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As part of its “pause for
reflection” on the troubled
Doha Round negotiations,
the Cordell Hull Institute,
along with the Cornell Law
School, convened in Paris
on July 9-10, 2004, an
international roundtable
meeting on the “Role of the
WTO System in the World
Economy”.

The meeting was held at
the Centre Panthéon, which
houses the faculty of law of
the Panthéon and
Sorbonne universities,
across the place from the
Panthéon (pictured above).

/

Reproduced here is the
paper for the meeting by
Victoria Curzon Price
(above) on the “Place of
Non-discrimination in an
Integrating World Econ-
omy.”

PANTHEON-SORBONNE MEETING...

Place of Non-discrimination in an
Integrating World Economy

Victoria Curzon Price

THE INTERNATIONAL economic order envisaged in 1944 at the
United Nations conference in Bretton Woods, New Hampshire — of
which the World Trade Organization is a part in spite a rather long
gestation period! — is under increasing attack not only from radical
anti-globalization activists (who perhaps labor under an ideological
bias against multilateral economic cooperation) but also nowadays
from insiders.? To the extent that birthdays are noteworthy, the
original Bretton Woods system, embracing the International
Monetary Fund and the proposed International Trade Organization
(ITO) as well as the World Bank, turned sixty in 2004. Has it
reached retirement age?

Planned while World War II was still being fought, the international
economic order was designed to bring peace and prosperity to a
traumatized world by encouraging freer international trade, capital
movements and free international payments. Measured against
this benchmark, one can only say it succeeded beyond the wildest
dreams of the founders, inspired by Cordell Hull, the U.S. Secre-
tary of State throughout most of Franklin Delano Roosevelt’s long
presidency. But then they did not anticipate the robust economic
growth that would characterize most of the post-World War II
period for its principal founder nations.

John Maynard Keynes, the chief British negotiator, and Secretary
Hull were fighting yesterday’s battles of deep depression and 25
percent unemployment; and their system was basically designed to
provide minimal and timid (but multilateral) opening of interna-
tional exchange, compatible with the hard economic times ahead
that they anticipated. Instead, the free market system in combi-
nation with the freer and easier international trade and payments
generated by the General Agreement on Tariffs and Trade (GATT)
— in place of the stillborn ITO — and the IMF produced six decades
of (almost) uninterrupted economic growth, with world trade
expanding considerably faster than production.
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About the Meeting

Thirty five senior trade
officials and independent
experts, principally from
European countries, took
part in the Panthéon-
Sorbonne meeting.

They included: Agnes van
Ardenne, the Netherlands
minister for development
cooperation; Herwig
Schlogl, deputy secretary-
general of the OECD, Paris;
Pierre Defraigne, deputy
director-general of trade in
the European Commission;
Karl- Ernst Brauner,
director-general for foreign
economic relations in the
German Ministry of
Economics; and Claes
Ljungdahl, deputy
director-general for foreign
economic relations in the
Swedish Ministry of Foreign
Affairs; as well as Olivier
Cattaneo, principal trade
policy adviser at the
Agence Frangaise de
Developpement.
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But this economic growth was not without its problems. It was
concentrated among those countries in possession of market
economies that also decided to participate actively in the inter-
national economic order. It left many countries by the wayside,
especially those that attempted an alternative development
strategy, along state interventionist lines in combination with
inward-looking investment options. The result has been growing
inequality in living standards as some countries forged ahead and
others stagnated. Irrespective of the reasons for this state of
affairs, it must be addressed.

What is the best approach for poor countries? Multilateralism or
discrimination? If the latter, what kind of discrimination? Histor-
ically speaking, the multilateral trading system tolerates two types
of discrimination: special-and-differential treatment for developing
countries, on the one hand, and regional economic integration, on
the other. This essay discusses the two approaches in order to
answer the question implied in the title. Is non-discrimination still
relevant in today’s world?

The essay argues that special-and-differential treatment in favor
of developing countries is not a promising avenue. Regional
economic integration, however, is not only compatible with the
multilateral trading system. The pursuit of both is probably the
only combination that reconciles improvements in real income with
domestic political realities. If pursued over the long run, in a
peaceful political environment, regional economic integration could
be part of a dynamic process leading to worldwide free trade.

Multilateralism: Mr Hull and Mr Churchill

In August 1941, when the first steps in building the post-World
War II economic system were taken, the war for some had not

yet started (the United States) and for others it was provisionally
over (France), but still others were in the thick of it and fast run-
ning out of money (the United Kingdom). When Franklin Roosevelt
and Winston Churchill met to discuss the terms of the Lend-Lease
Agreement on a warship in the mid-Atlantic, and to issue a general
statement on “joint war aims”, the U.S. Administration was deter-
mined to extract from Britain a promise to end Imperial Preference
in exchange for financial support for the British war effort.

In this Roosevelt was only partially successful, for the relevant
statement contained in the fourth paragraph of the Atlantic
Charter, to the effect that the two countries aimed “to further
the enjoyment by all States, great or small, victor or vanquished,
of access, on equal terms, to the trade and to the raw materials
of the world which are needed for their economic prosperity”,
was preceded by the famous Churchillian qualifier — “with due

respect for their existing obligations”.>

Why was Roosevelt so anxious to secure a paragraph on economic
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Also there were: José
Alfredo Graca Lima, the
Brazilian ambassador to
the European Union;
Eduardo Perez Motta,
the Mexican ambassador to
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Nobuo Tanaka, director-
general of the multilateral
trade bureau at Japan’s
Ministry of Economy, Trade
and Industry.

Four members of the
Institute’s board attended:
Jagdish N. Bhagwati, of
the Council on Foreign
Relations, New York; Hugh
Corbet, the Institute’s
president; Lorenz
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secretary of the German
Ministry of Economics; and
John M. Weekes, former
Canadian ambassador to
the WTO and onetime
chairman of the WTO
General Council.
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Ministry of Foreign Affairs;
Bernard Hoekman, of the
World Bank, Washington,
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the Fondation Nationale de
Sciences Politiques, Paris;
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European University
Institute, Florence; J.F.R.
Rollo, of the University of
Sussex, Brighton; Clive
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law, Brussels; Stefan
Tangermann, of the
OECD, Paris; Bruce
Wilson, of the WTO,
Geneva; and David
Woolner, of the Roosevelt
Institute, Hyde Park, NY.
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multilateralism in the joint war aims of the Atlantic Charter?
Because his whole Administration, and in particular Cordell Hull,
were convinced that discriminatory and protectionist trade régimes
were disruptive of peaceful international relations and had contri-
buted to the war. As Richard Gardner, acknowledged historian of
this period, put it:

“Closed trade areas controlled by Imperial powers were held
to deny other countries their natural rights to vital raw
materials, markets and investment outlets. The excluded
countries, so the argument ran, not only felt aggrieved as a
result of such discrimination; they were driven to obtain by
force what they would otherwise have obtained by peaceful
exchange.™

In short, the United Kingdom’s Imperial Preference system, both
protectionist and discriminatory, was seen as having been partially
responsible for Nazi aggression (and Hitler himself had used
Germany'’s lack of colonies as the reason for his country’s need for
lebensraum and hence justification for his eastwards expansion).
Be that as it may, the aim of the U.S. government in the formative
phases of the post-World War II international economic order was
to eliminate discrimination and reduce barriers to trade, seen as
two essential prerequisites for building a peaceful world political
order. According to Richard Gardner, the multilateralism pursued
by the United States may be defined, “as a system, as one in
which barriers to trade and payments are reduced to moderate

levels and made non-discriminatory in their application”.®

Yet, in spite of the immeasurably strong economic and political
position of the United States at that time, thanks mainly to
Britain’s attachment to the Commonwealth and Keynes’ fear of
unmanageable balance-of-payments problems after the war, both
the IMF and the draft ITO contained important exceptions to the
principle of non-discrimination:

(@) In the IMF there was the “scarce currency clause” (Article
VII) and Article XIV permitting exchange controls during the
transitional period.

(b) In the ITO (the future GATT and WTQO) there was Article
I:2, which provided colonial exceptions to the general most-
favored-nation (MFN) rule, later to become the GATT’s Part
IV and “special-and-differential treatment” for developing
countries.

Sixty years later, we are as far as ever from the ideal of non-
discrimination. Not only is discrimination — albeit “affirmative
discrimination”, in principle designed to favor developing countries,
but discrimination all the same — built into the multilateral trading
system by virtue of an explicit “escape clause” from the general
commitment to unconditional MFN treatment. In addition, the
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The meeting’s opening and
concluding sessions took
place in historic Cercle de
I'Union Interalliée (pictured
above in the days of
Marshall Foch).

The meeting was jointly
convened and chaired by
John J. Barcelo 111, the
Cromwell professor of
international and
comparative law at Cornell
University, Ithaca, NY, and
Hugh Corbet, president of
the Cordell Hull Institute.

The papers prepared for
the event are being revised
and edited for publication
as John J. Barcelo III and
Hugh Corbet (eds),
Rethinking the World
Trading System (2005).

Funding for the meeting
was provided by the Berger
International Legal Studies
Program at Cornell
University, Ithaca, NY, and
the Netherlands Ministry of
Foreign Affairs, as well as
the international law firms
Sidley Austin Brown &
Wood, Washington, DC,
and Stanbrook & Hooper,
Brussels.

About the Series

The first meetings in the
Institute’s “pause for
reflection” on the Doha
Round negotiations were

held in Washington, DC, on

e November 14, 2003, on
getting the Doha Round
negotiations back on track;

e May 28, 2004, on the
elements of a “framework
agreement” on agriculture,
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dynamics of multilateral trade negotiations over sixty years has
resulted in de facto discrimination against those countries that
decided, for whatever reasons, not to participate in them.

De Jure “Affirmative” Discrimination in
Favor of Developing Countries

The legal opt-outs from normal GATT disciplines in favor of
developing countries grew out of Article I:2 of the original GATT
1947,° which simply exempted pre-existing colonial preference
systems from the general rule of non-discrimination contained in
Article I:1.” In the 1960s most newly independent ex-colonies
exercised their automatic right to become sovereign contracting
parties to the General Agreement upon gaining independence.
Most of them retained special trade preferences with the former
colonial power using the legal cover of Article XXIV (Customs
Unions and Free Trade Areas), the only legal exception to the
general rule of non-discrimination by then allowed. Although by no
reasonable interpretation could these “free trade schemes” be
considered consistent with the provisions of Article XXIV, they
were never seriously challenged. Governments were, after all, in
the throes of the Cold War.

Are Good Intentions Enough?

In the meantime, the special needs of developing countries were
given formal recognition in Part IV ("Trade and Development”)
adopted in 1965. With the best of intentions, it was agreed that
“developed countries do not expect reciprocity for commitments
made by them in trade negotiations to reduce or remove tariffs
and other barriers to trade of less-developed contracting parties”.®
Developing countries were thus invited to become free-riders on
whatever future trade negotiations might produce by way of trade

liberalization.

As a result of the growing importance of developing countries in
the GATT system, and of increasing pressure to “legalize” the post-
colonial trade preferences in their favor, the Contracting Parties
agreed in 1971 to a waiver of Article I for the purpose of granting
temporary legal protection to the proposed Generalized System of
Preferences (GSP), forcefully promoted by Latin American contract-
ing parties. According to this scheme, developed countries could
offer unilateral tariff preferences, of their own devising, to their
less developed trading partners. These last were a self-selected
group. Any member of the GATT could choose to be on either the
donor or the recipient side — or do nothing at all.

As part of the deal, the European Community agreed to abandon
the fiction of reciprocal free trade areas with its ex-colonies,
replacing them with unilateral, non-reciprocal trade preferences
encoded in the Lomé Convention of 1972 in favor of former
colonies in Africa, the Caribbean and the Pacific (ACP countries).
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with farm leaders from the
United States and Cairns
Group countries; and

e June 16, 2004, on the
ups and downs of the
multilateral trading system
since it was established
after World War II.

The meetings followed the
Institute’s four post
mortems on the failure of
the WTO ministerial
conference in Cancun,
Mexico, in September
2003.
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Not entirely coincidentally, 1972 was also the year of the United
Kingdom’s accession to the European Community. At no time was
there ever any question of very poor, very big countries like India,
Pakistan or Malaysia becoming a part of the ACP system (this was
reserved for small, and hence non-disruptive, poor countries). But
something had to be done for them all the same. The GSP was the
answer.

But if the arguments of Raul Prebisch® and Hans Singer'® in
support of preferences for developing countries had any validity, it
followed logically that the less developed a country was the greater
the margin of preference on manufactured exports it would need.
The validity of their arguments rested on the thesis that develop-
ing countries had to escape from their comparative advantage in
agriculture and raw materials, subject to a secular deterioration in
the terms of trade, and develop their manufactures through
preferences.

In response to these arguments, the GATT Council adopted in

1979 a decision on "Differential and More Favorable Treatment”

in favor of developing countries, subsequently known as “the
Enabling Clause”, which not only provided permanent legal cover
for preferential arrangements of all kinds, including the Generaliz-
ed System of Preferences, but also provided for “special” treatment
for least-developed countries (LDCs).!! A new category, and a

new rationale for discrimination, had been invented. Developing
countries from 1979 onwards were “enabled” to be exempted from
any GATT obligation they found onerous.

The least-developed developing countries, at the time, had per
capita incomes of less than $100 a year, their manufacturing
sector accounted for no more than 10 percent of GDP and their
literacy rate was no more than 20 percent of the population.!?
These criteria carefully screened out Brazil, India and Pakistan,
whose competitive potential GSP donor countries rightly respected.
GSP donors were now encouraged, when devising their trade
preference systems, to make a difference between the self-
selected group of beneficiary advanced developing countries
(ADCs), on the one hand, and the defined group of least-developed
countries, on the other hand.

The European Community, a major proponent of differential
preferences, soon developed further distinctions that need not
detain us here,!® except to note that preferences are dynamic,
inherently unstable and divisive. One preference leads to another,
then to another and so on. Moreover, categorical distinctions
offering benefits based on low incomes bear the inevitable burden
of moral hazard: if benefits are on offer for being poor, let's
become (or stay) poor! Indeed, the LDC category has prospered
since 1979, when it contained only 24 countries. Today there are
49. Only one country (Botswana in 1994) has “graduated” out of
the group.*
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In a background note for
the Panthéon-Sorbonne
meeting, Hugh Corbet
(above) wrote:

“When the Doha Round
negotiations were launched
in November 2001, very
much on the run and
somewhat half-heartedly,
there was no inter-
governmental consensus
on their purpose or, for
that matter, on the
purpose of the WTO
system itself... For
governments to come
together on the purpose of
the negotiations there has
to be a closer meeting of
minds among them on the
WTO'’s role in the world
economy.

“In the United States,” he
said, “there is a tendency
to regard the multilateral
trading system only as a
device for securing access
to foreign markets for
American exports, not for
promoting trade liberal-
ization as a positive-sum
game.

“In the European Union the
system is traditionally
viewed as the framework
within which it handles its
relationship with the United
States.

“For four decades,” he
continued, “Japan saw the
system as a defense
against the bilateral
pressures of the United
States and the European
Union to open its markets,
but is turning to bilateral
and regional arrangements
now there is a multilateral
commitment to open
markets for agricultural
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In the meantime, while no one was going to go to war over sugar
quotas, one could not claim that the GSP system was spreading
peace and harmony around the world. Developing countries in
Latin America and Asia, which were excluded from the European
Community’s preferential system, were increasingly disillusioned
about so-called multilateral, non-discriminatory institutions and
soon turned to their own form of regionalism (see next section).

This discriminatory treatment of developing countries by the
European Community established a precedent and, as time wore
on, the United States also began to discriminate in its GSP offers,
not only between developing countries on the basis of their level of
development but also with reference to their compliance with U.S.
foreign-policy interests in general.*”

While all this was happening, the European Community’s GSP
system became increasingly differentiated with respect to the
goods covered. Yearly tariff quotas were established for dozens of
countries and tens of thousands of products. Some tariff quotas
were so tight that they were filled within the first three days of
each year.'® Others (for jet aircraft, for example) were never
taken up at all. In fact, different sets of rules and margins of
preference soon developed for different categories of products
(ranging from non-sensitive through semi-sensitive, sensitive to
very sensitive products, covering steel, textiles, leather goods and
processed food products). All areas of potential comparative
advantage for developing countries were subject to tight tariff
quotas, meager preference margins and strict rules of origin.

Fraud had to be combated; “surges” in trade flows had to be
monitored, safeguards introduced. The preferences were renewed
annually; and they were frequently changed, giving investors no
incentive to make long-term commitments. To cap it all, in 1998
the European Union introduced “special incentive régimes” for
developing countries adopting appropriate social and environ-
mental policies. As the wags had it, the Generalized System of
Preferences was neither general, nor systematic, nor preferential
precisely in the areas where developing countries possessed a
clear comparative advantage (agricultural and “sensitive” goods).

In short, the re-named European Union has certainly not been
offering unqualified “access” to its markets to developing
countries. The GSP “take-up rate” (percent of LDC exports
actually receiving preferential treatment relative to potentially
qualifying exports) was 34 percent in 1999, which implied that
for two-thirds of exports traders preferred to pay MFN tariffs
rather than wade through the paper work. According to UNCTAD,
the ACP requirements were similar, so “there is no reason to
assume that similar patterns did not prevail”.'®

The end of the Cold War and the collapse of Communism led to the
disappearance of the ideological conflict that had spilled over into
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products.

“As for developing
countries, many appear to
regard the WTO as just
another development
agency, providing benefits
without requiring them to
fulfill any obligations of
membership.

"It sometimes seems,” Mr
Corbet mused, “that only
China sees the WTO as a
framework of international-
ly agreed rules providing a
stable institutional
environment for the
conduct of international
trade and investment, as
well as a guide to the
development of domestic
commercial laws aimed at
promoting transparency,
stability and predictability
- hallmarks of the multi-
lateral trading system,
along with non-
discrimination.”
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the West’'s development policies. Several things of relevance to
our story flowed from this:

(a) the idea that free markets (as opposed to the state)
might work as the prime mover in the process of economic
development;

(b) a renewed interest in the possible role of freer
multilateral trade, rather than aid;

(c) a reappraisal of the Prebisch-Singer arguments in support
of preferences; and,

(d) for the European Union, a self-appointed droit de regard
over certain internal political arrangements in its developing-
country trading partners, such as democracy, human rights
and the rule of law.

As the Uruguay Round negotiations drew to an end, and as the
GATT Secretariat was replaced by the WTO, so the waiver permitt-
ing the European Union’s Lomé/GSP system lapsed!® and was
replaced by a more rigorous commitment to stop discriminating
between developing countries on the basis of history. The
European Union was given until February 2000 to dismantle its
four-tiered preferential system and bring it into conformity with
new and stricter WTO rules. It has since requested an extension
to 2007.

What has been the result of all these good intentions?

Law of Unintended Consequences — De Facto
Negative Discrimination

Let’s go back to the 1960s and 1970s when developing countries,
many newly independent, began joining the GATT system. With
very few exceptions, they decided to take advantage of all the opt
outs from multilateralism, just discussed. Their currencies were
for the most part inconvertible. They reserved the right to expro-
priate foreign-owned assets. They practiced high levels of protec-
tionism. They experimented in regional preferential arrangements
(often based on the COMECON model of a planned division of labor
falling far short of free trade areas. And they worked untiringly for
unilateral and non-reciprocal access to developed-country markets.
As we have seen, some were fortunate, by virtue of their colonial
past, to enjoy privileged access to the European Community.

As a result, many developing countries had little or no incentive to
negotiate actively in successive GATT rounds. While enjoying
access to European and American markets on preferential terms,
they remained free to pursue their inward-looking, nationalistic
and statist approach to economic development. Since the latter
failed both to allocate resources correctly and to provide decision-
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MODERN FIRMS LOOK
BEYOND REGIONS

“The multilateral, non-
discriminatory order will
continue to flourish
because modern firms
are not interested in
remaining enclosed in a
mere regional economy,
however large.

Traders will continue to
trade, unwittingly creat-
ing economic growth in
the process. The world
is their oyster and
customers appreciate
the lower prices and
higher real incomes that
are the result of global
competition.

Governments in America
and Europe have to
respond to these
economic realities and
they will continue to
support the multilateral
system at the same time
as they promote their
respective regional
schemes. They, too,
need higher real
incomes — for their own
survival”

- Victoria Curzon Price
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makers with proper incentives, these countries suffered supply-
side constraints and were unable to benefit from preferential
access to rich countries” markets.

Nor was that all. Since they had adopted an inward-looking
development strategy, they were in no position to defend their
export interests when these came selectively under threat. Thus
developed countries, over the course of eight rounds of multilateral
trade negotiations from 1947 to 1985, carefully avoided liberalizing
trade in textiles and clothing. Quite the contrary, in fact. They
developed a mad system of discriminatory tariff quotas to keep
developing-country products out of their markets, about as far
from Cordell Hull’s vision of freer, non-discriminatory trade as is
possible to imagine.

Had developing countries been prepared to bargain with their more
developed fellow GATT members, offering better access for, say,
investment goods in exchange for better access for their labor-
intensive consumer goods, there is no reason to believe that a deal
could not have been struck to their great mutual advantage. In
developed countries, the interests of producers of investment
goods would have been offset against the interests of producers of
labor-intensive clothing, allowing a domestic political balance. In
the developing countries, the deal would have been even easier to
conclude, since most of them would not have had to sacrifice a
pre-existing investment goods industry.

But the philosophy current at that time was against such a curious
notion. Didn't developing countries have a right to keep their high
tariffs on each and every item of potential import? Was this not a
huge help in achieving rapid economic growth? Alas, no. It was in
fact a burden, as taught in every economics course. But this was
not apparent at the time. As long as markets were rejected in
favor of state planning, then of course imports had to be limited to
a planned minimum, for otherwise they would have upset the plan.

Before all that, the founding members of the ITO/GATT had inser-
ted a clause exempting farm produce from the general obligation
to use non-discriminatory instruments of protection (Article XI:2)
and studiously avoided making offers or granting concessions in
this socially and politically fraught sector. Most developing
countries, to begin with, could hardly have cared less. Agriculture?
Who ever got rich by farming! On the contrary, many taxed their
efficient farm sectors mercilessly in order to finance their state-
run, capital-intensive, industrial development plans. So developed
countries were allowed to get away with extremely harmful (to
themselves) agricultural-support policies, because nobody offered
them a more attractive alternative. In the meantime, although
Australia, Canada and New Zealand complained bitterly about the
closing off of traditional export outlets for their agricultural produc-
tion (particularly to the United Kingdom) they, too, were attempt-
ing market-based industrialization behind high infant-industry
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tariffs and had little to offer in successive GATT rounds. Thus did
the multilateral trade-liberalizing process by-pass agriculture for
fifty (some would say sixty) years.

The end result, after all this time, is a very unbalanced state of
affairs. Goods in which developed market economies have a
strong trade interest are virtually free of any tariffs or trade
restrictions at all. These tend to be manufactures in which there
are significant economies of scale. The reason for this is easy to
spot. There is no point in investing huge sums in large-scale
methods of production unless there are wide and deep markets in
which to sell the output. Thus there is a set of strong pro-
liberalization, pro-trade lobbies active in any advanced country,
covering a wide range of products, in both intermediate and
finished goods sectors. They are a match for any protectionist
forces that might appear. If this were not so, it would be difficult
to explain sixty years of progressive trade liberalization.

Labor-intensive consumer goods, however, such as clothing, which
by definition are not subject to substantial economies of scale, and
in which developing countries have an obvious comparative advan-
tage, remain subject to high and discriminatory forms of protect-
tion, as noted above. Clothing producers in the developed world
cannot overcome their high labor costs by generating economies of
scale large enough to offset this handicap. They therefore tend to
support protection instead of more open markets, while consumers
(as public choice theory tells us) allow themselves to be supplied
at high cost in blissful rational ignorance.

Similarly, many developing countries have discovered, somewhat
belatedly, that they have a comparative advantage in labor-
intensive food production, which runs up against the protectionist
walls that have been built up over the years in the European
Union, the United States, Japan and other developed countries.

In the meantime, following an agenda set by the GATT’s advanced
contracting parties, the multilateral trading system has expanded
to cover services, under the General Agreement on Trade in
Services (GATS), and added trade-related intellectual property
rights, under the Agreement on Trade-related Aspects of Intellec-
tual Property Rights (TRIPs), to its sphere of competence. These
two general agreements — of great interest to developed countries,
but hardly central to developing countries’ preoccupations — were
concluded during the Uruguay Round negotiations of 1986-94.

Not surprisingly, developing countries have wakened, like Rip van
Winkel, from the lost decades devoted to a false model of econo-
mic development to find that the multilateral trade regime of the
new millennium is biased against them. As Bernard Hoekman,
Constantine Michalopoulos and Alan Winters have noted, “things
poor people produce are subject to higher tariffs than things

produced by the non-poor”.2°
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The challenge in the first WTO round, the Doha Round negotiations
launched at the second attempt in November 2001 is either to find
sufficient political will in the developed countries to correct this
imbalance unilaterally or to find a basis for a reciprocal trade deal
between developed and developing countries that balances out
political pressures.

The latter approach is doubtless the more promising, but since

one of the Doha Round objectives is to review special-and-differen-
tial provisions “with a view to strengthening them and making
them more precise, effective and operational”,?! we must assume
that the developing countries are putting their faith in the former.

Growth of Regionalism

It is quite impossible to ignore the wave of regionalism that has
built up under the legal exemption to the principle of non-
discrimination provided by Article XXIV of GATT. According to
information gleaned from the WTO website, only three WTO
members, as of July 2003 - Macau, Mongolia and Chinese Taipei -
are not party to a regional trade agreement (RTA). At that time,
over 265 regional trade agreements had been notified to the WTO,
well over half (138) having been notified since 1995. Is this
proliferation of discriminatory trade arrangements a complement
to multilateralism or a threat to it? A stepping stone or a stumbl-
ing bloc???> The question has been debated for many years.

Let us approach the problem by listing arguments in favor of one
or the other view.

Regionalism as a Complement to the
Multilateral Trading System?

Article XXIV of the GATT recognizes “the desirability of increasing
freedom of trade by the development, through voluntary agree-
ments, of closer integration” and that the purpose “should be to
facilitate trade between the constituent territories and not to raise
barriers to the trade of other contracting parties”.

The fact that the ITO Charter from which the GATT is derived pre-
dates Jacob Viner’s path-breaking, and critical, analysis of customs
unions® by six years explains why the founders were somewhat
naive about the effect of customs unions on other members. We
shall return to the point below.

In the meantime, if one takes an economic and dynamic perspec-
tive, one can argue along with W.M. Corden,?* Paul Krugman?® and
others that if economic integration allows firms to capture econo-
mies of scale, the losses from trade diversion are soon offset,
incomes rise within the union and third parties gain from the MFN
relationship, which remains a complement, and an addition, to the
customs union.
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Furthermore, if regional trade agreements develop within a robust
multilateral framework, those remaining outside have a new and
added incentive to press for tariff-cutting negotiations in order to
mitigate the discriminatory effects. Indeed, it has often been
argued that this happened in 1958-60, when the European
Community was launched, again in 1971-72 when the United
Kingdom joined and again in 1985 with the Iberian enlargement.
On each occasion, the United States (and others) invited the
Community to Geneva in order to negotiate compensation. These
negotiations merged with renewed U.S. negotiating authority to
become the Dillon, Kennedy, Tokyo and even Uruguay rounds of
multilateral trade negotiations.?®

Thus, according to this virtuous circle, regional trade agreements
develop within a robust multilateral framework, which in conse-
quence reduces tariffs on a MFN basis, in the end promoting
multilateral freer trade. According to this view, regional trade
agreements complement, and even reinforce, the multilateral
trading system.

One or two examples, however, do not make a rule and it is
obvious that this outcome is by no means a foregone conclusion.
There is an equal and equivalent argument which says that if a
regional block is big enough, it might be tempted to turn protect-
tionist, in which case the argument goes into reverse. Or it might
inspire others to form their own trade blocs (Richard Baldwin’s
domino theory).?’

A frequently expressed argument in favor of regional trade agree-
ments is that they allow governments to move faster towards
wider markets than the multilateral system, which has become
very slow (not to say immobilized). Governments can also include
in regional trade agreements matters that are not part of the WTO
system, such as competition policy or factor movements. With the
incorporation of the GATT into the WTO, and with the spectacular
increase in membership that has occurred since 1990 (from 96 to
148 countries in 2004), one can only observe and deplore the
growing difficulty of achieving consensus among such a large
group. Everything slows to a snail’s pace. Regional trade agree-
ments offer a convenient alternative for those who want to move
faster.

Indeed, the sheer contrast between the WTO’s immobility, on the
one hand, and the accelerated proliferation of regional trade
agreements, on the other, is striking. The kindest interpretation is
that since technological developments and economies of scale wait
for no man, responsible governments must willy-nilly provide ever
wider markets for an ever larger range of goods. If the multi-
lateral trading system is suffering a temporary breakdown (since
the WTO Ministerial Conference in Seattle in 1999), then we have
no alternative but to fall back on regional trade agreements as a
second-best solution, until the WTO system gets moving again.
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Another argument in favor of regional trade agreements could be
that they provide timid governments with a training ground for
freer trade. That is to say, a formerly protected economy is
subjected to regional and free, but discriminatory, trade as a kind
of apprenticeship to the real thing — a form of infant-industry free-
ish trade, so to speak. At the same time, producers get access to
wider markets, so the political balance is maintained. Later, as
economies grow and producers gain confidence, a more daring
trade policy might be adopted at a multilateral level. This argu-
ment could apply to Africa, where regional trade is negligible
because of high levels of protection, long distances and an
undeveloped transport infrastructure. Yet along the borders (too
often just straight lines, drawn during the nineteenth century in
Paris or Berlin, right through pre-existing African nations) there
exists an enormous potential for mutually beneficial regional free
trade.

The transformation of the Lomé Convention system into the
Cotonou Convention aims to promote this kind of regional
integration, as a first step.

Finally, perhaps one should point to another possible dynamic of a
successful regional trade agreement. Almost by definition, a
successful regional trade agreement is viewed as having improved
people’s standards of living, conferred new rights of freedom on
people and, thereby, attracted new members. When this happens,
the chances of trade creation outweighing trade diversion improve,
as does the scope for exploiting economies of scale.?® So the
successful regional trade agreement attracts more and more
members (for example the European Community/Union). Thus it
might be that the current proliferation of regional trade agree-
ments is just a phase in a dynamic process of the ever widening of
successful regional trade agreements until just a handful finally
encompass the globe. One might even hope that, thus structured,
the multilateral trading system might function better.

Regionalism in Competition with the
Multilateral Trading System?

From a normative point of view, economists argue that a healthy
multilateral environment limits the trade-diversion costs of
regional trade agreements. But is the multilateral WTO system in
control of the regionalization movement?

Regarding the supervision of regional trade agreements by the
multilateral system, one can say that it has never really existed.
Starting with the Treaty of Rome in 1958, the GATT failed to
examine the European Community in the light of the criteria laid
down in Article XXIV,?® which, according to some, was for political
reasons.>® In fact these criteria are highly ambiguous and probably
could never have been applied anyway. What is meant by crucial
phrases to the effect that duties “shall not on the whole be higher

Cordell Hull Institute « Trade Policy Analyses o July 2004 Page 12/22



or more restrictive” (Article XXIV:5), that the agreement should
cover “substantially all the trade” (Article XXIV:8) or that duties
should be eliminated “within a reasonable length of time” (Article
XXIV:5)?

As if this elastic wording were not enough, the Enabling Clause of
1979, referred to above,®! allowed developing countries to engage
in regional arrangements “amongst less-developed contracting
parties for the mutual reduction or elimination of tariffs...on pro-
ducts imported from one another”. In effect, this provision remov-
ed the “substantially all the trade” condition as well as the oblig-
tion to “eliminate” (rather than merely reduce) tariffs. A “regional
trade arrangement” is not a free trade area or customs union
under Article XX1IV, but rather a selective and preferential trade
zone permitted under the Enabling Clause. It is significant that the
WTO monitors regional developments through its Commit-tee on
Regional Trade Agreements (CRTA), which covers both cases. Of
the 255 regional trade agreements that have been notified to the
GATT/WTO, 213 claim to be in full conformity with Article XXIV,
while 20 claim legitimacy under the Enabling Clause.??

It is worth recalling in this connection that the rationale behind the
stricter Article XXIV criteria is to raise the cost of discrimination
and thus protect the multilateral trading system. The CRTA,
however, has not been able to complete the examination process
on a single agreement “because of lack of consensus” on, among
other things, “discrepancies between WTO rules and those contain-
ed in some RTAs”.>® This is a devastating admission of impotence
for a rule-based system. And why does the overwhelming majority
(94 percent) of all regional trade agreements claim legitimacy
under the nominally tougher rules? Is it because the rules have
become so soft as not to be rules any more? Given high levels of
protection in developing countries, virtually all regional trade
agreements between them must generate considerable trade
diversion, which can only be justified in terms of infant-industry
arguments. Regional trade agreements between developed and
developing countries are likely to cause even more trade-diversion
losses for the poorer partners — unless the latter suddenly discover
the virtues of unilateral tariff reductions. As for regional trade
arrangements between developing countries under the Enabling
Clause, they are, by definition, even more selective and probably
even more trade-diversionary.

All is therefore not innocent in the recent proliferation of regional
trade agreements. Are they a move towards freer trade or are
they, as suggested by Harry Johnson, just a more efficient way of
managing protectionism?3* Indirect evidence for the latter can be
found (at least in the European Union) in the quasi universal
support by business interests for the “single European market” (all
are unanimously in favor and only a few fear the competitive
challenge), while similar enthusiasm cannot be discerned for
universal, multilateral free trade. This suggests that business
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interests welcome the wider market, but also appreciate the added
discrimination (and hence protection) which it provides.3®

A variant of this argument is to be found in the political science
departments of European universities, which are generally sympa-
thetic to the anti-globalization movements and see an expanding
European Union as a possible alternative to multilateralism and,
too, as a rampart against the excesses of globalization, in parti-
cular the perceived threats to the environment, the welfare state
and labor standards.

On November 19, 2002, the Financial Times published a map of
the world with regional trade agreements visualized as a thick
network of superimposed links. It was entitled “Free Trade the
Hard Way"”. Indeed, a customs union or free trade area is not free
trade. Even if in full conformity with Article XXIV and hence in
formal conformity with GATT, it remains the strongest possible
expression of discrimination — as mentioned above, internal tariffs
must be reduced to zero (Article XXIV:5[c]) and the agreement
must cover “substantially all the trade” (Article XXIV:8).

In fact, today it is useless to ask what proportion of international
trade is conducted within regional trade agreements, as opposed
to the general MFN rule of Article 1, for the sheer economic weight
of the principal protagonists (the European Union and the North
American Free Trade Agreement [NAFTA]) and the extraordinary
number of the remainder imply necessarily that nominally MFN
trade (for example, between the European Union and North
America) is discriminated against. Cordell Hull would be shocked
to see his multilateral world “wired up” in such a vast network of
discriminatory trade agreements.

Nor is this all. Contrary to what the optimist might think, if a
regional trade agreement takes the form of a customs union, like
the European Union, this cannot increase the pace of negotiation
within the multilateral forum, since preliminary agreements must
be reached between members before they can present a common
front at the WTO and at each crucial step in the negotiations diplo-
mats must refer back to the group. In fact, one might hypothesize
that a proliferation of customs unions and the development of a
two-tier negotiating process might reduce the pace of negotiation
at a multilateral level. It would depend on how much negotiating
“authority” was granted to the customs-union representatives, how
these decisions were taken, how many countries were involved et
cetera. One could, i.e., advance the hypothesis that the gradual
decline of the multilateral trading system as a negotiating forum
has coincided with the gradual expansion of the European Union’s
membership. If this hypothesis has even a smattering of truth,
look no further for the delays of the Doha Round negotiations.

If the regional trade agreement takes the form of a free trade area
(much more frequent), the above problem does not apply. Each
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country remains free to pursue its own trade policy. Indeed, each
country can be a party to more than one regional trade agreement.
Since there are 147 members of WTO and 265 regional trade
agreements, this must in fact be the case. Israel (by my rough
count) is a party to at least four regional trade agreements (with
the United States, the European Union, the European Free Trade
Association and Turkey, not to speak of the Central European Free
Trade Association and the Baltic Free Trade Area, which at the time
of writing are now subsumed within the European Union).

Imagine, then, the administrative nightmare of a firm trying to
trade and even capture economies of scale in this complex
environment. It has to conform to four or five different rules of
origin, keep materials physically separate in case of on-the-spot
inspections, produce all the complicated paperwork and carefully
source inputs from different places, according to which end market
it is aiming for.>® This is not free trade. Arvind Panagariya, of
Columbia University, has this damning comment to make about
the undesirable effects of rules of origin:

“Business lobbies being relatively powerful in most of the
countries in the region, they are likely to exploit the rules of origin
and sectoral exceptions in these arrangements in ways that will
maximize trade diversion and minimize trade creation. In as
much as the rules of origin give bureaucrats power, employment
and opportunities to share in the rents created by tariff preferen-
ces, they too will become active parties to the diversionary tactics
of business lobbies.?” This is all too true. One should not forget,
however, that for most countries in South Asia (to which this
remark applies), and for most developing countries in general, the
alternative is not free trade, but an even higher level of protect-
tion. Although highly imperfect, these regional schemes probably
represent progress of a sort, as formerly autarkic and planned
economies begin joining the global system.

And on balance?

If the purpose of government were just to increase real incomes,
the multilateral approach would be quite sufficient. If the purpose
of government is to do the best for real incomes consistent with
“political realities” (the public choice approach), then a combina-
tion of multilateral and regional approaches becomes rational. The
hybrid nature of regional trade agreements (combining freer
regional trade with protection against the rest of the world) is
exactly what is needed. But governments need the over-arching
multilateral system, otherwise the proliferation of regional trade
agreements would degenerate into chaos and real incomes would
fall, an outcome which nobody wants. As long as governments
pursue both approaches simultaneously, they show that they
understand the relationship between them. Furthermore, this
relationship is not static, but dynamic, driven by the economic
opportunities opened up by the technological possibilities of ever
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greater specialization and economies of scale. Comments on this
aspect are reserved for the conclusion.

Conclusion

Global economic integration is the result of peace on a worldwide
scale. That goods and services can be exchanged over vast
distances, allowing the riches of man’s creativity to be spread
across the world, is the mark of civilization, which allows peaceful
trade to flourish. It has always been thus. Civilizations become
great because they generate wealth; and they can only generate
wealth if they trade far and wide. If the mercantile order spans
the globe today, it is not because of the GATT, the WTO or the
Bretton Woods system. These are merely the result of peace
among most nations. Once peace is assured, traders will trade,
doubtless helped along by liberalization and technological innova-
tions. But the underlying pre-condition is peace.

This rather bald assertion runs contrary to the Cordell Hull hypo-
thesis that a sound economic order contributes to world peace, but
even if there are some positive feedback loops running from trade
to peace, the main causal current surely flows the other way. One
only needs to reflect on the high level of economic integration
achieved at the twilight of the pax Britannica just before the
outbreak of World War I, which was powerless to prevent the
abrupt descent into chaos, or the dismal failure of well-meaning
diplomatic efforts to re-create a pro-trade international legal order
during the inter-war period, which was powerless to overcome the
political conflicts of the time.

Once the overall political order is assured, however, whether the
economic order takes a multilateral or regional form is almost an
unimportant detail, because most traders will in due course
naturally demand ever wider - i.e., multilateral - trading rights
(for discrimination makes no sense to a businessman and in fact it
imposes a cost on him). Some fear open markets, argue for
protection and sometimes get it, but others benefit from open
markets. The public choice approach tells us to balance out these
opposing trends. Regionalism at the margin turns anti-free traders
into pro-regional-free traders. Overtime, in a dynamic system,
the latter gradually see benefits for themselves in ever wider freer
trade opportunities. Ever larger regional trade agreements are
just a part of the process.

In the long run, forces in favor of more open markets tend to
dominate, for modern methods of production imply ever finer
degrees of specialization, requiring ever wider markets, offering a
constant flow of new entrepreneurial opportunities. As long as the
political order holds out, the process will continue until universal
free trade is attained. If this were not the case, it would be hard
to explain the persistence with which governments have pursued
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global trade liberalization for the last 60 years, in the face of
considerable political and diplomatic obstacles.

Why did the European Union in July 2004 finally agree, over huge
French resistance, to scrap export subsidies for food products and
to reduce the level of support for farmers?*® Why was immobility
not preferred to possibly dangerous initiatives? Because there
was a political majority in favor of saving the Doha Round negotia-
tions from collapse.

The role of regional trade agreements for developing countries now
becomes clear.

More and more developing countries are drawn into the process of
globalization as they adopt free markets instead of state planning
as their main development strategy. They are drawn towards a
regional approach to trade policy because they want to experiment
with freer trade - but only on a regional basis to start with. Very
few developing countries adopted simultaneously free markets at
home and freer multilateral trade policies abroad. For those that
did so, the results were truly spectacular. For example, South
Korea, still a very poor country in the 1950s, became a member of
the Organization for Economic Cooperation and Development, the
“rich man’s club”, by the year 2000 without joining a single
regional trade agreement during its formative phase. Adopting
free markets at home and a regional trade policy abroad will yield
results more slowly, but it is the beginning of a process. Develop-
ing countries, however, also need the multilateral trading system
to exercise overall discipline on all other countries, to generally
limit the trade-diversion effects of regional trade agreements and
to maintain world trade order. Without a multilateral trading
system, the proliferation of regional trade agreements might
indeed become a source of concern. For this reason, it is not in
the long-term interests of the developing world to continue to
weaken the WTO system by supporting the case for special-and-
differential treatment. As argued above, positive trade discrimina-
tion in favor of developing countries has led absolutely nowhere.
We have also seen that regional trade agreements between
developed and developing countries are not the answer either, for
they are fraught with trade-diversion problems. But a combination
of regional south-south trade agreements under Article XXIV and
active participation in the multilateral trading system is not only
feasible. It is perhaps the only policy combination that offers an
increase in real incomes consistent with domestic political realities.

In short, the answer to the question raised in the introduction is
that the international economic order represented by the WTO
system is highly significant in the twenty-first century. Itis
economically relevant because most countries in the world have
now turned to market-based economic policies. It is also politically
relevant because it permits them to combine the regional and the
multilateral approach to foreign trade policy simultaneously, thus
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raising real incomes and maintaining a domestic political equi-
librium. The state of the multilateral trading system, moreover, is
a good test of the state of world political affairs in general. How
the former evolves over time tells us a great deal about the latter.

The multilateral, non-discriminatory order will continue to flourish
because modern firms are not interested in remaining enclosed in
a mere regional economy, however large. Traders will continue to
trade, unwittingly creating economic growth in the process. The
world is their oyster and customers appreciate the lower prices and
higher real incomes that are the result of global competition.*®
Governments in America and Europe have to respond to these
economic realities and they will continue to support the multilateral
system at the same time as they promote their respective regional
schemes. They, too, need higher real incomes - for their own
survival.

Those who believe that the European Union could be a rampart
against the negative aspects of globalization, and (seeing only half
the problem) also fear for the future of employment, are a force to
be reckoned with. Allied with farmers, they are a formidable force
for immobility. Similarly, protectionist forces in the United States
have broad political appeal. As public choice theory tells us, the
anti-trade forces are visible, focused and few in number, while the
pro-trade forces, although far more numerous, remain invisible.
Public choice theory is usually used to explain the paradoxical
incidence of protectionism. It can equally well be used though to
explain why sheer numbers and the general interest have the edge
in the long run. Protectionist forces cannot, by themselves, stop
the worldwide growth of real incomes and the natural widening of
markets. For this politics would have to intervene.

The Doha Round negotiations offer an opportunity for developed
and developing countries to put the world trading system on a
sounder basis by negotiating a multilateral, reciprocal agreement
to liberalize trade in all areas. If it is not done on this occasion, it
will be done later - but why wait?
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