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1 Regionalism and
- Multilateralism:
An Overview

Jagdish Bhagwati

The question of “regionalism,” defined broadly as preferential trade
agreements among a subset of nations, is a longstanding one. As with all
great issues, economists have long been divided on the wisdom of such
arrangements. So have policymakers. '

- While this may not be evident to the many economists who are not
inhibited by lack of comparative advantage from pronouncing on these
matters, and whose pronouncements are a testimony to the enduring val-
¢ of the theory of comparative advantage, preferential trade arrange-
“fients were debated by economists, as such, during the very formation of
&-General Agreement on Tariffs and Trade (GATT). The context, of
oiirse, was the difference between the British, led by Keynes, who were
&voted to the continuation of the discrimination in Britain's favour
hiough Imperial Preference, and the Americans, with Cordell Hull to the

H%n'. later, when the British had virtually capitulated, celebrated its
s with equal passion. 1 will juxtapose the two positions in Keynes'
blé"'words, quoted in Bhagwati (1991a):

g reaction against the word “discrimination” is the result of feeling so
ely that our hands must be free . [Tlhe word calls up and must call up ..

:the clutch of the dead, or at least the morlbund, hand.

. proposed policies] aim, above all, at the restoration of multilateral trade .
- the bias of the pohc1es before you is against bilateral barter and every kind of

. Originally published in New Dimensions in Regional Integration, ed. Jaime de Melo and Arvind
. Panagariya (Cambridge, UK: World Bank and Cambridge University Press, 1993), 22-51.
REPrmted with permission.
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discriminatory practice. The separate blocs and all the friction and loss of friend-
ship they must bring with them are expedients to which one may be driven in a
hostile world where trade has ceased over wide areas to be cooperative and
peaceful and where are forgotten the healthy rules of mutual advantage and equal
treatment. But it is surely crazy to prefer that.

Closer to our times, the question of customs unions (CUs) and free-
trade areas (FTAs), both permitted under GATT Article XXIV, became a
major topic of theoretical research. The focus, however, since Ecob Viner's
(1950) classic treatment, distinguishing between trade diversion and trade
creation, was on showing that CUs and FT As were not necessarily welfare-
improving, either for member countries or for world welfare: in other
words, the case for preferential trade arrangements was different from the
case for free trade for all. The latter, enshrined in Adam Smith and
Ricardo, and rigorously proved later by Samuelson (1939), Kemp (1972),
and Grandmont and McFadden (1972), is a first-best case. The former, by
contrast, reflects second-best considerations and was argued by Lipsey
and Lancaster (1956—7), Lipsey (1957), Meade (1956), Johnson (1958a
1958b) and others.?

But if the main focus of these analyses was on disabusing the faith in
regionalism as being desirable (on static immediate-impact grounds) by
analogy with the different and legitimate case for multilateralism (in the
sense of free or freer trade for all), and thus could be seen as reinforcing
the case for multilateralism, the effect could also go the other way, and
did at times. One could thus argue, from the opposite counterfactual, that
if you believed that regionalism, in being discriminatory, was necessarily
inferior to non-discriminatory reduction of trade barriers, then this too
was wrong. Ironically, in view of the later shift of his views to multi-
lateralism and free trade, reflecting perhaps the changed intellectual envi-
ronment in Cambridge and Chicago and also further reflection, it is
interesting to quote Johnson (1967, pp. 163—4) in the context of pro-
posals for trade preferences, for and among developing countries, for
manufactured goods:

Both proposals violate the non-discrimination principle of the General Agreement
on Tariffs and Trade and the GATT ban on new preferential arrangements other
than customs unions and free trade areas embracing the bulk of the trade of the
participating countries. This, however, does not mean that the proposed trading
arrangements would necessarily be economically disadvantageous. The postwar
development of the theory of customs unions and of commercial policy changes,
culminating in the theory of second best has shown that in a tariff-ridden world
economy there is no a priori reason for believing that nondiscrimination among
import sources is economically superior to discriminatory trading arrangements. I
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has demonstrated also that the question of whether a discriminatory tariff reduc-
tion improves or worsens the efficiency and economic welfare of the countries
involved and the world as a whole depends on the empirical circumstances of the

particular case. :

Both the theory of second best and modern welfare economics (as well as ordi-
nary common sense) indicate that policy changes that secure desirable results in
terms of income distribution or other objectives at the cost of reduced economic
efficiency may constitute improvements on a balance of gain and loss, and may le-
gitimately be recommended if no more efficient method of achieving the same -
ob;echves is feasible or acceptable.

In fact, Johnson was an active proponent of NAFTA, an acronym which
then stood for the North Atlantic Free-Trade Area (inclusive of the United
Kingdom) rather than for the present North American Free-Trade Area
which is predicated on a conceptually narrower, geographically-defined
regional basis. As it happened, the concept of NAFTA failed to get off the
ground, though the ideas concerning regional blocs and trading arrange-
" ments remained seductive through much of the 1960s, only to be aban-
doned thereafter until the recent 1980s’ revival,

The recent revival of regionalism, which I describe as the “Second
Regionalism” in contrast to, and because it is a sequel to, the “First Region-
alism” of the 1960s, raises several of the old issues anew. But the historically
changed situation which has resurrected regionalism equally provides the
context in which it must be analysed, raising several new issues.

In this chapter, T address these manifold questions, dividing the analysis
into a discussion of six areas:

+ Article XXIV of the GATT, which sanctions CUs and FTAs (section 1.1);

- the “First Regionalism,” briefly reviewing the factors that led to it and
the reasons why, in the end, it failed (section 1.2);

» the “Second Regionalism,” the reasons for its revival and its differential
prospects (section 1.3);

« the key issues that this renewed regionalism raises, distinguishing
among two main questions (section 1.4);

+ the first, relating to the static impact effect of regional trade blocs
(section 1.5); '

- the second, concerning the dynamic time-path that regionalism offers,
in itself and vis-a-vis multilateralism when the objective is to reach (non-
discriminatory) free trade for all, so that one asks “whether multilateralism
is the best way to get to multilateralism,” therefore distinguishing between
“process multilateralism” and “outcome multilateralism” (section 1.6).
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In the light of this analysis, I conclude by examining the current US
trade-policy shift to regionalism and arguing for a change in its focus
from “piecemeal” to “programmatic’ regionalism, less antithetical to
reaching the “outcome-multilateralism” objective of eventual free trade for
all (section 1.7). Some final observations conclude the chapter (section 1.8).

1.1 Article XXIV of the GATT: Rationale

The principle of non-discrimination is central to the final conception of the
GATT, signed on 30 October 1947 by representatives from 23 countries
in Geneva. Article I embodies the strong support for non- dlscnmmahon
requiring (unconditional) MEN for all GATT members.

Asidé from “grandfathering” provisions, the only significant excep-
tion to MFN is made in Article XXIV, which permits CUs and FTAs and
therefore sanctions preferential trade- barrier reductions among a subset of

GATT members, as long as they go all the way to elimination.?

It is an 1ntr1gumg question as fo why Article XXIV was accepted and it
is a question that also has significance for some of the issues raised by the
“Second Regionalism.” It is a bit odd that an exception to MFN should be
allowed as long as it is total (going all the way to 100 percent) rather than
partial (say, 20 percent preference for one’s favoured friends): it is as if
your cardinal told you that petting is more morally reprehensible than
sleeping around. In fact the post-Vinerian theory of preferential trade
areas suggests that 100 percent preferences are less likely to increase
welfare than partial preferences.

The rationale for Article XXIV's inclusion in the GATT must therefore
be explained in other ways. Perhaps there was an inchoate, if strong, feel- _
ing that integration with 100 percent preferences was somehow special

" and consonant with the objective on multilateralism. Thus, Dam (1970,

pp- 274—5) quotes the prominent US official Clair Wilcox as follows:

A Custom union (with 100% preferences) creates a wider trading area, removes
obstacles to competition, makes possible a more economic allocation of resources
and thus operates to increase production and raise planes of living. A preferential
system (less than 100%) on the other hand, retains internal barriers, obstructs
economy in production, and restrains the growth of income and demand ... A
customs union is conducive to the expansion of trade on a basis of multilateralism
and nondiscrimination; a preferential system is not.

Wilcox's statement was little more than assertion, however. But the ratio-
nale for inclusion of Article XXIV in the GATT appears to have been

threefold, as follows:
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- Full integration on trade, that is, going all the way down to freedom of
trade flows among any subset of GATT members, would have to be
allowed since it created an important element of single-nation character-
istics (such as virtual freedom of trade and factor movements) among

- these nations, and implied that the resulting quasi-national status follow-

ing. from such integration in trade legitimated the exception to MEN ob-
ligation toward other GATT members.

+ The fact that the exception would be permltted only for the extremely
difficult case where all trade barriers would need to come down seemed
to preclude the possibility that all kinds of preferential arrangements
would break out, returning the world to the fragmented, discriminatory
bilateralism-infested situation of the 1930s.

+ One could also think of Article XXIV as permlthng a supplemental,
practical route to the universal free trade that GATT favoured as the ulti-
mate goal, with the general negotlahons during the many Rounds leading
to a dismantling of trade barriers on a GATT-wide basis while deeper
integration would be achieved simultaneously within. those areas where
politics permitted faster movement to free trade under a strategy of full
and time-bound commitment. This is an argument that is not at centre
stage: is regionalism truly a building, rather than a stumbling, bloc to-
wards multilateral free trade forall: in other words, will it fragment, or in-
tegrate, the world economy?

The clear determination of 100 percent preferences as compatible with
multilateralism and'_non—discrimina@tion, and the equally firm view that
anything less was not, meant that when Article XXIV was drafted, its
principal objective was to close-all possible loopholes by which it could
degenerate into a justification for preferential arrangements of less than
100 percent; paragraphs 4—10 of Article XXIV were written precisely for
this purpose. But, as is now commonly conceded; their inherent ambiguity
and the political pressures for approval of substantial regional groupings
of preferences of less than 100 percent have combined to frustrate the full
import of the original desire to sanction only 100 percent preferences.

This tension between intention and reality has a direct bearing on the
important question of strengthening Article XXIV today beyond even
what its original drafters intended. I will therefore sketch briefly the im-
portant respects in which the original intention of Article XXIV was rea-
sonably clear but was occasionally violated in spirit, to the point where
the great expert on GATT law, Professor John Jackson, has gone so far as
to observe that the accommiodation of the European:-Common Market’s
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imperfect union in disregard of the legal requirements of Article XXIV
was the beginning of the breakdown of the GATT's legal discipline,
which we now seek to repair.# Two issues suffice to demonstrate this
contention.

First, in regard to the elimination of internal barriers down to 100 per-
cent, there was enough scope within the language of Article XXIV, para-
graph 8, for its intent to be successfully avoided. Amb1gu1t1es could be

" exploited on two main fronts. -

The first ambiguity lay in the directive that “duties and other restrictive

regulations on commerce” were (with spec1ﬁed exceptions permitted un-
der Article XI XII, XIII, XIV, and XX) to be “eliminated with respect
to substantially all the trade between the constituent territories.” Skilful
lawyers and representatives of governments could work wonders with
the concept of “substantially all the trade,” and then, even if a percentage

cutoff point was accepted for this purpose (for example, 75 percent of all

initial - trade),  important issues remained ambiguous, such as whether
across-the-board (75 percent) cut on everything were required or whether
substantial sectors could be left’ out altogether from the scope of the
cuts—the latter being evidently at variance with the intent of those who
favoured (100 percent) CUs but opposed (less than 100 percent) preferen-
tial arrangements. With both interpretations possible, sectorally non-

uniform preferential arrangements could evidently not effectively be ruled

out. :
An ambiguity of equal importance arose in regard to the problem of the
speed with which the “100 percent preferences” would be implemented.
Evidently, if they were stretched out over very long periods, one was de
facto sanctioning “less than 100 percent” preferential arrangements. In
GATT jargon, this was the problem of “interim arrangements.” Paragraph

5 therefore addressed this issue, requiring “a plan and schedule,” and_ask- .
ing for the CU or FTA to be fully consummated “within a reasonable
length of time.” Paragraph 7,-in turn, laid down specific procedures for
" such interim arrangements to be approved. Needless to say, this nonethe-

less left the door open for substantial laxity in conception and execuhon
of the CUs and FTAs under Article XXIV.

Dam'’s (1970, p. 290) overall judgement of the outcome is perhaps too
harsh, but is certainly in the ballpark:

The record is not comforting ... Perhaps only one of the more than one dozen re-
gional arrangements that have come before the GATT complied fully with Article
XXIV criteria. That was the recent United Kingdom/Ireland Free-Trade Area, and
even in that case certain doubts were expressed before the working party. In some

X
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cases, the regional arrangements were very wide off the mark. The European Coal
and Steel Community, covering only two major product lines, could not even
qualify for the special regional-arrangement waiver of Article XXIV: 10 but
required a general waiver under Article XXV: 5. The New Zealand/Australia Free-
Trade Agreement, although not purportedly an example of “functional integra-
tion,” provided for the liberalization of an even smaller perceritage of intermember
trade. A strong tendency has also been manifested for interim agreements to pro-
‘vide for an even longer transitional period and to contain increasingly fewer
detailed commitments for eventual completion of the customs union or free-trade

area.

1.2 The “First Regionalism’’: Failure in the 1960s

In aity event, one can correctly assert (based on the acceptance of Article
XXIV into the GATT) that regionalism, in the shape of (100 percent) CUs
and FTAs, was not generally considered, by the architects of the GATT or
by the United States, which was the chief proponent of multilateralism and
non-discrimination, as antithetical to the GATT and to these principles.

1. Nonetheless, the United States, long suspicious of discriminatory trade
arrangements, restrained itself from resorting to Article XXIV. The forma-
tion of the European Community in 1958 marked a partial watershed. The
United States puts its shoulder to the wheel and saw the Common Market
through, négotiating. around the different hoops of Article XXIV, emascu-
lating the Article somewhat so as to seek GATT approval of an imperfect
union (especially in regard to discriminatory preferences for the eighteen
ex-colonies in Africa that the Europeans insisted on retaining, requiring
therefore a waiver of GATT rules), all in the cause of what it saw as a
politically beneficial union of the original six nations that formed the
Community. But despite the enthusiasm of many to follow the European
Community with a NAFTA, and even a Pacific Free:Trade Area (PAFTA),
centred on the United States, nothing came of it: the United States
remained indifferent to such notions.®

2. There was an outbreak of FTA proposals in the developing countries
as well. While stimulated by the European examples, they were motivated
by the altogether different economic rationale formulated by Cooper and
Massell (1965a, 1965b), Johnson (1965) and Bhagwati (1968). This was
that, given any targeted level of import-substituting industrialisation, the
developing countries with their small markets could reduce the cost of
this industrialisation by exploiting economies of scale through preferential
opening of markets with one another.6 By the end of the 1960s, however,
the attempts at forming regional FTAs and CUs along these lines had also
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collapsed. The problem was that, rather than use trade liberalisation and
hence prices to guide industry allocation, the developing countries

attempting such unions sought to allocate industries by bureaucratic

negotiation and to tie trade to such allocations, putting the cart before the
horse and killing the forward motion. '

Thus, while the world was indeed filled with[proposals) for NAFTA,
PAFTA, LAFTA (the Latin American Free-Trade Area, replaced by LAIA,
the Latin American Integration Agreement, in 1980), and ever more in the
1960s, until one could be forgiven for imagining that a veritable chemical

revolution had broken out, regionalism had virtually died by the end of

- the decade, except for the orlgmal Eurogean Commumtx and EFTA,

1.3 The “Second Regionalism”: Revival in the 1980s

But regionalism' (i.e., preferential trade liberalisation) is now back. Those
who do not know the history of the “First Regionalism” are doomed to
extrapolate from the current political ferment in favour of FTAs and CUs

* and assume uncritically that regionalism is here to stay. Those who know

the history may make the reverse mistake of thinking that regionalism

" will again fail. I believe that careful analysis of the causes of the resurrec-

tion of regionalism suggests that regionalism this time is likely to endure.

Thd main driving forcelfor regionalism today is the conversion of the
United States; hitherto an abstaining party, to Article XXIV. Beginning
with the FTA with Israel (a reflection of the special relationship between
the two nations and hence of little general value), the FTA with Canada

marked a distinct change. Now the NAFTA is being negohated with

Mexico, and the Enterprlse for the Americas Initiative (EAJ) envisages
more FTAs with the nations of South America, with Chile at the head of
the line. |

The conversion .of the United States is of major significance. As the key
defender of multilateralism through the postwar years, its decision now to
travel the regional route (in the geographical and the preferential senses
simultaneously) tilts the balance of forces at the margin away from multi-
lateralism to regionalism. This shift has taken place in the context of an

- ant-multilateralist ethos that has reflected alternative but nonetheless

eventually reinforcing views:

~ « The “Memorial Drive” school” holds that the GATT is dead (Thurow:

Davos) or that the GATT should be killed (Dornbusch).?2 Regionalism is
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then presented in effect as an alfernative to multilateralism. This school,
aptly named in view of its funereal approach to multilateralism, has in-
fluence in Democratic circles and plays to the prejudices that one finds
i Congressional circles that mistakenly identify multilateralism with
America’s postwar altruism and regionalism (with its connotation of
“exploiting our own markets for ourselves”) with the presumed current
necessity finally to “look after one’s interests.”

~+ An alternative view is that regionalism is a useful supplement, not an
 alternative, to multilateralism. “We are walking on only two legs” is the
~ popular argument. That we may wind up walking on all fours is ignored.

« It is also often asserted that regionalism will not merely supplement
multilateralism. It will also accelerate the multilateral process: the threat of

~ going (unilateral and) regional will produce multilateral agreements that

may otherwise be held up. (However, this may be an optimistic view
since threats that have to be implemented and repeatedly made, as has
been the case with US regionalism, are not efficient threats; and they
change external perceptions about what US trade policy priorities are,
quite regardless of what the United States asserts to be its true intentions.
In fact, the taking of two roads simultaneously can affect adversely the
travel down one, as I argue below at length.)

« The panic over the continuing payments deficit has also fed demands
for “quick” results on trade (although the two issues are broadly delink-
able: payments surpluses and deficits are macroeconomic phenomena that
are not influenced in any predictable way by trade policy changes whose
impact on the difference between domestic savings and investment, if any,
can come in different ways that can go in opposing directions). Asso-
ciated with this has been impatience with the pace of the multilateral
trade-negotiating process and the non sequitur (examlned below) that -
regionalism necessarily works faster.

* In addition, “Europe 1992” and the impending integration of Eastern

Europe into the European Community have reinforced, as the formation |

of the Common Market did with many three decades ago, those in North
America who feel that a countervailing bloc must be formed there as well,
Indeed, the fear that European investments would be diverted to Eastern

- Europe, once it is integrated with the European Comrhunity, was cited by

President Salinas of Mexico as a factor decisively pushing him toward the
Mexico~US FTA: this would, he felt, enable Mexico to get the invest-
ment needed from America and Japan.
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» There are strong non-economic, political and cultural factors also driv-
ing Mexico toward an FTA with its northern neighbour. Just as the Turks
since Ataturk have tried to seek a European rather than an Arab (or
Islamic) identity, the Mexicans clearly now seek an American future rather
than one with their southern neighbours. The Hispanic (economic) destiny
that many in America fear from illegal immigration and integration with
Mexico has its flip side in the American (economic) destiny that Mexico’s
reforming elite, trained in the top universities in the United States, hope
for., : '

- The offer in June 1990 by President Bush to get more nations from
South America to join the United States in an FTA, as part of a general
package of economic initiatives to assist these nations, reflects the com-
pulsions that the debt crisis there imposes on American policy to respond
in a regional framework to ensure that this crisis remains manageable and
does not engulf the United States, whose banks are principally endangered
by it. C ' ‘

+ Then again, the response of South American nations to the prospect of
FTAs with NAFTA, and in some cases with one another first and then -
joining up with NAFTA, has been enthusiastic. This time around, the
* prospects are better that in the 1960s. Quite. simply, there is now a
marked shift in economic thinking towards trade liberalisation and market
forces. The macroeconomic crisis of the 1980s has fed the movement to
microeconomic reforms, much as it is currently doing in India. The -
changed economic and political attitudes are comforting to those of us
who went into the trenches to fight these battles as early as the 1960s. It
is also amusing to see those who dismissed our arguments as “reaction-
ary” or “ideologicdl” then, now embracing these ideas and policies and
the leaders who are implementing them, with no apologies to us and with
a facade of independently-obtained wisdom. But, frankly, it is .good to
have them finally on the right side; and it is good to have been in the
right. | 7

- Finally, the conjunction of the two dramatic events, “Europe 1992” and
the US—Canada FTA, even though fortuitous and prompted by different
motivations and historical circumstances, certainly has created a sense
elséwhere that regionalism is the order of the day, and that others must
follow suit. In the Far East, for instance, there has been a sense that a
Japan-centred regional bloc may be necessary in a bloc-infested world,
and Malaysia has actively sought a Japan-centred Asian bloc to rival and
confront the US-led Americas bloc.
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1.4 Regionalism versus Multilateralism: Key Questions

I suspect therefore that the “Second Regionalism” will endure: it shows
many signs of strength and few points of vulnerability. But if so, those of
us who see virtue in a rule-based, open and multilateral trading system

must ask searching questions as to its compatibility with such discrimina-

tory trading arrangements. In particular, two major queshons must be
answered:

-+ Is the immediate impact effect of such preferential trade blocs, whether
CUs or FTAs, to reduce rather than increase world welfare? |

» Regardless of the immediate impact effect, will regionalism lead to non-
discriminatory multilateral free trade for all, through continued expansion
of the regional blocs until universal free trade is reached, or will it frag-
ment the world economy? And will, in any event, such a dynamic time-
path show that regionalism will get us closer to the goal of multilateral
free trade for all than multilateralism as the process of trade negotiation
-will?

I shall now treat each of these two important, and distinct (if at times
- analytically interrelated), questions in turn.

1.5 The Static Impact-Effect Question

The question of the static impact effect of preferential trade arrangements
such as FTAs and CUs is, quite simply, the question raised by Viner
(1950): would not such discriminatory arrangements ‘be¢frade- dlverhn
rather tha rade—creatm 79

It is Importan{: to raise this question because, as Vmer taught us, FTAs
and CUs are two-faced: they liberalise trade (among members), but they
also protect (against outsiders). The important issue therefore is: which
‘aspect of an FTA or a CU-is dominant? Or, to put it in the economist's
. language: is a particular FTA or CU trade-diverting (that is, taking trade
away from efficient outside suppliers and giving it to inefficient member
countries) or trade-creating (that is, generating trade from one more effi-
cient member at the expense of another less efficient member)?

Sadly, one might have scanned the leading articles, the editorials, and
the Congressional testimony when the renewal of[fast-track authority for
the extension of NAFTA to Mexico was being debated in 1991, looking
for references to trade diversion—and find scarcely any. Astonishingly, it

K
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was not just the politicians and lawyers for Mexico’s lobby who equated

- the FTA with (non-discriminatory) free trade; reputed economists did so

too.10
What can we say about this issue? In particular, what can we propose to

ensure that, if CUs and FTAs are to flourish, they do not become trade-
diversionary? Article XXIV's injunction not to raise the CU’s or the FTA’s
average external tariff can be interpreted as a precaution against trade di-

' version and harm to outside GATT members, though (as argued below)

this is not a satisfactory way to do it.
In essence, there are three approaches to containing the fallout of trade

diversion from CUs and FTAs.

1.5.1 Converting Preferential CUs and FTAs info (Geogmph:cally)
Regional Blocs .

It is occasionally argued that we should encourage geographically proxi-
mate countries to form CUs and FTAs, discouraging geographically dis-
tant countries from doing so since the latter would be more likely to be
trade-diverting.!® This is a misguided prescription in my view, for several
reasons. | |

To see this, it must be first appreciated that it rests on a syllogism. The
first premise is that a CU or FTA is more likely to create trade and thus
raise welfare, given a country’s volume of international trade, the higher
is the proportion of trade with the country’s CU or FTA partners and the
lower is this proportion with the non-member countries. The second
premise is that countries sharing borders, or closer geographically to one

_another, have higher proportions of trade with one another than countries

further apart do.

The first premise is, of course, well known to trade economists from the
early post-Vinerian theory, as developed by Lipsey (1958). But Lipsey's
argument focuses on the relative sizes of imports from each source vis-a-
vis expenditure on domestic goods as the key and decisive ‘factor in -
determining the size of losses and gains from the preferential cuts in trade
barriers.12

While the hkehhood argument is valid within the Lipsey model, it must
be noted that it is only that. Thus, for specific CUs and FTAs, the actual
welfare effects will depend, not merely on the trade and expendifure
shares 4 la Lipsey but also on the substitution at the margin between com-
modities. Thus, for instance, the substitution between non-member goods
and domestic goods may be very high, so that the costs of discrimination
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would tend to be high as well, ceteris paribus. In short, it is important to
guess at substitution elasticities among goods as well as trade shares, with
- and between members and non-members of CUs and FTAs, to arrive at a

better picture of the likely effects of spec:ﬁc CUs and FTAs tha’t may be
proposed.

As for the second premise, I have problems with this too, as a policy
guideline. If I had access to captive research assistance and.funds, I could
examine whether, for all conceivable combinations of countries and dis-
tances among them, and for several different time periods, the premise is
valid. I do not, so I must rely on casual empiricism and a priori arguments.
Compare, for instance, the trade throughout the 1960s between India and
Pakistan with that between India and the United Kingdom or the then
USSR. The former trade has been smaller than the latter. Borders can
breed hostility and undermine trade, just as alliances among distant coun-
tries with shared causes can promote trade (Gowa and Mansfield, 1991).
The flag follows trade; and trade equally follows the flag which, at least
in the I9th-century European expansion, was not directly across the
European nations’ borders. Again, even if the premise”is statistically valid
for any set of observations, it may be a result of trade diversion itself:
proximity may have led to preferential grant of concessions such as OAP
‘and GSP at the expense of countries elsewhere.

In short, prescriptions to confine CUs and FTAs only to geographically
proximate countries are not defensible because both premises have prob-
lems: the former is, at best; a likelihood proposition that should not be
applied to specific situations where the welfare impact depends critically
on other variables as well, whereas the latter does not have a firm empiri-
cal or conceptual basis.

But possibly the most damaging criticism that o one can make of such a-
prescription is that it concentrates, at best, on the static impact-effect
question and ignores the more important dynamic time-path question. By
. prescribing that we must rule out “distant” country unions, as between
the United States and Israel and Chile, we would make the CUs and FTAs
more exclusive and less open to new members, undercutting the objective
of moving speedily towards the shared objective of (non-discriminatory)
multilateral free trade for all. That would be tragic indeed.

1.5.2 Designing Disciplines to Minimise Trade Diversion

A different, and my preferred, approach is not to pretend to find rules of
thumb to exclude CUs and FTAs “likely” to be trade-diversionary, but -
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rather to examine the different ways in which trade diversion could arise
and then to establish disciplines that would minimise its incidence.

1.5.2.1 Article XXIV In a sense, Article XXIV (paragraph 5) seeks to
do this by requiring that CUs, which must have a common external tariff,
should ensure that this common tariff “shall not on the whole be higher or
more restrictive than the general incidence of the duties and regulations
of commerce applicable ... prior to the formation of such a union.” For
FTAs, the rule is that the ‘duties and other regulations of commerce’ are
not to be “higher or more restrictive” than those previously in effect.

Evidently, when tariffs change, as in CUs, and some increase and others
fall, the scope for skulduggery arises again, since Article XXIV leaves the
matter wholly ambiguous. As Dam (1970, p. 217) has noted: “these ambi-
guities plagted the review by the CONTRACTING PARTIES to the EEC
Treaty of Rome—The Six, having used an arithmetic average, refused to
discuss the best method of calculation, because in their view paragraph 5
did not require any special method.” :

Besides, it is evident to trade economists that maintaining external
tariffs unchanged is, in any event, not the same as eliminating trade di-
version. What can be said is that, the Jower the external barriers, the less
is the scope for diverting efficient foreign supplies to member countries. A
desirable discipline to impose on CUs and FTAs would thus be to require,
for Article XXIV sanction, that one price to be paid must be the simulta-
neous reduction of the external tariff (implicit and explicit), pro rata to the
progressive elimination of internal trade barriers.

Possible ways of ensuring this may be indirect disciplines. One way
would be to modify Article XXIV to rule out FTAs with diverse tariffs by
members? and to permit only CUs with common external tariffs (CETs).
With most tariffs bound, this would ensure that for the most part a sub-
stantial downward. shift in tariffs would be a consequence—that, say, -
Argentina or Brazil would be lowering her trade barriers, not that the
United States would be raising hers. Since regionalism is probably going
to be a matter of low trade barrier hubs such as the United States and
Japan, joining with their respective regional spokes, this insistence on
CUs could perhaps produce excellent results. '

An alternative, and surer, way would be to insist on CUs but also

“ write into Article. XXIV the requirement that the lowest tariff of any

union member on an item before the union must be part of the CET of the
union. '
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1.5.2.2 Articles VI and XIX: AD and VERs But none of this is
enough today. For the trade economists who work in a sustained way on
the problems of the world trading system are aware that protection today
‘takes the form of unfair capture of fair trade mechanisms such as anti-
dumping (AD) actions and of voluntary export restraints (VERs); countries
today thus have access to selective and elastic instruments of protection.14
Given this reality, even the modification of Article XXIV, to ensure that
the external (implicit and explicit) tariff barriers come down as a price for
CUs to be allowed under GATT rules, will leave open a gaping hole that
would be tantamount to an open invitation to trade diversion by these -
-preferential arrangements. In fact, trade creation can degenerate rapidly
into trade diversion, when AD actions and VERs are freely used. .

Imagine that the United States begins to eliminate (by outcompeting) -
an inefficient Mexican industry once the FTA goes into effect. Even
though the most efficient producer is Taiwan, if the next efficient United
States outcompetes the least efficient Mexico, that would be desirable
trade creation (though the best course would be free trade so that Talwan :
. would take more of the Mexican market instead). '

But what would the Mexicans be likely to do? They would probably
start AD actions against Taiwan, which would lead to reduced imports
from Taiwan as the imports from the United States increased, leaving the
Mexican production relatively unaffected: trade diversion from Taiwan to
the United States would have occurred. Similarly, the effect of Mexican -
competition against the United States could well be that the United States
would start AD actions and even VERs against Taiwan.

My belief that FTAs will lead to considerable trade diversion (because
of modern methods of protection, which are inherently selective and can
be captured readily for protectionist purposes) is one that may have been
borne out in the European Community. It is well known that the European
Community has used AD actions and VERs profusely to erect “Fortress
Europe” against the Far East. Cannot much of this be a trade-diverting
policy in response to the intensification of internal competition among the
member states of the European Community?15 '

Two conclusions follow: (1) If inherently dlscrlmmatory regionalism is
to flourish, as seems likely, then we need greater discipline for AD actions
and VERs; Article VI needs reform and Article XIX needs compliance
alongside the elimination of VERs (as the Dunkel draft on the MTN
recommends). (2) This also implies that regionalism means, not the redun-
dancy of the GATT, but the need for a stronger GATT. Those who think
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of the two as alternatives are prisoners of defunct modes of thinking,
based on the days when protection was a different beast.

1.5.2.3 Judging Trade Diversion Case by Case While the fore-
going analysis embraces a set of policy-framework and incentive-creating
reforms to minimise trade diversion, an alternative approach to the prob-
lem could be in terms of a case-by-case approach where the approval by
the GATT of a proposed CU or FTA would depend on the evaluation of

" its trade-creating and trade-diverting effects and the requirement that the

net anticipated effect be trade-creating.

McMillan (1991) has argued this in an ingenious paper!® which pro-
poses a simple test of admissibility: “does the bloc result in less trade
between member countries and outsider countries?” Based on the welfare
economics of CU theory, this is an aggregative test and therefore has
some obvious analytical problems. It is also subject to the problem of
computing plausible trade outcomes. It is hard enough to apply it ex post;
ex ante, as a test of admissibility, I see little prospect of its being effec-
tively used to exclude any proposed CU or FTA.

Its main merit is its apparent simplicity and its better groundmg in eco-
nomic theory. I therefore endorse the advisability of some version of the
McMillan test replacing in Article XXIV the current requirement not to
raise the average external tariff. But I see it as doing little in practice to
avoid trade diversion. For this, we will have to rely on changing the
incentive structure, including through suitable constraints imposed by
stricter discipline on selective and elastic targeting of foreign suppliers.
The issue of constraining trade diversion from proliferating preferential
groupings is so important that it may not be a bad idea to combine the
proposals made by McMillan and myself, rather than to treat them as
alternatives.

1.6 The Dynamic Time-Path Question

- The question of the dynamic time-path is particularly difficult: it is almost

virgin territory.

Perhaps the theoretical approach to CU theory that appears to be most
relevant to this problem is that of Kemp and Wan (1976). In contrast to
the Vinerian approach, Kemp and Wan make the external tariff
structure endogenously determined for the CU such that it improves the
CU members’ welfare while maintaining the outsiders’ welfare unchanged.
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This restores the. pre-Vinerian intuition that a CU should be welfare-
improving. The problem with the operational significance of the Kemp—
Wan argument is that it really is an existence argument, without any '
structure being put on it within the context of a specific model so that we
can develop intuition about what the external tariff structure for such a
Kemp—Wan CU would be.!” But that any subset of countries could form an
uriambiguously (world) welfare-i 1mprov1r1g union is defmltely established
by Kemp and Wan.

This also implies that the time-path to U* (see figure 2.9, this volume)
achieved under multilateral free trade as the optimum optimorum, can be
made monotonic.’® But what it does nof say is that the union will neces-
sarily expand and, if so, in a monotonically welfare-improving manner.
For that answer, we must turn to the incentive structure that any CU pro- -
vides to relevant “groups” for further expansion of the CU. ’

The incentives in question need not be economic incentives. In fact, it is
hard to imagine that the arbitrary groupings of countries that seek FTAs
and CUs are dependent on economic arguments as their key determinants.
Often, politics seems to drive these choices of partners, as in the case of
the European Community, and now in the case of FTAs throughout the
Americas. This also accounts for the occasional non-regionally proximate
choices of partners in such blocs: e.g., the United States and Israel, and
Pakistan, Iran and Turkey in the early 1960s. But that economic factors
contribute to the incentives for such blocs to be formed is not implausible.
Thus, for instance, Edward Mansfield, a Columbia University political sci-
~ entist, has suggested that trade blocs will tend to be formed by security-
driven allies because the gains from trade from them will accrue to friends
rather than foes.1? ,

A meaningful examination of the incentives to form and to- expand
trade blocs will therefore have to be in the new and growing field of
political economy-theoretic analysis. I believe that the models within
which we investigate these issues will have to distinguish among at least
three kinds of “agents,” which I will detail below with illustrations of the
kinds of arguments which we would find relevant:

« Governments of member countries: whether a CU will expand or not will
depend partly on the willingness of the CU authorities to do so. This will
be affected by ideas and ideology. Here I worry that CUs will be under
‘pressure #ot to expand because one possible reaction to a CU will be: “we
are already a large market, so what do we really stand to gain by going
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through the hassle of adding more members?” This is what I call the “Our
Market Is Large Enough” syndrome. I think, as Martin Wolf has often
noted, that large countries tend to be more inward-looking for precisely
this type of reason.

In addition, the expansion of the CU to include any specific set of out-
side countries will imply differential aggregate-welfare effects for current -
members, implying in turn differential incentives for member countries for
and against the expansion.?° In this context, a CU (which generally
includes transfers among members) may-be more expansionary (3 la
Kemp-Wan argumentation) than an FTA, though a CU that simulta-
neously seeks political integration may be less willing to expand.

« Interest groups in member countries: We need also to consider how inter-
est groups, who lobby for or against CU expansion, will behave. Again,
since CUs are a balance of trade-creating and trade-protecting forces, it is
-possible that the protectionists who profit from the diversion of trade
away from efficient suppliers abroad to themselves will line up against CU
expansion to include those suppliers. The problem then will be the ’These
Are Our Markets” syndrome.

This syndrome is not absent from the NAFTA scene, as many leader
articles and media quote from business groups testified during the fast-
track renewal. In fact, this syndrome was also present in the Eastman
Kodak pamphlet (Dornbusch et al., 1989) that I cited earlier. It is also a
sentiment that was beautifully expressed by Signor Agnelli of Fiat: “The
single market must first offer an advantage to European companies. This is
a message we must insist on without hesitation.”21 It is, of course, fine or
Signor Agnelli to express such sentiments: after all, Fiat has run for years,
riot on gas, but on VERs against the Japanese. But should economists also
embrace such sentiments?

« Inferest groups and governments of outside countries: The third set of
“agents” has to be the outside countries. Here, the example of a CU may
lead others to emulate and seek entry. Otherwise, the fear of trade diver-
sion may also induce outsiders to seek entry: Irwin’s marvellous study on
the historical experience with trade liberalisation in the 19th century
(1993) shows that the Anglo—French Treaty may well have served this
~ purpose. If so, this acts as an incentive to expand the CU.

This is clearly an uncharted area that is evidently the most interesting
for further analysis.2? I might add just one empirical-econometric study,
by Mansfield (1992), which takes trade data for 1850—1965, estimates an
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. Index of power distribution

Figure 1.1 _
Concentration of power in the world and global exports. Source: Mansfield (1992).

index of “power distribution” (reflecting, among other things, trade blocs

and economic power distribution) and comes up with figure 1.1. When

power was centred in hegemons, during periods of British and American

 hegemony, and when there was “anarchy,” the world economy was rela-

tively liberalised (in the sense that global exports: GDP ratio was high);
when there were a few middle-sized powers, as could happen with trade
blocs, the result was a smaller ratio of trade to GDP (figure 1.1). |

If Mansfield’s analysis is accepted, and if it is considered to be a reason-
able approximation to the question whether CUs will have expansionist
or protectionist outlooks (mapping perhaps also into their attitudes to CU
expansion or stagnation), then the presumption would be that historical
experience suggests that trade blocs will .fragment the world economy,
not go on to unify it. Of course, history does not always repeat itself. But
Mansfield’s work certainly suggests caution in place of the gung-ho
regionalism that has been urged by the Memorial Drive School.

To conclude, consider the following popular assertions .by the
regionalists: "

« regionalism is quicker;

- regionalism is more efficient; and

- regionalism is more certain.
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1.6.1 Is Regionalism Quicker?

‘The regionalists claim that the GATT is the “General Agreement to Talk
and Talk,” whereas regionalism proceeds quicker. But is this really so?

1. Historically, at least, the “First Regionalism” failed whereas the GATT
- oversaw the effective dismaritling of prewar tariffs in the OECD countries
and the enlargement of disciplines over NTBs at the Tokyo Round and
beyond. A little caution, to say the least, is necessary before celebratmg
regionalism’s quickfootedness.

2.-For those who believe that regionalism offers a quick route to effective
~ trade liberalisation, Dam’s analysis quoted above needs renewed atten-
tion. There is a world of difference between announcing an FTA or a CU
and its implementation, and the comparison is not pleasing if you are in
the regional camp.

3. As for speed, even the best example of regionalism, the European
Community, started almost four decades ago (1957) and is now into
1992. The “transition” has not therefore been instantaneous any more
than negotiated reductions of trade barriers under the GATT Rounds.

And this, too, despite the enormous pohtlcal support for a united
Europe.

4. Take agriculture. The record of regional trade blocs dealing with agri-
cultural trade liberalisation is either non-existent or dismal; the CAP is
- not exactly the European Community’s crowning achievement. In fact,
if it were not for multilateralism (i.e.,, the Uruguay Round and the coali-
tion of the Cairns Group that crystallised around the MTN), it is difficult
to imagine that the process of unravelhng the CAP could even have
begun. ' |
5. The (actual or potential) exercise of the regional option can also affect
the efficacy of the multilateral one. The unwillingness of the European
Community to start the MTN in 1982 and its largely reactive, rather than
leadership, role at the Uruguay Round, are in some degree a reflection of
its being less hungry for multilateralism given its internal market size and
preoccupations. Then again, is it not evident that, were it not for the
European Community, the capacity of the French (for whose political pre-
dicament one can only have sympathy, much as one deplores its conse-
quence for the willingness to liberalise agriculture) to slow down the
reform of the CAP and the liberalisation of world agriculture would have
been significantly less?
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6. Moreover, if regionalism is available as a realistic option, it will en-
courage exit rather than the seeking of voice and-even the manifestation
of loyalty to multilateralism:

+ This may happen at the level of the bureaucrats who wind up
preferring small-group negotiations among friends (code phrase: “like-
minded people”) to the intellectually and politically more demanding
business of negotiating with and for the larger community of trading -
nations. ‘

» Or else it may happen that, just as public choice theory & la Olson tells
us.in regard to the diffusion of consumer losses and concentration of pro-
ducer gains that favour protectionist outcomes, the proponents of region-
alism tend to be better focused and mobilised (they are often regional
“experts” and partisans who ally themselves with the preferred policy
options of the countries whose FTA cause they support), whereas the
support for multilateralism is often more diffused and less politically
effective and therefore takes second place when regionalism is on the
political scene. ‘ |
.+ Then again, regionalism may appeal to politicians since it translates
more easily into votes: the wooing of the Hispanic voters, by urging them
to identify with the FTA, was quite evident during the renewal of the
fast-track authority in 1991 for the NAFTA negotiations with Mexico.

» The support of business groups for multilateralism may also erode with
reg'ional alternatives because of two different reasons: (i) If one can get a
deal regionally, where one may have a “great deal of trade,” then one
may forget about the multilateral arena. Thus, if Canada could get the
United States to agree to a fairer operation of the unfair trade mechanisms
(a matter on which many Canadians today feel they were mistaken, with
Prime Minister Mulroney and Mr. Riesman talking about Americans be-
ing “thugs” or like “third world dictators”23), why bother to fight the bat-
" tles at the Uruguay Round where the powerful American manufacturing
lobbies, zeroing in with the European Community against the Far East,
seek instead to weaken the GATT rules? (ii) Again, one may get better
protectionist, trade-diversionary deals for oneself in a preferential arrange-
ment than in the non-discriminatory world of the GATT: e.g., Mexico’s
textile interests should benefit in the NAFTA relative to Caribbean and
other external competitors in the US market, weakening the Mexican in-
centive to push for reform in the MFA forthwith.

7. Finally, it is true that the free-rider problem looks difficult as the num-
beér of GATT members increases steadily. Yet recent theoretical work on
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GATT-style trade negotiations (Ludema, 1991) suggests that the free-
rider problem may not be an effective barrier to freeing trade. Moreover,
as Finger (1979) has pointed out, and as experience of inadequate GSP
concessions underlines, developing countries have not been able to
free-ride as much as their exemption from reciprocity under Special &
Differential (S & D) treatment would imply: the trade concessions on

‘commodities of interest to them have not gone as far as the concessions

on commodities of interest to other GATT members without such an
exemption. (Unconditional) MFN does not work in practice as well as it
should from the free-riders’ perspective.

1.6.2 Is Regionalism More Efficient?
Occasionally, one finds the regionalists erguing'that regionalism is also

more efficient: it produces better results. A typical argument is that, as part
of the NAFTA negohahons Mexico has accepted virtually all the US

~demands on intellectiial property (IP) protection. A story, told in devel-

oping country circles, serves to probe this assertion critically: Ambassa-
dor Carla Hills was on a tour of South America, extolling the virtues of
Mexico's “capitulation.” At a dinner in her honour in Caracas, she appa-
rently claimed: “Mexico now has world-class IP legislation.” At this point,

' President Carlos Peretz supposedly turned to his left and remarked: “But
~ Mexico does not have a world-class parliament.”

The true moral of the story, however, is that, as part of the bilateral
quid pro quos in an FTA or a CU, weak states may agree to specific
demands of strong states,?* in ways that are not exactly optimal from the
viewpoint of the economic efficiency of the world trading system. In turn,
however, these concessions can distort the outcome of the multilateral

negotlahons
This may well have happened with TRIPs and TRIMs at the Uruguay

" Round.?* As is now widely conceded among economists, the case for

TRIPs for instance is nof similar to the case for free trade: there is no pre-
sumption of mutual gain, world welfare itself may be reduced by any or
more IP protection, and there is little empirical support for the view that
“inadequate” IP protection impedes the creation of new technical knowl-
edge significantly.2® Yet the use of US muscle, unilaterally through
“Special 301" actions, and the playing of the regional card through the
NAFTA carrot for Mexico, have put TRIPs squarely and effectively into
the MTN.
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Again, a distorting impact on the multilateral trade rule from NAFTA
negotiations can be feared from the fact that, as a price for the latter to be
accepted by the Congress during the delicate renewal of fast-track au-
thority, the US Administration had to accept demands for harmonisation
in environment and labour standards by Mexico towards US standards. In
political circles this effectively linked the case for free trade with the
demands for “level playing fields” or fair trade (extremely widely inter-
preted),?” legitimating these demands and weakening the ability of econ-
omists and of governments negotiating ‘at the GATT (multilaterally for
arm’s length free trade) to resist this illegitimate constraint on freeing
trade.2® :

1.6.3 Is Regionalism More Certain?

Much has been made, in the Mexican context, of the argument that the
FTA will make trade liberalisation irreversible. But something needs to be
added here: :

. GATT also creates commitments: tariffs are bound. (Ti’liS does not
apply to concessions made under conditionality, of course, by the IMF or
the IBRD.) Mexico is a member, if recent, of the GATT.

+ Recall Dam (quoted above): Article XXIV is so full of holes in its disci-
pline that almost anything goes. Reductions of trade barriers can be
slowed down, as “circumstances” require, other bindings can be torn up
by mutual consent (an easier task when there are only a few members in .
the bloc but more difficult under the GATT), etc. |

« Recall, too, that regional agreements have failed (LAFTA) and stagnated
(ASEAN) as well. The current mood in Canada over NAFTA is sour and -
the MTN looks better in consequence.?? The sense, however, that the
United States has let Canada down and failed to live by the spirit of the_

FTA agreements will probably not endure. But who knows?

1.7 The United States: From “Piecemeal” to ”Programmatic”
Regionalism

Let me conclude by considering more specifically the US shift to region-
alism for the Americas in the perspective of the objective of arriving at
(non-discriminatory) free trade for all.

US regionalism, when presided over by Ambassador William Brock,
then the US Trade Representative, was not geographically-circumscribed
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regionalism. Rather, it was truly open-ended. Brock was known to have

offered an FTA to Egypt (along with the one to Israel) and to the ASEAN .

countries; indeed, he would have offered it to the moon and Mars if only

life had been discovered there with a government in place to negotiate

with. This regionalism was evidently motivated by a vision, even if
flawed,?® that saw regionalism as clearly the route to multilateralism: it
would go on expanding, eventually embracing many, preferably all.

By contrast, today’s regionalism, confined to the Americas by President
Bush’s men, lacks the “vision thing.” In fact, when allied with Secretary
Baker's recently reported admonition to the Japanese not to encourage an

Asian trade bloc, as suggested by Malaysia as a necessary response to the

European Community and US regionalism, the US policy appears to Asia
also to be self—contradlctory and self-serving: “regional blocs are good for
us but not for you” And it.simply won't wash, though Japan, fearmg
" further bashing, will be deterred for a while.
~ If America’s regionalism is not to turn into a piecemeal, world trading
system-fragmenting force, it is necessary to give to it a programmatic,
world trade system unifying format and agenda. One possibility is to
encourage, not discourage, Japan to line up the Asian countries (all the
way to the Indian subcontinent) into an AFTA, with the US lining up the
South Americans into the NAFTA, on a schedule, say, of-10 years. Then,
Japan and the United States, the two “hubs,” would meet and ‘coalesce
into a larger FTA at that point,®! finally negotiating with the European
Community and its associate countries to arrive at the Grand Finale of
multilateral free trade for all in Geneva.

Only such “programmatic” regionalism, in one of several possible var-
iants, would ensure that US regionalism was not perceived by Asia to be
hostile and fragmenting.*2 It alone would make regionalism less harmful

‘to the MTN and the GATT and more supportive of the cause of multilat- |

eral free trade for all.
1.8 Concluding Remarks

The question of regionalism is thus both a difficult and delicate one. Only
time will tell whether the revival of regionalism since the 1980s will have
been a sanguine and benign development or a malign force that will serve
to undermine the widely-shared objective of multilateral free trade for all.

My judgement is that the revival of regionalism is unfortunate. But,
given its political appeal and its likely spread, I believe that it is important
to contain and shape it in the ways sketched here so that it becomes max-
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imally useful and minimally damaging, and consonant with the objectives
of arriving at multilateral free trade for all.

Not.es ‘

This chapter reflects my personal views and bears no relationship to my position as Eco-
nomic Policy Adviser to the Director-General, GATT. Thanks are due to Robert Baldwin,
James Benedict, Richard Blackhurst, Christopher Bliss, Don Davis, Sunil Gulati, Douglas
Irwin, John McMillan, Arvind Panagariya, T. N. Srinivasan and John Whalley for helpful
conversations and suggestions.

Editorial Note: A figure and corresponding discussion that appeared in the original chapter
have been omitted from section 1.4 to avoid overlap with chapter 2 (this volume). ‘

1. The Vinerian approach to customs union theory has been carried forward by others more

. recently, chiefly by Berglas (1979) and Corden (1976). In addition, three alternative theoreti-
- cal approaches-can be distinguished: by Kemp and Wan (1976): by Cooper and Massell

(1965a, 1965b), Johnson (1965) and Bhagwati (1968); and by Brecher and Bhagwati (1981).
All four approaches are distinguished and discussed in the graduate textbook by Bhagwati
and Srinivasan (1983 Chapter 27) and in Bhagwati (1991a). Each is touched upon later in this

chapter.

2. Two points should be noted. First, there is a difference between intention and reality: as
argued below, the Article XXIV-sanctioned FTAs and CUs have never gone “all the way.”
Second, GATT's MFN is universal only for its members, so it falls short of total universal-
ism. but the important point to remember is that the GATT is open to membership to all
who meet the criteria for admission, and has generally been inclusive rather than exclusive.

3. Of course, this theory developed after the incorporation of Article XXIV into the GATT.
So its inconsistency with Article XXIV, on its own terms, is perhaps only an amusing obser-
vation. Note, however, that James Meade was a main actor in both. The argument is devel-
oped in two alternative ways in Lipsey (1960, p. 507) and in Johnson (1967, p. 203).

4. A substantially improved and more effectively functioning dispute settlement mechanism,
aimed at restoring GATT's legal discipline, is an important part of the 1992 “Dunkel draft”
of what the Uruguay Round should conclude. :

5. Japan in fact, appears to have probed the possibility of going into such an arrangement

‘with the United States as one of its partners in the 1960s but to no avail.

6. The question of ’ mulhlaterahsm versus “regionalism” surfaced at a different level even

~ within this preferential ‘trade liberalisation among the developing countries. Thus, in the

early 1960s, we were discussing whether the Cooper—Massell-Johnson—Bhagwati argument
should not be considered on a G-77-wide basis rather than for much smaller groups of
developing countries. This was the muin issue before a 1962 UNCTAD Expert Group in
New York, of which [ was a member, which met over three weeks to draft the recommenda-
tion that preferential trade liberalisation among the developing countries-be “multilateral,”
ie, G-77-wide, rather than narrowly focused. Unfortunately, the preferential arrangements
that were contemplated took the latter, narrower focus.

7. The MIT Economics Department is at 50 Memorial Drive in Cambridge, Massachusetts.
I obviously exclude the diaspora, including myselfl If the views expressed with Dornbusch
in an Eastman Kodak publication (Dornbusch et al, 1989) are a guide. Krugman may hold
one of the positions described above. This pamphlet makes somewhat odd and untenable
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statements about what the GATT does and does not do. Cf. Finger’s (1989) rather blunt
analysis of these assertions in The World Economy and my own complaints about the con-
fusions following from loose writing on trade-policy issues, and the resulting prostitution of
an important debate, in Bhagwati (1991b). Whether the Memorial Drive school has by now
under fire shifted its anti-multilateral stance and joined the more common view that region-
alism is a useful supplement, not an alternative, to multilateralism is ariyone’s guess, given
the conflicting reports one hears of its many oral pronouncements on the lecture.circuit from
its peripatetic members. But if it truly has abandoned its early vitriolic anti-GATT position, I
would be delighted in its demise.

8. I rely upon oral presentation at the 1988 annual meeting of the American Enterprise In-
stitute in Washington, DC. ‘ '

9. Defined in Vinerian fashion,-a trad_e-divérting FTA can still improve a member country’s
_ welfare but will generally harm outside countries. The focus below is on the impact on

others, as is presumably the intention also of Article XXIV's injunction not to raise the aver-
age external tariff. '

10. Aside from obfuscating the distinction between preferential and non-discriminatory
trade liberalisation, the pro-FTA economists got carried away by the “battle for Mexico.”
Thus, while it is perfectly possible for Mexico to gain much while the United States gains
little, a Whall Street Journal article by Dornbusch (1991) argued that trade with Mexico was
already largely free because of QAP provisions and the GSP (so that the union fears of job
losses, etc. were exaggerated), and simultaneously that Mexico would achieve prosperity
thanks to the FTA. It is, of course, possible to argue each position separately in the “seg-
mented markets” of Mexico City and - Washington, DC, turning arguments on their head as -
necessary for one's case. But it takes chutzpah to make the contradictory arguments in the
same article. :

11. [ must confess that I had not come across this prescription earlier. But in a report in the
Economic Focus column in The Economist in 1991, of a Jackson Hole Conference on FTAs, it
was attributed to Paul Krugman and Lawrence Summers.

" 12. See Lipsey (1960, pp. 507~8): “As far as the prices of the goods from a country’s union
partner are concerned, they are brought into equality with rates of transformation vis-3-vis
domestic goods, but they are moved away from equality with rates of transformation vis-a-
vis imports from the outside world: These imports from the union partner are thus involved
in both a gain and a loss and their size is per se unimportant; what matters is the relation be-
tween imports from the outside world and expenditure on domestic commodities: the larger
are purchases of domestic commodities and the smaller are purchases from the outside world,
the more likely is it that the union will bring gain. Consider a simple example in which a
country purchases from its union partner only eggs while it purchases from the outside
world only shoes, all other commodities being produced and consumed at home. Now when
the union is formed the ‘correct’ price ratio (i.e., the one which conforms with the real rate of
transformation) between eggs and shoes will be disturbed but, on the other hand, eggs will
be brought into the ‘correct’ price relationship with all other commodities—bacon, butter,
cheese, meat, etc., and in these circumstances a custorns union is very likely to bring gain, for
the loss in distorting the price ratio between eggs and shoes will be small relative to the gain
in establishing the correct price ratio between eggs and all other commodities. Now, how-
ever, let us reverse the position of domestic trade and imports from the outside world, mak-
ing shoes the only commodity produced and consumed at home, eggs still being imported
from the union partner, while everything else is now bought from the outside world. In these
circumstances the custorns union is most likely to bring a loss: the gains in establishing the
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correct price ratio between eggs and shoes are indeed likely to be very small compared with
the losses of distorting the price ratio between eggs and all other commodities.”

13. In any event, by encouraging rules of origin because the trade-barrier walls everywhere
are not equally high, FTAs encourage in turn the bureaucratic-cum-industry capture of the-
essentially arbitrary “local content” rules for protectionist purposes.

14. VERs are evidently selective by countries; AD actions are selective down to the level of
the firm, as Brian Hindley has often noted.

15. Brian Hindley and Patrick Messerlin are investigating this hypothesis for the GATT
Secretariat as part of a set of studies to support the 1992 GATT Annual Report on Region-
alism and Multilateralism, following the 1991 Annual Report on Trade and the Environment.

16. This paper has also been commissioned by the GATT Secretariat for its 1992 Annual
Report.

17. Christopher Bliss (1990) has recently made a valuable stab at this problem

18. Such time-paths are clearly not unique. Thus, for instance, any number of such paths
could be generated by relaxing the requirement that, at each stage, the non-union outside
countries be left only as well off as before the new expansion of the CU.

19. This argument is being investigated in Mansfield’s forthcoming paper for the 1992
GATT Annual Report.

20. This analysis must use the Brecher and Bhagwati (1981) approach to theorising about
CUs since it relates to analysing the effects of changes in domestic and external policies and
parameters on the distribution of income and welfare among member states.

21. Quoted by Wolf (1989).

22. Again, at the instance of the GATT secretariat, this question will be investigated in
depth for the 1992 GATT Annual Reporf by Bernhart Hoekman with Michael Leidy, and by
Edward Mansfield.

23. Those who think that much of Japan-bashing is not prejudiced may want to think about
the differential and exaggerated reaction in-the United States to the far more innocuous
remarks of Prime Minister Miyazawa and Speaker Sakarauchi.

24. In Mexico’s case, President Salinas’s political stake in getting an FTA w1th the United
States is vastly disproportionate to President Bush's.

25. TRIPs are trade-related IP provisions and TRIMs are trade-related investment measures.
The weakness of the case for their inclusion in the GATT, at least in the forms canvassed by
many lobbies, is discussed in Bhagwati (1991a).

26. It is not surprising therefore that the spokesman for TRIPs have shifted from utilitarian-
methods of argumentation to “rights”: they talk now of “theft” and “piracy.”

27. That the environmental and labour standards’ negotiations in NAFTA will be “parallel”
rather than “integrated” is of no consequence, any more than running the services negotia-
tions parallel to other negotiations at the Uruguay Round has been.

28. The danger posed by the proliferating demands for “level playing fields” or fair trade,
chiefly in the United States but elsewhere too, is extremely serious. It is analysed, and the
theoretical questions raised by it are noted, in Bhagwati (1992). The environment issue, in
particular, has been discussed in this context in the 1991 GATT Annual Report.
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29. Whalley's splendid study of the US—Canada FTA (1992) supports the sceptical views
that I have advanced of the prospect and wisdom of the “Second Regionalism.”

30. For reasons that I have already indicated above, regionalism is not quite the benign trade
policy that it is now popularly believed to be.

31. This would require discarding the extreme Japanophobia that characterises the so-called
“revisionists” who are really “regressionists” twice over: they use simple-minded regressions
to condemn Japan for its “closed markets” (e.g. that Japan's manufactures’ import share is
stagnant and/or low compared to others’) and they also wish to return the United States to
the Japan-bashing of the prewar period that had given way to sense and sensitivity in the
postwar years: cf. Bhagwati (1991a).

32. Saxonhouse’s excellent study (1992) only complements and underlines what I argue

here. T should add that while the United States signals a world trading system fragmenting

message to Asia through NAFTA, Mexico by contrast signals-a pro-world trade message. In_
joining in free trade with the colossus to its north, President Salinas boldly and effectively

tells the developing countries that free trade is good and not to be feared.
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2 - Preferential Trading Areas
and Multilateralism—
Strangers, Friends, or
Foes?

Jagdish Bhagwati and
Arvind Panagariya

The question of Preferential Trading Areas, as we should call them in
preference to Free Trade Areas and customs unions, phrases that falsely
equate them in the public mind and discourse with nonpreferential free
~trade, has not been distant from international economists’ thoughts and
concerns since the beginning of the postwar period when the architects of
the General Agreement on Tariffs and Trade had to confront PTAs and
accommodate them into the GATT via Article XXIV.1

Their wisdom became a center of analytical attention, especially at the
time of the steps taken to form the European Community by the Treaty
of Rome in 1957 and when, in what Bhagwati (1991) has called the period
of First Regionalism, other Article XXIV-sanctioned PTAs were consid-
ered and even attempted in other areas.? The theory of PTAs of Viner
(1950)—to which Meade (1955), Lipsey (1957, 1960), and other interna-
. tional economists at the time made important contributions—while pre-
ceding the formation of the European Community, developed more fully
as a result of that singular event. The attempts at providing a more realis-
tic rationale for the extension of such PTAs to developing countries, on
the other hand, as a way of reducing the cost of any targeted level of in-
dustrialization, came from Cooper and Massell (1965a, 1965b), Johnson
(1965), and Bhagwati (1968) at the time.?

It must be said that the First Regionalism was stlllborn beyond the
European Community (and its offshoot, the European Free Trade Associa- -
tion), there was practically no successful emulation of the European devel-

opments elsewhere. At the same time, given the fact that it arose over the -

concerns that such PTAs were not the same as nondiscriminatory freeing
of trade, the Vinerian theory was “static,” concerning itself simply with the

Originally published, as chapter 1, in The Economics of Preferential Trade Agreements, ed. Jagdish
Bhagwati and Arvind Panagariya (Washington, DC: American Enterprise Institute, 1996), 1—
78. Reprinted with permission. ‘
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issue as to when such PTAs would be trade-diverting or trade-creating,
thus diminishing or increasing welfare. ‘

The recent revival of interest in the theory of Preferential Trading -
Areas, marking what Bhagwati (1991) has christened the Second Region-
alism, has come instead from the conversion of the United States to pref-
erential trading arrangements, starting with the Canada-U.S. Free Trade
Agreement (CUFTA) and the later extension to include Mexico under the
North American Free Trade Agreement (NAFTA). This time around, the

- movement has extended equally to other areas, involving again develop-

ing countries on their own, as in the Southern Cone Common Market
(MERCOSUR), but with success rather than failure. '

In- 1982, the United States could not get multilateral trade talks started
at Geneva and hence turned to ever-expanding PTAs as an alternative
way of getting eventually to worldwide free trade. This has given the
theory of PTAs a “dynamic time-path” dimension (Bhagwati 1993a).
When would such an approach lead to a progressive freeing of trade bar-
riers through expanding membership (and/or accelerating multilateral

. trade negotiations in a benign symbiosis)? This is also a political econ-

omy-theoretic question, fitting nicely into the modern preoccupation of
economic theorists with questions relating to what policies emerge (that
is, with “public choice”) rather than what they should be (that is, with
“social choice”). , . |

From a policy viewpoint also, this revival of PTAs is an important de-
veloPmen’t. It was fed (if not led) by the U.S.-centered NAFTA and its
proposed extension to Chile and beyond, and by Asia-Pacific Economic
Cooperation (APEC), which some in the United States would like to see
turn into another PTA, and by the call of European politicians such as
Foreign Minister Klaus Kinkel of Germany- at the outset, and by many
others subsequently, to form TAFTA (a Transatlantic Free Trade Area).
With WTO jumpstarted and multilateralism functioning, the theoretical
and policy questions then must be confronted: should these proposals for
proliferating PTAs, especially when inclusive of hegemonic powers such
as the United States, be encouraged by economists?

In this chapter we undertake the following tasks. After reviewing
key phrases and concepts, we extend the “static” analysis of PTAs. This
enables us to examine several recent claims in favor of PTAs and per-
suades us to discard them as unpersuasive.

Specifically, our analysis enables us to examine and reject the much-
cited claim that it is wrong to worry about trade diversion and that PTAs
are generally as good as nonpreferential trade liberalization.
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Our analysis gives added insight into why the usual argument made
these days is mistaken. This is the argument that when countries joining a
PTA have large shares of their trade with one another and are thus “natu-
ral trading partners,” they need not fear losses. The nonhegemonic coun-
tries that are liberalizing with a hegemon- that. is generally open and
offering few new reductions of trade barriers, as is the case with Mexico
and with other potential NAFTA members outside of the United States
and Canada, could face the prospect of significant “static” welfare losses.

Next, we turn to the dynamic time-path question. In the policy context,
this necessitates our considering arguments as to why a proliferation
of PTAs, despite their creating a harmful] “spachetti-bow!”| phenomenon

in the world economy, may be beneficial because of their helpful con- -
sequences for the progressive freeing of trade and moving the  world
economy to worldwide free trade.

We systematize the current analytical contributions on this problem
and evaluate the current policy developments.? It is our view that PTAs
that are hegemon centered, as NAFTA is, are not the desirable way to
advance the cause of worldwide freeing of trade barriers and that it is
better to focus on WTO-centered MEN trade liberalization. By contrast,
we consider intradeveloping-country, non- -hegemon-centered PTAs, such
as MERCOSUR, in a more favorable light. First, however, we need to
clarify a few central phrases and concepts.

Phraseé and Concepts

Two phrases are frequen’rly used: PTAs and regionalism. The two signifi-
cant concepts are, first, trade creation and diversion and, second stum-

bling and building blocks.
Preferential Trading Areas

This term refers to FTAs, CUs (which also have a common external tariff),
and Common Markets (which additionally have freedom of internal factor
movement within the area defined by member states). All these arrange-
ments fall within the purview of GATT Article XXIV. Lesser forms have
traditionally been permitted for developing countries and come under
Economic Cooperation among Developing Countries (ECDC). We will
have something to say about that too, though our chapter will be almost
exclusively focused on Article XXIV-sanctioned PTAs and, within that
category, on FTAs in particular. :
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Regionalism

. This term has been loosely used by many, including us, as synonymous

with PTAs. Strictly speaking, however, regionalism refers to PTAs defined
by a geographic region. There is a school of thought (to which Lawrence

‘Summers and Paul Krugman have subscribed) that considers regional

PTAs to be a priori less likely to lead to static trade diversion than non-
regional PTAs and such regional PTAs to be therefore ipso facto accept-
able. This is a substantive issue that we will consider, as did Bhagwati
(1993a) in a preliminary way. Our focus, however, will be on PTAs, not
regional PTAs.

Trade Creation and Trade Diversion (Viner) I : X

The concepts of trade creation and trade diversion as two possibilities
that define the second-best nature of the static analysis of PTAs go
back to Viner (1950), of course. While .there are various ways in which
these two concepts have subsequently been deﬁned, we will use them (in
the theoretical analysis below) in the original Vinerian sense to mean
a shift of imports from an efficient to an inefficient source under trade
diversion, and a shift from an inefficient to an efficient source under trade

* creation.®

“Stumbling Blocks' and .‘.‘Bﬁilding Blocks”' (Bhagwati)

- The phraseology and conceptualization of PTAs that, in a dynamic time-

path sense, contribute to the multilateral freeing of trade either by pro-
gressively adding new members (down the PTA path to worldwide free
trade) or by prompting accelerated multilateral trade negotiations and are

thus building blocks toward the multilateral freeing. of trade and those that

T

do the opposite and hence are stumbling blocks to the goal of worldwide,

mulhlateral freeing of trade _owes tgﬂﬁ_.ha,qwatl (1991..77).and has been

adopted by Lawrence (1991) and others.6 Insofar as Viner’s trade .creation
and trade diversion concepts were designed to divide PTAs into those
that were good and those that were bad in the static sense, Bhagwati's
building block and stumbling block concepts are designed to divide PTAs
into those that are good and those that are bad in the dynamic, time-path
sense. :
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Rethinking Static Welfare Analysis

We now begin with the static analysis. Frankly, so much has been written
on the static analysis since Viner’s pioneering 1950 contribution, indeed
by virtually every important international economist, that one may think
that there is little to add.

The Issues Examined

Yet there is something to be gained by another, close look at the conven-
tional static analysis in view of several presuppositions, mostly favorable
to PTAs, which have recently been made by policy analysts.

It has been forcefully argued by Summers (1991, 299) in an influential
paper that international economists should not be preoccupied by trade -
diversion: “I find it surprising that this issue is taken so seriously—in
most other situations, economists laugh off second best conmderahons
and focus on direct impacts.” -

Our first reaction is to deny the premise of his analogy: economists_
faced with a second-best problem, typically do worry about that aspect of
the problem. Indeed, if the world was first best, market prices would re-
flect social opportunity costs, and there would be no need for cost-benefit
analysis for projects. The World Bank, where Summers served with dis-
tinction, would then have to close down most of its project-lending re-
search and analysis aimed at determining the shadow prices to be used in
judging the acceptability of projects.

Second, the problem of preferential trade liberalization is indeed an
inherently second-best problem since nondiscriminatory trade liberaliza-
tion is being ruled out. Ignoring this aspect is unwarranted.

Third, one should not confuse “second best” with “primary 1mpact "
First-best problems also are characterized by primary and total effects.

Fourth, if Summers implies that trade-diverting PTAs are a minor
nuisance, he is misled presumably by the fact that efficiency losses are
Harberger triangles and “small.” But such PTAs impose losses on member
countries also through tariff-revenue-redistribution, and these can be large:
they are rectangles, while the efficiency effects are triangles.

We also consider the contention in the recent policy debate that coun-
tries that trade with each other in larger volume than with other nations
are “natural” trading partners and hence that PTAs among them are likely
to be welfare enhancing to their members for that reason.
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This contention is further linked with the argument that “regional”
PTAs are desirable (in the sense of being more likely to create welfare
gains for their members) because geographically contiguous countries
(particularly if they share common borders) have larger volumes of trade :
with one another than with others.

Our analysis here challenges the premise that large volumes of initial
trade lessen the likelihood of loss from PTAs. Consequently, it also under-
mines the associated-contention that regional PTAs are more desirable.

We also question the alternative but related “natural trading partners”
hypothesis that regional PTAs are likely to improve welfare by conserv-
ing on transport costs. We show that transport costs by themselves do
not provide a reason for discriminatory PTAs.”

The Theoretical Analysis

Since' Viner's classic work in 1950, PTAs have been considered to. be
harmful both to member countries (whosé imports are the subject of the
trade diversion) and to the world when trade diversion arises, and to be.
welfare enhancing when trade creation occurs instead. This ambiguity of
outcomes, depending on the relative strengths of the two effects when a
PTA is formed, has been the principal reason for the debate among’econ-
omists as to whether a specific PTA is desirable.

We will begin the theoretical analysis below by showing, however, that .
the-conventional trade creation and trade diversion are not the entire story
in deciding on the welfare outcome for an individual member of a PTA.
Even if trade creation effects are larger than trade diversion effects so that
the union as a whole benefits, an individual member could lose on ac-
count of adverse income distribution effects arlsmg from tariff revenue
redistribution.

The redistribution of tariff revenue between member countries arises, of
course, from a shift in the terms of trade within the union. When a mem-
ber country lowers its tariff on the partner without lowering it on the rest
of the world, within-union terms of trade shift in favor of the partner (for
both existing and new imports from it). The extent of the unfavorable
redistributive effect on a member country is obviously determined by the'
degree of preferential access it gives to the partner country in relation to
the preferential access it receives from the latter: the greater the margin of
preference the country gives, the more it stands to lose. This implies that
when a country with a high degree of protection forms a PTA with a
country with relatively open markets, as in the case of Mexico and the
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United States, the former may well be faced with a net welfare loss. We
develop this theme and its ramifications, in the following analysis, using
simple models from the literature and distinguishing clearly among the
effects on member country and world welfare.

The Viner Model~—Constant Costs

The natural starting point for explaining the economics of regional inte-
gration is Viner's partial equilibrium model. This model does not fully
capture the effects noted above but is, nevertheless, an important step to-
ward understanding them. Assume that there are three countries, A, B,
and C. Countries A and B are potential union partners and C represents
the rest of the world. In figure 2.1, panels a and b, let MM, represent
A’s import demand for a specific product and PgEg and PcEc the (export)
supplies of the same product available from B and C, respectively. Fol-
lowing Viner, it is assumed that the supply prices of B and C are constant
at Ps and Pc, respectively. In panel a, the supply price of C exceeds that of
B and in panel b the opposite is true.
\*6 - In panel a illustrating the case of affrade-creating union,’ with an initial
nondiscriminatory specific tariff ¢, A imports OM, quantity of the good.®
All imports come from B so that A raises areas 1 and 2 in tariff revenue. If
A now forms an FTA with B, imports from B expand from OM, to
OMEpra. The tariff revenue disappears, but the price facing consumers
declines by t; A’s consumers capture the entire revenue in the form of
increased surplus. Because B is the lower cost source of the product, there
is positive trade creation and no trade diversion.® Working like non-
discriminatory free trade, the FTA yields to A and to the union a net gain
represented by areas 3 and 4.10

R -X_ I Panel b illustrates the case of a frade- dwerfmg union] Here B is the higher

cost source of the product with the result that, given a nondiscriminatory
tariff in A, all imports come from C. A imports OM, and collects areas 1
and 2 in tariff revenue. If A and B now form an FTA, imports expand to
OMra, but the source of their supply switches from C to B. Though the
reduction in A’s domestic price leads to some trade creation—increased
imports lead to a displacement of some inefficient domestic production
and increase in consumption in A—the switch to the higher cost source,
B, leads to a large trade diversion of OM, quantity of imports from C to
B. Thus, panel b shows a case where the union diverts trade from C, but it
also creates some trade. The gains to A are given by area 3 and the losses
by area 2. The loss of area 2 results from a deterioration in A’s terms of
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* Panel A. Trade-creating Union of A and B

Price
Effects on the Union
_ 1+2="Tariff Revenue Loss to A
P, + theee M, 1+2+3+4=GaininSurplusto A
P, + ¢ 3+4=Net Gain to A =Trade Creation Gain to Union
1
3
“r 2 4 | | =
PB. : ] ] EB
M,
0 M, Mera ' Quantity

* Panel B. Trade-Diverting Union of A and B

Price
: Effects on the Union ‘
1+ 2 =Tariff Revenue Loss to A
Py + 1+3=Gain in Surplus to A .
P4} + 3—2=Gain or Loss to A =Trade Gain or Loss to Union
1
-3 ' '
P - - Ey
2
P, = E,
M,
0 M, Mg Quantity

~ " Figure 2.1 (panels A, B, and C)
Constant costs, according to strictly Vinerian analysis.
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Panel C. General Equilibrium Analysis: Viner-Lipsey Model of Trade- -

Diverting Union

Y Effects on the Union
MN = Tariff Revenue in A = Terms of Trade Loss to A
QN = (MN — MQ) = Total Loss to A and to Union

CIS
\ CFTA

0 .M Q N X

Figure 2.1 (continued)

trade from Pc to Pg and takes the form of the excess of the loss of tariff
revenue (1 + 2) over that which is captured partially (1) by A’s consum-.
ers. Area 2 goes to pay for the higher cost of production in B than in C.

Now, unless cost differences between B and C are small, areas similar to
area 2 will be large in relation to the triangular areas of gain. The welfare
loss to A from the loss of revenue on diverted imports applies to the en-
tire initial quantity of imports, whereas the gain applies only to the change
in the quantity of imports. The FTA will be associated with trade creation
in some sectors and trade diversion in others. But since losses the likely to
be large in cases involving trade diversion, trade diversion in even a few
sectors can more than offset the gains arising from trade creation in a
large number of sectors. ‘

The trade-diverting case of panel b can also be illustrated in general
equilibrium by using the Lipsey (1958) version of the Viner analySIS as in
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panel c. There, the economy of A is specialized in producing at Y, with
YC and YB.the given, fixed terms of trade with C and B, respectively.

With an initial nondiscriminating tariff, A trades with C and consumes at
CB, winding up with welfare at U2. With the FTA between A and B, the
trade shifts to B. A winds up consuming at CF™ and its welfare is reduced
- to Uf. The welfare loss ON can then be seen as the difference between
the tariff-revenue or terms-of-trade loss MN and the gain MQ that comes’
from the ability to shift consumption from C to CFTAII (ON/ is the in-
come at domestic prices in the initial situatiori, and tariff revenue is MN,
the sum of the two yielding ON as national expenditure.)

A final and obvious point may be stressed concerning nondiscriminatory
trade liberalization by country A. In both the cases shown i in figure 2.1, A
obtains maximum trade gains and its welfare is improved relative to the
initial as well as the FTA equilibrium by a nondiscriminatory liberalization.
Such liberalization leads to the same equilibrium.in the trade-creating
union in panel a (as a limiting case) and eliminates trade diversion in the
case in panel b, amounting to free trade with the most efficient supplier
- for each commodity.

Partner Country’s Supply Curve Is Upward Sloped

Because of the assumption that the export-supply curves of both B and C
are perfectly elastic, the model in figure 2.1 leads to at least two unrealis-
tic outcomes.1? First, imports into A come from either B or C but not
both. Second, in the trade diversion case, the losses of A represented by
~area 2 are used up entirely to finance B's higher costs of production: the
partner country B makes no gain whatsoever. The model thus captures
only one side of the possibly “mercantilist” nature of trade-diverting
FTAs: country A can lose from its own (discriminatory) trade liberaliza-
_ tion, but country B does not gain from it.

A more realistic model allows the supply curve of one or both coun-
tries B and C to slope upward. In the interest of simplicity, we will allow
for an upward- sloped supply curve for only one country at a time. Figure
2.2 takes up the case when the partner country B's supply curve slopes
upward and that of the outside country C is horizontal. This case captures
the essence of the more general model in which the outside country’s
.-supply curve also slopes upward but is more elastic than the partner’s.
Figure 2.3 shows instead the case when the union is between A and C so
that the partner country’s supply curve is more elastic than that of the

outside world.
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Figure 2.2
Effect of union (A + B) with rising costs from partner country.

" In both figures 2.2 and 2.3, as before, we then let MAMA represent

the import demand for a product imported by A. The supply curve of the
product available from B is upward sloped and is represented by FgFg.

- Country C's export supply curve, represented by PcEc, is horizontal. The

tariff continues to be specific. Consider then figure 2.2 and three cases: an
initial nondiscriminatory tariff, free trade, and an FTA.

Under a nondiscriminatory tariff at rate ¢ per unit, supplies from B and C,
as perceived by buyers in A, are given by ESE. and PLEL, respectively.
Total-imports into A equal OQ; of which OQ; come from B and 0105
from C. Country A collects tariff revenue equivalent to rectangle GHNS.
The gains from trade for A amount to the area under the import-demand
curve and above the domestic price plus the tariff revenue, that is, triangle
KSG plus rectangle GHNS. For country B, the gains from trade equal the
area above EgEg and below the net price received, Pc, that is, area HUD.
Country C neither gains nor loses from trade. Table 2.1 summarizes this
information in column 1. '

Suppose instead the A decides to adopt a policy of free trade by elimi-
nating the tariff on a nondiscriminatory basis. The price in A declines to
Pc, imports from B do not change, and imports from C. rise by NR. Tariff
revenue disappears, but the gains from trade rise to KGS + GHNS + RSN:
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Effect of union (A + C) with rising costs from outside country.

there is a net welfare gain to A of RSN. The extra gain comes from
increased benefits to consumers and producers in A. The gains to country
B remain unchanged at HDU. Because of the perfectly elastic supply,
country C neither gains nor loses from trade before or after trade liberal-

ization by A. Therefore, the world as a whole benefits by area RSN. These

changes are sumimarized in column 2 of table 2.1.

Next, assume that A forms an FTA with B by eliminating entirely the
tariff on B but retaining it on C. Imports from B rise to OQ,, and those
from C decline to Q,Qs. Now B gains from the FTA due to an improve-
ment in its terms of trade. The net price received by the exporters of
B increases from Pc to P§, and the gains from trade to B rise to
HDU + GFUH. Country B gains from A’s liberalization.

Because imports continue to come from C before as well as after the
FTA and C's supply is perfectly elastic, the price in A is unchanged. But
now that there is no tariff revenue on goods coming from B, A’ gains
from trade decline by GFLH. Stated differently, A’s within-union terms of
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Table 2.1 :
Gains from Trade under Unilateral Liberalization and Free Trade Area (Country A plus

Country B)

Nondiscriminatory tarif  Free trade Free trade area (A and B)
(Initial situation) ' {FT) {FTA)
Country (1) (2) (3)
A KGS + GHNS ' KGS + GHNS + RSN KGS + GHNS — GFLH
- (A gains) (A loses)
‘B HDU - ' HDU (nochange) ~ HDU
: . : + (GFLH — FLU =) GFUH
: (B gains)
C 0 ‘ 0 (no chaﬁg_e) 0 (no change)

World KGS + GHNS + HDU KGS + GHNS+ HDU  KGS + GHNS + HDU
. , + RSN (World gains) — FLU (World losses)

Nofe: This table relates to figure 2.2 in the text.
a. World Welfare Loss from FTA compared with FT: FLU + RSN, -
b. World Welfare Loss from FTA compared with Initial Situation: FLU.

trade worsen by the full amount of the tariff liberalization country A loses
from its own liberalization. Because the FTA diverts imports Q;Q, from
the more efficient C to the less efficient B, A’s loss exceeds B’s gain by the
area FLU. The world as a whole loses by the same area FLU The last col-
umn in table 2.1 shows these changes,

It is now. evident that Summers’ earlier-cited argument that inter-
national economists should embrace PTAs because second-best “trade
diversion” worries are “laughable,” and that primary effects must be con-
sidered to be dominant, is misplaced when impacts on the welfare of spe-
cific countries are considered. The loss to A from its own preferenhal
liberalization arises primarily from the primary effect of these.!? If we as-
sume that the initial imports from the union partner are large, the loss to-
A in this wholly trade-diverting union is substantial and reflects the tariff
revenues lost on the original 1mports (plus these diverted imports) from
the partner country B,

Clearly, FTAs can give rise to large redlstrlbutlve effects (on original
imports) between countries. The amount of trade diverted (Q;Q,) may be
small, and the loss to the union from this trade diversion is small because
it is a triangle, but all this really has no relevance to our critique of
Summers as just concluded. | _

Next, our analysis casts doubt on the recent presumption that countries -
that trade with each other in large volume are “natural” trading partners
and regional arrangements among them must therefore be beneficial to
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them. It is not entirely clear from the literature what it means to be “natu-
" ral” trading partners.’4 A quotation from Summer? (1991, 297), however,
_ should help: “Are trading blocs likely to divert large amounts of trade? In
answering this question, the issue of natural trading blocs is crucial be-
cause to the extent that blocs are created between countries that already
trade disproportionately, the risk of large amounts of trade diversion is
reduced.”?s '

Later we consider this entire question of natural trading partners and
their desirability. But our analysis so far already provides a devastating
critique of the presumption advanced in favor of such natural trading
blocs. It is evident from figure 2.2 that the larger the initial quantity of
_ imports from a trading partner, the greater (not smaller) the loss to the
country liberalizing preferentially, ceteris paribus. That is to say, the more
natural the trading partner according to Summers’ definition, the larger
the loss from a discriminatory trade liberalization with it!

Finally, it has been frequently argued that, given today’s low levels of -
‘trade restrictions, preferential trading arrangements are unlikely to be
harmful: trade creation effects should dominate the outcome, making
PTAs as good as FT (free trade). But this argument, plausible as it sounds,
is contradicted by our analysis. Thus in figure 2.2, if the initial non-
discriminatory tariff is sufficiently high, an' FTA between A and B can
eliminate C as a supplier of the product. In this case, the FTA lowers the
internal price in A and gives rise to trade creation. Under some (admittedly
strong) conditions, this trade creation can outweigh the tariff-revenue loss
and may improve welfare. By contrast, if the initial tariff is low, the chances
are poor that the formation of the FTA will eliminate imports from C and
lower the internal price.

The Outside Country’s Supply Curve Is Upward Sloped

The conclusion that A’s preferential liberalization hurts itself and benefits
its union partner has been derived under the assumption that the supply
of B is less than perfectly elastic and that of C is perfectly elastic. In this
setting, the union partner is a less efficient supplier of the product than is
the outside world. What will happen if the situation was reversed such
that B's supply curve was perfectly elastic and C’s less than perfectly
elastic? .

This case can be analyzed by letting A form a union with C rather than
" B. In this case, analyzed in figure 2.3, an FTA lowers the price in A to Pc.
Though there is no gain to the union partner, A’s gain from the FTA
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Table 2.2
Gains from Trade under Free Trade Area (Country A plus Country C)

Nondiscriminatory tariff FTA (A and C)

Country (1) (2)

A KGS + GHNS KGS + GHNS + RSN +HWYZ (A gains)
'B HDU ZYD = HDU — WYU — HWYZ (B losses)

C 0 0 (no change)

World KGS + GHNS + HDU KGS + GHNS + HDU + RSN — WYU
(World may gain or lose according as RSN ¢ WYU)

-Note: This table relates to figure 2.3 in the text. Column 1 is identical to column (1) in table

2.1 and is reproduced here to facilitate comparison. The results under Free Trade are identical
between the two FTAs, (A and B) and (A and C).

(= RSN +HWYZ) exceeds that under nondiscriminatory liberalization
(that is, free trade) by the amount of tariff revenue (= HWYZ) collected
on imports from the outside country.’6 This case brings us back to the
conventional presumption that A’s liberalization should benefit it (though
the presumption that others should gain from the liberalization does not
carry through for the outsider country B that loses). The precise welfare
results, based on analysis of figure 2.3, are drawn together in table 2.2. |
This case clearly undercuts the arguments about the dangers of PTAs

“to country A that were made in the previous section. Therefore, it is im-

portant to ask how relevant this case is empirically. It is perhaps reason-
able to assert that a union partner is likely to resemble B in some products
and C in other products, and therefore the effect of the FTA will be am-
biguous in general. S

A common claim has been that NAFTA is likely to benefit Mexico be-
cause the United States the Canada are very large and therefore the most
efficient suppliers of a majority of Mexico’s products. Our analysis sug-
gests, however, at least two reasons why this conclusion is not warranted.

First, given that the outside world includes the European Union, Japan,

" China, Korea, Hong Kong, and numerous other outward oriented and

highly competitive countries, the conclusion that the United States and
Canada are the most efficient suppliers of a large majority of Mexico's
products is highly suspect. Indeed, if it were true we would be hard-
pressed to explain the persistent demands for antidumping and other

~ forms of protection in the United States.l” Second, recall that if the union

partner is a large supplier of imports, the tariff redistribution losses to A
in the case of trade diversion are large. Therefore, even if the union part-
ner is the most efficient supplier of the majority of A’s imports, losses
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may outweigh any gains. In the case of NAFTA, the United States does
account for a sufficiently large proportion of Mexico’s imports for us to
conjecture plausibly that the tariff-redistribution losses in trade-diversion
cases could outweigh the gains in trade-creation cases.

This analysis has an important qualification that will be discussed in the
next section. Before doing so, we mention two additional possibilities that
are worthy of brief consideration: first, export-supply curves are upward
sloped for both B and C; second, the products of A, B, and C are imperfect
substitutes. In either of these cases, the small-country and small-union
assumptions are violated, and a complete. elimination of the tariff by A,
whether on a discriminatory or nondiscriminatory basis, is not the optimal
policy.?® We will look at the second case in detail [a bit later].

‘But here we note that our conclusions remain valid under the follow-
ing circumstances. In case one, if the elasticity of supply of the outside
country is high in relation to that of the union partner, B, a discriminatory -
tariff reduction is likely to hurt A itself while benefiting B. In case two,
analyzed later in the chapter, if B's goods are poor substitutes for A’s
goods but not C's, as seems entirely plausible, discriminatory liberaliza-
tion by A will hurt A itself and benefit the union partner, B, even at con-
- stant terms of trade, whereas the terms of trade effects will reinforce this
_outcome. Before we present this analysis in detail, an important qualifica-

tion to figures 2.2 and 2.3 must be noted.

A Qualification and Modification

Figures 2.2 and 2.3 capture the essence of a large body of the literature on
regional arrangements that emerged in the 1950s and 1960s. But these
figures have an important limitation that has been ignored entirely in the
literature until recently. They implicitly assume that either (I) the partner
country maintains the same tariff as A on the product under consideration
(that is,.the arrangement is a- Customs Union), or (2) the product is not
“consumed in the partner country. Let us explain why. '
Consider first the case depicted in figure 2.2. The common practice in
the literature, as in our foregoing analysis, has been to assume that post-
FTA prices in a member country are determined by the price in the out-
side country, C, plus the country’s own tariff. As Richardson (1994) has
noted recently, however, this assumption is incorrect in general. It implies
that, if tariffs in A and B are different, producer as well as consumer prices
in A and B are different. But given duty-free movement of goods pro-
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duced within the union, producer prices between A and B must equalize
under an FTA.

Assume that the tariff on the product under consideration is lower in B
than in A, violating condition one above. In figure 2.2, recall that EgEp is
B’s supply curve for exports, that is, output supply net of domestic con-
sumption. Under a nondiscriminatory tariff in A, B's producers sell OQ; in
A. Because the net price received by exporters on sales in A is Pc, the do-
mestic price in B will also be Pc. If A and B now form an FTA and the
price in A remains P}, producers in B have no incentive to sell anything in .
their domestic market unless the price there also rises to P{. But given
that the tariff in B is lower than that in A, the price in B cannot rise to Pt,
and the entire quantity of the product previously sold in B is diverted to
A. The rules of origin can forbid the diversion of goods imporfed from C
to A but not of goods produced in B.»® Unless domestic consumption of
the product in B is zero (assumption two above), B’s export-supply curve
shifts to the right by the quantities demanded in B at each price, that is,
B's export-supply curve coincides with its output-supply curve.

Figure 2.4 lays out how the allowance for the diversion of B’s domestic
sales to A after the formation of the FTA affects our conclusions. It
reproduces figure 2.2, omitting ELEf. In the initial equilibrium, with a
nondiscriminatory ‘tariff in A, imports from B are OQ; as in figure 2.2.
After the FTA is formed, the expansion of exports is larger than that
given by point F. How much larger it is will depend on where B's total

supply curve lies. There are three possibilities.20 .

- First, if the total supply curve intersects MaM, above point S as
shown by SgSg, .the results of the previous section hold with a ven-
geance.?* Exports from B now expand more than in figure 2.2, and losses
to A from the transfer of tariff revenue are. larger. In this case, Bs pro-
ducers sell all of their output in A and receive the same price as A’s pro-
ducers, namely, Pt. The entire quantity consumed in B is imported from
C, with consumers paying a price lower than P¢. Country A imports from
countries B and C. '

- Second, suppose that B's supply curve intersects MaMp between S and
W, where the height of W is Pc plus the tariff in B. In this case, the price
in A is determined by the height of the point of intersection of B's supply
curve and MaMa. Because this price is below PL, a part of the lost tariff
revenue is now captured by A’s consumers. But we still have a tariff-
revenue transfer to firms in B. The transfer is larger the closer the inter-
section point of the two curves to S. Producers in B sell all their output in
A, A does not import anything from C, and B imports everything from C,
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The consequences of differing external tariff rates in members of a free trade area.

Finally, if B's supply curve intersects MMy below point W, the price
in A drops to the tariff-inclusive price in B given by the height of point
W. All of A’s imports come from B with producers in B selling in A as
well as B. Both consumer and producer prices equalize between A and B.
" In this case, the redistributive effect is a declining function of the tariff in
B. In the limit, if the external tariff in B is zero, the FTA leads to free trade
in A (just as in B). o

The case depicted in figure 2.3 is also modified along the lines of figure
2.4 if the'good in question is consumed in the partner country (C) and the
latter levies a tariff lower than that of A. To illustrate, assume that the
tariff in C is zero, and the demand for the product in C at Pc is larger than
B’s supply at that price. Then, B can sell all it wants to export at Pc to C.
In the post-FTA equilibrium, A’s imports come entirely from C, while B
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sells all its exports to C. The tariff revenue raised by A on imports from B
in figure 2.3 is no longer available, and A's gains from the FTA with C are
reduced to triangle RSN, the same as under unilateral, nondiscriminatory
* liberalization.

An Imperfect-Substitutes Model

An unrealistic implication of the model just explored in figure 2.4 is that,
under an FTA, either producers of B must sell all their output in A and
none in their domestic market (the first two cases) or consumers in A must
import everything from B and none from C (the last case). This conclusion
does not require a complete FTA; it can hold true even'in the presence of
a small tariff preference as long as external tariffs in the two countries are
different. A quick examination of the direction of trade data of member
countries of preferential trading arrangements such as the Association of
Southeast Asian Nations (ASEAN) and NAFTA shows that this outcorne
is inconsistent with reality.

A natural way to avoid these extreme results is o cast the analysis in
terms of a model with product differentiation. A fully satisfactory model
of this type requires the introduction of economies of scale and monopo-
listic competition or oligopoly. Such an elaborate model is beyond the
scope -of this chapter. But taking recourse to the Armington structure
whereby products are distinguished by the country of origin and drawing
on the Meade (1955) model, we take a first stab at the problem.

An important point to note at the outset is that when products are dif-
ferentiated by the country of origin, the small-country or small-union as-
sumption must be abandoned.22 If the product originating in a country is
not produced anywhere else, by definition, the country is a monopolist
for that product and cannot be a price taker in the world market.2? Our
approach below is to first consider the implications of FTAs at constant
‘border prices and then bring in the effects of changes in the terms of
trade.

Assume that there are three products denoted a, b, and c. Countries A,
B, and C specialize in and export a, b, and c, respectively. Choose the
units of each product so that its international price is unity in the initial
equilibrium. Focus as before on country A’s welfare. In the initial equilib-
rium, let A impose a uniform tariff f per unit on imports from B and C.

In figure 2.5 we measure A’s consumption of b to the right and that of
¢ to the left of the origin, O. Because b and ¢ are not produced in A, the
demand curves also represent import demands. Given the tariff f on b and
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Effect of a smaIl tariff preference by country Ato country B.

¢, (import) demand curves are represented by MRMR and Mg M5, The
demand curve for each product is drawn given the tariff rate on the other
product. Assuming substitutability, a reduction in the tariff on one prod-
uct shifts the demand curve for the other product toward the vertical axis.

Let us now introduce preferential trading through a small reduction in
the tariff on imports from B. Imports from B expand and generate a gain
equal to f,AM?Y and approximated by the vertically shaded area in figure
2.5. This is trade creation. But the reduction in the tariff on b also causes
an inward shift in the demand curve for ¢ as shown by the dotted curve.
There is trade diversion and.a corresponding.loss equal to tAMS and
approximated by the horizontally shaded area.?4

Is there a net gain or loss to country A? The answer depends on the
relative sizes of the two shaded areas.”For a small change in the tariff,
these areas are approximated by rectangles whose height equals f. There-
fore, the gain is larger than the loss if and only if the increase in the value
of imports of b at world prices is larger than the reduction in the value of
imports of ¢.2% If we now assume that the partner country’s good, b, and
A’s export good, a, are substitutes in- A’s demand, the preferential reduc-
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tion in the tariff lowers the consumption of good a and allows an expan-
sion of exports. Working through the trade balance condition, we can see
that the expansion of exports must expand total imports valued at world
prices. That is to say, imports of b expand more than imports of ¢ con-
tract. The area associated with trade creation in figure 2.5 exceeds the area
associated with trade d1ver31on the infroduction of preferential trading is
beneficial.

This result is attributed to Llpsey (1958) and hinges cr1l:1cally ‘on sub-
stitutability between demands for the partner country’s goods and export-
ables and constaricy of the terms of trade. For the moment, let us make
these assumptions and ask what happens as we continue to lower the tariff
on good b, holding the tariff on good ¢ unchanged. For each successive
reduction in the tariff, the height of the rectangle associated with trade
- creation declines but that of the rectangle associated with trade diversion
remains unchanged. Sooner or later, before the tariff on b goes to zero,
the gain from extra trade creation becomes smaller than the loss from ex-
tra trade diversion. Further reduchons in the tariff lead to a reductzon in
welfare.26

In sum, assuming constant terms of trade and substitutability between
imports from B and exports, a preferential reduction in the tariff on B's
goods first improves welfare and then lowers it. This relationship is -
shown in figure 2.6. As drawn, the level of welfare with a complete FTA
is lower than that in the initial equilibrium. But in general, we cannot tell
whether welfare rises or falls upon the establishment of an FTA.

The natural question then is whether we can establish a presumption
one way or the other. To answer it, let us examine the second-best opti-
mum tariff in the Meade model on B’s goods given the tariff on C’s
goods. As shown in Panagariya (1996b), this tariff can be written as

b - f
topr I 1 )
1+toP1' 1+I'C I—I-nba |

Mbe .

where 7, and 7, are country A’s compensated, crossprice elasticities of
demand for the partner country’s good with respect to the price of its
own good and that of the outside country’s good, respectively. These
elasticities respectively measure the degree of substitutability between the
partner’s and A’s own goods and that between the partner's and outside
country’s goods. |

If the two elasticities are equal, the optlrnum tariff on b is approxi-
mately half of the tariff on c. In applying this model and argument to the
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Effect of preferential tariff reduction and welfare.

real world, it is reasonable to expect, however, that the degree of sub-
stitutability is substantially higher between the imports from the two
sources, B and C, than that between imports from B and A’s exportables.
For instance, Chile’s imports from North America are likely to exhibit a
much greater degree of substitutability with goods from the Buropean
Union or East Asia than with its own exports. Given this fact, the opti-
mum tariff on b is higher than one-half of the tariff on the outside coun-
try’s goods. In the limit, if the cross-price elasticity of demand for B with
respect to the price of A is zero, the optimum tariff on b equals the initial
tariff on c. In terms of figure 2.5, exports do not change at all when pref-
erential trading is introduced and trade diversion exactly offsets trade
creation. In terms of figure 2.6, welfare falls monotonically as we lower
the tariff on b while holding the tariff on ¢ constant. |
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The analysis up to this point has assumed that the terms of trade are
constant, and it does not allow for the tariff-revenue-redistribution effect
discussed earlier.2” As already noted, with goods differentiated -by the
country of origin, the terms of trade cannot be assumed constant. The
derivation of the effects of preferential trading on the terms of trade in the

‘three-good model! is complicated. Fortunately, in a neglected but impor-

tant paper, these effects were worked out by Robert Mundell. To' quote
him, | '

1. A discriminatory tariff reduction by a member country improves the terms of
trade of the partner country with respect to both the tariff reducing country and
the rest of the world, but the terms of trade of the tariff-reducing country might
rise or fall with respect to third countries. '

2. The degree of improvement in the terms of trade of the partner country is like-
ly to be larger the greater is the member’s tariff reduction; this establishes the pre-

sumption that a member’s gain from a free-trade area will be larger the higher are
initial tariffs of partner countries (Mundell 1964, 8).

Not surprisingly, once the terms-of-trade changes are brought back into
the analysis, the “mercantilist” bias in results noted earlier (that is, that A
loses from its own liberalization) comes back even in the Meade model.28
We are once again driven to the conclusion that a high-protection coun-
try (Mexico) forming an FTA with a low-protection country (United
States) is likely to lose from the FTA. Observe that the terms-of-trade
effects are in addition to the likely losses from second-best considerations
at fixed terms of trade as discussed in figures 2.5 and 2.6.

Revenue Seeking

The conclusion that a country is likely to lose from its own preferential
liberalization can break down in the presence of 100 percent, perfectly
competitive, resource-using revenue-seeking activities.?? Given this type
of revenue seeking, each dollar’s worth of tariff revenue will be matched
by a dollar’s worth. of real resources used unproductively. The tariff reve-
nue is represented by the rectangle GHNS in figure 2.2, where A and B
form the FTA. This revenue is now lost in revenue seeking and will not
contribute to the country’s welfare. The introduction of preferential trad-
ing will then lead to a loss of tariff revenue in the amount GFLH, but

- it will generate an exactly equivalent gain from .a release of resources

employed in revenue seeking, leaving A’s welfare unchanged. For the
union as a whole, however, the reduced revenue seeking will generate a
net gain equal to GFLH. A large part of this gain, trapezium GFUH, will
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go to the partner country B, while the remaining part, triangle UFL, pays
for the cost of trade diversion. In sum, country A’s welfare does not
change while that of B rises.

Next, consider the case in figure 2.3 where A and C have the FTA in-
stead. Once again, the rectangle GSNH now will not contribute to the
country’s welfare in the initial equilibrium. But when preferential liberal-
ization is introduced, the internal price of A falls to the level shown by
point R and the rectangle (plus triangle SNR) becomes a part of the con-
sumers’ surplus and hence A’s welfare rises. Country B’s welfare does not
change.

Combining the two cases, we obtain the conclusion that, in the pres-
ence of 100 percent perfectly competitive revenue seeking, each partner
benefits unambiguously (or at least does not lose) from preferential trad-
ing. This conclusion undermines our argument that preferential liberaliza-
tion by a country with respect to its major tradmg partner is likely to hurt
itself and benefit its partner. .

We .suggest, however, that there are at least two reasons why we '
should not take this conclusion seriously. First, even though revenue
seeking is an important phenomenon in certain contexts and worthy of
analysis in its own right, it is hardly invoked when making major policy
decisions. We are not aware of a single reference to revenue seeking as a
major feason for NAFTA in the public debate in either Mexico or the
United States and Canada preceding its approval. Indeed, if we are to take
revenue seeking seriously, we should take it and other types of directly
unproductive profit-seeking (DUP) activities arising from all other policies
into account as well. Second, the twin assumptions of 100 percent and
'~ perfectly. competitive revenue seeking are unrealistic. Empirically, revenue
seeking is likely for several reasons to be a small fraction of the total
revenue, In particular, the operation of the “Brother-in-Law Theorem” and
of settled rules for allocation of revenues will often turn potential DUP
activities into transfers.

“Natural Trading Partners’’ Hypothesis and Regional PTAs

We now turn to the question of natural trading partners.>® As we noted
earlier, the “natural trading partners” phrasing and hypothesis (that PTAs
among them are more likely to beneficial) originated in Wonnacott and
Lutz (1989). Based on the work of Viner (1950), Lipsey (1960), and Johnson
(1962), these authors provided detailed criteria for determining whether
“or not a given set of countries constituted natural trading partners:
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Trade creation is likely to be great, and trade diversion small, if the prospective
members of an FTA are natural trading partners. Several points are relevant:

« Are the prospective members already major trading partners? If so, the FTA will
be reinforcing natural trading partners, not artificially diverting them.

.« Are the prospective members close geographically? Groupings of distant
nations may be economically inefficient because of the high transportation costs
(Wonnacott and Lutz 1989, 69).

Wonnacott and Lutz offered two further criteria, one based on com-
plementarity versus competitiveness of the economies and the other on
the countries’ relative levels of economic development. They noted, how-
ever, that these characteristics are “much more difficult to evaluate.” Be-
cause subsequent advocates of FTAs have not included these criteria in
defining natural trading partners, we will not discuss them.

For clarity, we will refer to the first two criteria spelled out in the above
passage from Wonnacott and Lutz as the “volume-of-trade” and “trans-
port-cost” criteria and examine them in turn.

The Volume-of-Trade Criterion The volume-of-trade criterion for
choosing natural trading partners and treating them as likely therefore to
be welfare enhancing to their members seems plausible at first glance but
is, in fact, treacherous for several reasons. |

First, the criterion is neither symmetric nor transitive. A lack of sym-
metry implies that country A may be a natural trading partner of country
B, but the reverse may not hold true. A lack of transitivity implies that
even if A is a natural trading partner of B, and B is a natural trading part-
ner of C, A may not be a-natural trading partner of C. Lest this be viewed
as a purely academic point, we note that the United States is Mexico's
largest trading partner, but the reverse is not true. Similarly, the United
States is the largest trading partner of both Canada and Mex1co but Can-
ada and Mexico have little trade with each other.

Second, the volume-of-trade criterion is premised on the view that a
larger initial volume of trade between potential partners implies a lower
likelihood of loss because of trade diversion. In terms of figure 2.2, this
implies that the larger is OQ;, the smaller is Q;Q;.

This is, however, an unsupported inference from the fact that, for any
given volume of initial imports (OQj), the higher is the partner country’s
initial share, the lower is the outside country’s share and hence the smaller
is the scope for diverting trade. Instead, what one needs to determine is
how likely is the actual trade diversion. Thus, for example, between two
alternate situations, one where Q;Q; (the scope for trade diversion) is
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twice as large as in the other, Q1(Q; (the actual trade diversion) could still
be only half as much. '

The underlying model that defines the trade volumes in different equi-
libriums may well imply then that the relationship between the initial
volume of imports from the partner country and the trade to be diverted
to it may be altogether tenuous.

Thus, consider the Lipsey (1958) analysis of the question, based on the
small-union version of the Meade model we have discussed.3! Lipsey, as
Bhagwati recalled in his earlier critique of the volume-of-trade criterion,
focused not on the initial volume of imports but “on the relative sizes of
imports from each source vis-a-vis expenditure on domestic goods as the
key and decisive factor in determining the size of losses and gains from
the preferential cuts in trade barriers” (Bhagwati 1993a, 34). Of course, on
the basis of equation I and the discussion of it, we can also conclude that,
in general in this model, the higher is the compensated crossprice elastic-
ity of its demand for the partner’'s good with respect to the price of its
own good relative to the crossprice elasticity of its demand for the good |
with respect to the price of the outside country’s good, the higher is the
likelihood that an FTA improves a country’s welfare. This general con-
clusion reduces to the Lipsey argument when the liberalizing country’s

preferences are of the CES variety.??
For a country such as Mexico joining the NAFTA with the United

States, we may well expect in fact the former elasticity to be lower than
the latter so that the welfare presumption for this “natural trading part-
ner” of the United States from NAFTA is ironically likely to be in favor of
trade-diversion effects dominating the outcome.

There is a further subtle point to be noted. In figure 2.6, starting from a
nondiscriminatory tariff, as country A lowers the tariff on B, trade share |
- shifts in favor of B at the expense of country C. That is, A and B become
more natural trading partners according to the volume-of-trade criterion.
Yet, once the tariff on B attains the second-best optimum, to o further
preferential liberalization is accompanied by a reduction in the welfare of
A. Thus, to the left of to . A and B are more natural trading partners than
to the right of it, but preferenhal tariff reductions in that range reduce
welfare.

Third, even this conclusion understates the folly of regarding a large
initial volume of imports as a benign phenomenon. It ignores the crucial
tariff-revenue-redistribution effect that we have highlighted. In FTAs
involving countries with asymmetric levels of protection and a high
volume of trade initially, the country with higher protection is likely to
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lose even if trade-creation effects dominate trade-diversion effects. Under
such circumstances, the net gain from trade-creation and trade-diversion
effects could likely be swamped by the loss from the tariff-revenue-
redistribution effect. The case for Mexico gaining from joining NAFTA
thus looks dismal on this account as well.

While, therefore, the volume-of-trade criterion for judging FTAs to be
benign is clearly to be rejected, linking it to regionalism and thus declaring
regional FTAs to be more benign than nonregional FTAs is additionally
wrong. There is no evidence at all that pairs of contiguous countries, or
countries with common borders, have larger volumes of trade with each
other than do pairs that are not so situated or that trade volumes of pairs
of countries, arranged by distance between the countries in the pair, will
show distance to be inversely related to trade volumes.33

This is evident from the somewhat aggregated destination-related trade
volume statistics for major regions in 1980, 1985, and 1990 in table
2.3.3% Then again, take just one telling example.?* Chile shares a common
border with Argentina, but in 1993 it shipped only 6.2 percent of exports
to Argentina and received only 5 percent of its imports from her (Pan-
agariya 1995b, tables 3 and 4). By contrast, the United States does not
have a common border with Chile but in 1993 accounted for 16.2 percent
of her exports and 24.9 percent of her imports. The volume-of-trade cri-
terion then would make the United States, riof Argentina, the natural
trading partner of Chile, clearly controverting the claim that the volume-
of-trade criterion translates into a regional criterion.

. As contended by Bhagwati (1993a), the equation by Krugman (1991a)
and Summers (1991) of the two concepts of volume of trade and region-

- alism (whether of the distance or the common border or contiguity vari-

ety) is therefore simply wrong.

Nonetheless, Frankel and Wei (1995) have recently argued otherwise,
claiming that their empirical work favors the Krugman-Summers assertion.
They use the gravity model as their basic tool to conclude that “proxim-
ity is in general an important determinant of bilateral trade around the
world, notwithstanding exceptions like India-Pakistan and -other cases.”

But this misses the point at issue. What is at stake is not whether dis-
tance, interpreted through the gravity model and/or common border
modeled through a dummy, matters.3¢ There does seem to be a partial
correlation between distance, proximity, common border, and so on, on
the one hand, and trade volumes on the other.3” But what we have to
look at is the fofal initial volume. of trade, and this does not correlate
simply with distance as the right-hand side variable, as required by the
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Table 2.3
Direction of Exports by Major Regions, 1980, 1985, and 1990
Partner
;__ North ©  Western ~ East Latin Middle South
Exporter  Year America Europe Europe Asia® America Africa East Asia
& North 1980 - 335 253 274 158 89 33 42 10
: America 1985 44.4 19.3 21.0 15.5 59 25 3.2 1.0
' . 1990 41.9 22.3 234 20.4 5.0 1.7 2.6 0.8
Western 1980 6.7 - 67.1 71.9 2.9 24 7.2 5.5 0.7
Europe 1985 11.3 64.9 68.9 3.6 1.6 5.2 5.0 0.9
1990 8.3 71.0 74.4 5.3 1.1 3.3 3.3 0.7 -
Europe 1980 6.3 63.7 72.7 2.7 . 2.3 6.9 5.5 0.7
1985 11.0 63.5 69.2 3.4 1.6 5.1 5.0 0.9
1990 8.2 70.6 74.5 5.2 L1 3.3 3.3 07
East Asia 1980 - 260 16.8 189 29.9 4.1 4.4 7.4 1.8
1985 37.8 13.6 15.5 253 2.8 2.2 5.1 2.0
1990 31.9 19.8 20.7 32.3 1.9 1.6 3.0 1.5
Latin 1980 27.9 26.5 35.1 5.4 16.6 2.7 1.9 0.5
America 1985 358 @ 259 304 7.1 12.1 3.7 3.0 0.7
_ 1990 229 253 27.6 103 140 21 24 04
Africa 1980 = 274 43.6 461 43 32 1.8 17 03
1985 14.8 64.9 69.3 1.8 4.2 51 22 07
1990 30 - 660 - 680 . 46 0.6 12.8 4.4 3.6
Middle 1980 - 11.5 40.3 41.5 28.7 5.0 1.5 4.1 2.5
East 1985 = 6.2 15.0 17.7 1.5 0.3 1.4 8.7 0.4
© 1990 17.8 48.6 53.0 2.1 L2 3.6 . 85 0.9
South 198(5 10.9 24.6 394 14.5 05 6.8 145 5.6
Asia 1985  18.4 20.8 370 164 0.4 46 110 44
- 1990 17.1 30.1 46.6 18.3 0.3 2.7 6.5 3.2
Source: Panagariya (1993). He cites UN. COMTRADE data.
Note: This table broadly underlines the point that fofal trade volumes that matter do not
show any relationship to proximity of countries geographmally
a. East Asia does not include China.
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“natural trading partners” assertion of the volume-of-trade criterion for
forming PTAs.

Next, we have the difficult problem of endogenelty of initial trade
volumes with respect to.preferences. If the large volumes are themselves
attributable, in significant degree, to preferences granted earlier, then they
are not “natural,” nor is it proper to think that additional preferences are
“therefore” harmless. The point is best understood by thinking of high
trade barriers by a country leading to a larger within-country trade rela-
tive to external trade. To deduce that added barriers are harmless is to
compound the harm done by existing barriers that are, of course, prefer-
ences in favor of trade within the country.

This is not an idle question. Offshore assembly provisions between the
United States and Mexico and the longstanding GATT-sanctioned free
trade regime in autos between Canada and the United States are certainly
not negligible factors in pre-NAFTA U.S. trade with these NAFTA mem-
bers. In granting preferences under the Generalized System of Preferences,
the United States, EC, and Japan have all concentrated on their regions.
Thus, the partial correlation between distance and trade volumes (in grav-
ity models) may be a result of preferences granted to proximate neigh-
bors, rather than a “natural” phenomenon justifying (new) preferences.38

Finally, we need to raise a different objection to the argument that a
high initial volume of imports from a partner country will work to protect
a country against trade diversion. Quite aside from the fact that aggregate
volumes shift significantly in practice over time, the comparative advan-
tage in specific goods and services often changes in different locations.3?
Consistent with a given aggregate trade volume, its composition may
shift so as to yield greater trade diversion when a PTA is present.

Consider a case, based on constant costs for simplicity, in which the
United States imports a product from Canada under a nondiscriminatory
tariff. if a PTA is formed between the two countries, the product will con-
tinue to be imported from Canada. But suppose that, on a future data,
Canada loses its comparative advantage to Taiwan ever so slightly so that
the preferential advantage enjoyed by her outweighs this loss. There will
be trade diversion, and imports into the United States will continue to
come from Canada with the volume of trade remaining unchanged.4® Ob-
serve that there is an asymmetry here between a shift in comparative ad-
vantage away from the partner and that toward it. If Canada experiences a
reduction in the cost of production of a product imported by the United
States from Taiwan under a PTA, there can still be trade diversion. Be-
cause of the preference, Canada will replace Taiwan as the supplier of this
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product even before Canada’s costs fall below those of Taiwan. The vol-

ume of trade will rise, and at the same time there will be trade diversion.*?

. The proponents of the complacent “high volume of imports” thesis are
thus trapped in a static view of comparative advantage that is particularly

at odds with today’s volatile, “kaleidoscopic” comparative advantage in

the global economy. |

Transport-Cost Criterion But if the volume-of-trade criterion is con-
ceptually inappropriate and must be summarily rejected, what about the
transport-cost criterion? This criterion maps directly into distance and
hence into regionalism, However, the question to be analyzed is: should
PTA partners be chosen on the basis of lower transport costs, and hence
greater proximity, to maximize gains to members or to minimize losses to
them? |

The earliest reference we could find to transport costs in the context of
trade liberalization is from Johnson (1962, 61). “If the separate markets
of various members are divided by serious geographical barriers which
require high transport costs to overcome them, the enlargement of the
market may be more apparent than real.” All he seemed to be arguing was
the truism that trade liberalization may be meaningless if high transport
costs prevented trade from breaking out.

But the natural trading partners hypothesis is altogether different and
incorrect. There is, in fact, no reason to think that greater proximity in-
creases the likelihood of gain for members in a PTA. This can be seen
simply by constructing a counterexample where a union with a country
(C) that is more distant produces more gain (for A) than a union with the
country (B) that is léss distant but otherwise identical (to C).

First note that as long as country A in figure 2.2 imports the good from
both B and C in the pre- and post-FTA equilibrium, the presence of trans-
portation costs has no effect whatsoever on the analysis based on that
figure. All we need to do is to imagine that the supply price-of C is inclu-
‘sive of transport costs, while such costs are absent for the partner, B. This
introduction of transport costs leaves the remainder of the analysis en-
tirely unchanged. '

To construct the counterexample noted above, consider a world con-
sisting of three countries: A, B, and C. Country A has the option to form
an FTA with either B or C. Countries B and C are identical in all respects
except that the latter is located farther away. If the supply curves of B and
C were horizontal, we would be in a world represented in panel a of fig-
ure 2.1 with (Pc — Pg) representing transportation costs from C to A.
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Figure 2.7 ,
Example of positive effects of union with a more distant country.

Technically, in this case an FTA with the geographically proximate -B

improves A’s welfare. But recall the limitation of such an FTA: country A

does not trade with C before or after the union is formed; and in the post-
FTA equilibrium, the external tariff does not matter so the FTA is really
equivalent to nondiscriminatory free trade.

To make the example substantive, we must therefore assume that sup-
ply curves of B and C are upward sloped.#? In figure 2.7, we draw three
panels. In the first two panels, we show the export supply curves of C and
B as EcEc and EpEj, respectively. In the third panel, we have their com-
bined supply obtained by summing horizontally the individual supplies
from the first two panels. The supply curves of C and B are identical in all
respects except that C's supply price includes a constant per-unit trans-.

*portation cost. Thus, for each quantity, C's supply price exceeds that of B

by the per-unit transportation cost.4?

To avoid clutter, we do not draw A’s demand curve. Instead, imagine
that there is an arbitrary nondiscriminatory tariff initially that yields the
total demand for imports. as represented by point Qpc. The price paid
for this quantity to B and C is P*. Individual supplies of B and C can be
obtained by intersecting their supply curves with P* and are shown by Qg
and Qc. Not surprisingly, imports are larger from the geographically
proximate country B than from C.
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Now consider the ‘introduction of preferential trading. To see which
way preferences should be given, draw the marginal cost curve associated
with each supply curve. These are shown by MCs and MCc. It is then
immediate that, at the initial nondiscriminatory tariff, the marginal cost of
imports is higher on imports from B than from C. We then obtain the
dramatic conclusion that if A wants to give a tariff preference, it should
opt for the distant partner C rather than the proximate B! The transport-
cost criterion for choosing partners in a PTA is exactly wrong in this
instance. :

The explanation of this résult is straightforward. The discriminating
monopsonist model says that for any quantity of total purchases, the sup-
plier with higher elasticity should be paid a higher price. In the present
problem, this prescription translates into a lower tax on the supplier with
higher elasticity. And transportation costs make C’s supply curve more
elastic than that of B. :

Endogenous Tariffs on the Outside Country

So far, we have assumed that when an FTA is formed, the tariff on the
outside country is held at its original level. But this may not always be
true. When an FTA begins to take a bite, lobbies representing declining
domestic industries may be able to reassert themselves. Because the FTA
ties the authorities” hands with respect to the union partner, they will have
to respond by raising protection against outside countries. This, indeed,
happened recently following the [1994] Mexican crisis when the country
raised external tariffs on 502 products from 20 percent or less to 35 percent!

This possibility had been ant1c1pated by Bhagwati (1993a, 36—37). He

wrote:

Imagine i:ha{' the United States begins to eliminate (by out competing) an ineffi-
cient Mexican industry once the FTA goes into effect. Even though the most effi-
cient producer is Taiwan, if the next efficient United States out competes the least
efficient Mexico, that would be desirable trade creation..

But what would the Mexicans be likely to do? They would probably start AD
‘actions against Taiwan.

This possibility raises the questions whether, once we allow for endog-
enous policy response, welfare may actually decline relative to the FTA
and, indeed, to the initial equilibrium. Answers to both questions are in
the affirmative.

A simple example demonstrating welfare deterioration relative to the
FTA can be given as follows. For a zero tariff on B, calculate A’s optimum
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tariff on C. Suppose that A sets the initial, nondiscriminatory tariff on B
and C at this level. Then, by construction, an FTA with B, holding C’s
tariff unchanged, not only improves A’s welfare but actually maximizes it.
If now lobbying pressure leads to a rise in the external tariff, A’s welfare
will necessarily fall.

The more interesting is the possibility that A’s welfare can decline rela-
tive to the initial, pre-FTA equ1hbr1um To demonstrate it, note that A’s

.welfare can be written as

W = CS+ PS + tBPgMB + tcPEMC
= CS5+PS+ (P — P§)Ms + (P — P&)Mc
= CS+ PS5+ P(Mp + Mc) — (PgMp + PEMc), (2)

where CS denotes A’s consumers’ surplus, PS its producers’ surplus, P
domestic price, P¥(i = B,C) border price on imports from i, # the ad
valorem tariff on imports from i, and M, imports from i. The last two
terms in these equalities represent tariff revenue on 1mports Given a non-
discriminatory tariff initially, P§ = P¢. '

Take the case favorable to an PTA ‘with B by assuming that at each
world price, B's supply is more elastic than C's. Assume further that the
initial, nondiscriminatory tariff is sufficiently high that the FTA with no
change in the tariff on C is welfare improving for A.4* We will now show
that if, because’ of lobbying pressure, the FTA is accompanied by a rise in
the tariff on C such that fofal imports are unchanged, it is possible for its
welfare to decline. Given that the FTA with no change in the tariff on C is
welfare improving, this result shows that the endogenous tariff response
can turn a welfare-improving FTA into a welfare-reducing proposition.

With no change in imports, the domestic price in A does not change
and neither do CS and PS. From equatlon 2, it is then clear that welfare
will rise or fall as the cost of imports, represented by the last term in the
last equality, falls or rises. This property allows us to analyze the impact
of the endogenous choice of the tariff by focusing on import supplies
from B and C only. .

In figure 2.8, as assumed, B's export-supply curve is more elastic than
that of C at each price. This means that under a nondiscriminatory tariff, A’s
privafe marginal cost of obtaining imports from B is lower than that from

- C. Therefore, af the margin, A benefits by switching imports from C to B,

Initially, with a nondiscriminatory tariff, A buys the product at P* per-
unit from both B and C. Imports from the two countries are given by Mz
and Mc, respectively. The marginal cost of obtaining imports from B is





66 . e Jagdish Bhagwati and Arvind Panagariya

Price, MC | MCz;  Price, MC
| MC,
5 .
' l
R : Es G
|
I E,
p | ; | e
| P l
I
| |
E. ; l
| ¥ E, |
I I
1 |
l |
. ] l
0 M; M 0 M, M,
Figure 2.8 .

Welfare loss from endogenous increase in external tariff after formation of a free trade area.

less than that from C, RMp < HM. As noted in the previous paragraph,
at the margin, switching imports from C to B is beneficial to A: a small
reduction in the tariff on B and increase in tariff on C which keeps total
imports unchanged is welfare improving. But the FTA requires taking the
tariff on B all the way to 0. As that is done, the marginal cost of obtaining
imports from B rises, and as we correspondingly raise the tariff on C to
keep the total imports unchanged, the marginal cost of imports from C
falls. It is entirely possible that the two marginal costs cross and then
reach levels such that the total cost of imports actually rises. Figure 2.8 is
drawn on the assumption that the FTA increases imports from B by
MgM. The tariff on C has to be raised to reduce imports from that
country by an equivalent amount shown by McM(. As drawn, the net
change in the cost of imports, SRMgM}-GHMcMYE, is positive indicating
that welfare declines.*’

Welfare Loss without Trade Diversion

The general impression in the literature is that a welfare loss from an FTA
can arise only if there is trade diversion. It is easy to show, however, that
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a welfare loss to an individual member (though not to the union as a
whole nor to the world) can arise even if there is no trade diversion. The
simplest example of this phenomenon can be gleaned from figure 2.2.
Starting from a nondiscriminatory tariff, marginal costs of production in
B and C are equal. Given that af the margin both B and C are equally effi-
cient suppliers of the product, there can be no trade diversion if we lower
the tariff on B by an infinitesimally small amount. Yet because A’s terms
of trade with respect to B deteriorate by the full amount of the tariff
reduction, it will lose from such a change.

In figure 2.2, because the domestic price does not change after the in-
troduction of preferential trading, there is no trade creation. But if we
allow C's supply curve to slope upward, the introduction of a small tariff
preference for B will also generate a trade-creation effect. This is because
the preference improves A’s terms of trade with respect to C, lowers the -
domestic price, and displaces some inefficient domestic production. For
reasons explained in the previous paragraph, there is no trade diversion,
however. Yet it is possible for the loss from the accompanying deteriora-
tion in the terms of trade vis-a-vis B to more than offset the gain from
trade creation as well as the improvement in the terms of trade vis-a-vis C
(a result that can be derived algebraically, of course).

Concluding against PTAs

Our analysis of the static effects of PTAs is far less sanguine than is cus-
tomarily assumed by several policy economists, bureaucrats, and politi-
cians today. It also challenges and undermines the validity of the claims
made. in behalf of “regional” PTAs, whether the regions are defined in
terms of countries with relatively high intraregional trade or in terms of
proximity with or without common borders.

Therefore, if we were to assume that PTAs result from a variety of
noneconomic factors, we need not be complacent about the possibility of
their resulting in harmful effects.*® Nor would there be any good reason
to be complacent even if those PTAs were to be essentially regional in
scope, when “regional” means geographic proximity or higher volumes of
trade among, rather than outside, members. ,

We add three final observations. First, the common usage by journalists
and politicians of the word “regional” frequently includes “common-
ocean” arrangements such as APEC. Remember that APEC includes both
South-Korea and Chile, countries whose mutual trade i is characterized by
smallness of volume and largeness of distance, so that nelthe; of the two
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criteria of distance or volume of trade for sanctifying PTAs as desirable,
inappropriate as we have shown it to be, holds for every member of
APEC vis-a-vis every other.

- Second, is the presence of common waters a new criterion for getting
nations to form a PTA (the Pacific Ocean in the case of APEC)? We
should not forget that the major oceans, and hence most of the trading
nations of the world, are united by the world’s water, and even more
readily thanks to the Suez and Panama canals! In fact, the fullest-bodied
common-waters “regional” area is clearly approximated by the member-
ship of the WTO, as would have been appreciated by Ferdinand Magellan,
who starting out from San Lucar in 1519 sailed from the Atlantic into the
Pacific, an ocean unknown at the time.4”

Third, the term “continental trading arrangements” has also been fre-
quently used by Wei and Frankel (1995), who argue that “many [trading
blocs] are along continental lines.”#® But this is at best misleading and at

worst incorrect. Even if we confine ourselves to Article XXIV-sanctioned

. arrangements, we still must distinguish among PTAs that are continent-
wide ‘and hence “continental,” those that cut across continents and are
thus “intercontinental,” and those that consist of members entirely within,
but are not extended to all countries in, a continent and hence must be
called “subcontinental.” |

~ Geographers and earth scientists divide the earth traditionally into four
oceans (Arctic, Indian, Atlantic, and Pacific) and seven continents (Europe,
Asia, Africa, Australia, North America, South America, and Antarctica). -
Only NAFTA and the PTA between Australia and New Zealand can then
qualify as continental. And, the major new Article XXIV-sanctioned PTAs,
which have been proposed by different groups in recent years (NAFTA
extension into South America, APEC, and TAFTA) and which would
clearly dwarf the continental PTAs clearly cut across continents.%® Then
again, MERCOSUR and ASEAN are clearly subcontinental. Of course, if -
‘one adds all the non-Article XXIV preferential trading arrangements, the
matter looks even worse for those who claim that “many” of today’s
“trade blocs” are “continental.”

Theoretical Analysis of the Dynamic Time-Path Question -

Our analysis of the economics of PTAs would. be seriously incomplete
if, having analyzed the static effects, we did not go on to analyze the”
dynamic time-path question.

1
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Formulating the Time-Path Question

Essentially, this question relates not to whether the immediate (static)
effect of a PTA is good or bad, but whether the (dynamic) effect to the
PTA is to accelerate or decelerate the continued reduction of trade bar-
riers toward the goal of reducing them worldwide. This question may be
formulated analytically in two separate ways.

Question I Assume that the time-path of MTN (multilateral trade
negotiations) and the time-path of PTAs are separable and do not influ-
ence each other. The two policies are “strangers” to (that is, independent
of) one another: neither hurts or helps the other. Will then the PTA time-
path be characterized by stagnant or negligible expansion of membership?
Or will we have expanding membership, with this even turning eventu-
ally into worldwide membership as in the WTO, thus arriving at non-
discriminatory free trade for all? ‘A similar question can be raised for the
MTN time-path. And the analysis can be extended to a comparison of the
two time-paths, ranking the efficacy of the two methods of reducing trade
barriers to achieve the goal of worldwide free trade for all.

Question I Assume instead, as is more sensible, that if both the MTN
and the PTA time-paths are embraced simultaneously, they will interact.
In particular, the policy of undertaking PTAs will have a malign impact on
(be a “foe” of) the progress along the MTN time-path, or it will have a
benign effect on (be a “friend” of) the MTN time-path.5° '

Question I can be illustrated with the aid of figure 2.9, which portrays a
sample of possibilities for the time-paths in question. World (rather than
individual mémber) welfare is put on the vertical axis and time along the
horizontal axis. For the PTA time-paths drawn, an upward movement
along the path implies growing membership; for the MTN (or what
are described as “process-multilateralism”) time-paths, it implies non-
discriminatory lowering of trade barriers among the nearly worldwide
WTO membership instead. The PTA and MTN time-paths are assumed
to be independent of each other; the PTA time-path neither accelerates
nor decelerates the course of MTN (thus ruling out Question Il-type
issues). The goal can be treated as reaching UI*, the worldwide freeing of
trade barriers on a nondiscriminatory basis at a specified time.

Question I can be illustrated by reference to the PTA paths I-IV. Thus,
PTAs may improve welfare immediately, in the static sense, from U° to
U or reduce it to Uj. In either case, the time-path could then be stagnant





70 ‘ - ]agdish Bhagwati and Arvind Panagariya

U
World |
Welfare . | | .
Process—Multilateralism U
U PTAs: Path 11 "
e
- PTAs: Path 1II 1
(I ;
0 ' t

Figure 2.9
Alternative time-paths under multllaterahsm and under PTAs.

(as with time-paths II and IIl), implying a fragmentation of the world
economy through no further expansion of the initial PTA. Else, it can lead
(as in time-paths I and IV} to multilateral free trade for all at U* through
continued expansion and coagulation of the PTAs. Under “process multi-
lateralism,” that is, MTN as a multilateral process of reducing trade bar-
riers as distinct from multilateralism as the goal desired, the time-path
may fail to reach U* and instead fall short at U because of free-rider
problems.

As indicated, if the PTA and MTN hrne-paths are interdependent, we
can address Question II. In that case, the MTN time-path becomes a func-
tion of whether the PTA time-path is traveled simultaneously.

Question Originating in Policy

The dynamic time-path question has arisen, just as the static one did, in
policy concerns and political decisions that ran ahead of the theory. The
post-Vinerian, in-depth analysis of the static question coincided with
the movement that eventually created the European Community through





Preferential Trading Areas and Multilateralism | 71

the Treaty of Rome in 1957. The dynamic time-path question has arisen
in the context of the U.S. failure to get an MTN Round started at the
GATT Ministerial in 1982 and the U.S. decision to finally abandon its -
studied avoidance of Article XXIV-sanctioned PTAs. The policy choice
made was initially Hobson’s choice: if the MTN could not be used to con-
tinue lowering trade barriers, then PTAs would be used instead. If the
turnpike could not be used, one had no dption except to use the dirt road.

For several reasons that have been systematically explored in Bhagwati
. (1993b), the United States ended, however, becoming committed to
“walking on both legs,” embracing both the PTA and the MTN paths.
Indeed, the United States has now become an active proponent of this
view, continuing to do so even after the Uruguay Round of MTN had
been successfully conducted and the WTO launched. And, in doing so, its
spokespersons have frequently implied that PTAs will have a benign,
beneficial impact on the worldwide lowering of trade barriers through
induced acceleration of MTN. ,

The questions that-we have posed above spring from this shift in U.S.
policy, which has been manifest for several years, starting from the Bush
administration and articulated as a distinct policy in the Clinton adminis-
tration. In Bhagwati (1991, 1993), the challenge to international trade
theorists to analyze these questions was identified and a preliminary set of
arguments offered. We recapitulate briefly those arguments and then
. review the theoretical literature that has been developing since then on
the dynamic time-path questions.

“Exogenously Determined’’ Time-Paths: A Diversion

First, however, it is necessary to consider and to turn aside certain theo-
retical approaches that are not meaningful for thinking about the dynamic
time-path questions at hand, even though they have often been mistaken
to be so. - | |

Kemp-Wan The seminal approach of Kemp and Wan (1976) to Cus-
toms Union theory seems to be the most pertinent to our questions but,
in fact, is not. Unlike the Vinerian approach, Kemp and Wan made the
external tariff structure (of the Customs Union) endogenously chosen so
that each member country’s welfare would be improved, while that of the
nonmembers was left unchanged. The beauty of this approach was that it
restored, as it were, the commonsense intuition prior to Viner that a CU
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should be welfare improving for members and for the world. This is, of
course, a “possibility” theorem, no more and no less.5?

It is then immediately apparent that the PTA time-path to U* in figure
2.9 can be made monotonic, provided expanding membership of a PTA
always satisfies the Kemp-Wan rule for forming a Customs Union. But
what this argument does not say, and indeed cannot say, is that the PTA
will necessarily expand and, if so; in this Kemp-Wan fashion.

For that answer, to what is obviously Question I, we must turn to the
incentive structure that any CU/PTA provides, through interests, ideology,
- and-institutions, for expansion or stagnation of its membership.

Krugman: The same argument applies to the theoretical approach to the
question of PTAs recently introduced by Paul Krugman (1991a, 1991b,
1993). Again the expansion of membership is treated as exogenously
specified, as in Viner, and the welfare consequences of the wotld mechan-
ically dividing into a steadily increasing number of symmetric blocs—
clearly demarcated countries are then not even the natural constituents of
these “blobs”-cum-blocs—are considered and, for particular specifications,
. the monotonicity of world welfare examined, including even calculations
concerning the “optimal” number of such symmetric PTAs/blocs! This, in
turn, has led to critiques, as of the symmetry assumption by Srinivasan
(1993), who essentially shows that the specific Krugman conclusions are
easily reversed by abandoning symmetry, and to further variations by a
few others.52 Yet it is hard to see the analytical interest of this approach
or, more important, its relevance to the compelling (incentive-structure)
questions today concerning the membership expansion of PTAs. In short,
it fails to throw light on the analysis of the dynamic time-path questions
of the type introduced above. For that analysis which is currently, quite
correctly, on the top of the theoretical agenda, we must turn elsewhere.

Incentive Structure Arguments

At the April 1992 World Bank Conference on Regional Integration,
Bhagwati (1993a), having reiterated the need to analyze the dynamic
time-path question, advanced several arguments concerning the incentive
structure within specific PTAs, once formed, to expand or to stagnate.
Before we discuss the theoretical modeling of such ideas by Baldwin
(1993), Krishna (1993), and Levy (1994), among others, it is worth re-
capitulating the principal arguments distinguished by Bhagwati.53
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We need to recognize, of course, that the incentives may be political
rather than (narrowly) economic. A PTA may be formed, and even
-expanded, to seek political allies by using trade as foreign policy and to
target the benefits of trade to politically favored nations.>* Politics is not
a negligible factor in.the discriminatory trade arrangements implemented
by the EU via Association Agreements with the smaller countries on its
periphery and beyond; and it certainly cannot be ignored in the transfor-
mation of the original Canada-U.S. Free Trade Agreement infto NAFTA
with Mexico and then into the Enterprise of Americas Initiative.

But that is clearly not the whole story, and we can learn much by
thinking carefully about the incentive structure for membership expan-
sion in political-economy-theoretic terms. To do this, Bhagwati (1993a)
distinguished among three different types of “agents” and offered the
following analysis. ‘ '

Governments of Member Countries PTAs will be under pressure not
to expand because governments may feel that “we already have a large
- market, so what do we stand to gain by going through the hassle of add-
ing more members?” This is the “our market is large enough” syndrome,
emphasized by Martin Wolf, who has often noted that large countries
have tended to opt for inward-looking trade and investment strategies,
while the small ones have gone the outward-looking route.

Interest Groups in Member Countries ~ The interest groups in member
countries may be for or against new members. The internationally oriented
exporting firms may be expected to endorse new members whose mar-
kets then become preferentially available to' them vis-3-vis nonmember
exporters to these new members.5® On the other hand, the firms that are
profiting from access to preferential markets in the member (partner)
countries will not want new members whose firms are also exporters of
the 'same or similar products in the member markets. Both incentives -
reflect the preferential nature of the PTAs.

The former incentive was clear in the NAFTA debate in the United
States and reflected in many pronouncements, including that of pro-
NAFTA economists (and even President Clinton, who played the Japano-
phobic card that the United States would have preferential access to
Mexico vis-a-vis Japan). It is also evident in the statement of Signor
Agnelli of Fiat: “The single market must first offer an advantage to Euro--
pean companies. This is a message we must insist on without hesitation.”
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Interest Groups in Nonmember Countries The third set of agents is
in the nonmember countries. Here the example of a PTA may lead others
. to emulate, even to seek, entry. Then again, the fear of trade diversion
may also induce outsiders to seek entry.5®

Recent Theoretical Analyses

Subsequently, the analysis of the dynamic time-path question moved into
formal political economy-theoretic modeling. We provide here a synoptic -
review of the few significant contributions to date, organizing the litera-
ture analytically in light of the two questions distinguished above and
also in terms of whether the analysis models the incentives of non-
members to join or those of the members to expand.®”

Question I The single contribution that focuses on Question I (the in-
centive to add members to a PTA) is by Richard Baldwin (1993), who
concentrates, in turn, on the incentive of nonmembers to join the PTA. He
constructs a model to demonstrate that this incentive will be positive:
the PTA will create a “domino” effect, with outsiders wanting to become
insiders on an escalator. The argument is basically driven by the fact that
the PTA implies a loss of cost competitiveness by imperfectly competitive
nonmember firms whose profits in the PTA markets decline because they
must face the tariffs that member countries’ firms do not have to pay.
These firms then lobby for entry, tilting the political equilibrium at the
margin toward entry demands in their countries. The countries closest to
the margin will then enter the bloc, assuming that the members have
open entry. This enlarges the market and thereby increases the cost of
nonmembership and pulls in countries at the next margin. Given the
assumptions, including continuity, this domino model can take the PTA
time-path to UI* infigure 2.9. |

While Baldwin formalizes the incentive of nonmembers to get inside
the PTA, interestingly there is no formalization of the incentives of mem-
bers to add or reject new members that have been discussed in the litera-
ture, as by Bhagwati (1993a). Indeed, the Baldwin model itself shows, on
the flip side, that member firms will gain from the cost advantage that
they enjoy vis-a-vis the nonmember firms and hence will have an opposed
interest in not admitting the nonmembers to the PTA: a full analysis of
the political economy of both members and nonmembers in the Baldwin
model ‘could then lead to specific equilibrium outcomes that leave the
" PTA expansion imperiled.
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Question II  The rest of the theoretical contributions address Question
II, that is, whether the PTA possibility and/or time-path helps or harms
the MTN time-path. Pravin Krishna (1993) and Philip Levy (1994) address
directly and quite aptly this question and reach the “malign-impact” con-
clusion, unfavorable to the exhortation to “walk on both legs.”

Krishna models the political process in the fashion of the government
acting in response to implicit lobbying by firms, what Bhagwati (1990)
has called “clearinghouse”—government assumption where the govern-
ment is passive, as in Findlay and Wellisz (1982). Krishna shows in his
oligopolistic-competition model that the bilateral PTA between two
member countries reduces the incentive of the member countries to liber-
alize tariffs reciprocally with the nonmember world and that, with suffi-
cient trade diversion, this incentive could be so reduced as to make"
impossible an initially feasible multilateral trade liberalization.

Levy models the political process instead in a median-voter model & Ia
Mayer (1984); the government is not what Bhagwati (1990) has called
“self-willed” with its own objectives but acts again as a clearing-house.
Using a richer model with scale economies and product variety, Levy
demonstrates that bilateral FTAs can undermine political support for mul-
tilateral free trade. At the same time, a benign impact is impossible in this
model: if a multilateral free trade proposal is not feasible under autarky,
the same multilateral proposal cannot be rendered feasible under any
bilateral FTA. - - '

The Krishna and Levy models throw light on the incentive-structure
questions at hand when the agents are the lobbying groups and interests
that are affected by different policy options. However, we might also
note that there are contributions that take the more conventional view
of governments, which act as agents maximizing social welfare (so that
they may be regarded as acting as the custodians of the “general interest”
as defined by economists), but then ask whether the effect of allowing
PTAs to form affects outcomes concerning trade policy relating to the
multilateral system. Rodney Ludema (1993) has analyzed the effect of
PTAs on multilateral bargaining outcomes, arguing plausibly that the
- PTAs give strategic advantage to their members, whereas Kyle Bagwell
and Robert Staiger (1993) have analyzed how the formation of a PTA—
distinguishing between an FTA and a CU, as they yield different
answers—will affect the (unbound) tariffs of the member countries on

nonmembers.
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The Sequential Bargaining Argument

In conclusion, we note that a different kind of model is implied, though
not yet formahzed by the recent argument of Bhagwati (1994) that com-

bines three separate notions. .
The first is that even though a multilateral bargain s:mulfaneously with

“a group of nonhegemonic powers is profitable and hence possible, a

hegemonic power will gain a greater payoff by bargaining sequentially
with them, using bilateral and plurilateral PTA approaches, picking the
countries that are the most vulnerable and then moving on to the next
one and so on.5®

The second is.that this insight has now been appreciated by several
lobbies (for example, the intellectual property protection lobby, the envi-
ronmental and labor standard groups), which are piggybacking on to
trade liberalization and trade institutions to secure their maximalist objec-

‘tives and which see that the PTA approach (which may be seen as an

“incentive” strategy), combined with the occasional use of aggressive uni-
lateralism & la punitive Section 301 actions (which may be seen as a “pun-
ishment” strategy), is more likely to procure their objectives at the WTO
and multilaterally than if pursued directly there through MTN alone.

The third is that the two processes, the MTN and the PTA paths, are to
be traveled in tandem since the ultimate goal is indeed to arrive at multi-
lateral, universal obligations in the areas desired by these lobbles by the

- nonhegemonic powers.

If this “model” provides insight into the pohtlcaI process driving the
legitimation of the PTA time-path, then no hegemonic power is likely to
abandon the PTA path simply because the WTO exists and is jump-
started. A “selfish hegemon,” looking after its own narrowly defined
interests, reflecting its own lobbying-derived needs, will indeed want to
“walk on both legs.” But the multilateral outcome, so affected and deter-
mined, need not then be considered to have been affected in the socially
optimal direction unless one makes the assumption, made effortlessly
by hegemonic spokesmen in their policy pronouncements, that “what is
good for the hegemon (and its lobbies) is good for the world trading sys-
tem.” Indeed, when we see that the intellectual property protections that
were built into the WTO are almost certainly excessive according to the |
analytical and empirical argumentation of many of the best international
economists today, it is hard to regard :the ability of the hegemon to

~ induce such outcomes with the aid of PTAs (and aggressive unilateralism)
~ as creating a “benign” effect of the PTAs on the MTN path.





Preferential Trading Areas and Multilateralism 77

Implications for Current Policy

The case for PTAs, whether on static or on dynamic grounds, appears far
less compelling and attractive than many politicians and policy-makers
now believe. In fact, it is likely that most of them, misled by the inevitable
confusion between free trade and free trade areas that some economists
have wittingly or unwittingly encouraged, are not even aware that the
.scholarly scene is rife today with serious opposition to PTAs.59

The Politics of PTAs

The current preoccupation with PTAs reflects overriding political factors.
Recall our earlier discussion of the sequential-bargaining advantage to
hegemonic powers. Or consider the fact that the leaders of the smaller,
~ nonhegemonic powers get to play a more prominent role, with better
photo-opportunities, with smaller summits, especially when a hegemonic
power such as the United States features its own president, than would
ever be the case at the WTO. Or consider that where the PTAs are re-
gional, as is MERCOSUR (among Argentina, Brazil, Paraguay, and Uru-
guay), the discriminatory trade agreement can be depicted politically as
an act of foreign policy statesmanship. Or consider simply the operation
- of Gresham’s Law: PTAs by some encourage PTAs by others, especially
when they are being continually misportrayed by other politicians and
countries as statesmanlike moves to free trade. And, of course, there are
always the amateur geopoliticians and geoeconomists. Like little boys
playing Nintendo games on their computer screens, they think of playing
the game of “trade blocs” to indulge their pet prejudices against Europe
or Japan. Some want to make the APEC into a PTA to play off against a
“protectionist” Europe, while others think of TAFTA as a weapon to play
off against the “unfairly trading” Japan.6©

The “‘Spaghetti Bowl" Phenomenon

Our view, for reasons explored fully in this chapter, is that the spréad of
PTAs is desirable only when two justifications obtain: you are building a
Common Market with full-scale integration of factor markets and even
political harmonization; or the multilateral MFN, MTN process is not
working. As we argued earlier, neither rationale is operative today.

In fact, the proliferation of PTAs today poses the danger, indeed the
certainty, that a veritable “spaghetti bowl” phenomenon, as Bhagwati
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has called it, will emerge where trade barriers, including duties, will vary
depending on origin, and complex and protection-accommodating rules
of origin will find their way into practice.®* And this, too, at a time when
multinationals are getting truly global,. and the identification of “local
content” and hence origin of traded goods and services is becoming in-
creasingly meaningless and hence subject to inevitable arbitrariness. PTAs
are just one, and indeed a gigantic, step backward from this reality: the
need today is to intensify the commitment to the basic tenet of non-
discrimination that the architects of GATT correctly saw as a principal
virtue, not to undermine it.

PTAs with and among Hegemons

We would therefore suggest that Article XXIV-sanctioned PTAs that
involve hegemonic powers should be actively discouraged. They involve
NAFTA extension southward or overseas, EU free-trade-area agreements
with non-EU countries, APEC’s transformation into a PTA, and TAFTA.
Such a self-denial would appear anti-free-trade, given the current state
of: confused thinking and the political capital invested by many in the
cause of the PTAs. But it would be speaking to a far more compelling, and
truer, version of free trade. It would also require true statesmanship on the
part of the leaders of the hegemonic powers, as against the political
advantages of opting for what is an inefficient and indeed harmful option.

PTAs among the Nonhegemons

Our view of PTAs among the nonhegemons, principally developing
countries, is just a trifle less critical.

To begin with, what MERCOSUR does, for example, has only a frac-
tion of the significance that the United States and the European Union
have individually. The trade policy choices of the nonhegemons have
comparatively more consequences for themselves than for the world. This
contrast is sufficient to regard what they are doing with a less fiercely
critical eye than that directed at the hegemons.

Remember again that the impact on their own welfare of PTAs is not
necessarily benign. Especially, when these countries get into a PTA with
hegemonic powers (for example, Mexico joining the United States in
NAFTA), the outcomes for them may be welfare worsening (in the static
sense) because of the tariff-revenue-redistribution effect, among other
reasons. Failure to understand the differential economics of PTAs, as con-





Preferential Trading Areas and Multilateralism ~ 79

trasted with that of free trade, underlies many of the favorable ‘assess-
ments often advanced in behalf of the developing countries that seek to-
join PTAs with the hegemonic powers.62 A similar caveat would be rele-
vant to PTAs among the nonhegemons themselves.

We may still consider these PTAs, such as MERCOSUR, with some
favor, although nondiscriminatory free trade is the best option. After all,
the acceptance of Article XXIV discipline (imperfect as it is) is an im-
provement over protectionism or over the utterly chaotic and arbitrary
ECDC (economic cooperation among developing countries) at the GATT
under which these countries were free from such discipline and could
mdulge in any level and kind of preferences among themselves.

Conclusion

. At present, the spread of hegemonic PTAs has been halted. The Osaka
meeting of APEC in November 1995 witnessed the Asian members of
APEC reaffirming their desire to stick to MFN and hence implicitly to
reject the PTA approach even though the U.S. position on the issue appa-
rently remained problematic and ambiguous (with several pro-PTA pro-
ponents in the administration). Equally, at Madrid, the idea of TAFTA
has been deflected away from an Article XXIV agreement to the New
Trans-Atlantic Agenda that merely seeks, and in a presumably non-
discriminatory fashion, the lowering of trade and investment barriers in
the area. For the time being, the extension of NAFTA to the South has
also been halted, for reasons that may not hold for long beyond the pres-
idential election in 1996.

All this yields enough time to take a closer look at the dangerous drift
to PTAs that has been aided by the unfortunate conversion of the United
States to the thesis that any trade liberalization is as good as any other.
Perhaps, as often happens in economic policy, what presently looks like a
politically irreversible trend will yield to economic wisdom. We will see.

Appendix ZA_I: Varieties of PTAs within the World Trade
Organization

There are three categories of PTAs within the World Trade Organization
framework. First, under Article XXIV, countries can form Free Trade Areas
or Customs Unions. Of the one hundred thirty-four arrangements notified: -
to the GATT/WTO as of June I, 1995, 108 fell under this category
(see table 2A.1). Second, developing countries can form PTAs under the
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Table 2A.1

Jagdish Bhagwati and Arvind _Panagariya

134 Regional Trading Arrangements Notified to the GATT/WTO, 1949 1995

Date of entry

Official title Usual reference into force GATT cover
Interim Agreement for a Customs  South Africa— Apr. 1, 1949  Article XXIV
Union between the Union of South  South Rhodesia
Africa and Southern Rhodesia Customs Union _
Free-Trade Treaty between the El Salvador— Aug. 21, 1951  Article XXIV
Republics of Nicaragua and El Nicaragua Free
Salvador _ Trade Area
Rome Treaty (Buropean Economic ~ EEC and Jan. 1, 1958 Article XXIV
Communities and European Atomic EURATOM
Energy Community)
Multilateral Central American Free  Central American June 2, 1959 Article XXIV
Trade and Economic Integration Free Trade Area
Treaty (participation of Nicaragua)
Stockholm Convention (European EFTA May 3, 1960 - Article XXIV .
Free Trade Association)
The Montevideo Treaty {Latin LAFTA fune 2, 1961 Article XXIV
American Free Trade Area) '
Association of leand with the EFTA~Finland June 26, 1961 - Article XXIV
European Free Trade Assoc1at1on Association
(FINEFTA)
General Treaty for Central Central American  Oct. 12, 1961  Article XXIV
American Economic Integration Common Market,
(participation of Nicaragua) _
The Borneo Free Trade Area Borneo Free Jan. 1, 1962 Article XXIV
o Trade Area B
Trade Agreement between the Ghana—Upper May 9, 1962 Article XXIV
Republic of Ghana and the Volta Trade
Republic of Upper Volta Agreement
Regulation of Economic and Equatorial Cus-  July 1, 1962 Article XXIV
Customs Relations between the toms Union— ) '
Member States of the Equatorial Cameroon
Customs Union and the Federal Association
Republic of Cameroon .
Agreement setting up an EEC—Greece Nov. 1, 1962 Article XXIV
association between the Eurdopean  Association :
Economic Community and Greece ~ Agreement '
African Common Market African Common  June 1, 1963 Article XXIV
Market : L
Convention of Association between Yaoundé I Jan. T, 1964 Article XXTV

the European Economic Community
" and the African and Malagasy

States Associated with that
community
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Table 2A.1 (continu\ed)

Date of entry

Certain Non-European Countries
and Territories

Official title Usual reference into force GATT cover
Agreement for Economic Unity Arab Common Apr. 30, 1964 Article XXIV
among Arab League States Market :
Association between the EEC and =~ EEC-PTOM I June 1, 1964  Article XXIV
certain non-European Countries and
Territories maintaining special
relations with France and the
Netherlands, “PTOM-I”
Agreement creating an association =~ EEC~Turkey Dec. 1, 1964  Article XXIV
between the European Economic Association
Community and Turkey; “The Agreement of
Ankara Agreement” 1963 ,
New Zealand/Australia Free Trade  Australia—New Jan: 1, 1966 Article XXIV
Agreement Zealand Free

Trade Agreement
United Kingdom/Ireland Free Ireland—United July 1, 1966 Article XXIV
Trade Area Agreement Kingdom Free

Trade Area
Agreement Establishing the CARIFTA May 1, 1968  Article XXIV

- Caribbean Free Trade Association
Agreement.establishing an EEC-Morocco Sept. 1, 1969  Article XXIV
association between the European ~ Association
Economic Community and the Agreement of
Kingdom of Morocco 1969
Agreement establishing an EEC-Tunisia Sept. 1, 1969 Article XXIV
association between the European ' Association ' '
Economic Community and the Agreement of
Republic of Tunisia 1969
European Free Trade Association; EFTA/FINEFTA— Mar. 1, 1970 Article XXIV
" Accession of Iceland Iceland Accession .

Agreement between the European ~ EEC-Israel Oct. 1, 1970  Article XXIV
Economic Community and the Agreement of
State of Israel 1970
Agreement between the European =~ EEC—Spain Agree- Oct. 1, 1970  Article XXIV
Economic Community and Spain ment of 1970
Agreement establishing an Arusha I Jan. 1, 1971 Article XXIV
Association between the European  Agreement
Economic Community and the
United Republic of Tanzania, the
Republic of Uganda, and the
Republic of Kenya ,
Association between the EEC and EEC-PTOM 1I Jan. 1, 1971 Article XXIV
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Date of entry

Economic Community and the Arab
Republic of Egypt

Agreement of
1972

Official title _ Usual reference into force GATT cover
EEC; African and Malagasy Yaoundé Il Jan, 1, 1971 Article XXIV
states and overseas countries
and territories agreements ‘ ‘
Agreement Establishing an EEC—Malta Apr.1,1971  Article XXIV
Association between Malta and Association :
the European Economic Agreement
Community
Agreements between Austria and EC—Austria Oct. 1,1972  Article XXIV
the European Communities Agreements of
_ 1972
Treaty concerning the accession of ~ EC—Accession of  Jan. 1, 1973 Article XXIV
the Kingdom of Denmark, Ireland, = Denmark, Ireland :
the Kingdom of Norway, and the and United
United Kingdom of Great Britain - Kingdom
and Northern Ireland
Agreements between the European  EC—Portugal | Jan. 1, 1973 Article XXIV
Communities and Portugal Agreements of
| 1972 |
Agreements between the European ~ EC—Sweden Jan. 1, 1973 Article XXIV
. Communities and Sweden Agreements
Agreement between the European ~ EC-Switzerland/ = Jan. 1, 1973 Article XXIV
Economic Community and the Liechtenstein '
Swiss Confederation Agreements
EEC; Turkey additional protocol EEC—Turkey Jan. 1, 1973 Article XXIV
to the Association Agreement Additional
' Protocol to the
Association
Agreement
Agreement between the European ~ EC—Iceland Apr. 1, 1973 . Article XXIV
Economic Community and the Agreements ‘
Republic of Iceland
Agreement between the European ©  EEC-Cyprus June 1, 1973 Article XXIV
Economic Community and Cyprus  Association
"~ Agreement
Agreement between the European ~ EC—Norway July 1, 1973  Article XXIV
Economic Community and the . Agreements
Kingdom of Norway
Treaty establishing the Caribbean CARICOM Aug. 1,1973  Article XXIV
Community _
Agreement between the European ~ EEC—Egypt Nov. 1, 1973 Article XXIV
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Date of entry

European Economic Community
and the Peoples Democratic
‘Republic of Algeria

Agreements of

1976

Official title Usual‘reference into force GATT cover

Agreement between the European' EEC—Lebanon Nov. 1, 1973  Article XXIV

Economic Community and the Agreement of

Lebanese Republic 1972 '

Agreements between the European ~ EC—Finland Jan. 1, 1974 Article XXIV

Communities and Finland Agreements ‘ '

Supplementary protocol to the - EC-Turkey Jan. 1, 1974 Article XXIV

Association Agreement between the Association

European Economic Community Agreement of

and Turkey consequent on the 1973

accession of new member states to

the Community _

Agreement between the Republic of Bulgaria—Finland  Jan. 1, 1975 Atrticle XXIV
* Finland and the People’s Republic =~ Agreement

of Bulgaria on the reciprocal '

removal of obstacles to trade

Agreement between the Republic Finland— Jan. 1, 1975 Article XXIV

of Finland and the Czechoslovak Czechoslovakia

Socialist Republic on the reciprocal ~ Agreement

removal of obstacles to trade

Agreement between the Republic of Finland—Hungary Jan. 1, 1975 Article XXIV

Finland and the Hungarian People’s  Agreement

Republic on the reciprocal removal

of obstacles to trade

Additional protocol to the agree- EEC—Greece July 1, 1975 Article XXIV

ment establishing an association Additional

between the European Economic Protocol

Community and Greece consequent

on the accession of new member

states to the Community

Agreement between the European =~ EEC—Israel July 1, 1975  Article XXIV

Economic Community and the Agreement of

State of Israel ' 1975

Agreement between the Republic of Finland—German  July 1, 1975  Article XX1v

Finland and the German Democratic Democratic

Republic on the removal of Republic

obstacles to trade on the basis of Agreement

Reciprocity concerning advantages

and obligations

ACP: EEC First Convention of First Convention  Apr. 1, 1976 Article XXIV

Lomé of Lomé:

Interim agreement between the EC-Algeria July 1, 1976 Article XXIV
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Official title

Usual reference

Date of entry
into force

GATT cover

Interimn agreement between the
European Economic Community
and the Kingdom of Morocco

Interim agreement between the
European Economic Community
and the Republic of Tunisia

Interim agreement between the
European Economic Community
and the Portuguese Republic

Australia—Papua New Guinea
Trade and Commercial Relations
Agreement (PATCRA)

Interim cooperation agreement
between the European Communities
and the Arab Republic of Egypt

~ Agreement between the European
Economic Community and Jordan

Agreement between the European
Economic Community and Lebanon

Agreement between the European '
Economic Community and Syria

Agreement between the Republic
of Finland and the Polish People’s
Republic on the reciprocal removal
of obstacles to trade '

EFTA-Spain Agreement

Interim agreement between the
European Economic Community
and the Socialist Federal Republic
of Yugoslavia on trade and trade
cooperation

EEC—Greece Accession Agreement

ACP; EEC Second C.onvention of
Lomé

EC—Morocco
Agreements -

EC—Tunisia

Agreements of .

1976

EEC—Portugal

interim
Agreement

Australia—Papua

New Guinea
Agreement
(PATCRA)}

EEC--Egypt

Interim Agree-

ment of 1977
EEC—Jordan

Interim Agree-

ment of 1977
EEC-Lebanon

Interim Agree-

ment of 1977
EEC—Syria

Interim Agree-

ment of 1977

Finland—Poland

Agreement

EFTA—-Spain
Agreement

EEC—Yugoslavia

Interim
Agreement

EEC-Greece
Accession
Agreement

Second

Convention of

Lomé

July 1, 1976
July 1, 1976
Nov. 1, 1976

Feb. 1, 1977

July 1, 1977
July 1, 1977
July 1, 1977
July 1, 1977
Apr. 1, 1975

May 1, 1980

July 1, 1980

Jan. 1, 1981

Jan. 1, 1981

Article XXIV
Article XXIV
Article XXIV

Article XXIV

Article XXIV
Article XXIY
Article XXIV
Article XXIV
Article XXIV

Article XXIV

Article XV

Article XXIV

Article XXTV
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Official title

Usual reference

Date of entry
into force

GATT cover

Australia—New Zealand Closer

Economic Relations Trade
Agreement (ANZCERTA)

Agreement on the establishment
of a free trade area between the

Government of the United States -
of America and the Government

of Israel

Accession of Portugal and Spain
to the European Communities

ACP; EEC Third Convention of
Lomé

Canada—United States Free Trade
Agreement

Agreement between the European
Community, of the one part, and
the Government of Denmark and
the Home Government of the
Faroe Islands, of the other part

Interim agreement on trade and
trade-related matters between the
European Economic Community
and the ECSC, of the one part,
and the Czech and Slovak
Federal Republic (CSFR), of

the other part

Interim agreement on trade and
trade-related matters between the
European Economic Commmunity
and the European Coal and Steel
Community, of the one part, and
Hungary, of the other part

Interim agreement on trade and
trade-related matters between the
European Economic Community
and the European Coal and Steel
Community, of the one part, and
Poland, of the other part

Agreement between the EFTA
states and Turkey '

Free trade agreement between the
Kingdom of Norway and the
Republic of Estonia

Australia—New
Zealand
(ANZCERTA)

Israel—United

* States Free Trade

Area Agreement

EEC—Portugal and
Spain Accessions

Third Convention
of Lomé

Canada—1J.5. Free

Trade Agreement

EC—Denrnark and
Faroe Islands
Agreement

EC—Czech and

* Slovak Federal

Republic Interim
Agreement of
1991

| EC~Hungary

Interim Agree-
ment of 1991

EC—Poland
Interim Agree-

ment of 1991

EFTA-Turkey
Agreement

Estonia—Norway
Fres Trade
Agreement

Jan. 1, 1983

Aug. 19, 1985

Jan. 1, 1986
Mar. 1, 1986
Jan. 1, 1989

Jan. 1, 1992

Mar. 1, 1992

Mar. 1, 1992 .

Mar, 1, 1992

Apr. 1, 1992

June 15, 1992

Article XXIV

Article XXIV

Article XXIV

Article XXIV

Article XXIV

Article XXIV .

Article XXIV

Article XXIV

Article_ XX

Article XXIV

Article XXIV
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Date of entry

Official title Usual reference into force GATT cover
Free trade agreement between the Latvia—Norway June 16, 1992  Article XXIV
Kingdom of Norway and the Free Trade
Republic of Latvia Agreement
Free trade agreement between the  Lithuania— June 16, 1992 Article XXIV
Kingdom of Norway and the Norway Free
Republic of Lithuania ' Trade Agreement
Agfeement between the EFTA Czech and Slovak = July 1, 1992 Article XXIV
states and the Czech and Slovak Federal Republic—
Federal Republic EFTA Agreement
Free trade agreement between the Estonia—Sweden = " July 1, 1992 Article XXIV
Kingdom of Sweden and the Free Trade
Republic of Estonia Agreement
Free trade agreement between the  Latvia—Sweden July 1, 1992 Article XXIV
Kingdom of Sweden and the Free Trade :
Republic of Latvia Agreement
Free trade agreement between the Lithuania— July 1, 1992 Article XXIV
Kingdom of Sweden and the Sweden Free
Republic of Lithuania Trade Agreement ’
Estonia—Finland protocol regarding  Estonia—Finland  Dec. I, 1992 Article XXTV
temporary arrangements on trade Agreement o
and economic cooperation :
Czech Republic and Slovak Republic Czech Republic Jan. 1, 1993 Article XXIV
Customs Union and Slovak

~ Republic Customs

Union ‘
EFTA—Israel Free Trade Agreement EFTA-Israel Free Jan. I, 1993 Article XXIV
Trade Agreement

Central European Free Trade CEFTA Mar. 1,1993  Article XXIV
Agreement concluded by the Czech :
Republic, the Republic of Hungary,
the Republic of Poland and the
Slovak Republic
Free Trade Agreement between the  Estonia— Apr. 1, 1993  Article XXIV
Swiss Confederation and the Switzerland Free
Republic of Estonia Trade Agreement
Free Trade Agreement between the  Latvia— - Apr.1,1993  Article XXIV
Swiss Confederation and the Switzerland Free '
Republic of Latvia Trade Agreement
Free Trade Agreement between the  Lithuania— Apr. 1, 1993  Article XXIV
Swiss Confederation and the Switzerland Free
Republic of Lithuania Trade Agreement
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Table 2A.1 (continued)

Date of entry

Official title Usual reference into force GATT cover
‘Interim agreement on trade and EEC—Romania May I, 1993  Article XXIV
trade-related matters between the Interim '

European Economic Community Agreement

and the European Coal and Steel

Community, of the one part, and

Romania, of the other part

Agreement between the EFTA EFTA-Romania  May I, 1993  Article XXIV
states and Romania Agreement .

EFTA—-Bulgaria Free Trade EFTA~Bulgaria  July 1, 1993  Article XXIV
Agreement Free Trade '

Agreement

Finland—Latvia protocol regarding  Finland—Latvia July 1, 1993  Article XXIV
‘temporary arrangements on trade  Protocol

and economic cooperation

Finland—Lithuania Protocol - Finland~Lithuania July 1, 1993  Article XXIV

regarding Temporary arrangements Protocol
on trade and economic cooperation

Cooperation agreement between EEC—Slovenia July 19, 1993 Article XXIV
the European Economic Community ~Cooperation

and the Republic of Slovenia Agreement

Agreement between the EFTA EFTA-Hungary
states and the Republic of Hungary =~ Agreement

Agreement between the EFTA EFTA—Poland
states and the Republic of Poland Agreement

Interim agreement on trade and EEC~Bulgaria
trade-related matters between the Interim
European Economic Comrnunity Agreement
and the ECSC, of the one part, and

the Republic of Bulgaria, of the

Article XXIV

Oct. 1, 1993
Nov. 15, 1993  Article XXIV

Dec..31, 1993  Article XXIV

other part ,
Free trade agreement between the ~ Czech Republic—  Jan. 1, 1994 Article XXIV
Czech Republic and the Republic of  Slovenia Free
Slovenia Trade Agreement
Narth-American Free Trade ‘NAFTA Jan. 1, 1994 Article XXIV
Agreement
Free trade agreement between the Slovak Republic—  Jan. 1, 1994 Article XXIV
Slovak Republic and the Republic of Slovenia Free
Slovenia Trade Agreement
Austria, Finland, Sweden—EU Austria, Finland,  Jan. 1, 1995 Article XXIV
accession agreement Sweden—EU

Accession

Agreement
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Table 2A.1 (continued)

Date of entry

Official title Usual reference  into force GATT cover
Czech Republic—Romania Free Czech -Repubiic— Jan. 1, 1995 Article XXIV
S . : Trade Agreement Romania Free
i ' ' ' Trade Agreement
Agreement on free trade and EC—Estonia Jan. 1, 1995 Article XXIV
el trade-related matters between the Agreement

European Community, the European
Atomic Energy Community and

the ECSC, of the one part, and the
Republic of Estonia, of the other

part
Agreement on free tradeand ~~  EC-Latvia Jan. 1, 1995 Article XXIV
~ trade-related matters between the Agreement -

European Community, the European
Atomic Energy Community and

the ECSC, of the one part, and the
Republic of Latvia, of the other

part . .
Agreement on free trade and EC-Lithuania Jan. 1, 1995 Article XX1V
. trade-related matters between the Agreement ' '
European Community, the European
Atomic Energy Community and
the ECSC, of the one part, and the
Republic of Lithuania, of the other
part
Free trade agreement between the . Hungary— Jan. 1, 1995 Article XXIV
Republic of Hungary and the Slovenia Free
Republic of Slovenia _ Trade Agreement
Slovak Republic—Romania Free Slovak Republic—  Jan. 1, 1995 Article XXIV
Trade Agreement Romania Free
‘Trade Agreement
EFTA-Slovenia Free Trade EFTA~Slovenia  June 1, 1995 Article XXIV
Agreement Free Trade
Agreement _
The Unified Economic Agreement  Gulf Cooperation ' - Enabling Clause
among the countries of the Gulf Council
Cooperation Council
Additional protocol on preferential " Preferential Enabling Clause
tariffs among members of the Tariffs among
organization for economic : ECO-members .
cooperation (ECO) _
South Asian Association for SAPTA Enabling Clause

1 Regional Cooperation; Preferential
’ Trade Arrangement (SAPTA)
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Table 2A.1 (continued)

Date of entry

: Official title Usual reference into force GATT cover
} Protocol relating to trade Protocol relating ~ Feb. 11, 1973  Enabling Clause
negotiations among developing to Trade '

countries : Negotiations

among Develop-
ing Countries

First agreement on trade Bangkok June 17, 1976  Enabling Clause
negotiations among developing Agreement

member countries of the Economic

and Social Commission for Asia and

the Pacific _
Association of South-East Asian ASEAN Preferen- Aug. 31, 1977 Enabling Clause
Nations ASEAN declaration tial Trading '
_ ~ Arrangements
South Pacific Regional Trade and SPARTECA Jan. 1, 1981 . Enabling Clause
Economic Cooperation Agreement ' . ‘
Second Treaty of Montevideo Latin American Mar. 18, 1981 Enabling Clause
Integration Asso-
ciation, “"LAIA" ,
Cartagena Agreement "Andean Group * May 25, 1988 Enabling Clause
Global System of Trade Preferences GSTP Apr. 19, 1989  Enabling Clause
among developing countries (GSTP) '
Trade agreement between the Lao—Thailand . June 20, 1991 Enabling Clause
government of the Kingdom of Trade Agreement

Thailand and the government of the
Lao People’s Democratic Republic

Treaty of Asuncién, Treaty MERCOSUR Nov. 29, 1991 Enabling Clause
Establishing a Common Market :

between the Argentine Republic,

the Federal Republic of Brazil, the

Republic of Paraguay, and the

Eastern Republic of Uruguay

Common effective preferential tariff ~Preferential Tariff Jan. 28, 1992  Enabling Clause
scheme for the ASEAN Free Trade  Scheme for the

Area ASEAN Free
' Trade Area

Common Market for Eastern and COMESA Dec. 8, 1994  Enabling Clause
Southern Africa .

Bolivia-Mexico Free Trade Treaty Bolivia-Mexico = Jan. 1, 1995 Enabling Clause
Free Trade Treaty

Mexico-Costa Rica Free Trade Area Mexico—Costa Jan. 1, 1995 Enabling Clause
Rica Free Trade
Area
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Official title

Usual refererice

Date of entry
into force

GATT cover

Colombia, Mexicé, and Venezuela
Free Trade Agreement

Australian treatment of products of
Papua New Guinea

French trading arrangementé with
Morocco

‘ United States Caribbean Basin
Economic Recovery Act

Canadian tariff treatment for
commonwealth Caribbean countries

ACP—EEC Fourth Convention of
Lomé

Andean Trade Preference Act_

Trade agreement between the
governments of the Federation of
Rhodesia and Nyasaland and the
Union of South Africa

Treaty of the
Group of Three
(G3)

Australian Treat-
ment of Products
of Papua New
Guinea

France—Morocco

Trading
Arrangements

Australia—
Federation of
Rhodesia and
Nyasaland
Agreement

U.S.—~Caribbean

- CBERA

CARIBCAN

Fourth Conven-
tion of Lomé

U.S.—Andean
Trade Preference
Act

Federation of

~ Rhodesia/

Nyasaland—South
Africa Agreement
of 1955

' Federation of

Rhodesia/
Nyasaland—South
Africa Agreement
of 1960

Jan. 1, 1995

July 1, 1955

Jan. 1, 1984
May 12, 1986
Sept. 1, 1991

Dec. 4, 1991

July 1, 1955

July 1, 1960

Enabling Clause

Waiver—Art. I: 1

Waiver-—Art. I:1

Waiver—Art. I: 1

Waiver—Art. [:1

Waiver—Art. [: 1
Waiver—Art. [: 1

Waiver—Art. I:1

Waiver—Art, 1:2°

Waiver—Art. 1:2
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Enabling Clause. Here a full FTA or CU as defined in Article XXIV is not
required, and partial preferences are allowed. Seventeen arrangements fall
under this category. Finally, within the Generalized System of Preferences
(GSP), a waiver from the MFN Article I may be given for preferences
granted by developed countries to developing countries. Nine agreements
fall under this category. :

Notes

We thank Jeffrey Frankel, Philip Levy, T. N. Srinivasan, Robert Staiger, and participants in
the CIE-AEI Conference in Jurie 1995, as well as Pravin Krishna, for many helpful con-
versations and comments on an earlier draft. We have also benefited from suggestions made
at seminars at Harvard and Osaka universities, the University of Maryland, and the Stock-

" holm School of Econormics. Special appreciation is expressed to Maria Pillinini of the Devel-
opment Division of the World Trade Organization for providing the list of PTAs at the end
of this chapter in appendix table 1A-1. '

1. The focus of our chapter will be on Article XXIV-sanctioned PTAs, rather than on every
kind of preferential arrangement among any subset of World Trade Organization (WTO)
members. PTAs, often grouped together into a single category, actually fall into three differ-
ent WTO categories: Article XXIV arrangements involving FTAs and CUs, Enabling Clause.
arrangements limited to developing countries and permitting partial preferences, and Gener-
alized System'of Preferences (GSP) arrangements permitted via a grant of an exception to
~ Article I. Appendix table 1A-I provides a complete list of PTAs reported to WTO to date
according to the WTO category within which they fall.

2. The reasons why these did not succeed are discussed in Bhagwati (1991).

3. These different approaches, and the later approaches to the static theory of preferential
trading areas by Kemp and Wan (1976) and Brecher and Bhagwati (1981), have been dis-
tinguished and discussed in the graduate textbook by Bhagwati and Srinivasan (1983). The
Cooper-Massell-Johnson-Bhagwati argument has also been formalized recently, using the
Kemp-Wan approach and combining it with the theory of noneconomic objectives, by
Krishna and Bhagwati (1994). :

4. Our analytical synthesis draws on Bhagwati, Krishna, and Panagariya (1996) and also on
our paper for the 1996 American Economic Association meetings in San Francisco, Bhagwati

and Panagariya (1996).

5. In Viner’s analysis, reproduced in figure 2.1, with constant costs everywhere, the concepts
translate immediately into a shift of imports from the outside to the partner country as trade
diversion and a shift from the home country production to imports from the partner country
as trade creation. This translation does not hold fully in figure 2.3, for example.

6. In a generous introductory footnote to his article entitled “Emerging Regional Arrange-
ments: Building Blocks or Stumbling Blocks?” Lawrence (1991) writes, “I owe this phrase to
Jagdish Bhagwati.” Bhagwati (1991, 77) refers to the expansion of membership as a test of
PTAs serving as “building blocks” for worldwide freeing of trade: this concept is illustrated
in figure 2.9, reproduced from Bhagwati (1993a). Evidently, if going down the PTA path can
trigger multilateral negotiations and their successful conclusion, that too can be a way in
which PTAs may serve as building blocks, as discussed here.
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7. The “natural trading partners” hypothesis comes therefore in two forms. In the first form,
the emphasis is on a large initial volume of trade that may result, inter alia, from geographi-
cal proximity. In the second form, the emphasis is on transport costs that are assumed to be
low between countries within the same region. We have been firmly informed by Paul
Wonnacott that the term “natural trading partner” originated in Wonnacott and Lutz
(1989). Many authors have attributed the term instead to Krugman (1991a), who, along
with Summers, should nevertheless be credited with popularizing it.

8. We assume a specific rather than an ad valorem tariff for geometric simplicity when
supply curves are rising. Nothing in the analysis hangs on it.

9. Because imports expand, some of the inefficient domestic production is replaced by
imports from B."A also gains from an increase in the consumers’ surplus in excess of the tariff

revenue,

10. B gains nothing and C loses nothing, g1ven the constant-cost assumphons on their
supply curves in trade.

11. The measure used is the conventional Hicksian equivalent variation: keeping the initial
nondiscriminatory tariff, how much income can A withdraw to yield the same welfare loss as

the FTA imposes?

12. Many of the points in this and. the following section have been made earlier in Pana-
gariya (19952, 1995b). The tariff-revenue-transfer effect central to our analysis is normally
present in all models characterized by flexible terms of trade. Thus, see the three-good,
three-country general-equilibrium analyses of Berglas (1979) and Riezman (1979), which are
neatly summarized within a unified framework by Lloyd (1982). Both Berglas and Riezman
find, as we do, that when intra-union terms of trade are flexible, a large volume of imports
from the partner country is inversely related to the welfare effect of a preferential liberaliza-
tion. Neither. of these authors makes many of the points we make or looks at the problem

~as we do, however.

13. There is no trade creation in the example as the FTA leaves the domestic price and
therefore total imports into A unchanged. : :

14. We discuss the natural trading partners hypothesis in the alternative context of transport
costs later in the chapter. :

15. In a similar vein, Krugman (1991a, 21) notes, “To reemphasize why this matters: if a dis-
proportionate share of world trade would take place within trading blocs even in the absence
of any preferential trading arrangement, then the gains from trade creation within blocs are

. likely to outweigh any possible losses from external trade diversion.”

16. Ceteris paribus, the less A trades with the outside country, the less tariff revenue it col-
lects and the less is its gain. Thus, in the spirit of our previous discussion, a high proportion
of trade with the partner implies smaller gains from preferential liberalization.

- 17. In addition, a fraction of the large imports from the United States could well be a result

of preferential pohmes rather than competitiveness.

18. It is a common practice in the computable general-equilibrium (CGE) models to differen-
tiate goods by the country of origin and yet impose the small-country assumption. To a
general equilibrium theorist, this is not correct. If a country is the sole producer of its
exports, it necessarily has market power.

19. Rules of origin can and do, of course, restrict trade in other ways. For a recent analysis of
how rules of origin can lead to welfare-worsening outcomes, see Krueger (1993, 1995).
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20. See Grossman and Helpman (1995) in this context.

21. Note that the horizontal difference between EgEp and SgSp declines as price rises. This is
because the demand in B must fall with a rise in the price.

22. This simple point seems to have escaped a number of CGE:modelers of NAFTA who
distinguish products by the country of origin and continue to impose the small-country
assumphon

23. The same would also hold true 1f we were to use a monopolistic-competition or oligopoly
model.

24. In a small, open economy with tariffs as the only distortion, the change in welfare (real
income) from an infinitesimally small change in any set of tariffs equals the change in tariff
revenue evaluated at initial tariff rates (Eaton and Panagariya 1979). For an infinitesimally
small change in the tariff on B, the vertically shaded area in figure 2.5 is the increase and the
horizontally shaded area the decrease in tariff revenue measured at the original tariff rates.

25. Observe that the world price of each product is unity. Therefore, the base of the rectangle
represents both the quantity and value of imports at world prices.

26. To make this point another way, start with a zero tariff on good b and a positive, tariff
on ¢. The introduction of a small tariff on b will not lead to an efficiency loss in the b market
but will generate an efficiency cost in the ¢ market.

27. The effects shown in figure 2.5 do not arise in the partial equilibrium model of figures
2.2 and 2.3. Because these effects require the presence of at least two importables, they do
not arise even in a two-good general equilibrium model.

28. Recall that in figures 2.1 and 2.2, the internal terms of trade are variable. Country A's
terms of trade with respect to country B deteriorate by the full amount of the tariff reduction.
But because of the small-union assumption, the external terms of trade do not change there.

29. One hundred percent revenue seeking means that the entire revenue is available for
those who wish to seek it. Perfectly competitive revenue seeking leads to a dollar’s worth of
resource loss for a dollar of revenue sought. The two assumptions together imply that the
resources used up in revenue seeking equal the tariff revenues in equilibrium. For rent seek-
ing, see Krueger (1974) and for revenue seeking, see Bhagwati and Srinivasan (1980).

30. A detailed, general equihbnum analysis of this issue is provided in Panagarlya (1996a,
1996b). :

31. We assumed earlier that each country is the sole producer of its export good. This as-

sumption necessarily makes the terms of trade variable. In the conventional analysis, as also

in the present discussion, the outside country is assumed to produce all goods and is large.

The terms of trade are then determined in the outside country, and the only effects that arise

are those depicted in figure 2.5. In arriving at the conclusions discussed in this paragraph,

Lipsey also assumed that preferences are Cobb-Douglas. For further details, see Panagariya
(1996a, 1996b).

32. As quoted in footnote 12 of Bhagwati (1993a), according to Lipsey, “the larger are pur-
chases of domestic commodities and the smaller are purchases from the outside world, the
more likely is it that the union will bring gain.” If the liberalizing country’s preferences are of
the CES variety, the compensated crossprice elasticity of its demand for the partner's good
with respect to the price of its own good reduces to the product of the expenditure share of
its own good and the elasticity of substitution. ‘A sunilar statement applies to the compen-
sated crossprice elasticity of the country’s demand for the partrier's good with respect to the
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price of the outside country’s good. Thus, under CES preferences, our condition in the text
reduces fo Lipsey’s. As noted in the previous footnote, Lipsey himself had relied on Cobb-
Douglas preferences to derive the conclusion quoted at the beginning of this footnote.

33. This would not be generally true even if we were to take the measure just for one indi-
vidual country with every other country instead of pooling all possible pairs together.

34. Thus, intra-African exports were only 12.8 percent of total African exports in 1990.

35. There are countless other examples. Bhagwati (1993a) cites India-Pakistan versus India-
United Kingdom and India-USSR as an example.

36. Although Frankel and Wei find that a common border increases trade volumes, Dhar
and Panagariya (1994), who estimate the gravity equation on a country-by-country basis for
fwenty-two countries, find the common-border effect to be negative in six cases, This con-
flict of results underlies the serious reservations we have about the use of these gravity -
models to infer “trade diversion,” and so on: the coefficients vary considerably depending on
the dataset, and sometimes the signs do as well.

37. We note, however, that the recent critique of gravity models by Jacques J. Polak (1996)
casts serious doubt on even this conclusion. Polak estimates a gravity equation for total
imports as a function of income, population, and a location index measuring how favorably a
country is located for purposes of international trade. He finds that, for 1960 trade data, the
- location index yields a statistically significant effect, as in Frankel-Wei regressions, But for
the 1990 sample used by Frankel and Wei, the effect is statistically insignificant.

38. Of course, even if the relationship was natural," it does not justify preferences as argued
already by us.

39. Bhagwati, in several writings, for example, Bhagwati and Dehejia (1994) and Bhagwati
(1996a), has argued that comparative advantage has become “kaleidoscopic,” that is, thin and
volatile, as technical know-how has converged, multinationals have become globdl, interest
rates have become closer across nations, and access to different capital markets has become
more open. More and more industries are thus footloose.

40. In this paragraph, we abstract from the demand effects. The inclusion of demand effects
will modify the discussion but not the fundamental point.

41. And if costs indeed fall below those of Taiwan, there is no extra gain from the PTA
since in that case Canada would have replaced Taiwan as the supplier even under a non-

discriminatory tariff.

42. This makes the analysis complicated because the countries now wield market power, and
unilateral free trade is no longer optimal.

43. The point can also be made under “iceberg” type transport costs that are frequently
employed in international trade literature. In this formulation, a constant fraction of the good

* melts away in transit.

44, If the initial tariff is above the optimum tariff, given the elasticity assumption, a small
preferential reduction in the tariff on B is welfare improving. For a complete removal of the
tariff on B to be welfare improving, the initial tariff must be substantially higher than the

optimum tariff.

45. De Melo, Panaganya and Rodrik (1993} note a similar possxb1l1ty when the country
faces a revenue constraint. '
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46. We discuss these noneconomic factors later in the chapter. Our analysis, which has
focused mainly on the effects on the member countries, has not addressed adequately the
issue of the effects on nonmembers. However, there is a revival of mterest in that issue as
well. See, in particular, Srinivasan (1995) and Winters (19952, 1995b).

47. The common-water definition, of course, excludes land-locked countries such as Nepal
and countries with shores only on land-locked seas such as the Caspian. These, however, add
up to only a small fraction of world trade. See Bhagwati (1996b) for more on common-
waters FTAs,

48. Also see Frankel, Stein, and Wei (1995a, 1995b). Interestihgly, Haberler (1943) appears
to have been the first to use the term confinenfal blocs.

49. As matters stand currently, however APEC. and TAFTA are extremely unlikely to
become Article XXIV-sanctioned PTAs, despite the U.S. obsession with PTAs, whereas the
extension of NAFTA to the South looks like a long-term process.

50. Similarly, the MTN path may facilitate or obstruct the expansion of PTA membership,
so that the interaction between the two paths may be mutual. -

51. Christopher Bliss (1994) has tried to give the argument some structure. More recently,
T. N. Srinivasan (1995) has done so in the context of examiriing the question of the impact of
PTAs on nonmember welfare.

52. See Deardorff and Stern (1994).

53. Bhagwati (1993a, 40-44) also discussed skeptically the claims that PTA formation is
quicker, more efficient, and more certain than MTN,

54. For an early analysis of the political factors uriderlying the formation of PTAs, see the
work by the political scientist Edward Mansfield (1992) cited and discussed in Bhagwati
(1993a). Other political scientists, such as Miles Kahler and ]oseph Grieco, have written in
this area recently

55. In comparing incentives for export-oriented firms, for lobbying for a PTA (for example,
NAFTA) as against MTN (for example, the Uruguay Round), a dollar's worth of lobbying
would go a longer way in the former case because any preferential opening of the Mexican
market would be better for the U.S. exporter than such an opening on an MFN basis that
yields the benefits equally to U.S. rivals in Japan, the EU, and elsewhere. This argument
applies only to the extent that the MTN process simultaneously does not open other mar-
kets to the U.S. exporter on a reciprocal basis.

56. Bhagwati (1993a} cites Irwin's (1993) study of trade liberalization in the nineteenth cen-
tury, which shows that the Anglo-French Treaty may well have served this purpose. Richard
Baldwin's (1993) subsequent formalization of this basic idea in what he calls the “domino”
theory of PTA expansion is discussed below.

57. In this review, we do not include the important contributions to the political economy-
theoretic analysis of PTAs that do not directly address either of the two dynamic time-path
questions at issue in the text. For example, Grossman and Helpman (1995) have modeled the
formation of PTAs, demonstrating the critical role played by the possibility of trade diver-
sion in the outcome, a conclusion also arrived at independently by Pravin Krishna (1993) in a
different model. Similarly, Panagariya and Findlay (1996) have formalized the endogeneity
argument that reduced protection between members in a PTA can lead to increased protec-
tion against nonmembers. Using a political process consisting of lobbying by owners of spe-
cific factors, they also investigate the external tariffs that emerge under an FTA and a CU.
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For answers to a similar set of questions, but under the assumption of a welfare-maximizing
government, see our discussion of Bagwell and Staiger (1993).

58. As noted in Bhagwati (1993a, 1994), this is exactly what the United States achieved, in
terms of intellectual property protection and even concessions on environmental and labor
standards enforcement, by getting then president Carlos Salinas into a one-on-one bargain-
ing situation in NAFTA. And now Chile is poised to accept these obligations as the price of
getting into NAFTA. On the other hand, as the virtually unanimous developing country
_objections to labor standards demands at the WTO show, neither Mexico nor Chile would
have agreed to these demands in the purely WTO context.

59. This was stated to be the case for Washington, D.C,, by a well-placed trade economist in
the Clinton administration, at a recent conference on the subject of PTAs. The first author, at
a Stockholm conference on WTQ issues in 1996, organized by the Swedish trade minister,
Mats Hellstrém, found a similar unawareness among some of the trade ministers and
bureaucrats present, even as the response of the attending economists to his critical remarks
about the current obsession with PTAs was enthusiastic.

60. And then there are also those who think that the APEC, turned into a PTA that excludes
the extension of trade barrier reductions to Europe, will prompt Europe to its own tariff cuts
in a benign outcome. This viewpoint, ascribed in the media to C. F. Bergsten, is premised on
his view that the Seattle APEC summit pushed the Europeans into settling the Uruguay
Round. The latter view is unpersuasive since, in the end, it was the U.S. administration that
‘decided to accept the advice of many to close the Round with whatever it could get and to
proceed to build on that in future negotiations. For a critique of similar, special pleading to
justify NAFTA, see Bhagwati (1995, II —12).

61. For a detailed statement of this cnhque see Bhagwatl (1995).

62. Unfortunately, this comment also applies to many of the numerical models, including the
computable general-equilibrium models, estimating the gains from PTAs, as discussed by
Panagariya in a forthcoming essay. And then there are the more elementary conceptual
errors that afflict the numerical estimates of gains in employment from NAFTA. These errors
were widely repeated by the media at the time.
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CHAPTER O

The Political Economy of Trade Policy ’

e n 1981 the United States asked Japan to [imit its exports of autos to the United
States. This raised the prices of imported cars and forced U.S. consumers to buy
#&. domestic autos they clearly did not like as much. While Japan was willing to
accommadate the U.S. government on this point, it was unwiliing to do so on another—
a request that Japan eliminate import quotas on beef and citrus products—quotas that
forced Japanese consumers to buy incredibly expensive domestic products instead of
cheap imports from the United States. The governments of both countries were thus
determined to pursue policies that, according to the cost-benefit analysis developed in
Chapter 8, produced more costs than benefits. Clearly, government policies reflect
objectives that go beyond simple measures of cost and benefit.
In this chapter we examine somne of the reasons governments either should not or, at
any rate, do not base their policy on economists’ cost-benefit calculations. The exami-
nation of the forces motivating trade policy in practice continues in Chapters 10 and 11,
which discuss the characteristic trade policy issues facing developing and advanced ‘
countries, respectively. :
The first step toward understanding actual trade policies is to ask what reasons |
there are for governments notto interfere with trade—that is, what is the case for free
“trade? With this question answered, arguments for intervention can be examined as
challenges to the assumptions underlying the case for free trade.

Learning Goals : i
After reading this chapter, you will be able to: '

« " Articulate arguments for free trade that go beyend the conventional gains li
from trade.

» Evaluate national welfare arguments against free trade. 7

* Relate the theory and evidence behind “political economy” views of trade pol-
icy. '

* Explain how international negotiations and agreements have promoted world
trade.

+ Discuss the special issues raised by preferential trade agreements. |
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- The Case for Free Trade

Few countries have anything approaching completely free trade. The city of Hong Kong,
which is legally part of China but maintains a separate economic policy, may be the only
modern economy with no tariffs or import quotas. Nonetheless, since the time of Adam

- Smith, economists have advocated free trade as an ideal toward which trade policy should
strive. The reasons for this advocacy are not quite as simple as the idea itself. At one level,
theoretical models suggest that free trade will avoid the efficiency losses associated with -
protection. Many economists believe that free trade produces additional gains beyond the
elimination of production and consumption distortions. Finally, even among economists
who believe free trade is a less than perfect policy, many believe free trade is usually better
than any other policy a government is likely to follow.

Free Trade and Efficiency

The efficiency case for free trade is simply the reverse. of the cost-benefit analysis of a

tariff. Figure 9-1 shows the basic point once again for the case of a small country that

cannot influence foreign export prices. A tariff causes a net loss to the economy measured -
by the area of the two triangles; it does so by distorting the economic incentives of both pro-

ducers and consumers. Conversely, a move to free trade éliminates these distortions and

increases national welfare. _

In the modern world, for reasons we will explain later in this chapter, tariff rates are
generally low and import quotas relatively rare. As a result, estimates of the total costs of
distortions due to tariffs and import quotas tend to be modest in size. Table 9-1 shows one
recent estimate of the gains from a move to worldwide free trade, measured as a percent-
age of GDP. For the world as a whole, according to these estimates, protection costs less
than 1 percent of GDP. The gains from free trade are somewhat smaller for advanced
economies such as the United States and Europe and somewhat larger for poorer “devel-
oping countries.”

Figure 9-1 Price, P
The Efficiency Case for Free Trade S
A trade restriction, such as a tariff,
 leads to production and consumption
distortions.
Production Consumption
distortion distortion
World price
plus tariff
World price
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TABLE 3-1 Benefits of a Move to Werldwide Free Trade (percent of GDP)

United States ‘ 0.57
European Union 0.61
Japan 0.85
Developing countries ' 1.4

World ' 0.93

Source: William Cline, Trade Policy and Global Poverty (Washington, D.C.: Institute for
International Economics, 2004), p, 180.

TABLE 9-2 Estimated Cost of Protection, as a Percentage of National Income

Brazil (1966) 9.5
Turkey (1978) 54
Philippines (1978) 54
United States (1983) , 0.26

Sources: Brazil: Bela Balassa, The Siructure of Protection in Developing Countries (Bal-
timore: The Johns Hopkins Press, 1971); Turkey and Philippines: World Bank, The World
Development Report 1987 (Washington, D.C.: World Bank, 1987); United States: David G,

Tarr ahd Morris E. Morkre, Aggregate Costs to the United States of Tariffs and Quatas on
Imports (Washlngton, D.C.: Federal Trade Commission, 1984) ‘

Additional Gains from Free Trade'

There is a widespread belief among economists that calculations of the kind reported in
Table 9-2, even though they report substantial gains from free trade in some cases, do not
represent the whole story. In small countries in general and developing countries in partic-
ular, many economists would argue that there are important gains from free trade not
accounted for in conventional cost-benefit analysis.

One kind of additional gain involves economies of scale. Protected markets not only
fragment production internationally, but by reducing competition and raising profits,
they also lead too many firms to enter the protected industry. With a proliferation of
firms in narrow domestic markets, the scale of production of each firm becomes ineffi-
cient. A good example of how protection leads to inefficient scale is the case of the
Argentine automobile industry, which emerged because of import restrictions. An effi-
cient scale assembly plant should make from 80,000 to 200,000 automobiles per year,
yet in 1964 the Argentine industry, which produced only 166,000 cars, had no fewer than
13 firms! Some economists argue that the need to detei excessive entry and the resulting

LThe additional gains from free trade that are discussed here are sometimes referred to as “dynamic™ gains,
because increased competition and innovation may need more time to take effect than the elimination of produc-
tion and consumption distortions.
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inefficient scale of production is a reason for free trade that goes beyond the standard
cost-benefit calculations. :

Another argument for free trade is that by providing entrepreneurs with an incentive to
seek new ways to export or compete with imports, free trade offers more opportunities for
learning and innovation than are provided by a system of “managed” trade, where the gov-
ernment largely dictates the pattern of imports and exports. Chapter 10 discusses the expe-
riences of less-developed countries that discovered unexpected export opportunities when
they shifted from systems of import quotas and tariffs to more open trade policies.

These additional arguments for free trade are for the most part not quantified. In
19835, however, Canadian economists Richard Harris and David Cox attempted to quan-
tify the gains for Canada of free trade with the United States, taking into account the
gains from a more efficient scale of production within Canada. They estimated that

- Canada’s real income would rise by 8.6 percent—an increase about three times as large as
the one typically est1mated by economists who do not take into account the gains from
economies of scale.?

If the additional gains from free trade are as large as some economists believe, the costs
of distorting trade with tariffs, quotas, export subsidies, and so on are correspondingly
larger than the conventional cost-benefit analysis measures.

Political Argument for Free Trade |
A political argument for free trade reflects the fact that a political commitment to free

trade may be a good idea in practice even though there may be better policies in principle. - i
Economists often argue that trade policies in practice are dominated by special-interest pol- /
jtics rather than consideration of national costs and benefits. Economists can sometimes |
show that in theory a selective set of tariffs and export subsidies could increase national l
welfare, but in reality any government agency attempting to pursue a sophisticated program |
_of intervention in trade would probably be captured by interest groups and converted into a

device for redistributing income to politically influential sectors. If this argument is correct, |

it may be better to advocate free trade without exceptions, even though on purely econom- i
ic grounds free trade may not always be the best conceivable policy. |

The three arguments outlined in the previous section probably represent the standard |

view of most international economists, at least in the United States:

i
i
1. The conventionally measured costs of deviating from free trade are large. i
2. There are other benefits from free trade that add to the costs of protectionist policies. i
3. Any attempt to pursue sophisticated deviations from free trade will be subverted by the |
political process. _ « o
. { ;
J
1
|
i

Nonetheless, there are intellectually respectable arguments for deviating from free trade,
and these arguments deserve a fair hearing.

2See Harris and Cox, Trade, Industrial Policy, and Canadian Manufacturing (Toromte: Ontario Economic Coun-
cil, 1984); and, by the same authors, “Trade Liberalization and Industrial Organization: Some Estimates for
Canada,” Journal of Political Economy 93 (February 1983), pp. 115-143.
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@ Case Study

The Gains from 1992

In 1987 the nations of the European Community (now known as the Buropean Union}

agreed on what formally was called the Single European Act, with the intention to

create a truly unified European market. Because the act was supposed to go into effect
" within five years, the measures it embodied came to be known generally as “1992.”

The unusual thing about 1992 was that the European Community was already a cus-
toms union, that is, there were no tariffs or import guotas on intra-BEuropean trade. So
‘what was left to liberalize? The advocates of 1992 argued that there were still substantjat
barriers to international trade within Europe. Some of these barriers 1nvolved the costs of
crossing borders; for example the mere fact that trucks carrying goods betweéen France .

- and Germany had to stop for legal formalities often meant long waits that were costly i in
time and fuel. Smular costs ‘were 1mposed on business travelers, who might fly from
" London to Paris in an hour, then spend gnother hour waiting to clear immigration and._ :
- ‘customs. Differences in ‘regulations also had the effect of limiting the mtegratmn of -
R _markets For example because health regulatrons ot food differed among the European
S _jnat1ons one, could not s1mp1y ﬁll 4 tmck wrth Brrtlsh goods and take them to France or'-

; '_'tmg thes ‘ subtle obstacles to trade was a"'_.ery'dlfﬁcult pohhcal process up- ' 53-_"
T ' 1 try w1thout ny L

.......

Bntaln succeeded m gettmg the necessary exemphons On the other an :Germa.ny was--i :

1 _ 5 forced to accept 1mports ‘of beer that did not meet its centurles old punty Taws, and Italy‘ _'3
to aCcept pasta made from——horrors’—the wrong kind of wheat '
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But why engage in all this difficult negotiating? What were the potential gains from .
19927 Attempts to estimate the direct gains have always suggested that they are fairly '
modest. Costs associated with crossing borders amount to no more than a few percent of
the value of the goods shipped; removing these costs could add at best a fraction of a
percent to the real income of Europe as a whole. Yet economists at the European Com-
mission (the administrative arm of the Buropean Community) argued that the true gains
‘would be much larger.
~ Their reasoning relied fo a large extent on the view that the unification of the Euro-
pean market would lead to greater competition among firms and to a more efficient scale
of production. Much was made of the comparison with the United States, a country
- . whose purchasing power and population are similar to those of the European Union, but
" which is a borderless, fully integrated market. Commiission économists pointed out that
in a number of industries Europe seemed to have markets that were segmented: Instead
of treatmg the wpole comntinent as a smgle market, firms seemed to have carved it into
L local zones served by relat:lvely small-scale nat1ona1 producers ’I‘he}yr argued that with all ir
. barriers to trade removed, there would be a consolidation of these producers, with sub-- il
s tantlal gains in product1v1ty These putative gams raised the overall estimated benefits ;
S _from7-1992 to several percent of the initial incorne of European natrons The Commlssmn ‘ ' J
*. economists: argued further that there’ would be mdlrect benefits, because’ the 1mpr0ved‘ oo
ffimency_of the Europeau econom ‘would qmprov ”'the trade-off between 1nﬂat10n and _

3See The Economics of 1992 {Brussels: Commission of the European Communities, 1988).
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-National Welfare Arguments Against Free Trade

Most tariffs, import quotas, and other trade policy measures are undertaken primarily to
protect the income of particular interest groups. Politicians often claim, however, that the
policies are being undertaken in the interest of the nation as a whole, and sometimes they
are even telling the truth. Although economists often argue that deviations from free trade
reduce national welfare, there are, in fact, some theoretical grounds for believing that
activist trade policies can sometimes increase the welfare of the nation as a whole. !

The Terms of Trade Argument for a Tariff

One argument for deviating from free trade comes directly out of cost-benefit analysis: For
a large country that is able to affect the prices of foreign exporters, a tariff lowers the price
of imports and thus generates a terms of trade benefit. This benefit must be set against the
costs of the tariff, which arise because the tariff distorts production and consumption incen-
tives. It is possible, however, that in some cases the terms of trade benefits of a tariff out-
weigh its costs, so there is a terms of trade argument for a tariff. _ |

The appendix to this chapter shows that for a sufficiently small tariff the terms of trade _
benefits must outweigh the costs. Thus at small tariff rates a large country’s welfare is |
higher than with free trade (Figure 9-2). As the tariff rate is increased, however, the costs
eventually begin to grow more rapidly than the benefits and the curve relating national wel-
fare to the tariff rate turns down, A tariff rate that completely prohibits trade (¢, in Figure 9-
2) leaves the country worse off than with free trade; further increases in the tariff rate
beyond ¢, have no effect, so the curve flattens out. |

At point I on the curve in Figure 9-2, corresponding to the tariff rate ¢,, national welfare |
is maximized, The tariff rate £, that maximizes national welfare is the optimum tariff. (By .

' convention the phrase optimum tariff is usually used to refer to the tariff justified by a terms

of trade argument rather than to the best tariff given all possible considerations.) The opti- "
mum tariff rate is always positive but less than the prohibitive rate (7,) that would eliminate i
all imports. ’

Figure 9-2
The Optimum Tariff

For a large country, there is an opti-
mum tariff ¢, at which the marginal
gain from improved terms of trade
just equals the marginal efficiency
loss from production and consump-
tion distortion.

National welfare
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What policy would the terms of trade argument dictate for export sectors? Since an
export subsidy worsens the terms of trade, and therefore unambiguously reduces national
welfare, the optimal policy in export sectors must be a negative subsidy, that is, a tax on

' exports that raises the price of exports to foreigners. Like the optimum tariff, the optimum
export tax is always positive but less than the proh1b1t1ve tax that would eliminate exports
completely.

The policy of Saudi Arabia and other oil exporters has been to tax their exports of oil,
raising the price to the rest of the world. Although oil prices fell in the mid-1980s, it is hard
to argue that Saudi Arabia would have been better off under free trade.

The terms of trade argument against free trade has some important limitations, however.
Most small countries have very little ability to affect the world prices of either their imports
or exports, so that the terms of trade argument is of little practical importance. For big coun-
tries like the United States, the problem is that the terms of trade argument amounts to an
argument for using national monopoly power to extract gains at other countries’ expense.
The United States could surely do this to some extent, but such a predatory policy would
probably bring retaliation from other large countries. A cycle of retaliatory trade moves
would, in turn, undermine the attempts at international trade policy coordination described
later in this chapter.

The terms of trade argument against free trade then, is intellectually Impeccable but of
doubtful usefulness. In practice, it is emphasized more by economists as a theoretical
proposition than it is used by governments as a justification for trade policy. '

The Domestic Market Failure Argument Against Free Trade

Leaving aside the issue of the terms of trade, the basic theoretical case for free trade rested
on cost-benefit analysis using the concepts of consumer and producer surplus. Many econ-
omists have made a case against free trade based on the counterargninent that these con-
cepts, producer surplus in particular, do not properly measure costs and benefits.

Why might producer surplus not properly measure the benefits of producing a good? We
consider a variety of reasons in the next two chapters: These include the possibility that the
labor used in a sector would otherwise be unemployed or underemployed, the existence of
defects in the capital or labor markets that prevent resources from being transferred as
rapidly as they should be to sectors that yield high returns, and the possibility of techno-
logical spillovers from industries that are new or particularly innovative. These can all be
classified under the general heading of domestic market failures. That is, each of these
examples is one in which some market in the country is not doing its job right—the labor
market is not clearing, the capital market is not allocating resources efficiently, and so on.

Suppose, for example, that the production of some good yields experience that will
improve the technology of the economy as a whole but that the firms in the sector cannot
appropriate this benefit and therefore do not take it into account in deciding how much to
produce. Then there is a marginal social benefit to additional production that is not cap-
tured by the producer surplus measure.. This marginal social benefit can serve as a justifi-
cation for tariffs or other trade policies.

Figure 9-3 illustrates the domestic market failure argument against free trade. Figure 9-
3a shows the conventional cost-benefit analysis of a tariff for a small country (which rules
out terms of trade effects). Figure 9-3b. shows the marginal benefit from production that is
not taken account of by the producer surplus measure. The figure shows the effects of a
tariff that raises the domestic price from B, to B, + ¢. Production rises from S’ to §?, with
a resulting production distortion indicated by the area labeled a. Consumption falls from D'
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Figure 9-3 Price, P
The Domestic Market Failure S
Argument for a Tariff ‘
If production of a good yields extra
social benefits (measured in panel {4}
by area (¢) not captured as producer
surplus), a tariff can increase welfare,
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to D?, with a resulting consumption distortion indicated by the area b. If we considered only
consumer and producer surplus, we would find that the costs of the tariff exceed its benefits.
Figure 9-3b showé, however, that this calculation overlooks an additional benefit that may
make the tariff preferable to free trade. The increase in production yields a social benefit
that may be measured by the area under the marginal social benefit curve from §' to 52,
indicated by c. In fact, by an argument similar to that in the terms of trade case, we can
show that if the tariff is small enough the area ¢ must always exceed the area ¢ + b and that
_ there is some welfare-maximizing tariff that yields a level of social welfare higher than that
of free trade. ' '

The domestic market failure argument against free trade is a particular case of a more
general concept known in economics as the theory of the second best. This theory states
that a hands-off policy is desirable in any one market only if all other markets are working
properly. If they are not, a government intervention that appears to distort incentives in one
market may actually increase welfare by offsetting the consequences of market failures else-
where. For example, if the labor market is malfunctioning and fails to deliver full employ-
ment, a policy of subsidizing labor-intensive industries, which would be undesirable in a
full-employment economy, might turn out to be a good idea. It would be better to fix the
labor market, for example, by making wages more flexible, but if for some reason this
~ cannot be done, intervening in other markets may be a “second-best” way of alleviating the
problem.

|
4
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When economists apply the theory of the second best to trade policy, they argue that
imperfections in the internal functioning of an economy may justify interfering in its exter-
.nal economic relations. This argument accepts that international trade is not the source of
the problem but suggests nonetheless that trade policy can provide at least a partial solution.

How Convincing Is the Market Failure Argument?

When they were first proposed, market failure arguments for protéction seemed to under-
mine much of the case for free trade. After all, who would want to argue that the real
‘economies we live in are free from market failures? In poorer nations, in particular, market
imperfections seem to be legion. For example, unemployment and massive differences
between rural and urban wage rates are present in many less-developed countries (Chapter
10). The evidence that markets work badly is less glaring in advanced countries, but it is
easy to develop hypotheses suggesting major market failures there as well—for example,
the inability of innovative firms to reap the full rewards of their innovations. How can we
defend free trade given the likelihood that there are interventions that could raise national
welfare? .

There are two lines of defense for free trade: The first argues that domestic market fail-
ures should be corrected by domestic policies aimed directly at the problems’ sources; the
second argues that economists cannot diagnose market failure well enough to prescribe
policy.

The point that domestic market failure calls for domestic policy changes, not interna-
tional trade policies, can be made by cost-benefit analysis, modified to account for any
unmeasured marginal social benefits. Figure 9-3 showed that a tariff might raise welfare,
despite the production and consumption distortion it causes, because it leads to additional
production that yields sccial benefits. If the same production increase were achieved via a
Jproduction subsidy rather than a tariff, however, the price to consumers would not increase
and the consumption loss & would be avoided. In other words, by targeting directly the par- -
ticular activity we want to encourage, a production subsidy would avoid some of the side
costs associated with a tariff. _

This example illustrates a general principle when dealing with market failures: It is
always preferable to deal with market failures as directly as possible, because indirect
policy responses lead to unintended distortions of incentives elsewhere in the economy.
Thus, trade policies justified by domestic market failure are never the most efficient
response; they are always “second-best” rather than “first-best” policies.

This insight has important implications for trade policymakers: Any proposed trade
policy should always be compared with a purely domestic policy aimed at correcting the
same problem. If the domestic policy appears too costly or has undesirable side effects, the
trade policy is almost surely even less desirable—even though the costs are less apparent.

In the United States, for example, an import quota on automobiles has been supported on
the grounds that it is necessary to save the jobs of autoworkers. The advocates-of an import
quota argue that U.S. labor markets are too inflexible for autoworkers to remain employed
either by cutting their wages or by finding jobs in other sectors. Now consider a purely
domestic policy aimed at the same problem: a subsidy to firms that employ autoworkers.
Such a policy would encounter massive political opposition. For one thing, to preserve cur-
rent levels of employment without protection would require large subsidy payments, which
would either increase the federal government budget deficit or require a tax increase. Fur-
thermore, autoworkers are among the highest-paid workers in the manufacturing sector; the
general public would surely object to subsidizing them. It is hard to believe an employment
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subsidy for autoworkers could pass Congress. Yet an import quota would be even more
expensive, because while bringing about the same increase in employment, it would also
distort consumer choice. The only difference is that the costs would be less visible, taking _ :
the form of higher automobile prices rather than direct government cutlays.

Critics of the domestic market failure justification for protection argue that this case is - (
typical: Most deviations from free trade arc adopted not because their benefits exceed their |
costs but because the public fails to understand their true costs. Comparing the costs of trade |
policy with alternative domestic policies is a useful way to focus attention on how large
these costs are.

The second defense of free trade is that because market failures are typically hard to
identify precisely, it is difficult to be sure about the appropriate. policy response. For
example, suppose there is urban unemployment in a less-developed country; what is the
appropriate policy? One hypothesis (examined more closely in Chapter 10) says that a
tariff to protect urban industrial sectors will draw the unemployed into productive work
and thus generate social benefits that more than compensate for its costs. Another hypoth-
esis says, however, that this policy will encourage so much migration to urban areas that
unemployment will, in fact; increase. It is difficult to say which of these hypotheses is
right. While economic theory says much about the working of markets that function prop-
erly, it provides much less guidance on those that don’t; there are many ways in which
markets can malfunction, and the choice of a second best policy depends on the details of
the market failure.

The difficulty of ascertaining the right second-best trade policy to follow reinforces the !
polifical argument for free trade mentioned earlier. If trade policy experts are highly uncer- )
tain about how policy should deviate from free trade and disagree among themselves, it is
all too easy for trade policy to ignore national welfare altogether and become dominated by o
special-interest politics. If the market failures are not too bad to start with, a commitment to i
free trade-might in the end be a better policy than opening the Pandora’s box of a more flex- ;
ible approach. ‘ i

This is, however, a judgment about politics rather than economics. We need to realize !
that economic theory does not provide a dogmatic defense of frec trade, something that it is
often accused of doing.

Income Distribution and Trade Policy i

The discussion so far has focused on national welfare arguments for and against tariff
policy. It is appropriate to start there, both because a distinction between national welfare
and the welfare of particular groups helps to clarify the issues and because the advocates of
trade policies usually claim they will benefit the nation as a whole. When looking at the
actual politics of trade policy, however, it becomes necessary to deal with the reality that
there is no such thing as national welfare; there are only the desires of individuals, which
get more or less imperfectly reflected in the objectives of government.
How do the preferences of individuals get added up to produce the trade policy we ' : lf

'

actually see? There is no single, generally accepted answer, but there has been a grow-
ing body of economic analysis that explores models in which governments are assumed
to be trying to maximize political success rather than an abstract measure of national
welfare.
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Figure 9-4 Preferred tariff rate
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Electoral Competition

Political scientists have long used a simple model of competition among political parties to
show how the preferences of voters might be reflected in actual policies.* The model runs as
follows: Suppose that there are two competing parties, each of which is willing to promise
whatever will enable it to win the next election. Suppose that policy can be described
along a single dimension, say, the level of the tariff rate. And finally, suppose that voters
differ in the policies they prefer. For example, imagine that a.country exports skill-intensive
goods and imports labor-intensive goods. Then voters with high skill levels will favor Jow
tariff rates, but voters with low skills will be better off if the country imposes a high tariff
‘(because of the Stolper-Samuelson effect discussed in Chapter 4). We can therefore think of
lining up all the voters in the order of the tariff rate they prefer, with the voters who favor
the lowest rate on the left and those who favor the highest rate on the right.

What policies will the two parties then promise to follow? The answer is that they will
try to find the middle ground—specifically, both will tend to converge on the tariff rate pre-
ferred by the median voter, the voter who is exactly halfway up the lineup. To see why,
consider Figure 9-4. In the figure, voters are lined up by their preferred tariff rate, which i is,
shown by the hypothetical upward-sloping curve; z,; is the median voter’s preferred rate.
Now suppose that one of the parties has proposed the tariff rate z,, which is considerably
above that preferred by the median voter. Then the other party could propose the slightly
lower rate £, and its program would be preferred by almost all voters who wanted a lower
tariff, that is, by a majority. In other words, it would always be in the political interest of a
party to undercut any tariff proposal that is higher than what the median voter wants.

But similar reasoning shows that self-interested politicians will always want to promise
a higher tariff if their opponents propese one that is lower than the tariff the median voter
prefers. So both parties end up proposing a tariff close to the one the median voter wants. '

Political scientists have modified this simple model in a number of ways. For example, :
some analysts stress the importance of party activists to getting out the vote; since these
activists are often ideologically motivated, the need for their support may prevent parties

4See‘i’mtl'lon),r Downs, An Economic Th'eory of Democracy (Washington, D.C.: Brookiﬂgs Institution, 1957).
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from being quite as cynical, or adopting platforms quite as indistinguishable, as this model
suggests. Nonetheless, the median voter model of electoral competition has been very
helpful as a way of thinking about how political decisions get made in the real world,
where the effects of policy on inceme distribution may be more important than their effects
on efficiency. | _
One area in which the median voter model does not seem to work very well, however, is
~ trade policy! In fact, it makes an almost precisely wrong prediction. According to this
model, a policy should be chosen on the basis of how many voters it pleases. A policy that

inflicts Jarge losses on a few people but benefits a large number of people should be a polit-

ical winner; a policy that inflicts widespread losses but helps a small group should be a
loser. In fact, however, protectionist policies are more likely to fit the latter than the former
- description. Recall the example of the U.S. sugar import quota, discussed in Chapter 8:
According to the estimates presented there, the quota imposed a loss of about $2.5 billion
on U.S. consumers—that is, on tens of millions of voters—while providing a much small-
er gain to a few thousand sugar industry workers and businesspersons. How can such a
thing happen politically?

Collective Action _

In a now famous book, economist Mancur Olson pointed out that political activity on
behalf of a group is a-public good; that is, the benefits of such activity accrue to all members
- of the group, not just the individual who performs the activity. Suppose a consumer writes
a letter to his congressperson demanding a lower tariff rate on his favorite imported good,
and this letter helps change the congressperson’s vote, so that the lower tariff is approved.
Then all consumers who buy the good benefit from lower prices, even if they did not
bother to write letters.

This public goed character of politics means that policies that impose large losses in
total, but small losses on any individual, may not face any effective opposition. Again take
the example of the sugar import quota. This policy imposes a cost on a typical American
family of approximately $30 per year. Should a consumer lobby his or her congressperson
to remove the quota? From the point of view of individual self-interest, surely not. Since
one letter has only a marginal effect on the policy, the individual payoff from such a letter
is probably literally not worth the paper it is written on, let alone the postage stamp.
(Indeed, it is surely not worth even learning of the quota’s existence unless you are inter-
ested in such things for their own sake.) And yet if a million voters were to write demand-
ing an end to the quota, it would surely be repealed, bringing benefits to consumers far
exceeding the cost of sending the letters. In Olson’s phrase, there is a problem of collective
action: While it is in the interests of the group as a whole to press for favorable policies, it
is not in any individual’s interest to-do so.

The problem of collective action can best be.overcome when a group is small (so that
each individual reaps a significant share of the benefits of favorable policies) and/or well-
organized (so that members of the group can be mobilized to act in their collective interest).
The reason that a policy like the sugar quota can happen is that the sugar producers form a
relatively small, well-organized group that is well aware of the size of the implicit subsidy
members receive, while sugar consumers are a huge population that does not even perceive
itself as an interest group. The problem of collective action, then, can explain why policies
that not only seem to produce more costs than benefits but that also seem to hurt far more

~voters than they help can nonetheless be adopted. ' ‘

5M.':mcur Olson, The Logic of Collective Action (Cambridge: Harvard University Press, 1965).
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Politicians for Sale: Evidence from the 1990s

As we explained in the text, it’s hard to make sense
of actual trade policy if you assume that governments
are genuinely trying to maximize national welfare.
On the other hand, actual trade policy does make
sense if you assume that special-interest groups can
buy influence. But is there any direct evidence that
politicians really are for sale?

Votes by the U.S. Congress on some crucial trade
issues in the 1990s offer useful test cases. The reason
is that U.S. campaign finance laws require politicians
to reveal the amounts and sources of campaign con-
tributions; this disclosure allows economists and
political scientists to look for ‘any relationship
between those contributions and actual votes.

A 1998 study by Robert Baldwin and Christopher
Magee* focuses on two crucial votes: the 1993 vote
on the-North American Free Trade Agreement (gen-
erally known as NAFTA, and described at greater
Iength below), and the 1994 vote ratifying the latest
agreement under the General Agreement on Tariffs
and Trade (generally known as the GATT, also
described below). Both votes were bitterly fought,
largely along business-versus-labor lines——that is,
business groups were strongly in favor; labor unions
were strongly against. In both cases the free trade

position backed by business won; in the NAFTA vote

the outcome was in doubt until the last minute, and
- the margin of victory—34 votes in the House of Rep-

resentatives—was not very large.

Baldwin and Magee estimate an econometric
model of congressional votes that controls for such
factors as the economic characteristics of members’
districts as well as business and labor contributions
to the congressional representative. They find a
strong impact of money on the voting pattern. One
way to assess this impact is to run a series of “coun-
terfactuals”: how different would the overall vote
have been if there had been no business contribu-
tions, no labor contributions, or no contributions at
all?

The table on the following page summarizes the
results. The first line shows how many representatives
voted in favor of each bill; bear in mind that passage
required at least 214 votes. The second line shows the
number of votes predicted by Baldwin and Magee’s
equations: Their model gets it right in the case of
NAFTA and overpredicts by a few votes in the case of
the GATT. The third line shows how many votes each
bill would have received, according to the model, in
the absence of labor contributions; the next line shows

Modeling the Political Process

)

While the logic of collective action has long been invoked by economists to explain seem- i ‘
ingly irrational trade policies, it is somewhat vague on the way in which organized interest g
groups actually go about influencing policy. A growing body of recent analysis tries to fill
this gap with simplified models of the political process.®

The starting point of this analysis is an obvious point: While politicians may win elec-
tions partly because they advocate popular policies, a successful campaign also requires
money for advertising, polling, and so on. It may therefore be in the interest of a politician™
to adopt positions that are against the interest of the typical voter if he or she is offered a
sufficiently large financial contribution to do so; the extra money may be worth more votes
than those lost by taking the unpopular position.

Recent models of the political economy of trade policy therefore envision a sort of auc-
tion, in which interest groups “buy” policies by offering contributions contingent on the

6.See, in particular, Gene Grossman and Elhanan Helpman, “Protection for Sale,” American Economic Review 89
(September 1994}, pp. §33-830.
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Vote for NAFTA Vote for GATT
Actual 229 283
Predicted by mode! 229 290
Without labor contributions 291 346
Without business contributions 195 257
Without any contributions 256 ‘ 323

how many would have voted in favor in the absence of
business contributions. The last line shows how many
would have voted in favor if both business and labor
contributions had been absent. .

If these estimates are correct, contributions had
big impacts on the vote totals. In the case of NAFTA,
labor contributions induced 62 representatives who
would otherwise have supported the bill to vote
against; business contributions moved 34 representa-
tives the other way. If there had been no business
contributions, according to this estimate, NAFTA
would have received only 195 votes—not enough for

On the other hand, éiven that both sides were
making contributions, their effects tended to cancel
out. Baldwin and Magee’s estimates suggest that in
the absence of contributions from either labor or
business, both NAFTA and the GATT would have
passed anyway.

It's probably wrong to emphasize the fact that in
these particular cases contributions from the two
sides did not change the final outcome. The really
important result is that politicians are, indeed, for
sale—which means that theories of trade policy that
emphasize special interests are on the right track.

221

passage.

* Robert B. Baldwin and Christopher S. Magee, “Is Trade Policy for Sale? Congressional Voting on
Recent Trade Bills.”” National Bureau of Economic Research Working Paper no. 6376.

policies followed by the government. Politicians will not ignore overall welfare, but they
will be willing to trade off some reduction in the welfare of voters in return for a larger cam- ;
paign fund. As a result, well-organized groups—that is, groups that have been able to over- i
come the problem of collective action—will be able to get policies that favor their interests ‘
at the expense of the public as a whole. S

Who Gets Protected? : |

As a practical matter, which industries actually get protected from import competition?’ ]
Many developing countries traditionally have protected a wide range of manufacturing, in .
a policy known as import-substituting industrialization. We discuss this policy and the rea-
sons why it has become considerably less popular in recent years in Chapter 10. The range
of protectionism in advanced countries is much narrower; indeed, much protectionism is
concentrated in just two sectors, agriculture and clothing. ‘ |

i
Agricalture There are not many farmers in modern economies—in the United States, 1
agriculture employs only about 2 percent of the work force. Farmers are, however, usually
a well-organized and politically effective group, which has been able in many cases to

-
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achieve very high rates of effective protection, We discussed Europe’s Common Agricul-
tural Policy in Chapter 8; the export subsidies in that program mean that a number of agri-
cultural products sell at two or three times world prices. In Japan, the government has tra-
ditionally banned imports of rice, thus driving up internal prices of the country’s staple food
to more than five times as high as the world price. This ban was slightly relaxed in the face
of bad harvests in the mid-1990s, but in late 1998—over the protests of other nations,
including the United States—Japan imposed a 1,000 percent tariff on rice imports.

The United States is by and large a food exporter, which means that tariffs or import
quotas cannot raise prices. (Sugar is an exception.) While farmers have received consider-
able subsidies from the federal government, the government’s reluctance to pay money out
directly (as opposed to imposing more or less hidden costs on consumers) has limited the
size of these subsidies. As a result of the government’s reluctance, much of the protection in
the United States is concentrated on the other major protected sector: the clothing industry.

Clothing The clothing industry consists of two parts: textiles (spinning and weaving of
cloth) and apparel (assembly of that cloth into clothing). Both industries, but especially the
apparel industry, have been heavily protected both through tariffs and through import
quotas; they are currently subject to the Multi-Fiber Arrangement, which sets both export
and import quotas for a large number of countries.

Apparel production has two key features. It is labor-intensive: A worker needs relative-
ly little capital, in some cases no more than a'sewing machine, and can do the job without
extensive formal education. And the technology is relatively simple: There is no great dif-
ficulty in transferring the technology even to very poor countries. As a result, the apparel
industry is one in which low-wage nations have a strong comparative advantage and high-

* wage countries have a strong comparative disadvantage. It is also traditionally a well-
organized sector in advanced countries; for example, many American apparel workers have
long been represented by the International Ladies’ Garment Worker’s Union.

Table 9-3 gives an indication of the dominant role of the clothing industry in modern
U.S. protection; it also suggests how hard it is to rationalize actual policies in terms of any
economic logic. As the table suggests, apparel and textiles together accounted for more than
three-fourths of the consumer costs of protection in 1990, and more than five-sixths of the
overall welfare costs. What is peculiar is that because clothing imports were limited by the
Multi-Fiber Agreement—which assigned import licenses to exporting countries—most of
the welfare cost came not from distortion of production and consumption but from the
transfer of quota rents to foreigners.

TABLE 9-3 Effects of Protection in the United States ($ billion)

Effect Apparel Textiles ‘ All Industries
Consumer cost 21.16 3.27 _ 32.32
Producer gain 9,90 175 - 1578
Tariff revenue 3.55 . 0.63 5.86
Quota rent 541 0.71 7.12
Producer and 2.30 0.18 ‘ 3.55
consumer distortion
Overall welfare loss 7.71 0.89 1042

Source: Gary Hufbauer and Kimberly Elliott, Measuring the Costs of Protection in the United States (Wash-
ington, D.C.: Institute for International Economics, 1994), pp. 8-9.
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Figure 9-5
The U.S. Tariff Rate
After rising sharply at the beginning of the 1930s, the average tariff rate of the United States has steadily declined.

International Negotiations and Trade Policy

Our discussion of the politics of trade policy has not been very encouraging. We have
argued that it is difficult to devise trade policies that raise national welfare and that trade
policy is often dominated by interest group politics. “Horror stories” of trade policies that
produce costs that greatly exceed any conceivable benefits abound; it is easy to be highly
‘cynical about the practical side of trade theory.

Yet, in fact, from the mid-1930s until about 1980 the United States and other advanced
countries gradually removed tariffs and some other barriers to trade, and by so doing aided
a rapid increase in international integration. Figure 9-5 shows the average U.S. tariif rate on
dutiable imports from 1914 to 2000; after rising sharply in the early 1930s, the rate has
steadily declined.” Most economists believe this progressive trade liberalization was highly
beneficial. Given what we have said about.the politics of trade policy, however, how was

this removal of tariffs politically possible?
- At least part of the answer is that the great postwar liberalization of trade was achieved

through international negotiation. That is, governments agreed to engage in mutual tariff -

7 Measures of changes in the average rate of protection can be problematic, because the composition of imports
changes—partly because of tariff rates themselves, Imagine, for example, a country that imposes a tariff on some
goods that is so high that it shuts off all imports of these goods. Then the average tariff rate on goods actually
imported will be zero! To try to correct for this, the measure we use in Figure 9-5 shows the rate only on
“dutiable” imports; that is, it excludes imports that for some reason were exempt from tariff. At their peak, U.S.
tariff rates were so high that goods subject to tariffs accounted for only one-third of imports; by 1975 that share had
risen to two-thirds. As a result, the average tariff rate on all goods fell much less than the rate on dutiable goods.
The numbers shown in Figure 9-5, however, give a more accurate picture of the major liberalization of trade actu-
ally experienced by the United States.
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reduction. These agreements linked reduced protection for each country’s import-compet-
ing industries to reduced protection by other countries against that country’s export indus-
tries. Such a linkage, as we will now argue, helps to offset some of the political difficulties
that would otherwise prevent countries from adopting good trade policies. ‘

The Advantages of Negotiation

There are at least two reasons why it is easier to lower tariffs as part of a mutual agreement
than to do so as a unilateral policy. First, a mutual agreement helps mobilize support for
freer trade. Second, negotiated agreements on trade can help governments avoid getting
caught in destructive trade wars. o ey

The effect of international negotiations on support for freer trade is straightforward, We 4
have noted that import-competing producers are usually better informed and organized .
than consumers. International negotiations can bring in domestic exporters as a counter-
weight. The United States and Japan, for example, could reach an agreement in which the
United States refrains from imposing import quotas to protect some of its manufacturers
from Japanese competition in return for removal of Japanese barriers against U.S. exports of
agricultural or high-technology products to Japan. U.S. consumers might not be effective ;
politically in opposing such import quotas on foreign goods, even though these quotas : !
may be costly to them, but exporters who want access to foreign markets may, through their’ ' |

~ lobbying for mutual elimination of import quotas, protect consumer interests. ;

International negotiation can also help to avoid a trade war. The concept of a trade war j
can best be illustrated with a stylized example. ' o

Imagine that there are only two countries in the world, the United States and J apan, and
that these countries have only two policy choices, free trade or protection. Suppose that
these are unusually clear-headed governments that can assign definite numerical values to
their satisfaction with any particular policy outcome (Table 9-4), _

* The particular values of the payoffs given in the table represent two assumptions. First
we assume that each country’s government would choose protection if it could take the
other country’s policy as given. That is, whichever policy Japan chooses, the U.S. govern-
ment is better off with protection. This assumption is by no means necessarily true; many
economists would argue that free trade is the best policy for the nation, regardless of what
other governments do. Governments, however, must act not only in the public interest but in
their own political interest. For the reasons discussed in the previous section, governments
often find it politically difficult to avoid giving protection to some industries.

The second assumption built into Table 9-4 is that even though each government acting
individually would be better off with protection, they would both be better off if both chose
free trade. That is, the U.S. government has more to gain from an opening of Japanese mar-
kets than it has to lose from opening its own markets, and the same is true for Japan. We can
justify this assumption simply by appealing to the gains from trade.

To those who have studied game theory, this situation is known as a Prisoner’s
dilemma. Each government, making the best decision for itself, will choose to protect.
These choices Jead to the outcome in the lower right box of the table. Yet both governments
are better off if neither protects: The upper left box of the table yields a payoff that is higher
for both countries. By acting unilaterally in what appear to be their best interests, the govern-
ments fail to achieve the best outcome possible. If the countries act unilaterally to protect,
there is a trade war that leaves both worse off. Trade wars are not as serious as shooting wars,
but avoiding them is similar to the problem of avoiding armed conflict or arms races.

Obviously, Japan and the United States need to establish an agreement (such as a treaty)
to refrain from protection. Each government will be better off if it limits its own freedom of
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TABLE 9-4 The Problem of Trade Warfare

Free trade Protection
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action, provided the other country limits its freedom of action as well. A treaty can make
everyone better off.

This is a highly simplifted example. In the real world there are both many countries and
many gradations of trade policy between free trade and complete protection against imports.
Nonetheless, the example suggests both that there is a need to coordinate trade policies
through international agreements and that such agreements can actually make a difference.
Indeed, the current system of international trade is built around a series of international
agreements.

International Trade Agreements: A Brief History

Internationally coordinated tariff reduction as a trade policy dates back to the 1930s. In
1930, the United States passed a remarkably irresponsible tariff law, the Smoot-Hawley
Act. Under this act, tariff rates rose steeply and U.S. trade fell sharply; some economists
argue that the Smoot-Hawley Act helped deepen the Great Depression. Within a few
years after the act’s passage, the U.S. administration concluded that tariffs needed to be
reduced, but this posed serious problems of political coalition building. Any tariff reduc-
tion would be opposed by those members of Congress whose districts contained firms
producing competing goods, while the benefits would be so widely diffused that few in
Congress could be mobilized on the other side. To reduce tariff rates, tariff reduction
needed to be linked to some concrete benefits for exporters. The initial solution to this
political problem was bilateral tariff negotiations. The United States would approach
some country that was a major exporter of some good—say, a sugar exporter—and offer
to lower tariffs on sugar if that country would lower its tariffs on some U.S. exports. The
attractiveness of the deal to U.S. exporters would help counter the political weight of the
‘sugar interest. In the foreign country, the attractiveness of the deal to foreign sugar
exporters would balance the political influence of import-competing interests. Such bilat-
eral negotiations helped reduce the average duty on U.S. 1mports from 59 percent in
1932 to 25 percent shortly after World War II.

Bilateral negotiations, however, do not take full advantage of international coordination.
For one thing, benefits from a bilateral negotiation may “spill over” to countries that have not
made any concessions. For example, if the United States reduces tariffs on coffee as a result
of a deal with Brazil, Colombia will also gain from a higher world coffee price. Furthermore,
some advantageous deals may inherently involve more than two countries: The United States
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sells more to Europe, Europe sells more to Saudi Arabia, Saudi Arabia sells more to J apan,
and Japan sells more to the United States. Thus the next step in international trade liberal-
ization was to proceed to multilateral negotiations involving a number of countries. -

Multilateral negotiations began soon after the end of World War II. Originally diplomats -
from the victorious Allies imagined that such negotiations would take place under the aus-
pices of a proposed body called the International Trade Organization, paralleling the Inter-
national Monetary Fund and the World Bank (described in the second half of this book). In
1947, unwilling to wait until the ITO was in place, a group of 23 countries began trade
negotiations under a provisional set of rules that became known as the General Agreement
on Tariffs and Trade, or GATT. As it turned out, the ITO was never established because it
ran into severe political opposition, especially in the United States. So the provisional
agreement ended up governing world trade for the next 48 years.

Officially, the GATT was an agreement, not an organization—the countries participating
in the agreement were officially designated as “contracting parties,” not members. In prac-
tice the GATT did maintain a permanent “secretariat” in Geneva, which everyone referred
to as “the GATT.” In 1995 the World Trade Organization, or WTO, was established,
finally creating the formal organization envisaged 50 years earlier. However, the GATT
rules remain in force, and the basic logic of the system remains the same. '

One way to think about the GATT-WTO approach to trade is to use a mechanical anal-
ogy: it’s like a device designed to push a heavy object, the world economy, gradually up a
slope—the path to free trade. To get there requires both “levers” to push the object in the
right direction, as well as “ratchets™ to prevent backsliding.

The principal ratchet in the system is the process of binding. When a tariff rate is
“bound,” the country imposing the tariff agrees not to raise the rate in the future. At present,
almost all tariff rates in developed countries are bound, as are about three-quarters of the
rates in developing countries. There is some wiggle room in bound tariffs: A country can
raise a tariff if it gets the agreement of other countries, which usually means providing com-
pensation by reducing other tariffs. In practice, binding has been highly effective, with very
little backsliding in tariffs over the past half-century. ‘

In addition to binding tariffs, the GATT-WTO system generally tries to prevent nontar-
iff interventions in trade. Export subsidies are not allowed, with one big exception: back at
the GATT’s inception the United States insisted on a loophole for agricultural exports,
which has since been exploited on a large scale by the European Union.

As we pointed out earlier in this chapter, most of the actual cost of protection in the
United States comes from import quotas. The GATT-WTO system in effect “grandfathers”
existing import quotas, though there has been an ongoing and often successful effort to
remove such quotas or convert them to tariffs. New import quotas are generally forbidden
except as temporary measures to deal with “market disruption,” an undefined phrase usually
interpreted to mean surges of imports that threaten to put a domestic sector suddenly out of

. business. ’

The lever used to make forward progress is the somewhat stylized process known as a
trade round, in which a large group of countries get together to negotiate a set of tariff
reductions and other measures to liberalize trade. Eight trade rounds have been completed i
since 1947, the last of which—the “Uruguay Round,” completed in 1994—established the :
WTO. In 2001, a meeting in the Persian Guif city of Doha inaugurated a ninth round,
which was still in progress when this book went to press. The round’s slow progress has
been marked by disagreement between developed and developing countries over agricul-
tural protection.

The first five trade rounds under the GATT took the form of “paralle]” bilateral negoti-
ations, where each country negotiates pairwise with a number of countries at once. For
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example, if Germany were to offer a tariff reduction that would benefit both France and
Italy, it could ask both of them for reciprocal concessions. The ability to make more exten-
sive deals, together with the worldwide economic recovery from the war, helped to permit
substantial tariff reductions.

The sixth multilateral trade agreement, known as the Kennedy Round, was completed n

1967. This agreement involved an across-the-board 50 percent reduction in tariffs by the

major industrial countries, except for specified industries whose tariffs were left unchanged.
The negotiations were over which industries to exempt rather than over the size of the cut
for industries not given special treatment. Overall, the Kennedy Round reduced average tar-
iffs by.about 35 percent.

The so-called Tokyo Round of trade negotiations (completed in 1979) reduced tariffs by
a formula more complex than that of the Kennedy Round. In addition, new codes were
established in an effort to control the proliferation of nontariff barriers, such as voluntary
export restraints and orderly marketing agreements. Finally, in 1994 an eighth .round of
negotiations, the so-called Uruguay Round, was completed. The provisions of that round
were approved by the U.S. Congress after acrimonious debate; we describe the results of
these negotiations below.

The Uruguay Round

Major international trade negotiations invariably open with a ceremony in one exotic locale
and conclude with a ceremonial signing in another. The eighth round of global trade negoti-
ations carried out under the GATT began in 1986, with a meeting at the coastal resort of
Punta del Este, Uruguay (hence the name Uruguay Round). The participants then repaired to
Geneva, where they engaged in seven years of offers and counteroffers, threats and coun-
terthreats, and, above all, tens of thousands of hours of meetings so boring that even the most
experienced diplomat had difficulty staying awake. The round was scheduled for completion
by 1990 but ran into serious political difficulties. In late 1993 the negotiators finally produced
a basic document consisting of 400 pages of agreements, together with supplementary doc-
uments detailing the specific commitments of member nations with regard to particular
markets and products—about 22,000 pages in all. The agreement was signed in Marrakesh,
Morocco, in April 1994, and ratified by the major nations—after bitter political controversy
in some cases, including the United States—by the end of that year.

As the length of the document suggests, the end results of the Uruguay Round are not
that easy to summarize. The most important results may, however, be grouped under two
headings, trade liberalization and administrative reforms.

Trade Liberalization

The Uruguay Round, like prevmus GAIT negonatlons cut tariff rates around the world.
The numbers can sound impressive: The average tariff imposed by advanced countries will
fall almost 40 percent as a result of the round. However, tariff rates were already quite low.

In fact, thie average tariff rate will fall only from 6.3 to 3.9 percent, enough to produce only .

a small increase in world trade.

More important than this overall tariff reduction were the moves to liberalize trade in two
important sectors, agriculture and clothing. -

World trade in agricultural products has been highly distorted. Japan is notorious for
import restrictions that lead to internal prices of rice, beef, and other foods several times as
high as world market prices; Europe’s massive export subsidies under the Common Agri-
cultural Program wese described in Chapter 8. At the beginning of the Uruguay Round, the
. United States had an ambitious goal: free trade in agricultural products by the year 2000.
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The actual achievement was far more modest but still significant. The agreement required
agricultural exporters.to reduce the value of subsidies by 36 percent, and the volume of sub-
sidized exports by 21 percent, over a six-year period. Countries that protect their farmers
with import quotas, like Japan, were required to replace quotas with tariffs, which may not
be increased in the future. , . ‘ & .

World trade in textiles and clothing has also been highly distorted by the Multi-Fiber '
Arrangement also described in Chapter 8. The Uruguay Round phased out the MFA over a
10-year period, eliminating all quantitative restrictions on trade in textiles and clothing.
(Some high tariffs remain in place.) This is a fairly dramatic liberalization—remember
that most estimates suggest that protection of clothing imposes a larger cost on U.S. con-
sumers than all other protectionist measures combined. It is worth noting, however, that the
formula used in phasing out the MFA was heavily “backloaded”: Much of the liberalization
was postponed until 2003 and 2004, with the final end of the quotas not taking place until
January 1, 2005. Many trade experts worried that when push came to shove, there would be .
strong political pressure to reintroduce limits on apparel exports.

Sure enough, as this book went to press, the end of the MFA brought a surge in clothing
exports from China. For example, in January 2005 China shipped 27 million pairs of cotton
trousers to the United States, up from 1.9 million a year earlier. And there was a fierce polit-
ical reaction from clothing producers in the United States and Europe. It remains to be seen
whether the liberalization of clothing trade will actually prove politically sustainable.

A final important trade action under the Uruguay Round was a new set of rules con-
cerning government procurement, purchases made not by private firms or consumers, but by
government agencies. Such procurement has long provided protected markets for many
kinds of goods, from construction equipment to vehicles. (Recall the box on Hungarian
buses in Chapter 8.} The Uruguay Round set new rules that should open up a wide range of
government contracts for imported products.

From the GATT to the WTO

Much of the publicity surrounding the Uruguay Round, and much of the controversy

swirling around the world trading system since then, has focused on the round’s creation of -

a new institution, the World Trade Organization. In 1995 this organization replaced the ad

hoc secretariat that administered the GATT. As we’ll see in Chapter 11, the WTO has

become the organization that opponents of globalization love to hate; it has been accused by

both the left and the right of acting as a sort of world government, undermining national ‘

sovereignty. : o
. How different is the WTO from the GATT? From a legal point of view, the GATT was a ‘

provisional agreement, while the WTO is a full-fledged international organization; howev-

er, the actual bureaucracy remains small (a staff of 500). An updated version of the original

GATT text has been incorporated into the WTO rules. The GATT, however, applied only to

trade in goods; world trade in services—that is, intangible things like insurance, consulting,

and banking—was not subject to any agreed-upon set of rules. As a result, many countries

applied regulations that openly or de facto discriminated against foreign suppliers. The

GATT’s neglect of trade in services became an increasingly glaring omission, because

modern economies have increasingly focused on the production of services rather than

physical goods. So the WTO agreement included rules on trade in services (the General

Agreement on Trade in Services, or GATS). In practice, these rules have not yet had much

impact on trade in services; their main purpose is to serve as the basis for negotiating

future trade rounds.
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In addition to a broad shift from producing goods to producing services, advanced coun-
tries have also experienced a shift from depending on physical capital to depending on
“intellectual property,” protected by patents and copyrights. (Thirty years ago General
Motors was the quintessential modern corporation; now it’s Microsoft.) Thus defining the
international application of international property rights has also become a major preoccu-
pation. The WTO tries to take on this issue with its Agreement on Trade-Related Aspects of
Intellectual Property (TRIPS). The application of TRIPS in the pharmaceutical industry has
become a subject of heated debate.

The most important new aspect of the WTO, however, is generally acknowledged to be
its “dispute settlement” procedure. The basic problem arises when one country accuses
another of violating the rules of the trading system. Suppose, for example, that Canada
" accuses the United States of unfairly limiting timber imports—and the United States denies
the charge. What happens next?

Before the WTO, there were international tribunals in which Canada could press its case,
but such proceedings tended to drag on for years, even decades. And even when a ruling had
been issued, there was no way to enforce it. This did not mean that the GATT’s rules had no
force: Neither the United States nor other countries wanted to acquire a reputation as
scofflaws, so they made considerable efforts to keep their actions “GATT-legal.” But gray-
area cases tended to go unresolved. ) R

The WTO contains a much more formal and effective procedure. Panels of experts are
selected to hear cases, normally reaching a final conclusion in less than a year; even with
appeals the procedure is not supposed to take more than 15 months. '

Suppose that the WTO concludes that a nation has, in fact, been violating the rules—and
the country nonetheless refuses to change its policy. Then what? The WTO itself has no
enforcement powers, What it can do is grant the country that filed the complaint the right to
retaliate. To use our Canada—U.S. example, the government of Canada might be given the
right to impose restrictions on U.S. exports, without itself being considered in violation of
WTO rules. In the case of the banana dispute described in the box on p. 234, a WTO

ruling found the European Union in violation; when Burope remained recalcitrant, the

United States temporarily imposed tariffs on such items as designer handbags.

The hope and expectation is. that few disputes will get this far. In many cases the threat
to bring a dispute before the WTO should lead to a seftlement; in the great majority of other
cases countries accept the WTO ruling and change their policies. -

The box on p. 230 describes an example of the WTO dispute settlement procedure at
. work: the U.S.—Venezuela dispute over imported gasoline. As the box explains, this case has
also become a prime example for those who accuse the WTO of undermining national sov-
ereignty.

Benefits and Costs

The economic impéct of the Uruguay Round is difficult to estimate. If nothing else, think
about the logistics: To do an estimate, one must translate an immense document from one
impenetrable jargon (legalese) into another (economese), assign numbers to the translation,
then feed the whole thing into a computer model of the world economy. The matter is made
worse by the fact that as described above, much of the important action is “backloaded,” so
that we will not really see some of the important provisions of the round work in practice
until nearly a decade after its signing.
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Settling a Dispute—and Creating One

The very first application of the WTO’s new dispute
settlement procedure has also been one of the most
controversial. To WTO supporters, it illustrates the
new system’s effectiveness. To opponents, it shows
that the organization stands in the way of important
social goals such as protecting the environment.
The case arose out of new U.S. air pollution stan-
dards. These standards set rules for the chemical com-
position of gasoline sold in the United States. A uni-
form standard would clearly have been Jegal under
WTO rules. However, the new standards included
some loopholes: refineries in the United States, or
those selling 75 percent or more of their output in the

United States, were given “baselines” that depended

on their 1990 pollutant levels. This provision gener-
ally set a less strict standard than was set for imported
gasoline, and thus in effect introduced a preference
for gasoline from domestic refineries.

Venezuela, which ships considerable quantities
of gasoline to the United States, brought a com-
plaint against the new pollution rules early in 1995.
Venezuela argued that the rules violated the princi-
ple of “national treatment,” which says that import-
ed goods should be subject to the same regulations
as domestic goods (so that regulations are not used
as an indirect form of protectionism). A year later
the panel appointed by the WTO ruled in
Venezuela’s favor; the United States appealed, but
the appeal was rejected. The United States -and
Venezuela then negotiated a revised set of rules.

At one level, this outcome was a demonstration
of the WTO doing exactly what it was supposed to

do. The United States introduced measures that
pretty clearly violated the letter of its trade agree-

ments; when a smaller, less influential country -

appealed against those measures, it got fairly quick
results. ’ :
On the other hand, environmentalists were under-

standably upset: The WTO ruling in effect blocked a

measure that would have made the air cleaner. Fur-
thermore, there was little question that the clean-air
rules were promulgated in good faith—that is, they
were really intended to reduce air pollution, not to
exclude exports.

Defenders of the WTO point out that the United
States clearly could have written a rule that did not
discriminate against imports; the fact that it did not
was a political concession to the refining industry,
which did in effect constitute a sort of protection-
ism. The most you can say is that the WTO's rules
made it more difficult for U.S. environmentalists to
strike a political deal with the industry.

In the mythology of the anti-globalization move-
ment, which we discuss in Chapter 11, the WTO's

intervention against clean-air standards has taken on

iconic status: The case is seen as a prime example of

‘how the organization deprives nations of their sover-

eignty, preventing them from following socially and
environmentally responsible policies. The reality of
the case, however, is nowhere near that clear-cut; If the
United States had imposed a “clean” clean-air rule
that did not discriminate among sources, the WTO
would have had no complaints,

The most widely cited estimates are those of the GATT itself and of the Organization for
Economic Cooperation and Development, another international organization (this one con-
sisting only of rich countries, and based in Paris). Both estimates suggest a gain to the world
economy as a whole of more than $200 billion annually once the agreement is fully in )
force; this would raise world real income by about 1 percent. As always, there are dissent-
ing estimates on both sides. Some economists claim that the estimated gains are exagger-

ated, particularly because they assume that exports and imports will respond strongly to the : o
new liberalizing moves. A probably larger minority of critics argues that these estimates are B
considerably too low, for the “dynamic” reasons discussed earlier in this chapter.

In any case, it is clear that the usual logic of trade liberalization will apply: The costs of
the Uruguay Round will be felt by concentrated, often well-organized groups, while much -
of the benefit will accrue to broad, diffuse populations. The progress on agriculture will
directly hurt the small but influential populations of farmers in Europe, Japan, and other
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countries where agricultural prices are far above world levels. These losses should be much
more than offset by gains to consumers.and taxpayers in those countries, but because these
benefits will be very widely spread they may be little noticed. Similarly, the liberalization of
trade in textiles and clothing will produce some concentrated pain for workers and compa-
nies in those industries, offset by considerably larger but far less visible consumer gains.

Given these strong distributional impacts of the Uruguay Round, it is actually remark-
able that an agreement was reached at all, Indeed, after the failure to achieve anything close
to agreement by the 1990 target, many commentators began to pronounce the whole trade
negotiation process to be dead. That in the end agreement was achieved, if on a more
modest scale than originally hoped, may be attributed to an interlocking set of political cal-
culations. In the United States, the gains to agricultural exporters and the prospective gains
to service exporters if the GATT opened the door to substantial liberalization helped offset
the complaints of the clothing industry. Many developing countries supported the round
because of the new opportunities it would offer to their own textile and clothing exports.
Also, some of the “concessions” negotiated under the agreement were an excuse to make
policy changes that would eventually have happened anyway. For example, the sheer
expense of Europe’s Common Agncultural Program in a time of budget deficits made it ripe
for cutting in any case.

An important factor in the final success of the round, however, was fear of what would
happen if it failed. By 1993, protectionist currents were evidently running strong in the
United States and elsewhere. Trade negotiators in countries that might otherwise have
refused to go along with the agreement—such as France, Japan, or South Korea, in all of
which powerful farm lobbies angrily opposed trade liberalization—therefore feared that
failure to agree would be dangerous. That is, they feared that a failed round would not mean
mere lack of progress but substantial backsliding on the progress made toward free trade
over the prevrous four decades.

Many - observers regarded the USs. response to th1s ‘.
ruling as a crucial test for the WTO’s credibility: ‘Would
the government of the world’s most powerful nation -
- really allow an international organization to tell it to

remove a politically important tariff? There was even talk
of a looming trade war.
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In fact, the United States complied with the ruling, lifting the steel tariffs in Decem-
ber 2003. The official explanation for the decision was that the tariffs had served their
purpose. Most observers believed, however, that the key motivation was a threat by the
European Union, which now had WTO clearance to take retaliatory action, and was get-
ting ready to impose tariffs on more than $2 billion in U.S. exports. (The Europeans,
who understand politics as well as we do, targeted their tariffs on goods produced in—
you guessed it—political swing states.) , .

So the WTO passed a big test. Still, it’s one thing for the United States to defer to a
complaint from the European Union, which is an economic superpower with an econo-
my roughly the same size as that of the United States. The next question is what will
happen when the WTO rules in favor of smaller economics against major economic
powers like the United States or the EU-

The answer may not be long in coming. In March 20035, in a landmark decision, the
WTO agreed with Brazil’s claim that U.S. subsidies to cotton producers are illegal, Will
the U.S. government decide that international agreements take precedence over the
interests of a politically powerful lobby? Stay tuned.

Preferential Trading Agreements
The international trade agreements that we have described so far all involved a “nondis-
criminatory” reduction in tariff rates. For example, when the United States agrees with Ger-
many to lower its tariff on imported machinery, the new tariff rate applies to machinery
from any nation rather than just imports from Germany. Such nondiscrimination is normal
in most tariffs. Indeed, the United States grants many countries a status known formatly as -
that of “most favored nation” (MFN), a guarantee that their exporters will pay tariffs no
higher than that of the nation that pays the lowest, All countries granted MEN status pay the
same rates. Tariff reductions under the GATT always—with one important exception—are
made on an MEN basis. ' ~ ‘

There are some important cases, however, in which nations establish preferential trad-
ing agreements under which the tariffs they apply to each others’ products are lower than
the rates on the same goods coming from other countries. The GATT in general prohibits
such agreements but makes a rather strange exception; It is against the rules for country A
to have lower tariffs on imports from country B than on those from country C, but it is
acceptable if countries B and C agree to have zero tariffs on each others’ products. That is,
the GATT forbids preferential trading agreements in general, as a violation of the MFN
principle, but allows them if they lead to free trade between the agreeing countries.®

In general, two or more countries agreeing to establish free trade can do so in one of two
ways. They can establish a free trade area, in which each country’s goods can be shipped
to the other without tariffs, but in which the countries set tariffs against the outside world
independently. Or they can establish a customs wnion, in which the countries must agree on
tariff rates. The North American Free Trade A greement, which establishes free trade among

8 The logic here seems to be legal rather than economic. Nations are allowed to have free trade within their !
boundaries: Nobody insists that California wine pay the same tariff as French wine when it is shipped te New York.
That is, the MFN principle does not apply within political units, But what is a political unit? The GATT sidesteps
that potentially thorny question by allowing any group of economies to do what countries do, and establish free
trade within some defined boundary.
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Free Trade Area Versus Customs Union

The difference between a free trade area and a cus-
toms union is, in brief, that the first-is politically
straightforward but an administrative headache,
while the second is just the opposite.

Consider first the case of a customs union. Once
such a union is established, tariff administration is rel-
atively easy: Goods must pay tariffs when they cross
the border of the union, but from then on c¢an-be
shipped freely between countries. A cargo that is
unloaded at Marseilles or Rotterdam must pay duties
there, but will not face any additional charges if it then
goes by truck to Munich. To make this simple system
work, however, the countries must agree on tariff
rates: The duty must be the same whether the cargo is
unloaded at Marseilles, Rotterdam, or, for that matter,
Hamburg, because otherwise importers would choose
the point of entry that minimized their fees. So a cus-
toms union requires that Germany, France, the Nether-
Tands, and all the other countries agree to charge the
same tariffs. This is not easily done: Countries are, in
effect, ceding part of their sovereignty to a suprana-
tional entity, the European Union. 7

This has been possible in Europe for a variety of
reasons, including the belief that economic unity
would help cement the postwar political alliance
between European democracies. (One of the
founders of the Evuropean Union once joked that it
should erect a statue of Joseph Stalin, without whose
menace the Union might never have been created.)
But elsewhere these conditions are lacking. The three
nations that formed NAFTA would find it very diffi-
cult to cede control over tariffs to any supranational
body; if nothing else, it would be hard to devise any
arrangement that would give due weight to U.S.
interests without effectively allowing the United
- States to dictate trade policy to Canada and Mexico.

NAFTA, therefore, while it permits Mexican goods
to enter the United States without tariffs and vice
versa, does not require that Mexico and the United
States adopt a common external tariff on goods they
import from other countries.

This, however, raises a different problem. Under
NAFTA, a shirt made by Mexican workers can be
brought into the United States freely. But suppose
that the United States wants to maintain high tariffs
on shirts imported from other countries, while
Mexico does not impose similar tariffs. What is to
prevent someone from shipping a shirt from, say,
Bangladesh to Mexico, then putting it on a truck
bound for Chicago? '

The answer is that even though the United States
and Mexico may have free trade, goods shipped from
Mexico to the United States must still pass through a
customs inspection. And they can enter the United
States without duty only if they have documents
proving that they are in fact Mexican goods, not
transshipped imports from third countries.

But what is a Mexican shirt? If a shirt comes from
Bangladesh, but Mexicans sew on the buttons, does
that make it Mexican? Probably not. But if everything
except the buttons were made in Mexico, it probably
should be considered Mexican. The point is that
administering a free frade area that is not a customs
union requires not only that the countries continue to
check goods. at the border, but that they specify an
elaborate set of “rules of origin™ that determine
whether a good is eligible to cross the border without
paying.a tariff. A

As a result, free trade agreements like NAFTA
impose a large burden of paperwork, which may be a
significant obstacle to trade even when such trade is
in principle free.
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Canada, the United States, and Mexico, creates a free trade area: There is no requirement in
the agreemeﬂt that, for example, Canada and Mexico have the same tariff rate on textiles
from China. The European Union, on the other hand, is a full customs union. All of the
countries must agree to charge the same tariff rate on each imported good. Each system has
'both advantages and disadvantages; these are discussed in the accompanying box.

Subject to the qualifications mentioned earlier in this chapter, tariff reduction is a good thing
that raises economic efficiency. At first it might seem that preferential tariff reductions are also
good, if not as good as reducing tariffs all around. After all, isn’t half a loaf better than none?
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Do Trade Preferences Have Appeal? |

Over the last few years the European Union has
- slipped repeatedly into bunches of trouble over the
question of trade preferences for bananas.

Most of the world’s banana exports
come from several small Central
American nations—the original

“banana republics.” Several
European nations have, how-
ever, traditionally bought their
bananas instead from their
past or present West Indian
colonies in the Caribbean. To
protect the island producers,
France and the United Kingdom impose
import quotas against the “dollar bananas” of Central
America, which are typically about 40 percent
- cheaper than the West Indian product. Germany,
however, which has never had West Indian colonies,
allowed free entry to dollar bananas.

With the integration of European markets after
1992, the existing banana regime became impossibile
to maintain, because it was easy to import the cheap-
er dollar bananas into Germany and then ship them
elsewhere in Europe. To prevent this outcome, the
European Comimission announced plans in 1993 to
impose a new common European import quota
against dollar bananas. Germany angrily protested
the move and even denied its legality: The Germans
pointed out that the Treaty of Rome, which estab-
lished the European Community, contains an explic-
it guarantee (the “banana protocol”) that Germany
would be able to import bananas freely. ‘

Why did the Germans go ape about bananas?
During the years of communist rule in East Ger-
many, bananas were a rare luxury. The sudden
availability of inexpensive bananas after the fall of
the Berlin Wall made them' a symbol of freedom. So

the German government was very unwilling to
introduce 2 policy that would sharply increase
banana prices.

In the end the Germans grudgingly went along
with a new, unified system of European trade pref-
erences on bananas. But that did not end the con-
troversy: In 1995 the United States entered the fray,
claiming that by monkeying around with the exist-
ing system of preferences the Europeans were hurt-
ing the interests not only of Central American
nations but those of a powerful U.S. corporation,
the Chiquita Banana Company, whose CEQ has
donated large sums to both Democratic and Repub-
lican politicians.

In 1997 the World Trade Organization found that
Europe’s banana import regime violated internation-
al trade rules. Evrope then imposed a somewhat
revised regime; but this halfhearted attempt to
resolve the banana split proved fruitless. The dispute
with the United States escalated, with the United
States eventually retaliating by imposing high tariffs
on a variety of European goods; including designer
handbags and pecorino cheese.

In 2001, Europe and the United States agreed on a
plan to phase out the banana import quotas over time.
The plan created much distress and alarm in
Caribbean nations, which feared dire consequences
from their loss of privileged access to the European
market. But it turns out that the story isn’t over yet.
In January 2005 the European Union announced that
it would eliminate import quotas on bananas, but that
it would triple the tariff on bananas that do not come
from the so-called ACP countries (Africa, Caribbean,
and Pacific—essentially former European colonies.)
Latin American banana producers promised to chal-
lenge the new tariff. Meanwhile, the banana saga
continues.

Perhaps surprisingly, this conclusion is too ooptimistic. It is possible for a country to
make itself worse off by joining a customs union. The reason may be illustrated by a
hypothetical example, using Britain, France, and the United States. The United States is
a low-cost producer of wheat ($4 per bushel), France a2 medium-cost producer ($6 per
bushel), and Britain a high-cost producer ($8 per bushel). Both Britain and France main-
tain tariffs against all wheat imports. If Britain forms a customs union with France, the
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tariff against French, but not U.S., wheat will be abolished. Is this good or bad for
Britain? To answer this, consider two cases.

First, suppose that Britain’s initial tariff was high enough to exclude wheat imports
from either France or the United States. For example, with a tariff of $5 per bushel it
would cost $9 to import U.S. wheat and $11 to import French wheat, so British consumers
would buy $8 British wheat instead. When the tariff on French wheat is eliminated, imports
from France will replace British production. From Britain’s point of view, this is a gain,
because it costs $3 to produce a bushel of wheat domestically, while Britain needs to pro-
duce only $6 worth of export goods to pay for a bushel of French wheat.

On the other hand, suppose the tariff was lower, for example, $3 per bushel, so that
before joining the customs union Britain bought its wheat from the United States (at a cost
to consumers of $7 per bushel) rather than producing its own wheat. When the customs
union is formed, consumers will buy French wheat at $6 rather than U.S. wheat at $7. So
imports of wheat from the United States will cease. However, U.S. wheat is really cheaper
than French wheat; the $3 tax that British consumers must pay on U.S. wheat returns to
Britain in the form of government revenue and is therefore not a net cost to the British econ-
omy. Britain will have to devote more resources to exports to pay for its wheat imports and
will be worse off rather than better off.

This possibility of a loss is another example of the theory of the second best. Think of
Britain as initially having two policies that distort incentives: a tariff against U.S. wheat and
a tariff against French wheat. Although the tariff against French wheat may seem to distort
incentives, it may help to offset the distortion of incentives resulting from the tariff against
the United States by encouraging consumption of the cheaper U.S. wheat. Thus, removing
the tariff on French wheat can actually reduce welfare.

Returning to our two cases, notice that Britain gains if the formation of a customs union
leads to new trade—French wheat replacing domestic production—while it loses if the trade
within the customs union simply replaces trade with countries outside the union. In the
analysis of preferential trading arrangements, the first case is referred to as trade cre-
ation, while the second is trade diversion. Whether a customs union is desirable or unde-
sirable depends on whether it largely leads to trade creation or trade diversion.

_Trade Dlversmn 'ln South Amerlca N e _
GUERTSE In 1991 four South Amencan natlons-Argentula Brazﬂ Paraguay, and Uruguay, formed
- “a'free-trade area’known as Mercosur: The pa cthadan immedisite. and dramatic effect on . -
©trades “Within four years the value of trade "among the, natjor ipled ‘Leaders in the -
S -reg1on proudly cla1med Mercosur asa major SUCCess, part of a broader package of eco-
normc reform ' : . : 2
- But while’ Mercosur clearly was successful in mcreasmg 1ntrare010nal trade the '
" theory of preferential trading areas tells s that this need not be.a good thing: If the new
“trade came at the expense of trade that would otherwise have taken place with the rest of
the world—if the pact diverted trade instead of creating it—it could actually have
reduced welfare. And sure encugh, in 1996 a study prepared by the World Bank’s chief
trade economist concluded that despite Mercosur’s success in increasing regional '

L
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trade—or rather, because that success came at the expense of other trade—the net effects
on the economies involved were probably negative.

In essence, the report argued that as a result of Mercosur, consumers in the member
countries were being induced to buy expensively produced manufactured goods from

" their neighbors rather than cheaper but heavily tariffed goods from other countries. In
particular, because of Mercosur, Brazil’s highly protected and somewhat inefficient auto
industry had in effect acquired a captive market in Argentina, displacing imports from izl
elsewhere, just like our text example in which French wheat displaces American wheat ‘
in the British market. “These findings,” concluded the initial draft of the report, “appear
to constitute the most convincing, and disturbing, evidence produced thus far concerning - j
the potential adverse effects of regional trade arrangements.”

But that is not what the final, published report said. The initial draft was leaked to the
press and generated a firestorm of protest from Mercosur governments, Brazil in partic-
ular, Under pressure, the World Bank first delayed publication, then eventually released 3
a version that included a number of caveats. Still, even in its published version the

. report made a fairly strong case that Mercosur, if not entirely counterproductive, i
nonetheless has produced a considerable amount of trade diversion.

SUMMARY

1. Although few countries practice free trade, most economists continue to hold up free
trade as a desirable policy. This advocacy rests on three lines of argument. First is a
formal case for the efficiency gains from free trade that is simply the cost-benefit analy-
sis of trade policy read in reverse. Second, many economists believe that free trade pro-
duces additional gains that g0 beyond this formal analysis. Finally, given the difficulty
of translating complex economic analysis into real policies, even those who'do not see
free trade as the best imaginable policy see it as a useful rule of thumb. '

2. There is an intellectually respectable case for deviating from free trade. One argument
that is clearly valid in principle is that countries can improve their terms of trade
through optimal tariffs and export taxes. This argument is not too important in practice,
however. Small countries cannot have much influence on their import or export prices,

- so they cannot use tariffs or other policies to raise their terms of trade. Large countries,
on the other hand, can influence their terms of trade, but in imposing tariffs they run the
risk of disrupting trade agreements and provoking retaliation.

3. The other argument for deviating from free trade rests on domestic market failures. If -
some domestic market, such as the labor market, fails to function properly, deviating
from free trade can sometimes help reduce the.consequences of this malfunctioning.
The theory of the second best states that if one market fails to work properly it is no
longer optimal for the government to abstain from intervention in other markets. A tariff
may raise welfare if there is a marginal social benefit to production of a good that is not
captured by producer surplus measures.

4. Although market failures are probably common, the domestic market failure argument ‘
should not be applied too freely. First, it is an argument for domestic policies rather than ;
trade policies; tariffs are always an inferior, “second-best” way to offset domestic
market failure, which is always best treated at its source, Furthermore, market failure is
difficult to analyze well enough to be sure of the appropriate policy recommendation.

- 3. In practice, trade policy is dominated by considerations of income distribution. No
single way of modeling the politics of trade policy exists, but several useful ideas have
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_ been proposed. Political scientists often argue that policies are determined by competi-
tion among political parties that try to attract as many votes as possible. In the simplest
case, this leads to the adoption of policies that serve the interests of the median voter.
While useful for thinking about many issues, however, this approach seems to yield
unrealjstic predictions for trade policies, which typically favor the interest of small, con-
centrated groups over the general public. Economists and political scientists generally
explain this by appealing to the problem of collective action. Because individuals may
have little incentive to act politically on behalf of groups to which they belong, those :
groups which are well organized—typically small groups with a lot at stake—are often E
able to get policies that serve their interests at the expense of the majority. ‘

6. If trade policy were made on a purely domestic basis, progress toward freer trade would
be very difficult to achieve. In fact, however, industrial countries have achieved sub-
stantial reductions in tariffs through a process of infernational negotiation. Interna-

- tional negotiation helps the cause of tariff reduction in two ways: It helps broaden the
constituency for freer trade by giving exporters a direct stake, and it helps govern-
ments avoid the mutually disadvantageous trade wars that internationally uncoordinat-
ed policies could bring. .

7. Although some progress was made in the 1930s toward trade liberalization via bilater-
al agreements, since World War II international coordination has taken place primarily
via multilateral agreements under the auspices of the General Agreement on Tariffs and :
Trade. The GATT, which comprises both a bureaucracy and a set of rules of conduct, is i,
the central institution of the international trading system. The most recent worldwide : ¥
GATT agreement also set up a new organization, the World Trade Organization (WTO), g
to monitor and enforce the agreement.

8. In addition to the overall reductions in tariffs that have taken place through multilater-
al negotiation, some groups of countries have negotiated preferential trading agree-
ments under which they lower tariffs with respect to each other but not the rest of the .
world. Two kinds of preferential trading agreements are allowed under the GATT: |
customs unions, in which the members of the agreement set up common external tariffs,
and free trade areas, in which they do not charge tariffs on each others’ products but set I
their own tariff rates against the outside world. Either kind of agreement has ambiguous i
effects on economic welfare. If joining such an agreement leads to replacement of ‘i
high-cost domestic production by imports from other members of the agreement—the | !

case of trade creation—a country gains. But if joining leads to the replacement of low- !
cost imports from outside the zone with higher-cost goods from member nations—the

|
case of trade diversion—a country loses. [
ol
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PROBLEMS

1. “For a small country like the Philippines, a move to free trade would have huge advan-
tages. It would let consumers and producers make their choices based on the real costs
of goods, not artificial prices determined by government policy; it would allow escape
from the confines of a narrow domestic market; it would open new horizons for entre-
preneurship; and, most important, it would help to clean up domestic politics.” Separate
out and identify the arguments for free trade in this statement. .

2. Which of the following are potentially valid arguments for tariffs or export subsidies,
and which are not (explain your answers)?

a. “The more oil the United States imports, the higher the price of oil will go in the next
world shortage.” ,

b. “The growing exports of off-season‘fruit from Chile, which now accounts for 80 per-
cent of the U.S. supply of such produce as winter grapes, are contributing to sharply
falling prices of these former luxury goods.*”

¢. “U.S. farm exports don’t just mean higher incomes for farmers—they mean higher
income for everyone who sells goods and services to the U.S. farm sector.”

d. “Semiconductors are the crude oil of technology; if we don’t produce our own chips,
the flow of information that is crucial to every industry that uses microelectronics
will be impaired.”

e. “The real price of timber has fallen 40 percent, and thousands of timber workers
have been forced to look for other jobs.” ' .-

3. A small country can import a good at a world price of 10 per unit. The domestic supply
curve of the good is

§ =50+ 5P,

The demand curve is
D =400 — 10P.

In addition, each unit of production yields a marginal social benefit of 10.

a. Calculate the total effect on welfare of a tariff of 5 per unit levied on imports.

b. Calculate the total effect of a production subsidy of 5 per unit.

¢. Why does the production subsidy produce a greater gain in welfare than the tariff?
d. What would the optimal production subsidy be?

4. Suppose that demand and supply are exactly as described in problem 3 but there is no
marginal social benefit to production. However, for political reasons the government
counts a dollar’s worth of gain to producers as being worth $2 of either consumer gain
or government revenue. Calculate the effects on the government’s objective of a tariff of
5 per unit.

5. Suppose that upon entering the Buropean Union, it is discovered that the cost of auto-
mobile production in Poland is €14,000 while it is €20,000 in Germany. Suppose that
the EU, which has a customs union, has a X percent tariff on automobiles and that the
costs of production are equal to ¥ (valued in euros) in J apan. Comment on whether the
addition of Poland to the European Union would result in trade creation or trade
diversion under the following scenarios:

a. X =50% and Y = €10,000
b. X =100% and Y = £€10,000
¢. X =100% and ¥ = €8,000 -
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6. “There is no point in the United States complaining about trade policies in Japan and
Europe. Each country has a right to do whatever is in its own best interest. Instead of
complaining about foreign trade policies, the United States should let other countries go
their own way, and give up our own prejudices about free trade and follow suit.” Discuss
both the economics and the political economy of this viewpoint.

. Give an intuitive explanation for the optimal tariff argument.

8. If governments make trade policies based on national economic welfare, is the problem
of trade warfare still represented by a “Prisoner’s dilemma” game as in Figure 9-3?
What is the equilibrium solution to the game if governments formulate policy in this
way? Would they ever choose the strategy of protectionism?

9. Suppose that citizens in a country like, United States are concerned with working con-
ditions in factories overseas. They feel that overseas factories create social costs'in the
form of pollution and poor conditions for workers that are unaccounted for in the
market price of goods. Are tariffs and quotas economically justified in this context?
‘Why or why not?

~1
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Proving That the Optimum Tariff Is Positive

240

A tariff always improves the terms of trade of a large country but at the same time distorts
production and consumption. This appendix shows that for a sufficiently small tariff the
terms of trade gain is always larger than the distortion loss, Thus there is always an optimal

tariff that is positive. ,
‘To make the point, we focus on the case where all demand and supply curves are linear,
that is, are straight lines. '

Demand and Supply

We assume that Home, the importing country, has a demand curve whose equafion is
D=a-—bP, 0A-D)
where P is the internal price of the good, and a supply curve whose equation is
| Q=e+ fP. ,  (9A2)
Home’s import demand is equal to the difference between domestic demand and supply,
D-Q=(a=e)—(b+ f)P. (9A-3)
Foreign’s export supply is also a straight line, .
(0* - D*). =g + hBy, (9A-4)

where Py is the world price. The internal price in Home will exceed the world price by the
tariff,

~

P=PR, +1. (9A-5)

~ The Tériﬂ and Prices

A tariff drives a v'vedge between internal and world prices, driving the internal Home price
up and the world price down (Figure 9A-1). '
In world equilibrium, Home import demand equals Foreign export supply:

(a=e) = (b+fY X (Py+1) =g+ hP,. {(9A-6)

Let Pr be the world price that would prevail if there were no tariff. Then a tariff 7 will raise
the internal price to

P =P+ thi(b+ f + h), (9A-7)

while lowering the world price to
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i 7
Figure 9A-1 Price, P
Effects of a Tariff on Prices 7
In a linear model we can calculate the Foreign export
exact effect of a tariff on prices. B ,I\ supply
t
Pet———+————
Py, Home import
demand
Quantity, Q

(For a small country, foreign supply is highly elastic, that is, / is very large. So for a small
- country a tariff will have little effect on the world price while raising the domestic price

almost one-for-one.)

The Tariff and Domestic Welfare
We now use what we have learned to derive the effects of a tariff on Home's welfare
(Figure 9A-2). Q' and D! represent the free trade levels of consumption and production.
With a tariff the internal price rises, with the result that Q) rises to 0? and D falls to D?,

where

Figure 9A-2"
Welfare Effects of a Tariff

The net benefit of a tariff is equal to
the area of the colored rectangle
minus the area of the two shaded tri-
angles.

Price, P

2 pt Quantity, Q

|
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Q*=0Q' + tfhl(b+ f + h) : {94-9)
. and
D* = D' — tbhi(b + f + h). ; (9A-10)

The gain from a lower world price is the area of the rectangle in Figure 9A-2, the fall in the
price multiplied by the level of imports after the tariff:

Gain= (D% — Q) X t(b + f)(b+ f + k)

=t X (D' =Q)X(b+ Fb+FH+h)— () X h(b+ )Y (b+ f+ k)% (9A-11)
The loss from distorted consumption is the sum of the areas of the two triangles in Figure
9A-2: ' '

Loss = (1/2) X (0% - 0') X (P — P) + (12) x (D' — D?) x (F - P;)
=P X (b A+ f) X (B)2(b+ f+ R (9A-12)

The net effect on welfare, therefore, is
Gain — loss = ¢t X U — ()2 X V, | (9A-13)

¥ where U/ and V are complicated expressions that are, however, independent of the level of
' the tariff and positive. That is, the net effect is the sum of a positive number times the tariff
rate and a negative number times the square of the tariff rate.
We can now see that when the tariff is small enough, the net effect must be positive. The
. reason is that when we make a number smaller the square of that number gets smaller faster
than the number itself. Suppose that a tariff of 20 percent turns out to produce a net loss.
Then try a tariff of 10 percent. The positive term in that tariff’s effect will be only half as
large as with a 20 percent tariff, but the negative part will be only one-quarter as large. If the
net effect is still negative, try a5 percent tariff; this will again reduce the negative effect
twice as much as the positive effect. At some sufficiently low tariff, the negative effect will
have to be outweighed by the positive effect.
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Fast Track (also called “Trade Promotion Aufhority" since 2000)

- A procedure adopted by the U.S. Congress, at the request of the
President, committing it to consider trade agreements without
amendment. In return, the President must adhere to a specified
timetable and other procedures. Introduced in the Trade Act of 1974,

From

http://www-personal.umich.edu/~alandear/glossary/f.html#FastTrack

Ty—Ab - bIYIFHE fast track procedure
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