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Foreword

During the 1980s it became apparent to many observers that the state of
Michigan was passing through a period of difficult economic adjustment.
Further, it seemed clear that the adjustment was more basic than the typical
cyclical movements that had long characterized Michigan’s durable goods—
based economy. In addition, many believed that the new era of international
economic competition and changing consumer tastes had permanently changed
the near monopoly of domestic motor vehicle manufacturers and labor unions
that had so effectively represented industry workers.

Whatever the causes, economic activity in Michigan was experiencing a
sharp recession. As president of the state’s flagship public university, I asked
myself what helpful role the University of Michigan might play in helping the
citizens of the state deal effectively with the economic challenges before them.
As I thought about the issue, I became convinced that the university should
take special advantage of the expertise that resided in our faculty and do what
it could to take a responsible part in the formation of public policy. As a result
the regents of the University of Michigan and I undertook a number of ini-
tiatives designed to bring faculty expertise to bear on some of the economic
and social challenges facing Michigan. The Conference on U.S. Trade Policies is
one of the outcomes of these initiatives. Although the university provided the
financial support for this conference, our faculty had full and complete
autonomy in the designing of the conference, and the content of this book is
the result to their efforts.

On behalf of the regents of the university, I want to express my thanks to
our faculty colleagues and staff in the Institute of Public Policy Studies who
organized the conference and to the many distinguished participants who
contributed to its success.

Harold T. Shapiro



Preface

The idea of a conference dealing with international trade and trade policies
was first broached by University of Michican president Harold T. Shapiro to a
group of interested university faculty members in January 1984. An organiz-
ing committee was established, with Robert M. Stern as chairman. Other
members were Alan V. Deardorff, John H. Jackson, and Gary R. Saxonhouse.

The planners decided to focus the conference along analytical lines, with
academic papers to be prepared on designated topics and with discussants and
a limited number of invited participants to be drawn from universities,
government agencies, research organizations, and the corporate sector. Our
hope was that the papers and comments would be informative on the current
issues of trade policy and at the same time provide analytical insights and
perspective of lasting value.

A great deal of advance planning was necessary to secure commitments from
the authors and discussants, extend invitations to other participants, and
make all the logistical arrangements. I would like to thank the administrative
staff of the Institute of Public Policy Studies—especially Helene McCarren,
Judith Brown, and Judith Jackson—for their unflagging attention in helping
to organize the conference and taking care that everything ran smoothly. Filip
Abraham, Deb Clark, and Bernard Hoekman of the Department of Economics
also lent a helping hand. Finally I am grateful to President Harold T. Shapiro
and the regents of the University of Michigan for their interest, encourage-
ment, and financial support for the conference and preparation of this book,
and to Jaime de Melo for useful comments on several of the conference papers.
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1 Introduction

Robert M. Stern

1.1 Overview

Issues of international trade and trade policy have been at the center of the U.S.
political system in recent years. There has been growing concern and even
alarm at the size of the U.S. trade deficit and the associated difficulties being
experienced by U.S. import-competing and export industries. Most econo-
mists would attribute this state of affairs in large measure to the substantial
appreciation of the U.S. dollar that occurred between 1980 and 1985 in
response to the sizable and continued flow of foreign financial capital into the
United States. It is not surprising in these circumstances that the trade and
current accounts would go into deficit to accommodate the capital inflow.

At the political level it is probably understood, though not always ac-
knowledged in public statements, that the source of the foreign imbalance is a
macroeconomic phenomenon. It is another matter altogether, however, to
devise changes in macroeconomic policies that could relieve the pressures on
trade-affected sectors. Although the Reagan administration and the Congress
have taken some steps to reduce the existing and prospective future govern-
ment budget deficits, the measures have not been decisive at the time of
writing (January 1986). Since the trade effects are very real to the firms and
workers involved, this failure of macroeconomic policy has been translated
into a heightened sensitivity to trade issues in the Congress. Congress has been
deluged in 1985 and 1986 by a spate of legislative proposals to assist trade-
sensitive sectors of the economy.

These events must be seen in the broader and long-run context of a world
economy that is experiencing structural adaptation. In particular the United
States is now much less dominant than previously, and its traditional compara-
tive advantage in resource-based and especially in manufacturing industries
has been eroded by foreign competition. Japan and the newly industrializing
countries (NICs) of Asia and Latin America have been at the forefront of the
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new wave of international development and competition. These long-term
changes provide the basis for improvements in economic welfare in the
countries undergoing structural transformation, although there may be some
asymmetries involved in the process of change, especially in importing coun-
tries. Thus to the extent that import-competing firms find it difficult or
impossible to withstand the pressures of increased foreign competition and
workers become unemployed and experience problems in obtaining new and
comparably paid jobs, this will give rise to efforts to restrict imports. These
efforts will be magnified in circumstances like those experienced in the United
States when dollar appreciation has resulted in unprecedented trade account
deficits. For similar reasons U.S. export interests will be motivated to seek
government assistance to sustain their foreign market shares.

The decline in U.S. economic predominance has resulted in greater parity
between the United States and the other major nations in the industrialized
world, especially Japan and the European Economic Community (EEC). The
period of greatest strength and influence of the United States can be dated
approximately from World War II to the late 1960s. During this time the
United States took the initiative first in aiding the reconstruction of Western
Europe and Japan and then fostering the liberalization of world trade and
investment. The United States was also the major force in promoting political
stability internationally in the Western world through its economic policies
and its assumption of the greatest share of expenditures on defense. During
this phase of world leadership, the United States was a strong (though not
always consistent) supporter of the principles of nondiscrimination and multi-
lateralism in world trade. Although these principles still provide the founda-
tion for most U.S. trade policies, they have been criticized on the grounds that
they encourage free riders and in themselves cannot be used as a disciplining
mechanism for limiting the use of foreign government restrictions and sub-
sidies that work to the disadvantage of U.S. producers. The United States there-
fore now appears more inclined than previously to pursue selective trade policy
arrangements both within the General Agreement on Tariffs and Trade (GATT)
and on its own. It has also adopted a somewhat more aggressive stance in
threatening and actually taking actions designed to encourage or force foreign
governments to change policies deemed detrimental to U.S. interests.

As the world’s international economic and political relationships have been
changing, the adequacy of the rules of international trade as embodied in the
GATT has come under question. Important sectors like agriculture and textiles
and clothing have long been exempt from GATT rules, and there has been
an increasing resort by the U.S. and other major countries to nontariff re-
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strictions, particularly voluntary export restraints (VERs), which have an
ambiguous status in the GATT. All of this is evidence that the GATT is not
functioning effectively since its most important members feel that they can
bypass or ignore GATT authority and obligations when their national interests
are on the line. The international trading system thus appears to be in disarray
as the example and influence of the GATT have been eroded and the United
States and other countries have become increasingly inclined to take unilateral
policy actions.

There are numerous other aspects of government policies that may impinge
upon trade. These include policies to correct distortions, achieve noneconomic
objectives such as national defense, and influence the behavior of other
nations for political purposes. The traditional analysis of distortions suggests
that trade intervention is not optimal to correct distortions, except when a
government has monopoly power and can impose an optimum tariff without
incurring foreign retaliation. The same conclusion holds when there are
noneconomic objectives, although trade intervention may be optimal when
the objective is to affect trade directly. While the foregoing presumptions
about optimal policies are well established theoretically, the presence of
institutional and political constraints and rent-revenue—seeking behavior by
different interest groups may alter the outcome and thus affect the choice of
optimal policies in certain circumstances.

Trade policy may be an objective of foreign policy when international
economic and political interests coincide. Trade policy may also be used as an
instrument of foreign policy in order to achieve some international political
objective. Both uses of trade policy have a long history in the United States and
other major countries, but views differ especially on whether trade policy has
been effective when used as an instrument of foreign policy. The problem is in
defining criteria to evaluate effectiveness since the goals of foreign policy may
be complex and therefore difficult to relate directly to specific measures of
trade policy. This appears to be the case with respect to the use of economic
sanctions and embargoes by the United States and other countries.

1.2 Summaries of Chapters

The preceding discussion was intended as an introduction to the range of
issues of trade policy confronting the U.S. Although many of these issues have
been analyzed at length over the years and are well understood at least
conceptually, the changing circumstances of the United States in the world
economy require a refocusing and consolidation of analytical perspective. The
papers commissioned for the conference, now the chapters in this book, were
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designed accordingly to provide insight into current issues. Although the
individual papers and the discussants’ comments were not intended to pursue
new directions in international trade theory and policy, readers will find
ample reference to and evaluation of current developments in research.

Each chapter is summarized briefly below. The papers were revised after
the conference to take into account the comments of discussants and other
questions raised in the floor discussion. The discussants’ comments following
each chapter in this book are not included in the summaries. These comments,
which were also revised after the conference, deal with both particular points
and broader issues considered germane to the topic.

Deardorff and Stern: ““Current Issues in Trade Policy: An Overview"’

In their overview chapter Deardorff and Stern first provide information on the
broad movements of global trade aggregates, the commodity and sectoral
composition of net exports of merchandise and services for the United States,
Japan, and the EEC, changes in exchange rates, and recent changes in protec-
tionist pressures and actions in the United States and other industrialized
countries. They note that the expansion of world trade slowed considerably
beginning in the mid-1970s and that there was actually a decline in 1982 due
to world recession. In the United States the post-1980 appreciation of the dollar
exacerbated the structural adjustment problems that many import-competing
industries were already experiencing. It is not surprising therefore that pro-
tectionist pressures have become more acute in recent years, particularly
in the United States and the EEC.

Following their presentation of developments in trade and protectionism,
Deardorff and Stern review the case for free trade and then address arguments
in favor of trade intervention. Although some of their discussion covers
familiar ground, it is nonetheless worth repetition because it focuses on
optimality conditions and how various types of trade intervention may be
detrimental to economic welfare. Deardorff and Stern classify the optimum
tariff argument as an exploitative policy, given that the country imposing the
tariff benefits at the expense of the rest of the world. They consider recent
arguments for trade intervention in imperfectly competitive markets, which
are designed to enable a country to appropriate monopoly profits or to achieve
strategic advantage, as also being exploitative in nature rather than represent-
ing genuinely new arguments. The same is true for the use of countervailing
policies, which can benefit a country only when it is able to influence its terms
of trade. They note further that the classic problem of the Prisoners’ Dilemma
arises in strategic trade intervention when various exploitative policies are
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being considered. This suggests that the world might benefit if governments
were precommitted to retaliation in response to exploitative policies used by
others.

The final issues considered relate to trade intervention for domestic political
reasons. To the extent that government officials take the interests of the nation
as a whole into account, the arguments for and against trade intervention are
highly pertinent. Moreover, in deciding which instruments of protection to
use, there is something to be said for choosing the mildest form of intervention,
which might arguably be a tariff. Unfortunately the use of the tariff instru-
ment is subject to national and international legal constraints, and the result
has been to choose much more costly measures of trade intervention such as
the VER.

Dornbusch and Frankel: ‘“Macroeconomics and Protection’’

Dornbusch and Frankel begin their chapter with a factual and interpretive
analysis of the macroeconomic setting in which changes have been made in
U.S. tariffs and NTBs, ranging from the Smoot-Hawley tariff legislation of 1930
to the Tokyo Round negotiations of the late 1970s and events of the early
1980s. They classify the macrocyclical determinants of protectionism into
those associated with aggregate demand and micro-supply variables. The
variables affecting aggregate demand are domestic or foreign, and these will
vary in importance depending on cyclical factors. The effects of the substantial
real appreciation of the U.S. dollar since 1980 are judged to be especially
important in explaining the upsurge of U.S. protectionism. They note, how-
ever, that the depreciation especially of the European currencies did not
mitigate protectionist pressures there, so that the role of the exchange rate is
by no means obvious in all circumstances. This is borne out in regression
analysis of the determinants of employment in the U.S. auto, steel, textiles and
apparel, and metal fastener industries. Although the exchange rate is impor-
tant for steel and metal fasteners, the most significant variable in each case is a
simple time trend. This suggests that long-run structural considerations rather
than macroeconomic influences may be the root causes of changes in U.S.
protection in these industries.

They identify four key micro-structural reasons for protection: (1) shifts in
productivity in domestic or foreign industry, (2) sectoral imbalances that arise
when favorable events in one sector put pressure on another sector through
wages and/or exchange rates (the Dutch disease), (3) wage misalignments, and
(4) transfer difficulties arising from the need of debtor countries to generate
foreign exchange by means of increased exports and/or reduced imports.
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Dornbusch and Frankel note that U.S. protectionist sentiment is directed
especially against Japan, yet they find little factual reason for this sentiment
since the dollar has not appreciated significantly against the yen in comparison
to the major European currencies, and Japan has not increased its own trade
barriers. The explanation presumably lies more in productivity differentials
and wage misalignments between the United States and Japan.

Dornbusch and Frankel conclude by arguing in favor of a change in the U.S.
policy mix to permit fiscal tightening and monetary expansion and to have the
opposite policy changes carried out in Europe and Japan. This would result in
lower real interest rates in the United States and depreciation of the dollar.
Such coordinated action would serve to correct the existing U.S. trade im-
balance and bring about a realignment of the tradable sector. It is to be
preferred to other, possibly ill advised, measures such as a U.S. import
surcharge or a tax on international capital movements.

Magee and Young: ““Endogenous Protection in the United States,
1900—1984"

In their chapter Magee and Young develop a model of endogenous protection
and use it to search for variables that may help empirically to explain changes
in protection in the United States since 1900. The essential idea is that trade
policies lie outside the control of policymakers, who function as intermediaries
between the narrow interests of protectionist and proexport groups, on the
one hand, and the broad interests of voters (consumers) on the other hand.
Protectionism is thus regarded as the equilibrium outcome of the interactions
involving political parties (Democrats and Republicans), lobbying groups
(representing labor and capital), and voters. The demand for protection will
depend on the importance of labor relative to capital (endowment effect), the
relation between product and factor prices (magnification effect), and changes
in the terms of trade (compensation effect). There will be macroeconomic
influences on protection as well, stemming from changes in the rates of
unemployment and inflation. Voters may oppose protection especially during
inflationary periods. Since labor is the scarce factor in the United States, it will
favor protection, while capital interests will oppose protection. The Democ-
rats, whose main constituents are labor, can be expected to be more inclined
toward protectionism than the Republicans.

In observing changes in protection since 1900, Magee and Young note a
paradox in the way that the political parties have behaved, with prolabor
Democratic administrations promoting freer trade and Republican adminis-
trators being more protectionist. They attribute this paradox to the macro-
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economic policies that the two parties have used to serve their constituencies,
with the Democrats choosing lower unemployment and higher inflation and
Republicans the opposite.

Magee and Young fit a series of regressions in which the average tariff levels
for sixteen presidential administrations (four prior to 1932 and twelve there-
after) from 1905 to 1980 are to be explained by various microeconomic and
macroeconomic influences. Even taking account of the limited degrees of
freedom in these regressions, Magee and Young interpret their empirical
results as providing broad support for their model. In comparing the actual
and predicted values of the changes in tariffs based on their preferred equa-
tion, they would expect the first Reagan term to be characterized by consider-
able protectionist pressure and, if unemployment were to fall and inflation rise
in Reagan’s second term, the protectionist pressure could be expected to abate.
Magee and Young also analyze nontariff protection as provided by the U.S.
antidumping statutes, and they conclude that special interest variables are the

dominant influences involved.
Krugman: “‘Strategic Sectors and International Competition”

Krugman deals with the question of identifying strategic sectors and the extent
to which international competition and national government policies may
affect the returns to such sectors under conditions of imperfect competition or
when externalities are present. Although the concept of strategic sectors is not
meaningful when there is perfect competition because the returns to equiva-
lent factors are equalized, particular sectors may realize excess returns when
competition is imperfect. Governments may therefore be motivated to engage
in international rent seeking in an effort to capture some portion of these
returns for their domestic firms or residents. In exploring this possibility,
Krugman cites the work of Brander and Spencer, who show in the context of a
Cournot duopoly model that there may be an optimal export subsidy that will
benefit a country and in effect substitute for the strategic commitment that the
country’s firms cannot make themselves. Krugman notes, however, that this
possibility seems remote on theoretical grounds since it does not survive any
of a number of changes in assumptions: if the firms compete in terms of price
rather than quantity, if factors of production are in inelastic supply, if there is
a significant degree of competition among domestic firms and substantial
exports, and if entry barriers are potentially or actually low. He argues further
that the possible gains from international rent seeking may in fact be rather
limited since excess profits of firms may not translate into large gains for a
nation, especially in the case of the United States where most production is
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domestic rather than trade oriented, and also the benefits may be once and for
all rather than continuing. Finally he notes that it is not clear that the excess
profits would in fact be diverted to domestic residents when account is taken
of diverse ownership patterns and differences in tax regimes.

The case for identifying strategic sectors may be more compelling when
there are externalities that are country or location specific. But to the extent
that the products involved can be traded, Krugman notes that it may not
matter where the industry is located. There is no necessary connection there-
fore between the availability of technology and the production of goods in a
given country. Accordingly Krugman is doubtful that there is much to be
gained by governments seeking to identify and capture the returns associated
with strategic sectors.

Dixit: ““How Should the United States Respond to Other Countries’ Trade
Policies?’”’

Dixit notes that the response that the United States might make to other
countries’ trade policies requires prior consideration of how these policies
affect U.S. real national income and national security. The effects on real in-
come work primarily through changes in the terms of trade and the division
of excess profits between the United States and foreign countries. There may
also be domestic considerations involving the distribution of income between
gainers and losers from the policies of foreign countries.

If changes in the U.S. terms of trade occur because of foreign export
subsidies, the United States will benefit nationally, although it may be neces-
sary in the process to compensate any losers. Foreign restrictions on U.S.
goods may be damaging, however, and the United States might consider
responding with restrictions of its own, in which case both countries would be
worse off. In any event the empirical evidence suggests that U.S. terms of trade
movements are fairly small and probably not greatly influenced by foreign
countries’ policies. The existence of excess profits under imperfect compe-
tition raises the question of whether the government can employ better
strategies to capture these profits than the strategies available to firms. This is
the Brander-Spencer type of situation, and Dixit is doubtful that there is much
to be gained here.

Foreign countries may impose embargoes or sanctions on their trade, which
may threaten U.S. national security. The impact of such policies may be
limited, however, if there are alternative sources of supply available, if the
U.S. economy can adjust or if stockpiles can be built up for later use in time of
emergency.
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The United States can react to foreign countries’ policies, develop precau-
tionary policies to deal with trade disruptions, and employ or promise to
introduce strategic measures in order to deter or compel changes in foreign
government behavior. In designing strategic policies, Dixit stresses the im-
portance of maintaining credibility, which may require taking action quickly,
irreversibly, and automatically, being clear on what is at stake, and perhaps
resorting to brinkmanship and suggestion of irrationality. He concludes that
the United States is poorly situated for successful strategic use of threats and
also that the United States has not had much success with threats. By the same
token he notes that the United States has a good record in fostering cooperation
with other countries, and accordingly it could beneficially use strategic
advance responses to alter other countries’ trade policies in a mutually
beneficial way.

Cooper: ““Trade Policy as Foreign Policy”’

Cooper divides U.S. history into three periods: (1) 1765—1820, when boycotts
and embargoes were instrumental in seeking to achieve independence and
national sovereignty, (2) 1820—1934, when tariff policy was almost exclu-
sively governed by domestic political considerations and the promotion of U.S.
exports was a principal aim of foreign policy, and (3) 1934—-1985, when trade
policy has been directed in large measure to overcoming the economic and
political disasters of the Great Depression by fostering an environment con-
ducive to full employment, growth, and stability within and among nations in
the world economy. In the third period trade policy has also been used on
occasion to achieve other foreign policy objectives.

Cooper points out that the international trading system after World War II
was premised on the ideals of nondiscrimination, multilateralism, and inter-
national dispute resolution. Foreign trade was thus intended to be insulated
from domestic economic and foreign policy pressures. There have been excep-
tions, however, with the U.S. denial of most-favored-nation treatment to
communist countries, preferential arrangements such as the U.S.-Canadian
Auto Pact, the Generalized System of Preferences, the Caribbean Basin Initia-
tive, and the U.S.-Israel free trade arrangement, and the manipulative use
of trade policy, mostly by means of export controls, with the intention of
influencing the behavior of other countries. The range of manipulative trade
policy includes full embargoes and partial embargoes or restrictions on arms
exports, strategic materials, and defense-related technologies. U.S. trade
actions have been guided by a variety of foreign policy objectives, including
a desire to curb nuclear proliferation, encouragement of human rights, dis-



