, Senate (and Administration) concerns over its
GATT-legality, killed it. By mid-June, it was clear that Cray’s only recourse
was to file an antidumping petition on supercomputers from Japan.

The antidumping case was filed at the end of July. Cray has, with solid
supporting evidence, alleged a dumping margin of over 400 percent and has
cleared its first legal hurdle—i.e., an ITC preliminary injury determination.
The case is now before the Department of Commerce, where NEC has said it
will refuse to participate in the investigation. There are also reports that given
the possibility of very steep antidumping duties, UCAR will cancel the supply
contract.

The case has attracted attention because it involved the first purchase of a
Japanese supercomputer funded by the federal government at a time when the
United States had been pressing Japan to open its government procurement
market to Cray. The press perception, fostered by an aggressive public rela-
tions campaign by NEC, seems to be that Cray’s use of the antidumping law is
cynical and that the Department of Commerce, which, in response to an NSF
inquiry before Cray filed its petition, had said its own analysis indicated
dumping, has “prejudged” the merits. I have not heard any economist express
views on the matter, but knowing the distaste which the profession regards the
antidumping statute, it would greatly surprise me if they were favorable.

To a businessman, a lawyer or a government official, however, it is easy
to conclude that Cray not only did the right thing but had no other option.
Supercomputing has important national security applications. The prospect
that U.S. market prices would drop to a point where the sole remaining U.S.
producer of vector supercomputers (i.e., the supercomputing architecture best
suited to a number of key applications) would, over the short term, be forced
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to cut sharply R&D expenditures and, over the longer term, would face a
challenge to its viability as a commercial enterprise, is a very serious issue for
the U.S. defense and intelligence community. Yet that was precisely the situa-
tion facing Cray.

The world-wide market for vector supercomputers is in the $800 million
range. It costs about $200 million to develop a new generation of
supercomputer and each generation has about a four-year shelf-life. Four com-
panies are in the vector supercomputer market—Cray and three very large, di-
versified Japanese companies, NEC, Hitachi and Fujitsu. Two of the Japanese
companies, NEC and Fujitsu, have announced aggressive plans to expand their
respective shares of the world supercomputer market. Given the economics of
the business, i.e., the very heavy R&D burden and limited demand, one or
more of the four producers cannot operate profitably even under normal mar-
ket conditions. If pricing relative to costs ever drops to the level of the NEC
bid to UCAR, each of the four will lose large sums. NEC, Hitachi and Fujitsu
have the resources and the apparent willingness to lose money in the vector
supercomputer market.” Cray does not. In its view, the long-term issue posed
by Japanese producer dumping is, ultimately, one of survival.

Over the past three years, Cray has seen its share of the world vector
supercomputer market shrink. There is little it can do about below cost pricing
in Europe or the difficulty it has encountered in Japan’s public sector pro-
curements. Thus, although Cray still depends on overseas sales for a large
portion of its business, the recent erosion of its position in overseas markets
means that its position in the United States has become that much more im-
portant. The choice to defend its U.S. market position and U.S. market prices
against Japanese producer dumping was, therefore, its only real option.

From a government perspective, there was no reason to quarrel with
Cray’s decision to invoke U.S. antidumping law. Cray’s action was no differ-
ent from the action of hundreds of past petitioners in the United States and
other WTO signatories; antidumping investigations are part of the GATT sys-
tem and have been ever since the GATT first entered into force. Indeed, given
the national security significance of vector supercomputer production capabil-
ity, Cray’s decision to invoke the antidumping law meant that the Administra-
tion did not have to worry about alternative measures.

The Administration could have taken a different tack; it could have pres-
sured Cray to downsize and rely solely on national security demand. This
would, no doubt, have been very unattractive to Cray. Moreover, it would have
entailed risks that the antidumping action avoided. Participation in the com-
mercial market exposes Cray to competition, spurs technological develop-
ments and creates pressure to control costs. At the same time, commercial
market sales in the United States and overseas absorb the very heavy fixed
costs (R&D and manufacturing) associated with vector supercomputer pro-
duction. Thus, both Cray and its national security customers benefit greatly by
Cray’s successes in the commercial market. The prospect of reducing Cray to
a national security contractor has to raise concerns about its cost structure as
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well as its ability to remain at the leading edge of supercomputer technology.
The antidumping solution, which simply insists on “normal value” pricing by
Japanese producers in the U.S. market, avoids both problems. In short, what-
ever quarrels the economic profession may have with the antidumping law, it
offers an attractive solution to the sort of problem created by very aggressive
below cost pricing by Japanese supercomputer producers.

NOTES

These comments are not heavily footnoted. Most of the cases cited are reasonably well
known; most of the observations regarding the reasons for the outcome of the cases are
based on personal involvement in the case or conversations with other lawyers that
were involved. The opinions expressed, while informed by experience, are opinions.

' Until 1994, the Administration’s willingness to exercise its Section 301 retaliation
authority without prior GATT approval was a significant departure from GATT rules,
The Uruguay Round agreement on dispute settlement and the revisions to Section 301
in the U.S. implementing legislation have effectively closed the gap between the re-
quirements of the GATT and U.S. trade law. More recently, the Iran-Libya Sanctions
Act along with the Helms-Curton legislation on sanctions against Cuba are being chal-
lenged in the WTO, but they are more foreign policy/national security legislation than
trade legislation.

2 This is not always the case. As a result of the GATT panel decision on U.S. gasoline
taxes, the United States is already faced with a question of how to deal with an adverse
ruling that requires a change in non-trade legislation. It is not at all clear that the Con-
gress is willing to amend U.S. law to bring it into conformity with the GATT panel de-
cision,

? The Congress has, however, refused to implement an agreement on shipping subsidi-
zation.

4 This was the sequence of events that produced the Trade Act of 1974, the Trade
Agreements Act of 1979 and the Uruguay Round Agreements Act.

3 While not “radical” in nature, the transfer of authority to administer antidumping and
countervailing duty law from Treasury to Commerce at the end of 1980 did have a
major impact on the outcomes of cases. So too did the introduction of time limits on in-
vestigations.

® Over the longer term, a string of significant WTO panel decisions that are adverse to
the United States could regenerate a willingness to act unilaterally. The critics that
contend that the U.S. has effectively surrendered sovereignty over trade policy by
agreeing to the WTO dispute settlement rules have more to their argument than is gen-
crally credited. While the United States maintains the ability to act without regard to
the GATT rules, a serious concern about the “GATT-legality” of a proposed measure
within the bureaucracy will likely be enough to kill the initiative.

7 A recent affirmative ITC determination on Polyvinyl Alcohol from China, Japan and
Taiwan, ITC Pub. 2960 (May 1996) falls into this category.
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¥ The Washington Post, “A Rotten Tomato Deal,” Friday, October, 27, 1996, p. A-24.

* I suspect that the reasons for this trace back to the relative indifference of Japanese
shareholders and financial markets to profit maximization. Japanese corporate law pro-
vides for effective control of the company when a stockholder or group of stockholders
acquire 33 percent of voting shares. In many cases, Keiretsu affiliates or financial in-
stitutions that have a business relationship with a manufacturer control over 33 percent
of the voting stock of the manufacturer. In addition, financial markets in Japan are still
heavily regulated.






CHAPTER 14

Trade Policy and the Media—Part |

Joe H. Stroud

I chose nearly four decades ago to be a journalist, rather than to continue with
graduate school and become a history teacher, because I wanted to be a gener-
alist. Have I ever been a generalist! [ do care about trade and the making of
trade policy, but I must say it’s hard work to do an intellectually respectable
job of keeping up with it, translating it into understandable terms and yet not
clouding important issues of public policy.

To understand what we do, and to understand what we have to do, let me
share one bit of perspective. One of my favorite correspondents—a federal
judge who is a frustrated newspaper editor—once sent me a tearsheet of an
editorial on a Supreme Court decision with a message scrawled across the top.
The message said, “You have greatly oversimplified this issue.” I couldn’t re-
sist writing back to him the following letter: “Dear Judge Cohn: It is the busi-
ness of journalists to oversimplify what lawyers and judges overcomplicate.’”
To some extent that describes our role as it relates to even important issues of
public policy. We are inherently oversimplifiers, who are trying to describe
complex matters in ways that are readily understandable. When I meet for din-
ner once a month or so with Bob Stern and his colleagues to hear discussions
of trade issues, that’s what I’m struggling to do. I need to keep trying to under-
stand the seemingly arcane issues of trade policy in the hope that I can trans-
late them for myself, my staff and the public.

My concern about interpreting trade issues arises in part from my graduate
studies. I've also had enough economics to carry with me an abiding convic-
tion that the more or less rational allocation of resources, goods and services is
essential to the efficient functioning of human society. That has led me to the
belief that a relatively open trading system is important to our society and to
international relations. That’s been reinforced through a good bit of travel, and
particularly from seeing what closed trading systems did to societies such as
Argentina and South Africa, and through exposure to the Detroit business
community, which necessarily operates in world markets but sometimes still
carries with it the attitudes of people who operated under the protection of a
cartel during many of their formative years. Detroit has sometimes been a
tough place to write about trade policy, because of the abiding conviction of
many in our principal industry that trade was in fact the source of much of the
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present danger to “our way of life.” It's easier now, after the NAFTA and
GATT fights, to talk about the advantages of maintaining a relatively open
trading system, but it still isn’t easy.

As we struggle to translate trade issues into terms that connect with the
every day lives of our readers, it seems to me there are at least three issues that
pose difficulties for us and probably help to explain some of our deficiencies:

1. How do we evaluate supposed expert opinion in an area such as trade
policy, and how do we make sure it is reflected in our reporting and opinion
writing and in more or less unexpurgated form on op-ed pages? Media people
themselves have a major responsibility to find ways to reach out to academi-
cians for information and insight. But if you care about the connection be-
tween academic research and analysis and policy, you had better spend some
time thinking about how you do some informal teaching and advocacy with
people in the media. We in our business get assaulted daily by self-interested
promoters of one policy perspective or another, much of it slickly disguised as
disinterested. There are a number of think tanks that crank out propaganda at
an incredible rate. While we need to know how to discount the undeserving
and self-serving, it’s important that you do enough missionary work that you
don’t leave us totally disconnected from theory and analysis within the univer-
sity. I’ve long been grateful to Bob Stern for thinking I might be able to absorb
something from an esoteric discussion of the behavior of exchange rates. You
may be casting your pearls before swine, but it is a necessary and important
process.

2. In a time when the means of communication are becoming more and
more fragmented, how do we provide any serious continuity of coverage of
trade issues when many editors are panicked into becoming more like their
more fragmented competitors? In preparing these remarks, I was asked to re-
flect a little on the interaction of print media with other means of communica-
tion. That is in many respects the central problem of our times in the media
business. We're dealing with a public that has heard, or thinks it has heard,
everything before. The cacophony of voices produces a herd instinct and a
susceptibility to propaganda that I find quite daunting for anyone who is at all
concerned about public policy.

I find myself often at a loss as to how to avoid lowest-common-
denominator thinking as a result of this pressure. I don’t want to throw up my
hands at providing some serious treatment of trade issues, but you do need to
understand how the competitive climate tends to dumb down the discussion.
Unfortunately, as the competition intensifies, the market fragments even more
and the scramble for audience share intensifies, you may well find that what
passes for general-audience news coverage will afford less coverage of trade
issues and that more and more coverage is relegated to specialty publications. I
think that could be a real problem in the future.
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If I were spending my time thinking primarily about how to see that the
public has enough information and hears enough debate to make good deci-
sions about trade issues, I would worry about the evolution of the media in this
country. And while you have to get what you can into specialty publications or
the op-ed pages of East Coast newspapers, I would worry a great deal about
being swept away by the propaganda of interest groups or the passions of the
moment. The rise of the Buchanan candidacy during the Republican primaries
suggests to me that there’s a vacuum on trade issues and that there are dema-
gogues ready to fill it. The responsible way the Republican Party rejected the
claims of protectionism, at the same, offers some basis for hope that the public
may be more sophisticated than we think on this issue. The obligation of aca-
demics to lead the discussion, though, seems to me to be quite strong.

3. I would urge you to give some thought to how you can do some periodic
missionary work among the press on trade issues. The need is more intense of
course when we’re dealing immediately with a question such as NAFTA or
GATT, but I would urge you to think of ways in which you can help to edu-
cate the media at other times. That includes being willing to write op-ed pieces
on trade issues or other economic matters. The University of Michigan has had
several people who’ve been particularly alert to the possibilities of that kind of
personal attempt to provide a connection between academic theory and public
debates at the street level. Marina Whitman and Paul McCracken certainly are
good examples of academicians who have been conscious of the need to write
for a general audience on occasion.

I wonder if you might not also try to put together on occasion some short
courses for interested media—an afternoon and evening perhaps. I must say
my own view of the issue of most-favored-nation status for China was
changed in part by dinner-table conversations and papers at Bob Stern’s occa-
sional dinners. Much of the press will be tough to reach and hard to interest,
but I think it’s worth continuing the effort.

You don’t have to pursue an ideological agenda to do the educational job.
Tom Bray at the Detroit News and I don’t agree on much, but we mostly tend
to come out at the same place on trade policy. We start from different prem-
ises, but wind up concluding pretty much the same thing—that Michigan is a
manufacturing state, must be an exporting state and that relatively liberal trade
works best as a way of allocating resources and benefiting consumers.

I hope this bit of perspective is helpful. The point at which debate about
issues such as trade often breaks down is in the popular press. In the absence
of informed debate and factual data, the arguments of interest groups and the
fears of people will take over. When that happens, it may not matter how many
Saturday afternoons you spend talking to the choir about trade policy. As hard
as it is, you have to keep trying to share broadly the clash of ideas and theory
and the economic arguments that help to shape trade policy.






Trade Policy and the Media—Part Il

Jutta Hennig

l. Introduction

This paper secks to contrast the view of how trade policy is formulated and
implemented as reflected in major daily and weekly publications with the
insights I have gained on the same subject by reporting for the newsletter
Inside U.S. Trade (IUST). Any comments I make are my own, not those of the
publication.

IUST is a publication sold to policy makers in the U.S. and foreign
governments, as well as U.S. and foreign constituents that seek to influence
their decisions. It is also a source of interest for academics, who sometimes
use its information for their studies or analyses.

I am presenting these remarks from the perspective of a journalist who has
covered trade policy in Washington, D.C., for twelve years, including the
negotiation and congressional approval of the Uruguay Round agreements and
the North American Free Trade Agreement.

I will limit my remarks to the trade policy coverage of such papers as The
Washington Post, The New York Times, The Financial Times, and The Wall
Street Journal. Journalists for these papers face a big hurdle in their
presentation of trade and economic stories that no reporter for a more
specialized publication ever faces: they must present the information in a way
that is relevant to the every day lives of their readers, who in turn are
bombarded with information from competing sources.

As my fellow panelist, Joe Stroud of the Detroit Free Press, pointed out,
this competitive climate tends to “dumb down” the presentation of issues, and
may ultimately lead to less and less coverage of trade issues in the general
press. In contrast, readers of Inside U.S. Trade already have an intense interest
in the trade policy area, which means articles do not have to pass such a high
hurdle.

This paper will not touch on the obvious differences in the coverage of
trade policy that arise from this high threshold for deciding which article has a
sufficient general appeal to run. Similarly, I take it as a given that daily
newspapers cannot go into the details of an issue as much as Inside U.S. Trade
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does. Both these factors increasingly have led reporters for general newspapers
to buy specialty publications as a way of following trade developments until
they reach the “general audience” threshold necessary to publish a story.

Instead, my remarks will focus on three more substantive points: first,
they will cover how daily papers tend to see trade policy decisions in a rigid
framework defined by the opposite poles of “free trade” and “protectionism,”
and how that is not borne out in “real life.” A related second point will
highlight how the daily papers often do not capture the process of making
policy very clearly, particularly the complicated interplay between constituent
groups and government officials. Thirdly, I will point out how reporters fail to
understand crucial details of an issue, which leads them to miss the story or
not present the “whole picture.” Government officials can effectively use this
failure to portray vital details as “mere technical issues” that are not relevant to
the overall story.

Il. Free Trade vs. Protectionism Framework

In daily publications, trade stories are often presented as an epic battle
between free trade and protectionism, with the assumption that free trade is
good and intellectually superior to protectionism. That framework may be
designed to counteract the view in one segment of the public that trade is the
reason for many economic and social ills in the United States.

In reporting for IUST, T have found that this view of trade policy as a
simple dichotomy tends to sacrifice the complexity of the issues, and makes
the false assumption that trade decisions are reached in isolation instead of
being weighed against many other factors that may or may not be related to a
given issue. In reality, governments consider many factors inside and outside
the trade arena when making trade policy decisions. From my perspective,
trade policy making is less an epic battle between two opposing philosophies
than it is a mixed picture of tradeoffs.

Sometimes, reporters’ preoccupation with this framework gets in the way
of reporting the facts of a story, as reporters hold forth on whether a given U.S.
decision represents a departure from the free trade obligations of the World
Trade Organization (WTQ). The WTO financial services negotiations are a
case in point. Much of the coverage at the end of the negotiations in 1995
seemed to focus on the European Union’s allegations that the U.S. was
undermining the muitilateral trading system by taking a Most Favored Nation
(MFN) exemption on the deal because it did not provide sufficient access in
markets critical to the United States. That, the press reported, was creating a
two-tier discriminatory system of world trade, a fact disputed by U.S. officials.
What was lost in the charges and countercharges over whether the U.S.
commitment to multilateral trade was waning was the reporting legwork that
would have revealed that the EU, its public statements notwithstanding, and
Japan accepted such a two-tier system as long as it protected them. Officials
from both governments received written assurances from the U.S. Treasury
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Department that any future measure the United States might take to limit
access of foreign financial services providers would not affect firms from
Japan and the EU. As Harry Freeman pointed out in his contribution to this
conference in Chapter 10 above, few general papers covered the story. You
can read it in the July 28, 1995 edition of Inside U.S. Trade.

The free trade vs. protectionism framework does not take into account the
other factors that are brought to bear on trade policy decisions in the
interagency process. These sometimes relate to a larger economic issue, such
as the fear of destabilizing the currency of a given country, or to foreign policy
or national security interests. In general, the latter two factors often take
priority over trade issues. There are many examples that illustrate how outside
factors influence trade decisions ranging from the national security arguments
that Defense Secretary Cap Weinberger used to ward off serious U.S. trade
actions against Japan in the Reagan Administration to the refusal of the
Clinton Administration to take on Japan in a fight over access to the insurance
market. Clinton Administration officials let that fight drag on for fear of
making the bilateral trade deficit an issue in the 1996 Presidential elections.

In the Reagan Administration, U.S. semiconductor firms stepped up their
fight for access to the Japanese market and against the sale of low priced chips
in the U.S. market. To hear former Commerce Undersecretary Paul
Freedenberg tell it, Weinberger was able to block U.S. trade sanctions against
Japan by arguing the country’s strategic importance. Freedenberg says that the
Department of Defense (DOD) only signed off on the controversial U.S.-Japan
semiconductor agreement in 1986 because two of its major suppliers made it
clear that failure to get the deal would ultimately eliminate them as U.S.
suppliers to the DOD.

The fact that national security factors can play a major role in trade
decisions is as true after the demise of the Soviet Union as it was at the height
of the Cold War—notwithstanding the claims by senior officials in the Clinton
Administration that economic decisions are now being made on their own
merits.

The next time this assertion will be put to the test is in the decisions
regarding China’s accession to the WTO. I am convinced that the economic
concessions China is required to make will more likely be defined by the
National Security Council than by the Clinton Administration’s trade team.

In the insurance fight, the presidential election prevented an escalation of
threats despite the fact that Japan missed several U.S. deadlines to resolve the
dispute. The Office of the U.S. Trade Representative (USTR) never directly
threatened Japan with retaliation because USTR did not want to risk a conflict
with Japan at a time when senior officials claimed that the Administration had
pursued a successful policy with Japan in its first term. Retaliation threats
against Japan would have contradicted the claims that the Clinton
Administration had already opened the Japanese market to U.S. goods and
services exports.
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A similarly mixed picture arises when looking at constituents for whom
the labels of “free trader” or “protectionist” also do not seem to fit. Companies
and constituent groups may well advocate positions in line with free trade
principles on one issue and seek import protection on another. Or they may
take a trade-restricting stance under the guise of free trade-—as the U.S. textile
and apparel industry did in the NAFTA. The National Pasta Association is a
case in point—at the same time the group was wrapping itself in the mantle of
free trade in order to oppose curbs on durum wheat imports from Canada in
1994, it was using trade remedy law to block imports of cheaper pasta from
Italy and other countries. Durum is the main ingredient in pasta. Similarly, at
the same time the U.S. aerospace industry wants to curb foreign subsidies,
particularly those paid by four European governments to the Airbus
consortium, it fights tenaciously not to focus international scrutiny on the
indirect subsidies it receives from Defense Department contracts.

This mixed picture of the constituents makes sense if one recognizes that
free trade advocates in business have couched their own parochial quest for
profit in terms consistent with the free trade philosophy. In that sense they
have become “special interest” free traders—a clear illustration that the term
“special interests” has a broader application than its current usage of largely
describing organized labor.

One of the reasons groups couch their own parochial interests in terms of
defending free trade is that it plays well in the mainstream media. If an
industry gets tagged as “protectionist,” it risks losing both public sympathy
and government support. Therefore, no industry ever favors blocking imports
simply because it robs them of profits and costs jobs—they simply want a
“level playing field” with foreign competitors that they deem to play by
“unfair” rules.

l. General Interest Publications Fail to Accurately Capture
the Role of Constituents

General interest publications often do not accurately capture the ways in which
constituent groups influence decisions of the U.S. government. Some dailies,
particularly those with a European base, seem to hold the view that every U.S.
government trade decision that does not reflect textbook free-trade principles
is a direct payoff to a protectionist constituent group. I think reality is more
complicated than that for the reasons laid out above, even if one cannot deny
that powerful companies or business groups are often effective in convincing
the government to do their bidding.

One such incident that has been heavily covered by the general interest
press is the fight waged by Chiquita Brands International against the European
Union’s banana import restrictions. These curbs limit Latin American banana
sales to the EU to ensure a market for bananas from former colonies of
member states. The limits on Latin American bananas are administered in a
way that makes it hard for Chiquita to export from Latin America under
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conditions that it would find most profitable. Chiquita’s owner, Charles
Lindner, who has been identified as a major donor to both the Republican and
Democratic parties by the public interest group Common Cause, pushed U.S.
officials at the highest levels to fight against the EU import quotas. The banana
fight became a top priority of the Clinton Administration backed by key
members of Congress from both parties even though the United States grows
very few bananas and is not an exporter.

General interest papers were probably attracted to the story because it
constituted a particularly outrageous example of constituent pressure. The U.S.
produces few bananas, and does not export any. And still, then Senate
Majority Leader Robert Dole (R-KS) and then U.S. Trade Representative
Mickey Kantor pushed the issue to the top of the U.S.-EU agenda.

From my view, the way constituents influence the process is generally not
as blatant and more complicated than the Chiquita case. Frequently, it is much
less direct and involves more hurdles, particularly if executive branch officials
initially rebuff a demand by a given group or company. That leads business
groups to have members of Congress raise the issue with the Administration in
a hearing or in letters demanding that the executive branch explain its position
and change it. If that route of political pressure does not achieve the desired
result, an effective constituent group may skillfully wield the threat of a trade
remedy case or another legal challenge, as the Coalition for Fair Lumber
Imports did in a dispute over Canadian exports to the United States. The group
withdrew a constitutional challenge against the NAFTA dispute settlement
process in exchange for a promise to negotiate a trade deal with Canada that
put a quota on Canadian exports. In some situations, the government may
decide that the political fallout from a trade remedy case would be more
damaging than negotiating a bilateral solution with a given country.

The most effective constituent groups are those whose goals are most
closely tied to either the political or economic goals of the sitting
Administration. In the Clinton Administration, these industries include
telecommunications, computers, semiconductors, intellectual property holders
and financial services providers. They are generally highly competitive abroad
and/or are located in key electoral states, like California. In addition, a group
may be effective because it has strong congressional connections that are too
powerful for the Administration to ignore and is well positioned to use the
trade remedy laws. This description could be applied to the steel, lumber and
agriculture industries. Other industries may be able to successfully press an
issue even if an Administration would love to ignore them, but can’t quite
afford to do so for political reasons. This includes the U.S. textile industry,
which lost out in the Uruguay Round, but was paid off in the NAFTA
negotiations. The NAFTA textile and apparel provisions include restrictions to
ensure that only regional producers can benefit from the new free trade area.

In addition, it is important to be able to present a well documented and
researched case to the government, especially in this time of tight budgets. The
more U.S. government resources are stretched, the more vital it is for an
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industry group to do its own research because government officials simply do
not have the time and resources to devote to it.

But these observations on who is an effective constituent can be turned on
their head when politically adept constituents with clout run up to
unsurpassable hurdles, and small companies may get their day with
policymakers. A powerful firm like the Eastman Kodak Co., which charges
that the Japanese market is closed to imports of colored film and photographic
paper, is a case in point. Kodak convinced the U.S. government to get the issue
on the agenda, but no connection to U.S. government officials and no amount
of money spent in publicizing and researching the case convinced Japan to
negotiate a bilateral solution. Kodak had to settle for a U.S. complaint in the
WTO, which was not its desired outcome. The case has proved to be
significantly more costly and complicated than bilateral negotiations. Kodak
may have also been the victim of bad timing—the dispute came to a head at a
time when the Administration had decided to make up with Japan.

In some cases, smaller companies and associations can be catapulted into
being players in the trade policy arena. Take the congressional approval of the
NAFTA, and to a lesser extent the approval of the Uruguay Round. Any
industry group located in a congressional district with an undecided member
could exert influence, and obtain at least the promise of government action to
fix its respective trade problem. This is how the lowa-based Maylag
Corporation obtained language in the implementing bill designed to ensure
that it could use the NAFTA safeguard provisions in the event of Mexican
import surges.

IV. Failure to Understand the Details Leads Reporters to Miss the Story

In my third point, I want to emphasize how the failure to understand the details
of an issue can lead reporters to miss the story. This observation does not
relate to the failure of articles in daily papers to include many details. Rather,
it relates to failure of understanding an issue as much as possible and then
pulling that knowledge together into a big picture story appropriate for their
readership.

Daily reporters, particularly those working for wire services, frequently
pronounce their disdain for the details of a trade issue by insisting that they are
arcane and unimportant. They seem convinced that dealing with these details
will detract from the big picture. What they fail to understand is that the
opposite is true—understanding the details is vital to writing an accurate big
picture story.

The most recent example is the coverage of the first ministerial of the
World Trade Organization in December 1996. In Singapore, Acting U.S.
Trade Representative Charlene Barshefsky announced that the Clinton
Administration had achieved its primary goal and struck an agreement to cut
tariffs for information technology products by the year 2000. Barshefsky
announced that the United States and its trading partners had reached an
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Information Technology Agreement (ITA)—provided they could work out in
1997 the “technical” details of the timing of tariff cuts and the participation of
a sufficient number of countries. She made that announcement after she and
her EU counterpart, Commissioner Leon Brittan, failed to agree on when the
EU would eliminate its tariffs on semiconductors, and that the U.S. would
eliminate tariffs on its import sensitive items.

Most newspapers and major wire services published articles from
Singapore proclaiming the conclusion of the ITA, even though countries
issued a proclamation that committed them only to making “good faith efforts”
to negotiate the agreement in 1997. This was because they accepted
Barshefsky’s explanation that the timing of tariff cuts is a very technical issue
without realizing that these decisions are usually made by senior policymakers
because of the sensitivities involved. In the NAFTA, negotiators could fairly
easily agree on the elimination of tariffs in principle, but often senior officials
had to make the political decisions of how quickly tariffs should be cut on
specific products. To claim that an ITA had been reached and only the
“technical” question of timing remained was a deliberately misleading posture
adopted by Barshefsky and others to make the Singapore ministerial look like
a big success. They perceived that as necessary to convey the impression that
the WTO is a dynamic organization.

Top officials understand that this lack of detailed knowledge on trade
issues is the real Achilles heel of most daily and wire reporters. A reporter
who lacks this knowledge and is nonetheless determined to appear
knowledgeable to his editors and readers is easy prey for politicians like
Barshefsky and Kantor. This is exacerbated if reporters only rely on their
access to top politicians and fail to cultivate other sources who can provide a
reality check on what top Administration officials are feeding them. In
contrast, it is not easy to “spin” a reporter who is intimately familiar with the
details of an issue, and has a wide range of sources throughout the
government, industry and foreign governments to use for a story. Therefore,
Jjournalists in the general press have to put more energy into pursuing a story
and understanding its details. Access to senior officials is not a substitute for
hard work—by relying on these sources to the exclusion of others, journalists
become only their messengers instead of telling the story like it is.

NOTE

I would like to thank Edward Alden of the Vancouver (British Columbia) Sun, who
formerly was my colleague at Inside U.S. Trade, for his very helpful insights in pre-
paring this paper.






CHAPTER 15

Constituent Representation: Exploring
the Context of the Key Policy Questions,
Some Preliminary Observations

John H. Jackson

l. Introduction

This conference is in many ways an intriguing juxtaposition of the analytical
techniques of economists and political scientists, and some particularly
interesting observations of practitioners who have been confronted with
specific circumstances of their tasks. I would like to try to present a tentative
view of a somewhat broader perspective for this material, and suggest some
aspects of a framework.

I will first introduce some of the dimensions and different roadways of the
landscape of our subject concerning constituent representation (CR), followed,
second, by a statement of the “big question” for this conference, namely the
question of how many and varied CR activities fit into some of the models
suggested as aids to understanding. Third and final, 1 would like to offer a
suggestion (obviously not the only one possible) about where some of this
analysis may lead us, and in doing that I will bring to bear my particular
expertise as a legal scholar and suggest that a critical part of our subject is the
role of institutions or “constitutions” and how they contribute to, or inhibit
pursuit of some of the goals of constituent representation that many of us
would feel are appropriate.

Il. The Landscape

The question of constituent representation, or what is sometimes called
“lobbying,” and which I prefer to call “policy advocacy,” is not only a many
faceted subject, but one which can lead in a number of different directions.

It seems logical that we first try to consider some criteria for evaluating
the role of constituent representation and its varied forms. I believe that an
undercurrent of the diverse interventions in this conference is that at least
some kinds of constituent representation can enhance welfare and good
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government. Governmental resources to do all of the research necessary to
fully comprehend the potential impact of policy determination are usually too
limited to provide an adequate understanding of many policy issues.
Constituent representatives or policy advocacy can provide an enormously
useful and sometimes vital amount of information and arguments, which the
policy makers should consider.

An analogy can be made to litigation before courts. In many forms of
litigation, particularly in the United States and a number of other countries,
advocates are encouraged to present a variety of views, often but not always
opposing views, so that the courts will better understand how to make the best
possible decision. To some extent the same model could be considered for
legislative or executive branch activities that involve policy decisions.
However, it is also understood in another undercurrent of this conference, that
certain types of constituent representation, policy advocacy, or “lobbying,”
may influence policy makers to make decisions that are against the best
interests of the nation, or a nation’s welfare. This is the problem of “special
interest” advocacy, which can distort the decision making processes. Thus, for
example, certain kinds of campaign contributions can influence “wrong
decisions.”

Another step we can then take for a framework for analysis is to inventory
and explore the number of different types of constituent representation and the
“landscape” on which they act.

First, we can note that there are a number of different types of decision
makers who are the target of constituent representation. A very quick
inventory could include the following:

o The Congress (Parliament), both at the federal level and sub-federal

(state) level.

s The Executive Branch and its various sub-divisions, many of which
must formulate policies, either in the broader sense, or in the
interstitial sense to carry out policies mandated by higher level
authorities or the Congress.

s The Judiciary and Courts at many different levels: these also are
governmental institutions, and litigation performs a form of
constituent representation.

e Administrative agencies, not only those which are subordinate to the
President or Chief Executive, but also those which have a quasi-
independent role under mandates of the Congress.

e  The public and public opinion as a necessary component (particularly
in a democracy) of policy making.

e Institutions which assist in forming public opinion, such as the public
media (press, radio, television).

e Various specialized groups of researchers and teachers, such as
professors in universities.
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In addition, we can note a number of different kinds of techniques which
constituent representation follows. An inventory would include at least the
following:

e “Lobbying” in the traditional sense of influencing Congress persons

through direct percussion; oral, written, hearings, etc.

e Contributions to elected officials’ campaign funds.

e Legal (court and administrative hearings) representation and litigation

in specific cases.

e Studies and advocacy by a wide variety of non-government

organizations.

¢ Academic studies and representations.

¢  Press studies and reports.

¢ Public relations campaigns.

It can be noted that many of these various techniques are becoming
“internationalized,” in the sense that the constituent representatives now find
that they must pursue their advocacy on a broader landscape than that
contained within national borders. This might mean advocacy at international
organizations or advocacy encouraging action by a national government entity,
which action has international implications beyond its own borders.

The trend in the world today clearly is towards a greater integration and
interdependence of activities, especially economic activities, Thus an
important question that is posed is how the world and the various
governmental entities within it, can effectively and appropriately govern
international economic behavior which crosses borders. This involves a
number of different players from different levels of government, and it also
involves the vital question of distribution of power: at what level should power
to make certain kinds of policy determinations be placed.

It should also be noted that governmental institutions themselves become
“constituent representatives,” in that they represent the particular groups of
constituents to which a particular governmental entity would respond, in fora
that are not controlled by those particular government entities. Thus a nation
state may pursue its representation and policy advocacy at an international
organization or an international tribunal (such as the World Court, or a dispute
settlement body in the new WTOQ). Likewise, representatives of the Congress
may bring litigation in the courts of the United States, or pursue Executive
Branch decisions of certain types by advocacy with executive officials.

There is a footnote to all of this; the attempt by the national government,
particularly in the United States, to regulate and control the processes of
constituent representation and policy advocacy can be noted. Thus, campaign
contribution regulation, as well as the Foreign Agents Registration Act, are
examples. One of the questions that will begin to loom much larger than at
present, will be what types of such regulation will be necessary at the
international level, rather than just the nation state level.
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Ilil. The Models and Case Histories

The second major question that I will address is how the various specific
activities and anecdotal cases that we have struggled with during the
conference fit some of the ingenious and intriguing models that have been put
forward for our consideration as ways to better understand what is going on. In
my view, what these models should try to test is whether a certain form of
constituent representation, targeted at one or more of the entities suggested in
my brief inventory above, would on balance generally contribute to the
welfare of the world or a nation, or not. In some cases, this is a question of
“efficiency,” but it also may be a question of “justice and equity,” such as
distribution of economic resources. Then we need to appraise how the specific
“case histories” fit the models, if they do.

In that context I could mention three rather specific constituent
representation activities which could merit further study in depth, to try to
answer some of the questions posed above.

Case Number 1. The special interest and business group constituent
representation and policy advocacy relating to the international and national
antidumping and countervailing duty rules is very interesting. It can be noted
that the antidumping law in particular has been a cause for great controversy.
Almost all academic economists, many practitioners (as well as a number of
the legal academics), and relatively powerful newspapers have criticized the
current antidumping laws. For example, The Wall Street Journal, The New
York Times, The Financial Times of London, and the Journal of Commerce
(New York), have all taken editorial positions sharply critical of anti-dumping
laws.

On the other hand, other advocates have pursued efforts in the court, with
administrative officials, and with attempts to influence legislative activity, to
support and promote anti-dumping laws. Some groups have sought to obtain
changes in the statutes of the United States, which would make it more likely
that the outcome they are pursuing (allegedly with the objective of limiting
competition from foreign products so as to enhance the profitability of the
interest being represented), would be more likely to be achieved by
administrative and judicial action carrying out the statutes.

In addition, there has been considerable constituent representation and
policy advocacy at the international level, trying to influence the outcome of
treaty negotiations, knowing that treaty language will in turn find its way into
national statutes which then of course may bind the domestic legal institutions,
including courts.

A particular example of ingenious policy advocacy of this type has been
the activities of the U.S. steel industry over the past two or three decades,
actively pursuing treaty negotiation results in the Tokyo Round and obtaining
language in the treaty text regarding antidumping that was particularly
interesting and useful to the steel industry, which then later filed domestic
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cases in the United States based on the U.S. statutory implementation of those
agreements.

Case Number 2: The activity of policy advocates in the Uruguay Round,
to achieve an extraordinarily important treaty text regarding the protection of
intellectual property is also very interesting. Without going into detail, I might
just observe that in many cases the policy advocacy was very effective and
arguably beneficial, urging national governments (sometimes through the use
of multinational private groups with similar interests) to develop a discipline
for intellectual property that in some cases existed more or less in prior
treaties, but had never been adequately enforced. One thing that was missing
in all of this policy advocacy, however, was any rethinking or reconsideration
of some of the basic goals of intellectual property protection. For example, it
was not questioned that there might be some situations where intellectual
property protection should be more narrowly constrained so as to enhance
developments of new ideas and techniques in the world and thus enhancing
world welfare.

Case Number 3: The environmentalist, and particularly non-government
organizations with environmental objectives, have been extraordinarily active
and often very effective. In pursuing their goals of better environmental
protection in the world, these groups have worked toward treaty language
developments, as well as litigation, national legislation and pressures on
executive administrative actions. Once again, a very interesting case study
could be undertaken to explore the degree to which this policy advocacy was
welfare enhancing or inhibiting.

IV. Institutions

My third and last topic is the question of where the analysis might lead us. My
suggestion is that at least one of the directions in which the analysis might lead
us is to give more attention to the broad question of “institutions.” Particularly
in the economic literature of the last decade, including that authored by some
Nobel Prize winners, there has been increasing attention to the role of
institutions (mostly governmental institutions, both international and national)
in carrying out and channeling policy decisionmaking which is responsive to
at least some constituent representation and policy advocacy, which we have
been exploring.

The “constitutions” of organizations such as the World Trade
Organization (WTO) have an extraordinarily profound and vital influence on
the shape of policy implementation, as well as policy development. It is in the
context of these institutions generally that the more constituent representation
will occur. Thus, considerable attention should be directed toward these
institutions and “constitutions” to ascertain whether they have the procedures
and specific rules which can help shape and channel the processes of policy
advocacy so as to maximize the possibility that such advocacy will in fact
result in decision making which enhances world welfare, instead of
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diminishing it. For example one of the vital questions in this regard is the
degree to which the public, or at least non-government organizations (NGOs)
will have better access to the policy decision making processes of
organizations such as the WTO.

V. Conclusion

I conclude by simply noting that the elements which I have outlined above
pose an enormous agenda for future work, research, analytical attention, and in
some cases experimentation with a variety of different kinds of practices. The
organizers of this conference are to be congratulated for having brought
together this relatively unique set of papers and presentations, that can give us
at least some information and ideas to further approach these perplexing
issues.



CHAPTER 16

U.S. Trade and Trade Policy: Challenges
for the New Administration

Marina v.N. Whitman

I. Introduction

However spotty its overall record may appear to trade-policy purists, the first
Clinton administration presided over the completion and ratification of two
major trade-liberalizing agreements: the Uruguay Round of multilateral nego-
tiations which established the World Trade Organization (WTQO) and the North
American Free Trade Agreement (NAFTA). The second Clinton Administra-
tion confronts a triple-threat of challenges in the trade-policy arena. It faces
delivering on a number of trade-related commitments that were suppressed by
the political exigencies of the election campaign. It needs to deal with issues
related to the implementation of the Uruguay Round, the legitimatization of
the WTO’s new dispute-settlement procedures, and the appropriate range of
“new business” for the organization to tackle in the future. Finally, the new
administration must take account of the need to conduct domestic economic
policy so as to minimize protectionist pressures, if it is to avoid backsliding
and enhance the possibility of making further progress in liberalizing interna-
tional economic transactions.

Il. Regional Issues: Latin America and Asia

High on the list of unfulfilled commitments is the expansion of NAFTA. The
bipartisan “hemispheric vision” articulated by President Bush and endorsed by
a newly-elected President Clinton, included the expectation that Latin Ameri-
can couniries whose economic policies made them appropriate candidates
would be admitted to NAFTA membership on a case-by-case basis. But Chile,
by general agreement an “A” candidate for admission, has been waiting for
several years without any indication of progress on the American side. Mean-
while the Latin nations, impatient with American inaction, have been going
ahead on their own. At last count, various combinations of nations in Central
and South America and the Caribbean had formed five different and some-
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times overlapping regional free trade areas or customs unions. In 1996, Can-
ada went ahead and formed its own free trade area with Chile, which already
was part of such an arrangement with Mexico, leaving the United States as the
odd man out.

The impact of prolonged paralysis on the part of the United States as re-
gards NAFTA expansion could reach well beyond trade issues to undermine
this nation’s leadership in the Western Hemisphere. But the administration’s
ability to act faces a formidable political barrier at home: the need to renew the
so-called “fast track” authorization to negotiate trade agreements, under which
the Congress commits itself to vote “up or down,” without amendment, any
trade agreement agreed to by the President and brought to it for ratification.
The difficulties the President encountered in securing ratification of the Uru-
guay Round and the NAFTA, the fact that thesc agreements became the focal
point of Pat Buchanan’s brief but intense presidential campaign, and that the
NAFTA has not so far delivered on some of the more extravagant promises
made by its supporters all suggest that obtaining fast-track renewal from Con-
gress would be an uphill battle at best.

There is a more fundamental issue at stake as well. It was one thing for the
Congress to delegate authority to the President to negotiate agreements re-
garding border barriers such as tariffs and quotas. In the future, however, trade
negotiations are likely to include such issues as competition policy, invest-
ment, intellectual property protection, and environmental and labor regula-
tions—all matters of domestic policy regarding which the Congress is unlikely
to be willing to delegate authority to the executive branch. The fact that a
Democratic President would be requesting such authorization from a Republi-
can Congress only increases the difficulty of the challenge.

A number of significant issues are also on the administration’s platter as
regards its trade relationships with Asia. The President apparently made some
headway at APEC and the WTO Ministerial Meeting in Singapore in late
1996, obtaining agreement on a carefully-worded commitment by the mem-
bership to support a phased liberalization of high-technology trade. But at the
heart of our trade relations with this fast-growing region are those relations
with its two economic giants, Japan and China. And these relations have, over
the course of several administrations, been marred by variability, ad hocery,
and the absence of clearly-defined goals. We have tended to define the inten-
sity of our concern in terms of the state of the other nation’s trade balance, re-
garding an expansion of its bilateral or overall trade surplus as a sin and its re-
duction as a virtue, rather than focusing on the underlying issue: be it the
closedness of certain Japancse markets to foreigners or the absence of intel-
lectual property protection in China.

Even more fundamentally, our trade-related policies need to be integrated
into a consistent view of our overall foreign policy goals vis-a-vis this critical
region. The administration needs to decide how its differences with Japan on
trade issues should be handled in light of its views regarding the role Japan
should play in supporting our security concerns in Asia. It needs to decide also
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to what extent, if at all, our trade interactions with China, including our atti-
tude toward Chinese membership in the WTO, should be linked to China’s be-
havior with respect to such non-trade issues as human rights or nuclear prolif-
eration. Trade policy is an increasingly important aspect of foreign policy in
the post- Cold War era, but it is not the whole thing, and the various aspects
should be linked in a consistent and mutually supportive way.

lll. The WTO: Implementation, Credibility and Scope

Having presided successfully over the creation of the WTO, the administration
now needs to make closure on several fronts. As regards issues of implemen-
tation, American leadership is critical in delivering concrete results from sec-
toral negotiations on high-technology trade, telecommunications and financial
services, for example, and in insuring that commitments made under the
agreements on liberalization of textiles and agriculture are in fact carried out.

The signals sent by American behavior will also do much to determine the
credibility, and therefore the usefulness, of the WTO’s new dispute-settlement
mechanism. So far, those signals have been somewhat mixed. On the one
hand, the United States has shown some confidence in the new system by
bringing some 20 cases (of the roughly 60 currently pending) to the organiza-
tion for adjudication. On the other hand, the aggressive unilateralism displayed
in the extraterritorial reach of the Helms-Burton legislation, imposing what is
effectively a secondary boycott on certain foreign companies doing business in
Cuba, has led our trading partners to question the good faith of our commit-
ment to the multilateral dispute-settlement process.

Finally, the administration must establish a coherent US view on the ap-
propriate scope of issues to be encompassed by the WTO, and therefore sub-
ject to the possibility of trade sanctions for non-compliance. Should such is-
sues as competition policy, labor standards and environmental standards fall
within the purview of the WTO or not? The Bush administration took a stand
against the inclusion of the latter two issues; the Clinton administration re-
versed that position, but insistence on their inclusion will almost certainly
complicate the task of eliciting renewed fast-track authority form the Con-
gress.

There is no question that the reduction of border barriers to trade and the
global integration of economic activity have made differences among national
policies in the areas cited above an increasingly important source of trade fric-
tion and of distortions in international patterns of economic activity. But to try
to bring them all within the jurisdiction of the WTO risks overloading the
fledgling organization and increasing the suspicion and hostility of many de-
veloping nations, who see such efforts as a form of disguised protection on the
part of the industrialized countries. Nor are trade sanctions necessarily the
best, or even a desirable, way to bring about some degree of policy harmoni-
zation in these areas. The provision of financial and/or technical assistance to
developing countries and the establishment of voluntary monitoring and la-
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beling schemes to discourage undesirable practices are two possible alternative
approaches.

IV. Domestic Policies to Support Trade Liberalization

Perhaps the most fundamental challenge facing the Clinton Administration in
the trade arena does not fall under the rubric of trade policy at all. That is the
need to implement domestic policy measures that help to minimize pressures
for protection and thus to preserve and expand momentum for trade liberaliza-
tion. Such measures fall under three broad headings: macroeconomic policies
that avoid misaligned exchange rates; policies to facilitate labor-market transi-
tions and reduce earnings inequality; and policies to stimulate the sustainable
growth rate of the American economy.

Ironically, in light of Milton Friedman’s assertion a quarter of a century
ago, that one of the major benefits of a flexible exchange rate is that it makes
the case for free trade clear and simple, one of the major factors producing
pressures for trade protection is misaligned exchange rates. Such misalign-
ments can overpower the effects of tariff reduction but can also severely affect
the competitiveness of domestic firms and industries involved in international
trade. This points to the importance of avoiding a mix of monetary and fiscal
policies that produces such a situation. The excessively expansionary fiscal
stance of the Reagan Administration during the early 1980s, for example, ex-
erted upward pressure on the interest rate which led in turn to a severely over-
valued dollar and forced a president who believed strongly in free markets to
grant more import relief than any of his predecessors in more than half a cen-
tury.

The major requirement for avoiding an inappropriate monetary-fiscal mix
in domestic macroeconomic policy is to free up fiscal policy so that it can once
again be used as a tool for macroeconomic stabilization. Indeed, over the long
run, only a change in the savings-investment balance in the United States can
alter the size of U.S. trade deficit in goods and services with the rest of the
world. And, since no one knows how to raise the low savings habits of Ameri-
can citizens, a reduction in the government’s budget deficit is essential. Be-
yond that, a revival of the moribund macroeconomic coordination process
among the Group of Seven leading industrialized nations could be helpful, but
only if the participants bear in mind that trade balances are primarily home-
grown and should not become a source of trade friction or an excuse for re-
strictive trade measures.

Even when the exchange rate is in accord with economic fundamentals,
the intertwined processes of trade and foreign investment are bound to create
winners and losers by affecting the distribution of income in the domestic
economy. Contrary to widespread belief, trade does not increase unemploy-
ment or hold back overall earnings growth. In fact, there is evidence that ex-
panded trade, rather than destroying good jobs, creates them; exporting firms
pay better and experience faster growth of both wages and employment than
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non-exporters. Nor does trade appear to be a major cause of the increase in
earnings inequality. But trade certainly does affect jobs and wages in particular
industries and communities, and empirical studies suggest that a major func-
tion of trade protection is to ameliorate, or perhaps delay, the costs of trade-
related adjustments in labor markets.

These relationships suggest strongly that domestic policies that reduce
friction and enhance employability security in labor markets, as well as poli-
cies directed toward reducing the growing inequality in earnings between
skilled and unskilled workers, are key to holding protectionist pressures at bay.
Most such measures fall into two broad categories. One is education and
training to enhance the work-related skills people will need to insure their em-
ployability. The second is the ability to carry pension rights and health insur-
ance along when changing employers or moving in and out of the workforce.
In addition to these changes, modifications of the unemployment insurance
system, to extend coverage to part-time and temporary workers and to inte-
grate benefits with effective reemployment services, would better adapt the
system to the realities of the American work environment of the 1990s.

Better education and work-related training are also key factors in reducing
skill-related earnings inequality. But such programs are long-range proposi-
tions at best, and their effectiveness will vary widely among individuals. Some
form of wage subsidy would have a more immediate impact on the earnings
and employability of low-skill and therefore low-wage workers, suggesting
that reforming the existing Earned Income Tax Credit (EITC) makes more
sense than scrapping it as some members of Congress have pushed for. Fi-
nally, voluntary measures to promote international labor standards could help
neutralize concern about the impact of global competition on the economic po-
sition of low-skill workers.

The most effective way of easing adjustment to structural change is eco-
nomic growth, and high unemployment or a low growth rate have been found
to be a major factor in trade protection. Policies directed toward accelerating
the economy’s aggregate growth rate by reversing the still-unexplained slow-
down in productivity growth since 1973 represent the best hope for a sustained
increase in the compensation of American workers and a corresponding re-
duction in protectionist pressures. There are no sure-fire prescriptions for
bringing this about, but changes in the tax structure and in patterns of govern-
ment spending to encourage savings and investment, a reduction in the federal
budget deficit, preservation of an open trade environment, regulatory reform,
and government support for basic research and development and for diffusion
of new technologies are all promising candidates.

V. Conclusion
President Clinton initially came into office promising an intensified focus on

the domestic economy and the elevation of commercial diplomacy—described
as “restoring America’s competitiveness”—to a higher priority in the conduct
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of foreign policy. He embarks on a second term confronted with the reality
that trade policy, foreign policy and domestic economic policy are inextricably
intertwined. From that reality, two challenges emerge: to embed trade policy
in an integrated framework for U.S. foreign policy and to implement domestic
economic policies consistent with maintaining support for continued progress
on the liberalization of economic transactions that cross international bounda-
ries.



CHAPTER 17

Trade and the 105th Congress: Overview

Bruce Wilson

I. Introduction

Trade will continue to be an active topic in the 105th Congress. However, with
passage of the Omnibus Trade Act of 1988, NAFTA in 1993, and the Uruguay
Round implementing legislation in 1994, the basic structure of U.S. law is well
established for the foreseeable future. It is unlikely that there will be serious
efforts in the 105th Congress to pass comprehensive trade legislation to alter
fundamentally this basic structure. Rather, legislative initiatives in trade will
be directed at specific issues and coalitions will form across party lines both in
favor of, and in opposition to, such initiatives.

At the time of writing (January 1997), the Clinton Administration had not
yet stated what its trade legislation goals will be for the 105th Congress. We
can expect some of the trade legislative initiatives to be similar to those unsuc-
cessfully pursued in the 104th Congress. Possibilities include: renewal of fast
track; CBI parity; revision of Jackson-Vanik dealing with conditional MFN for
China and others; and implementation of the OECD Shipbuilding Agreement.
In addition, the 105th Congress will have to address expiring trade law provi-
sions, most notably, renewal of GSP, which expires on May 31, 1997, and re-
newal of Trade Adjustment Assistance, which expires on September 30, 1998.
Bipartisan initiatives that have Member interest include the Subsaharan Trade
and Investment Act. Certain Democratic Members may push trade initiatives
they introduced in the last several Congresses—Mr. Gephardt's China and Ja-
pan bills; Mr. Frank's Child Labor Deterrence Act; Ms. Kaptur's NAFTA Ac-
countability Act; and Mr. Spratt's Textile and Apparel Competitiveness Act.
These Democratic proposals would be largely controversial for both the Ad-
ministration and most Republicans.

In the oversight area, the Ways and Means Committee, which is the
Committee in the House of Representatives primarily responsible for interna-
tional trade matters, will likely review the results of the Singapore Trade Min-
isterial, developments in APEC, developments in the Transatlantic Trade
Dialogue, developments on a Free Trade Agreement for the Americas, imple-



324 Constituent Interests and U.S. Trade Policies

mentation of NAFTA (the Administration must submit its 3-year assessment
of NAFTA by July 1, 1997), and the enforcement of U.S. trade agreements.

Of all the trade legislation that might come before Congress next year at
the request of the Administration, the most politically sensitive are likely to be
any bills on fast track and China. These two topics are addressed in further
detail below.

ll. Trade Legislation in the 104th Congress

Trade was not a major item on the agenda of the 104th Congress. There were
only two pieces of trade legislation that had to be passed because they were
time sensitive—GSP and implementing legislation for the OECD Shipbuilding
Agreement. While the Republican Congress did succeed in getting GSP re-
newed through May 31, 1997, as part of the minimum wage bill, it failed to
enact the OECD Shipbuilding Agreement Act. That bill did pass the House
with a series of agreement-inconsistent amendments but died in the Senate be-
cause of a division in the shipbuilding industry over the desirability of the
legislation.

The 104th Congress also enacted legislation extending permanent MFN to
Bulgaria, Romania, and Cambodia; a law to extend the U.S./Israeli Free Trade
Agreement to the West Bank and Gaza Strip; and a miscellaneous and techni-
cal trade bill. The 104th also passed several secondary country sanctions bills
ostensibly aimed at our enemies (Cuba, Iran, Libya) but which have instead
created major trade frictions with our allies.

iil. Politics of Trade in the 105th Congress

Individual trade initiatives aimed at additional trade liberalization, either
through new trade agreements or otherwise, face uncertain prospects in the
105th Congress. In the House, about one-third of all House Members will be
either Freshmen or Sophomores without well-established trade positions. As
for the 286 returning Members who voted on NAFTA and GATT in the 103rd
Congress, they tend to be less pro-trade as a group than was the full House in
the 103rd. For example, the 105th will have more Members who voted against
NAFTA than who voted for it (143-140). This is due in large part to a dispro-
portionate shrinkage of the pro-trade segment of the Democratic caucus. In
this regard, only 28 percent of returning Democrats who voted on NAFTA in
1993 voted yes (as opposed to 40 percent of the Democratic caucus when the
vote was cast). Moreover, only 58 percent of returning Democrats who voted
for GATT in 1993 voted yes (as opposed to 66 percent at the time of the vote).
By contrast, the percentage of returning Republicans who voted for NAFTA
and GATT has held pretty constant (75 percent for NAFTA, 68 percent for
GATT). Clearly, the Administration's success in enacting pro-trade legislation
in the 105th will depend in no small measure in how much support they can
get from the first and second termers on both sides of the aisle.
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In the Senate, there also appears to have been erosion in the ranks of the
pro-trade forces. For example, in 1993 the Senate passed NAFTA by a vote of
61-38. Of the 85 Senators in the 105th Congress who voted on NAFTA in the
103rd Congress (either as Senators or as House Members), 47 voted in favor
of NAFTA and 38 voted against it. This means that all of the slippage in the
vote count on NAFTA occurred entirely on the pro-NAFTA side. This does
not augur particularly well for potentially controversial trade legislation, such
as renewal of fast track, which will undoubtedly require 60 votes in the Senate
to overcome possible filibuster attempts. Moreover,.in recent years the Senate
has lost its pro-trade leaders on both sides of the aisle who have led the way on
trade legislation over the last decade. This includes Senators Dole and Pack-
wood on the Republican side, and Senators Bentsen and Bradley on the
Democratic side. Their successors as leaders in the Senate in the pro-trade
legislative battles in the years ahead have yet to emerge; moreover, it is diffi-
cult to even imagine who they might be at this point.

IV. Fast Track

Prospects for fast track in the 105th Congress are not promising. Even though
House Republicans have recently indicated a willingness to be more flexible
on labor and environment issues, it is unclear they are willing to go far enough
to satisfy Democratic and Administration concerns. In addition, the Admini-
stration will have a difficult time making a compelling case on why it needs
fast track at this time, since no major trade agreements other than Chile are
likely to be concluded in the next five years. Fast track renewal will be neces-
sary at some point in the future, but it is questionable whether the Clinton
Administration will be willing to expend precious political capital on a skepti-
cal Congress or accept likely objectionable "riders" or conditions when it will
not even be around to conclude the next major trade agreements, such as the
Free Trade Agreement for the Americas around the year 2005.

Even if the Administration succeeds in moving a fast track bill through
the House, they will face an even bigger challenge in the Senate. A number of
Senators, particularly newer ones, appear less willing to relinquish their legis-
lative prerogatives to a fast track mechanism than has been the case in the past.
Moreover, as noted above, the Senate has lost the pro-trade leaders who have
moved major trade bills through the Senate in the last decade (notably Dole,
Packwood, Bentsen, Bradley). One possible successor on the Democratic side
is Senator Moynihan, who worked hard on behalf of GATT while Chairman of
the Finance Committee; however, he strongly opposed NAFTA and is skepti-
cal of bilateral free trade agreements with developing countries. On the Re-
publican side, Senator Grassley, who currently chairs the Senate Subcommit-
tee on International Trade, is an ardent free trader. However, as representative
of the largely agricultural state of Iowa, his focus has been primarily limited in
the past to agricultural trade issues.
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However, assuming the Administration decides to proceed on fast track,
there is a belief among Republican trade staff in both the House and Senate
that the only window of opportunity for accomplishing something on fast track
is early in the next Congress. If it is not done early, it will recede on the
agenda as Congress moves to other more pressing business.

V. China

China is arguably the biggest trade issue that will face the United States over
the next decade. After years of stalemate on negotiating Chinese accession 1o
the WTO, there have been recent indications by both the Administration and
the Chinese that each is willing to approach this negotiation on a more flexible
and pragmatic basis. Some within the Administration are likely to argue that
we should subordinate China’s WTO accession to U.S. geopolitical and na-
tional security interests. However, Ambassador Barshefskky continues to insist
that Chinese WTO accession be on "commercially reasonable terms."

If the Administration and the Chinese agree on terms of Chinese accession
to the WTO, the Administration will likely ask the Congress to remove China
from Jackson-Vanik and grant China permanent MFN. This undoubtedly will
be highly controversial, even more so if the Administration does not come
back with a strong commercial deal with the Chinese.

Until Chinese WTO accession is clearly resolved one way or the other,
Congress will continue to go through its annual debate on renewal of MFN for
China under Jackson-Vanik. A number of Republicans, led by Congressman
Bereuter and encouraged by major U.S. exporting companies who do business
with China, may try to move legislation granting China permanent MFN re-
gardless of what happens on China’s WTO accession. This effort may not get
very far, particularly since the Administration is not likely to support this leg-
islation while it is still negotiating with China on WTO accession.
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