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Chapter 1

The Policies and Realities of

International Economic Regulation

I . The Meaning of Interdependence

In a world where trade across borders constitutes an ever larger
percentage of the gross domestic product of some countries, even for
an internal market as large as the United States,it is no wonder that
government leaders, business people, and almost everyone else feels
some anxiety about those mysterious foreign influences that can affect
daily lives so dramatically.

Even these percentages do not tell the whole story. It is generally
recognized that the influence of international trade on national econo-
mies has been growing for decades and can be much more profound
than the percentages might indicate, both because the trade itself is
often a much higher percentage of the goods-producing sectors of e-
conomies,and because a multiplier or ripple effect amplifies the conse-
quences of such sectors expanding or contracting.

In sum, the world has become increasingly interdependent. With
that interdependence has come great wealth: goods are produced
where their costs are lowest; consumers have more choices; institu-
tions of production are disciplined through competition;producers can
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realize the advantages of economies of scale. But with interdependence
has come vulnerability. National economies do not stand alone: eco-
nomic forces move rapidly across borders to influence other societies.
Government deficits in the United States can have an impact on its in-
terest rate, which can push heavily indebted developing countries to
the verge of “bankruptcy. ”An embargo or price rise implemented by
major oil-producing nations can cause deep and frustrating unemploy-
ment,farm bankruptcies,and dramatic rises in the cost of living in the
United States. A recession in one part of the world is rapidly felt in
other parts.

How did this interdependence come about Perhaps the techno-
logical innovations of the post-World War ][I era alone would have
created these conditions,at least in the absence of major military con-
flict. The time and cost of transport have fallen rapidly,so that these
barriers to greater trade flows and service exchanges have also
dropped. Communications have become spectacularly instantaneous:in
our living rooms we watch foreign local wars broadcast on the TV
news by satellite,and it is possible now to order goods or shift huge
sums of money across oceans, literally in seconds. Information sys-
tems are changing the character of markets and also affecting business
techniques, such as the control of inventories, the use of borrowed
money, the response to changing interest rates, and the adoption of
new developments of technology. But these scientific advances have
little influence if they are resisted by governments,as we observed in
the cases of those governments that do resist them.

We must recognize that the international institutions erected or
reinstated by governments after World War ][ have made their con-
tribution. If some world organizations have failed to perform in the
manner contemplated by their founders, they have nevertheless con-
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Chapter 1 The Policies and Realities of International Economic Regulation

tributed symbolically to the general trend of a shrinking world' made
possible by scientific innovation. This is particularly the case with the
economic institutions.

The 1944 Bretton Woods Conference’ launched the World Bank
(WB)? and the International Monetary Fund(IMF)*. A few years lat-
er came a failed attempt to add a complementary organization for
trade, the ill-fated International Trade Organization (ITO)® of the
Havana Charter’, but into the vacuum came the General Agreement
on Tariffs and Trade(GATT)". These institutions were later joined
by others, including the Organization for Economic Cooperation and
Development (OECD)®,the United Nations Conference on Trade and
Development(UNCTAD)?, and some important regional systems. By
the late 1960s, therefore, the liberalization of trade and financial flows
promoted by this postwar system—sometimes broadly called the Bret-
ton Woods System!'®—had progressed far enough to foster an unprece-
dented surge of trade and to demonstrate the economic benefits that
flow from such liberalization. But at the same time, new problems
were emerging. The receding waters of tariff and other overt protec-
tion inevitably uncover the rocks and shoals of nontariff barriers and
other problems'' . As the European Community'? has experienced in
recent decades,creating free trade requires attention to a group of in-
terrelated activities such as the flow of capital, the movement of la-
bor.and the flow of technology and services. These in turn have revo-
lutionized government methods traditionally used to control fiscal and
monetary policy, taxation structure, environment regulation, product
standards,and liability for product defects. The propensity for gov-
ernment summit meetings, both within Europe and on a worldwide
basis,is obviously not unrelated to these world economic trends of in-
terdependence. Likewise, the attempts of governments to combine
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their efforts through international organizations have a similar result.
The question is not whether a government will play on the interna-
tional scene;the question is, where will it play and with whom (that
is,what forum will it work in and what other governments is it will-
ing to let into its “club”)

The problem of international economics today, then,is largely a

”13 interdependence. The success of the Bretton

problem of “managing
Woods System has created a host of new problems. When economic
transactions so easily cross national border,tensions occur merely be-
cause of the differences between economic institutions as well as cul-
tures. In addition, the freedom of border “transit” sometimes allows
unscrupulous entrepreneurs to evade national government regulation.
Even morally sensitive entrepreneurs have their effective power en-
hanced when they can move activity quickly from one nation to anoth-
er. Governments, by contrast, are increasingly frustrated by effective
evasion of their regulatory powers. Furthermore, governments find
that actions of other governments can cause them great difficulties.
Governments respond to these problems in a variety of ways.
Some join other governments in an attempt to create an international
regulatory system to help ameliorate the “free-for-all” aspects of in-
ternational trade (such as beggar-thy-neighbor policies' ), or to pro-
vide a unified posture to confront the less public-spirited entrepre-
neurs. Another common response is to develop internal policies, de-
signed to enable their nations to better cope with the challenges of the
world economy. Thus,governments adopt “industrial policies,” meas-

> measures (usually at the border)

ures to enhance “competitiveness,”
to offset foreign-governmental or private actions deemed potentially
damaging,or reciprocal responses of various kinds.

In considering any of these responses,however, government par-
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ticipating in the Bretton Woods System confront international as well
as national sets of rules, procedures,and principles that may narrowly
constrain their options. One of the purposes of this book is to describe
one part of that system:the rules of international trade as developed
principally in the context of GATT, but related closely to national

laws that regulate trade.
I . “Liberal Trade”

The starting point for any discussion of policy for the interna-
tional economic system of today is the notion of “liberal trade,”
meaning the goal to minimize the amount of interference of govern-
ments in trade flows that cross national borders. The economic argu-
ments concerning this central policy concept will be discussed below,
but regardless of their validity or intellectual persuasiveness, there is
no question that theyehave been influential. The basic liberal trad
philosophy is constantly reiterated by government and private per-
sons,even in the context of a justification for departing from it

The prominent economist Paul Samuelson said that “there is es-
sentially only one argument for free trade or freer trade, but it is an
exceedingly powerful one, namely: Free trade promotes a mutually
profitable division of labor, greatly enhances the potential real nation-
al product of all nations,and makes possible higher standards of living
all over the globe.”

The GATT itself began with a preamble that includes phrases
expressing goals of “raising standards of living,” by, among other

13

things, “expanding. . . exchange of goods.” The Leutwiler “eminent
persons” Report of 1985 prepared for the GATT expressed a similar

view :
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Ever since ancient times, people have found that they can increase their in-
comes by developing specialized skills and trading the fruits of their labor in the
marketplace. A farmer may know how to sew and a tailor may know how to
raise chickens—but each can produce more by concentrating on doing what each
can do most efficiently.

The same applies to countries. Trade allows countries to concentrate on
what they can do best. No two countries are exactly alike in natural resources,
climate or work force. Those differences give each country a *“comparative ad-
vantage” over the others in some products. Trade translates the individual advan-
tages of many countries into maximum productivity for all. This is the classic

theory of international trade. It is still valid today.

A 1970 Senate” document noted that “It had been the principal
goal of American foreign policy since 1934 to strive for the removal of
barriers to the free flow of international trade. The original trade a-
greements program has been extended several times;and since 1934
the Congress,after careful scrutiny and examination'®, repeatedly re-
newed the president’s advance authority to negotiate reciprocal agree-
ments to lower trade barriers.”

The July 1971 Report of the President’s Commission on Interna-
tional Trade and Investment Policy(also known as the Williams Com-
mission) ,in expressing the goals of U. S, policy, included this sen-
tence: “The ultimate goal should be to achieve for all people the bene-
fit of an open world in which goods and capital can move freely.”

More recently, the developments of the Uruguay Round and its
implementation have reinforced these various expressions of policy.
The WTO Charter carries forward some of the phraseology of the
GATT Agreement, speaking of “raising standards of living and ex-

panding the production of and trade in goods and service, while allo-
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wing for the optimal use of the world’s resources in accordance with
the objective of sustainable development....” The United States
Uruguay Round Agreements Act of 1994 carries forth these policies.

Thus there can be little doubt of the general policy underpinnings
of the post-World War ]| international economic system as it prevails
at least among the so-called industrial-market economies. There is un-
certainty,however,about what this basic policy implies in specific in-
stances,and doubt that this basic policy is still viable in the face of
changed circumstances. These are issues to which this book repeatedly
returns.

Of course, this basic “economic goal” is not the only goal of in-
ternational trade policy. A number of other goals can be articulated al-
so. In some cases these other goals may be partly inconsistent with
the central goal,requiring some*“balancing” or “compromise. ” At this
point there is no attempt to inventory all possible goals of internation-
al economic policy,but describe some other policy goals, which could
be classified as “noneconomic. ”

During the years near the end and just after World War [, as
leaders of the victorious nations began formulating postwar plans for
international economic institutions, one could detect in speeches and
documents a strong political goal that accompanied the economic
thinking of the day. The political goal arose from the view that the in-
terwar economic problems were causes in part for World War [I. The
Great Depression'” , the mishandling of policy toward Germany after
World War I,and other similar interwar circumstances weighed heavi-
ly on the minds of policymakers who wanted to design post-World
War [[ institutions that would prevent a recurrence of these prob-
lems. For example, Harry Hawkins who was, at the time, Director of
the Office of Economic Affairs of the U. S. Department of State, said
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in a 1944 speech, “Trade conflict breeds noncooperation, suspicion,
bitterness. Nations which are economic enemies are not likely to re-
main political friends for long. ” A 1945 presidential message stated:
“The fundamental choice is whether countries will stuggle against
each other for wealth and power, or work together for security and
mutual advantage.... The experience of cooperation in the task of
earning a living promotes both the habit and the techniques of com-
mon effort and helps make permanent the mutual confidence on which
the peace depends.”

There are several problems with the argument about competition
such as the case in industry. Economists can argue that there are bet-
ter ways to achieve the goal of promoting the new industry, such as
the explicit use of subsidies. (The same constraints discussed in the
case of national security may apply here as well, however. ) And as
with the national security arguments,there may be the problem of i-
dentifyingf which industries should receive the benefit o “infant”
treatment. For small economies, the infant industry argument'® for im-
port protection may be relatively weak:such an industry may need to
depend on exports to establish the economies of scale necessary for
true viability. Related to these arguments are more perplexing ones
that focus on the advantage of “learning by doing” to justify govern-
ments or individual firms pursuing certain strategic policies or market
share-enhancing programs.

This can lead to arguments about tariff and trade preferences
which later chapters discuss. One problem has been determining when
an “infant” industry has reached maturity,so that it no longer merits
the exceptional treatment of import protection. There is often a tend-
ency for industries to argue for perpetual infancy status.

One noneconomic goal greatly affecting national trade policies is
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the preservation of political or economic power. At least in a demo-
cratic nation, national leaders will be observably influenced in their
trade-policy decisions by the desire to get elected or reelected. But not
only political leaders manifest the desire for power. Business leaders
and labor leaders can also be seen to have similar tendencies. It has
been queried whether liberal trade policies render labor unions more
vulnerable and reduce their power. Although it may not yet be possi-
ble to answer this query definitively,it does seem that some evidence
supports an affirmative answer. (This relates to goals of distributive
justice also. )But the reduction of power may occur not only to labor
unions. Some industrial leaders and owners of capital may also find
their power reduced. No one involved in trade policy questions can af-
ford to ignore the often intense feelings that are engendered by these
effects from international trade(or other international transactions).
No one can effectively explain the specially favored place that agricul-
tural producers gave preserved in trade policy measures without refer-
ence to some of these ideas. An interesting study beyond the scope of
this book would analyze the gains and losses of power among national
groups resulting from international economic interdependence and in-
ternational trade. Do the nimble, well-managed multinational corpora-
tions find their effective power enhanced by these international eco-

nomic trends
II. International Economic Law

In recent years one has increasingly heard references to “interna-
tional economic law.” Unfortunately, this phase is not well defined.
Scholars and practitioners have differing ideas about the meaning of
this term. Some would have it cast a very wide net, and embrace al-
most any aspect of international law that relates to any sort of eco-
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nomic matter. Considered broadly, almost all international law could
be called international economic law, because almost every aspect of
international relations touches in one way or another on economics.
Indeed,it can be argued from the latter observation that there cannot
be any separate definition of international economic law. A more re-
strained definition of international economic law, however, would em-
brace trade,investment,and services when they are involved in trans-
actions that cross national borders,and those subjects that involve the
establishment on national territory of economic activity of persons or
firms originating from outside that territory'.

In any event,clearly the subject of international trade® , whether
in goods or in services (or both),is at the core of international eco-
nomic law. This book focuses on the rules of international trade in
products,but the implications of those rules for other subjects of in-
ternational economic relations should be obvious. The rules of product
trade,centrally served by the GATT,are the most complex and exten-
sive international rules regarding any subject of international econom-
ic relations that exist. As such it is natural that they would have some
influence on the potential development of rules for other international
economic subjects, particularly the subjects developed in the Uruguay
Round context, including services and intellectual property. In addi-
tion,there is mention of a “GATT for investment” and the possibility
of a WTO approach for certain other subjects. For this reason there is
considerable justification for focusing on the rules of product trade as
reflected in the WTO/GATT system. This focus can be thought of as
sort of a “case study” of the advantages and disadvantages, the posi-
tives and negatives, of an elaborate rule system at the international
level.

Two unfortunate bifurcations of the subject of international eco-
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nomic law exist, however. One is the distinction between monetary
and trade affairs. Given that both are,in a sense, “two sides of the
same coin,” a degree of artificiality separates them as topics. Yet in-
ternational organizations, national governments, and even university
departments tend to indulge in the same separation;and given that the
whole cannot be studied at once, there is great practical value in tak-
ing up the trade questions separately.

An even less fortunate distinction of subject matter is often made
between international and domestic rules. This book will not indulge
in that separation. In fact the domestic and international rules and le-
gal institutions of economic affairs are inextricably intertwined. It is
not possible to understand the real operation of either of these sets of
rule in isolation from the other. The national rules(especially consti-
tutional rules) have had enormous influence on the international insti-
tutions and rules. Likewise the reverse influence can often be ob-

served.
V. International Law and Economic Relations

By way of introduction to the international law bearing on eco-
nomic affairs,and as part of an historical introduction to it,several ob-
servations may be useful to the reader.

Sources of international law can generally be divided into “cus-
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tomary” or “conventional. The latter terms refers to treaties,
which are often termed “conventions. ” Customary international law is
defined as rules of national behavior that can be ascertained from the
practice of nations when such practice reveals that nations are acting
under a sense of legal obligation. Unfortunately, customary interna-
tional law norms are quite often ambiguous and controversial. On

many propositions of customary international law, scholars and practi-
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