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Trade and Trade Issues

his book has two missions. The first is to explain the fundamental

dilemmas that surround international trade and trade policy issues.
How we respond to these trade dilemmas will not only shape our econ-
omy but also determine the kind of society in which we will live. Too of-
ten, trade is treated purely as an economic phenomenon that is—or ought
to be—divorced from politics. In fact, because the political and the eco-
nomic components of international trade are intertwined, neither can be
understood without the other. I examine the dilemmas of trade in the con-
text of several contemporary controversies, especially the Japanese-U.S.
trade relationship, the Asian financial crisis, the European Union (EU),
the North American Free Trade Agreement (NAFTA), and the World
Trade Organization (WTO).

The second mission is to introduce the basic principles of international
political economy by examining how politics and economics interact to
shape trade policies. To provide historical and theoretical perspective, I
discuss nineteenth-century British trade policy and the evolution of the
international economic system from the Bretton Woods institutions of the
post-World War II era to the “Battle of Seattle” over the contemporary
WTO. To demonstrate the enduring relevance of these basic principles
and fundamental dilemmas, I also discuss their role in shaping recent
proposals to revise the architecture of global economic institutions and to
rethink the trade policy advice given to developing nations.

THE THEMES OF THE BOOK

Whenever people purchase products made abroad, they unknowingly act
in accord with one set of interests, values, and theories concerning inter-
national trade but in discord with another set. The decision by a firm to
market its goods abroad also carries implications beyond its immediate

1
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intentions. This book demonstrates that the consequences of these indi-
vidual choices pose fundamental policy dilemmas for governments as
well as for the people directly involved. States seek many outcomes from
trade—full employment and improved living standards for its citizens,
long-term growth and stability for its economy, and power, security, and
friendly external relations for the state itself—yet discover that these de-
sirable outcomes are frequently incompatible. The resulting dilemmas
can be seen with clarity only when the standard economic theories of in-
ternational trade are understood to be partial and incomplete. They must
be augmented with treatments rooted in the perspective of international
political economy.

Since the nineteenth century, economic liberalism has been the dom-
inant theoretical perspective on international trade. Liberal economic
theorists maintain that free markets establish prices that result in the most
efficient allocation of factors of production, such as land, labor, and cap-
ital. Thus, from the time of Adam Smith (1723-1790), they have con-
cluded that free trade is the surest path to economic prosperity and
growth. Both the global economy as a whole and each nation within it are
said to be better off when unencumbered trade permits each consumer to
buy the most desirable products and each entrepreneur to invest re-
sources in the most productive way. Consequently, they have urged that
governments refrain from interfering with private entrepreneurs and free
markets in international trade. Yet in the intervening two centuries, virtu-
ally no national government has followed this advice.

This book probes the reason for this curious disparity between ac-
cepted economic theory and established political practice, rejecting the in-
terpretation proffered by some economists that the discrepancy results
from irrational or corrupt policy. Instead, the book’s political economy
perspective acknowledges that governments seek to influence trade be-
cause markets generate multiple consequences, many of which exceed
the boundaries of economic theory yet touch the fundamental responsi-
bilities of government. For example, just as trade affects the prices of indi-
vidual products, global markets influence which individuals and nations

The Meaning of Economic Liberalism

The term “economic liberalism” is not to be confused with the ambiguous
way that the term “liberal” is applied in U.S. politics. Economic liberalism
is wary of government interference with the market, whereas those called
liberals often advocate it.
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accumulate wealth and political power. They determine who will be em-
ployed and at what wage. They determine what natural resources will be
used and at what environmental cost. They shape opportunities and con-
straints in foreign policy. They even affect the viability of domestic poli-
cies, the sustainability of economic growth, and the integrity of a nation’s
culture and institutions. Because trade affects such a broad range of social
outcomes, conflict among alternative goals and values is inevitable. Be-
cause these social outcomes affect various individuals and groups differ-
ently, these conflicts are inevitably politicized. As a result, governments,
which seek to balance all the interests and values of society, confront
dilemmas that require painful choices.

In this book I describe the dilemmas resulting from the distributional
consequences of trade, the competing values affected by trade, and the
impact of trade on the concerns of the state. I also explain how various
governments (and individuals) respond to these dilemmas and why.

THE IMPORTANCE OF TRADE

Most economists and policymakers believe that trade provides substan-
tial benefits for individual nations and the global economy as a whole.
Exports enable corporations to earn higher profits, employ more workers,
and generate greater tax receipts for governments than if they were re-
stricted to selling in a single national market. Exports also bring in rev-
enue in the form of foreign currencies that can be used to purchase im-
ports. The very fact that individuals choose imported products implies
either that similar goods cannot be produced domestically or that imports
are of higher quality or lower price than domestic alternatives. In either
case, import expansion implies an increase in welfare for consumers.

Considerable evidence supports the view that trade improves produc-
tivity, consumption, and therefore welfare. The growth of the global econ-
omy has been most rapid during periods of trade expansion, especially
during the quarter century after World War II, and has slowed when
trade levels have fallen, especially during the Great Depression of the
1920s and 1930s. Periods of national growth have also coincided with
trade expansion, most notably in Germany, Japan, and Korea. There is
some uncertainty about whether trade leads to growth or growth leads to
trade, but there is little doubt that most governments believe that trade
expansion improves living standards.

Table 1.1, which shows the importance of exports in selected nations in
1960, 1980, and 1997, demonstrates that trade has grown substantially, be-
coming an important element in the economies of all nations. Because
global trade has grown nearly twice as rapidly as total global production
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TABLE 1.1 Exports as a Percentage of Gross National Product

Nation 1960 1980 1997
United States 5.2 10.2 11.6
Canada 17.0 28.2 39.6
Mexico 8.6 10.7 30.2
United Kingdom 20.9 27.3 29.5
France 14.5 21.5 24.0
Sweden 22.7 29.5 40.0
Belgium 38.2 57.0 68.5
Ireland 30.6 47.6 76.4
Japan 10.7 13.7 9.9
China 4.6 6.3 23.0
Hong Kong 84.4 89.9 131.6
Korea 3.3 33.9 38.1
Thailand 15.7 24.1 47.0
Malaysia 514 57.5 94.3
Indonesia 15.6 34.2 28.0
Philippines 10.6 23.6 49.0
Argentina 7.6 5.1 9.0
Brazil 6.8 9.1 7.6
Jamaica 33.2 51.1 51.0
Republic of Congo 20.5 60.0 76.9
Nigeria 9.2 29.4 40.9

SOURCE: World Bank, World Development Indicators 1999 CD-ROM.

since 1950, about a quarter of all goods and services produced globally
are now traded among nations. Technological advances in transportation
and communication can account for much of this growth, with freight
costs having declined by two-thirds since the mid-1980s. However, driven
by the liberal theory described in Chapter 2 and the political dynamics
portrayed in Chapter 3, governments have adopted policies and created
international institutions that have played an even greater role in facilitat-
ing trade expansion. Chapter 4 shows that the Bretton Woods system ini-
tiated after World War II has been especially significant in expanding
trade and that the recent addition of the WTO promises even greater inte-
gration among national economies. The vast economic restructuring en-
tailed by this globalization has had a far-reaching impact on many as-
pects of economic, social, and political life, making it evident why trade
issues have become so politically explosive in recent years.

Table 1.1 also reveals considerable variation in the importance of trade
across nations and suggests some patterns within that variation. Larger
nations, which have sizable domestic markets of their own, tend to rely
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less on trade than smaller nations. For example, Japan, with exports con-
stituting less than 10 percent of its gross national product (GNP), is much
less dependent on trade than any European nation, despite its reputation
as a great trading nation. The sheer size of Japan’s economy, second only
to that of the United States, enables it to meet most of its own needs and
to consume most of its own production. Smaller nations, such as Belgium
and Jamaica, must engage in greater levels of trade because they can nei-
ther supply goods to meet all their own needs nor provide a market siz-
able enough for many industries to produce in the large volumes re-
quired to be efficient. For the same reasons, trade constitutes a larger
share of GNP in most poor countries than in more developed ones. In re-
cent years the export volumes of nearly fifty nations have approached or
exceeded half their total economic output, and they have relied upon im-
ports for a comparable share of their total consumption. Because any ma-
jor reduction in trade would require a vast economic restructuring that
would entail huge welfare losses, such heavy dependence guarantees that
trade-related issues will dominate the political agenda.

Even if we allow for differences in size and wealth, however, trade has
been much more significant for some countries than others. East Asian
nations, for example, maintain trade levels more than double those of
comparable Latin American economies. The variations in government
policy largely responsible are sketched below, and the explanation for
these disparate choices is the focal point of much of the book. Chapter 5
illustrates these variations by contrasting the policies of Japan and the
United States. Chapter 6 emphasizes regional organizations, beginning
with the European Union, which facilitates trade within Europe, and con-
cluding with the North American Free Trade Agreement (NAFTA), de-
signed to allow a similar growth of trade among the United States,
Canada, and Mexico. Together with the advent of an East Asian group
centered around Japan, these developments may foreshadow a world of
trade blocs in which free trade prevails within each bloc but trade be-
tween blocs is restricted.

The growing importance of global trade and its accompanying dilem-
mas are exemplified by the experience of the newly industrializing coun-
tries (NICs) of East Asia, detailed in Chapter 7, especially Korea, Thai-
land, Malaysia, Indonesia, and Philippines. The United States and Japan,
each in its own way, have been influential in driving the policy approach
of these NICs, which have made international trade the centerpiece of
their economic development strategy. As Table 1.1 reveals, there is consid-
erable irony in this role, since the United States and Japan are less reliant
on exports than all but a handful of other countries (at about 10 percent of
GNP), whereas these NICs are massively dependent (between 28 percent
and 94 percent). Though U.S. trade reliance has increased dramatically, it
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has still not reached the level that was common in Europe decades ago,
which helps to explain why the trade issues that have occupied Europe
for many years have entered the policy agenda in the United States only
quite recently. Although the United States has long been the world’s
strongest advocate of the liberal theory that encourages trade, it has less
experience than most with the dilemmas posed by relying upon it.

CONCERNS ABOUT THE TRADE BALANCE

Whereas nearly all nations have sought trade expansion for its economic
benefits, they have generally tried to avoid an excess of imports over ex-
ports, which is known as a deficit in the balance of trade. Trade deficits
are controversial and difficult to analyze, because they generate complex
and unpredictable consequences, many of which become visible only in
the long term. The immediate concern is that the consumption of imports
permits foreigners to enjoy employment and profits from production that
might otherwise benefit citizens of the home country. For example, as sug-
gested by the cartoon, the high levels of unemployment and attendant so-
cial problems suffered in Detroit since the mid-1970s have been ascribed
partially to annual sales of nearly 2 million Japanese cars in the United
States. This would be of little concern if these imports were balanced by
exports that produce comparable levels of employment and profits from
U.S. products sold abroad, but during a trade deficit they are not.

Table 1.2 demonstrates that the United States has run a persistent bal-
ance-of-trade deficit since the 1970s, with the annual deficits assuming
huge proportions since the middle of the 1980s. To put in perspective
these vast sums, the record $347.1 billion deficit for 1999 approached $1
billion per day, which means that imports exceeded exports by more than
$1,200 per American, over 4 percent of the U.S. GNP. At the estimated rate
of 20,000 jobs lost for every $1 billion in trade deficit, this corresponds to
nearly 7 million jobs lost to the deficit. With the U.S. unemployment rate
at an historic low in 2000, it is easy to be complacent about this effect, but
the longer-term repercussions, though uncertain, are unlikely to be so
benign.

The long-term danger of trade deficits stem from the capital flows asso-
ciated with them. Consider that since the last U.S. trade surplus in 1975,
much more money has flowed out of the U.S. economy in the form of dol-
lars to pay for imports than flowed back info the economy through pay-
ments for U.S. goods purchased by foreigners. In fact, these annual
deficits cumulate to more than $2 trillion, more than a quarter of annual
U.S. GNP. The obvious question is, What are foreigners doing with those
dollars? The answers point to the dangers inherent in trade deficits.
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Some are investing these dollars in the United States to generate future
income. For example, the U.S. federal government budget deficit—in the
magnitude of $200 billion annually from the early 1980s to the mid-
1990s—was financed partially by the selling of Treasury bonds to for-
eigners, especially Japanese investors. When the government sells Trea-
sury bonds, it borrows money and agrees to pay interest on the debt.
Thus, some of the money sent abroad by U.S. consumers to pay for im-
ports has been borrowed back by the U.S. government at interest rates
that will keep the United States paying for this balance-of-trade deficit for
years to come.

Some of the dollars piling up abroad have also returned to the United
States in the form of investments in new plant and equipment—funded
by the profits of Japanese auto firms—such as the Honda plant in
Marysville, Ohio. New auto plants produce U.S. jobs, of course, but the
profits are earned by Japanese corporations, which will presumably re-
turn them to Japan one day. Such repatriation of profits again implies that
paying for trade deficits can be postponed, but the burdens of such a
deficit must eventually be faced.

Finally, some foreigners have been content to accumulate dollars, using
them much as they do their own currency—as a convenient storehouse of
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TABLE 1.2 U.S. Balance of Trade, 1975-1999 ($ billion)

Exports Imports Trade Balance

($ billion) ($ billion) ($ billion) (% of GNP)
1975 107.09 98.18 8.91 0.56%
1976 114.74 124.23 -9.49 —0.54%
1977 120.81 151.91 -31.10 -1.58%
1978 142.05 176.00 -33.95 -1.52%
1979 184.47 212.01 -27.54 -1.11%
1980 224.25 249.76 -25.51 —0.94%
1981 237.05 265.07 -28.02 —0.92%
1982 211.17 247.65 -36.48 -1.15%
1983 201.80 268.89 —-67.09 -1.97%
1984 219.93 33241 -112.48 —2.97%
1985 215.91 338.09 -122.18 -3.02%
1986 224.11 368.75 -144.64 -3.39%
1987 250.94 410.18 -159.24 -3.52%
1988 321.09 447.70 -126.61 —2.60%
1989 363.47 478.00 -114.53 —2.18%
1990 390.71 498.95 -108.25 -1.95%
1991 418.58 491.40 —72.82 -1.28%
1992 442.13 536.45 -94.32 -1.56%
1993 458.72 589.44 -130.72 —2.06%
1994 504.45 668.59 -164.14 —2.44%
1995 577.69 749.57 -171.88 —2.44%
1996 613.89 803.32 -189.43 —2.56%
1997 681.27 877.28 -196.01 —2.50%
1998 672.90 921.00 -248.10 —-3.04%
1999 683.00 1030.20 -347.10 —4.07%

SOURCE: Based on data for merchandise trade in billions of current U.S. dollars
from World Bank, World Development Indicators 1999 CD-ROM.

value and as a medium of exchange with others willing to accept them.
Meanwhile, the United States benefits from their willingness to hold dol-
lars, just as an individual would if he or she could write checks that oth-
ers would neglect to cash. In the short term, this balance-of-trade deficit
means that U.S. citizens are consuming more than they are currently pro-
ducing. Thus, they enjoy a higher standard of living than would otherwise
be possible.

Economists disagree about whether these developments ought to raise
alarm over the longer term.! Some emphasize that the above processes
are all temporary and that eventually foreigners will demand U.S. goods
and assets in exchange for their excess dollars. That demand would re-
quire the United States to generate a trade surplus (more exports than im-
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ports) to compensate for past trade deficits. Of course, to export more
than they import would imply that U.S. residents as a whole would con-
sume less than they produce—and experience the lower standard of liv-
ing implied by that gap. However, other economists emphasize that the
continuing willingness of foreigners to invest in the United States and to
accumulate dollars is an indication of their confidence that the U.S. econ-
omy will grow fast enough to tolerate these effects without serious
damage.

Nevertheless, there are signs from international currency markets that
the persistent balance-of-trade deficit is eroding that confidence. The de-
mand for dollars by foreigners—to purchase products or investments
from the United States—is smaller than the supply of dollars created by
Americans purchasing foreign products and investments. As with any
other item, when supply exceeds demand, the price falls. As a result, the
value of the dollar, equivalent to about 300 Japanese yen when the string
of U.S. balance-of-trade deficits began in 1976, declined in 1995 to under
100 yen. The declining purchasing power of the dollar means, for exam-
ple, that the 1 million-yen cost of a Japanese automobile would translate
into a dollar price of about $3,000 at the old exchange rate (300 yen per
dollar) but more than $9,000 at the rate prevailing in mid-2000 (about 110
yen per dollar). The higher price that Americans face for foreign products
signifies that the process of paying for the trade deficit of the past two
decades has already begun.

Of course, the effects of trade deficits are hazardous to forecast because
their connection to currency declines are neither automatic nor immedi-
ate. Witness that between 1995 and 1999, the United States ran a cumula-
tive trade deficit of more than $800 billion, while Japan accumulated a
trade surplus of $400 billion—yet during this same period the dollar
increased in value from about 80 yen to 110 yen. Nonetheless, balance-
of-trade deficits tend to lead to such currency declines eventually—
sometimes very suddenly and with catastrophic consequences. As Chap-
ter 7 describes in detail, several nations in southeast Asia ran trade
deficits greater than 3 percent of their GNP for several years in the mid-
1990s with no apparent ill effects. Indeed, they were among the fastest
growing nations in the world despite trade deficits that often exceeded 5
percent of GNP and sometimes much more. But when investors eventu-
ally lost confidence in the summer of 1997, the fall was dramatic and
painful. For example, Indonesia, the fourth most populous country in the
world, suffered more than a 70 percent decline in the purchasing power
of its currency and a 50 percent decline in its stock market within a few
months. The resulting economic chaos included massive bankruptcies,
soaring unemployment, plummeting living standards, and social unrest
that culminated in a change of government.
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Thus we see that trade deficits may permit greater levels of consump-
tion in the short term, but—whether through repayment of loans, repatri-
ation of profits, or the price increases that come from currency declines—
they also imply that future consumption will be reduced and standards of
living will fall. In short, a trade deficit engineers a shift in welfare from
the future to the present.

POLICY ALTERNATIVES

Thus, national governments have traditionally sought to avoid balance-
of-trade deficits while expanding the volume of trade. Some nations have
given emphasis to one or the other of these twin targets, though most
have sought both. Different nations have attempted to achieve these goals
in many different ways, but their policy actions fall within four basic ap-
proaches. Each is discussed briefly in the following sections, followed by
a preliminary exploration of the dilemmas posed by these options and the
reasons different governments have chosen among them differently.

The first approach consists of efforts to increase exports by improving
the overall international competitiveness of a nation’s economy. The sec-
ond uses various subsidies for export promotion within a nation’s indus-
trial policy. The third approach is to reduce imports through protection-
ist trade barriers such as tariffs and quotas. The fourth seeks to enlarge
exports by securing international cooperation to remove the trade barri-
ers of other nations and to build regional or global institutions that facili-
tate trade. The first and fourth are essentially liberal approaches that
place greater reliance upon the free reign of markets; the other two, which
are usually referred to as mercantilist, involve government actions to in-
fluence or displace the market.

FREE TRADE AND THE SEARCH FOR COMPETITIVENESS

One trade policy approach seeks to increase the international competi-
tiveness of all the nation’s firms by solving social problems and eliminat-
ing government policies that drive up their costs. (If the factors that bur-
den import-competing or export firms are unique to those sectors, the
government may target them directly with a so-called industrial policy,
which is discussed in the next section.) Implicit in this strategy is the ac-
ceptance of free trade, because protectionism adds to firms’ costs at home
and encourages protectionism abroad. Furthermore, if competitiveness is
achieved, neither protection nor export subsidies are required. The strat-
egy of enhancing international competitiveness is usually motivated by
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the desire to increase exports, but if successful it will also tend to mini-
mize trade deficits. Domestic firms able to cut costs become more compet-
itive in global markets—thus expanding exports—while they also com-
pete more successfully against foreign producers in their own market,
thereby reducing imports.

However, the following brief discussion of factors that affect competi-
tiveness demonstrates the dilemmas that this trade policy approach pre-
sents, particularly with respect to the distributional effects of trade and
the tension between alternative values. Trade issues cannot be separated
from the remainder of the public agenda, because competitiveness prob-
lems cannot be solved without sacrificing other values.

First, most U.S. corporations carry the burden of health care coverage
for their workers. For example, the U.S. auto industry now spends more
for health care than it does for steel. Because U.S. health care costs are the
highest in the world—overall, Americans spend about 14 percent of GNP
on health care—this burden undermines the competitiveness of all U.S.
firms. Those who address this issue cannot avoid contact with some of
the toughest issues in U.S. politics: trust in government bureaucracies
versus private insurance bureaucracies, breadth of coverage for all citi-
zens versus quality care for some, and the possibility of explicitly ra-
tioning health care.

Second, since World War II U.S. expenditures for defense have been
many times higher than those of nations with which the United States
competes. Ironically, much of that money has been spent directly protect-
ing the very nations against which U.S. competitiveness has slipped, es-
pecially Germany, Japan, and Korea. These expenditures erode the com-
petitiveness of U.S. business by requiring higher tax levels, they constrain
the funds available to spend on other items that could enhance competi-
tiveness, and they divert a substantial share of U.S. scientific and techno-
logical expertise into military innovation and away from commercial ar-
eas. The trade-off between competitiveness and defense may be judged
differently by different individuals, but it can be ignored by none. Giving
up global leadership or national security may be a wise choice, but it is
not without costs of its own.

Third, the quality of American education, once the best in the world,
has eroded. Although the global division of labor now places a premium
on skilled labor, many other countries now have a better-educated citi-
zenry and a better-trained workforce—which may explain why the
growth in American economic productivity since the 1960s is among
the lowest in the industrial world. Because both the American school day
and school year are now among the shortest in the world, fixing educa-
tion may require a substantial increase in cost, compromises with cher-
ished traditions, and flexibility on the part of parents, teachers, and
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children. Like defense and health care, this problem acquires more
urgency in the context of a competitiveness issue, but there are very good
reasons for wanting to improve education that do not involve the balance
of trade.

Fourth, the decline of America’s infrastructure—decaying roads and
bridges and overburdened water, sewer, and mass-transit systems—costs
U.S. business daily. Because the provision of infrastructure is largely a
function of government, this competitiveness issue is intertwined with
questions of taxation, government effectiveness, and citizen trust. Infra-
structure problems are unexciting—and thus unpopular as a locus of in-
novation or spending among politicians—but it is evident that trade com-
petitiveness cannot be sustained without government no matter how
vibrant the private sector may be.

Fifth, very high debt levels, including personal credit card debt, corpo-
rate debt, and years of federal budget deficits, require that savings be
used to fund past consumption rather than to invest in the future. Fur-
thermore, because the American personal savings rate is the lowest in the
industrial world, U.S. interest rates must be kept higher in order to in-
duce foreigners to supply the investment funds from their savings that
Americans do not provide. But these higher interest rates—what econo-
mists would call the higher cost of capital—become an additional ex-
pense for American businesses that must borrow money for expansion.
This problem illustrates exactly how close to home competitiveness is-
sues can come: The family budget is a matter of national security!

Sixth, other social problems, including crime and drugs, contribute in
indirect ways to increased costs for U.S. business. Richard Lamm esti-
mates that “American business spent $51 billion in 1986 for private anti-
crime measures such as alarms, iron bars, video cameras, and security
guards.”” U.S. tax dollars support nearly two million inmates, with the
U.S. incarceration rate six to ten times higher than in most of Europe and
seventeen times greater than in Japan. Even ecological problems affect
business, because the deteriorating environment diminishes the health
and productivity of workers, forces higher costs for health care, and com-
plicates the choice of business location.

Finally, some have blamed corporations themselves for fixating on the
short term and ignoring long-term competitiveness. Expenditures on re-
search and development occupy a much smaller portion of corporate
spending in the United States than in Japan or Germany, for example, and
the pay of top corporate executives is much higher in America than in its
chief competitors.

Some proposed solutions to the competitiveness problem violate the
definition of competitiveness laid out in a report from the President’s
Commission, “the degree to which a nation, under free and fair market
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conditions, produces goods and services that meet the test of interna-
tional markets while simultaneously maintaining and expanding the real in-
comes of its citizens.”3 The last clause of this definition disqualifies from
consideration such proposals as the abolition of the minimum wage, So-
cial Security, workplace safety regulation, pensions, sick leave, work-
man’s compensation, unions, vacations, holidays, and so on.# This list ex-
emplifies the dangers of affording competitiveness concerns too high a
priority on the national agenda: Cutting wages and benefits for workers
would surely make U.S. corporations more profitable and better able to
compete, but the attempt would be self-defeating from the standpoint of
national welfare. National policy should seek to make corporations more
competitive in order to improve the lives of its citizens, not compromise
citizen welfare in order to improve competitiveness. The United States
has been able to avoid the most damaging of these compromises, but the
many developing countries whose firms compete principally on the basis
of cheap labor have not been so fortunate. For them, this trade-off be-
tween alternative values poses an especially painful policy dilemma.

EXPORT PROMOTION AND INDUSTRIAL POLICY

The second method employed to maintain a desirable volume and bal-
ance of trade utilizes export promotion, usually in conjunction with what
is called an industrial policy. By industrial policy is meant a set of govern-
ment actions designed to encourage the growth of particular industries,
usually those believed to be especially important for the future of the
economy. Most nations with aggressive industrial policies—Japan is
the most frequently cited example—target the export sector because of
the growth prospects offered by the global economy, though industrial
policy often has other targets as well.

Export promotion is accomplished through a variety of techniques. The
simplest is a direct export subsidy or bounty, a government payment for
each good exported from the target industry. The result is that a domestic
firm has the incentive to export goods, even though it may not have a cost
advantage in comparison with competing firms in other nations.

Such a policy has at least three aims. First, increased production in the
chosen industry will likely lead to employment growth, perhaps enough
for the government to enjoy the political benefits of having reduced the
unemployment rate. Second, these firms will gain a greater share of for-
eign markets, which might give them greater leverage to increase prices
(and profits) in the future. Third, increasing exports will improve the bal-
ance of trade, thus avoiding the problems inherent in trade deficits dis-
cussed earlier.
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This policy also yields distributional effects—and the political contro-
versies they engender—because its impact on prices benefits some people
and harms others. For example, the domestic consumer will see the price
of subsidized goods rise by the amount of the subsidy, since otherwise
firms would prefer to export the product in order to earn the bonus. Fur-
thermore, the revenue to pay for that bounty must be raised through
taxes. The domestic consumer would thus appear to be a double loser
while the exporting firm gains, but there may also be distributional effects
that become apparent only over time. For example, the sacrifices of the
current generation may benefit future consumers if this subsidy eventu-
ally transforms an infant industry into a powerful enterprise that can re-
pay the subsidies through cheaper prices, greater employment, or higher
tax payments.

Another form of industrial policy is simply to provide subsidies to par-
ticular firms or industries that appear to have long-term export potential,
whether or not they are presently exporting. Such subsidies might be di-
rect cash payments, special tax advantages, help in attracting investment,
or relief from regulations that might otherwise constrain the industry.
Many newly industrializing nations have found that their existing firms
have very limited trade prospects despite government subsidies, so their
industrial policy has focused on persuading multinational corporations
to establish new firms. They offer an array of benefits in the hope of lur-
ing foreign investment that would expand the economy’s export potential
as well as employ otherwise idle workers. Industrial policies that invite
foreign investment through these special benefits are often combined
with a more general competitiveness approach designed to allow firms to
cut costs by minimizing taxes, limiting regulation, and holding down
wage rates.

Many forms of export subsidies are now prohibited by the General
Agreement on Tariffs and Trade (GATT), an international treaty that
forms the basis for much of the international law that governs trade mat-
ters. Not all are prohibited, however, and the exact limits are both highly
technical and much disputed. Furthermore, subsidies are not always easy
to see. The United States, which explicitly rejects industrial policy,
nonetheless engages in behavior that yields the same outcome. For exam-
ple, U.S. military expenditures often have spillover effects into civilian
production, especially for export. The Boeing B-52 bomber introduced
many elements that led to the highly successful Boeing 707 passenger jet.
U.S. agriculture has benefited from the activities of the Agricultural Exten-
sion Service and other subsidies of agricultural research. Grants to univer-
sities for research yield benefits for industry. Some nations promote their
exports by lending the sale price to importing nations; in the United States,
these export credit subsidies are handled by the Export-Import Bank.
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Such industrial policies are controversial, both in the nations that enact
them and in those with whom they trade. Liberal theorists contend that
they don’t really work or that their costs usually outweigh their benefits,
a position generally accepted in the United States, especially by the Re-
publican Party. Moreover, export promotion policies attract the opposi-
tion of other nations because such policies place their firms at a severe
competitive disadvantage. The U.S. steel industry has been particularly
outspoken in its denunciation of steel imported from foreign companies
that are heavily subsidized by their governments. They contend that
American jobs and American profits are being undercut by this unfair
competition. They call for the U.S. government to guarantee “fair trade,”
either by prohibiting the importation of such subsidized goods or by
levying heavy taxes on them (so-called countervailing duties). Export
promotion as a form of industrial policy has interesting distributional im-
plications, however. For example, it benefits the consumers of countries
into which subsidized products are imported, at least in the short term.

FORMS OF IMPORT RESTRICTIONS

The third approach to trade policy is protectionism, which seeks to
achieve a favorable trade balance by limiting imports. Protectionism has
been very common historically; indeed, all nations engage in at least some
protectionist measures. In the 1950s and 1960s, protectionism was the
dominant approach throughout Latin America, where states sought to de-
velop their economies through a strategy known as import-substitution
industrialization (ISI). They insulated domestic firms in certain sectors
from foreign competition, hoping to replace imports with domestically
produced products, thereby both improving the trade balance and build-
ing domestic industrial capacity. Nations that give priority to avoiding
trade deficits frequently combine import restrictions with industrial pol-
icy designed to expand exports. The origins of both in the mercantilism of
early England is the subject of an extensive case study in Chapter 2.

There are many forms of import restrictions, all of which are designed
to limit purchases of goods from abroad. Domestic import-competing in-
dustries, protected from foreign competition, can then capture a larger
share of the market. The simplest of these mechanisms is the quota, a
government restriction that places a fixed limit on the quantity or value of
goods that can be imported. This limitation is usually accomplished by
requiring that importers obtain import licenses that are strictly rationed
by governments. The usual effect of a quota is to raise the domestic price
of the commodity by restricting the number of lower-priced products that
can be imported. A quota allows domestic producers to gain a larger
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market share, but this artificial restriction of supply also enables both do-
mestic and foreign producers to charge higher prices to consumers. Prohi-
bitions are a special case—namely, they set a quota at zero. This form of
trade barrier is relatively infrequent today, but it was common in an ear-
lier age. In fact prohibitions were the major source of protection in early
England.

The most widely used trade barriers are tariffs (or import duties),
which are taxes applied to imports. Most are ad valorem, calculated as a
percentage of the value of the good imported. All nations use tariffs to
one degree or another, though not entirely for protectionist purposes.
Historically, tariffs have been a significant source of government revenue,
especially in poor countries that find it difficult to maintain effective in-
come tax systems. In 1980, for example, tariffs provided more govern-
ment revenue than either income taxes or sales taxes in about forty na-
tions. Most countries maintain elaborate tariff schedules which specify
different tax rates for different products, allowing each rate to be set at a
level that provides the desired degree of protection for each particular in-
dustry. This wide variation in rates across hundreds or even thousands of
product categories makes it difficult to generalize about the exact level of
tariff protection in any given country.

Still, it is clear that tariff rates, like the level of trade they are designed
to control, vary widely across nations. The highest rates are found among
less developed nations whose firms are especially threatened by foreign
competition. The average tariff rate is around 30 percent in India, Nigeria,
and Tunisia—depending upon how the average is computed—and be-
tween 10 and 20 percent in most other developing nations. U.S. tariffs av-
erage about 4 percent, roughly the same as most developed nations. All of
these figures understate the actual protective effect of tariffs, however, be-
cause rates can be many times higher than the average for products
where a nation’s firms actually face foreign competition, whereas they are
usually low or zero in categories where no domestic industry exists to
protect.

Tariffs have also varied enormously across time, with average tariff lev-
els throughout the world having declined steeply from their peak in the
1930s. In the United States the average tariff rate reached a modern high
of 59 percent in 1932 under the Smoot-Hawley Act, a remarkably irre-
sponsible tariff law widely credited with triggering a spiral of restrictions
by other nations that helped plunge the global economy into the Great
Depression of the 1930s. The average tariff level had previously reached
70 percent in 1813 and about 60 percent in the “tariff of abominations” of
1828, but it remained between 40 percent and 50 percent from the Civil
War until the turn of the century. It was reduced to 25 percent after World
War II and declined to about 5 percent after the Tokyo Round of GATT
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negotiations concluded in 1979. Average ad valorem import duties
reached their high in Britain in the 1820s at more than 50 percent, retreat-
ing to about 5 percent at the height of the British free trade era in 1880 be-
fore spiking again in the 1930s at about 50 percent.

Probably the most controversial remaining tariffs are the duties im-
posed by the EU in the context of the Common Agricultural Policy
(CAP). These tariffs sustain higher food prices in Europe than would pre-
vail if cheaper North American grains were admitted without barrier.
Because the higher prices of European producers leave them unable to
compete on global markets, the revenue derived from the tariffs is used to
subsidize exports. Both elements of the CAP have infuriated the United
States in recent years: its restrictions on American exports to Europe and
the advantage its subsidies provide to European agricultural producers
wherever they compete with American exporters.

Although tariffs have declined, a variety of nontariff barriers (NTBs)
have arisen since the early 1980s. An early version was the 1969 volun-
tary restraint agreement (VRA) with Japan and the European Commu-
nity, which was designed to reduce steel imports into the United States.
Over the next twenty-five years, voluntary export restraints (VERs) be-
came common. The most famous case of a VER is that in which Japanese
automakers in 1981 “voluntarily” agreed to limit exports to the United
States.5 (Had Japan refused, a quota that would have been more damag-
ing to Japanese automakers would have been imposed in place of the
VER.) The Federal Trade Commission (FTC) has estimated the cost to U.S.
consumers at about $1 billion per year in the form of higher prices for au-
tos. Not only did the restricted supply of Japanese autos cause their prices
to rise because of the artificial shortage but it also enabled U.S. manufac-
turers to maintain higher prices in the absence of this competition. A VER
is essentially a quota system that is managed by the exporter rather than
by the importing nation.

Other protectionist measures include local content regulations that re-
strict imports by imposing a burden on purchasers of intermediate goods
to make sure that imports do not exceed a prescribed fraction of their to-
tal purchases. Another form is government procurement policies, which
often favor domestic firms. For example, the EU requires that government
contracts be open to all bidders, but they permit governments to give a 3
percent “preference margin” to European firms or to exclude entirely any
product produced largely outside of Europe.¢

Other regulations, such as product-safety standards, can have a protec-
tionist effect even though their motivation may be open to interpretation.
The European Union, for example, bans the importation of beef treated
with hormones, citing cancer risks. The United States, where most cattle
receive hormone treatments to stimulate growth, successfully challenged



18 [J Trade and Trade Issues

the EU ban in the WTO as a disguised form of protection against U.S.
products.

The GATT has sought to sharply limit all nontariff barriers (NTBs) by
converting them to tariffs, which are more visible and easier to reduce
through international negotiations. For example, quotas are now permis-
sible only in quite specific circumstances, and so-called gray-area mea-
sures such as VERs are to be eliminated entirely. But imports can be re-
stricted by so many different means—even increases in income taxes or
interest rates tend to reduce imports—that a nation seeking protectionism
can always find numerous policy tools to accomplish it.

INTERNATIONAL COOPERATION TO STIMULATE TRADE

A fourth approach to trade policy emphasizes creating conditions abroad
that are favorable to trade expansion. This strategy, which lies as much in
the realm of foreign policy as trade policy, involves securing the coopera-
tion of other nations. The most common form, an explicit reaction against
protectionism, involves direct negotiations to lower the trade barriers im-
posed by others. All nations—including those which practice protection-
ism themselves—utilize this technique to improve their export prospects,
though of course they do so with varying degrees of success. Usually na-
tions try to induce others to lower trade barriers by agreeing to lower
their own in return.

A more expansive version of this approach consists of diplomatic ef-
forts to create and maintain regional or global institutions that facilitate
trade. The simplest of these institutions provide a forum for nations to ne-
gotiate limitations on trade barriers, but others go far beyond that. The
most extensive and most successful effort to achieve free trade at the re-
gional level is the European Union. Conventional trade barriers among its
nations have virtually disappeared, but to fully exploit the benefits of free
trade and to manage the dislocations it produces the EU has found it nec-
essary to build a much more comprehensive set of regional institutions.
Most importantly, it has found that stable trade patterns cannot emerge
without a stable monetary system that facilitates the financial trans-
actions necessary for trade to occur. For example, in order to eliminate the
trade disruption inherent in fluctuating currency values, the currencies of
individual nations are being phased out in favor of the Euro.

High levels of trade bring an increasing interdependence among na-
tions, so that individual states are no longer able to solve economic, envi-
ronmental or social problems without considering the effects created by
the policy actions of others. In fact, many traditional activities of the na-
tion-state have been absorbed by the legislative, executive, and judicial
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branches of the EU. Monetary and fiscal policies are now coordinated at
the regional level, with more standardized tax rates and regulations. The
EU illustrates that trade expansion requires more than merely eliminating
barriers; it must also have facilitating arrangements in monetary affairs
and some provision to cope with the resulting interdependence. Various
other regions have experimented with a much more limited version of en-
couraging regional trade, most notably NAFTA, which is designed to ex-
pand trade among the United States, Canada, and Mexico.

The outstanding example of a similar strategy at the global level is the
Bretton Woods trade and monetary regime, created under the leadership
of the United States at the end of World War II. The Bretton Woods
regime, centered around the institutions of the General Agreement on
Tariffs and Trade (GATT) and the International Monetary Fund (IMF),
has governed international trade and finance for more than fifty years,
though it has evolved and changed markedly in that time. Before being
superseded by the World Trade Organization (WTO) in 1995, the GATT
provided a setting for nations to negotiate reductions in tariffs and other
barriers to trade, while also helping to resolve trade disputes. The WTO
has continued to broaden the range of national policies deemed to consti-
tute unfair impediments to trade and thus to be subject to international
negotiations designed to increase trade opportunities. Increasingly, the
resultant restrictions on the policies of nations have aroused opposition,
because they pose the dilemma of exchanging the gains of trade for some
loss of national autonomy.

Recent experience in Latin America and Asia has also demonstrated
that trade expansion requires steps beyond the mere dismantling of overt
trade barriers. Trade of goods cannot occur unless foreign currencies can
be exchanged as well. Furthermore, trade expansion is not necessarily ac-
companied by a balance between the imports and exports of individual
nations. Such imbalances can destabilize currencies, wreck national
economies, and eventually disrupt trade, unless some institutional mech-
anism exists to contain the deleterious effects of extreme interdepen-
dence. After all, when all nations come to rely heavily upon trade, a fi-
nancial disaster anywhere in the system threatens stability everywhere.
Historically, the major responsibility for building institutions to cope with
these problems has fallen to those nations with the political power to ex-
ert global leadership. The United States originally sponsored the IMF to
expand trade by guaranteeing stability in monetary affairs and providing
mechanisms to finance imports and adjust trade imbalances. In the light
of the recent Asian experience, where the trade imbalances inherent in
open trading systems shook the growth prospects of nations half a planet
away, the entire architecture of global economic affairs has been brought
into question.
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THE DILEMMAS OF INTERNATIONAL TRADE

All nations seek to expand trade and avoid trade deficits, but they have
chosen among these four trade strategies in very different ways. That is
because, as the foregoing discussion suggests, no single trade policy is ob-
jectively and unequivocally “best.” Instead, each option offers its own set
of advantages and liabilities, which each nation weighs from its own per-
spective. The complexity of these considerations can be reduced some-
what by organizing the choices in terms of three sets of dilemmas that
must be confronted. Each is elaborated in the following sections; together
they constitute the focus of our discussion of trade policy and its conse-
quences throughout the remainder of the book.

The first, the distributional dilemma, stems from the unfortunate fact
that no trade policy benefits everyone. Instead, each rewards some indi-
viduals and groups but harms others, affecting the domestic distribution
of income, wealth, and political power in the process. Thus, in addition to
seeking an optimal level and balance of trade, governments must also
weigh which groups it wishes to help, which it can afford to harm, and
how it can make these distributional effects politically palatable to those
involved. The second, the values dilemma arises because the same eco-
nomic changes that enable a nation to secure the benefits of trade may im-
ply a compromise of other societal values. Ultimately trade affects the
society, polity, and culture as much as it does the economy. Allowing
trade levels to be determined solely by the logic of the market—even if
we could be confident that maximum economic growth would result—is
tantamount to denying the legitimacy of any human motivation other
than economic gain. The third, the state goals dilemma revolves around
the tension between trade and the unique mission of the state to provide
security, independence, and peace for the nation. Purely economic theo-
ries are not adequate to understand these issues, because state actions are
motivated by power and autonomy as much as by growth and efficiency.
For example, the high levels of interdependence associated with intensive
trade links necessarily limit self-sufficiency. This interdependence may
improve economic efficiency and even enhance prospects for interna-
tional peace, but it also constrains the capacity of the state to act indepen-
dently of others when required to do so by the national interest.

THE DISTRIBUTIONAL DILEMMA

The distributional dilemma emerges from the propensity of trade to alter
the distribution of income and wealth within a nation. Simply put, some
individuals and groups gain from trade while others lose. Because any
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government policy designed to regulate trade yields its own distinctive
pattern of winners and losers, trade is inevitably politicized. Standard
economic theory tends to de-emphasize these distributional effects in
its focus upon the impact of trade on the economy as a whole. Because
these distributional consequences have such obvious political implica-
tions, however, the state is much more attentive to them than economic
theorists are.

The most visible distributional effects are usually sectoral, because
trade policy often protects or promotes one industry or sector of the econ-
omy at the expense of others. For example, tariffs on imported steel pro-
tect the domestic steel industry by making foreign-produced steel more
expensive, but they also harm domestic automakers who must pay
higher prices for the steel they use. As in this case—where car buyers face
higher prices—most protectionist barriers to trade benefit some sector of
the economy at the expense of consumers. Conversely, the free trade poli-
cies advocated by liberal theory usually benefit consumers through lower
prices, but as the case of foreign autos and Detroit demonstrates, they also
devastate the workers of the corporations that must compete against for-
eign imports. Further, they also damage the economies of the regions in
which those import-competing industries are located.

Just as trade policy redistributes costs and benefits from one sector to
another, it also benefits some classes at the expense of others. An espe-
cially persistent theme in U.S. trade policy debates has been the fear that
trade will benefit the owners of large corporations but erode the employ-
ment prospects and wage rates of unskilled workers. For example, the
elimination of trade barriers under NAFTA forces some U.S. manufactur-
ing workers into direct competition with Mexican workers who earn a
markedly lower wage. Unless U.S. wage rates decline, production may
shift to Mexico, and U.S. jobs will be lost. However, if that competition
drives down wage rates in the United States, the profits earned by the
owners of U.S. business might be maintained at the expense of the stan-
dard of living of workers in those industries. The losses from such wage
competition will be greatest for workers in high-wage countries em-
ployed in industries that can move either their products or their produc-
tion facilities most easily across national boundaries. Others, particularly
more affluent professionals such as doctors, lawyers, and university pro-
fessors, who face less direct competition from abroad, stand to gain from
trade because it lowers prices on the goods they consume.

A final distributional effect of trade policy was illustrated by the obser-
vation that trade deficits—an excess of imports over exports—can shift
economic welfare across time. Because the imports are enjoyed immedi-
ately, whereas the costs of trade deficits are felt later, trade deficits sacri-
fice the future for the present. In short, trade produces different effects on
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different sectors, regions, classes, and generations. Trade opportunities thus
pose the distributional dilemma: Whichever trade policy the government chooses,
it will harm some group.

THE VALUES DILEMMA

The values dilemma arises because trade generates many outcomes that
citizens evaluate on the basis of ethical principles and social values. Be-
cause these fundamental values are frequently incompatible with one an-
other, policies designed to affect trade patterns become an expression of
the relative priorities attached to them. The most venerable trade policy
debates concern the trade-off between economic benefits and a variety of
less tangible interests. Liberal theorists advocate free trade because they
believe that it maximizes economic efficiency and therefore material stan-
dards of living. Opponents point out that allowing markets to operate
freely also allows economic considerations to dominate more important
ethical ones.

For example, trading with nations that permit shabby treatment of
workers—or even outright human rights abuses—poses a difficult moral
dilemma. Should we purchase cheap foreign goods even though they
may have been made with child labor—or even slave labor? We may not
intend to condone those practices, but we cannot escape the fact that our
purchases of such goods helps to sustain the system that produced them.
Market mechanisms of supply and demand are notoriously poor at cop-
ing with such issues, not only because individual consumers can seldom
vouch for the production processes of the goods they buy, but also be-
cause individual actions can do little to change them. Consequently, trade
policy becomes the arena for addressing these value trade-offs, especially
in democratic nations where citizens can determine the trade regulations
that accord with their own ethical priorities. Trade policy debates invari-
ably become highly charged, because these values, although deeply held,
are inherently subjective. Thus, citizens would disagree on the outcomes
to be pursued, even if they were certain how trade policy could be used to
bring them about.

Cultural considerations are among the many other values that have
been cited as justifications for restricting imports. For example, many na-
tions decry the cultural imperialism embodied in U.S. trade. Rock music
and Hollywood films not only celebrate ideas that are deeply offensive
elsewhere-such as sex, drugs, violence, free expression, and resistance to
authority—but also threaten to undermine the cultural industries that
sustain national identity. France restricts the hours of TV programming
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offered in English, and Canada restricts the percentage of magazine ads
that can advertise U.S. products.

Ecological values have also assumed an increasingly prominent role in
trade debates. Some nations have restricted the export of goods whose ex-
ploitation threatens their own natural environment, like timber or prod-
ucts derived from endangered species. Because not all nations have done
so and because the environment is a planetary resource shared both mate-
rially and spiritually without regard to borders, others have attempted to
curtail destructive activities by banning the importation of the goods pro-
duced by these activities.

Many trade policy issues involve value considerations intertwined
with economic interests. The U.S. embargo of trade with Cuba not only
protested the absence of democracy in Cuba but also Castro’s seizure of
property owned by U.S. businesses. Japan banned imported rice not only
to protect the financial interests of Japanese farmers but also to sustain
venerated Japanese traditions embodied in the image of life in the rural
village. Agricultural trade policies elsewhere, most notably in the United
States and France, have similarly aimed to protect the family farm for a
combination of economic and more abstract reasons.
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Some of the most enduring value controversies overlap with issues of
distribution and concern the propensity of the distributional effects of
trade to generate inequality by undermining the position of workers. For
example, the NAFTA debate cited above as an example of the distribu-
tional dilemma achieved special salience because of the ethical implica-
tions of adopting a policy that would disadvantage unskilled workers, a
group already marked by high levels of poverty. Whether one prefers to
live in a country with higher growth and greater inequality rather than a
more equal but less prosperous one depends not only on whether one an-
ticipates that one would fall within the richer or poorer group but also on
highly subjective ethical and aesthetic judgments about the value of
equality.

Another reason that trade raises values issues is that it places greater
competitive pressure on firms to lower their costs. They, in turn, pressure
the state to alter policies that keep them from doing so, including envi-
ronmental regulations, health and safety requirements, and other restric-
tions that reflect various legitimate social values. Labor costs are an espe-
cially frequent target. Lower wages could be paid if the minimum wage
were eliminated and collective bargaining and labor unions were out-
lawed. The abolition of seniority systems and age-discrimination laws
would enable companies to terminate workers when their efficiency de-
clined (or at the whim of a boss). Eliminating pensions, health care, vaca-
tions, and holidays would also lower company labor costs. But such ac-
tions entail a compromise with very fundamental values about the kind
of society in which people want to live. Most people, but not all, prefer
that workers have security and a decent standard of living, that income
gaps among citizens be moderate, and that the attendant class conflict re-
main muted enough to sustain social harmony.

If trade competitors do not share these values, however, it may prove
difficult for the United States to maintain them—without restricting
trade, accepting deficits, or designing state policies to alleviate the most
dire consequences, especially the concentration of winners and losers
among certain economic sectors, geographic regions, and social classes.
Concentrated geographic unemployment, for example, brings a litany of
social problems, including inequality, crime, drugs, urban violence, and,
potentially, social collapse. Ripple effects cause trade issues to influence
many other domains of social concern and public policy, because geo-
graphic concentrations often lead to disproportionate effects on particular
ethnic groups and sectoral concentrations often lead to disproportionate
effects on women or teenagers.

Economists can show that the most efficient approach to many of these
problems, in theory, is to earn the benefits of free trade and use the pro-
ceeds to compensate the losers. Actually achieving that mix is a good deal



Trade and Trade Issues [1 25

more difficult than it sounds, however, so government officials usually
prefer to restrict trade instead, even though that also requires that the
benefits of trade be sacrificed.

A nation committed to trade also faces pressures from other nations
seeking favorable treatment for their firms, which can be expected to ob-
ject to any policy that raises their costs or restricts their access to markets.
Yet nations have many interests that seem to justify trade restrictions;
surely the pressures of international trade need not require that we aban-
don all other values. In the United States, for example, trade restrictions
on Chinese imports have been proposed to protest human rights abuses,
on tuna imports to protect dolphins, and on exotic hardwoods to protect
tropical rain forests. To elevate economic gain to the sole value pursued
by trade policy is one option, but it is far from the only one. Trade policy
thus poses the values dilemma: Whichever choice is made, some values must be
compromised to achieve others.

THE STATE GOALS DILEMMA

A third dilemma concerns the effect of trade on the ability of states to
meet their goals. Some state goals simply reflect the social values dis-
cussed above, but here we concentrate on those that fall within the special
purview of the state and its unique mission to embody the nation’s auton-
omy and provide peace and security. These goals apply most directly and
obviously to foreign policy, but autonomy and security are elusive and
multifaceted concepts, prone to expansive definitions by states.

All states attach the highest priority to preserving the power and au-
tonomy of the state itself, because without the capacity to act effectively
and independently no other goals can be achieved. Trade can substan-
tially affect the power and autonomy of the state, both in relation to do-
mestic actors it must control in order to govern meaningfully and with re-
spect to foreign nations with which it must interact to guarantee security.
In the most elementary sense, states rely on trade to obtain the revenues
they require to function, either directly through import taxes or indirectly
through income and sales taxes on the economic activity that trade stimu-
lates. More broadly, however, the state must command the allegiance of
its citizens, in part by demonstrating its capacity to manage the economy
in a way that provides prosperity while also managing foreign policy in a
way that provides peace, security and autonomy.

Although trade is essential to meeting all of these aims, states have an
ambivalent attitude toward it. After all, if a nation’s trade can enhance the
power of its own state, it can also strengthen the state in nations with
which it trades. Since states must be acutely aware of relative power
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when engaged in foreign policy, they cannot be indifferent to the effects of
trade on the power and prosperity of others. For this reason, they prefer
to trade with allies and to avoid trade with rivals and potential enemies.
The profit considerations of private actors often conflict with the power
and security considerations of the state, particularly when trade restric-
tions are used as an instrument of foreign policy. During the Cold War,
the United States and its Western European allies sharply limited the
products that could be exported to the Soviet Union and Eastern Europe,
especially those with either direct or potential military application. Over
the strong objections of North American farmers, the list sometimes in-
cluded wheat as well. The United States has banned all trade with Cuba
for decades in an attempt to weaken the Castro regime, and it still re-
stricts some technology exports to any nation.

States are also wary of trade because the interdependence implicit in re-
lying upon foreign actors constrains independent action and threatens
autonomy. States fear that the loss of self-reliance will leave them vulner-
able to economic disruptions arising out of both impersonal market forces
and deliberate threats by other states. The higher the level of trade (and
the smaller the nation), the more the state loses control over the economy
and relinquishes the capacity to shape the nation’s destiny. Because citi-
zen perception of the performance of the government and even the legiti-
macy of the state itself frequently rests on this very capacity, the risk to
political stability can be high. For many developing nations extreme de-
pendence upon trade and the capital flows associated with it subjects the
state to irresistible pressures from foreign investors and lenders. As a re-
sult, states have been forced into budgetary and regulatory decisions that
are more attentive to foreign interests than to domestic constituents, with
predictable consequences for either the longevity of the government or
the character of the political system.

The international institutions that are necessary to facilitate trade even
compromise national sovereignty, because membership in them requires
a nation to forego some policies that would otherwise be pursued. Protec-
tionism is the most obvious target of prohibitions imposed by such inter-
national institutions. However, a wide array of monetary, fiscal, regulatory
and social policies have also been ruled inconsistent with the obligations
of membership in regional institutions (e.g., the EU and NAFTA) and
global ones (e.g., the WTO and IMF). As a result, many nations have
avoided such institutions, even though they offer considerable trade ben-
efits. Britain, for example, remains ambivalent about the EU out of con-
cern that the “level playing field” necessary to achieve fair competition
under free trade threatens also to level cultural and political differences
among nations. Similarly, Canadian fear of the economic dominance of
the United States long delayed a free trade agreement, which was pro-
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posed as early as 1851. China has resisted full acceptance of the condi-
tions required for its admittance into the WTO.

To minimize dependence, many states restrict trade, especially in sensi-
tive sectors important to the economy (e.g., food, banking, insurance, or
steel) or to national defense (e.g., microelectronics, telecommunications,
or satellite technology). But states must tread carefully, because these re-
strictions also limit the benefits of trade, not only to their own economy
but to other nations. Strong objections to these restrictions from trade
partners can endanger friendly relations and even international peace. It
is difficult to generalize about how states will respond to these dilemmas,
because although some nations become subordinate and their freedom of
action diminishes in the face of trade, others become dominant and ex-
pand the scope of their power and influence. All find that they must an-
ticipate the reactions of others much more frequently and tailor their
actions accordingly. Whenever trade occurs, tensions inevitably follow.
Sometimes—thankfully not often—these escalate into resentment and
conflict. The violence of the 1930s and 1940s is an awful historical prece-
dent, which some fear may indicate what lies ahead for U.S. relations
with Japan or China.

But theorists of interdependence also remind us that trade can force
nations to recognize both the need to coexist and the opportunity to
“coflourish” through cooperation. The Bretton Woods international eco-
nomic system created at the end of World War II is an example at the
global level. Both the European Union and the North American Free
Trade Agreement are examples of these same principles of cooperation
pursued at the regional level. Thus the state goals dilemma raises a theo-
retical question: Under what conditions does trade lead to conflict and
when does it generate peaceful cooperation? It also presents a policy chal-
lenge: How do we find one path and avoid the other?

Theories that insist upon seeing trade only through the lenses of eco-
nomic analysis miss these political and social considerations. Thus, the
policy advice that emanates from them is, at best, incomplete and, at
worst, counterproductive for states, which must balance the benefits of
trade against its dangers. Trade thus poses the state goals dilemma: Any trade
policy that strengthens the capacity of the state to achieve its goals in one respect
is likely to weaken it in another.

CHOICES FOR THE INDIVIDUAL

These dilemmas must be confronted in the formulation of trade policy,
but they also challenge individual citizens when contemplating any pur-
chase. Economic theory explains consumer behavior as the maximization
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of material interests. But a citizen also assumes the role of a moral agent
responsible for the chain of outcomes set in motion by the consumer
choice. The motivation behind the Buy America bumper sticker, for ex-
ample, is not the logic of best product and lowest cost but an appeal to
other ethical considerations.

In fact, every day each individual must—explicitly or implicitly—
assume a stance on the dilemmas previously identified. Is it patriotic to
purchase domestic products? Should a Japanese consumer buy a foreign
car, knowing it means unemployment for a Japanese worker? Does one
owe greater obligations to domestic workers and corporations than for-
eign ones? Should one save money by purchasing an inexpensive foreign
product, even though it is cheap because it was made with slave labor or
by workers deprived of human rights? Should one choose transportation
that requires the importation of foreign oil, knowing it encourages a
costly U.S. military presence in the Middle East? Should one lobby the
government to restrict the sales of U.S. forestry products abroad because
they compromise environmental concerns? Should a French citizen sup-
port the end of farm subsidies when ending them would threaten tradi-
tional life in the French countryside? Answering these questions in-
evitably requires normative judgments. However, these judgments must
rest upon a keen understanding of the empirical consequences of trade—
the main focus for this book.
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In particular, trade affects the individual in six different roles, each of
which requires him or her to weigh somewhat different values, interests,
and perspectives:

1. As a consumer, it is rational to prefer free trade because it makes
imports cheaper. (But if the absence of protection drives domestic
firms out of business and gives a monopoly to foreign firms,
future prices could rise.)

2. As a worker, it is usually wise to prefer free trade if one is em-
ployed in a sector that exports goods or imports raw materials but
to prefer protectionism if employed in a firm that competes with
imports.

3. As a member of an economic class, it is usually reasonable for a
worker to prefer policies that favor labor and for a business owner
to prefer policies that favor capital. Since the early 1970s, U.S.
labor has generally supported protectionism and U.S. business has
supported free trade.

4. As a resident of a community, it is sensible to prefer policies that
benefit local industries even if one is not directly involved in that
sector. For example, most residents of Detroit prefer protection
against auto imports because it contributes to the general prosper-
ity of the region, and residents of agricultural states prefer export
promotion policies, which increase farm prices.

5. As a citizen of a nation, it is natural to prefer policies that
strengthen the nation as a whole. Because it is not always obvious
what policies will accomplish that goal, one must analyze the im-
pact of trade on the foreign policy relations between nations as
well as the economic gains from trade.

6. Finally, as an individual one must weigh all of these considera-
tions in the context of one’s own personal sense of values and
obligations. It is not the purpose here to judge whether one’s
obligation to the interests of the nation should outweigh one’s in-
dividual interest or to stipulate whether economic interests should
dominate more ethereal ethical concerns. It is possible, however,
to clarify those consequences of trade and trade policy that indi-
viduals should consider when making their own ethical choices.

CONCLUSION: CHOOSING A TRADE POLICY

Obviously, then, part of the purpose of this book is to help individuals
make informed decisions. Nevertheless, the central mission of this book is
to explain why nations select the policies they do. At the broadest level,
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that means explaining why they would choose to emphasize either mer-
cantilist or liberal strategies and focus either on the volume or on the bal-
ance of trade as the principal policy target. Thus, as a starting point,
Chapter 2 describes the historical evolution of both mercantilism and lib-
eralism. It will quickly become obvious that understanding the moti-
vations and the assumptions that underlie these two broad families of
approaches requires an appreciation of how they respond to the trade
dilemmas discussed earlier.

The cases examined in the remainder of the book suggest that the trade
policy choices of governments are partially predictable, because they re-
sult from the interaction among prevailing theories of economics and so-
cial justice, the state of supply and demand conditions in markets, and
the balance of political power among those who represent producers,
consumers, and the state. Each of these factors needs a brief introduction
here.

Trade policy is affected by both economic theory and ethical doctrines.
It is impossible to divorce current attitudes toward international trade
from the goals that public policy is expected to achieve or from the social
and political values these goals express. The importance accorded to max-
imizing national economic growth by contemporary trade policy debates
is in part a reflection of the set of values that dominate modern Western
society. But these ethical theories are not unchallenged, and thus the de-
bates over trade policy contain within them a clash of values. We ask not
only, “What trade policy will best achieve our goals?” but also, “What
should our goals be?” Remembering the values dilemma—that all de-
bates over trade policy are ultimately debates over alternative values—
will help us understand why a nation selects the trade policy that it does.
Societies which accentuate the values of stability and community—Japan,
for example—or those with a greater commitment to equality—like most
of Western Europe—are much less likely to adopt free trade policies than
societies where individualistic and material values dominate, such as the
United States. As demonstrated by the 1999 Seattle protests against the
WTO, groups more interested in ecological values than economic ones re-
sist free trade as well.

Market conditions also affect the desirability of regulating international
trade. When falling transportation costs and efficient markets magnify
the gains available from trade—among developed countries in the mod-
ern era, for example—policies to expand trade usually follow. Nations
whose firms cannot successfully compete internationally—most of Africa
today—usually opt for protectionism rather than risk the trade deficits
likely to follow from liberalizing trade. It is no coincidence that the indus-
trialists of nineteenth-century England agitated for free trade only after
the Industrial Revolution had left them with a major advantage against
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their foreign competitors. Similarly, it is no coincidence that many U.S.
trade unions (notably the AFL-CIO) abandoned their free trade position
in favor of protectionist sentiments just as U.S. heavy industry began to
be seriously challenged by foreign competitors. Of course, in assessing
market performance, one must carefully weigh the distributional
dilemma of trade—that all debates over trade policy are also ultimately
debates over who will win and who will lose.

Whereas prevailing theory and values interact with market conditions
to shape attitudes toward trade, it is the balance of political power among
various groups that determines how these attitudes are translated into
public policy. The dilemmas posed by trade are typically resolved by ap-
peals to theory, to values, and to market conditions, but the theory, val-
ues, and conditions cited by proponents of one position are usually very
different than those cited by advocates of another. The winning side need
not have the best arguments if it has the political power to prevail. Where
multinational corporations have greater political power than domestic in-
dustries, for example, policies that maximize trade usually emerge.
Where labor unions are strong, either trade is heavily regulated or a sub-
stantial social safety net is constructed to protect workers from its effects.

Trade policy is also affected by the balance of power between the state
itself and other domestic actors, because governments, which regard
trade policy as a component of foreign policy, are more attentive to issues
of autonomy, self-sufficiency, and national security than those who see
only trade’s impact on the domestic economy. Because nations more re-
liant on trade must often sacrifice assertiveness in foreign policy to avoid
disrupting trade relations, states which aspire to autonomy generally
seek to minimize trade dependence, especially in critical areas like food
or weaponry. Naturally, the power of the state relative to other states also
influences trade policy. Powerful states can tolerate levels of interdepen-
dence that would be considered dangerous by weaker ones. Finally, weak
states may not be able exercise much choice in trade policy if foreign ac-
tors assert their power.

In sum, trade poses fundamental dilemmas involving choices between
competing values, alternative income distributions, and disparate effects
on state goals and capacities. For this reason, no single trade policy is un-
equivocally “best.” Further, economic theory alone cannot be a reliable
guide to either the most appropriate choice or the most likely one. In-
stead, each nation resolves the dilemmas of trade in its own way, as it re-
sponds to prevailing theories, the state of markets, and the balance of po-
litical power.
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The Theoretical and Historical
Origins of Trade Issues

wo competing visions have dominated discussion of international

trade for more than two centuries. These ideas, which linger beneath
the surface of most contemporary issues, can be seen with greatest clarity
in the context of the historical periods that spawned them. Examining the
origins of these visions can help us to understand both how each resolves
the three dilemmas of trade and why nations have adopted the trade
strategies implied by them.

LIBERALISM AND MERCANTILISM

One vision is that of economic liberalism, which has been dominant in
theoretical circles since the very advent of systematic thinking about eco-
nomics. Economic liberalism was first articulated in precise form by Scot-
tish political economist Adam Smith (1723-1790) in his brilliant master-
piece of 1776, An Inquiry into the Nature and Causes of the Wealth of Nations.
This school of thought, which was advanced by a long line of British
theorists including David Ricardo (1772-1823) and John Stuart Mill
(1806-1873), now numbers most contemporary economists among its
membership. Economic liberalism is often summarized by the answer it
offers to governments seeking advice on how to deal with the market:
laissez-faire (from the French “allow it to act” or “leave it alone”).! Thus,
liberalism holds that international trade should be conducted by private
actors largely free of government control. That advice is predicated on the
premise that the most important value to be maximized by the state is the
consumption of its citizens, usually summarized by a nation’s gross na-
tional product (GNP).

33
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The second perspective derives from mercantilism, a body of thought
that originated with the mercantile policy (i.e., commercial or trade pol-
icy) of European nations, especially England, from the sixteenth century
to the middle of the nineteenth. Though the practice of mercantilism long
predated liberalism, the best-known text in the mercantilist tradition is
Friedrich List’s The National System of Political Economy, written in 1841,
half a century after Smith’s death. List’s counterattack against Smith’s lib-
eralism is better known than the original doctrine he defends, because the
sophistication of Smith and Ricardo’s analysis elevated the rigor of subse-
quent economic debate beyond that of the narrow and piecemeal writings
left by the early pamphleteers who supported mercantilist policies.

Even today, mercantilism is not so much a theory as a bundle of ideas
centered around the conviction that governments must regulate trade in
order for it to further the national interest. Perceptions of that national
interest have varied from time to time, from place to place, and from au-
thor to author, but most variants of mercantilism have emphasized the
goals of national self-sufficiency, a favorable balance of trade, the vitality
of key industries, and the promotion of the power of the state, especially
in foreign policy. That is, mercantilists resolve the values dilemma by de-
emphasizing liberalism’s focus on consumption and instead embracing
various alternative values. They also resolve the state goals dilemma by
elevating elements of the national interest involving security and self-
sufficiency above liberalism’s emphasis on the desirability of interde-
pendence and cooperation. Because the national interest encompasses a
multitude of different goals that must be judged by each nation in its par-
ticular circumstances, however, no universal policy advice is offered by
mercantilism. Still, protection against imports and the promotion of ex-
ports is common to most versions.

Much of the early writing of both mercantilism and liberalism con-
cerned the controversies surrounding the English Corn Laws, a series of
protectionist measures that regulated the trade of agricultural goods, es-
pecially grain, between the fifteenth and nineteenth centuries.? Their re-
peal in 1846 ushered in a period of free trade that represented the triumph
of economic liberalism over mercantilism, which had dominated both
economic theory and political practice in England for most of the previ-
ous three centuries.

However, the history of international trade reveals that the mercantilist
inclination to regulate trade, particularly in order to protect domestic pro-
ducers, has been somewhat more commonly adopted by nations than has
the liberal policy of free trade. Perhaps it is more accurate to say that no
nation has ever completely accepted or completely rejected either view.
Instead, governments have sought to encompass elements of both in fash-
ioning their trade policies. This is understandable because both theories
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are “true,” but neither is universally so. Each is rooted in a set of assump-
tions that are more valid in some instances than others and each ad-
dresses concerns that are more salient to some states’ priorities in inter-
ests, values, and goals than others. As a result, national policies vary, but
each is a compromise that reflects a different resolution of the fundamen-
tal dilemmas posed by trade.

In this chapter, I examine the debate over the Corn Laws because it so
closely parallels contemporary contests between free trade and protec-
tion. The lessons of this period help us to understand some of the puzzles
of our own era, especially why nations have selected such a great variety
of different trade policies, despite liberal theory’s ardent and universal
advocacy of free trade.

MERCANTILIST TRADE POLICY

Early English mercantile policy involved three major elements: the pro-
motion and protection of industry, the Navigation Acts, and the Corn
Laws. All involved restricting the scope of markets in international trade,
and each is remarkably similar to mercantilist policies widely practiced
today.

The motivations for the promotion and protection of industry—we
would call their modern counterparts “industrial policy”—continue to in-
spire contemporary advocates of trade limitations. One goal was the cre-
ation of industries that would foster the state goals of self-sufficiency and
economic development. This drive was manifested in a variety of actions
dating to the time of Queen Elizabeth’s reign (1558-1603), including ex-
clusive patents (legal monopolies) to develop domestic industries that
could substitute for imports: sugar refining, salt production, glass manu-
facturing, soap production, and others. Many industries were also intro-
duced into England by government policy that encouraged the immigra-
tion of foreign workers with special skills. Once initiated, these industries
were then sustained by import restrictions in the hope that eventually
they would develop sufficiently to be capable of exporting. Support for
infant industries is an integral part of all modern mercantilist policies, in-
cluding the import-substituting industrialization (ISI) common to most
of Latin America in the 1950s and 1960s and the postwar industrial policy
of Japan.? Self-sufficiency and economic development were state goals
given greater urgency by the concern that Elizabethan England lagged
behind such continental rivals as the Dutch and the French in industrial
development.

Exports were encouraged in part because they produced an inflow of
treasure—gold or silver—to pay for them. Today, we would refer to this
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net inflow as a balance-of-trade surplus. The revenue earned from ex-
ports could be used to purchase goods from abroad that could not be pro-
duced at home, such as wine, tea, and spices. Treasure could also be accu-
mulated for use at a later time. Given the crude monetary system of the
age, the inflow of precious metals was also necessary to maintain the do-
mestic money supply, especially as the nation shifted from an elementary
agricultural economy dominated by barter exchanges and self-sufficiency
to a more complex modern economy in which money and credit were
needed to facilitate transactions. Exports were also desirable because
once established they could be taxed to generate revenue that would sup-
port state interests, such as maintaining the navy or sustaining the power
of the Crown against domestic challengers. Requiring exporters to secure
government licenses also gave government officials the ability to earn
revenues while playing favorites among license applicants.

Moreover, exports provided employment for workers and profits for
industrialists, both of which fostered the growth of the economy as a
whole. Rising employment increased the demand for food and thus bene-
fitted the agricultural sector. The export trade helped to strengthen the
merchant marine, which trained seamen for service in the navy, a vital
factor in maintaining the power and security of an island nation like
Britain. For all these reasons, exports were promoted, sometimes by
bounties (subsidies) and sometimes by encouraging the cheap importa-
tion of raw materials necessary to manufacture goods for export.

At the same time, however, import restrictions were imposed on most
goods. Trade regulations were designed to protect domestic manufactur-
ing industries and their workers from a very early time. The first benefi-
ciary in England, textile production, was protected as early as the thir-
teenth century, but a parliamentary law of 1337 is the first classic package
of infant-industry protection. It included an embargo (i.e., prohibition) on
the exportation of raw wool to prevent the textile industries of other na-
tions from acquiring this important raw material to compete against En-
glish weavers. It also encouraged the immigration of clothworkers from
abroad in order to build an English industry that would be capable of ex-
porting finished cloth.* Most important, it added a prohibition against the
importation of foreign cloth.

Import restrictions of this sort were designed for several purposes.
First, they protected the employment of laborers and the profits of own-
ers, considerations that motivate the bulk of import restrictions in the cur-
rent era. Typical was the act of 1700, in which Parliament restricted the
importation of silk textiles from India on the grounds that it would di-
rectly endanger the jobs of 250,000 employees in the English woolen-
textile industry and indirectly lower the price of wool, threatening the
prosperity of the landed interests supported by sheep grazing. Modern-
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day analogues include the Multi-Fiber Agreement (MFA) and its prede-
cessors, which have protected the U.S. cotton textile industry since 1961.

Second, import restrictions typically took the form of tariffs, which pro-
vided a substantial amount of government revenue. This consideration is
less relevant in the modern age among developed countries, but it re-
mains central to many less developed countries for the same reason as in
early England: Revenues were difficult to raise through general taxation
because of the relatively low level of taxable domestic activity and the lo-
gistical problems of collection. The importance of this consideration is
shown by the necessity of reintroducing the income tax in England as
part of the package of import duty reductions between 1841 and 1846 that
culminated in the repeal of the Corn Laws. Even in 1994, final U.S. Senate
passage of the long-awaited Uruguay Round trade agreement was held
up by the need to find $14 billion to replace the import tax revenue that
would be lost when tariffs were reduced.5

Third, import restrictions were used as a tool of foreign policy, both in
order to induce other nations to open their markets to British industries
and to harm enemies while helping friends. For example, when Jean-
Baptiste Colbert raised French tariffs to levels that effectively prohibited
the export of English cloth to France in 1667, Parliament retaliated with
tariffs and prohibitions on French goods in England. A 1703 commercial
treaty imposed a lower tariff on Portuguese wine than on French wine,
thus diverting the lucrative wine trade away from France, which was
England’s greatest political, military, and commercial rival. Retaliatory
tariffs designed to bring other nations to the bargaining table are now
commonplace; in 1992’s “beer war” the United States imposed a 50 per-
cent duty on Canadian beer to protest Ontario’s environmental tax on
aluminum cans and warehouse charges for U.S. beer. Tariffs are still fre-
quently used as a carrot and stick in other foreign policy areas, such as the
U.S. policy of threatening to withdraw the preferential tariff rate known
as most-favored-nation (MFN) status from China in order to induce
progress on human rights.

Domestic producers were also favored by another mechanism of pro-
tection, the domestic preference sentiment, whose modern expression is
found in the Buy America program and the propensity of Japanese con-
sumers to purchase domestic rather than imported products. Then as
now, domestic preference was partly a matter of public sentiment and
partly a matter of government policy. For example, there was a period in
which woolen clothing was mandated for some occasions, including bur-
ial, in order to sustain the production of the domestic textile industry. The
consumption of herring to sustain the fishing industry was encouraged
by mandated “fish days.” For a time the importation of Indian fabrics was
prohibited by law; at another point, English textile workers took matters
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into their own hands by throwing acid on women who wore clothing
made of Indian calicos.® The latter scene anticipates the symbolic destruc-
tion of Japanese cars by Detroit autoworkers two centuries later. It also
presents a vivid picture of the kinds of distributional trade-offs that lib-
eral theorists remind us always attend import restrictions: The protection
of English workers was paid for by English consumers, because the price
of English woolens was about eight times higher than that of foreign
textiles.

The national interest was also protected by the Navigation Acts, which
date from 1381. Because defense of an island nation and, later, the mainte-
nance of a far-flung empire required a strong navy, the Navigation Acts
required that English grain be carried only by English ships. This prohibi-
tion was designed to stimulate shipbuilding and sustain the merchant
marine, which, like the fishing industry, trained sailors in seafaring skills
useful to the navy. The Navigation Acts were only one part of an exten-
sive system of government control designed to strengthen naval power.
For example, to guarantee that wood supplies for shipbuilding would be
available, a 1558 act prohibited timber cutting for use in iron smelting
within fourteen miles of the coast. Monopolies were granted by royal let-
ters patent to encourage investment and innovation in the production of
munitions and in the mining and smelting of metals required for their
production. Thus we see that mercantilist trade policy complemented do-
mestic policy; both were formulated in the pursuit of such nationalistic
values as defense and national power. In the modern era, states subsidize
national airlines and defense contractors for similar reasons.

THE CORN LAWS

However, neither the protection and promotion of manufactures nor the
Navigation Acts were as controversial as the Corn Laws, which perfectly
express the distributional, values, and state goals dilemmas inherent in all
trade policy debates. The Corn Laws and proposals for free trade repre-
sent polar opposites that illustrate both the arguments that sustained
mercantilism and those of economic liberalism that eventually defeated
them. The Corn Laws were a complex series of mercantilist trade regula-
tions enacted by Parliament over a period of several centuries in order to
control the price of grain. Depending on domestic supplies and prices,
both exports and imports of grain were restricted at various times. Some-
times they were discouraged with quotas or taxes, sometimes promoted
with bounties or subsidies, and sometimes outright prohibited—but
seldom was the market permitted to freely determine prices or trade
volumes.
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The Corn Laws were initially designed largely to protect consumers.
For example, when poor harvests caused a supply shortage and high
prices, grain exports were prohibited. Just as consumers required shield-
ing from market forces, government policy recognized the need to protect
producers as well. As early as 1463, for example, the importation of low-
priced grain from abroad was restricted and producers were allowed to
dispose of a surplus through foreign trade. Generally, exports were per-
mitted only when prices were relatively low (thus signaling that supplies
were adequate to demand and that domestic consumers were protected
from shortages and “unjust” prices) and often only when licensed by the
state. This power was contested by the Crown and Parliament, with the
Crown preferring regulations that earned it revenue and protected con-
sumers and Parliament tending to the protection of landowners and pro-
ducers.” Prior to 1660, the predominant beneficiaries of government pol-
icy were the Crown and consumers, but the Restoration of 1660 increased
the power of the landowners in Parliament and the Revolution of 1689 es-
tablished the dominance of Parliament over the Crown. With these
changes in the political balance of power, government policy shifted in fa-
vor of producers and against consumers.8

Over the next 150 years, the Corn Laws were contested terrain both in
academic debates and in practical politics, especially because their differ-
ential effects on various groups posed a stark distributional dilemma.
Parliament dealt with them nearly annually as weather-related fluctua-
tions in supply drove prices to levels that threatened either producers or
consumers. When prices for grain rose, consumer riots were often di-
rected against the Corn Laws, which were thought to be exacerbating
supply shortages by keeping out imports and encouraging exports. When
prices fell, farmers who rented land would frequently find themselves
producing at a loss and landowners would be obliged to lower rents, at
considerable loss to their principal source of income. Parliament gener-
ally tried to strike a balance. On behalf of consumers, exports were pro-
hibited or heavily taxed when domestic supplies were limited. On behalf
of producers, plentiful domestic supplies would trigger not only a prohi-
bition or heavy tax on imports but also a bounty (today we would call it
an export subsidy) on exports. In this way, producers were encouraged to
employ peasants and keep acreage in production in anticipation of years
when such capacity might be needed to meet domestic demand.

Thus, an elaborate system of price regulation was maintained with tar-
iffs and export subsidies triggered at a price meant to define the lower
boundary acceptable to producers; import subsidies kicked in at a price
meant to be the ceiling acceptable to consumers. This cumbersome sys-
tem was frequently changed by Parliament in response to both annual
market conditions and the intense political activity of landowners and
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peasants—with the petitions of the former being generally more effective
than the riots of the latter. However, until the nineteenth century no one
seriously advocated the abandonment of the mercantilist market-regulat-
ing approach altogether by allowing free imports and exports. The effects
of food prices on a range of economic, social, political, and cultural out-
comes were far too great to allow them to be determined by uncontrolled
forces like market supply and demand.

The desirability of maintaining self-sufficiency in such a critical area as
food production was the most consistent argument used by protection-
ists. Of course, this concern with national security was imbedded deep in
the characteristic perspective of mercantilism. Thus, it is ironic that this
argument was best stated in succinct form by Adam Smith, whose writ-
ing on behalf of free trade made him not only the foremost exponent of
economic liberalism but also a much quoted opponent of the Corn Laws.
He noted, simply and eloquently, that “defense is of more importance
than opulence.”? Protectionists frequently applied Smith’s reasoning to
support the Corn Laws even though these words were written in support
of the Navigation Acts, which he regarded as necessary for the defense of
the realm. (He opposed the Corn Laws, since he did not regard self-suffi-
ciency in food as essential for national security.)

The widespread fear that abandoning agricultural protection would ex-
change self-sufficiency for a dangerous reliance on imports was founded
in the economic and political conditions of the day. Because grain prices
were often lower on the continent than in England, tariffs were thought
necessary to protect English producers from European imports. Though
cheap imports would benefit consumers in the short term, they would
mean misery for English agricultural interests and could have detrimen-
tal effects for the nation as a whole in the long term. If English grain pro-
ducers were not guaranteed a steady market, they would begin to shift
their production away from these import-competing products or aban-
don investment in their land altogether. Indeed, a steady increase in
sheep pasturing did impinge on the acreage held in grain production.
Moreover, many landowners began to devote more time and wealth to in-
vestment opportunities in industry and commerce than to improvements
in agricultural output. If this trend were to continue over time, protec-
tionists feared, England would come to rely on foreign imports of grain
not just in years of a bad English harvest but on a regular basis.

In this period, it is not surprising that such foreign reliance should
make mercantilists nervous. It would leave the nation dangerously sensi-
tive not only to weather and other harvest conditions in Europe but also
to any disruption of trade. Further, the threat of disruption would reduce
the freedom of action that the government of a self-sufficient nation could
enjoy in conducting foreign relations.
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It was feared that politically motivated disruption of trade could be-
come an instrument of statecraft (or war) that would put England at a se-
vere disadvantage in conducting its foreign policy. Certainly, Elizabeth
had been well aware of the advantage possessed by England in its war
with Spain: England was self-sufficient in food at that time, but Spain was
not. More recently, England’s great rival, France, had sharply controlled
the export of its grain when it was in short supply at home. Although this
was done principally in order to protect French consumers (as was com-
mon in England and most other nations), it was feared that such control
might also be exercised in order to force foreign policy concessions from
England under the threat of mass starvation. Thus, mercantilists sought
self-sufficiency where possible. Further, for those products in which En-
gland could not achieve self-sufficiency, reliance upon trade with their
own colonies, a trade not so sensitive to potential political disruption,
was preferred to trade with rival continental powers.

The interruption of trade by large-scale war was also justifiably feared,
not only because England was at war with France during most of the pe-
riod from 1793 to 1815 but also because war had been a frequent occur-
rence in Europe for centuries. Indeed, between 1562 and 1721 there were
only four years in which all of Europe was at peace.!® Moreover, England
would not want to be put in a position of actually aiding an enemy. Sir
Henry Parnell’s support of the highly protectionist Corn Law of 1815
called attention to England’s heavy importation of wheat and flour from
France in 1810, which had enabled Napoléon to both quell an insurrection
in southern France and collect heavy export duties that were used to
strengthen the French war effort. This resolution of the state goals
dilemma—emphasizing market controls to protect national security, self-
sufficiency, and state power—is characteristic of mercantilist inclinations
even today.

The protection of agriculture to keep prices and land rents high also
had a justification rooted in the values dilemma. The maintenance of a
strong agricultural sector was a value synonymous with the preservation
of a prosperous and peaceful rural community, which from time im-
memorial had been the heart of English society as well as the core of the
economy. When debates required that a policy’s effect on national pros-
perity be defined and measured, the usual method was to invoke the
strength of the rural sector. In turn, this approach usually meant that the
well-being of landowners—especially the level of land rents—was used
as a criterion. John Locke gave expression to this widely accepted inter-
pretation: “An infallible sign of your decay of wealth is the falling of
rents, and the raising of them would be worth the nation’s care, for in that
... lies the true advantage of the landed man and with him of the
public.”1
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Since the social ideals of the landed gentry dominated both Parliament
and the national culture, it is hardly surprising that the vision of England
that motivated national policy remained rooted in this traditional, roman-
tic, and self-serving view. Similarly, the protection of rice production in
contemporary Japan can be explained partly by its enormous symbolic
significance for Japanese tradition and partly by the predominantly rural
political power base of the long-ruling Liberal Democratic Party. Mercan-
tilism represents both a choice among alternative values and a preference
among distributional outcomes.

Given the material conditions at the time, equating national prosperity
with the wealth of landowners did have considerable merit. It was the in-
come derived by landowners from ground rents that fueled the entire
economy. Most investment originated in the savings of landowners, even
that which built the manufacturing sector that eventually transformed
the nation. Government revenues depended directly on the wealth pro-
duced by ground rents, since taxes were largely raised from these same
landowners. Of course, definitions of national prosperity were inevitably
to change as the economy became more reliant on manufacturing for
profits, for savings and investment, for employment, and for taxable in-
come. In the process, industrial development allowed capitalists to offer
an alternative vision of England just as the advent of political democracy
allowed the masses to suggest an alternative definition of what consti-
tuted national prosperity. Values can seldom be wholly separated from
economic and political conditions.

THE ROOTS OF MERCANTILISM

The mercantilist view that international trade should be sharply regu-
lated cannot be understood in a historical vacuum. Indeed, far from an
aberration, it is a natural outgrowth of then prevalent theoretical and eth-
ical perspectives on all markets. Prior to the evolution of modern eco-
nomic society, free markets were no more common in the domestic econ-
omy than they were in international trade. In fact, mercantilism thrived in
an environment in which none of the three elements of economic liberal-
ism identified earlier—individualism, private property, and the free
market—were widely accepted in either theory or practice.

The absence of these three elements is best illustrated by the communal
character of agriculture, the dominant sector of the economy, as it had
been widely practiced in England for centuries.2 The open-field system
of production was marked by a collective “commons,” joint labor, and
production decisions made at the village level. In a typical village, an in-
dividual would own or rent several small strips of land, but they were
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seldom contiguous. Because they were so intermixed with the plots of
others, because the boundaries between them were not fenced, and be-
cause the entire open field would be given over to communal pastureland
after the harvest, independent decisionmaking—entrepreneurship—was
impossible and collective cultivation was imperative. If individualism
was thus limited, so too was the freedom to use private property as one
saw fit. The overlapping network of obligations typical of feudal systems
meant that land ownership was not absolute. Though economically ineffi-
cient, this system promoted equality and full employment among agricul-
tural laborers while it served as the basis for social interaction. The well-
ordered village was the ultimate expression of the values of the period: It
was a stable collective maintained by an ethical system rooted in a
strongly hierarchical conception of society. It was also more or less self-
sufficient, with most local production consumed locally rather than being
sold on a larger market.

Prior to the nineteenth century, reliance upon the unregulated market
was also uncommon outside of agriculture. The reasons parallel the three
factors introduced in Chapter 1 to explain the choice of foreign economic
policy by any nation. First, ethical considerations that originated in me-
dieval social and economic theory cast doubt on the justice of markets.
Second, material conditions did not allow efficient markets to develop.
Third, the most powerful actors of the period—the church, the Crown,
and landowners—were satisfied with the regulated economic system.

In the medieval period, it was believed that commodities should be
sold at just prices that would enable each man to “have the necessaries of
life suitable for his station.”13 To engage in a transaction that did not meet
that standard was to commit the sin of avarice, punishable by both the
church and the state. For example, in order to guarantee just prices, the
parliamentary act of 1552 severely regulated the activities of brokers or
merchants, prohibiting supply manipulation designed to increase prices
and the resale of grain at a higher price in the same local market.

This last regulation is a striking reminder that the ethical status of mar-
kets and the morality of activities that benefit from their operation was a
highly controversial issue centuries before Marx’s critique of capitalism.
Among the most visible manifestations of the moral outrage generated by
market operations is the famous Rusby trial of 1800. During a period of
grain shortage that had driven up food prices, riots were commonly di-
rected against the brokers who were blamed for much of the price in-
crease. John Rusby, a London jobber, was alleged to have purchased a lot
of oats at a price of 41 shillings and to have resold a part of it later that
same day for 43 shillings. This action, which today would be considered
profitable and altogether legal brokerage, was regarded in the medieval
tradition as unethical “regrating” and prohibited by local regulations
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throughout much of England long before it was codified in national law
in 1552. These specific statutes were repealed in 1772 and 1791, but the of-
fenses were still punishable under the common law. More important, they
were still considered unethical—a violation of common morality—by the
bulk of the population, especially when seen to contribute to prohibitive
prices in a time of food shortage and economic desperation. Rusby was
found guilty and heavily fined—and a London mob intent on lynching
him destroyed his house. Similar riots in sympathy occurred throughout
the nation.

According to medieval social theory, a divergence was generally ac-
knowledged to exist between private interests and the public interest. Be-
cause this divergence made it a duty of government to protect the com-
munity from the harmful effects of the market, commerce and industry
were also sharply regulated during the entire mercantilist period. For ex-
ample, in addition to restraints on brokers, market regulation to protect
consumers also included a standard system of weights and measures for
various consumer goods, especially food and cloth. Laws governing the
size and composition of bread loaves had existed for centuries before be-
ing meticulously codified by the Tudors and Stuarts beginning in the six-
teenth century.’ In conformity with accepted moral law, it was said that
“the most desirable course is that prices should be fixed by public offi-
cials, after making an enquiry into the supplies available and framing an
estimate of the requirements of different classes.”?5 To that end, prices
were fixed for various commodities at various times, especially bread and
coal but also sometimes cloth, ale, and tea, among others. The market
might serve the private interest of the seller, but it was not trusted to yield
the just prices that were deemed to be in the public interest.

Restrictions on financial and labor markets were even more severe.
Moneylending at excessive interest rates was prohibited by usury laws
that were not finally repealed until 1854. Indeed, not until 1545 was
money lending at any interest rate sanctioned by Parliament. These laws
merely codified accepted moral standards that went back to biblical
times. Parliament also mandated that wages be fixed by local justices of
the peace rather than established by the supply and demand for labor,
though the practice does not seem to have been universally followed. Fi-
nally, a minimum-wage law to protect workers (in the woolen industry)
first appeared in 1604.1¢ Thus, the regulation of markets to guarantee jus-
tice and to protect both consumers and workers has been an established
governmental obligation in the Anglo-American tradition for centuries.!”

It is undeniable that government regulation of the market was rooted
in the ethical values that the church successfully transmitted from the
early ages of Christianity. But the condition of markets during this period
was also a significant spur to government action in support of those val-
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ues. Limitations of transportation, the relatively low level of commercial
activity, guild controls, and modest standards of living combined to gen-
erate markets that were, in the vernacular of our age, “thin.” That is, lim-
ited supply and demand left prices unstable and easily manipulated by
unscrupulous profiteers. Thus, government control was directed not so
much at the competitive markets extolled by modern economic theory
but at the monopolistic or oligopolistic markets then most common.

The absence of individualism and free markets was especially striking
in the area of trade, where the interests of powerful actors were as much
an explanation as prevailing theory or the condition of markets. Initially,
towns attempted to maintain self-sufficiency in key products, an effort
that was mirrored in the drive for national self-sufficiency in later cen-
turies. Moreover, trade between towns was sharply controlled by local
merchant guilds as early as the twelfth century. Members of the guild
were able to prohibit nonmembers from engaging in trade or to tax them
for the privilege of doing so. In exchange, guild members were required
to permit other members to participate in any transaction that they
arranged and to share its benefits. Clearly, individual entrepreneurial ac-
tivity was neither valued nor rewarded. As in the agricultural system
earlier described, there were few opportunities for individual enterprise.

Mercantilist and Liberal Responses to Trade Dilemmas

Mercantilism Liberalism

1. Value trade-offs

Trade should be regulated to achieve Trade should be free to maximize
social justice, national economic devel- efficiency, productivity,
opment, stability, and self-sufficiency. consumption, and freedom.

2. Distributional outcomes

Trade should be regulated to shield Trade should be free so as to
consumers from high prices and to benefit the most efficient (i.e.,
protect producers, landowners, and industrialists).

workers from foreign competition.

3. Effects on the state

Trade should be regulated to achieve Trade should be free to achieve
state power and wealth, national interdependence and peace.
security, and autonomy.




46 [] The Origins of Trade Issues

Unquestionably, economic liberalism could not thrive in such an environ-
ment; indeed, its principles could not even be clearly articulated.

Against this backdrop of suspicion of markets and their sharp regula-
tion in the domestic sphere, it was natural that similar attitudes would
prevail as trade expanded from the intertown to the international arena.
The East Indies and Hudson Bay trading companies exerted an oligopo-
listic control of trade with British colonies analogous to that of the mer-
chant guilds. It can hardly be surprising that international trade was also
heavily regulated by the government in the mercantilist age.

In fact, mercantile trade policy represented a distinctive response to
each of the three dilemmas with which this book began: those concerning
competing values, distributional outcomes, and effects on the state. The
government controlled markets, especially those in international trade, in
order to affect specific distributional outcomes such as the protection of
consumers and grain producers. Mercantile trade policy also pursued the
values of social justice, national development, and self-sufficiency more
consistently than the values of efficiency and profitability associated with
liberal trade ideas. Finally, advocates of mercantilism saw unregulated
trade more as a threat to state power, autonomy, and national defense
than as a guarantor of international peace.

THE DEMISE OF MERCANTILISM AND
THE BIRTH OF LIBERALISM

This variant of mercantilism evolved in response to existing conditions in
the economy and foreign affairs, in tune with prevailing currents of so-
cial, ethical and economic theory, and in recognition of the realities of the
distribution of power within and among nations. These three factors,
sketched in the conclusion of Chapter 1, account for why mercantilism
initially prevailed, but changes in these factors also explain its eventual
demise: Even while mercantilist trade policy was dominant, the founda-
tions on which it had been erected were crumbling. Initially, the rise of the
market was driven by rapidly changing material conditions at the same
time that the values impeding it fell into decline. As a result, English in-
dustry advanced more rapidly than its foreign competitors. Then, the ad-
vent of liberal theory justified government policies that further strength-
ened the role of markets, especially those in international trade. Finally,
the rise of social groups that championed free trade dramatically shifted
the balance of political power domestically. By examining each of these
changes in turn, we will see why mercantilism was seen as a curious
anachronism by the middle of the nineteenth century and as ill suited to
meet the modern challenge.
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But be forewarned: In the next chapter, I also trace the demise of the
very free trade system whose ascent is about to be chronicled. Although
classical mercantilism is necessarily rooted in time and place, analogous
factors have produced neomercantilist forces that influence economic
policy everywhere. Thus, the changes that swept away mercantilism—
especially the abandonment of the Corn Laws in 1846—should be seen as
paving the way for the amalgam of mercantilism and liberalism that has
emerged in our own time. Today, variations among nations in prevailing
theories, market conditions, and power balances explain why they have
chosen trade policies that reflect different resolutions of the dilemmas con-
cerning alternative sets of values, state goals, and distributional patterns.

THE RISE OF THE MARKET

Rapidly evolving material conditions lie at the hub of economic, political,
and social changes. The center of economic life was shifting from the
countryside to the towns in response to the major improvements in ma-
chinery and factory technique that we refer to as the Industrial Revolu-
tion. The rapidly growing population, much of it increasingly located in
industrial towns, fueled a large increase in demand for grain. Dramatic
improvements in domestic transportation systems were also permitting a
much longer range exchange of goods, so that grain surpluses in one area
could be more easily marketed elsewhere.'® Improvements in transporta-
tion were making international trade easier as well, so that demand from
abroad encouraged increases in production and the threat of supply from
abroad motivated English producers to improve production techniques
and lower costs.

The communal style of agriculture, which was so admirably suited to
the milieu in which it arose, could not adapt to these changing needs be-
cause it was hopelessly inefficient. Thus, the enclosure movement, in
which the open fields and commons were enclosed (i.e., privatized and
permanently fenced), which had been under way as early as the late Mid-
dle Ages, accelerated dramatically and contentiously after 1765. By the
early nineteenth century, the predominant form of agricultural produc-
tion had become capitalist rather than communal; land was owned by in-
dividuals in much larger, more contiguous, and permanently demarcated
plots and worked by either wage labor or tenants who paid rent.? The
agricultural system became more attuned to the market and less reliant
on communalism, accepted practice, and government control. Land was
bought and sold on the open market much more freely than in the past,
labor was hired at market-driven wages when needed and dismissed
when no longer required, and production decisions concerning cropping
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and grazing were made by individuals with an eye toward maximizing
profit. The result was a sharp boost in efficiency: Agricultural output in-
creased and the labor required to produce it decreased.

But the enclosure movement produced enormous controversy and ex-
tensive violence. It did so precisely because it so vividly illustrates two of
the dilemmas of relying upon markets, whether in international trade or
in domestic agriculture. Free markets, though more efficient and produc-
tive, produce distributional consequences and compromise other values.
Enclosure resulted in large-scale unemployment of agricultural laborers
and their eviction from the land. The heart of the old society—the slowly
changing, self-contained, communitarian village—was ripped apart. So-
cial harmony was strained and public order was undermined by the riots
that frequently accompanied enclosure. The attitude of the villagers to-
ward forced enclosure expressed these dilemmas:

True, our system is wasteful, and fruitful of many small disputes. True, a
large estate can be managed more economically than a small one. True, pas-
ture-farming yields higher profits than tillage. Nevertheless, . . . our wasteful
husbandry feeds many households where your economical methods would
feed few. . .. In our unenclosed village there are few rich, but there are few
destitute, save when God sends a bad harvest, and we all starve together. We
do not like your improvements which ruin half the honest men affected by
them. We do not choose that the ancient customs of our village should be
changed.?0

At issue was a clash in ethical viewpoints. The traditional view re-
garded land ownership as principally a stewardship, an obligation to
maintain a system that produced products for the public good and sus-
tained gainful employment for the peasants who worked the land and
constituted the village. The profit derived by the landowner was an im-
portant component of the whole organism—because he too had a right to
the standard of living properly associated with his station—but the profit
motive did not assume the primacy that it was to achieve in later liberal
economics. The more modern view stripped from the ownership of prop-
erty any obligation to use it for the public good and asserted that a funda-
mental right associated with the ownership of property—indeed, the very
meaning of “property”—was the freedom to use it in whatever way its
owner saw fit. It was not within the purview of society as a whole or the
state in particular to judge whether that use was in the public interest.

These changes were symbolic of a larger transition in the realm of val-
ues and social theory, from a largely religious conception of society built
upon an ethics of duties and obligations to a more secular vision that em-
phasized an ethics of rights—especially property rights—originating in
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natural law. It substituted for the communitarian vision of social organi-
zation an individualist conception, which reached its height with the
British liberal theorists John Locke (1632-1704), who exerted such a pow-
erful influence on the U.S. Constitution, and John Stuart Mill (1806-1873),
whose passionate defense of the freedom of a citizen from the govern-
ment still stands as the foremost statement of liberal thought with respect
to civil liberties.

These transformations in values were brought about in part by the di-
minishing influence of the church as it became subordinated to the gov-
ernment after the Reformation and in part by changes in religious doc-
trine and social ethics associated with the Reformation itself. In particular,
many theorists, most famously Max Weber in his 1930 classic The Protes-
tant Ethic and the Spirit of Capitalism, have ascribed the “triumph of the
economic virtues” to the influence of Puritanism, which not only toler-
ated profit-maximizing behavior that had been condemned by more tra-
ditional religious teachings but elevated such practices to the status of
moral virtue. Weber’s Protestant ethic was not merely a commitment to
hard work in pursuit of a calling in order to glorify God but a drive for
achievement that included sharp business dealings and canny calculation
of the means to achieve wealth. With these changes came greater toler-
ance for market outcomes in which those with greater bargaining power
benefitted at the expense of those with less.

Over time, the justification for profit seeking came to be rooted much
more deeply in the secular utilitarian ideas familiar to us today than in
any religious precepts. With this evolution a separation developed be-
tween the realm of ethics and the realm of business, with organized reli-
gion ceasing to have much to say about the latter.2! It is no coincidence
that the full elaboration of an economic theory relevant to the age arrived
only after this division between ethical thought and economic manage-
ment had become accepted. Liberalism emphasized the expansion of pro-
ductive output as its goal and reliance upon individual entrepreneurship
and market forces as the means to achieve it. Both were too discordant
with the older Christian tradition to have been tolerated in the earlier so-
ciety, which was organized around the ethical precepts of that tradition.

This attitude change, like the increased prominence of the market in de-
termining social outcomes, was neither universal nor complete. Not sur-
prisingly, it was centered among the commercial and merchant classes
that benefitted most from it, whereas those who suffered from the insecu-
rity and inequality inherent in impersonal market forces longed for the
protection afforded by social institutions that embraced values other than
the maximization of material profit. Thus, the enclosure movement pro-
ceeded not only because of the efficiency gains it promoted but also be-
cause its distributional consequences were favorable to political forces
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Contemporary Parallels

Increasing reliance on markets induces distributional changes and value clashes.

As the communitarian state-controlled economy in Russia has given way to
an individualistic market-based system, unemployment and inequality has
grown. A recent poll in Russia revealed that 48% would prefer an economic
system based on “state planning and distribution” and 35% “private prop-
erty and the market” (Economist, December 18, 1999, p. 21).

In Africa, leaders like Tanzania’s Julius Nyerere and Ghana’s Kwame
Nkrumah rejected capitalism and sought to build a traditional African col-
lectivist economy that extolled human dignity, often centered around the tra-
ditional village.

that were on the rise. In particular, enclosure was beneficial to the landed
gentry, both because it produced greater profits and because it divorced
the rights of landowning from its customary obligations to maintain sta-
ble employment for the peasantry. Because the Crown was more deeply
committed to the values of the traditional village than to increasing agri-
cultural production, the government at first opposed the commercializa-
tion of agriculture, the enclosure movement, and the transition from
crops to pasture. However, with the coming to political power of the
landed gentry after 1660, government policy began to change. As the In-
dustrial Revolution shifted the demand for labor and food after 1765,
public law strongly favored enclosure and the production changes it per-
mitted. These changes were both inevitable and, on balance, desirable:
The huge improvements in living standards of the masses and the emer-
gence of Britain as a world power would have been impossible without
them.

Many of the same forces that led to greater reliance upon free markets
in agriculture also brought about laissez-faire policies in other areas of the
domestic economy. For example, domestic price regulation, which was
opposed by increasingly powerful industrialists, had begun to fade by the
middle of the seventeenth century. As early as 1437 Parliament moved to
limit the interference with free markets by craft guilds.22 The merchant
guilds that controlled domestic trade disappeared long before their coun-
terparts in international trade.

A critical factor was that the Crown, which had been the principal
agent of market regulation, was too weak after the Restoration to main-
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tain control of a complex, expanding economy. Merchants and industrial-
ists were restive and intolerant of a government regulatory system that
constrained their activities, created artificial monopolies in the interests of
political favorites, and induced inefficiency and corruption. The limits of
government control had been surpassed, perhaps most vividly in the
Corn Laws themselves. The balancing act between keeping prices low
enough for consumers but high enough for producers had always been
difficult; the unwieldy system of prohibitions, sliding-scale duties and
bounties, and trigger prices required frequent amendment and even more
frequent temporary suspension in the face of changing market condi-
tions. As increased demand and larger-scale trade induced even greater
price fluctuations, it became evident that government could not control
even this relatively simple market. Effective management of more com-
plicated arrangements seemed unlikely, especially in labor markets, fi-
nancial markets, and long-distance trade.

Thus, laissez-faire principles slowly came to eclipse government regu-
latory arrangements. Wage control was abandoned in the woolen indus-
try, the core of the emerging industrial sector, in 1756. Employers were no
longer required to maintain employment for workers during a depres-
sion. The apprenticeship system of the craft guilds was also rapidly in de-
cline when finally abolished in 1835. Consumer-protection laws that regu-
lated production standards for cloth disappeared.?? It was in this
environment that free trade theory emerged.

THE ADVENT OF FREE TRADE THEORY

In 1751, Charles Townshend wrote a pamphlet on the Corn Laws that
foreshadowed later liberal arguments. He attacked import restrictions
and export bounties that raised the price of grain not because of their im-
pact on agriculture but on the then novel grounds that they injured En-
glish manufacturing industries. He noted that when food prices increased,
the wages paid to manufacturing workers had to increase in order to
cover their “necessaries.” The resulting price increases in finished goods
made English industry uncompetitive with that of other nations. These
effects were especially damaging because English import restrictions had
exactly the opposite effect on nations with whom England competed: Pre-
venting foreign farmers from exporting their grain to England tended to
keep grain prices low abroad, just as it kept grain prices high in England.
This enabled foreign wages to remain relatively low and finished prod-
ucts, correspondingly cheap.

This basic argument, strengthened, as we shall see further on, by the
later elaboration of Adam Smith, was central to parliamentary debate in
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1791, which for the first time featured explicit arguments for free trade
derived from theoretical ideas. It was also during this debate that the first
major clash occurred between the landed interests that dominated Parlia-
ment and the growing commercial and manufacturing cities of the Mid-
lands and North. Prior to this time, arguments for free trade lacked the
gravity they would later attain due to the changing economic structure
(especially the dominance of the manufacturing sector), social structure
(especially the growth in size of the cities), and political structure (espe-
cially the importance of the capitalist class). Nor had the theoretical ideas
themselves developed sufficient cogency until presented systematically
by Adam Smith in 1776.

With agricultural interests still dominant in Parliament, the last highly
restrictive Corn Law was adopted in 1815. The passage of this law, with
the debate that attended it and the way it operated, marked the high
point of both agricultural protectionism and the class antagonism that in-
creasingly attended these issues. During the parliamentary debate of 1813
to 1815 fierce rioting against the proposed legislation occurred, since most
Londoners were convinced it would mean higher food prices. Further, the
class bias in favor of landowners manifested so clearly in this bill was also
evident in the debate surrounding it. As a result, all of the ire of the lower
classes over food prices, which had long fallen on brokers such as Rusby,
was now directed against the Corn Laws and the landed members of Par-
liament who supported them. It was against this law that the agitation for
free trade was directed in the following thirty years, bequeathing to us
such a rich literature on theoretical and practical considerations.

The arguments for free trade, which had surfaced in a less systematic
way at least a century previously, became imbedded in the evolving theo-
retical edifice of economic liberalism, championed most visibly by Adam
Smith and the English economic theorist (and member of Parliament)
David Ricardo. Smith’s argument for free trade rested on the concept of
division of labor and drew a parallel with the argument concerning spe-
cialization in the domestic economy that was at the time better known
and more widely accepted.

By the end of the eighteenth century, a reasonably extensive domestic
division of labor had already developed: Individual peasants did not
make their own shoes, grind their own grain, bake their own bread,
weave their own cloth, or tailor their own clothing. With the growth of
the town and specialized artisans, it became apparent that considerable
savings could be achieved by concentrating one’s efforts on producing
that good which took advantage of the skills and productive resources at
hand and by contracting through domestic trade for the other necessaries
of life. For example, the skilled artisan was a better weaver than a peas-
ant, owing to his more extensive tools, better access to quality materials,
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acquired skill, and other advantages of specialization. It was more practi-
cal and profitable for all parties to enter freely into the division of labor—
that is, to specialize and trade—than to maintain self-sufficiency.

This argument was key to gaining ethical acceptance for the role of the
market. Liberal theory contended that free markets would serve the high-
est moral purpose by maximizing aggregate consumption and thereby
maximizing the welfare of the entire society. This position was wholly
compatible with the emerging materialist conception of welfare and utili-
tarian ethical standards, though it remained at odds with the prior ethical
tradition.

Smith applied the division of labor logic more broadly. The birth of
modern international trade theory can be traced to his memorable phrase,
“What is prudence in the conduct of every private family, can scarce be
folly in that of a great kingdom.”2* If local trade between the artisans of a
town and the peasants of the surrounding countryside can benefit both, if
interregional trade between the grain-producing regions of England and
areas where the land is more conducive to sheep grazing can be mutually
beneficial, why cannot international trade that capitalizes on the respec-
tive blessings of different nations be equally advantageous? Thus, na-
tions, like families, should specialize in some products for sale (exports)
while acquiring others through purchases (imports).

The important intellectual breakthrough supplied by liberal thought is
its blurring of the distinction accepted in medieval economic theory be-
tween the public good and the private good. Indeed, liberalism in its
rawest form virtually dissolves that distinction. In this famous passage,
Smith maintained that the pursuit of maximum profit by individuals in-
evitably steers them—as if guided by the so-called invisible hand of self-
interest—toward behavior that maximizes the benefit of the community
as a whole:

As every individual . . . endeavors as much as he can both to employ his cap-
ital in the support of domestic industry, and so to direct that industry that its
produce may be of greatest value; every individual necessarily labours to
render the annual revenue of the society as great as he can. He generally, in-
deed, neither intends to promote the public interest, nor knows how much
he is promoting it. . . . He intends only his own gain, and he is in this, as in
many other cases, led by an invisible hand to promote an end which was no
part of his intention. Nor is it always the worse for society that it was not
part of it. By pursuing his own interest he frequently promotes that of society
more effectually than when he intends to promote it.25

Inherent in this logic is the assumption that because all individuals are
best equipped to make production decisions concerning their own skills
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and circumstances, they will naturally specialize in the production of the
good in which they have a competitive advantage. Applying the same
principle to international trade, Smith thus contended that trade barriers
limit not just the private benefits but the public benefits of the gains from
trade that accrue to the nation as a whole.

The most elaborate expression of this gains-from-trade argument ap-
peared in Ricardo’s 1817 classic, The Principles of Political Economy and
Taxation, written forty years after Smith’s masterpiece and building con-
siderably upon it. Ricardo’s famous example of the gains to be achieved
by trading British cloth for Portuguese wine remains a powerful state-
ment of the liberal position for free trade.2¢ He began with the supposi-
tion that the climates, lands, and skills of the people were different in
England than in Portugal and that the requirements for successful pro-
duction of goods such as wool and wine were thus better met in one than
the other. Because of this combination of what Smith earlier had called
“natural advantages” and “acquired advantages,” England was an effi-
cient producer of wool cloth and Portugal an efficient producer of wine.
Ricardo observed that each had an advantage in the production of one of
the two goods, which he expressed in the form of the amount of labor re-
quired to produce each good in each country.

The example displayed in Table 2.1 is in the spirit of Ricardo’s original,
though the numerical exposition has been simplified to ease the applica-
tion. Suppose that given the climate, soil, and manufacturing capital
available in England, a worker would be capable of producing either two
yards of cloth or one gallon of wine per hour. Suppose further that a
worker in Portugal could produce only a single yard of cloth but two gal-
lons of wine in the same time. England would be said to have an absolute
advantage in the production of cloth, and Portugal to possess an absolute
advantage in the production of wine.

To see that trade between them would be profitable to both, consider
the levels of production in the absence of trade, assuming that both coun-
tries chose to produce the same amount of cloth as wine. In England, 100
hours devoted to the production of cloth and 200 hours to the production
of wine would produce 200 yards of cloth and 200 gallons of wine. In Por-
tugal, that same production—200 units of each good—would require that
200 hours be devoted to cloth and only 100 to wine.

But suppose that each producer observed these relative advantages
and chose to specialize in the production of only one good and to trade
part of that production for the other. The English worker, specializing
completely in cloth, could produce 600 units of cloth and the specialized
Portuguese worker could produce 600 units of wine. If they then agreed
to trade 300 units of one for 300 units of the other, each nation could con-
sume 300 units of both goods, whereas in the absence of specialization
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TABLE 2.1 Gains from Trade with Absolute Advantage

Production Possibilities Productivity per Hour
Labor Hours Wine Cloth
England 300 1 2
Portugal 300 2 1
Without Trade Hours X Productivity Production Consumption
Wine Cloth Wine Cloth Wine Cloth
England 200X1 100 X 2 200 200 200 200
Portugal 100 X 2 200X 1 200 200 200 200
After Trade Hours X Productivity Production Consumption
Wine Cloth Wine Cloth Wine Cloth
England 300 X2 600 300 300
Portugal 300X 2 600 300 300

and trade, each could consume only 200 units of each good. The gains
from trade consist of the increased consumption made possible by each
producer allocating his resources in the most efficient way.

But Ricardo saw beyond Smith’s idea of absolute advantage, illustrated
in Table 2.1. He observed that profitable trade could occur between the
two countries even if the worker in one country was more efficient in the
production of both goods than the worker in the other country. This idea,
illustrated in Table 2.2, is Ricardo’s enduring legacy to contemporary in-
ternational trade theory: the theory of comparative advantage. Here,
England is more efficient than Portugal in the production of both goods:
An English worker can produce 3 units of wine and 6 units of cloth per
hour, and the Portuguese worker’s efficiency is the same as before—2
units of wine and 1 of cloth. Although England has an absolute advantage
in the production of both goods, Portugal is said to have a comparative
advantage in wine because its workers can produce more wine than cloth,
and the reverse is true in England. As a result, trade can still be profitable.

In this example, without trade England would divide its 300 labor
hours so as to produce (and consume) 600 units of both wine and cloth,
while Portugal, with 600 labor hours in this case, would produce 400
units of each. With the prospect of trade in mind, however, England com-
pletely specializes in cloth—the product in which it holds a comparative
(as well as an absolute) advantage—producing 1800 units. Portugal shifts
all 600 of its labor hours to the production of wine—the product in which
it holds a comparative (but not an absolute) advantage. Not only does
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TABLE 2.2 Gains from Trade with Comparative Advantage

Production Possibilities Productivity per Hour
Labor Hours Wine Cloth
England 300 3 6
Portugal 600 2 1
Without Trade Hours X Productivity Production Consumption
Wine Cloth Wine Cloth Wine Cloth
England 200X 3 100 X 6 600 600 600 600
Portugal 200 X2 400X 1 400 400 400 400
After Trade Hours X Productivity Production Consumption
Wine Cloth Wine Cloth Wine Cloth
England 300X 6 1800 700 1100
Portugal 600 X 2 1200 500 700

this represent a considerable increase above the total production without
trade, it also permits the two nations to exchange 700 units of wine for 700
units of cloth. When they do so, each nation consumes more of both prod-
ucts after specialization and trade than when self-sufficient in both. Thus,
we can see that trade can be profitable even if one country possesses an
absolute advantage in both goods. (That does not mean that both nations
profit equally, but assessing the relative gains requires far more sophisti-
cated analytic tools than this example provides.)

This simple statement of the gains-from-trade argument remains the
most vivid demonstration of Ricardo’s theory of comparative advantage.
And it is the theory of comparative advantage, itself merely a subset of
the more general theory of economic liberalism, that gives such intellec-
tual force to the drive for free trade. It is cited as frequently in the trade
controversies of the late twentieth century as it was in the Corn Law de-
bates more than a century and a half ago.

But the liberal argument for free trade is far from timeless: It depended
for its force on particular historical developments of the modern age. For
example, efficient allocation of resources among different economic sec-
tors is not an idea that could arise in a relatively stagnant medieval
economy with only one dominant sector. Similarly, it would have been
imprudent to rely upon trade when transportation systems were techno-
logically backward and politically fragile. But Ricardian theory is espe-
cially modern in its acceptance of a vision quite at odds with mercantilist
ideas: that maximum aggregate consumption is the proper central goal of
national policy. Economic liberals assume that national prosperity is the
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dominant element of the national interest and that it consists of the aggre-
gated welfare of all the individuals that make up the nation. Welfare, in
turn, is identical with consumption. Economic liberalism thus embraces a
secular, materialist, individualistic conception of national welfare quite
distinct from earlier emphases on a stable, organic, and collective social
whole. It is implicitly far more attentive to the welfare of the masses than
notions of national prosperity that emphasize the status of landowners or
the power of the state. If it is not yet explicitly egalitarian or democratic, it
uses a language that can more easily accommodate these more progres-
sive ideas.

In another sense, too, liberalism was born to a moment: Although lib-
eral theory had undeniable analytical merit, it was the changing balance
of political power that was decisive in bringing about the demise of the
Corn Laws.

THE POLITICAL CONFLICT OVER THE CORN LAWS

Indeed, Ricardo’s brilliant theoretical ideas were translated into the free
trade policies of the 1840s by somewhat surprising political forces. The
trade policy preferences of various groups reflected their perceptions of
the dilemmas of trade, but the resulting political alignments did not fol-
low precisely the expectations one might derive from Ricardian theory. In
particular, although liberal theory identifies the major beneficiaries of free
trade as consumers, whose welfare improves when declining trade barri-
ers allow the competition from imports to push prices down, the fight for
free trade in grain was actually led by industrialists.

One reason, of course, is that industrialists were permitted to vote and
the working class was not. Another was the special skill of the Anti-Corn
Law League, which was headed by Richard Cobden and John Bright and
centered among the manufacturing interests of Manchester. Through its
influence on parliamentary leaders such as William Huskisson, William
Pitt the Younger, and Sir John Peel, the Anti-Corn Law League was the
principal architect of the drive for repeal from the end of the 1830s to
eventual success in 1846. These industrial interests were motivated by
both philosophical and practical considerations.

Philosophically, laissez-faire arrangements would give a great deal of
freedom to capitalists, who were becoming increasingly restive with the
government regulations that constrained their entrepreneurial behavior.
Unlike mercantilism, which placed the state at the center of economic de-
velopment, Smith’s “invisible hand of self-interest” analogy made it clear
that a sound economy must be propelled by the creative activities of the
capitalist entrepreneur. In liberal theory, it is the private individual-—not



58 [] The Origins of Trade Issues

the government—who discovers comparative advantage, invests in the
export sector, and engages in trade. Government’s only role is to stay out
of the way. Such a doctrine would obviously have enormous appeal to an
entrepreneur, who not only welcomed the freedom from government
control but no doubt appreciated that his profit-maximizing behavior—
once castigated as the sin of avarice—could be portrayed as the act of a
patriot.

Though liberal theory certainly held its intellectual attractions for in-
dustrialists, the repeal movement was largely motivated by practical op-
position to the Corn Laws themselves. Hostility stemmed from the con-
viction that, whatever their original rationale, these laws had long since
degenerated into simple import barriers designed to protect landowners.
This conviction was justified: The provocative Corn Law of 1815 was
openly designed to benefit the landed interests in utter disregard for its
impact upon consumers. Unlike earlier versions dating back centuries,
the 1815 law suspended all the restrictions on exports, which were de-
signed to keep prices down, but imposed high tariffs on imports, which
served to restrict grain supplies and drive prices up by keeping foreign
grain out.

Capitalists feared that if grain-producing nations in Europe and Amer-
ica could not sell their products in England because of the Corn Laws,
they would have no money to purchase English industrial products. They
speculated that the repeal of the Corn Laws would stimulate demand
abroad and that English manufacturers would benefit by capturing at
least a portion of that expanding market. Following that logic, they also
argued that nations unable to acquire British manufactures would launch
industry of their own. Moreover, since British trade barriers would en-
courage them to erect retaliatory tariffs to protect these fledgling indus-
tries, such industries could eventually become global competitors. Repeal
of the Corn Laws could avoid this scenario by encouraging other Euro-
pean nations to remain specialists in grain production in order to serve
the English market.?”

But it was the effect of food prices on the production costs of British in-
dustry that lay at the heart of both the theoretical debate and the political
controversy. Capitalists argued that repeal of the Corn Laws would lower
food prices because grain could be imported from Europe more cheaply
than it could be grown at home. In turn, that meant that wages in British
industry could be lowered—without diminishing the standard of living
of workers. Finally, this lowering of wages would permit British manu-
facturers to be competitive with foreign firms, because the wage savings
could be passed on to consumers. At the same time, of course, lower food
prices meant that consumers would have more money to spend on the
manufactured goods being produced by British industry. Capitalists thus
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expected to sell more products at home as well as abroad after the repeal
of the Corn Laws.

The most obvious opposition to the Anti-Corn Law League, the landed
gentry who benefitted directly from agricultural protection, were un-
moved by the liberal arguments. Whatever the gains from trade might be,
they certainly would not accrue to landowners, who would unequivo-
cally lose in a free competition with cheaper grain producers in North
America and Europe. Thus, the chief political battleground concerned
two groups of workers with seemingly different interests: urban workers,
apparently tied to the health of the manufacturing sector, and the peas-
antry, presumably tied to the sectoral interests of agriculture.

It is the latter group whose concerns were addressed most directly by
Ricardian arguments, because the unique contribution of liberal theory
lay in its response to the protectionists’ contention that free trade would
injure workers in agriculture, the previously protected sector of the econ-
omy. The liberal position, illustrated by the Ricardian example of wine
and cloth, offered a rebuttal to concern for the fate of agricultural laborers
if repeal of the Corn Laws brought about the expected demise of grain
production in England. Although Ricardo granted that employment in
the production of wine might indeed decline or even disappear alto-
gether in Britain, he maintained that there was really nothing to fear, even
for workers in the wine industry, because the decline in wine production
would be accompanied by a compensating expansion of cloth produc-
tion, so that total employment would remain the same.

Following Ricardo, liberals argued that the repeal of the Corn Laws
would not decrease employment but only shift it from the inefficient agri-
cultural sector to the manufacturing sector, in which England had a com-
parative advantage. Liberal theory insisted (as it still does) that it is far
better to tolerate these short-term dislocations—these transition costs—
than to protect an inefficient industry, because total national consumption
will increase with a more efficient allocation of resources.?8 The liberal ar-
gument for the North American Free Trade Agreement was identical: U.S.
workers losing their jobs to Mexican imports were expected to find em-
ployment in industries that export to Mexico.

How is this key argument generally received? Those likely to immedi-
ately gain from free trade—the British cloth industry in the Ricardian ex-
ample and the manufacturing sector in the case of the Corn Laws—can be
expected to grant the logic of the free trade argument. After all, those in the
most competitive sector have much to gain personally and nothing to lose,
even if the liberal contention about national welfare should turn out to be
wrong. They will typically urge those who will immediately lose—agricul-
tural workers or wine producers—to patiently wait for growing employ-
ment opportunities in the most competitive sector to trickle down to them.
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But those who will immediately suffer the dislocation are more con-
cerned with the distributional effects of free trade than with its aggregate
effects. They are likely to be more skeptical of liberal theory, simply be-
cause for them the stakes are so much greater. And they will be as atten-
tive to the short term as to the long term, worrying about how long and
painful the transition may be even if the future is fully as bright as liberal
theory promises. After all, it is far easier for a theorist to move a column of
figures from “wine” to “cloth” than it is for a worker who has devoted his
life to farming to pack up and move to a strange town in the hopes that he
might find a job in an unfamiliar industry that requires skills he does not
possess. He will not be persuaded by the liberal theorist’s contention that
his loss of income is temporary or that his loss of security and way of life
is illusory because it can not be measured in terms of the aggregate con-
sumption that defines “gains from trade.” Skepticism that the dislocations
to individuals are warranted by aggregate gains are given credence by
modern analysis. Dani Rodrik noted that “in the standard models used by
international economists, the distributional consequences of trade typi-
cally dwarf its net contribution to national income. Under typical parame-
ters, lowering of a trade restriction will result in $5 or more of income be-
ing shuffled among different groups for every $1 of net gain.”?

In the case of the Corn Laws, the natural opposition of agricultural
workers to a removal of protection for their sector seems to have been
overcome by three factors. First, they were cross-pressured by their dual
roles as both workers and consumers; in the latter capacity they appeared
to benefit from lower grain prices. Second, they were not convinced that
the benefits of agricultural protection had been passed down from land-
owners to agricultural workers. The Anti-Corn Law League was espe-
cially effective in persuading much of the peasantry that higher grain
prices enriched only landowners because higher prices enabled them to
increase the land rents paid by peasants. Third, they were reasonably op-
timistic that job opportunities existed in the industrial sector for workers
displaced from agriculture. Because British industry was by far the most
productive in the world during this period, and its output was increasing
rapidly, industrial employment opportunities were growing. It was possi-
ble for peasants to envision a relatively brief transition with a relatively
small risk. Confidence in the future of the dominant economy and the
dominant industries in the world made the Ricardian arguments seem
plausible.

The industrial working class was ambivalent. On the one hand, it had
little use for the landowners, and the fall in food prices expected from free
trade would be very welcome. However, it trusted neither of the two
principal protagonists in the debate; the motivations of the Anti-Corn
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Law League in seeking lower food prices attracted particular suspicion.
Supporters of the Corn Laws cited the “iron law of wages”—the con-
tention that desperate unemployed workers always compete for scarce
jobs by offering to work for lower wages until eventually wage rates fall
to the subsistence level (that is, just high enough to keep workers alive).
Thus, any decline in food prices brought about by repeal of the Corn
Laws would lower the wages necessary to provide subsistence, but that
would not benefit workers, because wage rates would be driven quickly
to that new, lower level.

A placard posted in Manchester conveyed the essence of a position that
would be at home in the debate over NAFTA: “Why do these liberal man-
ufacturers bawl so lustily for the repeal of the corn laws?—because with
the reduced price of corn they will be enabled to reduce the wages of
working men so that they may compete with foreigners who live upon
potatoes.”30 Because industrialists did portray lower prices as necessary
to meet the competition of producers abroad, the motivation implied by
the placard seems well founded. Certainly the sentiment it expresses has
been widely shared by workers in more advanced countries: fear that
their living standards will suffer when forced to compete with foreign
workers whose wages seem to them indecently low. Indeed, after the re-
peal of the Corn Laws, identical reasoning underlay the rallying cry of
protectionist forces in the United States: “Protection against the pauper
labor of Europe.”3! Many even doubted that lower wages would be
passed along in the form of lower, more internationally competitive
prices for final goods; instead, they believed that lower wages would
mean only greater profits for capitalists.

The capitalist leaders who led the drive for free trade were not viewed
as friends of the working classes because of their strident opposition to
acts such as a child-labor law, poor laws to provide relief to the unem-
ployed, regulations to limit the workday, and the legalization of collective
bargaining for wages. Particularly during the 1840s when the Anti-Corn
Law League directly confronted the Chartists, a working-class organiza-
tion that favored full manhood suffrage, worker antipathies to capitalists
were somewhat greater than toward landowners. However, it appears
that mass opinion marginally favored repeal of the Corn Laws by 1846.

It is by no means clear that the position of the working class was deci-
sive, though it unquestionably had some impact, even in the absence of
democratic representation. Nor had the capitalist class displaced the gen-
try in parliamentary membership.32 However, even landed members of
Parliament (MPs) had to respond to constituents whose interests were in-
creasingly concentrated in industry and commerce, not agriculture. Agri-
culture had lost its political clout, because with the expansion of the
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manufacturing sector and the growth of towns, it ceased to be the
driving force of the economy and the principal source of government
revenue.

Still, the final repeal of the Corn Laws owes much to the power of the
arguments themselves. In particular, opponents of the Corn Laws were
able to counter two claims of fairness raised by protectionists in all de-
bates over free trade, including those of the present era. The first ques-
tions the value of free trade policy in one nation when other nations do
not reciprocate. The second challenges the validity of eliminating protec-
tion for some while retaining it for others.

Protectionists used the reciprocity argument to question the real bene-
fits of unilateral free trade. Liberals assumed that repeal of the Corn Laws
would bring an increase in both imports of grain and exports of manufac-
tured goods, but Sir Henry Parnell’s speech in the House of Commons in
support of the 1815 bill noted that neither linkage would occur unless
Britain’s trade partners would reciprocate by emulating the free trade
stance. Parnell thus argued for free trade only on the “supposition that all
the nations of Europe should adopt the same common policy.”33

This reciprocity objection is a common feature of all debates over free
trade, but liberal economists are unanimous in finding it to be totally
without merit because protection always hurts consumers by increasing
the prices of imports. Thus, although Smith acknowledged that “revenge
naturally dictates retaliation,” he found the policy unwise: “It seems a
bad method of compensating the injury done to certain classes of our peo-
ple to do another injury ourselves, not only to those classes, but to almost
all the other classes.”3*

The sole exception to the principle that retaliation is self-defeating is
the allowance that temporary measures designed to induce others to
eliminate the objectionable barriers may be justified. On how far in this
direction it may be safe to go, sage judgment cannot be found in the ana-
lytical ability of the economist, said Smith, but in “the skill of that insidi-
ous and crafty animal, vulgarly called a statesman or politician.”35

The second fairness contention challenges the validity of eliminating
protection for some sectors while retaining it for others. Observing that
the very manufacturing interests that led the opposition to agricultural
protection were heavily protected by tariffs themselves, Parnell chal-
lenged them directly: “If all those who are concerned in manufactures
and commerce will consent to adopt the system of a perfect free trade,
those who are now advocates for restraints on the importation of corn
will willingly abandon on their part all claim to any such protection.”3¢
This point had a powerful internal logic and made a compelling appeal to
fairness. In 1815, it carried the day: Because manufacturing interests were
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unwilling to give up the protection afforded by tariffs on industrial im-
ports, agricultural interests refused to abandon agricultural tariffs.

The first step in breaking this deadlock was taken in the Petition of the
Merchants of London, drafted by Thomas Tooke and presented to the
House of Commons in 1820 by Alexander Baring. It called for an end to
all protectionist measures (allowing, however, for customs duties neces-
sary for government revenue), citing precisely the inevitability of the line
of reasoning used by Parnell. Indeed, it went farther, noting that if British
producers could be protected from foreign ones, the same argument
could be made for each county and that free trade even within Britain
would cease. Further, it observed that British protectionist measures were
used as an example by other nations; until Britain embraced free trade,
neither would others. Thus, Tooke’s analysis engaged both of Parnell’s
objections and paved the way for the gradual dismantling of the protec-
tionist structure of British commercial policy that occurred over the fol-
lowing three decades.

Explanations for Early Trade Policies

Early Mercantilism Nineteenth-Century Liberalism

1. State of theory

Religious and communitarian Materialist, individualist, and

ethical theory assumed that to utilitarian ethical theory; economic

achieve the public interest in just theory emphasizes that comparative

prices required state interference advantage enables free trade to

in markets. increase the consumption of all
nations.

2. State of markets

Thin markets made prices volatile; ~Lower transportation costs and

unstable political relations made reduced political risks make potential
trade uncertain; and English gains from trade large; technological
producers feared foreign improvements made English industry
competition. dominant over foreign competition.

3. Political power balances

Parliament was dominated by the =~ Parliament increasingly influenced by
Crown, the church, and especially  industrial and urban interests.
landowners.
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CONCLUSION: THE TRIUMPH OF FREE TRADE

Modest movement toward free trade in industry was launched by the
commercial treaty with France of 1786—which eliminated many prohibi-
tions and prohibitory duties—but it accelerated dramatically after 1820.
In 1824, the export of native wool was permitted after centuries of prohi-
bition designed to protect the domestic textile industries. In 1825, the
duty on foreign cloth was reduced from 50 percent to 15 percent. In 1842,
all complete prohibitions were removed and duties on raw materials
were reduced to 5 percent, on partially manufactured articles to 12 per-
cent, and on fully manufactured goods to 20 percent. In 1846, the latter
was lowered to 10 percent and the textile industries (except silk) ceased to
be protected at all. During the same period, the Navigation Acts, which
protected British shipping, were weakened in 1815, 1822, and 1825, before
being finally eliminated in 1849. Agricultural protection in Britain ended
in 1846 with the repeal of the Corn Laws.
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The Politics of Protectionism

he repeal of the Corn Laws in 1846 symbolized the abandonment of

mercantilism and the advent of the golden age of British free trade.
Although by no means constituting complete free trade, British trade pol-
icy became the closest approximation to it that the world had yet seen.!
The British example also contributed to the general decline of protection-
ism that occurred throughout Europe during the middle of the nineteenth
century.2 But from our historical vantage point, we can see that this
change was neither complete nor permanent; instead, it was only one
phase of the continuous cycle in which trade policy oscillates between rel-
atively free and relatively protectionist.

CYCLES OF GLOBAL MERCANTILISM AND LIBERALISM

By the last quarter of the nineteenth century, the pendulum was already
moving the other way, and during the 1930s, Britain was carried with the
rest of the globe into a frenzy of protectionism that reduced global trade
by two-thirds, with average tariff rates reaching 45 percent, not far from
their peak prior to 1820. The cycle began again after World War II with a
global movement back toward free trade led by the United States. Signs
that mercantilist sentiment is again gaining strength have appeared since
the late 1980s, but trade levels have continued to rise, fueled by explosive
growth in the export-oriented economies of Asia that are the subject of
Chapter 7. Indeed, by the end of the twentieth century, international trade
and investment have reached a level that leads many liberals to celebrate
the death of mercantilism and conclude that globalization is irreversible.
They would do well to recall that the historical record casts doubt on any
judgment of permanent resolution of the dilemmas of trade.

In this chapter, I seek to explain the cyclical pattern seen so far by re-
turning to the central analytic question of why nations select the foreign
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economic policies they do. The case of the decline of British liberalism in
the late nineteenth and early twentieth century is an especially intriguing
one because, for the most part, nineteenth-century free trade delivered on
the promises of liberal theory. With barriers to trade rapidly declining,
trade volume increased and total economic output grew with it. Despite
the dire predictions of landowners during the Corn Laws debate, even
English agriculture thrived until the 1880s. In part, this prosperity was a
tribute to the magic of the market celebrated by liberal theory: English
agriculture, facing foreign competition, became more efficient, especially
through the application of agricultural science and mechanization.? But
eventually the expected flood of imports did undermine English agricul-
ture. By 1892, British importation of wheat and flour had grown to nearly
ten times its volume in 1846, constituting nearly three-quarters of domes-
tic consumption.* As grain prices fell, English landowners shifted land
out of agricultural production and the volume of English arable land di-
minished by almost half.

Thus, exactly as predicted by liberal theory, free trade brought about an
economic restructuring based on comparative advantage. Britain ceased
to be self-sufficient in food as the comparative advantage of American
farmers derived from superior factor endowments (richer farmland) dic-
tated the shift of English production away from agriculture. Meanwhile,
Britain experienced a rise in the production and export of the manufac-
tured goods in which it had a comparative advantage by virtue of its
abundant capital endowment and its technical superiority over foreign
manufacturers.

But if the claims of liberal theory were validated by the growth of the
British economy, the doubts of protectionists persisted and, indeed, even-
tually emerged triumphant again. The tensions between mercantilism
and liberalism cannot be resolved by the temporary victory of one over
the other because neither can satisfy the objections implicit in the dilem-
mas of trade. In fact, the cyclical character of these alterations are rooted
in the excesses of each approach: As policy moves toward the pure form
of either mercantilism or liberalism, trade dilemmas become more starkly
perceived and inevitably draw a reaction that reverses the sweep of the
pendulum.

At the core of these policy reversals are changes in economic condi-
tions, political forces, and social ideas, all of which influence how the
dilemmas of trade are perceived by different groups and different na-
tions. In the following sections, the retreat from pure liberalism in Britain
is explained in terms that provide the lessons needed to understand con-
temporary instances of the competition between free trade and protec-
tionism. First, the triumph of laissez-faire ideas brought a theoretical and
political reaction that sharpened the confrontation between the alterna-
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tive values underlying mercantilism and liberalism. Second, the very eco-
nomic development engendered in part by liberalism transformed the po-
litical power balance in Britain by reconstituting its class composition and
governmental structure. The resulting political landscape contains the ba-
sic forces that compete for control over trade policy in the advanced in-
dustrial democracies of our own era. Third, the rapidly growing global
economy altered the power balance among nations, thus changing atti-
tudes toward trade in ways remarkably similar to the shifts we see at the
end of the twentieth century.

THE REACTION TO LAISSEZ-FAIRE

Even while free trade emerged in the middle of the nineteenth century,
key parts of the edifice that supported it were already crumbling. In par-
ticular, the leading theoretical challengers to the doctrine of economic lib-
eralism were being born at almost the same instant that the repeal of the
Corn Laws in 1846 signaled its highest triumph. The greatest of the
neomercantilist works, The National System of Political Economy, was writ-
ten in 1841 by Friedrich List (1789-1846). Karl Marx’s (1818-1883) influen-
tial critique of liberal capitalism, which first appeared in The Communist
Manifesto in 1848, was the forerunner of modern socialism.5 Both reflected
the reemergence of trade dilemmas, in the form of skepticism about the
distributional consequences and the ethical basis of markets.

The triumph of free trade in the nineteenth century followed from so-
cial and economic theories claiming that markets produced economically
efficient and ethically acceptable outcomes. However, by the twentieth
century, the limitation of markets and the ethical, social, and political
dilemmas they produced were coming into ever sharper focus. At the
forefront was the continuing development of the factory system that
emerged from the Industrial Revolution.

Early in its evolution, there was little regulation of the industrial pro-
duction process, especially with regard to the treatment of labor. It be-
came apparent, however, that total reliance upon the market and total ab-
sence of governmental regulation had severe social ramifications. An
excess supply of labor, signaled by high unemployment rates, drove
wages near or beneath subsistence levels in conformity with the theoreti-
cal iron law of wages. Even factory laborers who worked twelve- to six-
teen-hour days in miserable working conditions frequently lived in
poverty. The market forces that held down wage rates were given free
rein by labor laws highly favorable to capitalists, especially the notorious
Combination Acts of 1799. These laws made it illegal for workers to act
together in pursuit of economic interests: Trade unions were banned,
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strikes were outlawed, even holding meetings among workers was
prohibited.

In this atmosphere, supply and demand for labor yielded abhorrent
outcomes that undermined the legitimacy of the market. The exploitation
of labor, including children, was rampant. Unregulated until 1819, the
child-labor practices of that era were widely condemned, though they are
a more grievous affront to modern sensibilities than to the standards of
that age. The child-labor law of 1819, which was strongly opposed by
capitalist interests, prohibited children eight and under from employ-
ment in cotton mills and limited those between nine and sixteen to
twelve-hour days. Even after these prohibitions, children thirteen and un-
der represented about 15 percent of the workforce in cotton and wool
mills and nearly 30 percent in silk mills. In unregulated industries (that is,
all but textiles), children as young as five or six years of age were fre-
quently employed, sometimes as many as sixteen hours a day.” Women
were not restricted to a twelve-hour day until 1844, and working hours
for adult men were not regulated until 1908.8

These were the conditions that bred attempts to formulate an alterna-
tive ethic to that of the unbridled market. With the eclipse of an ethical
theory rooted in medieval religious thought, workers sought an alterna-
tive source of protection from the vagaries of labor markets and the
avarice of capitalists. They found it in the form of government regulation
driven by increasing political power for the working class and informed
by an economic and social theory—socialism—whose vision of economic
life directly opposed that of economic liberalism.

Socialist ideas ranged from those of Robert Owen and Karl Marx to
more moderate attempts to find a balance between the state and the mar-
ket. The latter find expression in the British Labour Party and the various
social democratic parties of Western Europe, which ushered in the mixed
economy familiar to the twentieth century. Perhaps Joseph Chamberlain,
a turn-of-the-century British cabinet member, put best the evolving un-
derstanding of the role of government and its place in regulating the mar-
ket: “Government is the only organization of the whole people for the
benefit of all its members; and the community may and ought to provide
for all its members benefits which it is impossible for individuals to pro-
vide by their solitary and separate efforts.”? It is no coincidence that
Chamberlain was a leading figure in the movement to abandon free trade:
Doubts about the legitimacy and efficacy of markets in the domestic
sphere could not help but weaken the case for reliance upon markets in
the conduct of international trade.

Similar concerns about the propensities of unregulated markets to yield
undesirable outcomes, especially in labor markets, haunt less developed
nations today. Horrible working conditions among unskilled workers in
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poor countries are often ascribed to the competitive pressures of interna-
tional trade. However, the absence of government regulation of domestic
markets, especially in nondemocratic political systems, clearly plays a
major role as well, because most developed nations are at least as open to
international trade without suffering these same excesses. The theoretical
lesson is that free trade is difficult to evaluate in a vacuum because its ef-
fects are not universal and invariant, but rather vary from one nation to
another. In fact, the post-World War II Western European experience—
where the welfare state grew in step with the expansion of international
trade—suggests a fundamental contradiction in the prescription of liberal
theory: To achieve a balanced resolution of the value and distributional
dilemmas, free markets in international trade may well require regulated
markets in the domestic economy.

The reaction against laissez-faire was not based solely on normative
considerations, of course. The experience with unbridled capitalism, par-
ticularly during economic downturns, had also eroded faith in the effi-
ciency of markets. Alternative economic theories, most notably the mar-
ket-interventionist views of John Maynard Keynes, challenged liberalism
as an article of faith. His argument on behalf of an enhanced role for gov-
ernment spending to restore equilibrium and full employment has been
influential in many countries, including the United States, since the 1930s.
He also favored tariffs, international cartels, and state trading, all anath-
ema to liberal theory.

THE RISE OF THE WORKING CLASS AND
POLITICAL DEMOCRACY

Of course, social and economic ideas attain practical importance only
when tied to political forces that can bring them into play. In the case of
the reaction against markets in general and free international trade in par-
ticular, the catalyst was a growing, partially organized working class
within the context of an evolving democratic political system.

An important consequence of the Industrial Revolution was the cre-
ation of a new and self-conscious social class, that of industrial labor. Be-
cause the increased scale of production led to the demise of the artisan
and apprenticeship system and because the decline of agriculture limited
employment possibilities in the rural sector, workers became completely
reliant upon the market for industrial labor. The political arrangements of
the period were such that the labor market was rigged in favor of busi-
ness: Owners were permitted to collude in order to hold wages down, but
workers could not organize to push them up. Together with the poor
working conditions and generally low wages, this situation led workers
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to a feeling of alienation from capitalists and solidarity with labor. The re-
sult was a growing trade union movement that eventually was to trans-
form the political structure of society. The act of 1825, which legalized
trade unions solely for the purpose of regulating hours and wages, was
the beginning of a steady advance in the power of organized labor and a
broadening of the political role of trade unions.

These developments occurred within the context of a political system
that was slowly moving toward modern democracy through the expan-
sion of the franchise. Controversies over the right to vote extend back at
least to the Reform Bill of 1832, which broadened suffrage somewhat to
encompass much of the growing capitalist middle class.l® Nonetheless,
working-class support was critical to passage of the reform bill, as work-
ers became persuaded that parliamentary reform would weaken the leg-
islative stranglehold of the wealthy minority of landed interests. As antic-
ipated, this reform did eventually aid the repeal of the Corn Laws. Many
had also hoped that the reform bill would be a stepping-stone to their
own enfranchisement. Although progress was slow, the working class did
eventually achieve the franchise, with the first step being the doubling of
the electorate from about 1 million to 2 million via the Reform Bill of 1867,
sponsored by Benjamin Disraeli, head of the landed-gentry wing of the
Conservative Party. In 1884, rural workers were added to the electorate,
again doubling its size. In 1918, universal suffrage was finally granted to
males over the age of twenty-one and females over the age of thirty. In
1928, that age gap was removed.

By the early twentieth century, these twin developments—the emer-
gence of political democracy and the growth of labor unions—had come
together to institutionalize political representation for the working class.
The Labour Party was formed in 1900 by representatives of labor unions
in concert with a group of intellectuals known as Fabian socialists. The lat-
ter included the noted writers George Bernard Shaw and H. G. Wells. By
1906, Labour had won fifty seats in Parliament and was well on its way to
becoming one of two dominant political parties. Together with the declin-
ing political importance of landowners that resulted from the declining
economic importance of agriculture, this development marked the begin-
ning of a new era in British politics. The sectoral cleavage between indus-
try and agriculture receded in importance, and the British political system
came to be defined by the cleavage that is the mark of all modern political
economies: a party of the right self-defined as pro-business and a party of
the left self-defined as pro-labor.!! It is tempting to define the resulting
right to left continuum on politico-economic issues as lying between the
extremes of complete trust in the market and complete trust in the state.
Although this perspective contains some truth, it is a dangerous oversim-
plification, particularly concerning trade policy, because labor has some-
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times been committed to free trade and business has sometimes preferred
protectionism.'2 However, the growth of democracy and increasing power
for the working classes certainly ensured that national policies would re-
spond more vigorously to the perspectives of labor on the distributional
dilemma than they had a century earlier. In any case, from this time for-
ward, distributional issues centering on class—especially unemployment
as an economic problem—were as prominent in trade policy debates as
those centering on economic sectors or geographic regions.

This is not to say that capitalists and workers were always in disagree-
ment over trade policy. To the contrary, it is precisely their broad agree-
ment in Britain until World War I that sustained free trade. Furthermore,
the successful movement toward liberalizing trade in Europe after World
War II was also the product of agreement between business and labor,
this time as part of an implicit bargain in which both could expect to be
rescued from the vagaries of trade by a Keynesian welfare state. Busi-
nesses were mollified by an activist state that could counteract the most
disruptive consequences of trade by using demand management tech-
niques like counter-cyclical spending that would prevent the economy
from succumbing to externally generated crises. A more powerful and
ambitious state was also a helpful partner in forging competitiveness and
profitability for a nation’s firms, motivated by the recognition that in an
open economy the national interest was promoted by success in interna-
tional trade. For labor, a welfare state offered a social safety net to insulate
workers from the employment insecurity implicit in relying upon the
ever changing condition of international markets. Unemployment insur-
ance and other generous welfare benefits eased the pain of adjustment
when the restructuring of the economy in accord with comparative ad-
vantage entailed job loss. Liberated from this most dire concern about for-
eign competition, workers were more easily persuaded by liberal argu-
ments about the long-term aggregate benefits from freer trade.

Of course, no state policy can eliminate the fundamental dilemmas of
trade nor erase the political controversy over alternative responses to
them. After all, to perform these tasks, the Keynesian welfare state re-
quires high levels of revenue—on average nearly 50 percent of GNP in
Western Europe—which necessitate high levels of taxation that please no
one. This resolution of the values dilemma sacrifices higher disposable in-
come for greater security and reduced inequality, a trade-off that surely
appeals more to some than others. This resolution of the distributional
dilemma also shifts income from many segments of society to recipients
of state aid, never a noncontroversial action. Indeed, in the United States,
where different value priorities and a different distribution of political
power shapes policy, the state plays a much smaller role in ameliorating
the impact of international trade.
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Still, even this happy, if limited, coincidence of interests depends cen-
trally upon the existence of a state that can be trusted to play its role in
protecting the interests of both capital and labor. The impartiality of such
a state, in turn, depends upon a rough balance in the political power of
these two groups within a political system that grants each a voice in
shaping government policy. These conditions did not exist prior to the
emergence of political democracy and working class representation in
Western Europe near the middle of the twentieth century. They do not ex-
ist today in the Third World. Thus, the relative political power of capital
and labor continue to determine the shape of trade policy whenever con-
ditions in international markets cast them into opposition to one another.
Then their mutual opposition stems from the different stake that capital
and labor have in trade. These distributional effects of trade can be seen
with clarity only in the context of modern international trade theory, a
topic to which I now turn.

MODERN ELABORATIONS OF LIBERAL TRADE THEORY

Since Smith and Ricardo, liberal theory has consistently advocated free
trade, but its foundation has been elaborated and strengthened by subse-
quent theorists, especially Eli Heckscher and Bertil Ohlin, two Swedish
economists of the 1930s. The Heckscher-Ohlin theory, abbreviated H-O or
sometimes H-O-S to acknowledge the role of the American Nobel Prize
winning economist Paul Samuelson in advancing it, is important here for
two reasons. First, it reinforces free trade doctrine by specifying the pre-
cise economic conditions that constitute the sources of comparative ad-
vantage. In so doing, H-O clearly accepts the liberal tenet that govern-
mental intervention is not required to steer the market to the gains from
trade. Second, and more immediately, H-O leads directly to the Stolper-
Samuelson theorem (explained further on), which exposes the class basis
of the distributional effects of free trade. These distributional effects help
to explain why contemporary controversies over trade policy, such as the
debate on NAFTA, tend to follow a characteristic pattern in which some
classes and sectors prefer free trade while others prefer protectionism.
Ohlin’s classic work Interregional and International Trade remained
squarely in the liberal tradition, but it advanced Ricardo’s analysis by
specifying in greater detail the sources of national comparative advan-
tage. In the context of a simple economy, the early formulations of Smith
and Ricardo were understandably rudimentary: They emphasized nat-
ural advantages such as climate or soil quality and acquired advantages
such as specialized skills in weaving or metalworking. Ohlin went be-
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yond these simple ideas to argue that a nation’s comparative advantage
lies in the relative abundance of some factors of production and the rela-
tive scarcity of others.

To reach this conclusion, he began by improving upon the simple labor
theory of value that Ricardo used to demonstrate the gains from trade.
Whereas Ricardo described the differences in the productive efficiency of
a nation’s industry solely in terms of the amount of labor required to pro-
duce any given level of output, Ohlin noted that production actually re-
quires at least three factors of production: land, labor, and capital. All
products require some quantity of each factor, but the proportion of each
varies widely depending on the nature of the product and the processes
used to produce it. For example, agricultural goods require large amounts
of land (thus, they are dubbed land-intensive); heavy manufactures such
as autos are considered capital-intensive because they require such large
quantities of expensive plant and equipment; and light manufactures in-
volving simple assembly or processing are labor-intensive because they
rely on large numbers of unskilled workers. Ohlin claimed that differ-
ences in the factor intensity of various products would determine where
they could be produced most efficiently.

Just as products differed in their factor intensities, Ohlin also observed
that different nations possessed vastly different factor endowments. In
the modern era, for example, capital is relatively abundant in the devel-
oped countries (such as the United States, Japan, and Western Europe),
land is abundant in countries such as Canada and Australia, and un-
skilled labor is abundant in countries such as Mexico and the poorer na-
tions of East Asia. Ohlin further reasoned that production of goods that
used intensively any particular factor would naturally be more efficient in
nations that possessed a relative abundance of that factor. Thus, land-
abundant nations, for example, will have a comparative advantage in
land-intensive products and capital-abundant nations will have a com-
parative advantage in capital-intensive products.

This theory of factor proportions and factor intensity perfectly ex-
plained Ricardo’s classic example of British specialization in manufac-
tured goods and Portuguese specialization in wine. Britain, with abun-
dant supplies of capital, had a comparative advantage in the production
of capital-intensive products, and Portugal, with its abundance of good
land for the growing of grapes, had a comparative advantage in wine.
Moreover, Ohlin’s theory had broader application because it could be
used to identify which nations would have a comparative advantage in
which products: Each nation has a comparative advantage in the production of
those goods that use intensively the factor they possess in relative abundance. It
also was in accord with simple observations of the trade patterns among
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nations: Developed countries tend to export capital-intensive products
while they import food from land-abundant countries and simple manu-
factures from labor-abundant countries.!3

At the heart of this theory is the interaction between markets for final
goods and the markets for the factors required for their production (land,
labor, and capital). For example, in nations where labor is relatively abun-
dant and land relatively scarce, the surplus supply of labor will cause
wage rates to be relatively low, and the short supply of land will cause
land rents to be relatively high. That is precisely why labor-intensive
products are cheapest to produce in nations with an abundance of labor.

For our purposes, the consequences of trade are as important as its
causes, and in this respect the contribution of H-O to understanding the
interaction between goods and factor markets also is significant. That is
because the distributional effects of international trade depend directly
on how trade affects the supply of and demand for the various factors of
production.

THE DISTRIBUTIONAL DILEMMA:
THE IMPACT OF TRADE ON CLASS

To see how factor markets shape the distributional effects of trade, let us
return to Britain at the time of the Corn Laws and stipulate that it is rela-
tively abundant in capital and relatively scarce in land. That would imply
that capital should be relatively cheap and easy to acquire in Britain and
that land would be relatively expensive. If that is so, Ohlin would expect
that Britain would be a relatively efficient producer of capital-intensive
products such as manufactures but a relatively inefficient producer of
land-intensive products such as grain. That seems to accord with the his-
torical record of what happened when Britain adopted free trade: It be-
came an importer of (land-intensive) grain and an exporter of (capital-
intensive) manufactured products. Britain’s food imports came largely
from the United States, Canada, and Australia, all of which were abun-
dantly endowed with land. Its manufactured exports went to nations
with a relatively poor endowment of capital, including the land-
abundant grain exporters.

But what were the effects of free trade on factor markets? The answer
defines the distributional effects of free trade. We know that free trade led
to the expansion of British manufacturing. That expansion required a con-
siderable increase in investment in plant and equipment, which in turn
increased the demand for capital. The owners of capital found that
greater demand enabled them to charge a higher interest rate to manufac-
turers who wished to borrow capital to expand their facilities. That is, the
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increase in the production of capital-intensive products increased the re-
turn on capital. This result can be stated more generally as the first half of
the Stolper-Samuelson theorem: Free trade benefits the owners of the abun-
dant factor of production.

At the same time, the repeal of the Corn Laws caused domestic produc-
tion of grains to decline in the face of foreign competition and the lower
grain prices it engendered. With grain production less profitable in
Britain, British landowners had to lower the rents charged to farmers to
use their land; otherwise those farmers could not compete with foreign
imports. British landowners, owners of the scarce factor of production,
lost from free trade. Thus, the second half of the Stolper-Samuelson theo-
rem: Free trade harms the owners of the scarce factor of production.

The political corollary to Stolper-Samuelson is now simply seen: Own-
ers of the abundant factor of production will prefer free trade; owners of
the scarce factor of production will oppose it. Because of this, debates
over free trade frequently involve class divisions, and in a political sys-
tem with class-based parties—that is, all modern advanced industrial
democracies—trade policy frequently becomes a highly partisan issue.

THE DISTRIBUTIONAL POLITICS OF TRADE POLICY

We can now state more clearly the distributional dilemma of trade and
the resulting political patterns that emerge in the debate over trade policy.
These distributional effects—that some groups gain from free trade while
others lose—can be described along three lines: economic sectors, socio-
economic classes, and producers versus consumers.!4

Those sectors of the economy that rely upon exports will ordinarily fa-
vor free trade, especially if the firms involved are relatively efficient by in-
ternational standards. Those sectors of the economy that compete against
foreign imports will ordinarily favor protectionism, especially if the do-
mestic firms are relatively inefficient. Sectors of the economy that utilize
imports or import substitutes will, like any ordinary consumer, favor free
trade because it is likely to lower their costs.

How individuals will react to these sectoral effects can be difficult to
predict. Liberals urge most workers to ignore these considerations be-
cause they contend that any factor of production—including labor—that
can no longer find productive employment in a sector damaged by free
trade can simply shift to a sector that benefits from it. Protectionist senti-
ments arise from concerns about the costs and uncertainties involved in
these sectoral transitions. For some, the transition costs are exorbitant be-
cause their highly specialized skills are adapted to a particular sector. Few
middle-aged steelworkers are also skilled computer programmers, for
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example. Others find that personal circumstances such as the employ-
ment of a spouse or reliance upon family reduce geographic mobility.
Nearly all will face temporary unemployment. Many may be averse to
the risk that is inherent in predicting the uncertain future course of com-
parative advantage.

For example, at one time England was a low-cost producer of grains,
though by the time of the last Corn Law its comparative advantage had
shifted elsewhere. An alert worker, observing this shift, might well ques-
tion where and when the next change might take place. Indeed, by the
middle of the nineteenth century, the comparative advantage in textile
production, the earliest and largest of the English manufacturing indus-
tries, was also beginning to shift away from England. Thus, protectionism
can be comforting to workers who, though currently employed in a com-
petitive industry, fear that they may be next to be displaced. This risk ele-
ment helps explain why protectionism can be sustained politically even
when it appears to benefit so few and harm so many. This argument car-
ries even more weight in the modern era of more rapidly changing com-
parative advantage.

However, Stolper-Samuelson suggests that both these views, liberal
and protectionist, will remain incomplete so long as they focus on the sec-
toral composition of the economy. Instead, a class perspective may be
more appropriate because trade policy affects the owners of different fac-
tors of production very differently: Free trade benefits owners of the
abundant resource and harms owners of the scarce resource. For example,
since the United States is capital-abundant and labor-scarce relative to the
rest of the world, Stolper-Samuelson predicts that wage rates for un-
skilled labor will decline under free trade just as the profit rates for capital
will increase. This explains why American labor unions opposed NAFTA
and protested the expansion of the WTO, whereas multinational corpora-
tions supported both.

Predicting the responses of individuals is further complicated because
workers are also consumers—and their interests in these roles are often
contradictory. Liberal trade theory emphasizes that consumers benefit
from free trade because they can purchase goods more cheaply from
those countries that have a comparative advantage than from inefficient
domestic producers. From this vantage point, one would expect that con-
sumers would be a major actor in the distributional politics of trade pol-
icy; indeed, they should be the strongest advocates of free trade. In fact,
they usually are not.

There are several reasons consumers are seldom effective advocates of
free trade. First, the costs of protectionism are ordinarily difficult for con-
sumers to see because the trade barriers that affect the prices of foreign
goods are not easily visible. Readers are invited to test this proposition for
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themselves: Can you identify the tariff rate presently imposed on any
product by the United States?

Second, even if tariff costs were precisely known, they are seldom large
enough to motivate any single consumer. For example, trade barriers in
the textile and clothing industries are among the highest in any sector of
the U.S. economy, yet they probably increase the price of clothing in the
United States by under $100 per person per year.’5 Is this impact on your
personal budget enough to persuade you to hire a Washington lobbyist to
overturn the Multi-Fiber Agreement (MFA), which sustains these trade
barriers?

Third, because those hurt by protection are geographically diffused
and only marginally affected by trade legislation, they are unlikely to or-
ganize effectively to press for free trade. By contrast, because those who
benefit from protection tend to be geographically concentrated and in-
tensely affected by trade legislation, they are much more likely to orga-
nize effectively and use their political influence to achieve protection. For
example, the Multi-Fiber Agreement provides $22 billion in benefits to
U.S. domestic firms that employ more than 2 million American workers.
Those firms and their employees have far greater motivation and oppor-
tunity to lobby in favor of protectionist trade policies than consumers
have to oppose them.

All of these factors are commonly present in debates over trade policy,
and they help explain why consumers were not in the forefront of the
drive for repeal of the Corn Laws. However, for several reasons, con-
sumers were actually a stronger force in opposition to the Corn Laws
than is common in trade policy controversies, a fact that helps explain
both why free trade achieved a rare triumph in 1846 in Britain and why it
later faded.

Because the free trade issue was fought out over food, the welfare ef-
fects of the Corn Laws were much more visible than is usual for protec-
tionist legislation. Since food occupied the largest share of the budget in
most households and since imports constituted a significant share of food
consumption, citizens were unusually attentive to the factors that influ-
enced the price of imports. Thus one key to the emergence of free trade in
England at this time is the unusually visible effect of the Corn Laws on
an unusually large share of the population. Because the stakes were so
large, so immediate, and relevant to so many, political action was easy to
organize.

By the twentieth century, trade policy debates in Britain ceased to re-
volve around food prices, so consumers ceased to be a major factor in
them. In most modern developed democracies, class-based political par-
ties have been the major protagonists in the battle between free trade and
protectionism. In most of those battles, the outcome is driven by the
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condition of markets, especially the relative efficiency of domestic and
foreign producers.

THE EFFECTS OF MARKET DOMINANCE AND DECLINE

When an industry is confident that it is able to compete effectively against
foreign manufacturers, it typically advocates free trade. An industry in
doubt about its competitiveness seeks protection or subsidy. Workers or-
dinarily follow the lead of the industry in which they are employed; other
citizens usually follow the industry dominant in their region. Thus it is
for nations in aggregate: Liberal policies will suffice when a favorable bal-
ance of trade can be maintained without actions that encourage exports
and discourage imports. Protection is the preferred policy when balance-
of-trade difficulties signal declining competitiveness. That pattern was
perfectly manifested in the period we have been considering.

Until the middle of the eighteenth century, the productive efficiency of
British industry was not superior to that of its continental competitors. In-
deed, in some important areas it lagged behind such early leaders as the
Dutch. As we have seen, the government responded as early as the six-
teenth century by encouraging the growth of key industries with a
variety of subsidies, legal monopolies, and trade restrictions. Moreover,
English manufacturers who lacked economic advantages over foreign
competitors generally supported the measures that gave them political ad-
vantages: the colonial system, the Navigation Acts, and the great trading
companies that monopolized trade with the colonies; the import barriers
that enabled them to develop infant industries; and the restrictions on ex-
ports of raw materials, technology, and skills designed to retard the de-
velopment of competitors abroad.

However, the technological advances of the Industrial Revolution came
a generation earlier to England (circa 1760) than to its continental com-
petitors, giving British producers a natural competitive edge against oth-
ers by the early nineteenth century. When English manufacturers became
confident of their ability to compete successfully with foreigners on eco-
nomic terms alone, they gave up their own tariff protection in exchange
for the repeal of the Corn Laws.

Thus, it is no surprise that free trade was adopted more completely and
for a longer period in Britain, the dominant economic power, than in any
other nation: Competitive industries do not need protection, so the gov-
ernments that represent them oppose it. Still, even Britain encountered
protectionist movements during economic downturns (first the Fair Trade
movement of the 1870s and then the Tariff Reform crusade of 1903), but
unlike the less competitive nations of Europe, it retained its free trade ori-



The Politics of Protectionism [J 79

entation. The Great Depression of 1873-1896 produced increasing protec-
tionism throughout Europe as nations sought to defend employment and
profits, especially against the competition of the British. Thus in the
1920s, Britain still maintained among the lowest tariff barriers in the
world. By the end of the 1930s, however, when the end of Britain’s eco-
nomic dominance left it unable to resist the global move toward protec-
tionism, Britain had become as protectionist as any.

In the twentieth century this pattern remains clearly visible: The eco-
nomically dominant nation advocates free trade, but challengers opt for
mercantilism. Immediately after World War II, the United States, by then
the most productive and cost-efficient economy in the world, took up
from the British the mantle of the leading champion of free trade. Both
Japan and most of Europe, recovering from the war, adopted a sharply
mercantilist stance.

By the 1990s, the positions had changed again. The policy of the United
States, whose share of world exports declined from 45 percent in 1950 to
under 15 percent in 1997, has become increasingly protectionist (though
its rhetoric remains mostly liberal). Moreover, the United States assumes
very different stances with respect to different sectors of the economy. It is
protectionist in declining heavy industries such as steel and automobiles
in which it no longer enjoys a comparative advantage but adopts a very
liberal position in those areas in which America still dominates, such as
technology, services, and intellectual property.

Theorists have long contended that a policy of free trade may be benefi-
cial for dominant nations but harmful for others. For example, List coun-
tered free trade doctrine on the grounds known to posterity as the infant-
industry argument. It states that an industry in its early stages requires
protection against its better-established foreign competitors. Only after it
has benefitted from a protected domestic market can it achieve the matu-
rity, efficiency, and economies of scale necessary to withstand foreign
competition. Premature free trade will doom an economy to specializing
only in those products the dominant power may choose to ignore, pre-
sumably because they offer little profit or limited growth opportunity.

List urged France to avoid free trade and the specialization in wine that
would result from it. Because he doubted that wine production could fuel
broad and diversified economic development, he instead advocated the
creation of new French industries, even though they would require tariff
protection against established British firms until they matured. He noted
that centuries earlier Elizabethan England had similarly emphasized de-
veloping infant industries in order to augment its agriculture and had
similarly protected them. From our vantage point in the early twenty-first
century, we can add to the list of nations opting for this approach. A
nearly identical choice faced the Japanese in the American-dominated
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post—-World War II period. They too rejected free trade—and the special-
ization in textiles, their comparative advantage at the time, that it would
have implied. Instead, Japan elected the mercantilist path of protecting
the fledgling firms in its electronics and automobile industries.

Indeed, this gap between the rhetoric of the dominant nation and the
self-interest of its challengers has produced more than a little bitterness.
For example, in this passage, List wrote powerfully in defense of the
proposition that free trade is the policy of the dominant power and pro-
tection is the policy of the challenger:1¢

It is a vulgar rule of prudence for him who has reached the pinnacle of
power to cast down the ladder by which he mounted that others may not fol-
low. In this lies the secret of Adam Smith’s theory, . . . as well as all of his suc-
cessors in the government of Great Britain. A nation which by protective du-
ties and maritime restrictions has built up a manufacturing industry and a
merchant marine to such a point of strength and power as not to fear the
competition of any other, can pursue no safer policy than to thrust aside the
means of elevation, to preach to other nations the advantages of free trade,
and to utter loud expressions of repentance for having walked hitherto in the
way of error, and for having come so lately to the knowledge of the truth.

Although considerations of relative efficiency suggest that nations will
choose quite different trade policies, specific historical events will often
cause nations to respond more similarly. Indeed, both the dramatic col-
lapse of trade in the 1930s and the rise of liberal trade in the 1940s were
global phenomena.

TRADE AND THE GREAT DEPRESSION

The collapse of the global economy during the 1930s affirmed an impor-
tant lesson: Liberal theorists advocate free trade even if a nation must
adopt it unilaterally, but its greatest benefits can occur only if liberalism is
practiced by all nations. The experience of the Great Depression reveals
both an economic and a political reason for this.

The economic reason stems from the simple fact that one nation’s ex-
ports must constitute another nation’s imports. Since no nation can ex-
port unless another imports, free trade cannot be fully effective unless all
nations approximate this ideal at the same time.

Parnell’s role in the Corn Law debates also suggests a political reason
that unilateral free trade policies are very difficult to enact: They impose
painful adjustments that will be strongly resisted without assurance that
other nations are experiencing similar disruptions. This demand for reci-
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procity is partly a natural psychological reaction against free riders who
enjoy the open markets of others but refuse to open their own. After all,
no nation wants to be taken advantage of any more than individuals do.
Moreover, the cost of adjusting to free trade will exceed the benefits un-
less a substantial expansion of trade results, which cannot occur unless
other nations reciprocate.

As a result, both free trade and protectionism usually occur as global
processes. One dominant nation that champions free trade can sometimes
induce others to follow suit, as happened under the leadership of Britain
in the middle of the nineteenth century and again under the leadership of
the United States after World War II. But when one nation moves sharply
toward protectionism, others also tend to follow—sometimes with disas-
trous consequences. That is exactly what happened during a sequence of
events that led to the collapse of world trade during the Great Depression
of the 1930s. And that is why, in the mid-1990s, some feared a trade war
between the United States and Japan.

Though protectionist sentiment had familiar domestic roots, interna-
tional politics fanned its flames after World War I. British protectionism
focused on accusations that Germany was undermining its rivals by
dumping iron and steel. Britain claimed that German steel companies
were using unfair trading practices to drive British steel firms out of busi-
ness. Coming soon after the war and in an industry critical to war plan-
ning, these claims received greater credence than now appears to be justi-
fied by the facts.l” British tariffs were also motivated by the need to grant
imperial preferences to members of the British Empire, which presup-
poses tariffs from which the empire would be exempted. In all countries,
tariffs were said to be useful in strengthening the nation’s bargaining
position in dealing with other nations who practiced—or threatened—
protectionism.18

These national security and reciprocity aspects of the state goals
dilemma produced a spiral of protectionism with competitiveness issues
at its base. Initially, severe unemployment triggered political pressures in
several countries to save jobs, but the extreme protectionism that resulted
had two dire consequences. First, it exacerbated the economic downturn
itself by sharply reducing the gains from trade. Second, it goaded nations
to increase their own protectionist policies in retaliation. European pro-
tectionism against the onslaught of competitive American firms had been
building for years; the Smoot-Hawley Tariff, enacted by the United States
in 1930, overwhelmed the last supporters of liberalism even in Britain.

After Smoot-Hawley, more than sixty nations retaliated directly against
the United States.!® The resulting global trade war produced a spiral of re-
taliation that cut trade further, and the political relations between nations
continued to deteriorate. In 1930, 85 percent of goods had entered Britain
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free of duty, but by April 1932 only about 30 percent did so. Meanwhile,
the average tariff level had reached 45 percent in the United States, 41
percent in Germany, 38 percent in France, and up to 70 percent elsewhere
in Europe.20 By 1935, 70 percent of global trade also was subject to nontar-
iff barriers (NTBs), mostly quotas.?! In just three years global trade plum-
meted by 70 percent. The Great Depression and the global trade war fed
on one another to produce the most devastating economic chaos of mod-
ern times.

Unemployment reached 22 percent in Britain and more than 30 percent
elsewhere in Europe, America, and Asia. However, the consequences
were not just economic. Unemployment exceeding 40 percent in Ger-
many fueled the growth of Nazism, which in turn led to the outbreak of
World War I1.2 Diminishing trade prospects strengthened militarism in
Japan, which was already building toward a second locus of the coming
global war. As economies nosedived, more than half of the republics of
South America experienced revolts in 1930 or 1931. When unemployment
in the United States grew from around 5 percent to more than 36 percent
between 1928 and 1932, the popular vote for the Communist and Socialist
Parties tripled. With unemployment constantly over 25 percent for nearly
a decade—Dbefore the advent of unemployment insurance and other wel-
fare programs to ease the burden—both the marriage rate and the birth
rate declined by 25 percent in the United States.?

It must be emphasized that the Great Depression was not caused by
protectionism: Many forces conspired to make the global economy of the

Why Liberalism Was Overturned by the 1930s

1. State of theory

Government intervention was justified by socialist theory (because markets
produce unethical outcomes) and Keynesian theory (to relieve unemploy-
ment).

2. State of markets

Even English producers feared foreign competition; market intervention by
other governments brought retaliation.

3. Political power balances

Domestically, organized labor achieved power through democracy; glob-
ally, there was no dominant nation to lead.




The Politics of Protectionism [J 83

1920s vulnerable to a serious contraction.2* Neither did global protection-
ism begin in the late 1920s: In fact, it had been on the rise for half a cen-
tury. But protectionism did reach a frenzied peak at the onset of the 1930s,
and the Great Depression was certainly deepened by the protection-
inspired trade wars that followed.2> Moreover, these events—the Great
Depression, World War II, and the collapse of global trade—became so in-
delibly linked in the minds of policymakers in the 1940s that they created
the Bretton Woods system, discussed in Chapter 4, in order to prevent a
recurrence.26 Their recent experience with depression and war made eco-
nomic prosperity and international peace more compelling than alterna-
tive values such as national autonomy, employment security, and distrib-
utional considerations, which in other times had inclined nations toward
mercantilism. Furthermore, ascendant liberal theory suggested that these
values would be best achieved by practicing liberalism. As a result, they
were frightened into constructing an international trade system built
more upon multilateral liberalism than unilateral mercantilism.

CONCLUSION: THE SOURCES OF POLICY CYCLES

Classical mercantile trade policy evolved in response to existing condi-
tions in the economy and foreign affairs, in tune with prevailing currents
of social and economic theory, and in recognition of the realities of the
distribution of power. By the middle of the nineteenth century, these
foundations had crumbled—and liberalism was erected on the ruins. The
process was repeated a century later when the chaotic protectionism of
the 1930s yielded to the American-led liberal system of the 1940s and
beyond.

It is striking that the two great liberal movements in modern times
were both a response to the worst excesses of protectionism. It was the ex-
treme and irresponsible Corn Law of 1815 that spawned a liberal reaction
against the agricultural protection that had been sustained for centuries.
Similarly, Bretton Woods was the product of beggar-thy-neighbor protec-
tionism enacted in the 1930s as part of a mad drive to retain employment
in desperate circumstances. It is doubtful whether a less radical protec-
tionism could have so thoroughly discredited mercantilism, which in its
sober, classical form had been well rooted in established values and con-
sistent practice. Nor would a less severe implosion of the global system
have generated the same enthusiasm for the supranational solution cre-
ated at Bretton Woods.

Of course, liberal policies are no more immune to changes in prevailing
theories and values, conditions in markets, and domestic and interna-
tional power balances than was classical mercantilism. Indeed, just as
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mercantilism’s inherent liabilities are most apparent when the state thor-
oughly dominates the market, liberalism is especially vulnerable when
the market threatens to overwhelm the political functions of the state.
Thus, liberalism was swept away in the 1930s when trade levels had
reached historic highs, only to reemerge in altered form after World War
II. After half a century of growth, trade has now surpassed those levels.
Will the pendulum continue its swing?
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The International Politics of Trade

he discussion thus far has emphasized the domestic factors that influ-

ence the choice of trade policy by nations, especially the degree to
which free trade is tempered by elements of protectionism and export
promotion. The choice among these three strategies inevitably highlights
the distributional and values dilemmas, most notably the extent to which
nations pursue the liberal goal of maximizing aggregate consumption at
the expense of alternative values such as equality and security. However,
most contemporary trade issues also involve elements of the fourth strat-
egy identified in Chapter 1, the effort to forge conditions abroad con-
ducive to expanding exports.

At the center of those foreign policy efforts are the international institu-
tions designed to facilitate trade, without which no national policy is
likely to be very successful. But these institutions inevitably pose a
dilemma concerning state goals because they prohibit members from
adopting policies thought to negatively affect other members. This limita-
tion on national autonomy may be necessary to secure the benefits of
trade, but it is also strongly resisted as an intrusion on state sovereignty.
The operating principles of these institutions must be understood be-
cause many contemporary trade issues concern the dilemmas embodied
in them, most notably the 1999 “Battle of Seattle” in which protesters dis-
rupted the most recent round of World Trade Organization (WTO) talks.

THE ORIGINS OF BRETTON WOODS

The foundation of the postwar international economic system was laid in
July 1944 at a meeting of Allied ministers in Bretton Woods, New Hamp-
shire. The institutions created there remain at the core of the global econ-
omy today: the International Monetary Fund (IMF), the International
Bank for Reconstruction and Development (IBRD, but known as the

85
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World Bank), and the General Agreement on Tariffs and Trade (GATT).
They are collectively known as the Bretton Woods institutions, even
though the GATT was actually created two years later to replace the
abortive International Trade Organization (ITO) that was originally de-
signed as the third leg of the liberal order. The legal document now re-
ferred to as GATT 1947 remains the basis of international law with respect
to trade, though it has been much amended and extended, most recently
in 1994. The ad hoc international organization which grew up around the
GATT has been replaced by the World Trade Organization (WTO), a
broader institution that commenced operation on January 1, 1995.

To appreciate the role that these institutions play today, we must return
to the principles that motivated the architects of the Bretton Woods sys-
tem. We will see that the foundations of Bretton Woods were laid directly
over the fault lines between liberalism and mercantilism—and between
the alternative responses to trade dilemmas advocated by different na-
tions. Today’s trade policy disputes are the surface rumblings of these
older seismic forces.

The resolution of trade dilemmas embodied in Bretton Woods was pro-
foundly shaped by the Great Depression and World War II. With respect
to the values dilemma, these events made economic growth and global
peace the twin values sought most ardently by policymakers, priorities
most visible in the design of the GATT. By discrediting protectionism,
they also strengthened liberal theory as a model of how to structure eco-
nomic relations in order to achieve these values. With respect to the state
goals dilemma, the disastrous state of the global economy—especially the
collapse of trade markets—contributed to the belief that the international
system required greater management along liberal lines, even if it meant
sacrificing some national sovereignty. It also convinced policymakers
everywhere that a prosperous national economy required a level of trade
that would be impossible without a well-designed international mone-
tary system, a conviction that underlies the birth of the IMF. Finally,
World War II left the United States as the dominant global power, capable
of mobilizing other nations to create such a global system and willing to
provide the leadership required to make it a success. In short, the prevail-
ing state of theory and values, the condition of markets, and the balance
of power among actors produced Bretton Woods. Created in the wake of
the most protectionist period in the modern era, it led to the most open
global trading order the world had yet seen. Though it remained an amal-
gam of liberal and mercantilist responses to trade dilemmas, Bretton
Woods was tilted quite heavily in a liberal direction.

Efforts to move the global economy back toward higher trade levels be-
gan with bilateral approaches in both Britain and the United States.
However, because of protectionist pressures on national governments, it
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was widely acknowledged that free trade required powerful international
institutions to ensure global cooperation and sustain stable financial
arrangements. It was equally obvious that such a system would require
leadership that could be provided only by a single dominant nation,
called a hegemon. Hegemonic stability theory posited as the requisites
of a world leader attributes possessed only by the United States: eco-
nomic size, military might, political power, ascribed status, and the politi-
cal will to lead.

HEGEMONIC STABILITY THEORY AND
AMERICAN GLOBAL LEADERSHIP

The central tenet of hegemonic stability theory is that cycles of global lib-
eralism and protectionism coincide with cycles of hegemonic leadership
and decline.! As a hegemonic power is in its ascendancy, it pushes the
system toward greater liberalism, but as it declines the system tends to re-
vert to regionalism and protection.

Indeed, nineteenth-century free trade was initiated by the championing
of liberal principles by Great Britain, tentatively in the 1820s and deci-
sively with the repeal of the Corn Laws in the 1840s. Britain’s leadership,
which rested on its increasingly dominant economic and military power,
contributed to global liberalization in several ways. British diplomacy in-
duced movements toward liberalism in Europe through a series of bilat-
eral agreements, beginning with the Cobden-Chevalier Treaty of 1860,
which freed trade between Britain and France. Britain’s success led other
nations to emulate its open economy. Britain’s open market for their
goods, especially continental grains, encouraged growth in their exports.
Finally, Britain provided the financing that would facilitate trade: Sterling
became an accepted medium of exchange and the City of London offered
extensive credit.

By the early twentieth century, however, the relative decline of British
power eliminated the hegemon that had enforced the rules of global liber-
alism. The theory of hegemonic stability predicted the result: The system
slipped slowly into protectionism and regionalism, then rapidly and vio-
lently into instability, depression, chaos, and war. A liberal system could
not reemerge until championed by another ascending hegemon, a role
played by the United States in fashioning the Bretton Woods system after
World War I1.2 By that time the United States was three times larger than
its nearest rival in total production, with twice the per capita income and
trade volume of the next nation and seven times greater foreign invest-
ment flows than its nearest rival. In conformity with the central tenet of
hegemonic stability theory, the United States assumed the mantle of
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global leadership, championing Bretton Woods in the 1940s and sustain-
ing liberalism through the 1960s. Since the early 1970s, however, Ameri-
can dominance has declined, and as predicted by the theory, both mer-
cantilism and regionalism have reemerged to challenge the expansion of
global liberalism.

A global liberal regime backed by hegemonic leadership is needed to
overcome the natural inclination of most nations to retain their own trade
barriers while inducing other countries to lower theirs. Such a free rider
can take advantage of open markets elsewhere to expand exports but
avoid the painful (if ultimately beneficial) adjustment to import competi-
tion. Even though all nations would benefit from global free trade, very
few will adopt it unilaterally without assurance of reciprocity. To break
this logjam requires a hegemon to take the lead and induce other nations
to follow. The hegemonic nation will usually have to subsidize the orga-
nizational costs and also offer recalcitrant nations a more favorable deal
than strict reciprocity would require. In fact, a hegemon frequently offers
side benefits in exchange for cooperation in creating an international
regime, such as the massive infusion of foreign aid provided to Europe by
the United States under the Marshall Plan in the late 1940s.

American hegemonic leadership was especially critical in this period
because conditions were not favorable for free trade in most major trad-
ing nations. In particular, depression-depleted and war-ravaged Europe
could not be optimistic about its competitiveness, especially vis-a-vis the
United States. Nor were the free-trade tenets of liberalism unchallenged.
One dissent emerged from within liberal theory itself. Known today as
the optimum tariff argument, it shows that a tariff can sometimes im-
prove national income by forcing foreign producers to lower their export
prices.? However, this benefit, which comes at the expense of trading
partners, accrues only to countries whose large market gives them lever-
age on total global demand. Following Keynes’s influential analysis,
many also contended that protectionism could “export unemployment,”
contrary to the assumption of full employment used by Ricardo to gener-
ate the gains from comparative advantage. Together these arguments re-
futed the free traders’ contention that the gains from protectionism were
illusory, a position strengthened by recent analyses suggesting that
British protectionism actually benefitted the British economy. Moreover,
government control over trade was a logical corollary to then prevailing
sentiment in Europe, which favored government supervision of the do-
mestic economy, especially during its transition from a wartime orienta-
tion to a peacetime equilibrium.

Furthermore, although prosperity and peace were dominant values in
the post-Depression, postwar world, two devastating wars within twenty-
five years also inspired a desire for national security and autonomy. Eu-
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rope feared economic dependence on the United States, particularly be-
cause of the widely held view that the Great Depression had been caused
by poor management of the American economy. Since another U.S. reces-
sion would also spill over into other economies, Europeans insisted that
the ITO include a full-employment mandate to prevent the contractionary
policies to which the United States seemed prone. Thus, together with the
ever present distributional implications of trade policies, these dilemmas
ensured that global liberalism would face opposition.

However, several factors unique to the era made it easier for the United
States to foster agreement. Most significantly, Europe was unusually sus-
ceptible to the side benefits that a global hegemon could offer. It badly
needed the American market for its exports, American capital to rebuild
its infrastructure, American dollars to finance trade and investment, and
American military protection in the chaotic world of the 1940s. As a result
of such undeniable dependence, European nations had little choice but to
resolve the dilemma over national autonomy by accepting the constraints
on its economic policies inherent in membership in the Bretton Woods in-
stitutions. The presence of the Soviet Union as a military threat and global
communism as an ideological threat reinforced the common interests of
Western nations. Not only would Bretton Woods strengthen Western
forces against the Soviet Union by promoting rapid recovery and cement-
ing closer ties, it would also reduce the appeal of communism at the same
time that it highlighted the attraction of democracy, capitalism, and al-
liance with the United States. A final factor was especially conducive to
founding a liberal regime—the conviction that multilateral liberalism
and the resulting interdependence would lead to peace.

LIBERAL INTERDEPENDENCE AND PEACE

Policymakers saw several ways that an institutionalized liberal trading
system could promote peace among nations. The growth of global institu-
tions could weaken the hold of nationalism and mediate conflict between
nations. Trade-induced contact could break down nationalistic hostility
among societies. Multilateralism, since it involves nondiscrimination,
would tend to prevent grievances from developing among states. Interde-
pendence could constrain armed conflict and foster stability. The eco-
nomic growth generated by trade could remove the desperation that
leads nations to aggression.

Despite previous American indifference to international economic co-
operation, this promise of peace inspired the United States to assume eco-
nomic leadership and motivated Europe to follow it.* President Franklin
Roosevelt’s secretary of state, Cordell Hull, held an extraordinary belief
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in the efficacy of free trade as a guarantor of peace, largely because he as-
cribed to trade disputes a major role in promoting conflict. This view has
been neatly summarized by the slogan, “If goods can’t cross borders, sol-
diers will.” As early as 1916, Hull even went so far as to contend that
bitter trade rivalries were the chief cause of World War I. Though few his-
torians would accord them such importance, economic tensions were cer-
tainly present: Between 1890 and 1914, tariff wars erupted between
Switzerland and France, between Italy and France, between Germany
and Spain, between Germany and Canada, between Germany and Rus-
sia, and between Russia and the United States.

Each was precipitated by discriminatory trade policies in which differ-
ent quotas or duties were imposed on the products of different nations.
Trade barriers became tools of foreign policy rather than economic policy.
Preferences offered to one nation but not to others (i.e., positive discrimi-
nation) were used to create spheres of influence, as Germany did before
World War [; to build empires, as Japan and Italy did in the 1930s; and to
reinforce existing colonial ties, as Britain and France had done for years.
Negative discrimination directed against particular nations was useful as
an element of statecraft, but it created commercial rivalries and exacer-
bated national tensions. Such politicized trade could lead to tariff wars,
but Hull believed that free multilateral trade would build bridges rather
than create chasms between peoples and nations. As Harry Hawkins,
Hull’s deputy, said in 1944, “Nations which are economic enemies are not
likely to be political friends for long.”>

Indeed, even as late as 1938 Hull apparently believed that war could be
prevented by negotiating a trade agreement with Nazi Germany. The
Axis powers contended that discriminatory trading arrangements re-
stricted their ability to export on equal terms, and because they were
therefore unable to earn the foreign exchange necessary to purchase raw
materials, they were forced to go to war to secure access to them. Thus,
Hull championed the nondiscrimination principle, which had also been
contained in the third of President Wilson’s Fourteen Points for promot-
ing peace at the end of World War 1. In fact, because Hull’s vision of the
postwar order emphasized nondiscrimination in trading arrangements
even more than expansion of trade volumes, multilateralism became the
cornerstone of the GATT.

By contrast, the British valued free trade more than nondiscrimination,
arguing that tariff reduction produced economic growth and that pros-
perity encouraged peace. Certainly interwar Europe illustrated that mer-
cantilism could lead to economic failure, which in turn could generate
dangerous levels of domestic instability. Such instability could foster anti-
democratic and anticapitalist forces, as witnessed by the rapid rise of one-
party governments throughout Europe in the early 1930s. Some of these
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governments were committed to economic and political programs—
Nazism in Germany, fascism in Italy—that were bound to threaten inter-
national peace.

Liberals also borrowed an argument that had been developed a century
earlier by Ricardo: that extensive trade among nations created a powerful
incentive to avoid war that would disrupt it. Proponents of the Corn
Laws had cautioned that to rely upon others for key commodities would
compromise the autonomy of the nation’s foreign policy, especially be-
cause one could not threaten war against nations that supplied essential
food. Ricardo noted, however, that if free trade created a permanent need
for England to import grain, then other nations would permanently
arrange to produce a surplus to meet that demand. Eventually, England’s
reliance upon trade for consumption would be balanced by the other na-
tion’s dependence upon trade for export revenues, jobs, and profits.
Therefore, domestic interests would exert enormous pressure on both
governments to maintain friendly relations. Since then, interdependence
theorists have used this argument to claim that free trade contributes as
much to national security as self-sufficiency does.

For a combination of these reasons, policymakers in many nations
came to share the view, expressed by President Roosevelt in a 1945
address to Congress, that an open trading system was necessary to
make “the economic foundations of peace ... as secure as the political
foundations.”

THE IDEALS AND INSTITUTIONS OF
THE BRETTON WOODS SYSTEM

Specific historical factors sharpened the appeal of liberalism by accentuat-
ing the values of economic growth and international peace that liberalism
emphasizes. Because the primary threats to those values—instability, pro-
tectionism, and discrimination—emanated from uncoordinated national
policies, the Bretton Woods institutions were created to impose on na-
tional governments a liberal discipline they were incapable of achieving
on their own. That is, each nation agreed to some loss of national auton-
omy in exchange for limitations on those policies of other nations that
were most harmful to them. Each institution was designed to prevent one
of the three forms of beggar-thy-neighbor policies that abounded in the
1930s: tariff barriers (GATT), competitive exchange-rate devaluations
(IMF), and capital controls (IBRD). Although a liberal trading order was
the paramount objective of Bretton Woods, mercantilist concerns never
disappeared, and as a result, the tensions and discontinuities embodied
in these two visions became imbedded in the system itself.
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THE PRINCIPLES OF GATT/WTO

The Bretton Woods conference envisioned an International Trade Organiza-
tion that would facilitate negotiations to reduce trade barriers, govern trade
between negotiating sessions, and resolve other trade disputes. However,
its aggressive quest for trade expansion, which went well beyond disman-
tling direct trade barriers such as tariffs and quotas, brought it into conflict
with other national goals.¢ For example, the ITO charter called on nations
to maintain full employment policies, on the grounds that higher incomes
would result in higher trade levels. But powerful opposition, especially in
the United States, viewed this provision as a violation of national sover-
eignty, arguing that each nation should be free to choose its own domestic
economic policy. In America, this issue aroused great passion, and not only
because opponents feared that full employment policies would fuel infla-
tion more than growth. They were also convinced that such Keynesian
policies were a product of European beliefs influenced by socialist values.
Thus, though the ITO charter was adopted at the United Nations Confer-
ence on Trade and Employment in Havana in 1948, it was never ratified in
either the United States or Britain, the two chief negotiators.

Because the ITO was never created, the GATT organization, originally
set up as a temporary secretariat to facilitate global tariff-reduction nego-
tiations, assumed a somewhat larger role. Still, its principal activity was
the facilitation and supervision of a series of “rounds” of multilateral ne-
gotiations to reduce trade barriers, beginning with the 1947 Geneva nego-
tiations, involving 23 countries. By 1949, the GATT had 33 signatories and
governed four-fifths of global trade. By August 1999, the WTO had 135
members, which together account for more than 90 percent of world
trade. Thirty others were in the process of negotiating accession, or entry,
among them China, Chinese Taipei (Taiwan), Saudi Arabia, Vietnam, and
several former Soviet republics, including the Russian Federation.

The ultimate goals of GATT/WTO are classically liberal—the expan-
sion of trade and the maintenance of a trading system free of political
conflict—but the means used to accomplish them reveals an underlying
philosophy that contains both liberal and mercantilist assumptions. After
all, if nations accepted the liberal proposition that unilateral reduction of
trade barriers is beneficial regardless of the policies of trading partners,
negotiations would hardly be necessary. In fact, in contrast to the nine-
teenth-century British stance, the Bretton Woods philosophy assumes that
beggar-thy-neighbor trade barriers can sometimes benefit a nation more
than unilateral free trade, especially by exporting unemployment. This
possibility was seen as especially significant because the high unemploy-
ment experienced by all nations in the 1930s left policymakers wary of the
simple Ricardian models that assumed full employment. It also left them
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unwilling to adopt free trade without some assurance that the expansion
of exports would boost their employment as much as the growth of im-
ports would erode it. Indeed, policymakers have come to think of em-
ployment growth as a more significant embodiment of the gains from
trade expected of liberalism than lower import prices.

Thus, under the GATT/WTO, any nation that lowers an import barrier
is deemed to have made a “concession,” because reduced protection risks
the loss of jobs and profits in that sector. That concession produces a ben-
efit to other nations that can seize this export opportunity to expand pro-
duction. Negotiations are necessary to induce one nation to grant conces-
sions to others. The actual negotiating procedures were not laid out in the
initial agreements and have varied considerably in the various rounds of
negotiations.” However achieved, the negotiations must meet two basic
principles of GATT—nondiscrimination and reciprocity—while allow-
ing exceptions for the third basic principle, the freedom to retain certain
national safeguards.

In theory, reciprocity is exceedingly simple: Each nation is expected to
offer concessions equivalent to the benefits it derives from the conces-
sions of others. For example, each nation’s tariff reductions are expected
to generate the same export revenue for other nations as the first will en-
joy from the tariff reductions of others. There are at least two major draw-
backs to bilateral bargaining under the reciprocity principle, however.

First, it would not permit tariff reductions when trade patterns were
“triangular.” Suppose, for example, that Barbados exported sugar to the
United States but not to Britain (because of shipping costs), that the
United States exported computers to Britain but not to Barbados (because
the demand was small), and that Britain exported autos to Barbados but
not to the United States (because the steering wheel is on the “wrong”
side). In such a circumstance, bilateral bargaining would fail because, al-
though the United States would be willing to lower its tariff against sugar
from Barbados, Barbados would have nothing to offer to the United
States in return. Likewise, Britain would be willing to increase its imports
of American computers in return for equivalent concessions by the
United States, but in this example, it sells nothing in the United States.

Second, bilateral bargaining would lead to as many tariff schedules for
each product as there were trading partners. The United States would
charge one duty for Haitian sugar, another for Jamaican sugar, and a third
for sugar from Barbados—with the rate calibrated to the concessions of-
fered by each. This complex system would invite deception by misrepre-
senting a product’s origin or even by transshipping it through a third
party to secure the lowest possible duty. Moreover, it would violate the
liberal precept that a product should be exported by the most efficient
producer—not the best negotiator.
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Still, if the only goal had been to increase trade, such a system would
have been workable. However, there was a more fundamental objection
to it: Charging different duties to different nations constitutes discrimina-
tion—and that would inevitably politicize trade. Recall that the nondis-
crimination principle was crucial to Hull’s vision of a trading order that
engendered peaceful political relations as well as efficient economic rela-
tions. Indeed, the importance of this principle may be gleaned from its lo-
cation at the very beginning of the GATT, where it is embodied in Article
1’s most-favored-nation (MFN) clause: “Any advantage, favor, privilege
or immunity granted by any contracting party to any product originating
in or destined for any other country shall be accorded immediately and
unconditionally to the like product originating or destined for the terri-
tory of all other contracting parties.” In other words, each signatory na-
tion of GATT is prohibited from discriminating against any other signa-
tory—either positively or negatively—by maintaining different trade
barriers for different countries.® Similar provisions had been contained in
all American treaties negotiated bilaterally since 1934 and most treaties
negotiated by European nations since 1860.

This system has undeniable appeal, but it considerably complicates the
negotiation process. If a single tariff schedule applied to all trading part-
ners, strictly bilateral negotiations could not be very effective because any
concession granted to one nation would automatically be enjoyed by all
the others as well. In effect, a nation would have an incentive to free ride
by refusing to offer concessions that would meet its reciprocity obliga-
tions, because under the nondiscrimination principle it would still be able
to benefit from the concessions granted by others. By contrast, without
the nondiscrimination principle, reciprocity would be self-enforcing in
the sense that nations unwilling to offer concessions would find them-
selves unable to achieve access to the markets of other nations. Though
this free-rider problem never completely disappears, the unconditional
MEN principle has been retained, in part because a certain degree of free
riding has been considered preferable to enduring the economic costs and
political consequences of discrimination. Since the hegemon is usually
the principal victim of free riding, it can exercise either its tolerance or its
power to mitigate the problem. Furthermore, various negotiating
arrangements have been found to reduce the severity of free riding.

In the first five GATT rounds (Geneva, 1947; Annecy, 1949; Torquay,
1950-1951; Geneva, 1955-1956; and the Dillon Round in Geneva, 1960-
1961), bargaining began with a series of bilateral negotiations using the
principal-supplier rule to identify the parties to a negotiation. That is,
each pair of nations would exchange requests for item-by-item tariff re-
ductions on those products for which each was a principal supplier of the
other. Each pair would then negotiate an agreement that achieved bilat-
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eral reciprocity by granting equivalent concessions to each side. Of
course, because these tariff reductions would become available to all na-
tions under the MFN clause, no nation could accurately assess the bal-
ance of concessions and benefits until all the preliminary agreements in-
volving all pairs of nations had been concluded. At that point, the
preliminary agreements would be amended through multilateral negotia-
tions to take account of the indirect benefits received by each nation from
the generalization of the bilateral agreements reached by other parties.
This approach was adequate for the initial round in 1947, which achieved
large nominal cuts (about 20 percent, covering about 78 percent of total
imports), because many 1930s-era tariffs were too high to serve any real
protectionist purpose and nations were thus willing to give them up eas-
ily.? However, the next four rounds produced very small gains (2-3 per-
cent each, covering products that made up only about 10 percent of global
trade) because the item-by-item approach permitted domestic interests to
rally support for protection. The principal-supplier method resulted in a
relatively low incidence of free riding, however. A nation that attempted
to free ride usually found that tariffs on its leading exports remained high
because other nations were not willing to offer concessions in exchange
for benefits that they would share with a free rider. The last three rounds
(the Kennedy Round, 1962-1967; the Tokyo Round, 1973-1979; and the
Uruguay Round, 1986-1994) successfully used a formula approach that
began with an across-the-board cut followed by negotiations of item-by-
item exceptions.

Operating under the nondiscrimination and reciprocity principles,
these negotiations achieved major declines in trade barriers within many
product categories, but they yielded much less progress in the products
exported by most poor nations. In particular, barriers to trade in textiles
and tropical agricultural goods remained high, because the nations pos-
sessing comparative advantages in these products were too weak to force
them onto the negotiating agenda. Most poor nations found it difficult to
meet the obligation of reciprocity, since opening their relatively small
markets offered minimal export opportunities for rich nations. As a re-
sult, rich nations felt little pressure to reduce tariffs on those products, in-
stead concentrating their attention on the demands of nations who had
more to offer in exchange. Thus, poor nations assailed the non-discrimi-
nation principle as a sham that used liberal rhetoric to disguise the role
played by power politics in the institutional foundation of international
trade.

Indeed, Bretton Woods is far from a pure free trade system. After all,
the very definition of import liberalization as a concession under GATT’s
reciprocity principle is a mercantilist, not a liberal, conception. Further-
more, old tariff barriers remain because complex negotiations to remove
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them take time, and new nontariff barriers (NTBs) have arisen in recent
years. Moreover, significant antiliberal features—exceptions to the
nondiscrimination and reciprocity principles—were built into Bretton
Woods from the outset.

In fact, the GATT contains so many of these escape clauses that they
may be said to collectively constitute a safeguard principle, which ac-
knowledges that certain national interests are so essential that no interna-
tional agreement could—or should—prevent nations from defending
them. Thus, GATT accommodated these deviations from liberal princi-
ples because few nations could have accepted the agreement without
such assurances. Three of these provisions are especially striking—
though none has much import today—because they permit behavior that
was central to classical British mercantilism. Under the grandfather
clause of Article 1, paragraph 2, the British were permitted to retain the
imperial preferences of the old British Empire. In extreme balance-of-
payments deficit situations, Article 14 allows non-tariff barriers (which
otherwise would violate Article 11’s prohibition of import quotas), even
discriminatory ones (which would otherwise violate the MFN clause).10
Under Article 21, a nation may take any action it “considers necessary for
the protection of its essential security interests . . . in time of war or other
emergency in international relations.”

A more important exception to the nondiscrimination provision is
found in Article 24, which permits regional tariff preference areas such as
the European Union and the North American Free Trade Agreement. A
member of such a regional organization may apply a tariff schedule more
favorable than the most-favored-nation rate to other member countries,
but these discriminatory arrangements must meet three conditions to be
considered GATT-legal. First, they must lower barriers inside the region
rather than raise those outside it. Second, they must be completed over a
“reasonable amount of time.” Third, they must cover “substantially all”
products. Although no regional arrangement has ever fully met these
standards, all have been tacitly permitted.

Other escape clauses include Article 19, which permits nations to “sus-
pend the obligation [of the GATT] in whole or in part”—that is, they may
reduce or delay tariff reductions—if imports threaten domestic industries
with “serious injury.” Nations invoking this clause must offer equivalent
compensation to affected parties, who are free to take retaliatory measures
if they do not.1? Under Article 35, a member need not recognize GATT
obligations toward new contracting parties, a provision originally in-
cluded at India’s request in anticipation of South African entry but used by
fifteen nations upon the accession of Japan in 1955. Finally, Article 25 au-
thorizes the contracting parties, on a two-thirds vote, to grant waivers of
GATT obligations “in exceptional circumstances not elsewhere provided.”
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The sum of these exceptions compose a significant mercantilist element
within a structure that is ostensibly liberal. Indeed, business interests in
the United States opposed the Havana Charter in part because they felt
that these provisions would have made the agreement “a step away from,
not toward, the goal of multilateral trade.”12

THE FINANCIAL INSTITUTIONS OF
THE BRETTON WOODS SYSTEM

The financial institutions of Bretton Woods—the IMF and IBRD—were
designed to facilitate this new trading order. To do so, they had to resolve
the problems that led to a disintegration of the international monetary or-
der of the interwar years, which in turn contributed greatly to the col-
lapse of trade. For our purposes, the most significant difficulty concerned
the inability of nations to finance trade through the easy conversion of
their currencies into acceptable media of exchange, especially during
periods when trade deficits were relatively large.!3

Conventionally, economists divide the challenge of maintaining an ade-
quate international financial system into three interrelated problems: li-
quidity, adjustment, and confidence. In order to finance trade, the interna-
tional financial system must provide a medium of exchange, that is, some
“liquid” asset that traders will accept as money. Without such liquidity,
private actors could exchange goods only through barter. National curren-
cies do not provide a complete solution, since firms resist accepting pay-
ments in a foreign currency unless assured that it can be easily converted
into the currency in which they conduct most of their business.

Ordinarily, the central banks of individual nations provide this assur-
ance—and thus facilitate trade—by exchanging national currencies for
one another. However, they are willing to perform this exchange function
only if they have enough confidence in the values of these currencies to
hold sufficient stocks of them. Just like private firms, central banks are re-
luctant to accumulate foreign exchange unless they are assured that it is
liquid, that is, that it can be easily exchanged at a reliable and predictable
price. Unless the system provides some basis for this confidence, banks
will not maintain a large enough inventory of currencies to provide the
liquidity necessary to accommodate a large volume of trade.

From 1870 to 1914, the mechanism that solved these two problems was
the gold standard; central banks accepted gold as the ultimate liquid as-
set and individual national governments guaranteed a fixed conversion
rate between gold and their national currency. Since each nation main-
tained a reserve of gold to back its currency—each nation’s central bank
agreed to exchange its currency for gold at a fixed price—the system
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worked well to facilitate trade and investment transactions. In fact, so
long as the supply of gold was adequate and confidence was high that na-
tional monetary authorities would redeem currency for gold as promised,
even temporary trade deficits presented no problem because excess cur-
rencies would be willingly held by national treasuries, central banks, and
even commercial banks and other firms. Any successful system must tol-
erate such temporary imbalances, because it is inevitable that levels of im-
ports and exports will fluctuate in the short term as prices and other eco-
nomic conditions change.

Of course, there are limits to the confidence one can have in national
monetary authorities and thus limits to the tolerance for disequilibrium.
These limits are a function of the size of the deficits that are accumulating,
the size of the gold reserves nations maintain to settle those deficits, and
the ability of national governments to adjust their economies in the event
that it becomes evident that those deficits result from long-term rather
than short-term factors. For example, if a nation’s exports continually lag
behind its imports—presumably because its production is not competi-
tive with firms in other countries—it has available three methods of ad-
justment. First, it may lower the price at which it agrees to exchange its
currency for gold. This devaluation of the exchange rate makes it more
expensive to purchase foreign currency and therefore foreign products, so
imports should decline. Devaluation also makes a nation’s own currency
cheaper for others to purchase, so its exports should grow. Second, a na-
tion may erect barriers to inflows of goods (imports) and outflows of cap-
ital (foreign investment). Third, it may contract the domestic economy so
that citizens have less money to spend and consequently purchase fewer
imports. In all three cases, a new equilibrium should be reached in which
imports and exports once again balance each other. Confidence in the sys-
tem is better maintained if trade stability causes disequilibria to be tem-
porary and small, if liquidity is high enough to make adjustment rela-
tively rare, and if a hegemonic actor can force countries to adjust
responsibly when adjustment becomes necessary. During the period of
British hegemony, the latter role was played effectively by a combination
of the political power of the British government and the economic power
of the City of London, whose banks controlled a large portion of the
world’s gold supply and influenced a still larger portion of the capital
available for investment and loans.

Responsible adjustment is important to the system because any form of
adjustment by one nation is inevitably disruptive to all others. Rapid or
massive exchange-rate adjustments undermine the predictability of trans-
actions and discourage trade. Devaluations especially arouse the ire of
foreigners who are holding a currency when its value declines—and
makes them wary of holding it in the future. Other nations are also re-
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sentful of any form of adjustment that shifts competitiveness more than
required to reestablish equilibrium. Of course, they are particularly op-
posed to forms of adjustment, such as import barriers and capital con-
trols, that restrict their ability to trade.

The gold standard worked efficiently so long as the gold supply was
adequate to the routine liquidity needs of the system, so long as confi-
dence in the pound sterling was sufficient to augment that liquidity in an
emergency, so long as confidence in the hegemony of Britain to manage
the system was unquestioned, and so long as the imbalances to be fi-
nanced were small enough in relation to gold reserves that adjustments
were modest and infrequent. After World War I, none of these conditions
held. Severe inflation eroded the purchasing power of gold so that it no
longer provided enough liquidity to facilitate trade, let alone the enor-
mous amount required for payment of huge German war reparations
owed to European nations and massive war debts incurred by European
nations to the United States. Aided by the dislocations of a global eco-
nomic downturn and considerable speculation in currency markets,
rapidly shifting supply of and demand for currencies left nations unable
to maintain exchange-rate stability. The gold standard was abandoned,
leading to a period of sharp volatility in the relative prices of currencies
that discouraged trade.

Britain’s ability to manage the system waned because its economic
power declined. Further, international norms broke down as an increas-
ing variety of national political systems arose—from the New Deal in the
United States to fascism in Europe—each dominated by different values
and committed to different economic theories. Nations selected adjust-
ment policies in keeping with their own domestic needs, seemingly indif-
ferent to the disruptions these adjustments caused abroad.

Specifically, nations adopted protectionist trade policies and beggar-
thy-neighbor exchange-rate policies in which they devalued their curren-
cies in order to encourage exports and discourage imports. These compet-
itive exchange-rate devaluations, like the tariff increases and export
subsidies that they mimicked, elicited retaliatory responses from other
nations that soon degenerated into a spiral of chaotic rate fluctuations.
The resulting instability in exchange rates increased the uncertainty and
risk of trade, which in turn inevitably led to falling trade levels. Nations
also restricted the external flow of capital, both to better control their ex-
change rates and to keep investment at home, where it was needed to re-
build the economy. Just as trade declined enormously, so did financial
flows. Hence, the Great Depression had roots in monetary chaos as well
as the collapse of trade. Further, national hostilities generated by beggar-
thy-neighbor monetary policies exacerbated those stemming from trade
disputes.
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Thus, a new international financial system had to be created that would
solve the problems of liquidity, confidence, and adjustment against the
backdrop of new political and economic realities. Some of these economic
realities—such as the increase in liquidity required by the meteoric rise in
trade, investment, and loan levels—posed greater challenges, but the po-
litical reality of a powerful United States committed to hegemonic leader-
ship offered a greatly enhanced capacity to meet them. The method cho-
sen was the Bretton Woods system, centered around the dollar-gold
standard, an IMF-enforced system of fixed exchange rates, and massive
capital flows provided by the World Bank and the United States.

Liquidity was provided by a combination of gold and the U.S. dollar,
which were linked by the U.S. Federal Reserve’s commitment to freely ex-
change gold and dollars at the rate of $35 per ounce. Given the gold short-
age, nations held most of their international reserves in the form of U.S.
dollars, the system’s reserve currency. This meant that the liquidity of the
dollar-gold standard rested on huge U.S. gold stockpiles and the willing-
ness of the United States to export enough dollars—through balance-of-
trade deficits, investment flows, loans, and Marshall Plan aid—to main-
tain reserve assets and facilitate trade. Confidence in this system also
rested on trust in the United States, because the dollar could be debased
at any time through irresponsible action by U.S. monetary authorities or
miscalculation of the system’s liquidity needs. Hegemonic stability theo-
rists correctly note that only the U.S. dollar commanded sufficient respect
to guarantee the confidence of most observers and that only the United
States had sufficient political and economic power to silence those that
did not share it.

It was still necessary, however, to restrict the ability of nations to choose
adjustment policies that harmed others, especially the trade barriers, cap-
ital controls, and competitive exchange-rate devaluations that had con-
tributed to the collapse of the 1930s. In particular, the International Mone-
tary Fund (IMF) was created to supervise a new system under which the
par value of each currency was defined in relation to the U.S. dollar. Each
nation was required to use its reserves in order to maintain this par value
by buying or selling dollars in exchange for its own currency until supply
and demand once again balanced at the agreed-upon rate. Furthermore,
governments were prevented from undertaking a unilateral change in
this exchange rate without IMF approval, since such a change was con-
sidered a means of last resort to resolve persistent balance-of-trade
deficits. Neither could nations “adopt any monetary or general price
measure or policy” that would threaten the balance-of-payments equilib-
rium of other nations without a four-fifths vote of IMF member states.
Thus, in the hope of preventing the wild currency speculation, capital
flows, and bank failures that were common during the Great Depression,
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the IMF was empowered to constrain extreme and illiberal macroeco-
nomic policies of governments.

But the cost—in terms of sacrificing national sovereignty—was high. In
practice, these restrictions encouraged adjustment to trade deficits by
contractionary domestic policies, including high interest rates and either
high taxes or low government expenditures. Although these policies
would slow the economy enough to restrain imports and would restore
equilibrium with minimal impact on other nations, they were also likely
to promote domestic unemployment, slow economic growth, and dimin-
ish the resources of the state to respond to the social problems that re-
sulted. Given the political sensitivity of these effects—which were bound
to undermine the domestic popularity of governments and doom the po-
litical careers of leaders—it was no small compromise for states to will-
ingly relinquish the authority to choose alternative means of adjustment.
Only the extraordinary conditions of the time can explain this unprece-
dented trade-off of state sovereignty for the benefits of a stable interna-
tional trading system. However, since these pressures on national govern-
ments were well understood, the system also provided means by which

Resolutions of Trade Dilemmas Embodied in the Bretton
Woods Amalgam of Liberalism and Mercantilism

Mercantilism Liberalism

1. Value trade-offs

GATT liberalizes trade to achieve
efficiency, maximum economic

Other values must be pursued by
domestic legislation that does not
contravene Bretton Woods growth, consumption, and
principles. international peace. IMF promotes

stability.

2. Distributional outcomes

GATT’s negotiating rules benefit
powerful nations.

GATT’s escape clauses and
reciprocity principle accord some
scope for national sovereignty.

Liberalized trade benefits efficient
sectors, owners of abundant
resources, and competitive nations.

3. Effects on the state

National sovereignty is restricted
by GATT’s non-discrimination
principle and IMF rules.
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major adjustments could be delayed as long as possible, in the hope that
the disequilibrium would prove to be temporary or that minor adjust-
ments would work given enough time.

Those means involved short-term loans from the IMF and long-term
loans for war-recovery purposes from the IBRD. The latter provided a fi-
nancing facility to repay war debts, provide for reconstruction, and aid
balance-of-payments difficulties. The motivation for the World Bank was
not only to provide an option for nations tempted to control trade and in-
vestment; it was also predicated on the assumption that the loan-induced
prosperity of Europe would contribute to trade that could raise the pros-
perity of all the nations of the globe together. The same logic later applied
to the Third World, where the bulk of IBRD loans have been directed
since the 1950s. Thus, the Bretton Woods system was an attempt to en-
courage nations to maintain liberal trade policies while allowing some
measure of national autonomy.

For many years the system worked; global trade increased at an un-
precedented historical rate and the global economy expanded rapidly.
Since its founding, however, the Bretton Woods system has undergone
major changes, especially with respect to finance. Confidence in the dollar
eroded as the persistent American balance-of-payments deficits docu-
mented in Chapter 1 dumped more dollars onto international currency
markets than could be redeemed by U.S. gold stocks, eventually forcing
the United States to abandon the commitment. Just as the link between
gold and the dollar was broken in the early 1970s, which compromised
the only source of liquidity that could command any confidence, the in-
crease in trade and, especially, the huge trade deficits associated with
spiking oil prices, required even greater liquidity. Most developed nations,
unable to stabilize their currencies’ values, ceased to peg them to either
gold or the dollar. Instead, most major currencies have been allowed to
“float,” that is, their exchange rates are determined by supply and de-
mand in global currency markets, with minimal intervention by states.

Increasingly, however, the source of demand for currencies does not lie
primarily in the need to finance trade. Instead, currencies are purchased
in order to facilitate foreign investment and, especially, to speculate on
the future values of the currencies themselves. These changes stem partly
from the technological advances in communication and information
transfer that permit instantaneous exchanges across the globe. They also
reflect the rise of multinational corporations that generate large capital
flows and the emergence of a class of capitalists who earn rewards from
the transactions themselves. Underlying all of these factors, however, is
the effect of the Bretton Woods institutions in spreading liberal ideas
about the benefits of free markets and in dismantling barriers to flows of
both capital and goods. These changes have had enormous impact on the
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ability of the state to insulate its economy from external forces. With
states no longer able to control the value of their own currency, rates can
fluctuate so wildly that trade—once the principal purpose of foreign ex-
change markets—is now impeded by them. Indeed, as we shall see in
Chapter 6, the EU has responded to the trade disruption caused by fluctu-
ating currency values among its members by moving to replace the vari-
ous national currencies with the Euro.

All of the Bretton Woods institutions have adapted to changing circum-
stances, not least those they themselves have brought about. Changes in
the trade dimension of Bretton Woods can be seen in the Uruguay Round
of trade negotiations, which not only continued the process of lowering
trade barriers, but also created a new institution to govern global trade,
the WTO.

THE URUGUAY ROUND OF GATT

The eighth round of GATT negotiations, the so-called Uruguay Round,
was launched in September 1986 with the Punta del Este Declaration. Af-
ter the longest and most difficult bargaining in GATT history, the Mar-
rakech protocol was signed in April 1994 by 123 nations. The Marrakesh
Agreement Establishing the World Trade Organization and its annexes are
comprised of twenty-nine individual legal texts and twenty-eight addi-
tional documents, altogether about 430 pages long. Most notable among
them are the revised GATT (now referred to as GATT 1994), the General
Agreement on Trade in Services (GATS), Sanitary and Phytosanitary
Measures Agreement (SPS) and the Agreement on Trade-Related Intellec-
tual Property Rights (TRIPs). These agreements are accompanied by more
than 20,000 pages, which detail each member’s schedule of tariff conces-
sions and service commitments. The agreement entered into force in Jan-
uary 1995 after protracted ratification fights in several nations, especially
the United States.

The difficulties and delays were due in part to a continuing deteriora-
tion in three conditions that had once been helpful in achieving trade
agreements. First, the interests of the various parties have diverged. The
major trading nations are now trade competitors rather than allies in ei-
ther hot or cold wars. Further, they no longer share the values and theo-
ries that once underpinned both national policies and the multilateral
system. Second, the distribution of power among nations has fragmented.
The erosion of American preeminence has left the system without hege-
monic leadership, and the ascendance of Third World nations to positions
of greater competitive danger in markets has increased their influence.
Negotiations became much more complicated as membership expanded
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from 23 to 123. Third, global growth has slowed and the political pressure
on national governments to improve economic performance—especially
when threatened from abroad—has correspondingly risen.

At the same time, the issues discussed produce greater rancor, especially
because they touch the fundamental dilemmas of trade more deeply. In
this respect, the trade liberalization process suffers from the legacy of its
own success: Because the first seven rounds of negotiations had already
accomplished the easiest tasks, the remaining ones represented challenges
to the global trading system that were both profoundly different and sub-
stantially more difficult than those surmounted previously.

For example, the across-the-board tariff cuts that had formed the cen-
terpiece of previous rounds did not occupy the core of the Uruguay
Round negotiations. After previous GATT rounds had lowered tariff rates
to about a 4 percent average on most industrial products, they were no
longer a significant barrier in most products and in most markets. How-
ever, the tariffs that remain, which are concentrated in a few “peaks” sur-
rounded by virtually zero rates on most products, are very resistant to
further reduction. Because decades of negotiations have rooted out most
tariffs, the remaining ones are invariably those that pose the most serious
dilemmas and thus command the strongest political support. Thus,
across-the-board tariff reductions were a high priority only in relation to a
handful of newly industrializing countries (NICs), especially South Korea
and Brazil, whose protectionist policies are no longer tolerated now that
they compete effectively with more developed nations. Still, further
progress was made, with average tariff reductions of 36 percent (includ-
ing at least 15 percent in all categories) phased in over six years.

However, the Uruguay Round negotiations were dominated by two
other agenda items. First, GATT principles and procedures were ex-
tended into sectors not previously covered, especially agriculture and ser-
vices. Second, the rules of trade were clarified and the procedures to deal
with disputes that arise under them were institutionalized by creating the
World Trade Organization (WTO).

The extension of trade liberalization into new sectors reflects both
changes in the nature of modern economies and shifts in the power bal-
ances among nations. For example, the inclusion of textiles and tropical
products reflects the growing importance of less developed countries
(LDCs), but U.S. bargaining power minimized the gains they were able to
achieve.l4 At the insistence of the United States, the service sector, which
now accounts for about two-thirds of the American economy, was ad-
dressed for the first time. Several areas were liberalized, especially ac-
counting, advertising, computer services, telecommunications, engineer-
ing, and financial services. The United States achieved some successes in
trade-related aspects of intellectual property (so-called TRIPs) but failed
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in others. Because pirating was estimated to cost Americans between $40
and $60 billion annually, the United States sought to guarantee that other
nations would honor patents, copyrights, trademarks, and designs, espe-
cially in the software, chips, biotechnology, and entertainment sectors.
For example, computer programs are now treated as literary works that
require copyright fees. However, barriers to trade in services remain, such
as French restrictions on the percentage of radio and television content
that originates abroad or in languages other than French, restrictions that
were challenged by Hollywood and by American rock musicians. The
United States also pressed trade-related investment measures (TRIMs),
contending that regulating foreign investment by multinational corpora-
tions unfairly restricts access to markets.

The most challenging new sector to be addressed in the Uruguay
Round was agriculture. On the one hand, liberal theory makes an espe-
cially compelling case for free trade in agriculture: Agricultural policies in
industrial countries cost consumers between $200 and $300 billion per
year. However, trade dilemmas have also enlisted the support of an un-
usually formidable collection of political forces. Indeed, many countries
wanted agricultural trade on the agenda, but only a small group of highly
efficient exporters (headed by Canada’s and Australia’s grain-exporting
interests) unequivocally supported free trade in agriculture. Most of the
rest, including the United States, wanted liberalization only in their main
export crops. As a result, agriculture produced the most difficult bargain-
ing of the Uruguay Round, resulting in so many delays and missed
schedules that many doubted that an agreement could ever be reached.

Agriculture presented a unique challenge because its special role in
most political economies ensures that any liberalization in this sector will
induce extensive distributional consequences and uncomfortable trade-
offs with other values. Nearly all nations are committed to sustaining a
healthy agricultural sector, because a relatively large, geographically con-
centrated, and occupationally inflexible population is dependent upon it.
Many cultural and political issues also swirl beneath the surface, exempli-
fied by the Japanese symbolic commitment to self-sufficiency in rice pro-
duction and American reverence for the “family farm.” Moreover, be-
cause agricultural policy in most nations is a complex combination of
various subsidies and non-tariff barriers (NTBs), it is difficult to compute
its actual protective effect. As a result, the agreement requires that all na-
tions replace NTBs with equivalent (or lower) “bound” tariffs. This “tarif-
fication” simplifies negotiations because it allows a better comparison of
the protectionist effects of different national policies.

Tariff rates were reduced in all products, guaranteeing at least minimal
access to even previously closed markets such as Japanese and Korean
rice. Among developed countries, the rates on each product must be
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reduced by at least 15 percent, with an average reduction across all prod-
ucts of 35 percent after a phase-in period of six years. LDCs are permitted
ten years to phase in reductions of at least 10 percent, with an average of
24 percent. Markets receiving $8 billion in U.S. agricultural exports were
affected by the elimination of NTBs.

The principal protagonists in the dispute over agriculture—the United
States and the EU—clashed with particular ferocity over subsidies. The
United States, which itself subsidizes farmers in a variety of ways,
nonetheless took a hard line because about 60 percent of U.S. agricultural
exports face subsidized export competition. The EU, whose Common
Agricultural Policy (CAP) has been described as “the acknowledged
paragon of farm-trade lunacy,” resisted strongly, not least because the di-
versity of interests among its twelve member nations made any agree-
ment, even among themselves, exceedingly delicate.’> Before the agree-
ment, the United States spent about $1 in subsidy for every $100 in
agricultural exports, and the EU spent about $25. The agreement requires
a 36 percent reduction in budgetary outlays to subsidize agricultural
exports, to be phased in over six years. As a result, the EU would cut sub-
sidies by $5-$7 billion, the United States about $500 million. LDCs are
permitted ten years to phase in minimum reductions of 14 percent by vol-
ume and 24 percent in total cost.16

In addition to tariff reductions, GATT 1994 and its associated agree-
ments also clarified and tightened various trade rules. For example, dis-
tinctions are drawn more clearly between those subsidies that are prohib-
ited and those designed to meet goals such as regional development,
environmental protection, and improved industrial research, which are
not. The use of “health measures” as protectionist devices was disciplined
by requiring scientific evidence to support the need for an import restric-
tion. Similarly, technical barriers to trade—the use of testing, certification,
and other procedures as a protectionist measure—are now restricted. Fi-
nally, there are more precise rules for countervailing duties.

THE WORLD TRADE ORGANIZATION

Perhaps the most visible accomplishment of the Uruguay Round is the
creation of a permanent trade institution, the World Trade Organization,
which commenced operation on January 1, 1995, nearly fifty years after
the proposed ITO was abandoned. The WTO is not a wholly new organi-
zation, of course. Its staff and building in Geneva are identical to that of
the GATT secretariat it replaced and the GATT agreements remain at the
center of the legal order it now supervises. Furthermore, although the
WTO may be said to govern global trade, it does so quite loosely and with
very limited resources. Its annual budget, about $80 million, is smaller
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than at least fifteen other international economic organizations and barely
5 percent of the largest, the World Bank. Its staff, fewer than 500, is simi-
larly dwarfed by the World Bank’s 7,000 and the IMF’s 3,000. WTO staff
have no enforcement powers and are authorized neither to interpret
GATT/WTO rules nor to investigate violations of them.

Still, the WTO does represent an important milestone, only partly be-
cause its founding coincides with the adoption of GATT 1994 and other
agreements that clarify rules (e.g., SPS) and extend them to other areas of
trade (e.g., GATS). The WTO also gives new prominence to the Trade Pol-
icy Review Mechanism (TPRM) and, most importantly, strengthens the
system of dispute settlement. The Trade Policy Review Board is responsi-
ble for conducting periodic surveillance of the trade policies and practices
of all members. The largest nations are reviewed every two years; the re-
mainder at wider intervals. Trade policy reviews were begun in response
to an influential 1985 GATT report that concluded, “Governments should
be required regularly to explain and defend their overall trade policies.”
Article 10 of GATT had always required members to publicly announce
all changes in trade policy, but very few did so. The TPRM was designed
to strengthen observance of WTO commitments by monitoring compli-
ance “and by establishing a forum within which members can question
one another’s policies and practices.”?”

Although the TPRM may bring to light a nation’s trade policies and
practices, it is not a means to enforce WTO rules or even to investigate vi-
olations of them. Indeed, overt inconsistencies between a nation’s policies
and its WTO obligations can—and frequently do—continue indefinitely,
until another nation lodges a protest. That complaint initiates the provi-
sions of the dispute settlement system, the most significant and most con-
troversial new contribution of the WTO. The process begins when one na-
tion files a complaint with the Dispute Settlement Body (DSB) against the
policy or practice of another nation. If consultations between the parties
cannot resolve the matter, the DSB appoints a panel of three (sometimes
five) experts to hear evidence on the legal question of whether the policy
in question is consistent with the relevant provisions of GATT and the
other agreements which constitute WTO rules. That panel report, which
rules on the violation and recommends how the violator should rectify it,
can be appealed to an appellate body, whose final recommendation will
be adopted unless the entire WTO membership unanimously disagrees. If
the guilty party refuses to make the recommended changes or to offer ac-
ceptable compensation, the DSB will authorize sanctions to be exacted by
the complaining nation, ordinarily by suspending concessions (that is, by
raising tariffs against products of the guilty nation).

This dispute-resolution mechanism has been the most controversial
feature of the WTO, first during the ratification debate in the United
States, and later by virtue of its early decisions. It has become a lightning
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rod for various criticisms of the WTO, because it is charged with applying
to particular cases the contentious principles contained elsewhere in
WTO rules, including GATT 1947. Under the old GATT procedure, dis-
putes were investigated by a special panel, but because its rulings were
subject to a consensus among all GATT members, every nation had a veto
over any adverse judgment. The WTO panels are also more influential,
both because they have been given a more explicit standard of review,
which increases the predictability of action, and because investigating au-
thorities are now required to provide public notice and written explana-
tions of their actions. These improvements are long overdue; some en-
forcement mechanism is necessary if trade law is to be effective. The
United States argued most strongly for the new rules because of frustra-
tion over the ineffectiveness of the old GATT mechanism, which it used
more often than any other nation.

However, a surprising variety of American groups opposed the WTO
as a violation of national sovereignty. Environmental groups such as
Friends of the Earth, Greenpeace, and the Sierra Club were joined by con-
sumer advocates such as Ralph Nader but, surprisingly, also by conserva-
tives such as Ross Perot, Pat Buchanan, Jesse Helms, and Howard Phillips
of the Conservative Caucus. They feared that a WTO panel would rule
that various U.S. government policies constitute unfair trade practices
warranting retaliation by others. A GATT panel had ruled previously that
the U.S. Marine Mammal Protection Act was an unfair trade restriction
because it prohibited the importation of tuna caught by nets that also kill
dolphins. EU automakers also challenged the U.S. law that established
standards for auto emissions and fuel economy. Buchanan said, “WTO
means putting America’s trade under foreign bureaucrats who will meet
in secret to demand changes in U.S. laws. ... WTO tramples all over
American sovereignty and states’ rights.”1® Because the WTO could not
force a change in American law, GATT director general Peter Sutherland
called this position “errant nonsense,” but the WTO could authorize an
offended nation to impose sanctions or withdraw trade concessions as
compensation for the injury. Thus, in July 1994, attorneys general from
forty-two states wrote President Clinton saying the agreement could jeop-
ardize state sovereignty.

The first few years of experience with the WTO dispute resolution
mechanism reveal that two GATT provisions are especially controversial,
because they allow the greatest intrusion into domestic arenas usually
thought to be within the sphere of national sovereignty. Both the “na-
tional treatment” principle and the “nullification or impairment” clause
have been fundamental to GATT since 1947, but they have assumed
greater importance under the WTO for several reasons. Most importantly,
because dispute resolution panel decisions are now binding, states have a
greater incentive to use these provisions to challenge the domestic poli-
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cies of others. Of course, with tariffs much reduced, such domestic poli-
cies have much greater impact than when they were dwarfed by tradi-
tional barriers. Furthermore, the WTO applies these obligations much
more broadly and with much greater precision than previously.

GATT’s Article 3 establishes the “national treatment” principle, that
“internal taxes, laws, and regulations should not be applied to imported
or domestic products so as to afford protection to domestic production.
Imports shall be accorded treatment no less favourable than that ac-
corded to like products of national origin in respect of all laws, regula-
tions and requirements.” The WTO has heard numerous complaints turn-
ing on whether a domestic and foreign good should be considered “like
products.” It has ruled that the EU ban on meat treated with growth hor-
mones is a violation, rejecting the EU defense that such treatments render
U.S. beef a cancer risk (and therefore not a “like product” entitled to the
same status as European beef). Citing the Sanitary and Phytosanitary
Measures Agreement (SPS) negotiated during the Uruguay Round, the
WTO panel found that the scientific studies relied upon by the EU to es-
tablish the health risk did not meet the required burden of proof, and it
further denied the EU’s request for a two-year delay to commission ac-
ceptable scientific studies that would do so. Canada has also used the SPS
to challenge the EU’s exclusion of asbestos products, which have been
banned in the United States for many years as a carcinogen. The “like
products” standard has also been invoked to challenge the U.S. prohibi-
tion against the importation of shrimp from fishing fleets that use tech-
niques thought to trap endangered sea turtles. In this case, it was ruled
that an adequate regulatory program did not exist to certify that the aver-
age rate of taking of sea turtles by foreign fleets was greater than those of
the United States. The “like products” standard has also been used to
challenge the conformity of domestic taxes to the national treatment prin-
ciple. Japan was found in violation by taxing vodka at a higher rate than
shochu (a vodka-like spirit), and similar cases are pending concerning
Chile’s taxation of pisco and Korean taxes on soju.

GATT’s Article 23 allows any nation to challenge the domestic laws of
another if they “consider that any benefit accruing to it directly or indi-
rectly under this Agreement is being nullified or impaired” by them, re-
gardless of whether the law had that intention. This provision has been
the basis of some notable attempts to penetrate domestic practices. The
United States has challenged Japan’s Large-Scale Retail Store Law, which
limits the establishment of large retail stores that might drive smaller
competitors out of business and regulates the floor space, business hours
and holidays of supermarkets and department stores. The United States
contends that it is difficult and expensive to market American products to
the thousands of small retail stores in Japan and that it would be much
easier for them if Japanese law and regulatory practices allowed large
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chain stores that were open longer hours to operate more freely. As evi-
dence that these domestic practices “nullified and impaired” the market
access to which American producers were entitled by virtue of Japanese
commitments under GATT, the U.S. observed that Kodak photo film ac-
counted for over 40 percent of the market in Europe and elsewhere, but
only 7 percent of Japanese sales. A WTO panel rejected the claim but the
U.S. has continued to press the point in bilateral negotiations with Japan.

The United States has been the most active claimant in WTO cases. For
example, the WTO Annual Report for 1998 records that seven of the eight
adopted panel reports concerned claims initiated by the U.S. Five of the
fifteen new panels convened in the previous year originated from U.S.
complaints, and twelve of the thirty-six other requests for consultations, a
first step toward the convening of a panel, were brought by the United
States. Among them were U.S. contentions that aspects of the income tax
law of five different nations as well as French government loans to de-
velop a flight management system for the Airbus aircraft amount to
export subsidies. The United States also disputed the EU’s classification
of Local Area Network (LAN) adapter equipment as “telecommunica-
tions equipment” rather than “automatic data processing machines”
(which enter under a lower tariff) and protested Canadian patent protec-
tion, which lasts only seventeen years, rather than twenty as required un-
der the TRIPS agreement.

The United States has also been the defendant in a number of com-
plaints. The U.S. laws that have been challenged include a 1996 Massa-
chusetts Act that prohibits state officials from procuring goods or services
from any persons who do business with Burma (Myanmar), in protest of
its human rights record. Complaints have also been filed over the Helms-
Burton Bill, which discriminates against Cuban products and firms that
do business with Cuba, the Harbor Maintenance Tax (said to discourage
trade), and the U.S. Copyright Act, which permits, under certain condi-
tions, the playing of radio and television music in public places without
the payment of a royalty. The most significant complaints, however, are
those described in Chapter 5 concerning American unilateral actions un-
der sections 301-310 of the Trade Act of 1974 and the Anti-Dumping Act
of 1916, actions which impose penalties for alleged trade violations with-
out recourse to WTO dispute settlement.

CONCLUSION: TRADE DILEMMAS, INTERNATIONAL
INSTITUTIONS, AND THE “BATTLE OF SEATTLE”

These controversies surrounding the WTO boiled over in December 1999
when its 135 members met in Seattle. The summit conference was de-
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signed to build momentum for free trade by launching the “millennium
round” of trade negotiations, the ninth since 1947, but instead it raised
the profile of public resistance to the WTO. Unlike the previous Uruguay
Round, which began amid obscurity and public apathy in the sleepy sea-
side resort of Punta del Este, this one attracted a massive display of public
opposition that culminated in the “Battle of Seattle.” Led by environmen-
tal activists and labor union members, tens of thousands of protesters
with disparate and sometimes contradictory perspectives brought un-
precedented discord to the debate over the rules of international trade.
National delegates displayed the same diversity in national interests that
prevented them from agreeing on an agenda in preparatory meetings.
The talks collapsed in acrimony, revealing that contemporary interna-
tional institutions are replete with trade dilemmas that must be con-
fronted both by citizens as political issues and by nations in making pol-
icy choices.

On the one hand, the familiar liberal benefits of trade are too huge to be
dismissed, even if U.S. trade representative Mickey Kantor’s prediction
that the Uruguay Round would yield $1 trillion in gains over ten years is
disputed by the much smaller estimates of the World Bank, the Organiza-
tion for Economic Cooperation and Development (OECD), the Institute
for International Economics, and the Economic Policy Institute. On the
other hand, these benefits must be balanced against other effects that be-
come increasingly apparent to the public as the volume of trade expands
and the institutional operations required to sustain that expansion be-
come correspondingly more intrusive. The Battle of Seattle demonstrates
that the WTO has become a focal point for a diverse set of anxieties about
the dilemmas of international trade, not all of them directly related to the
WTO itself.

Liberalizing trade produces winners and losers, both among nations
and within them. For example, the World Bank identified Africa as a net
loser of the Uruguay Round because its costs for food imports would rise
and the prices of commodities exported by African nations, such as tea,
coffee, and cocoa, would fall. Nevertheless, most developing nations con-
tinue to support trade liberalization, even as they strongly object to facets
of WTO decisionmaking processes that give priority to issues that dispro-
portionately benefit rich countries and burden poor ones. They point out
that the world’s largest trade barriers continue to be found against the
goods in which they have a comparative advantage—Ilabor-intensive
manufactures like textiles and tropical agricultural products—whereas
the proposed agenda for the “millennium round” focuses instead on is-
sues that are of little relevance to them (e.g., e-commerce) or that actually
directly threaten the interests of poor countries. Among the latter are in-
tellectual property rights issues, such as the failure of African countries to
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honor the patents of Western pharmaceutical firms for expensive medi-
cines. In the United States, the distributional dilemma of trade has been
raised by industry groups ranging from corn growers to steel producers,
triggering protectionist actions under American anti-dumping statutes
that other countries see as violations of free trade.

Even more significant are issues in which the distributional dilemma is
intertwined with value trade-offs and sovereignty concerns, each of
which is judged differently by groups around the world. In Seattle, the
largest demonstrations were by U.S. labor organizations, who succeeded
in pressuring President Clinton to endorse proposals that would include
highly controversial provisions for labor standards in future WTO agree-
ments. Previously, the preparatory committee had considered various
proposals under a so-called social clause that would exempt from WTO
benefits any exports produced by slave labor, child labor, workers prohib-
ited from organizing and bargaining collectively through labor unions, or
those denied a minimum wage or health and safety protection. Such pro-
posals are unlikely to be accepted, however, because they seek agreement
where none is possible: Not all nations share the values implied by these
provisions, which would also affect different groups very differently.

Human rights groups strongly support labor standards on value
grounds. U.S. labor unions agree, not only standing in solidarity with
workers facing exploitative conditions abroad, but also seeing their mate-
rial interests threatened by imports produced cheaply because of lax la-
bor standards. Multinational corporations oppose such restrictions,
which would increase their labor costs, and many Third World govern-
ments line up with them, noting that cheap labor is the source of their
comparative advantage. They accuse developed countries of hypocrisy in
blocking trade based on cheap labor while advocating free trade for prod-
ucts using rich countries’ comparative advantage in technology. Poor
countries see these proposals as self-interested protectionism, cultural im-
perialism, and violations of national sovereignty under the guise of hu-
manitarianism. In response, left-leaning groups around the world decry
the WTO as the agent of big business and its allies among political elites,
especially in nondemocratic governments. As one placard carried by
Seattle protesters put it, “The WTO kills people. Kill the WTO.” Clearly,
the underlying issues go far beyond the WTO, but we have seen before
that trade often crystallizes conflicts among alternative theories, values,
and interests. The WTO may not have created these conflicts, but it must
resolve them if international trade is to be governed by an institutional-
ized set of rules.

Of course, not all see the dilemmas concerning the effect of trade on the
state, especially matters of national sovereignty, in the same way. The case
involving EU prohibitions against hormone-treated beef and genetically
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modified foods from the United States is perhaps the most revealing con-
temporary example. Surely the United States is correct in noting that free
trade requires nations to refrain from using fraudulent health issues as a
disguised means of protecting its inefficient industries. Further, the expe-
rience of several centuries makes it clear that the drive for free trade,
which may begin with modest tariff reductions, leads inexorably to tar-
geting aspects of national life that are more sensitive, controversial, and
likely to provoke conflict. Finally, it is hard to deny the need for some in-
stitutional means to transform such political disputes into more easily
resolved legal ones. Yet, surely the EU is also correct that the European
citizens’ right of self-determination includes the freedom to elect govern-
ments that pass laws to protect communities against health risks. That
would seem to include the right to their own weighing of those risks, in-
cluding the judgment that some foods may be dangerous, even though
formal scientific studies have yet to prove it conclusively. Finally, it is
hard to deny that the WTO finding has undermined the sovereignty of
states and with it the freedom of citizens.

Environmentalists in Seattle made much of this concern, fearing both
the substance and the process of future WTO actions affecting the trade-
off of environmental and commercial concerns. Substantively, they ob-
serve that the WTO has made many decisions that seem as hostile to the
environment as they are friendly to trade, on issues ranging from sea tur-
tles to tropical forests. This bias is hardly surprising, they note, when key
decisions that have multiple implications—for economic, environmental,



114 [0 The International Politics of Trade

social, political, and cultural questions—are made solely by experts in
trade law. The insulation of trade dispute resolution bodies from public
opinion and the lobbying efforts of advocacy groups strike at the heart of
democratic ideals.

Trade inevitably poses such dilemmas. It is easy to see that some indi-
viduals, groups, and nations will differ with others on how to resolve
them. The policy choices by nations concerning the institutions that em-
body these options reflect different theories and values, different power
distributions, and different estimates of the effects of markets. Trust in
trade-liberalizing institutions is likely to be greatest in those nations and
among those groups with the greatest power to dominate them. As al-
ways, support for liberalization is greatest in nations with the most pro-
ductive industries (and thus the greatest stake in removing barriers to
trade), and with the highest weighting of trade benefits among its value
priorities. Opposition is more likely from weaker states (which are more
protective of their fragile sovereignty), from economies with more threat-
ened industries, and from societies with a greater commitment to values
other than aggregate growth.

Controversies over the various safeguard measures employed by na-
tions pursuant to GATT’s Article 19 also revisit this enduring problem of
squaring the benefits of trade expansion with the compromises of na-
tional sovereignty required to achieve them. Thus, the very mercantilist
exceptions that made the liberalism of Bretton Woods acceptable to na-
tions have come under attack, revealing the inherent inconsistencies of
the system. Indeed, the international trading order struggles with the co-
existence of systemic institutions more liberal than mercantilist and na-
tional policies inclined to be more mercantilist than liberal.
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Bilateral Trade Issues

he Bretton Woods system achieved its goals of material prosperity

and international peace, but these successes were neither complete
nor permanent. International institutions can constrain—but ultimately
cannot prevent—the adoption of national policies that disrupt market-
based trade. When nations adopt policies that resolve trade dilemmas in
different ways, trade between them is likely to create foreign policy fric-
tion. Nowhere is this more evident than in the conflict-ridden trade rela-
tions between the United States and Japan, the focus of this chapter.

U.S.-JAPANESE TRADE TENSIONS

The signs of trade-induced strain between the United States and Japan
are evident in both formal diplomatic relations and in public opinion,
with so-called Japan-bashing often heard on street corners and in Con-
gress. More Americans (45 percent) see economic competition from Japan
as a critical threat to U.S. interests than the military power of Russia (34
percent), Islamic fundamentalism (38 percent), or regional ethnic conflict
(34 percent).! Polls show that only 43 percent of Americans have a favor-
able opinion of Japan and 53 percent believe that U.S.-Japanese coopera-
tion is only fair or poor. It is revealing that only 25 percent believe that the
American and Japanese people have a good understanding of one
another.

U.S. complaints center on the bilateral trade deficit with Japan, which
has hovered around $50 billion annually since 1985 and which ap-
proached $70 billion in 1999. Fifty-five percent of Americans attribute the
imbalance to Japan’s refusal to open its markets; only 17 percent cite the
competitive weakness of American firms, while among opinion leaders
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those figures are 63 percent and 7 percent respectively.2 Japan rejects cul-
pability for the deficit: One poll revealed that 85 percent of Japanese felt
that America unfairly blames Japan.? Furthermore, Japan complains that
American efforts to reduce the trade deficit violate principles that are
both imbedded in international law and regularly professed by American
trade officials. As a result, the same poll found that only 45 percent of the
Japanese regard America as trustworthy.

It is difficult to overstate the significance of this trade conflict between
the globe’s two largest national economies, which together account for
about one-third of total world production. It jeopardizes their bilateral
trade, which at more than $180 billion per year in the late 1990s exceeded
that of any other pair of nations except the United States and Canada.
Japan depends on U.S. markets to accept about 30 percent of its exports and
on American products, which constitute nearly 25 percent of its imports.+
The fallout from the trade dispute could also endanger other facets of the
economic relationship. For example, the United States relies on Japanese
capital to supply needed investment funds—Japanese investors hold more
than $130 billion in foreign direct investment in the United States and a siz-
able share of the $725 billion in U.S. Treasury bonds held abroad—and
Japanese investors depend upon the health of the American economy to
generate returns on that investment. Furthermore, the credibility—perhaps
even the survival—of the WTO, the centerpiece of the world trade order,
may hang in the balance. In May 1995, the United States, which had been
the chief sponsor of the WTO when created only six months previously,
threatened sanctions against Japan that, if imposed, would have violated
WTO rules.

At the heart of the dispute are complaints by American business that
Japan exports too much and imports too little. Japan counters by pointing
out that the allegedly low levels of Japanese imports look very different
when seen on a per capita basis: The consumption of American products
by the average Japanese citizen is greater than the consumption of Japa-
nese products by the average American. Under this interpretation, the dif-
ference in population—the United States has twice as many consumers—
explains the difference in import levels. Of course, applying this same
logic to the export side would magnify American criticism, since Japan
not only exports far more to the United States, but does so with only half
as many workers. In any case, accusations of unfair trading practices have
been accompanied by calls for the U.S. government to manage trade in or-
der to ensure a level playing field for U.S. firms and workers. In fact, the
phrase “fair trade” is now more often articulated as a goal than “free
trade.” U.S. labor has reacted stridently to the influx of Japanese products
in the United States, arguing that imports steal American jobs. The bitter-
ness is reflected in heated rhetoric, such as U.S. Representative John Din-
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gell of Michigan’s declaration that “there’s only one reason our automo-
bile industry is hurting—those little yellow people.” The view from the
other side of the Pacific is different: Yoshio Sakurauchi, the speaker of
Japan’s lower house, opined that America can’t compete because “U.S.
workers are too lazy” and that “about 30 percent” of American workers
“cannot even read.”’ It is difficult to avoid the conclusion that racism
plays a role in the perceptions by each nation of the other, but real eco-
nomic differences lie beneath the bombast.

The case for attributing the bilateral trade imbalance to unfair Japanese
practices receives support from the observation that Japan has main-
tained a trade surplus with the rest of the world—not just with the United
States. In fact, other nations have also denounced Japan’s trade surplus,
which exceeded $100 billion per year from 1992 to 1995 and averaged
about 2.5 percent of its gross domestic product (GDP) throughout the
1990s. Indeed, Japan has had difficult economic relations for some time:
Fourteen nations invoked Article 35 of the GATT in refusing to accord
MEN status to Japan when it became a contracting party in 1955. In the
1980s, Japan was warned by the German economics minister that “trade
should not be a one-way street” and by the British prime minister that the
trade imbalance “cannot continue without threatening the breakdown of
the free trading system.”®
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This antagonism is magnified because Japan runs large trade deficits
with countries that supply raw materials and large surpluses with most
developed nations.” In the latter countries, such as the United States, sec-
tors that compete with Japanese imports constitute a strong domestic
political constituency that is hostile toward Japanese trade. Ordinarily,
protectionist pressures emanating from import-competing sectors are
counterbalanced by liberal lobbying from the export sector, but the bilat-
eral trade deficits that most advanced countries run with Japan translate
into a deficit in liberal sentiment. As a result, Japan has been forced to
reach agreements with European governments similar to those negoti-
ated with the United States, such as export restraints on automobiles.

Nevertheless, with a current account surplus during the 1990s of over
$700 billion, Japan has become the largest creditor in global history.
Japanese ownership of foreign assets exceeded $2 trillion early in the
1990s and continues to grow each year, a pattern bound to alarm states
who equate this accumulation of wealth with the power to influence the
economies of others. The holdings of Japanese investors abroad, about 12
percent of the global total of foreign direct investment, dwarfs the owner-
ship of foreigners in Japan, which amounts to about .7 percent of that to-
tal. In short, the U.S.-Japanese trade gap reflects forces at work in Japan’s
relations with other nations as well.

At the same time, however, Japan uses a similar logic in locating the
source of the bilateral imbalance in U.S. economic policy, noting that
the American trade deficit is not unique to its links with Japan. Indeed,
the United States has become the world’s largest debtor, after a decade of
current-account deficits exceeding $1 trillion. Because the gap with Japan
accounts for only about 40 percent of that, many feel that Japan is being
used as a scapegoat for a broader American problem. They argue that the
bilateral trade imbalance with Japan—and the related decrease in the
value of the dollar from over 300 yen in the 1960s to under 100 yen in the
1990s—may be a symbol of American decline but not its cause. As one
commentator put it, “To blame Japan for U.S. trade deficits is a lot like
blaming your banker because you are in debt.”8

Indeed, American fixation on the trade deficit with Japan is partly a re-
flection of anxiety about the loss of American hegemony. Although still
the world’s largest economy and exporter, the United States is no longer
as far ahead of its competitors as it once was. In the early 1950s the United
States accounted for about 45 percent of total global production (includ-
ing 80 percent of the world’s cars), held 43 percent of international re-
serves, and furnished about 20 percent of global exports. By the begin-
ning of the 1990s, U.S. production and exports had grown significantly,
but because that growth was not nearly as rapid as that in the rest of the
world, U.S. production had slipped to about 25 percent of total output, in-
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ternational reserves were down to 6 percent of the global total, and U.S.
exports made up less than 12 percent of international trade. American
firms no longer produced 80 percent of the autos driven in the United
States, let alone in the entire world.® Meanwhile, Japan’s exports had
grown from 2 percent to 10 percent of the global total.

Americans, having gotten used to global dominance, naturally as-
sumed that something had gone frightfully wrong when their dominance
began to diminish. Realistically, however, it is the 1950s that should be
considered exceptional—U.S. dominance in the immediate postwar pe-
riod represented the greatest concentration of economic power by any
one nation in history. The global depression of the 1920s and 1930s, a
massively devastating war fought on the territory of the other leading
economic powers in the 1940s, and the unusually prominent role of the
United States in Europe in the immediate aftermath of that war, all helped
to propel the United States to a position of dominance that could not pos-
sibly be sustained after the recovery that eventually ensued.

Still, it cannot be surprising that such a steep relative decline would be
psychologically disturbing to Americans. Furthermore, hegemonic stabil-
ity theory reminds us that bilateral conflicts, along with the rising tide of
regionalism and mercantilism that helps create them, are characteristic of
any period of declining hegemony. Thus, because the 1990s mark the cul-
mination of two decades of relative decline by the United States and five
decades of remarkable growth in Japan, the contemporary strain in bilat-
eral relations between these two powers should not be too surprising.
Also, these conditions merely bring to the fore a conflict that is always la-
tent among trading nations because it stems from an aspect of the state
goals dilemma built into the way that international trade affects the
state.10

THE EFFECTS OF INTERNATIONAL TRADE ON THE STATE

Despite liberal insistence that trade produces peace, the historical record
shows that trade-related conflict is a common theme in international poli-
tics. Theorists such as Harold Laski and E. H. Carr argue that the expan-
sion of trade frequently creates competitive struggles for markets, raw
materials, and investment outlets. The hostilities that led to World War 1
have been attributed to national rivalries sharpened by a drive for
colonies motivated by this competition. Both Japanese and German justi-
fications for World War II cited similar goals in the drive for spheres of in-
fluence that ultimately became campaigns of conquest.

Common to these cases is a structural reality embodied in the state goals
dilemma emphasized by mercantilists: States cooperate for economic gain,
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but they also use trade to compete for political power. It is ironic that this
dualistic facet of international relations was portrayed most vividly by
the liberal theorist Adam Smith:

Being neighbors, [England and France] are necessarily enemies, and the
wealth and power of each becomes, upon that account more formidable to
the other; and what would increase the advantage of national friendship
serves only to inflame the violence of national animosity.!!

Thus, the attitude of a nation toward the economic success of a trade
partner is torn between these two visions.

The wealth of a neighboring nation, however, though dangerous in war and
politics, is certainly advantageous in trade. In a state of hostility it may en-
able our enemies to maintain fleets and armies superior to our own; but in a
state of peace and commerce it must likewise enable them to exchange with
us to a greater value, and to afford a better market . . . for the produce of our
own industry.12

A market perspective sees neighboring nations as potential customers,
but the state must also see them as potential enemies. Which resolution of
this state goals dilemma will dominate policy depends upon circum-
stances. If conflict seems likely—or even possible—the state must con-
sider not only the absolute gains it receives from trade but also the power
implications of those gains relative to the advantages it bestows on oth-
ers. Following Smith’s famous observation that “defence is more impor-
tant than opulence,” it may then be necessary for a state to refrain from
trade that would be more advantageous to its potential enemies than to
itself. As a result, conflict over trade becomes most likely when changes
in respective power levels become visible, because that is when a nation
becomes less concerned with its own absolute gain than with the relative
gain of a rival.

Although few analysts expect the U.S.-Japanese economic rivalry to
erupt into war, many do suggest that the United States should seek to
strike a balance between these two considerations. That is, in recognition
of the state goals dilemma, the United States should manage trade so as
to minimize the long-term threat to national interests that the rapid ascen-
dance of a rival may represent. In practice, that approach means insisting
upon reciprocity in trade relations so that neither party gains more than
the other, even if that policy requires limiting trade and thus sacrificing
some of its benefits. It also means emphasizing trade with partners who
are more likely to be allies than enemies, because trade may cement a
friendly relationship, whereas it may intensify the conflict in an antago-
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nistic one. Such a policy is a dangerous tightrope, however, because, as
liberals note, interference with trade, especially in a discriminatory way,
has often triggered major conflicts. Nonetheless, critics of American trade
policy point to the persistence of the trade deficit as evidence that the
United States has been less attentive than Japan to the long-term implica-
tions of trade for these power-related dimensions of the national interest.

Trade may also generate dilemmas for the state by conveying macro-
economic conditions such as inflation, employment levels, and interest
rates from one nation to its trading partners. For example, during the
1930s, the American depression spread worldwide, in part because the
decline of American imports meant unemployment for the export sectors
of other nations. The consequences of such interdependence will be rela-
tively benign if trade partners have similar macroeconomic goals, but if
they do not, trade may be disruptive enough to produce foreign policy
tensions.

Unfortunately, the United States and Japan pursue quite different value
priorities, and the resulting divergence in economic policy brings injury
to both. As Stephen D. Cohen has put it:

Domestically, the United States has embodied the cowboy spirit: an empha-
sis on consumption and recreation, the spirit of individual freedom and new
frontiers to conquer, distrust of government, and the glory of the free market.
Meanwhile, Japan has embodied the samurai spirit: an emphasis on pro-
duction and the rewards of hard work, loyalty and subordination of self-
gratification to group interests, respect for government authority, and the
need for limiting the free rein of the invisible hand of the marketplace.!3

In particular, the two countries display very different attitudes toward
the values trade-off represented by the choice of consuming today versus
saving for tomorrow. Japanese economic policy strongly encourages sav-
ings and discourages consumption, thereby reinforcing a preference that
appears to be prevalent among Japanese households anyway. Restraining
consumption carries the side effect of limiting Japanese imports, which
constrains the exports and slows the growth of other economies, espe-
cially the United States. In response, other nations have pressured Japan
to stimulate its economy through increased government spending, in the
hope that the resulting rise in Japanese imports would also stimulate their
economies. This pressure has been especially intense in recent years be-
cause the prolonged Japanese recession of the 1990s has been a drag on
the recovery of the export-led economies of Asia from their 1997 collapse.

By contrast, the United States maintains an unusually low national sav-
ings rate. As a result, high levels of individual, corporate, and government
debt require foreign borrowing, which limits the supply of investment
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funds available elsewhere in the world. Consequently, since the 1980s
other nations—especially Japan—have urged the U.S. government to cut
its budget deficit, anticipating that this action would diminish American
consumption and thus lower imports and stem the disruptive flow of
capital out of their economies. Despite considerable effort, neither state
has been very successful in overcoming the proclivities of its respective
economy. The U.S. budget deficit has disappeared, but private consump-
tion continues to accelerate and record import levels have produced
record trade deficits. The Japanese government has boosted spending to
stimulate the economy, but in the process has incurred massive budget
deficits without generating the increases in private consumption or im-
port levels that would reduce its trade surplus.

The tensions created by such disruptive interdependence can be mini-
mized if the injured party accepts a charitable interpretation of the moti-
vations of the other, but such an interpretation is likely only when nations
are already inclined toward friendship. For example, during the Cold War,
the presence of the Soviet Union as a common enemy unified American
and Japanese foreign policy interests and soothed economic tensions.
Now, however, differences in culture and ethnicity reinforce lingering
wariness from World War 11, all of which inflame and complicate a conflict
that remains rooted in a $50-billion-per-year bilateral trade imbalance.

Of course, Senator John Danforth has said that “the issue is not the size
of the trade deficit; the issue is to make sure that both sides play by the
same rules.”14 But that is precisely the problem: It is difficult to agree
upon rules when judgments of what is fair are so deeply imbedded in
such very different cultural and theoretical systems. Because the issues
touch upon dilemmas of trade that are evaluated very differently on op-
posite sides of the Pacific, each party finds it easier to see the other as a
competitor and an enemy than as a partner and an ally.

DIFFERENCES IN TRADE POLICIES

Simply put, major differences in the economic policies of the United States
and Japan make a collision between them inevitable. In particular, Ameri-
can and Japanese trade policies have moved in opposite directions since
the end of World War I, just as List predicted when he observed that dom-
inant nations are typically free traders and trailing nations usually adopt a
protectionist stance. Japan, which had lagged behind Europe and North
America in productivity even before the war devastation, adopted a mer-
cantilist trade policy that emphasized promotion of exports and protection
from imports. Since about 1975, however, when Japan became fully com-
petitive in global markets, its trade policy has moved away from mercan-
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tilist extremes.!5 Indeed, by the mid-1980s Japanese tariffs were compara-
ble to those of the United States and the EU, though the actual level of im-
ports remains lower in Japan than in other developed nations.

Meanwhile, as American economic and political dominance declined
after the early 1970s, U.S. policy slowly drifted away from the liberalism
it had embraced as a hegemonic leader. Though the United States remains
committed to a liberal international system, American policy has become
more aggressive in tone, more unilateral in spirit, and more mercantilist
in substance. Despite its liberal rhetoric, U.S. trade policy now empha-
sizes a range of defensive tools that are seen as protectionist by others and
as the source of trade tensions rather than an antidote to them. In short,
most commentators still see American trade policy as predominantly lib-
eral and Japanese trade policy as predominantly mercantilist, but the dif-
ferences between them have dramatically narrowed in recent years.

Still, the differences between the trade policies of the United States and
Japan are much greater than can be explained by the competitiveness of
their firms in international markets. In fact, they lie in prevailing theories
and values, the state of markets, and the balance of power among key do-
mestic and international actors. Each of these factors helps to explain why
the two nations have judged the dilemmas of trade so differently and
adopted divergent policies that reflect their respective judgments.

JAPANESE TRADE POLICY

Though Japanese trade policy includes some components of classical
mercantilism that were shared by American commercial policy for most
of the republic’s history, fundamental structural disparities in the Ameri-
can and Japanese political economies reflect the great differences in the
historical forces that have shaped modern life in the two countries. The
most striking differences stem from the divergent paths they followed in
the immediate postwar period. One compelling characterization of their
respective goals is that Japan sought to create a production machine,
whereas as America emphasized a consumer society. In particular, Japa-
nese economic policy since World War II has been shaped by an unusual
commitment to rapid growth fueled by an export sector geared to the
global market. It has also been fostered by an unusually dominant role for
the state in mobilizing the energies of the private sector to fulfill that
philosophy.

In one sense, this strategy needs no special explanation because less
competitive nations are almost always mercantilist. But the ferocity of
Japan’s commitment to a trade policy that emphasizes national power
over individual welfare and seeks future growth more than current
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consumption is explained by that country’s unique position and history.
The experience of World War II and the postwar American occupation il-
lustrated graphically how much Japan lagged behind the rest of the de-
veloped world and how significantly that gap could affect Japanese life.
The result was a national commitment to recover from the humiliation of
this period and to restore national pride. At the same time, because Japan
was very poorly endowed in oil, mineral ores, and other key natural re-
sources, it had to maintain a significant level of imports. The need to sell
exports to pay for them thus ruled out any form of autarchic develop-
ment. Finally, unlike European nations, it was located in a region consist-
ing of very poor economies that offered few marketing opportunities, so
it had to orient its trade relationships to global rather than regional mar-
kets. Thus, it was imperative that Japanese firms be able to compete suc-
cessfully in export markets against companies from far more developed
nations that had a considerable head start.

Consequently, trade became the focal point of a far-reaching industrial
policy through which the state shaped Japan’s postwar economy. Policy-
makers sought to develop globally competitive firms in a few well-chosen
sectors that promised long-term growth. The methods combined initial
import protection—motivated by infant-industry arguments that date to
at least Elizabethan England—with vigorous export-promotion programs
centered around credit provided at very favorable terms by the state-
run Japan Development Bank. Achieving rapid export growth required a
complex set of policies that controlled credit and imports, permitted mo-
nopoly situations unthinkable in the American context, and deprived cer-
tain sectors (and consumers in general) to advance others. Direct subsi-
dies, tax relief, and public support of research and development consortia,
in addition to easy credit, fueled a huge expansion of investment.1¢

These efforts were coordinated by Japan’s Ministry of Finance (MOF)
and Ministry of International Trade and Industry (MITI). The unusually
close connection between the government and private industry and the
unusually prominent position of MOF and MITI within the government
gave rise to the term Japan Inc. to describe the total social mobilization
undertaken in support of these fledgling export industries. This could oc-
cur only because of the unique communitarian values, the rare national
consensus, and the unusual structure of Japanese government. Bureau-
crats attained high social prestige during the Tokugawa (feudal) period
(1603-1867) and retained it as they led the modernization process under
Emperor Meiji (1867-1912).

In the mid-1990s, MITI and MOF officials, who are mostly graduates of
Tokyo University, Japan’s most prestigious, remain a business elite. Usu-
ally career bureaucrats, they achieve considerable power to influence the
behavior of private firms through “administrative guidance.” When they
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eventually retire from government service to the private sector, they are
said to “descend from heaven.” The less lofty prestige of government offi-
cials in the United States is reflected in the comparable American collo-
quialism that they enter a “revolving door.”17 As a result, government ef-
forts to steer the Japanese economy encounter little of the resistance from
the private sector that is such a distinguishing feature of the American
political system, especially during the current era dominated by antigov-
ernment sentiments.

The propensity of government policy to intervene in markets is so cen-
tral to its system that Japan scholars have suggested that the Japanese po-
litical economy represents a structurally distinctive system. In fact, Japan
has been called a “non-capitalist market economy” by one and an exam-
ple of “network capitalism” (distinguished from American market capi-
talism) by another.'8 Indeed, interference with the market mechanism is a
core feature of the Japanese political economy and is by no means re-
stricted to government intervention.

The so-called keiretsu, a network of firms linked through product mar-
kets, labor markets, and financial markets, exemplifies the prominent role
played by nonmarket forces in the Japanese economy. These business em-
pires had their origins in the family-controlled holding companies called
zaibatsu, which prospered prior to the imposition of antitrust policy by
American occupying forces immediately after World War II. The four
largest of these zaibatsu accounted for about one-quarter of all capital in
Japan in 1946 and controlled half of the financial markets and a third of
heavy industry.’® When holding companies were outlawed, many za-
ibatsu re-formed under a similar structure of cross-shareholding called
keiretsu, centered around banks.

For example, the Mitsui keiretsu consists of twenty-four major compa-
nies linked together by stock in each firm that is owned by the others. In
fact, more than 50 percent of the shares of these firms are held within the
group. The companies also buy and sell from one another as well as share
market information, provide credit, and cooperate in various other ways.
Mitsui includes two banks, two insurance companies, a real estate firm, a
shipper, a warehouse, an engineering company, a retailer, and producers
of textiles, chemicals, mining products, and petroleum, as well as world-
famous firms that produce electronics (Toshiba) and automobiles (Toy-
ota). In the early 1990s, the six largest keiretsu accounted for about 16 per-
cent of capital and profits in the Japanese economy and held about 25
percent of the outstanding shares on the Tokyo and Osaka stock ex-
changes.?0

Naturally, these industrial structures shape the behavior of firms.
Japanese companies are likely to respond to a variety of stakeholders—
especially affiliated firms—whereas U.S. corporations are more single-
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minded in producing profit for shareholders. As a result, the planning
perspective of Japanese companies is long-term and broad in scope; in-
deed, they may not even be profit maximizers in the same way that
American firms are. For example, a company may pass up the lowest-cost
supplier in order to buy from another member of its keiretsu, since as a
shareholder in the latter it would earn part of the profit. Further, these
large keiretsu often cooperate with one another to form an oligopoly,
which, like monopoly control over a market, raises prices for consumers
and increases profits for business.

Moreover, oligopolies are much more common in Japan than in the
United States because antitrust policies, though by statute similar to
American ones, have been weakened by amendment and are underen-
forced. For example, antitrust exemptions allow legalized cartels in de-
clining industries (to cooperate in reducing excess capacity), among
small- and medium-sized enterprises (to achieve economies of scale), and
for “rationalization” (to improve an industry’s overall performance), as
well as to facilitate exports and limit imports. All these cartels operate un-
der the principle that “excessive competition” can be injurious to a firm
and an industry, thus undermining its competitiveness against foreign
firms. By the 1960s more than 1,000 cartels had been explicitly exempted
from the antimonopoly law by the Fair Trade Commission. Even when
the Fair Trade Commission has attempted to discourage collusion and
centralization, it has often been pitted against the more politically power-
ful Ministry of Trade and Industry, which helped to create and sustain
many of these very same cartels. Further, no plaintiff has ever won a pri-
vate antitrust suit in Japan.

State-based export-promotion policies have also been integrated with
private efforts. Large general trading companies (sogo shosha) have
formed to facilitate the entry of smaller firms into foreign markets by pro-
viding marketing expertise, transport facilities, and credit. The nine
largest, each associated with a particular keiretsu, handle 47 percent of
Japanese exports, 65 percent of imports, and 18 percent of domestic
wholesale sales.2! Aided by the government-run Japanese External Trade
Organization, which maintains offices in more than fifty foreign coun-
tries, Japanese firms find it relatively easy to monitor foreign markets
so as to compete more effectively. By contrast, U.S. firms lack such exten-
sive help in marketing in Japan and often bear the further burden of ig-
norance of Japanese language, customs, and business practices. Every
anecdote about Japanese government interference with trade—from
minor annoyance to outright ban—can be matched with another tale of
the difficulty of doing business in Japan without appreciating that the
rules of business interaction in Japan are as different as the rules of social
interaction.
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It is not hard to see why these arrangements have aroused the ire of
other nations, especially the United States. They diminish the role of
purely market-based competition that is open to all in favor of coopera-
tive networks of elites that tend to be closed to outsiders, especially for-
eigners. Not only do they encourage exports and discourage imports,
they do so through nongovernmental processes that cannot be easily
identified or targeted as outright violations of WTO rules.

For example, Japan’s notoriously inefficient retailing system suppresses
imports. Most retailers are small shopkeepers who must rely upon an ex-
tensive network of wholesalers to supply the goods they sell. However,
these wholesalers are usually affiliated with manufacturers, who can
legally prohibit retailers from selling the products of competitors. Fur-
thermore, because retailing licenses are required and existing merchants
can block the granting of new ones, it is difficult to establish large chain
stores that would be less reliant upon existing wholesalers and more price
competitive. All of these arrangements make it difficult for new produc-
ers or foreign firms to get their products onto store shelves, the central
allegation made by Kodak against Fuji in a 1995 dispute over color film
that brought the two nations near a trade war. Of course, by severely
restricting competition this system also drives up consumer prices.
The WTO ruled that Japanese practices did not constitute a GATT vi-
olation, and Japan has since passed a new Large Scale Retail Store Loca-
tion Law, but the United States continues to issue a semiannual report
“assessing Japan’s implementation of the representations it made to
the WTO regarding the openness of its photographic film and paper
market.”22

At the same time that these structural features of the Japanese political
economy discourage imports, others tend to increase exports. For exam-
ple, in keeping with the Japanese tradition of lifelong employment, com-
panies do not usually lay off workers even when sales decline. This con-
straint shapes labor-management relations, transforms the trade-offs
involved in pricing and production decisions by firms, and changes the
nature of political pressures on government macroeconomic policy. It is
especially prominent in motivating corporate behavior that is otherwise
inexplicable; for example, American competitors contend that Japanese
firms engage in “dumping,” selling products in the American market at a
price that does not earn a profit. Since workers will be paid anyway,
Japanese firms have an incentive to continue production under market
conditions that would make an American firm discontinue operations.23

Thus, under the influence of both overt mercantilist policies and more
subtle influences built into the fabric of economic structure, the Japanese
economy in general—and several specific export industries in particular—
achieved great technical sophistication and market success. Specifically,
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Japanese firms achieved global dominance in textiles in the 1950s, elec-
tronics in the 1960s, and autos in the 1970s and 1980s.

As the conditions that sustain this policy have changed, Japanese pol-
icy has moved in a markedly more liberal direction since the late 1970s.
Industrial policy is now much less aggressive, allowing market forces to
assume a considerably greater role. Further, import protection has as-
sumed the pattern more common in other developed market democra-
cies, emphasizing the support of declining industries rather than the ex-
pansion of those with growth potential. Though tariffs and most nontariff
barriers have visibly declined, critics contend that protectionism has not
diminished so much as the predominant methods of import control have
shifted. They now include arrangements that are difficult to document,
such as administrative guidance on the part of government officials de-
signed to intimidate importers, incomplete enforcement of intellectual
property rights, government procurement policies biased against im-
ports, and technical barriers to trade such as misuse of customs proce-
dures and product standards.?* It is no coincidence that the Uruguay
Round agenda included measures in each of these areas. On the evidence
of actual import levels, which are much lower in most industrial sectors
than in other countries, various structural impediments remain, espe-
cially involving restrictions on distribution channels for imports. For ex-
ample, only 3 percent of autos in Japan are imported, but in most devel-
oped nations the proportion is between one-third and one-half.

American attempts to assess Japanese economic policy typically stum-
ble over two major puzzles. How can such antiliberal policies succeed?
Why have they been tolerated? Both questions arise because liberal
theory contends that all of these structures that supplant the private mar-
ket—keiretsu, cartels, vertically integrated retailing, import barriers, ex-
port subsidies, and other government intervention—sacrifice consumer
welfare. It is certainly surprising that policies that harm consumers could
persist so long within a democracy. The key to understanding the differ-
ences between Japanese and American trade policy lies in the recognition
that they pursue different goals, each representing a distinctive response
to the trade dilemmas that all nations must resolve.

Although a full explanation of these choices would carry us too far
afield, it is essential to realize that foreign trade permits these apparent
sacrifices of consumer welfare to be interpreted in ways that strengthen
their appeal. Most important, trade provides a means to exchange some
loss of current consumption for alternative values such as full employ-
ment (to minimize instability and inequality), Japanese national power,
and future consumer welfare. For example, the foreign currencies earned
by the trade surplus have been used to greatly expand Japan’s foreign di-
rect investment (FDI) abroad. Japanese FDI, which now amounts to about
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Japanese and American Responses to Trade Dilemmas

Japan United States

1. Value trade-offs

Trade should be regulated to achieve ~ Trade should be free to maximize
social justice, domestic stability, and individual consumption, global
future national power and prosperity. efficiency, and stable world order.

2. Distributional outcomes

Trade should be regulated to protect Trade should be free to maximize
workers, benefit desirable sectors, current consumer welfare and
and shift welfare into the future. encourage efficient sectors.

3. Effects on the state

Trade should be regulated to enhance = Trade should be free to achieve
national power and autonomy:. interdependence and peace.

12 percent of the global total (up from 0.7 percent in 1960), continues to
earn profits that can be enjoyed long after the trade surplus that gave rise
to it has faded into memory. Moreover, Japanese economic policy—in
both its domestic and international dimensions—rests on economic the-
ory that directly challenges key assumptions of liberalism.

STRATEGIC TRADE THEORY AND POLICY

Like early English mercantilism, postwar Japanese trade policy was not
erected on an edifice of formal economic theory. Whereas liberalism con-
tains an integrated body of precise premises, refined logical arguments,
and universalistic policy conclusions, neomercantilism has always con-
sisted of fragmented practical wisdom derived from an eclectic mix of
past policy successes, tactical judgments, and a smattering of theoretical
ideas. However, economic theorists have always followed in the wake of
successful practice, so in recent years a body of thought now called strate-
gic trade theory has arisen to explain the most novel aspects of the Japa-
nese neomercantilist approach.

Of course, many elements of Japanese policy reflect age-old motivations
and well-known policy initiatives. The distinctiveness of the Japanese
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experience lies in its artful integration of domestic industrial policy with
promotion of the export sector and protection against imports. Indeed,
the administration of these policies has been so artful that many commen-
tators—especially liberal theorists—doubt that such an approach can be
made to work outside the special circumstances of postwar Japan. Few
governments inherit the structural conditions and public consensus nec-
essary to implement an approach that depends so centrally on trust in
governmental institutions and sacrifice of current welfare for the promise
of future payoffs.

Nonetheless, recent theoretical advances—stimulated in part by the
Japanese model—make a compelling case for export promotion and in-
dustrial policies. Strategic trade theory, which breaks with liberal theory
in several important ways, is a refinement of older economy-of-scale
ideas. Most important, it provides a defense for two propositions that are
antithetical to liberal and free trade canon, though they have been ac-
cepted by countless governments for centuries. First, comparative advan-
tage is not discovered by the savvy investor but actually created by a
powerful state. Second, export promotion may be as essential to some in-
fant industries as import protection because in some sectors a firm cannot
be sustained by the market of a single country. For both reasons, govern-
ment intervention is sometimes necessary to trade successfully. To see
how this alternative explanation for trade suggests a greater role for
the state, we must review the liberal premises that strategic trade theory
challenges.

The liberal counsel that the state should avoid intervention in trade
flows naturally from the Heckscher-Ohlin (H-O) assumption that the sole
basis for comparative advantage lies in national endowments of land, la-
bor, and capital—which governments can do very little to affect. How-
ever, these endowments may play a smaller role in determining relative
production costs of modern high-technology products than they did with
respect to the simpler products considered by Smith and Ricardo. Further,
factors of production are no longer immobile across national boundaries.
For example, American capital is readily available to Mexican firms if
they have the other attributes needed to be competitive, such as technol-
ogy, consumer brand-name loyalty, marketing expertise, product innova-
tions, and, most important for our purposes, favorable government pol-
icy (especially subsidies). Of course, government subsidies have always
been capable of affording competitive advantage to domestic firms over
those of other countries, but such a policy was regarded as self-defeating
for the economy as a whole because subsidies require tax revenue to fund
them.

However, government intervention would be appropriate if compara-
tive advantage rested on some factor that could be provided at no net cost
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only by the state. Strategic trade theory suggests at least three such candi-
dates: very large-scale capital, coordination among competing firms, and
a credible commitment to aggressive export-promotion policies. To be
successful, though, all require the existence of economies of scale; that is,
the unit cost of production must decline as the volume of production in-
creases. Of course, to some extent all products benefit from economies of
scale. After all, it is hard to name a product that cannot be mass produced
more cheaply than made one at a time. But most products reach a point
where higher production volumes carry no further cost advantage be-
cause a very large organization becomes increasingly inefficient.

Economies of scale sometimes persist even at a volume that saturates
the market, however, especially when the variable costs of production are
low in relation to the fixed costs. For example, the major cost for Micro-
soft in producing its computer software—paying programmers for the
creative process of writing it—is fixed regardless of how many copies are
sold. Its variable costs—buying blank disks to distribute the software—
are very small. Consequently, once Microsoft has sold enough copies to
recoup its fixed costs, it can sell additional copies profitably at a price that
cannot possibly be met by a new firm that produces a competing product
in much smaller volumes.?> Because comparative advantage in such in-
dustries resides wherever large-scale production is initiated, an industrial
policy that subsidizes start-up may be beneficial to firms breaking ground
in new technologies. Of course, subsidies will be absolutely essential to
start-up firms in such sectors if foreign firms are already established. Sub-
sidies need not cause a loss of consumer welfare but only a postponement
of it, because the mature firm should eventually generate employment,
profits, and tax revenue that repay the state for its initial support. If so, a
mercantilist industrial policy may itself be a source of comparative ad-
vantage and a major national asset.

Critics of industrial policy correctly observe that the state is not the
only source of venture capital to initiate such industries and that private
entrepreneurs may be better at picking winners and losers than govern-
ment bureaucrats. Nonetheless, when very large-scale capital is required
for a risky venture, the state may be the only realistic source. That is espe-
cially true when economies of scale accrue outside the firm itself but in-
side the nation in which it is located. For example, the concentration of
chipmakers and computer industries in the Silicon Valley of California
makes it profitable for similar firms to locate in the same area, taking ad-
vantage of the skilled technicians and the research expertise of those al-
ready employed there. Because the original companies produce advan-
tages enjoyed by new companies—pioneers such as IBM and Apple
paved the way for countless others—it may not pay private investors to
initiate a dynamic industry even though it would benefit the economy of
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the nation. In cases of market failure like this—that is, when the private
market fails to provide adequate capital because of externalities—the
state can play a pivotal role.

Furthermore, a state with an activist industrial policy can bestow
sources of comparative advantage that no private market can provide,
such as subsidies for pure research or relief from onerous laws and regu-
lations (e.g., antitrust). But the most formidable weapon of strategic trade
policy is the reputation of the state itself for aggressively supporting an
industry and ruthlessly competing with rivals. The promise to subsidize
firms (or benefit them in other ways) well beyond the capacity of an un-
subsidized firm to respond can intimidate potential competitors in other
countries. Indeed, if the intimidation is great enough, neither the initial
advantage nor the economies of scale need be especially large. Certainly
the reputation of Japan Inc. discouraged some American firms from com-
peting in consumer electronics because they were convinced that the
Japanese government commitment to capturing the American market
would make their efforts futile and costly.

Thus, where economies-of-scale considerations loom large, govern-
ment interference with the private market yields benefits not recognized
by free-trade theory. But why has Japan been so much more aggressive
than the United States in exploiting these possibilities? Why has Japanese
trade policy been predominantly mercantilist and American policy more
liberal?

THE DIFFERENT ROOTS OF AMERICAN AND
JAPANESE TRADE POLICY

It is useful to recall the lesson contained in our analysis of early England:
An intimate connection always exists between a nation’s trade policy and
the remainder of its political economy. The same forces that shape a na-
tion’s response to trade dilemmas—various strands of ethical, social, and
economic theory, the state of markets, and prevailing power balances
among key actors—also influence the evolution of the domestic economy.

The liberalism of American trade policy reflects a domestic economic
policy that also avoids state intervention in the market. For example,
Japan (and most European nations) adopted an industrial policy that con-
fers government benefits on selected sectors in order to build globally
competitive industries; in contrast, the United States has emphasized a
competition policy that emphasizes antitrust actions to prevent monopo-
lies or oligopolies.?¢ In particular, the Federal Trade Commission prevents
market dominance by blocking mergers or acquisitions that would lower
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the number of competitors beyond a critical threshold. This strategy
exemplifies the liberal conviction that efficiency is best promoted by com-
petition among multiple firms and that government need only prevent
business collusion that would lead to stagnation in productivity enhance-
ment, product innovation, and consumer welfare. By contrast, the Japa-
nese approach de-emphasizes antitrust, instead relying on foreign com-
petition to fill whatever gaps are left by the absence of domestic
competitors. Japanese leaders recognize that concentration of market
power, control over prices, and sharing of effort is necessary to compete
against foreign firms, especially those not restricted by antitrust laws in
their own countries.

The difference can be explained simply: Japanese policy evolved in re-
sponse to foreign competition, and American policy has its roots in an era
in which foreign competition was insignificant in the United States. Dur-
ing its formative period, the United States enjoyed relative autonomy
from international forces. Because of the sheer size of the American mar-
ket and a plentiful endowment of natural resources, the country could
produce most of what it needed and could sell within its own borders
most that it could produce. This made it feasible for the United States to
limit trade to a degree utterly impossible for Japan, whose dearth of re-
sources and smaller market prevented self-sufficiency. At first because of
the protection offered by tariffs and by high transportation costs resulting
from physical isolation from trade competitors, the U.S. economy evolved
an internal orientation almost without precedent. Even the post-World
War II liberalization did not threaten most American firms, which had be-
come competitive abroad and so dominant at home that as late as 1960
imports made up less than 5 percent of U.S. GNP. In the face of these
market conditions, it is hardly surprising that industrial policy did not
arise but antitrust policy did: Industrial policy is motivated by the pres-
ence of foreign competition, whereas antitrust policy is imperative in its
absence.

Even though persistent U.S. balance-of-trade deficits demonstrate that
foreign competition became much more formidable after the mid-1970s,
an American industrial policy still has not emerged. The U.S. government
lacks the ability to engage in successful industrial policy because it has no
counterpart to Japan’s MITI, whose expertise in coordinating import pro-
tection, credit subsidies, research and development consortia, cartel for-
mation, marketing schemes, and export promotion are indispensable
tools. Strategic trade policy also requires a level of trust between govern-
ment and business that exists in Japan but not in the United States, where
the relationship between the public sector and private business is more
adversarial.
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This strategy is especially well suited to the Japanese business environ-
ment because it rewards firms that pursue market share rather than im-
mediate profit. By underpricing the competition, a firm can acquire a
dominant position in a foreign market, which provides the leverage to
raise prices in the future when the competition has been weakened or
driven out of business altogether. Achieving market share is a goal consis-
tent with the long-term view characteristic of Japanese firms but is not
common in the United States.

Moreover, these strategies require that consumers sacrifice immediate
welfare, which is more compatible with Japanese values than American
ones. The Japanese willingness to defer consumption is symbolized by
both a high savings rate and a trade surplus; the American budget deficit,
trade deficit, and consumer debt levels are all testimony to the propensity
of Americans to demand gratification sooner rather than later.

In fact, cultural differences between the two countries extend to a broad
range of ethical theories and value judgments that are reflected in diver-
gent economic structures and policies. The more communitarian tradition
of Japanese culture finds expression in a variety of economic forms: re-
liance on personal networks rather than impersonal markets, lifelong em-
ployment practices, and consumption decisions that give preference to
Japanese products, among others. This tradition also helped Japan
achieve a national consensus after World War Il in favor of a comprehen-
sive industrial policy designed to use trade to achieve national goals and
shift welfare from the present to the future. The U.S. political economy—
and the trade policy that follows from it—has far different roots. It is built
upon a structure formed by liberal theory and the individualistic and ma-
terialistic values that sustain it, much like the liberal period in nineteenth-
century Britain. Thus, liberal theory has become an article of faith in the
United States but not in Japan, which embraces the precept that too much
competition can be as injurious as too little.

At the same time, the political power of key actors in both countries has
played a major role in policy choice. For example, Japan’s political struc-
ture allows the farm vote—the single strongest source of support for im-
port protection—to elect something approaching 25 percent of the Diet,
the Japanese parliament. Further, so many individuals benefit from each
of the exclusionary arrangements—Xkeiretsu, import restrictions, retailing
networks, lifelong employment—that a substantial constituency exists for
the system as a whole. Finally, the political culture does not encourage the
challenges to community consensus or government policy that are more
common in the United States. As a result, the Liberal Democratic Party,
which created and sustained Japanese trade policy, enjoyed a near mo-
nopoly of political power for most of the postwar period.
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In the United States, some critics have suggested an emulation of Japa-
nese or European industrial policy, observing that a liberal approach leaves
American workers vulnerable to foreign competition, which is particu-
larly alarming because welfare provisions in the event of unemployment
are much less generous in the United States than in Europe. However, be-
cause the United States lacks the leftist parties centered around the strong
trade union movement that marks the European social democracies, this
argument has not been championed by an effective political power base.
For a number of reasons, political power in the United States has been de-
centralized, and a sharp class-based cleavage has not appeared. As a re-
sult, the American state has been smaller and less active in promoting
welfare benefits than the typical European state, and less powerful and in-
terventionist in shaping the economy than the typical Asian state.

Because Americans have such strong faith in the market—U.S. produc-
ers have been among the most competitive in the world in all the leading
sectors—and so little affection for government, it cannot be a surprise that
American trade policy after World War II took on the same liberal orienta-
tion found in its domestic economic policy. Indeed, the United States
sought to remake the global political economy in its own liberal image,
confident that the burdens imposed on the country by the Bretton Woods
commitments could be easily borne.

Explanations for Postwar Trade Policy

Japan United States

1. State of theory

Communitarian ethical theory; Materialist and individualist
neo-mercantilist and state-directed ethical theory; liberal macro-
theory of trade and industrial policy. economic and trade theory.

2. State of market

Dependent on global markets, but Industry dominant over
inefficient. foreign competition.

3. Political power balances

Dominance by state personnel, Private sector dominant.
keiretsu, and rural sector.
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CONTEMPORARY AMERICAN TRADE POLICY

By the middle of the 1970s, however, this optimism had faded; several
key American industries, especially steel and autos, had lost their global
dominance and a substantial share of their home market. Not surpris-
ingly, these industries began to take a sharply protectionist view and an
especially hawkish attitude toward trade policy with Japan. As theoreti-
cal conviction gave way to material interests, American policy slowly
drifted in a more mercantilist direction, partly driven by the mercantilism
of others.

American protectionism has taken several forms, some of which are
fully in accord with GATT rules (and even consistent with liberal princi-
ples); others have exploited gray areas in the agreement. GATT allows na-
tions to increase tariffs in response to sudden changes in imports that di-
minish the income of any economic sector, even if they arise naturally
from market forces and are desirable for long-term aggregate welfare.?” In
the United States, Section 201 of the Trade Reform Act of 1974 imple-
mented GATT’s Article 19 escape clause. It charged the U.S. International
Trade Commission with investigating petitions for import relief and rec-
ommending action to the president. Between 1974 and 1986, fifty-five
cases were investigated under Section 201 and relief was provided in
eighteen of them. During the 1990s, such actions were rare, with only one
or two petitions per year.

Instead, the United States has preferred to rely upon the Trade Adjust-
ment Assistance program (TAA) contained in Title 2 of the Trade Reform
Act. Upon certification by the secretary of labor that unemployment has
resulted from imports that reduce a firm’s sales, the TAA grants benefits
for retraining and relocation to workers displaced by foreign competition.
In keeping with liberal theory, this approach facilitates adjustment to
trade’s effects rather than a cancellation of them, which would reduce the
gains from trade and antagonize trading partners. Since 1975, more than
800,000 auto workers and over 400,000 textile workers were the largest
groups certified for benefits, but 5 other industries had more than 100,000
beneficiaries each. During the 1990s, about 1500 petitions a year were ini-
tiated, with about two-thirds of them certified, covering about 100,000
workers per year. A special program provided similar assistance to 50,000
workers displaced by trade induced by NAFTA in 1998. About 200 firms a
year have also received technical assistance in conjunction with import
competition under the TAA.

More controversial has been the increasing American willingness to im-
pose retaliatory tariffs against “unfair” trade competition. “Countervail-
ing duties” are used to offset foreign subsidies so that American produc-
ers compete on a level playing field in the U.S. market. Remedial duties
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are used to protect American industry from injury caused by the dump-
ing of foreign manufacturers, which consists of either selling a product
abroad for below its cost of production or below the price for which it is
sold in the home market. Antidumping charges were first filed by Ameri-
can television manufacturers against Japanese electronics firms in 1968,
with the U.S. Customs Service finding that Japanese-made televisions
were sold in the United States for as little as half their price in Japan.

Both measures are authorized under GATT 1947 and the clarifying
agreements of the Uruguay Round, but other nations question whether
the frequency of American use of them is consistent with the responsibili-
ties of a liberal hegemon. Under the pressures of the massive trade deficit,
both Congress and the United States Trade Representative (USTR), the ex-
ecutive official charged with trade policy surveillance, have been hawkish
on trade policy since the 1980s. The WTO reported that at the end of 1997,
87 countervailing duty measures were in force among its reporting mem-
bers, 52 of those by the U.S. Of 880 antidumping actions in force, 302 of
them were by the United States.28 The United States has also been the
leading litigant in using the WTO dispute settlement mechanism—42
times since 1995. Critics charge that this behavior, a protectionist response
to its own domestic economic interests, is inappropriate for a hegemon
expected to be more concerned about the health of the global economy.
Antidumping actions taken in 1999 against nations in severe crisis—
Russia and the suffering Asian economies—added to this criticism.

Furthermore, the United States has used controversial provisions of
Section 301 of the Trade Act, which authorizes retaliation against any for-
eign manufacturer found to be engaging in “unjustifiable, unreasonable
or discriminatory” trading practices, in ways that less powerful nations
have been afraid to emulate. The USTR has initiated 118 investigations
pursuant to Section 301 since the statute was first enacted in 1974. The Su-
per 301 provision of the 1988 Trade Act goes further, with an emphasis
upon identifying the products and markets that offer the best potential
for the expansion of American exports. It places pressure on the president
to designate “priority foreign countries” who maintain “unfair” trading
practices and to set a deadline for progress in correcting them. The major
target was clearly Japan, but both 301 and Super 301 have been broadly
used in recent years. Moreover, all such actions produce “procedural pro-
tection” by serving as an example to other foreign producers, who will
avoid even the appearance of unfair competition so as to avoid the rigors
of the U.S. legal process and possible retaliation. They also provide the
teeth that encourage nations to seek bilateral negotiations with the United
States over trade disputes.

In fact, before the Uruguay Round sharply restricted the practice, it had
become common for nations—especially the United States—to require
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competitors to “voluntarily” reduce exports through bilateral voluntary
restraint agreements (VRAs). Of course, when the United States asks an-
other nation to restrict its exports and threatens retaliation if it does not
agree, the agreement is voluntary in exactly the same sense that one
hands over one’s wallet to a gun-toting mugger voluntarily.?® The first
voluntary export restriction, in cotton textiles, was adopted by Japan in
1955 and replaced in 1957 by a more formal bilateral agreement. The most
notable of the voluntary export restraints (VERs), however, arose from a
conflict over automobiles that began in the 1970s and culminated in the
early 1980s. In June 1980, the U.S. Senate adopted—Dby a vote of 90 to 4—a
resolution calling on the Carter administration to send a signal to Japan
by reviewing American import policies. However, significant American
opposition to import controls came from consumer groups who valued
the energy-efficient imports during a time of high gasoline prices and re-
sented the lackadaisical approach of Detroit automakers to foreign com-
petition from Japanese cars that were widely perceived to provide higher
quality and lower prices.

Heated public debate in the United States was mirrored by heated ne-
gotiations at the industry and governmental levels. The Reagan adminis-
tration, committed to free trade but alarmed by the decline of the Ameri-
can auto industry, sought a voluntary export restraint by Japanese
automakers that would achieve the desired end—a limit to foreign im-
ports—while saving face for both sides. The United States did not wish to
impose limitations that violated free market principles and the Japanese
wanted to avoid action that would imply wrongdoing on their part.
Eventually in 1981, a VER was negotiated that limited sales to 1.68 million
units per year with subsequent renewals occurring at higher volumes.
However, the ceiling, at 2.3 million units per year, has not been reached
since 1987, largely because Japanese manufacturers have shifted produc-
tion to the United States, thus avoiding the limit.

Though narrowly successful in achieving their limited aims, these sec-
tor-specific talks have pleased no one. Liberals in both countries assail
them for violating free trade and legitimating other nontariff barriers
(NTBs) that interfere with market efficiency and lower global welfare.
Consumers complain that U.S. NTBs, which were estimated to reduce
American manufactured imports by about $50 billion in 1983 (around a
quarter of actual imports), raise prices while protecting inefficient indus-
tries.30 Japanese exporters contend that they are being punished for their
own efficiency; the American firms they compete against feel that the pro-
tection offered is inadequate.

Critics fear that these gray-area measures undermine international in-
stitutions, observing that the WTO cannot adequately police—or even
document—agreements that are informal, unwritten, and, technically
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speaking, voluntary. A GATT review identified forty-seven such arrange-
ments, but the United States denied that many of these exist. Efforts to
achieve a standstill of further policies that contravened the letter or spirit
of GATT or rollbacks of existing violations were centered on the United
States (which accounted for about half of the protests lodged). These de-
velopments have been especially distressing because as national policies
have skirted the international institutions that constrain protectionism,
nontariff barriers have mushroomed. Already more than a quarter of the
imports of industrial countries are covered by NTBs, including 36.1 per-
cent of agricultural goods and 16.1 percent of manufactures.3! The result
must be lower levels of trade and reduced consumer welfare.

Moreover, these arrangements dangerously politicize trade. This not
only favors nations with greater bargaining power rather than those with
superior legal arguments, but it also invariably engenders tensions
among trading partners, none more prominent than those between the
United States and Japan. Still, so long as the two nations cannot agree on
either the general principles of what constitutes fair trading practice or
the specific facts of the individual cases, no better means of resolving con-
flicts is evident.

RECENT TRADE DISPUTES

In the 1990s, the central issues in American-Japanese trade disputes have
centered around the claims of each nation that the other denies it market
access. The United States contends that its import barriers, described
earlier, are necessary to counteract the unfair trading practices imbedded
in Japan’s systematic mercantilism. Japan denies that the failure of U.S.
products to penetrate Japanese markets is caused by Japanese govern-
ment policy and accuses the United States of preferring liberalism only in
sectors it dominates while adopting ad hoc mercantilism whenever that
would suit its interests.

The most heated trade tensions have revolved around American com-
plaints about access to Japanese markets, even though liberal theory sug-
gests that the main losers from Japanese import restrictions are Japanese
consumers. For example, Japan’s rice market is very heavily protected by
quotas, and the United States is the second largest rice exporter in the
world. In 1985, Japan produced and consumed about 15 million metric
tons of rice at a total cost of about $21 billion. That same volume was
worth less than $3 billion at prices prevailing in the United States and
other global markets. Thus if free trade were to drive rice prices in Japan to
global levels, the increased sales of rice exporters (in the United States and
elsewhere) might benefit them by $3 billion but would benefit Japanese
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consumers by closer to $18 billion.32 In manufacturing, where NTBs on
U.S. products are estimated to be equivalent to a tariff rate of about 25
percent, complete trade liberalization might increase Japanese imports of
U.S. products by $10-$15 billion annually, but these estimates are quite
speculative.

As we have seen, however, these seeming losses are balanced by other
benefits from the standpoint of the Japanese consumer. Thus, contrary to
liberal theory, the loser in U.S-Japanese trade has been seen as the Ameri-
can worker, not the Japanese consumer. As a result, foreign pressure has
played an unusually large role in shaping Japanese trade policy, with dis-
pute resolution attempted at the unilateral, bilateral, and global levels.
Unilateral efforts include Japanese initiatives in 1985 to designate October
as import-promotion month, MITI’s adoption of the motto “Spread
friendship worldwide by promoting imports,” and Prime Minister
Yasuhiro Nakasone’s urging each citizen to buy $100 worth of U.S.
products.

At the global level, periodic attempts have been made to coordinate
economic policies that produce trade disequilibrium, especially by the
Group of Seven to stabilize the yen-dollar exchange rate. However, the
WTO, which has been the most effective agency for dealing with other
trade disputes, has been unable to deal with American complaints that
Japanese markets have been effectively closed. In particular, WTO rules
do not prescribe a remedy for the chief American complaints. Although
GATT permits tariffs to protect domestic producers against imports that
benefit from export subsidies by foreign governments, nations cannot use
export subsidies to countervail foreign subsidies to import-competing in-
dustries. Thus, the United States could obtain no relief if American firms
are prevented from exporting to Japan by subsidies to Japanese domestic
firms. Nor could direct action be taken when export subsidies affect com-
petitiveness in some third market. In both cases, the injured party could
seek relief by appeal to the GATT Subsidies Committee, but in practice bi-
lateral negotiations usually occurred instead. The WTO is intended to
correct these deficiencies, but recent American actions to bypass its proce-
dures suggest that even its chief sponsor doubts the effectiveness of dis-
pute resolution by global institutions.

Indeed, most efforts to resolve trade conflicts between the United States
and Japan have involved bilateral negotiations, mostly because they can
more easily deal with the specific issues of market access that American
trade officials attribute to Japan’s unique economic structure and unusual
consumer behavior. (Between 1993 and 1998, the Clinton administration
negotiated 35 different trade agreements with Japan, mostly within par-
ticular economic sectors.) GATT was designed principally to reduce the
overt barriers to trade commonly erected by all governments, but formal
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trade barriers like tariffs or quotas have ceased to play the major role in
limiting American exports to Japan. Even direct government subsidies
and technical barriers, which the WTO can address, have receded in re-
cent years. Instead, American trade officials now focus their complaints
on the private behavior of private actors and on the so-called structural
impediments to trade that help shape that behavior. In doing so, they en-
counter more than the routine differences of opinion between nations that
can usually be bridged by compromise—they confront a chasm formed
by different philosophical positions concerning the fundamental dilem-
mas of trade.

Simply put, Japanese consumers and businesses appear to prefer do-
mestic to foreign products. Japanese negotiators point out that the gov-
ernment is powerless to force consumers to demand imports, since con-
sumer tastes cannot—and should not—be controlled by legislation. After
all, they note, consumer freedom is an essential cornerstone of capitalism
because it motivates the business competition that makes market-based
allocation efficient and guarantees that citizen welfare will be maximized.
They insist that the responsibility to reduce the bilateral trade imbalance
resides in the private sector, principally with American businesses, which
must either improve their products, tailor them more effectively to Japa-
nese tastes, or market them more skillfully. Free trade, they contend, al-
ready exists.

This stance frustrates Americans, who insist that a refusal to buy for-
eign products cannot be considered fair trade, whether or not it conforms
to classical definitions of free trade. Moreover, American negotiators
point to a number of structural impediments that prevent Japanese con-
sumers from realistically comparing domestic to foreign products. For ex-
ample, the inherently exclusionary keiretsu arrangements act as formida-
ble barriers to the entry of foreign firms, and the notoriously inefficient
structure of Japanese retailing makes it difficult for foreign products to
compete. One study estimates that for various reasons, the prices of se-
lected American-made products are about 70 percent higher in Japan than
in the United States.33 Thus it is hard not only to generate the kind of free
trade that the United States seeks but even to establish whether free trade
exists when the very meaning of the term is contested.

These structural impediments to trade produce a conundrum in Amer-
ican efforts to open the Japanese market to U.S. firms. Eliminating formal
trade barriers is an inadequate negotiating goal because it will leave in-
tact those structural features of the Japanese political economy that tend
to diminish imports. Standard approaches are no solution when a nation
impedes trade through a societal rather than a state-based policy appara-
tus. However, any effort to attack these structural impediments forces a
stark confrontation with trade dilemmas involving national autonomy
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and the preservation of alternative values. After all, asking for fundamen-
tal reform of the Japanese retailing system is equivalent to asking Ameri-
cans to eliminate shopping malls.

As a result, negotiators have struggled with a variety of approaches to
these inherently tendentious issues with very limited success. The most
far-reaching negotiations were the structural-impediment-initiative (SII)
talks, initiated in 1989. In attacking the structural arrangements that affect
trade, these talks laid bare the dilemmas that arise whenever trade is
linked to other aspects of national life. For example, the U.S. list of struc-
tural impediments to trade included Japanese savings and investment
patterns, land policy, the distribution system, exclusionary business prac-
tices, keiretsu relationships, and pricing mechanisms. It was even sug-
gested that because narrow Japanese roads discriminated against large
American cars, they should be considered an unfair barrier to trade. The
Japanese identified the chief impediments to imports of American prod-
ucts as the lack of U.S. investment in quality production methods, defi-
cient worker training, and the poor American educational system. With
an agenda like this, it is not surprising that the negotiations were acrimo-
nious and unproductive.

Progress has been somewhat better when negotiations have focused on
specific sectors of interest to potential American exporters, most notably
telecommunications and electronics, forest products, medical equipment,
pharmaceuticals, and, most recently, auto parts, air transport, and photo-
graphic supplies. In a series of so-called framework talks that covered au-
tomobiles, insurance, medical technology, and telecommunications, the
United States sought to shift the focus away from formal trade barriers
(because they are not the principal problem) and away from particular
structural impediments (because they are difficult to measure or even
identify with clarity). Instead, the United States has placed pressure on
Japan to set numerical targets for imports by establishing “temporary
quantitative indicators,” a prediction of “what would happen in a partic-
ular sector if Japanese businesses and consumers made purchase deci-
sions on the sole basis of commercial considerations.”3* The United States
could then leave it to the Japanese government to find a way to import
that quantity of American goods, thus shifting the pressure to identify
and eliminate the unofficial import barriers to the Japanese government.

Japan has resisted, seeing this approach as a thinly disguised quota that
smacks of managed trade—a direct conflict with America’s professed
commitment to free trade. The difficulty of papering over huge philo-
sophical differences through such a voluntary import expansion (VIE) is
exemplified by the semiconductor arrangement in which the Japanese
government publicly stated that it “expected” that 20 percent of the semi-
conductors used in its computer industry would be imported from for-
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eign firms (mostly the United States). However, the United States con-
tended that this agreement should be considered a guarantee, and Japan
rejected that interpretation of this “expectation.” Thus, this approach,
while sidestepping the most dramatic national sovereignty issues, invites
misunderstanding and violates liberal precepts.

The two sides have been somewhat more successful in agreeing on
quantitative measures of some structural impediments to trade. For ex-
ample, in the auto area, the United States monitors the number of Japa-
nese auto showrooms displaying American cars; Japan counts the num-
ber of American companies teaching the Japanese language to sales
personnel or conducting seminars on how to do business in Japan.

However, U.S.—Japanese relations reached a new low in 1995, when the
parties could not agree on provisions to increase Japanese purchases of
American car parts. At this time the auto sector accounted for more than
half of an escalating bilateral trade deficit. In frustration at the slow pace
of negotiations, the United States announced plans to impose a 100 per-
cent tariff on all Japanese cars priced above $30,000, which accounted for
about $6 billion in sales in 1994. Japan, supported by the EU and most pri-
vate economists in the United States, appealed to the WTO, claiming the
retaliatory action brazenly violated the fundamental principles and
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specific rules of the WTO, which the United States had itself ratified
several months earlier. Although American actions were consistent with
U.S. law, they clearly violated the obligation to use the WTO's dispute-
resolution mechanism, designed for exactly this purpose.

The stakes were high. As an American professor of international law
put it, “America is flouting the core and central obligation since the be-
ginning of GATT. This is just about the worst possible way to launch the
WTO.” Indeed, continued American defiance would squander the hard-
won benefits of the decade-long negotiations over the Uruguay Round,
which created the WTO, and if the United States refused to accept the
WTO'’s judgment, surely other nations would cease to be bound by it.
Furthermore, as the deadline for the imposition of these sanctions ap-
proached in June 1995, many cross-cutting retaliations in other sectors, es-
pecially air transport, were announced by both parties. A full-blown trade
war, complete with a collapse in the legitimacy of the international insti-
tution that might otherwise contain it, could not be ruled out.

At the last minute, a settlement was arranged, but it was more a public
relations achievement to allow both parties to save face than a compro-
mise that actually settled any issues. Moreover, less than a week after this
potential disaster was averted, a public brawl over color print film was
instigated by the American firm Kodak and championed by the Clinton
administration. The chief evidence for the existence of unfair practices
was the claim that Fuji controlled more than three-quarters of the market
in Japan, yet Kodak outsold them dramatically in every other national
market in which they competed.

CONCLUSION: THE FUTURE OF
AMERICAN-JAPANESE RELATIONS

There is some evidence that the problems in American-Japanese relations
may be self-limiting. The Japanese priority on exports has diminished,
and they now constitute a smaller share of GDP in Japan than in the
United States. Japanese export performance has grown only at about the
pace of its overall macroeconomic growth, which has been slowing, since
the late 1970s.

Moreover, most analysts see a convergence in the two systems, as the
inherent limitations of the Japanese system generate both internal and ex-
ternal pressure to harmonize Japanese practice with that in the rest of the
developed world. Japanese citizens who work longer hours and face
higher prices than workers and consumers elsewhere are tiring of these
sacrifices. Japan has discovered that production cannot grow indefinitely
without a greater increase in consumption. The long Japanese recession of
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the 1990s resulted partly from weak domestic demand associated with
high savings rates and partly from weaknesses in the banking system that
also had roots in the huge volume of savings. Thus, Japan has become
less resistant to American pressures to deregulate its economy, though
some of the changes have themselves contributed to Japanese troubles.
For example, the gradual decline of lifelong employment has increased
worker anxiety about job loss, leading to an even greater propensity to
save rather than spend. At the same time, the United States has discov-
ered that consumption cannot grow unabated without more energy di-
rected toward production. In some areas American firms are moving to-
ward the Japanese: in worker empowerment, just-in-time inventory
practices, total-quality management, and greater integration and partner-
ship among firms.

However, trade issues remain especially difficult for Japan because
they dramatically expose the dilemmas involving distributional issues,
effects on the state, and the trade-off between alternative values. Liberal-
ization in general has been a divisive force in Japan, increasing the role of
foreigners in a traditionally xenophobic society, diminishing the role of
the bureaucracy, eroding the communitarian vision of the economy, and
bringing into the open the conflicts among the interests of firms, con-
sumers, and the government, between economic and political considera-
tions, and between domestic and international goals. As a result, the con-
sensus among policymakers responsible for the coherence of policy
during the era of Japan Inc. has dissolved in recent years, with some
agencies, such as MITI, favoring liberalization and others, such as MOF,
more often opposing it.3

Still, convergence may be the ultimate answer to defusing trade ten-
sions that originate in different economic policies, which in turn result
from different values and economic theories, different conditions in mar-
kets, and different balances of political power in the two countries. The
alternative, discussed in Chapter 6, is to use regional arrangements like
the EU or NAFTA to encourage trade between similar nations and dis-
courage trade among dissimilar ones.
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Regional Integration

In response to the dilemmas of trade, most nations have fashioned some
amalgam of mercantilist and liberal policies, seeking to capture the ben-
efits of each approach without surrendering to the liabilities of either. One
increasingly popular strategy is regional integration, which creates free
trade within a group of nations but practices mercantilism toward nations
outside that group.!

In this chapter I examine two variants of regional integration at very
different stages of evolution: the European Union (EU) and the North
American Free Trade Agreement (NAFTA). The NAFTA and the EU ap-
pear to foreshadow a global political economy of regional trading blocs
that could signal an end to the multilateral (nondiscriminatory) structure
that has defined international economic affairs since the end of World
War I1.2

THE EVOLUTION OF THE EUROPEAN UNION

The European Union was created in 1993 as the most recent of a progres-
sion of institutions that embody a vision of regional integration laid out
in a 1946 speech by Winston Churchill: “I see no reason why, under the
leadership of the world organization, there should not ultimately arise
the United States of Europe, both those of the East and those of the West,
which will unify this Continent in a manner never known since the fall of
the Roman Empire, and within which all its peoples may dwell together
in prosperity, in justice, and in peace.”?

For nearly fifty years this image has guided a regional integration effort
that has widened from six to fifteen nations and deepened from a narrow
technical focus to an ambitious social, political, and economic agenda.
The Treaty of Paris, signed in 1951 by France, Germany, Italy, Belgium, the
Netherlands, and Luxembourg, founded the European Coal and Steel
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Community (ECSC).4 The treaty not only pooled and centralized the pro-
duction of coal and steel, it also introduced the High Authority, the Coun-
cil of Ministers, the Court of Justice, and the Parliamentary Assembly, all
of which remain part of the institutional framework of the much broader
EU that has subsequently evolved.

The Treaty of Rome, signed in 1957 by the same six nations, established
the European Atomic Energy Community (EURATOM), and the Euro-
pean Economic Community (EEC), which greatly expanded the scope of
the ECSC treaty by calling for the dissolution of barriers dividing Europe,
the improvement and equalization of living and working standards, the
abolition of restrictions on international trade, the removal of obstacles to
concerted action among governments, and the enhancement of peace and
liberty through closer relations among states. In 1967, the executives of
these three European communities were merged. The Single European
Act, which went into effect in 1987, was designed to create by 1992 the
“single European market” that had been envisioned in the Treaty of Rome
but had not been realized, “an area without internal frontiers in which the
free movement of goods, persons, services and capital is ensured.” In
1993 the Treaty on European Union, signed at Maastricht the previous
year, entered into force, renaming the expanding web of institutions the
European Union.5 This institutional structure is increasingly statelike,
with legislative, executive, and judicial branches (Parliament, Commis-
sion, Council of Ministers, and Court of Justice); economic institutions
(Investment Bank, Central Bank, and Court of Auditors); and a variety of
institutions that provide representation for the interests of various groups
(Economic and Social Committee (ESC), Environmental Agency, Commit-
tee on Regions, Ombudsman, and many others). Meanwhile, Britain, Ire-
land, and Denmark had become members in 1973; Greece in 1981; Portu-
gal and Spain in 1986; and Austria, Finland, and Sweden in 1995. As of
1999, thirteen additional countries have applied for EU membership and
several others have reached trade agreements with the EU which give
them some of the advantages of membership.

Despite this growth, the future of the EU itself remains somewhat un-
certain, because considerable opposition has arisen in many member
countries. As integration has deepened, the dilemmas of trade have be-
come more visible. A long-standing objection of critics is that European
integration implies a substantial abdication of national sovereignty be-
cause it requires that national law be brought into accordance with EU
law and because regional institutions are slowly eclipsing national ones
as governing bodies. In fact, in response to this state goals dilemma the
Treaty on European Union was initially rejected by a national referendum
in one member country and survived very close votes in several others.
Its most controversial elements were the call for a common defense policy
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and, especially, a monetary union with a single currency that would re-
place national ones.

It has long been apparent that the continuing liberalization of trade in
Europe required a considerably more stable monetary arrangement than
the system of freely floating exchange rates that had existed among all de-
veloped countries since the demise of the fixed exchange-rate system of
Bretton Woods in the early 1970s. The most recent attempt at stabilization,
the introduction of the currency called the euro, is discussed in greater
detail later on. It illustrates that the dilemmas involved in trade, espe-
cially those concerning national sovereignty, carry over into the monetary
arrangements required to facilitate it. Because of this concern over na-
tional sovereignty, not all the EU nations have joined the euro arrange-
ment. Furthermore, because EU members fear that such intensive ties to
nations with weaker economies would introduce too much instability,
they established criteria for participation in the euro that many of the na-
tions seeking EU membership would not meet. Regional integration is a
strategy that attempts to maximize the benefits and minimize the costs of
trade by carefully selecting partners in trade and in the institutions that
must accompany it.

INTEGRATION: LIBERAL ON THE INSIDE AND
MERCANTILIST ON THE OUTSIDE

Regional integration is best thought of as trade policy that is liberal on
the inside and mercantilist on the outside. Within the community, free
trade is encouraged by the elimination of trade barriers and the harmo-
nization of economic policies. Trade barriers remain against the outside
world, however, and the community achieves mercantilist goals of self-
sufficiency and enhanced power that would be impossible for the con-
stituent nations individually. Even the largest EU member, Germany, has
a GDP barely a quarter of that of the United States, but the economy of
the EU as a whole is slightly larger than the United States.”

Though liberals argue that both peace and prosperity could be
achieved more fully through global free trade, regional integration may
deal more effectively with trade dilemmas. First, regionalism dampens,
though it does not eliminate, mercantilist worries about sacrificing na-
tional self-sufficiency and autonomy. Regional interdependence is less
risky than surrendering control of the economy to the vicissitudes of
global markets and the economic policies of 150 other nations, especially
because regional nations are likely to share basic values and economic
structures. Second, regional integration creates a level of governance
above the nation that can soften the dislocations and resolve the disputes
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that inevitably arise from the distributional and values dilemmas of
trade.

It is not wholly clear whether regional strategies like NAFTA and the
EU are ultimately compatible with the ideal of global liberalism. The bicy-
cle theory of trade policy argues that the two approaches are mutually
supporting, because as long as free trade moves forward it stays upright,
but it inevitably falls if it slows down or stops. Any movement toward
free trade (even if regional) keeps the forward momentum going, thus re-
sisting the natural drift toward protectionism that occurs whenever trade
policy becomes strictly a national matter.

However, even though free trade areas are GATT-legal under Article
24, they contravene the liberal spirit of the nondiscrimination principle
embodied in the most-favored-nation clause.8 In fact, the term “most fa-
vored nation” has become a misnomer: The EU, for example, applies the
MEN rate to only seven nations—the United States, Japan, Canada, Aus-
tralia, New Zealand, South Africa, and Taiwan. Nearly all others are
charged a more favorable rate. Free trade or preferential tariff rates apply
not only to the fifteen EU members but to most other European nations
(partners in the European Economic Area), twelve Mediterranean nations
(EU associates), sixty-nine African, Caribbean, and Pacific countries (un-
der terms of the Lomé convention), and all other developing countries
(under the Generalized System of Preferences). As these arrangements
multiply, the liberal foundations of the global order suffer severe erosion.
A WTO study determined that by the mid-1990s 42 percent of all global
trade flows were conducted under preferential agreements, but other
studies have placed the figure as high as 53 percent. Nearly 75 percent of
trade involving the EU is conducted under preferential arrangements, in
contrast to about 28 percent in North America and 4 percent in Asia. In
1995 68 percent of the manufactured imports of EU nations came from
other EU members and 59 percent of foreign direct investment was intra-
EU. Thus, although the EU remains publicly committed to multilateral
liberalism, its interactions have drifted into a pattern of discrimination
more often associated with mercantilism.

The mix of liberal and mercantilist motivations for regional integration
is most easily illustrated in connection with customs-union theory, which
adapts Ricardian ideas concerning global free trade to the special case of
regional trade preferences. Canadian economist Jacob Viner’s classic 1950
book The Customs Union Issue identifies two effects of initiating free trade
among members of a regional organization while continuing protection
against the outside world.

Trade creation occurs when a customs union allows goods once pro-
duced domestically to be imported from a more efficient producer in a
member country. The result is the familiar Ricardian gain from trade, in
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which both countries are better off and the rest of the world is not ad-
versely affected. However, a second pattern, which Viner calls trade di-
version, may arise if the establishment of a customs union shifts produc-
tion from an efficient outside producer to a less efficient inside one. For
example, suppose that Germany initially imports a good from its most ef-
ficient global producer, a firm in the United States. After the creation of a
customs union between France and Germany, Germany would impose a
higher tariff on the U.S. product than on the comparable French one. As a
result, French imports could replace U.S. imports. This trade diversion
modifies the positive liberal assessment of a customs union because it
shifts production from a more efficient to a less efficient producer.
Whereas trade creation benefits member states without affecting others,
the benefits of trade diversion come to member nations at the expense of
outside nations.

THE MERCANTILIST ROOTS OF THE EU

The presence of trade diversion makes it clear why outside nations typi-
cally see the mercantilist face of regional integration rather than its liberal
face, which is turned inward. From their standpoint, regionalism not only
furthers the classical mercantilist goal of protecting domestic industry, it
does so through a classical mercantilist melding of foreign policy con-
cerns with economic aims. Rather than erect trade barriers against all for-
eign competitors equally, the EU discriminates against nations outside
the region, often because they are seen as a threat.

Indeed, from its beginnings, European unification has accelerated
whenever threats from outside have been perceived. The early European
Community (EC) was designed to protect Europe against the Soviet mili-
tary threat posed by a large army and aggressive doctrine as well as the
U.S. economic threat posed by large productive capacity and expansionist
marketing plans. The Single Market initiative culminating in 1992—Carlo
DiBenedetti called it “a deadline not to be dead”—was energized by the
economic threat of rapidly growing productivity in Asia and the resulting
“Euro-pessimism.” Again we see that nations turn in a mercantilist direc-
tion when their industries fear more competitive firms abroad and when
their states fear the rising power of rivals. The EU’s goals are no different
than those of Queen Elizabeth’s sixteenth-century industrial develop-
ment or Japan’s postwar export promotion: Its uniqueness lies in the re-
gional emphasis of its mercantilism, which can be seen most clearly by
contrasting liberal and mercantilist viewpoints on trade diversion.

Whereas liberal theory disapproves of trade diversion because it com-
promises efficiency, mercantilism finds it perfectly acceptable if it helps to
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achieve other national goals. Since many values and goals conflict with
efficiency, nations may prefer to trade with one country rather than an-
other for several reasons. First, a nation may divert trade in order to bene-
fit an economy whose resulting prosperity produces greater side benefits
for it. For example, for reasons of physical proximity and economic inte-
gration, Germany is much more likely to gain from the prosperity of
France than it is from the prosperity of a nation—for example, Japan or
the United States—that is thousands of miles away. Second, trade diver-
sion under regional integration is reciprocated: Germany diverts its trade
toward France, and in exchange, France diverts its trade toward Ger-
many. Third, most European nations are more comfortable with depend-
ing upon other Europeans than upon Japan or even the United States. Not
only do they share more security concerns with their European neighbors
but they also have more common views on issues that always arise in
trade matters (e.g., dilemmas involving job security, welfare arrange-
ments, and environmental protection). Furthermore, they can create re-
gional institutions such as those of the EU to cope with whatever conflict
may stem from differences in how they respond to trade dilemmas.

THE LIBERAL ROOTS OF THE EU

Despite these undeniable mercantilist motivations, the EU is also deeply
rooted in liberal ideas, especially the gains from trade promised by Ricar-
dian theory. For example, the Cecchini report (1988) was instrumental in
gathering support for the Single Market initiative by estimating trade
gains resulting in a 35 percent boost in GDP. However, gains from special-
ization and enhanced competition are not the only benefits of the EU seen
by liberal theorists.

Economies of scale, which have always been a strong motivation for the
smaller countries of Europe, were especially visible in the ECSC. Because
steelmaking requires large-scale plants and equipment, which are efficient
only when producing in large volumes, a steel industry could never
emerge in a small country unless a firm could be guaranteed access to the
larger European market. The ECSC provided that guarantee in the form of
the pledges by European governments not to interfere with free trade in
these goods. The result was a key industry with production facilities scat-
tered among different countries, each dependent on other nations to pro-
vide both demand for the final product and part of the supply capacity. A
side benefit of this arrangement was the fulfillment of the liberal dream of
an interdependence that would prevent war by making it suicidal.

In fact, the EU’s economic institutions were constructed for a political
purpose. The mission of European integration, as stated in the preamble



Regional Integration [J 153

to the ECSC treaty, is to “substitute for age-old rivalries the merger of
their essential interests; to create, by establishing an economic commu-
nity, the basis for a broader and deeper community among peoples long
divided by bloody conflicts; and to lay the foundations for institutions
which will give direction to a destiny henceforward shared.”® Thus, the
ECSC was an innovative form of peace treaty, designed, in the words of
Robert Schuman, to “make it plain that any war between France and Ger-
many becomes, not merely unthinkable, but materially impossible.”10 In
the aftermath of two devastating wars in the previous thirty years—
which more conventional tools of international politics such as the Euro-
pean balance of power, the League of Nations, and international law
could not prevent—European nations were willing to tolerate the erosion
of national autonomy and self-sufficiency implied by interdependence in
order to weaken the nationalism that had provoked so much violence.

THE POLITICAL ROOTS OF THE EU

Throughout its history, European integration has been seen as a means of
escaping the liberal and mercantilist horns of trade dilemmas by provid-
ing a regional level of governance to deal with common problems that no
single nation could solve. For example, the Common Agricultural Policy
(CAP), born in 1962, embraced a concern with the distributional dilemma
of trade that would have been at home in parliamentary debates of the
eighteenth century: Its goals included “the assurance that those working
in agriculture will enjoy a standard of living comparable to that enjoyed
by workers in other sectors.” Because it was evident as early as 1951 that
this motivation implied an ambitious institutional design, the Treaty of
Paris went well beyond limited economic objectives to create the execu-
tive and legislative institutions that remain at the heart of the contempo-
rary EU. Later, the Treaty of Rome’s social and political provisions—
which included the creation of the Economic and Social Committee to
provide a strong voice for workers, employers, consumers, and aca-
demics—made the EC much more than a mechanism for advancing free
trade.

These arrangements were a direct outgrowth of the values and theories
that influenced national economic 