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Knowledge is the only instrument of production not subject to diminishing returns.

(J.M.Clark)

..the sea brought Greeks the vine from India, from Greece transmitted the use of grain across the sea, from Phoenicia imported letters as a memorial against forgetfulness, thus preventing the greater part of mankind from being wineless, grainless, and unlettered.

(Plutarch, 100 A.D.)
Welcome to my International Economics website.  This site is intended to stimulate your interest in this fascinating and ever-changing field of international economics.  It is also intended to serve as a running update of my textbook, International Economics, McGraw-Hill Irwin, 2004. Globalization is a process of continuous change. What better way to follow the changes felt throughout the world than through the flexible medium of the Internet. You no longer have to wait three or more years for a new edition before you get updated material on the ever-changing global economy.

This site is also intended to entertain and stimulate thinking. Therefore, a great variety of material is presented. I do not endorse the articles and books mentioned here, nor do I expect you to agree with all of the ideas presented. I certainly do not agree with everything I list and review on this site.  I do hope that you will enjoy the opportunity to supplement the textbook material with the additional case studies, updated tables and charts, and references to new books, articles, studies, and news items. I hope you enjoy the site and share in my enthusiasm for learning about the international economy.

  Hendrik Van den Berg

Department of Economics

  University of Nebraska 
     hvan-den-berg1@unl.edu
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Case Study - Updating the U.S. Balance of Payments and Net Investment Position

The tables in the textbook that present current economic data become outdated as time passes and new data becomes available. The Internet and this web site help to mitigate this problem. In this brief discussion we use new information to update the textbook=s Tables 2.2 and 10.1. Also included is a more detailed presentation of the U.S. Net International Investment position and its close relationship with the U.S. Balance of Payments.

The U.S. Balance of Payments

Table 2.2 in Chapter 2 of the textbook presents the U.S. balance of payments for the years 2000 and 2001. The numbers for 2001 were the latest available when the final manuscript for the textbook was written. You can always update these tables by accessing the convenient web site at the Bureau of Economic Analysis to update the numbers:

www.bea.doc.gov

The Bureau of Economic Analysis of the U.S. Department of Commerce publishes a preliminary version of a given year’s balance of payments in April of the following year, the first definitive version in July of that year, and then it usually revises the numbers over the next several years as more information becomes available. 

The revised Table 2.2 presents the U.S. balance of payments figures updated using new data from July of 2003. The revised table maintains the earlier numbers for 2000 and 2001 presented in the textbook, and it also presents the April preliminary (p) figures for 2001 and 2002, and it presents the revised (r) numbers for 2000 and 2001. Notice, first of all, that the U.S. current account deficit continued to grow in 2002 after narrowing slightly in 2001. This growing deficit is discussed at length in Chapter 2. It will be very interesting to follow the evolution of the U.S. balance of payments in the future. The United States’ very large current account deficits in 2000, 2001, and 2002 point to potentially very large adjustments in the future.

The revised Table 2.2 shows how inaccurate the preliminary estimates of the balance of payments are. The revisions of the U.S. balance of payments for 2001 between the preliminary estimates presented in April 2002 and the more definitive estimates published in July 2002 are quite substantial, especially for asset and factor returns in the current account and several categories in the financial account. Note that the estimate of the statistical discrepancy for 2001 changed from $39.2 billion in April 2002, to $10.7 billion in July 2002, and to $20.8 billion in July of 2003. This is a $60 billion swing from the first estimate of the 2001 statistical discrepancy to the latest estimate. 

Another thing that stands out from the revised Table 2.2 is that both international trade and international investment declined between 2002 and 2002. Globalization seems to have slowed. International investment declined relatively much more than trade declined.

Table 2.2 (Revised)

The U.S. Balance of Payments: 2000, 2001, and 2002
(Billions U.S. $)
    2000
    2000r       2001p       2001
    2001r
    2002p
    2002

Current Account:
  
   

  

Exports of Goods


  $772.2
     772.0
      720.8      718.8
     718.7
     682.6
     681.9

Exports of Services


    293.5
     298.1
      283.8      279.3
     288.9
     289.3
     292.2

Asset & Factor Returns from Abroad
    355.2
     346.9
      293.8      283.8
     277.4
     244.6
     255.5

Imports of Goods 

               1,224.4
1,224.4
1,147.4
1,145.9
1,145.9 1,166.9  1,164.7


Imports of Services


  217.0
   221.0
   205.0
   210.4
   219.5    240.5     227.4

Asset & Factor Returns to Foreigners
  367.7
   327.3
   312.9    269.4     266.7
   256.5     259.5

Unilateral Transfers (net)

    54.1
     55.7
     50.5
     49.5
     46.6      56.0
     58.9

Financial Account:

Change in U.S. assets abroad
 
$581.0
 $569.8
   439.6
  371.0
   349.9
   156.2    179.0 

Official assets

      0.3
       0.3
       4.9
      4.9
       4.9
       3.7
       3.7


Other U.S. Gov=t assets
      0.9
       0.9
       0.6
      0.5
       0.5
       0.4        0.0

Direct Investment

  152.4
   159.2
   158.0
  127.8
   120.0
   123.5    137.3

Foreign stocks & bonds
  124.9
   121.9
     97.7
    94.7
     84.6
         2.2         15.8

Bank loans to foreigners
 138.5
   148.7
   104.3
  128.7
   134.9
       2.1      21.4

Other claims on foreigners 
 163.8
   138.8
     76.1
    14.4
       5.0
     28.5      31.9

Change in foreign assets in U.S.
 1,024.2
  1,026.1
     895.5
    752.8
     765.5
     630.4       707.0

Official assets

      37.6
       37.7
         6.0
        5.2
         5.1
       96.6         94.9

Direct Investment

    267.7
     321.3
     157.9
    130.8
     151.6
       30.1         39.6

U.S. Treasury bonds
   52.8
    76.9
       15.8
      7.7
      7.4
       53.2         96.2

Private stocks & bonds
    485.6
    455.3 
     498.4
    407.7
    406.6
     284.6       291.5

U.S. Currency

    1,129
    1,129
       23.8
      23.8
      23.8
       21.5         21.5

Foreign Bank Borrowing
      88.0
    117.0
       95.2
    110.7
    118.4
       94.6         91.1

Other claims by foreigners 
    177.0
    170.7
       98.2
      82.4
      67.5
       49.7         72.1

Statistical Discrepancy

        0.7
   44.1
     39.2
      10.7
      20.8
       28.5         45.9

Capital Account:



        0.7
     0.8
         0.7
        0.8
     1.0            0.7         1.2

Merchandise Trade Balance


 452.2
 452.4
   426.6
 427.2
 427.2     484.4      482.9

Balance on Services


     76.5
     77.0
       78.8
     68.9
     69.4
      48.8          64.8

Balance on Goods and Services

 375.7
 375.4
   347.8
 358.3    357.8
  435.5
   418.0

Current Account Balance


 444.7
 411.5
   417.4
 393.4
 393.7
  503.4      480.9

Source: Christopher L. Bach (2002), AU.S. International Transactions, Fourth Quarter and Year 2001,@ Survey of Current Business, April, Table 1, p. 56; Survey of Current Business, July, 2002, Table 1, pp. 50-51; Survey of Current Business, April, 2003, Table F2, p. D-53. for the years 2000 and 2002, Bureau of Economic Analysis, U.S. International Transactions Accounts Data, downloaded July 21, 2003, from www.bea.doc.gov/bea/international/bp_web/simple.cfm.
The International Investment Position

Chapter 2 also discusses the U.S. international investment position. The July issue of the U.S. Department of Commerce=s Survey of Current Business, available at www.bea.doc.gov, every year contains a short article revising the international investment position of the United States. That article usually tries to put some numbers on the various steps outlines above to relate the annual flows of asset sales and purchases from the balance of payments to the change in the international investment position from one year to the next. A country=s net international investment position consists of the net value of (1) foreign assets that are owned by a country=s own citizens, firms, banks, and government agencies and (2) domestic assets that are owned by foreign citizens, firms, banks, and governments.
Table A
U.S. International Investment Position at Market Prices, Yearend 2001 and 2002
(U.S.$millions)
1982

1992

2001

2002

U.S.-owned assets abroad



961,015

2,466,496
 
6,891,251                   6,473,562

U.S. official reserve assets


143,445

   147,435
 
   129,961
 
   158,602

U.S. gov=t assets



  76,903

    83,022
 
    85,654
  
     85,686

U.S.private assets



740,667

2,236,039
 
6,675,636
 
6,229,274

Direct investment abroad

226,638

   798,630
 
2,301,913
 
2,036,223

Foreign securities


  74,046

   515,083
 
2,114,734
 
1,846,976

Bonds


  56,604

   200,817
 
   502,061
 
   501,784

Corporate stocks

  17,442

   314,266
 
1,612,673

1,345,192

Non-bank claims on foreigners  
  
   35,405

   254,303
 
   835,780
 
   890,961

Bank claims on foreigners

404,578

   668,023
 
1,423,209
 
1,455,114

Foreign-owned assets in the U.S.

             
    
 725,068

2,918,801
 
9,205,522
 
9,078,717

Foreign official reserve assets in U.S.

189,109

   437,263
 
1,027,194
 
1,132,530

U.S. gov=t securities
           
      
132,587

   329,317
 
   798,844
 
   898,005

Other



  56,522

   107,946
 
   228,350
 
   234,525

Other foreign assets in the U.S.

                  535,959

2,481,538
 
8,178,328
 
7,946,187

Foreign direct investment

130,428

   696,177
 
2,552,580
 
2,006,743

U.S. Treasury bonds
           
      
  25,758

   197,739
 
   389,000
 
   503,630

Other U.S. bonds


  16,709

   299,287
 
1,391,616
 
1,690,296

U.S. corporate stocks  


  76,279

   300,160
 
1,464,089
 
1,170,819

U.S. currency


  31,265

   114,804
 
   275,569
 
   297,082

Obligations to non-bank foreigners
  27,532

   220,666
 
   799,120
 
   870,259

Obligations to foreign banks

227,988

   652,705
 
1,306,354
 
1,407,358

U.S. Net Investment Position



235,947
                   452,305                 2,314,271                 2,605,155
Source: Elena L. Nguyen (2003), AThe International Investment Position of the United States at Yearend 2002,@ Survey of Current Business, July, 2003, pp. 12-21.
The trends in the United States= international investment position, as shown in Table A, are closely related to the United States= large current account deficits in the balance of payments beginning in the early 1980s. For example, when in the early 1980s the rising value of the U.S. dollar combined with the rapid growth of the U.S. economy to cause U.S. imports to surge ahead of exports and current account deficits in excess of $100 billion were recorded, the U.S. international investment position shrank rapidly. Large current account deficits imply large financial account surpluses, which imply that U.S. citizens, corporations, and governments sold over $100 billion more assets to foreigners than they purchased from foreigners. Large financial account surpluses, in turn, significantly changed the net investment position of the United States. The United States went from being a net creditor to a net debtor somewhere between 1988 and 1989. Continued current account deficits during the 1990s, as discussed in the textbook, have pushed the United States= net investment position further into deficit. As Shown in Table A, by the end of 2002, foreign citizens, firms, organizations, and governments owned over $2.6 trillion more assets in the United States than American citizens, firms, organizations, and governments owned in foreign countries.

The revised Table 2.2 and Table A also make it very obvious that the U.S. has participated in rapidly increased international investment. In 1982, U.S. individuals, firms, government agencies, banks, and other organizations owned nearly $1 trillion worth of assets abroad. By the end of 2002, the value of foreign assets owned by U.S. individuals, firms, government agencies, banks, and other organizations had grown to nearly $6.5 trillion. Even more impressive is the growth of foreign-owned assets in the U.S. In 1982 foreigners owned about $0.725 trillion worth of U.S. assets; by the end of 2002 this total had grown to over $9 trillion, nearly twice the percentage increase in U.S. investment abroad over the same 20-year period. Note that for both U.S. investors and foreign investors in the U.S., purchases of corporate stocks grew much faster than foreign investment in general. In 1982 Americans and American firms bought very few foreign corporate stocks, but by 2002 U.S. investors owned over $1 trillion in foreign corporate stocks. This surge in cross-border stock ownership reflects the expansion of foreign stock markets as well as an increased desire on the part of wealth holders to diversify their asset portfolios.

There are also some interesting differences between the composition of U.S. assets purchases abroad and foreign purchases of U.S. assets. Note that the amount of U.S. official reserve assets barely changed over the twenty years covered in Table A. Since the vales of the assets are in nominal prices, this means that in real terms the amount of official reserves held by the U.S. actually fell. The stock of foreign official reserve assets held in U.S. assets increased about six-fold, however. Foreign central banks held over $900 billion in U.S. government debt alone. This increase in foreign reserve assets is related to intervention in the foreign exchange markets by foreign central banks. Chapter 12, which covers the foreign exchange market, explains foreign exchange market intervention. This large net acquisition of U.S. assets by foreign central banks must have had the effect of raising the value of the U.S. dollar vis-a-vis foreign currencies, all other things equal.

The Relationship Between the Balance of Payments and the Net Investment Position

The July issue of the U.S. Department of Commerce=s Survey of Current Business, available at www.bea.doc.gov, every year contains a short article revising the international investment position of the United States. That article usually tries to put some numbers on the various steps outlines above to relate the annual flows of asset sales and purchases from the balance of payments to the change in the international investment position from one year to the next. 

The net flows of payments for foreign assets from the revised Table 2.2 should be reflected in the change in the value of the U.S. net investment position in Table A. The net outflow of payments from the U.S. to purchase foreign assets was equal to $179.0 billion in 2002, according to Table 2.2. Table A shows that the stock of foreign assets owned by U.S. individuals, firms, governments, and other organizations decreased by $417.7 billion ($6,981.251  $6,473,562) between year-end 2001 and year-end 2002. Net inflows of payments from foreigners to purchase U.S. assets was equal to $707.0 billion in 2002 according to the balance of payments figures in the revised Table 2.2. Table A shows that the stock of foreign owned assets in the U.S. declined by $126.8 billion between year-end 2001 and year-end 2002. How come the flows do not match the changes in year-end stocks of assets? 

A useful way of summarizing both the balance of payments and the international investment position is to relate the two measures, the balance of payments as recording the flows or factor returns and the annual amounts of foreign investment, the international investment position as measuring the stock of foreign assets. The latter should change roughly in line with the annual net flows recorded in the financial account of the balance of payments, adjusted for asset price changes and depreciation. Specifically:

   Net Investment Position of the U.S. at the end of 2001 




+ Net Purchases of Foreign Assets by Americans 



  

 Depreciation of Foreign Assets Owned by Americans 

+ Net Change in the Value of Foreign Assets Owned by Americans 
  

 Net Purchases of U.S. Assets by Foreigners 



  

+ Depreciation of U.S. Assets Owned by Foreigners 

 Net Change in the Value of U.S. Assets Owned by Foreigners
  

=  Net Investment Position of the U.S. at the end of 2002

   


According to the Department of Commerce, which compiles the data, there were substantial changes in the values of assets over the course of the year, and these changes more than offset the net payments for the purchase of assets over the course of the year. Specifically, the net outflow of $179 billion for the purchase of foreign assets was offset by declines in the prices of U.S.-owned foreign assets, depreciation, destruction, theft, and other reductions in the value of the accumulated stock of assets. The U.S. Department of Commerce estimated those changes in the value of U.S.-owned foreign assets to be equal to $596.7 billion. Note that the outflow of  $179.0 billion in the financial account of the U.S. balance of payments for 2002 and the net depreciation plus change in the value of foreign assets of $596.7 billion net to the overall decrease of $417.7 billion in the value of U.S.-owned foreign assets between year-end 2001 and year-end 2002 shown in Table A ($6,981.251  $6,473,562). This decline in the value of U.S. assets abroad was in large part driven by the sharp declines in stock market values around the world; Americans owned foreign stocks worth over $1.6 trillion at the start of 2002. Similarly, the value of foreign-owned U.S. assets was estimated to have fallen by $833.8 billion during 2002, exactly the difference between the new asset purchases of $707 billion and the net change of $126.8 billion ($9,078,717  $9,205,522 from Table A) in the value of the total stock of foreign-owned assets between year-end 2001 and year-end 2002. As summarized below, the decline of $290.9 in the U.S. Net Investment Position between year-end 2001 and year-end 2002 can be broken down as follows:

   Net Investment Position of the U.S. at the end of 2001 


$2,314.3
+ Net Purchases of Foreign Assets by Americans 



   +$179.0
 Depreciation of Foreign Assets Owned by Americans 

       + Net Change in the Value of Foreign Assets Owned by Americans 
   $596.7
 Net Purchases of U.S. Assets by Foreigners 



   $707.0
+ Depreciation of U.S. Assets Owned by Foreigners 

        Net Change in the Value of U.S. Assets Owned by Foreigners
   +$833.8  
   Net Investment Position of the U.S. at the end of 2002

   
$2,605.2 

It will be interesting to see how international investment evolves over the next few years. Will international investment continue to grow? What components of international investment will grow fastest? Will some types of international investment shrink in the future?

Revising Table 10.1

The updated balance of payments data from the U.S. Department of Commerce, Bureau of Economic Analysis also lets us update Table 10.1 from Chapter 10:

Table 10.1 (Revised)

The Financial Account for the United States: 1970-2002
(Millions of US$)






      1970         1980
    1990            2000
     2002

Net change in U.S. assets abroad

  8,470      85,815 
 81,234     569,798       178,985

U.S. official reserve assets
    3,348        7,003
   2,158
290           3,681

U.S. government assets

  1,589        5,162
     2,317            941                32

U.S. private assets
 
10,229      73,651       81,393     568,567       175,272

       Direct investment

  7,590      19,222
 37,183     159,212       137,836

       Foreign securities

  1,076        3,569       28,765     121,908         15,801

       Nonbank loans to foreigners     596        4,023       27,824     138,790         31,880

       Bank loans to foreigners
     967      46,838
   12,379     148,657         21,357

Net change in foreign-owned assets in U.S. 6,359        62,612        141,571    1,026,139         706,983

Foreign official assets in U.S.
     6,909        15,497          33,910         37,724           94,860

Other foreign-owned U.S. assets     550         47,115        107,661       988,415         612,123

       Direct investment

     1,464        16,918          48,494       321,274           39,633

       U.S. Treasury securities
          81          2,645          2,534      76,949           96,217

       Other securities

     2,169          5,457            1,592       455,318         291,492

        U.S. currency

          -
           4,500          18,800           1,129           21,513

        Nonbank loans to U.S.
     2,014          6,852          45,133       170,672           72,142

        Bank loans U.S. 

   6,298        32,607         3,824       116,971           91,126

Balance

    2,111          23,203       60,337    456,341       527,998

Net change in foreign-owned assets in 

         U.S. as a percentage of exports:1     11.2%        23.0%            26.5%         95.9%          54.2%
Source: For the years 1970, 1980, and 1990, Douglas B. Weinberg (2001), AU.S. International Transactions, First Quarter 2001,@ Survey of Current Business, July, pp. 46-47; for the years 2000 and 2002, Bureau of Economic Analysis, U.S. International Transactions Accounts Data, downloaded July 21, 2003, from www.bea.doc.gov/bea/international/bp_web/simple.cfm.
1 Figures for exports are from Aexports of goods and services@ from the current account    
Case Study: The Most Globalized Economies - 2003

The Case Study 1.2 in the textbook=s Chapter 1 discusses the Globalization Index calculated by the consulting firm A.T. Kearney and published in Foreign Policy. The index is constructed using data on international trade, international investment inflows and outflows, international migration, the involvement of its government in international organizations, the volume of communications between its citizens and firms and the rest of the world, and international flows of technology. The Index is every year, and it has been a year since the textbook was written. Provided here is the end of 2001 Index.  Events and economic performances in 2001 caused the Index to change somewhat. 

In the Case Study 1.2, the top twenty globalized economies, out of 62 examined by A.T. Kearney, at the end of 2000 were:

1. Ireland

6. Finland

11.Norway

16.Czech Republic

2. Switzerland

7. Canada

12. United States

17. Spain

3. Singapore

8. Denmark

13. France

18. Israel

4. Netherlands

9. Austria

14. Germany

19. New Zealand

5. Sweden

10. United Kingdom
15. Portugal

20. Malaysia
According to the latest Index, the top twenty globalized economies at the end of 2001 were: 

1. Ireland

6. Denmark

11. United States

16. New Zealand

2. Switzerland

7. Canada

12. France

17. Germany

3. Sweden

8. Austria

13. Norway

18. Malaysia

4. Singapore

9. United Kingdom
14. Portugal

19. Israel

5. Netherlands

10. Finland

15. Czech Republic
20. Spain
Note that the exact same group of twenty countries makes up the top twenty in each year, but the order is somewhat changed. Ireland remained the most global economy, and Switzerland remains second. The two countries that lost the most places were Germany, which fell from 14th to 17th, and Spain, which fell from 17th to 20th. 

For your information, the remaining 42 countries in the survey were:

21. Australia

32. Poland

43. Kenya

54. Bangladesh

22. Croatia

33. Botswana

44. Sri Lanka

55. Colombia

23. Hungary

34. Taiwan

45. Russia

56. India

24. Italy


35. Japan

46. Egypt

57. Brazil

25. Slovenia

36. Uganda

47. Thailand

58. Indonesia

26. Greece

37. Nigeria

48. Argentina

59. Peru

27. Slovakia

38. South Africa

49. Mexico

60.Venezuela

28. South Korea

39. Tunisia

50. Pakistan

61.Saudi Arabia

29. Morocco

40. Romania

51. China

62. Iran

30. Panama

41. Senegal

52. Philippines

31. Chile


42. Ukraine

53. Turkey

Among the 10 least globalized countries were large economies such as Bangladesh, India, Brazil, Indonesia, and Iran. Also among the least globalized were oil producers Venezuela and Saudi Arabia. Large countries often tend to be less globalized, all other things equal, as evidenced by the United States, which is 11th behind ten other mostly-small economies. Often, exporters of raw materials have opened their economies less than other countries, all other things equal. The reasons for the lack of globalization in primary product exporters are not entirely clear. One possible explanation is that wealth in these countries is more concentrated, and this creates special interests that push their governments to resist the economic competition that openness would bring.   


1 Foreign Policy (2003), AMeasuring Globalization: Who=s Up, Who=s Down?@, Foreign Policy, January/February, 2003.  The 2000 results of the survey were described in Kevin Brown (2002), AIreland Heads World Index of Globalisation,@ Financial Times, January 8.  
Case Study: The World Trade Organization=s World Trade Report 2003
Each year, the World Trade Organization (WTO) issues a World Trade Report that describes the recent trends in international trade, changes in member countries= trade policies, and the WTO=s activities. The World Trade Report 2003 describes the turbulent ups and down of international trade between 2000 and 2002, and it describes the issues to be negotiated during the Doha Round under the sponsorship of the WTO 2003 and 2004. We highlight a few items from the Report here; the entire World Trade Report 2003 is available on-line at www.wto.org as a pdf file, and you are urged to take a look at the document.

Who Trades the Most?

The World Trade Report 2003 reports the largest international traders for 2002. This information is based on individual countries= balance of payments data. The United States again ranked as both the largest exporter and the largest importer, as it has for decades. Of course, as a percentage of its total output, the U.S. is not nearly as open an economy as many others, but in terms of total value, the U.S. dominates world trade. The table also makes it clear why many people refer to the United States as the Alocomotive@ that pulls the world economy; the U.S. imports 18 percent of all of the goods that countries ship outside their borders. Also obvious from the table is the U.S. trade deficit, slightly over $500 billion. In fact, in 2002, U.S. imports rose by 2 percent while its exports fell by 5 percent. U.S. exports were hurt by sluggish economies in Europe and Japan.

Leading Exporters and Importers in World Merchandise Trade

Rank
Exporters
Value Share
% Change
Rank
Importers
Value Share     % Change

1
United States
693.5
10.8
5

1
United States
1202.5
18.0
  2

2
Germany
612.2
9.5
  7

2
Germany
493.3
7.4
  1

3
Japan

416.0
6.5
  3

3
United Kingdom
339.8
5.1
  2

4
France

329.5
5.1
  2

4
Japan

336.4
5.0
4

5
China

325.6
5.1
22

5
France

326.4
4.9
1

6
United Kingdom
275.9
4.3
  1

6
China

295.2
4.4
21

7
Canada

252.5
3.9
3

7
Italy

241.1
3.6
  4

8
Italy

252.0
3.9
  5

8
Canada

227.6
3.4
  0

9
Netherlands
243.4
3.8
  5

9
Netherlands
217.7
3.3
  4

10
Belgium

213.2
3.3
12

10
Hong Kong
208.6
3.1
  3

World

6424.0
100
  4


World

6685
100
  4

Imports are valued f.o.b.

Source: WTO (2003), World Trade Report 2003, Geneva: WTO, Table 1A.1, p. 68.

The above table only gives merchandise trade, not services trade. The situation for services trade is quite different from the merchandise trade shown above. When it comes to services, the United States is again the leading exporter and the leading importer. The order of the other major participants is in some ways quite different for services trade, however. For example, China, which is the fifth largest exporter of merchandise, does not figure among the top ten exporters of services. Also, Germany runs a large merchandise trade surplus, but it runs a large services trade deficit. The United States, on the other hand, runs a services trade surplus while in 2002 it ran the largest merchandise trade deficit that any country has ever run. Finally, note that services trade is still much smaller than merchandise trade. Service trade is growing more rapidly than merchandise trade, however, so services trade seems to be catching up with merchandise trade.

Leading Exporters and Importers in World Trade in Services

Rank
Exporters
Value Share
% Change
Rank
Importers
Value Share     % Change

1
United States
267.8
17.4
  3

1
United States
218.4
14.3
13

2
United Kingdom
121.0
  7.9
10

2
Germany
142.8
  9.4
  4

3
Germany
  94.9
  6.2
14

3
Japan

105.3
  6.9
2

4
France

  84.0
  5.5
  5

4
United Kingdom
  98.0
  6.4
  6

5
Japan

  64.7
  4.2
  2

5
France

  64.3
  4.2
  4

6
Spain

  61.1
  4.0
  6

6
Italy

  61.7
  4.0
11

7
Italy

  58.7
  3.8
  3

7
Netherlands
  55.9
  3.7
  5

8
Netherlands
  54.7
  3.6
  5

8
Belgium-Lux
  47.9
  3.1
12

9
Belgium-Lux.
  53.5
  3.5
  9

9
China

  44.2
  2.9
13

10
Hong Kong
  44.0
  2.9
  6

10
Canada

  41.7
  2.7
  0

World

1540.0
100
  5


World

1520
100
  5

Source: WTO (2003), World Trade Report 2003, Geneva: WTO, Table 1A.3, p. 70.

The Growth of Trade

The 4 percent growth of world trade in 2002 contrasts with the negative growth in 2001. The recovery of trade in 2002 only brought total trade back to the level it reached in 2000. Trade declined by 4 percent in 2001 as many of the world=s economies fell into recession in 2000 and 2001. Notice, however, that the slowdown of international services trade was much milder than the fall in merchandise trade. Services trade fell only 1 percent in 2001, and it grew 5 percent in 2002, so that total services trade was substantially greater in 2002 than it was in 2000.

World Exports of Merchandise and Commercial Services, 1990-2002

(Billions of dollars and percentages)
Value


Annual percentage change

2002

1990-2000
1999
2000
2001
2002

Merchandise

$6,240

       6%
  
4%
 13%
 4%
  4%

Services


  1,540

       7

  3
   6
 1
  5
Source: WTO (2003), World Trade Report 2003, Geneva: WTO.
Case Study: China=s Bureaucracy Blocks Imports of Soybeans

In 2001, China became a full member of the World Trade Organization (WTO). Approval of China=s entry into the WTO by the organization=s 140 members came after several years of negotiations. During those negotiations, China sought many exceptions to the WTO rules. WTO members, on the other hand, wanted China to agree to open its market as completely and quickly as possible. In the end, China agreed to most demands that it quickly open its market to foreign products and foreign investment. One of the terms of the agreement with China was that China would open up its market to imports of agricultural products. This condition was sought by the world=s major agricultural exporters, including Australia, Canada, New Zealand, the United States among high income countries, and Brazil, Argentina, and Indonesia among developing economies.

China’s reduction of tariffs and elimination of quotas and other import bans has not entirely ended China’s restrictions on agricultural imports, however. In August of 2003, China=s General Administration of Quality Supervision, Inspection, and Quarantine (AQSIQ) informed trade officials from Brazil, Argentina, and the United States that some of their soybean exporters would face an import ban because of alleged quality problems with recent shipments of soybeans. Coming in the midst of Brazil and Argentina=s soybean harvesting season and with loaded ships already at sea headed toward China, this ban will be especially costly to those South American countries. AWe=re talking about high losses,@ said the second secretary of the Brazilian Embassy in China, Renato Amorim. The U.S. reacted strongly, with the U.S. Trade Representative=s office calling AQSIQ=s move Aunacceptable.@

This is not the first time that AQSIQ has restricted soybean shipments from abroad. In 2002, AQSIQ interrupted imports of genetically modified U.S. soybeans over various technicalities. About 70 percent of the U.S. soybean crop is genetically modified. China is not opposed to genetic engineering, and much of its own soybeans are genetically modified as well.  But, the complexity of genetically modified crops gives an agency such as AQSIQ many pretexts for delays, further tests, and rejections of imported food products. After its entry into the WTO, China seems to have sought alternative ways to limit imports. According to a recent Wall Street Journal article, AObservers say protectionist elements in China=s government have made the agency [AQSIQ] the country=s first line of defense against imports.@
 China=s opening of its borders to soybean imports after joining the WTO have been very unpopular with China=s grain farmers and grain traders. This special interest group has pushed for protection. Given the central government’s unwillingness to levy tariffs or reintroduce quotas, the farmers have instead lobbied AQSIQ to be more vigilant in enforcing technical rules and, effectively, slow down imports. The central government is likely to be aware, and therefore in agreement with, this hidden form of protection. 

Recall how in the concluding section 8.6 in the textbook Robert Baldwin described the emergence of non-tariff barriers: A[T]he lowering of tariffs has, in effect, been like draining a swamp. The lower water level has revealed all the snags and stumps of non-tariff barriers that still have to be cleared away.@
  Recall also how Robert Baldwin=s son, Richard Baldwin, updated his father=s earlier description of world trade policy: AThe intervening thirty years have witnessed completion of the swamp draining, but the stumps have started to grow.@
 

Alternative trade barriers have been created in many countries as government policy makers have responded to special interest seeking protection after international agreements reduced overall tariff and quota restrictions. Just as President George W. Bush in 2001 imposed tariffs on steel products by misapplying a special provision in the GATT/WTO rules that permits countries to restrict imports in the case of a sudden surge in imports [there was no surge in steel imports in 2001], China has found that a bureaucratic agency like AQSIQ can be used to placate domestic political pressures and restrict trade in the name of health or quality even after the WTO agreement mandated an end to protection.

Case Study: International Trade in Services Continues to Grow

Recall the Case Study 1.1 in Chapter 1, AHow Global Is the U.S. Economy?@ There I wrote:

One reason for the low ratio of U.S. exports to its overall GDP, despite the rapidly-growing ratio of U.S. merchandise exports to GDP, is the fact that manufacturing has accounted for a decreasing proportion of total U.S. output. All high income economies tend to produce increasingly more services relative to manufactured goods. But services are more difficult to export and import; if you need a haircut or you want to eat out tonight, you will have to choose from among local suppliers.  

Technological advances are likely to increase the participation of services in international trade, however. The Internet and other improvements in communications and transportation have made many services Atradable.@ For example, in early 2001 Amazon.com, the on-line bookseller, announced its intention to move customer service from high-wage Seattle to low-wage India. U.S. insurance and accounting companies already send forms overseas for processing. Recently, Mexico began exporting fully-prepared meals to the United States food service market across the border. Education has become a major service export for the United States; it is estimated that about half of all graduate students studying for the Ph.D. degree in the U.S. are foreigners. Services already account for 20 percent of world trade, and they are growing faster than trade in manufactures. This trend will fuel the growth of international trade for countries such as the United States. 


In mid-2003 the growth of international trade in services was growing and catching the attention of more people. According to a report by Dan Roberts and Edward Luce of the Financial Times (AService Industries Go Global: How High-Wage Professional Jobs Are Migrating to Low-Cost Countries,” Financial Times, August 20, 2003), of the estimated 13 million jobs in the financial services industry in the high-income economies around the world, about 2 million are forecast to move to Asian countries by 2008. 

While China is fast becoming the largest exporter of manufactured goods, other countries have their sights on becoming major services providers to the world economy. India is most often mentioned as a future provider of services to the world. Its large English-speaking population makes especially well-placed to perform tasks such as telemarketing and customer service. In addition, India has  many university-educated workers who can potentially perform much more sophisticated jobs. 

For example, Reuters is moving a substantial portion of its financial services to India.  An Indian firm, Office Tiger, is now becoming a research arm of Wall Street for a number of U.S. banks and financial services companies. Office Tiger already does work for six of the top 12 investment banks in the U.S. Having started as a supplier of desktop publishing services, Office Tiger now performs sophisticated equity research and computer modeling. Its staff of 1,000 now includes 75 PhDs and 300 other people with advanced university degrees. Office Tiger can perform many types of financial analysis and business research at one-half to one-third the cost in New York. The only difficulty for Office Tiger is the working hours, which are during the night because India is on the opposite side of the globe from New York. Office Tiger provides its clients with immediate answers to many financial questions, often within the hour, a service that New York=s investment banks are accustomed to receiving from their own staffs. Because Office Tiger offers wages and benefits well above Indian standards, its staff does not complain about the hours.

Another example is Escorts Heart Institute in New Delhi, India, which performed 4,000 heart bypass operations in 2002. This is the highest number of bypass operations performed by any single institute in the world. The mortality rate of 0.8 percent falls within world standards. The growth of Escorts Heart Institute is dependent on the global economy because its customers increasingly come from overseas. The average cost of a bypass operation in New Delhi is $7,000, including airfare from London, roughly one-fourth the cost of a private hospital in the United Kingdom.  Compared to U.S. prices, Escorts Heart Institute is even more competitive.

India is not the only country in Asia that has begun exploiting its wage advantage to capture foreign service markets. For example, Roberts and Luce describe how, a women with acute appendicitis arrives at the Crozer-Chester Medical Center near Philadelphia and immediately is given a CAT scan, which is then promptly scanned examined by Jonathan Schlakman, a Harvard Medical School-trained radiologist. Dr. Schlankman quickly issues his recommendation on whether to operate. This hospital procedure is, of course, repeated in hospitals throughout the U.S. every day. The unique feature of this case, however, is that Dr. Schlankman does not live or work in the Philadelphia area. He works in Jerusalem, in the Middle East, and he read the CAT scan over the Internet! 

In 2003, Dr. Schlankman=s team of doctors in Israel were handling about 35  scans per day, mostly during nighttime hours in the U.S. With a radiologist costing up to $300,000 per year in the U.S., and night work is even more expensive, Dr. Schlankman=s small team of doctors had found a competitive niche that it could successfully exploit. The development of the Internet has made this possible. Says Schlankman: ARadiography is probably the best area to start with because a lot of it is based on computer imaging, which you do not  need to be physically present for.@
In Thailand, an architectural firm with some 50 architects handles technical drawing and computer-generated design work for a client base of 16 U.K. architecture firms. One of the Thai firm’s employees described by Roberts and Luce is a Hanoi based former architecture professor from Ho Chi Minh City. The Vietnamese architect finds the $6,000 annual income paid by the Thai firm to be highly attractive, compared to the $400 average income in Vietnam. That same wage gives the Thai firm a huge competitive advantage in the U.K. market, where architects cost 10 times as much. 

Singapore has over the years become a major airline center. Not only is Singapore=s own large national airline, Singapore Airlines, grown to become a major world airline, but many other airlines= flights pass through Singapore=s airport. Singapore has developed a very competent aircraft maintenance industry, and this industry increasingly provides maintenance services to airlines located elsewhere in the world. A major overhaul of an airliner is so much less expensive in Singapore that is has become worthwhile for airlines to spend $60,000 to fly empty aircraft to Singapore.

Many people in the U.S. view this globalization of service employment with some alarm. With their farming employment long since diminished, and so many manufacturing jobs having migrated to low wage countries, the service sector has become the main employer in most high-income countries. Peter Morris, policy advisor of the Communications Workers Union in the U.K. says: AIn theory, there is no limit: any job which can be dome remotely could disappear abroad.@ Will all jobs now move overseas?

First of all, many people who interpret the shifting of jobs forget that there is not any fixed number of jobs in the world. The adding of jobs in India does not imply that the number of jobs in the U.S. must decline. The Case Study 7.1 in Chapter 7 of the textbook points out that, in the long run, the number of jobs in an economy is roughly equal to the number of people who are willing and able to work. Only exceptional barriers to the creation of jobs, such as severe discrimination, strict government regulations, or restrictions on the setting of market clearing wages, can keep the number of jobs from remaining roughly the same when comparative advantage shifts jobs among countries. Of course, mismanagement by the central bank can also cause unemployment and the underutilization of a country’s productive resources, but that has nothing to do with international trade. Under very general circumstances, the increased number of well-paying jobs in India and other low-income countries increases income and world demand for all types of goods and services. As Chapters 3 and 4 make very clear, the shifting of production to countries that enjoy a comparative advantage raises incomes in all countries. That is, increased income raises demand, which can only be satisfied with increased supply, which must increase employment.

There is still the issue of where people in countries like the U.S. and the U.K. will be employed in the future. This is more difficult to answer; it is difficult to predict what people will demand in the future and what new products technology will create. Perhaps manufacturing will make a comeback in high-income countries as increasingly sophisticated capital equipment reduces the amount of labor inputs. More likely, there will be increased specialization in services, with different countries specializing in different types of services. After all, if the globalization of production increases incomes everywhere in the world, as globalization is capable of doing, then services will become the most demanded products in all economies. This will happen because people consume many more services than manufactured goods as they grow wealthier. Hence, in a more wealthy world, most countries consume mostly services, and thus economies will devote most of their resources to producing those services. Specialization merely leads to the spreading of that services production around the globe. This specialization may be driven by comparative advantage based on the availability of different skills.  Or, the specialization may be driven by something as simple as the variation of daylight hours as the world turns, as in the example of a CAT scan taken at night in Philadelphia being scanned by a radiologist in Israel who lives in a time zone that is nine hours ahead of Philadelphia. International trade in services let’s the Philadelphia radiologist get a good night=s sleep.

The next Case Study, “An Economic Historian’s View of the Loss of Service Jobs to Low-Wage Countries,” also discusses international trade in services. 

Case Study: An Economic Historian’s View of the Loss of Service Jobs to Low-Wage Countries 

In the August 27 Financial Times, the University of California at Berkeley economist Bradford DeLong  addresses the growing complaints about the loss of service jobs to developing countries like India.
 DeLong brings up no new arguments, but his description of the issue is the most elegant I have read.

DeLong, who has written extensively on economic history, begins his exposition by referring to international trade 3,000 years ago. “Until the industrial revolution, international trade barely touched the lives of farmers and workers. Before 1500 it was just too costly to ship anything other than slaves, silks, spices, perfumes and other precious items.” These goods were not produced at home, and, therefore, they did not appear to directly threaten local farmers and workers. This changed with the industrial revolution, however. The iron-hulled, steam-powered, ocean-going cargo ship changed everything, according to DeLong. “Cheap transport made it profitable to trade the staple manufactured and agricultural commodities of the industrial age: US wheat, Australian wool, Argentine beef, British machines, German steel, French luxuries, Swiss precision instruments, Italian pottery, Brazilian coffee, Malaysian rubber, African palm oil and so on.” This led people to view trade very differently, according to DeLong. People working in factories or in farming began to see foreigners as competitors!

In the early twentieth century, workers and farmers, feeling threatened by foreign competition, began to organize and lobby for protection. Unfortunately for the world, they were very successful in gaining protection. 

U.S. steel firms and steel workers pressured the U.S. government for protection against British and German imports, and the tariffs they gained helped to raise the incomes of steel workers and “to enlarge the fortunes of J.P Morgan and steel magnates Andrew Carnegie and Elbert Gary.” This protection made it more expensive to build railroads and manufacture farm equipment in the U.S. The protection of steel also made it more expensive to manufacture the newly-emerging home appliances and other home products. Thus, American farmers and consumers paid higher shipping costs and higher product prices, “and some of what would have been their incomes went instead to subsidize rich New Yorkers’ tickets to Carnegie Hall.” Similar transfers from the users of imports to the domestic producers of import-competing production occurred in other countries that sought to protect domestic producers and workers against foreign competition.

Now, the internet, fiber-optic cables, and communications satellites are creating foreign competition where there has been little in the past: services (See the case study just above on the growth of services trade). The technological progress in communications is increasing trade in services just as the steamship enabled goods and commodities trade to surge in the 1800s. Indian call centers are increasingly making sales pitches and performing customer service in the U.S. and Europe, and foreign medical technicians are diagnosing patients in the U.S. over the internet. DeLong makes an important point, which is that “foreign competition is no longer merely a phenomenon that affects blue-collar workers and gives white-collar workers the opportunity to buy manufactured goods more cheaply.” Workers in the service sector of the developed countries’ economies are beginning to exert political pressure for protection, just as farmers and industrial workers did a century ago.

Public sector workers pressured the city of New York to stop process parking tickets in Ghana, and state government of New Jersey is considering a measure that requires its agencies to use only U.S.-based processing centers. As the textbook’s Case Study 7.1, “International Trade and Jobs,” makes very clear, international trade does not much change the total number of jobs in an economy, but it does change the types of jobs that people hold. As DeLong points out: “If central banks succeed in keeping the advanced post-industrial economies near full employment, for every job that moves out to an Indian call center another job moves in. If Indians spend the harder currencies they earn on developed countries’ exports, it will be a job making machine tools or new kinds of hybrid seeds, or managing the construction of an Indian factory…. There are more and bigger winners from the demand created by a job’s shift to an Indian call center than there are losers. But there are losers….”

The future of globalization depends critically on how much political power influence the losers the losers from the rapid shifts in jobs will have. It was pressure from the special interests that brought about the continued protection against imports in the U.S. in the late 1800s and early twentieth century, it was the influence of organized labor that helped to swing politicians toward limiting immigration, and its was a wide number of special interests linked to specific industries that induced the logrolling that led to the Smoot-Hawley tariff in 1930. The reversal of globalization and the rise of isolationist and brutal regimes in many countries in the first half of the twentieth century remains one of the greatest tragedies in human history. 

The current calls for protection of service sector jobs will cause more damage than good in all countries concerned. They can cause India’s fragile economic growth to slow. DeLong asks an interesting question at the end of his op-ed piece in the Financial Times:

On the political side, does anybody really want Indians and Chinese in 50 years time—the 3bn educated citizens of what will then be industrialized economies and proud countries—to remember that western Europe and North America took whatever steps they could to slow Indian and Chinese economic growth in the first half of the 21st century?

What do you think?

Case Study: Japan’s Efforts to Keep the Yen Weak

Over the last two or three years, the Japanese central bank, the Bank of Japan, has spent trillions of yen to buy billions of U.S. dollars in the foreign exchange market in order to keep the value of the yen from rising. Specifically, Japan intervened 34 times during the month of June, 2003, alone, spending 9 trillion yen to buy about $75 billion. This single month intervention was almost equal to the 10.4 trillion that the Bank of Japan spent to buy U.S. dollars over the previous three years.
 (You might review the discussion and diagrams describing foreign exchange market intervention in the textbook’s Chapter 13, Section 13.1)

Japan’s policy of keeping the yen weak in the face of pressure for it to rise seems to have the implicit support of the U.S. government. The U.S. government has not openly criticized the Bank of Japan’s intervention, nor has the U.S. Federal Reserve Bank (the U.S. central bank) entered the foreign exchange market to sell dollars and buy up the yen to actively neutralize the Japanese intervention. According to the head of foreign exchange at J.P. Morgan, David Puth, “It is apparent that the United States is reasonably comfortable with Japan’s actions and is appropriately sensitive to the fragility of the Japanese recovery.” Another foreign exchange market professional attributes the U.S. acceptance of Japanese intervention to the fact that the large purchases of U.S. Treasury bonds by the Bank of Japan keep interest rates low in the U.S. despite the budding economic recovery from recent recession. They especially keep interest payments by the U.S. government on its rapidly rising debt lower than they otherwise would be. The Bank of Japan has used nearly all of its newly-acquired dollars to buy U.S. Treasury bonds. Finally, Japan’s support of the war in Iraq may also have played a role in muting U.S. criticism of the weak-yen policy.

Some U.S. manufacturers have not been so accepting of the Japanese exchange rate policy, however. Rick Wagoner, the chairman of General Motors, claims that his firm is having great difficulty competing with Japanese competitors because the weak yen makes Japanese products especially cheap in the rest of the world. Recall the discussion in Case Study 4.2, “Exports and an Appreciating Currency,” in the textbook’s Chapter 4 (pp. 113-4). The huge U.S. current account deficit in 2002 and 2003 is substantially being offset on the financial account by official transactions by the Japanese central bank. A stronger yen would, presumably, increase U.S. exports and reduce U.S. imports, all other things equal, thereby reducing the current account deficit. It would also be advantageous to a U.S.-based manufacturer like General Motors.  

To many, the most interesting thing about the huge Japanese intervention is that it is succeeding at all. Attempts by governments to use foreign exchange market intervention to keep exchange rates from changing have seldom been very successful. As described in Chapter 13, attempts to fix currency values in the face of shifts in supply and demand have failed in Mexico, Russia, East Asia, and Argentina, among many other places. How has the Bank of Japan been able to keep the yen from rising? Perhaps there is an asymmetry here; it may be easier for a central bank to weaken its currency than to strengthen it. To weaken its currency, the Bank of Japan can use its essentially unlimited power to print more yen. To make the yen stronger, the Bank of Japan would have to use its limited dollar reserves to buy yen. Of course, with its rapidly rising stock of U.S. dollar reserves, amounting to several hundred billion dollars, the Bank of Japan may be able to protect the yen for the foreseeable future, should it need, or desire, to do so.

Case Study: A New Immigration Bill Begins the Rounds in the U.S. Congress
Section 16.4 in the textbook begins: 

The strong incentives for people to migrate from low-income countries to high-income countries clash with the restrictive immigration policies of the high-income countries.  The common result of this clash between policies and economic incentives is illegal immigration. 

That section of the textbook discusses some of the tragedies associated with the clash between demand for labor and the barriers that prevent foreign labor from immigrating. For example, it describes that in June of 2000, 58 Chinese migrants suffocated after being locked in an airtight cargo truck during a ferry crossing of the English Channel from France to the United Kingdom. The textbook also mentions that in that same year, 369 people died of hunger or thirst trying to cross into the United States by walking across remote desserts or riding in the backs of airtight, sealed trucks. The U.S. Border Patrol officially counted 336 fatalities in 2001 and 320 in 2002. A recent report by the University of Houston’s Center for Immigration Research reports that between 1985 and 2000 over 4,000 foreigners died trying to cross the border between Mexico and the U.S.
In August of 2003, two Congressmen from Arizona, Jim Kolbe and Jeff Flake, wrote to the House of Representatives’ chairman of the Judiciary subcommittee on immigration: “Deaths of illegal immigrants as they attempt to enter the country (mostly for the purpose of finding work), a general environment of lawlessness enveloping the southwest border, and an illegal U.S. population of at least 7 million people are problems that must be addressed by federal legislators.”
 Kolbe and Flake proposed a bill that authorizes the U.S. government to create temporary work visas for foreign workers. The Senate version of the bill, sponsored by Arizona senator John McCain, was also beginning to make the rounds. Essentially, this bill recognizes that the forces of supply and demand will cause people to cross the U.S. border, regardless of the border controls and labor market regulations that are imposed. The U.S. economy needs low-skilled workers, but the criteria for gaining a residence visa make it almost impossible for low-skilled workers to work legally in the U.S.

The Kolbe-Flake bill also addresses the status of the current 7 million illegal immigrants already in the country. The bill proposes that current illegal immigrants be allowed to apply for legal status, but only after they pay a hefty fine and endure a waiting period. Whether this procedure will work remains to be seen; recall that the amnesty under IRCA (the 1986 immigration reform described in the textbook) did not solve the illegal immigration issue.

Case Study: An Example of How International Trade Reduced Obstruction
Section 6.5 in Chapter 6 of the textbook describes how “dynamic protection” of existing industries can stop the Schumpeterian process of creative destruction. This dynamic protection can be very costly because, just as the compound process of economic growth can greatly increase human welfare in the long run, the obstruction of the creative destruction process can greatly reduce the growth of human welfare in the long run. Chapter 6 also mentions that international trade reduces the possibility that domestic competitors can obstruct creative destruction. 

Recall that for the process of “creative destruction” to work, there must be destruction as well as creation. If an initial creation is not followed by a second creation that destroys the first creation’s advantage, a third that destroys the second’s advantage, and so on, there will be no continuous economic growth. In a creative destruction environment, protection against foreign competition is motivated not only by domestic firms’ interest in increasing their producer surplus, but also by the desire to slow the process of creative destruction and extend the period during which currently-successful innovators can continue to reap the profits of their innovations. 

Thomas Holmes and James Schmitz set up an interesting variation on the Schumpeterian model of creative destruction. They assume that a country has two imperfectly-competitive manufacturers who engage in Schumpeterian competition, each trying to establish technological superiority, but they also assume that the two firms also have the option of using resources to obstruct the other’s innovative activity.
 The technology leader must decide how many resources to allocate to production of its profitable innovation and how much to allocate to research to generate new innovations and establish technological leadership in the future.  Holmes and Schmitz permit the technological leader to allocate resources to a third activity: the leader can also devote resources to obstructing the efforts of the follower to regain leadership. According to the Holmes and Schmitz model, the decision to produce, research, or obstruct depends on the potential payoffs from each form of activity. Resources should be allocated to R&D so long as the expected payoff is positive, or, in terms of the R&D model from the previous chapter, so long as the present value of profit from innovation exceeds the current cost of innovation. If resources are allocated to obstructing the follower and the obstructive activity is successful, then technological progress may slow.  

Holmes and Schmitz show that there will be more obstruction under protection than under free trade. The intuition for their conclusion is that in a protected domestic economy, the technological leader only has to obstruct domestic competitors.  In an open economy, the manufacturer has to compete with foreign innovations as well as domestic innovations. Devoting the same resources to eliminating the domestic competition has less effect on profits if foreign competition continues unabated, and therefore, all other things equal, obstructive activities become less attractive. Alternatively, obstructing both domestic and foreign innovative competition is much more costly. With more innovation and less obstructive behavior, the domestic economy (and the rest of the world) benefits from a more rapid rate of technological progress and economic growth. And, as an added benefit, fewer resources are diverted from production and innovation for obstructive activities.

The difficulty of obstructing foreign competitors is not the only reason why an open economy is likely to have less obstruction and faster technological progress. A recent story on the Japanese firm Nippura demonstrates another way in which international trade prevents obstruction by domestic competitors from preventing the rise of a new firm with a superior product.
 Nippura is a small specialized Japanese firm based on the southern island of Shikoku, where it produces large acrylic panels for signs, design cases, and, most notably, aquariums. Nippura recently manufactured  8 meter by 23 meter acrylic panel for the Okinawa Chura-umi Aquarium, the world’s biggest acrylic glass panel.

If it were not for international trade, Nippura would not be in business today. Back in 1970, the small firm received its first order for an aquarium panel from a local aquarium seeking to replace the small portholes through which people had to observe the fish with larger picture-window sized panels. To create the larger panels, Nippura developed a new process by which thin panels were glued together with a special transparent glue to create thick and strong panels that could withstand the water pressure and still provide a perfectly clear and undistorted view of the marine life. Nippura was not able to gain many additional sales for its large panels in Japan, however, as large competitors, such as the acrylic producer Mitsubishi Rayon of the large Mitsubishi group, leaned on their aquarium customers to not buy from Nippura and to continue using their smaller panels. To survive, Nippura began to market its new larger acrylic panels to aquariums outside Japan. Nippura gradually won over foreign customers for its unique oversized panels. In 1982 when Nippura won the bid to supply the large panels for the famous Monterey Aquarium in Monterey, California. Without international trade, Nippura probably would not have been able to evade the domestic obstruction to its new technology, and the world’s aquariums would today have to be satisfied with smaller, less spectacular acrylic glass panels.   
Case Study: Demographics and International Migration

The growing income discrepancies between countries and the improved communications that makes the discrepancies more obvious to people in poor countries are not the only reasons for the rising numbers of legal and illegal immigrants throughout the world. Another driving force behind immigration is the slowdown in the natural rate of population growth in most developed countries, which is causing populations to become much older, on average.  The population aging is creating work opportunities for immigrants. 

The aging of the population will put severe pressure on the future provision of social services and retirement benefits as the number of retirees increases relative to the number of people working and paying taxes. For example, current projections are that by 2021, Canada will have only two working Canadians for each retiree, compared to the current 6-to-1 ratio. There were about 35 people of pensionable age for every 100 people working in Europe in the year 2000; by the year 2050, at present demographic trends, there will be 75 pensioners for every 100 workers.
 Retirement benefits will either have to be reduced or working people will have to pay much higher taxes to pay old people’s social security benefits. 

The situation in Japan, Spain, Germany, and other countries whose birth rates have fallen especially rapidly is so onerous that the governments of these countries have actually initiated public relations campaigns to convince people to have more children and reverse the slowdown in birth rates. Some developed countries have raised tax credits and introduced other financial incentives for people to have more children. However, it may be difficult for government to induce people to change their lifestyles, which increasingly seem to exclude children. Another way to mitigate the increasing burden on working-age people of population aging is to attract new immigrants. The United States and Canada exemplify such a solution. Their high levels of immigration will make it easier for future workers to support future retirees.

Figure 15.15 in the textbook shows that immigrants to high-income economies are predominantly of working age. Therefore, immigration increases the number of working people relative to retired people, effectively reducing the aging of the overall population. Some countries resist using immigration to solve the aging problem, however, because immigration will have to be quite large if it is to completely offset the expected decline in birth rates and prevent the proportion of working age people relative to retired people from falling. It has been estimated that the European Union countries as a group will have to accept between 50 and 75 million immigrants from outside the region over the next 50 years if the future burden on working people is to remain manageable.
 Such a level of immigration would be equal to about 20 percent of Europe’s total population. 

Canada is already taking in more immigrants, relative to its population, than any other developed economy. As described in the textbook’s Chapter 16, Canada even has an Immigration Minister, who in 2000 vowed to increase immigration by 50 percent.
 

Japan, on the other hand, has been very reluctant to open its borders to immigrants. Its situation is becoming increasingly difficult, however, and it may simply have to open its border to immigration.  Without immigration and at current trends in birth rates, by the year 2050 Japan will have 30 percent fewer people and over 1 million 100-year olds! According to a United Nations report, Japan’s rapid population aging imply that it would have to receive 600,000 immigrants per year for the next half century just to keep its total working age population from shrinking. 

Others are not so sure that Japan will find the political will to change its immigration policies and admit sharply higher numbers of immigrants. “The kinds of figures the demographers talk about are unimaginable for Japan,” according to the Japanese demographer, Hiroshi Komai. “In a quarter century we will have only absorbed one million immigrants.” Komai attributes Japan’s inability to absorb more immigrants to its rigid workplace culture and educational system, and he is convinced that these cannot be changed
. In 2003 at a conference of Asian finance ministers in Manila, Philippines, Japan’s finance minister proposed sending some of its older people to live in retirement communities located in labor abundant countries such as the Philippines.
 By sending its old people overseas, Japan could avoid having to accept the immigration of Philippine nurses and other service personnel to work in Japanese retirement homes; the Philippine workers can stay in the Philippines and take care of older Japanese there. This idea does not address the principal underlying problem of how to pay for retirees as the proportion of working-age Japanese declines or the cultural shock to the retirees who are to be sent overseas. The Philippine Prime Minister, Gloria Macapagal Arroyo, suggested that Japan’s opening of its borders to immigrants from the Philippines would be a much more viable solution. Some culture-conscious Japanese do not see things that way, however. In case schemes such as sending retirees abroad are not possible, the Japanese government is also actively funding the development of robots to perform healthcare functions so that its aging population can get needed health services without having to resort to foreign labor.
 Also, several new laws have been drafted to encourage more child-bearing and to provide working women to become mothers. These new laws have not yet been passed by a legislature facing elections this fall; Japanese politicians have been very reluctant to even bring up the aging problem, much less seek difficult solutions such as the easing of Japan’s tight immigration restrictions. 

The Doha Round After Cancún

Chapter 8 of the textbook describes the Doha Round of trade negotiations. Recall from your reading how, after an all-night session on November 14, 2001 in Doha, the capital of the Persian Gulf state of Qatar, the delegates representing the WTO’s 142 member countries agreed to begin a new round of multilateral trade negotiations. Some trade issues would begin to be negotiated immediately, while other issues would be taken up after another meeting of the WTO membership in 2003. That other meeting was held in Cancún, Mexico, just this September. Rather than leading to further negotiations, however, the Cancún meeting ended without any agreement on how to proceed with the Doha Round.  The entire Doha Round is now in jeopardy. Whatever is agreed among the WTO members in the upcoming months, it is doubtful whether the ambitious schedule that sees the round completed by January 1, 2005 can still be met. What went wrong in Cancún? 

The Agenda of the Doha Round

According to the agreement signed in Doha, there were to be negotiations to further reduce tariffs on industrial goods. This has not proven to be a controversial issue, although by 2003 there was some doubt as to how wide some developed countries would open their markets to clothing a textile imports.  The contentious issue of patents and copyrights actually seemed to potentially have a compromise solution, as developed countries agreed that some life-saving medicines would be exempted from patent protection in the case of some low income countries. As expected, it has been agricultural trade that has proved to be the most contentious issue in 2003.  In 2001, WTO members had sort of agreed to negotiate the opening of agricultural markets, reductions in export subsidies, and reductions in trade-distorting domestic subsidies. Agriculture was a contentious issue at the Doha meeting, and France nearly prevented a final agreement by refusing to accept any mention of the elimination of farm subsidies. France finally agreed to language that called for negotiations “without prejudging the outcome” to open agricultural markets, reduce export subsidies and substantially reduce trade distorting domestic subsidies. In Cancún, however, the European Union and several other developed economies seemed completely unwilling to give ground on reducing their agricultural subsidies.  

Everyone knew that agriculture was going to be the central issue in Cancún. Many developed countries maintained high levels of protection and subsidies for their agricultural sectors. Among those countries are the United States, the European Union members, Japan, and South Korea, among others. This protection has a very negative impact on farmers in many developing economies, such as Argentina, Brazil, and South Africa, and several developed economies, such as Australia, Canada, and New Zealand.  These agricultural exporters, or in some cases, potential agricultural exporters, entered the Cancún meeting intent on getting an agreement that would stipulate a substantial reduction in agricultural protection and subsidies by the European Union, Japan, the United States, South Korea, and other countries that protected their agricultural producers. Prior to the meeting, the U.S. offered to cut all restrictions on manufactured goods and to reduce agricultural tariffs by 76 percent in five years. Agricultural subsidies were not mentioned, however.  

The U.S. had, in fact just in 2002 about doubled the subsidies it gives its farmers, to over $20 billion per year, and it seemed politically difficult for the U.S. to again reverse that policy so soon after the U.S. farm lobby was able to get the U.S. Congress to throw so much more money its way.  The U.S. spent another $2.5 billion to subsidize overseas sales and donations of surplus farm products.
 The European Union maintains one of the worst agricultural subsidy schemes. In the words of The Economist, “The EU’s common agricultural policy (CAP) is a standing insult to economic intelligence.” 
 The EU uses import bans and production subsidies to prop up prices so that even the least efficient of its farmers can stay in business. This protection keeps foreign farmers from selling their products in Europe even though they may enjoy a comparative advantage, suppressing foreign farm prices and hurting foreign farmers. The subsidies that keep the least efficient European farmers in business have the side effect of causing overall production to greatly exceed local demand for food products, and this excess is then sold overseas with the help of further subsidies. These exports then depress world prices even further, thus further hurting foreign farmers.  Prior to the Cancún meeting Europe had offered to cut its agricultural production subsidies, replacing them with direct payments to farmers that would not generate such large production surpluses that end up in world markets.  For political reasons, the European Union is unwilling to cut support entirely to its farmers even though the costs of the protection are enormous and reductions in subsidies “would dramatically lower the price of food within the Union, driving some farmers out of business but saving consumers billions of euros.”
 

The Pre-Cancún Posturing

There was quite a bit of posturing before the Cancún meeting in September, 2003, by the different countries involved in the agricultural dispute.  “According to John Nagenda, a farmer in Uganda: “We are kept out of the world market. When countries like America, Britain and France subsidize the farmers, we get hurt.”
  Siphiwe Mkhize, the agricultural attaché at the South African Embassy in Washington, said: “We would give up foreign aid if the farm subsidies are eliminated.”
  But, on the other side of the issue were the frequent television interviews in which protected farmers defended their position.  Said one French farmer: “Why should world trade rules dictate whether French taxpayers can pay me to preserve out way of life and protect out countryside?”
 An Iowa farmer from the U.S. said: “The federal government made a promise to us farmers in the farm bill last year and all at once they’re telling us the World Trade Organization can take that away from us.”
  The international organizations and institutions also participated in the debate. According to one World Bank vice president: “It’s not an exaggeration to say that rich countries’ agricultural policies lead to starvation.”

The posturing before the Cancún meeting reflected animosities that prevailed over the two years between Doha and Cancún. In retrospect, little was accomplished during these two years. As soon as the Doha meeting ended, countries began to deny parts of the agreement they had signed on to in Doha. The European Union, for instance, denied that it had ever promised to get rid of export subsidies. Led by India, many poor countries denied that they ever signed up for talks on various other issues, such as investment rules and administrative trade barriers. In 1996, the WTO met in Singapore and talked about setting rules on how individual countries treated foreign investment, how they set competition policy, how government purchases were made, and how their customs agencies operated. Few people argue that these issues are not related to international trade, but in Cancún many nations felt that these issues should not be a priority when more important issues such as developed country agricultural subsidies remained unresolved. When the European Union suddenly insisted on negotiating these “Singapore” issues on the last day of the meeting, many developing countries took this as a tactic to avoid dealing with agricultural subsidies.

Other poor countries spent more time moaning about their grievances over earlier trade rounds than they did in negotiating the new one. Several rich countries too showed little interest in compromise. Japan, for instance, seemed intent on simply refusing to agree to any cuts in rice tariffs.
  

According to a “Special Report” on the Cancún meeting in The Economist:

This kind of posturing meant the trade round stagnated for 22 month between meetings in Doha and Cancún All self-imposed deadlines were missed; all tough political decisions were put off. That placed a needlessly heavy burden on the Cancún meeting. But it was not an overloaded agenda that killed the talks last weekend. It was that too many countries continued grandstanding at the Mexican resort, rather than seeking the compromises on which trade talks depend. 

Some commentators and delegates in Cancún attributed the disagreements to the rising diversity of WTO members, especially the growing power of developing economies. “We encouraged the third world to participate actively,” said one negotiator from a rich country, “but now it is doing so, an increasingly sharp north-south divide is opening. It is not just over trade but over rhetoric, dogma, and geopolitics.”
 

Fundamentally, the collapse of trade talks is due to the greater differences in interests among the large and varied membership of what is now truly a worldwide organization, and a distinct lack of willingness by the leading economies of the world to make meaningful concessions on agricultural protection. Just prior to Cancún, four of Africa’s poorest nations had asked that the subsidies given to U.S. and European cotton farmers be reduced and the African farmers be paid $300 million in compensation for the damages from the unfair competition from subsidized rich country farmers. This proposal was based on sound economic arguments.  The U.S. gives its 25,000 mostly large-scale cotton farmers about $3 billion per year to grow cotton, which helps to make the U.S. the largest exporter of cotton. These subsidized exports depress world cotton prices, however, to the great detriment of cotton farmers elsewhere. Four African countries, Benin, Burkina Faso, Chad, and Mali, made the formal proposal, and many developing countries saw this as a test of whether the Doha Round was indeed a trade round to benefit the poor. The cotton initiative was given strong support within the meeting’s agenda. In fact, the leader of the working group to come up with a proposal was none other than the WTO Director-General Supachai Panitchpakdi. A draft proposal to address the cotton producers’ concerns that emerged halfway through the Cancún meeting. Apparently written at the insistence of the United States, this proposal made no commitments on reducing subsidies or providing compensation for the market-distorting subsidies. It only called for further study of the issue and urged cotton farmers in poor countries to plant other crops. The refusal of the U.S. to even recognize that its cotton subsidies caused losses to poor country cotton farmers generated much bitterness among developing country delegates. Said the delegate from Guinea: “The cotton offer was unjust and ignored what was demanded by African nations. Coming into this meeting everyone said, ‘yes, cotton is an important question; yes, agriculture is important,’ But when it came down to negotiations, our daily problems were ignored.”.

Where Does the WTO Go From Here?

Many delegates tried to put an optimistic spin on the Cancún meeting, saying that more negotiations would certainly occur and that some agreements were likely. Many others saw things less optimistically, however. “Our subsidy system is a crime, it’s a sin, but we’ll talk a good game and get away with doing almost nothing until after the presidential election,” said C. Fred Bergsten, director for the Institute for International Economics in Washington, a think tank for trade economists.
  The support for continued farm subsidies in rich countries at times is near fanatical. On the first day of the Cancún meeting, a South Korean farmer named Lee Kyang Hae climbed a barricade in front of the Hotel where the WTO meetings were in session and plunged a knife into his heart.  He died on the scene.  Said his neighbor back in Korea: “Mr. Lee committed suicide to save the farmers.”
 

The WTO itself took a different approach. It assembled a committee to consider ways to simplify the negotiating procedures in order to make it easier for its diverse membership to reach compromise agreements.
 The head of the eight-member committee is Peter Sutherland, the chairman of British Petroleum.  Among the changes being looked at by the committee is to narrow the focus of the negotiations to fewer issues, such as lowering tariffs, and avoiding for the time being more complex issues such as investment laws and intellectual property rights. Another idea being discussed is for the WTO to increase WTO staff to assist developing countries in formulating their negotiating positions. This proposal addresses the concern that many developing countries were assisted by various non-governmental organizations during the Cancún negotiations; many of these organizations have narrow agendas that do not reflect the broader interests of the developing countries, and their single-issue focus may have contributed to gridlock. 

The committee is facing the difficult task of revising the consensus approach that the GATT and WTO have followed since 1946. That is, the WTO seeks unanimous agreement on all policy decisions in order to promote compromise and make all countries feel involved in the decisions.  This approach also means that a single country can hold up the process, and more and more likely event now that the WTO membership has grown to include so many different countries and more complex issues have come to the forefront.  But what should the unanimity principle be replaced with? Simple majority voting would not work because too many groups of countries would end up ignoring the decisions. A super-majority might work, but there would still be room for small groups to slow the procedures and/or ignore the decisions. According to a recent news report on the activities of the committee:

Committee members say any change to the consensus decision-making model would be doomed if it is seen as reducing the WTO’s openness. So a big challenge for the committee is to also push for greater transparency in WTO decisions. Coupled with improved transparency, more flexible decision making a larger staff could be welcomed by the small, poor countries that make up the bulk of WTO membership.
 

The committee is to report to the WTO Director-General Supachai Panitchpakdi by early 2004. It will be interesting to see if Doha Round negotiations have resumed by that time or whether the committee’s proposals for reorganization will be the WTO’s most important immediate issue.  Stay tuned.

How You Can Follow the Doha Round Negotiations
You can follow the events surrounding the Doha Round in any of the major newspapers, such as The Wall Street Journal, The New York Times, or the Financial Times.  The latter two papers’ web sites are free, and their search engines will bring up recent articles relating to the WTO. Also, you should look on the WTO web site, www.wto.org, which continually reports its activities.  The WTO web site also has a day-to-day account of the Cancún meeting, which lets you see exactly how the negotiations proceeded and, ultimately, failed to reach a unanimous agreement on the major trade issues.

Have Manufacturing Jobs Moved from the U.S. to Asia?

That the number of manufacturing jobs in the U.S. has declined over the past several decades is a well-known fact.  Unfortunately, many people are ready to believe that the main cause of this loss of jobs in manufacturing has been the increased imports from abroad, especially Asia.  A casual look at products on the shelf in Wal-Mart indeed suggests that a very large portion of all manufactured products come from China, Taiwan, Korea, and other Asian countries.  “The United States has stood by too long while China and other Asian countries skew the markets to keep their currencies artificially low and steal U.S. jobs,” says Donald Manzullo, a Republican member of Congress from Illinois.
  But, exactly how many jobs has the U.S. “lost” to Asia?  A new study by Jonathan Anderson of UBS’s Hong Kong office suggests that the number of U.S. factory jobs lost to Asia is very small.

Anderson calculates that only about 50,000 manufacturing jobs have moved from the U.S. and Japan to Asian countries such as China each year since 1990, a very small number compared to total manufacturing employment.  Anderson explains that the estimate of 6 million manufacturing jobs lost in the U.S. over the past ten years was calculated by looking at overall growth in jobs in the U.S. and assuming that in the absence of international trade manufacturing jobs would have grown in perfect proportion to the increase in overall jobs.  But, the low income elasticity of manufactured goods plus the exceptionally high growth of labor productivity in manufacturing technology imply that manufacturing job growth will lag far behind overall job growth.  The gradual shift of demand toward services and away from manufactured goods is well known, but ignored by the critics of international trade.  Also ignored is the very rapid increase in labor productivity in manufacturing, several times the rate of overall labor productivity in the U.S. economy.  In short, factors other than international trade caused the bulk of the manufacturing “job loss” in the U.S.

Anderson also looks at the volume of Asian exports to the U.S. to see if the recent increases of imports of manufactured goods from Asia to the U.S. can explain the alleged shift of jobs from the U.S. to Asia.  Anderson again takes into consideration the rapid growth in manufacturing productivity, and he concludes that the rising volume of manufacturing exports by Asia can account only for 500,000 new Asian manufacturing jobs over the past 10 years, about 50,000 jobs per year, that replaced U.S. manufacturing jobs.  That explains only about 5 percent of the total number of manufacturing jobs “lost” in the U.S., Japan, and other developed economies that import from Asia.

A recent article in The Economist points out that the alleged loss of manufacturing jobs is largely due to productivity gains. U.S. manufacturing has doubled its output over the past three decades, and even during the past 10 years, when outsourcing and foreign manufacturers increasingly occupied shelf space in U.S. stores, the value of U.S. manufacturing output increased by 50 percent. While manufacturing output increased, the proportion of the total U.S. labor force employed in manufacturing declined rapidly, from 35 percent in 1947 to just 12 percent in 1992. Labor productivity in manufacturing has increased so much that total labor costs only account for 11 percent of overall manufacturing costs. In short, the decline in manufacturing jobs is the result of rapid efficiency gains, not foreign competition. The Economist concludes that: “rich-world manufacturing is in terrific shape.”

According to a recent New York Times article:

The estimates of job loss from offshoring are all over the lot. They are back-of-the-envelope calculations at best, inferred from trade data and assumptions about the number of American workers needed to produce goods and services now coming from abroad, or no longer exported to a growing consumer market in, say, China.

Across the different studies examined in the article, at least 15 percent of U.S. manufacturing jobs were “replaced” overseas over the past three years.  Of course, the replacement of U.S. manufacturing jobs does not imply that the total number of U.S. jobs fell, as discussed by Anderson above.  But, the fact that the manufacturing job losses to overseas countries coincided with growing U.S. unemployment has led more people to equate manufacturing job losses with job losses in general.

U.S. Antidumping Law ruled Illegal By the WTO

In Section 9.6.2, the legal origins of U.S. antidumping law was described:  

The United States’ first law dealing with dumping by foreigners, the 1916 Anti-Dumping Duty Act, was intended to extend the existing provisions of U.S. antitrust legislation to foreign firms selling in the United States.  In 1921, when the United States electorate was in a more protectionist and isolationist mood, a second law dealing with foreign dumping was passed, called the 1921 Anti-Dumping Act.  This act introduced international price discrimination, that is, selling overseas at prices below those in the firm’s home market, as proof of dumping.  This new act was enacted because foreign dumping was difficult to prove under the 1916 act, which, like the Sherman Antitrust Act, required proof of intent to monopolize.  The 1921 act was also different from the 1916 act in that it was not a criminal statute on which individuals could pursue damages and punishment in the courts.  Rather, the 1921 act mandated government action directly against the foreign firms found to be dumping.  In effect, alleged foreign dumpers were denied the due process of law and foreign competitors were to be treated differently from domestic competitors.  The purpose of the 1921 act was clearly to protect U.S. companies from foreign competition, not to prevent monopolization of markets.

In 2000, the U.S. was ruled to have violated WTO rules because it permitted several U.S. firms to sue for protection under the 1916 and 1921 antidumping acts. The U.S. acts allow for civil and criminal penalties, including triple damages, imprisonment, and fines, for foreign producers found to be selling in the U.S. below “market prices,” but the WTO only permits countries to levy antidumping duties equal to the margin of dumping. Wheeling-Pittsburg Steel Corp. was the first U.S. firm to seek penalties under the old U.S. antidumping act of 1921. 

In 2000, several nations went to the WTO to ask for a ruling on the U.S. antidumping procedure, which was threatening several foreign firms with criminal penalties, the WTO subsequently ruled that the U.S. antidumping law was in violation of WTO rules.  By the fall of 2003, the U.S. had not acted to change its antidumping law, and the European Union was threatening to take retaliatory measures in the form of duties on U.S. exports to Europe.  “The EU considers retaliatory measures as a last resort and has given the U.S. more than enough time to comply with the WTO decision,” said the EU Trade Commissioner Pascal Lamy in September of 2003.
  
The Free Trade Area of the Americas: The Miami Declaration

The Case Study above, “The Doha Round After Cancún,” suggests that completion of the Doha Round still looked difficult at the end of 2003.  The difficulties of completing the multilateral negotiations among the nearly 150 WTO members countries led some negotiators to suggest that perhaps it would be better to focus on negotiations for expanding regional trade blocs.  The framers of the original GATT  foresaw the difficulties of concluding multilateral trade agreements among large numbers of countries and therefore authorized countries to establish free trade areas.  However, as shown in Chapter 9, regional trade blocs are not as attractive for worldwide economic efficiency as multilateral free trade.  

In November of 2003, all of the nations of the Western Hemisphere (except Cuba, which was not invited) met in Miami to spur negotiations toward an agreement to complete negotiations toward a Free Trade Area of the Americas (FTAA).  The idea of a Hemisphere-wide free trade area has been around for a long time, and the idea was formally introduced ten years ago, and President George W. Bush had made the FTAA one of his priorities early in his term.  Little progress had been made, however, and the Miami meeting was supposed to get negotiations moving more rapidly.  And since this meeting again pitted the United States against Brazil, the latter a leading member of the so-called G-20 (the group of about twenty of the largest developing economies) that clashed with the United States and Europe over farm subsidies at the WTO’s Cancún meeting earlier in the year, it was not clear the Miami meeting would be successful

In order to avoid the open disagreement and the harsh words between delegations that characterized the Cancún meeting, the trade negotiators from Brazil and the United States, Celso Amorim and Robert Zoellick, agreed to met the week before the Miami meeting in order to smooth things out.  It was immediately clear that Brazil continued to insist, with some justification, that they would not negotiate on issues that the U.S. wanted to settle, such as intellectual property rights, foreign investment rules, government procurement rules, and the high trade barriers that developing countries continue to se to protect many of their industries unless the U.S. agreed to lower agricultural subsidies and barriers to agricultural products.  Also with some justification, the U.S. continued to insist that Brazil agree to lower its barriers to manufactured products and services.  But, the U.S. was apparently was not willing to discuss agriculture, Brazil remained intransigent in the face of U.S. intransigence, and no agreement appeared in sight.  But, Amorim and Zoelilck found a way to deal with their differences without immediately sinking the negotiations toward the FTAA: they agreed to disagree on some issues but move forward on other issues.  The Miami meeting of all Western Hemisphere countries was therefore able to proceed.  

The Miami meeting proceeded in apparent harmony, and a joint declaration was signed by all of the 34 countries attending.  According to Brink Lindsey of the Cato Institute: “Everybody declared victory, and the meeting ended a day early.”
 The declaration meant that some negotiated FTAA commitments will be binding on all participants, but others will be “plurilateral,”  That latter word, plurilateral, is new to trade negotiations.  It apparently means that some conditions of the agreement can be adhered to by some countries but not by others.  Effectively, some countries will order the entire menu, others will eat á la carte. 

The Miami declaration worried many economists.  The end result will certainly not be a true free trade area in which all members fully liberalize trade among themselves.  Rather, it will be a maze of bilateral agreements, each catered to the particular desires of each participant.  This sounds a bit like the “spaghetti bowl” that Jagdish Bhagwato referred to in his quote on p. 326 of the textbook when he objected to the increasing use of bilateral trade agreements throughout the world.  Also, the arrangement described in the Miami declaration may not be legal under GATT/WTO rules.  Recall from p. 299 of the textbook that the GATT allows trade blocs among developed economies only if they establish completely free trade among the members.  The rules are somewhat fuzzier for developing countries.  It seems as though the Miami declaration will lead to something less than complete free trade among most of the participants. Given the U.S. refusal to stop subsidizing its agriculture, there will effectively be no free trade between the U.S. and any other Western Hemisphere country in agricultural products.

As we concluded at the end of the case study on the Doha Round: Stay tuned.

The 2001 U.S. Tariffs on Steel: An Abuse of WTO Rules Says the WTO

Recall from Case Studies 9.5 and 9.6 that there are other justifications for temporary tariffs beyond anti-dumping duties, namely countervailing duties and a surge in imports.  The “escape clause” in Article XIX of the GATT/WTO agreement permits countries to erect temporary trade barriers, usually referred to as safeguards, when there is a sudden surge of imports that severely impacts an industry and its workers.  The rationale for temporary protection against a sudden surge in imports is clear: temporary protection gives an industry and its workers time to adjust to changing circumstances. Recall from Lesson 7 that in the short run an economy may suffer serious adjustment costs when international trade is expanded. It is often claimed that such adjustment costs can be reduced if the adjustment occurs gradually rather than suddenly. However, as in the case of antidumping duties and countervailing duties, the escape clause on safeguards can be abused to provide protection even when there is no surge in imports. The WTO ruled in 2003 that U.S. steel tariffs were indeed such an abuse.

The U.S. steel industry has been suffering from declining employment and low profits for decades, and it has repeatedly lobbied for, and gained, protection from import competition since the late 1950s. Without showing that the industry’s problems are clearly due to foreign competition, every post World War II presidential administration has granted the steel industry some sort of protection, allegedly to protect U.S. interests, but clearly for political reasons.  The steel industry in the U.S. consists of large firms, and steel workers are organized by large unions.  This industry-labor combination exerts substantial lobbying power. When the U.S. economy slowed in 2000 and 2001, the steel industry again demanded protection, and in 2001 President Bush imposed temporary tariffs on foreign steel. To justify these new tariffs of up to 28 percent, President Bush  appealed to the safeguard provision of the GATT/WTO.  The European Union, Japan, Korea, China, Brazil, and other steel exporting countries complained to the WTO, claiming that there had been neither a surge in imports of foreign steel into the U.S. nor a sudden reduction in employment in the U.S. steel industry in 2001. The WTO dispute panel sided with the steel exporting countries and in early 2003 ruled that the U.S. had violated the rules in imposing temporary steel tariffs. The panel found that steel imports had actually declined slightly in early 2001 compared to the previous year! The U.S. appealed the ruling, which permitted it to keep the tariffs in place for the time being, but in November, 2003, the WTO appeals panel confirmed the initial ruling: The U.S. steel tariffs were in violation of WTO rules and procedures.  The WTO therefore authorized the steel exporting countries to levy retaliatory tariffs of more than $2 billion on U.S. products.  

The European Union, Japan, Norway, Brazil, China, and others announced that they would immediately levy retaliatory tariffs on a variety of U.S. products. The products selected for retaliation included U.S. cigarettes, orange juice, specialized steel products, frozen vegetables, and paper products, industries located in states important for President Bush’s reelection campaign in 2004.  Most analysts interpreted President Bush’s decision to impose steel tariffs as a political decision, and it was not surprising that foreign retaliation targeted U.S. industries in states and sectors thought to be important to President Bush’s reelection campaign. Therefore, after the U.S. lost its appeal, the U.S. president was faced with losing political support in some steel producing states if he withdrew the tariffs and losing political support in other states targeted for retaliation, such as Florida (orange juice), North Carolina (cigarettes), California (frozen vegetables), and others, if he defied the WTO ruling and kept the tariffs in place. On December 4, 2003, President Bush announced that he was lifting the steel tariffs immediately. Within 15 minutes of the U.S. announcement, the European Union announced that they would no longer retaliate. A trade conflict seemed to have been averted.

In effect, the United States government was forced by an international institution to change its trade policy because of the costs that defiance, and the resulting foreign retaliation, would have imposed on it. David Sanger of The New York Times provided the following interpretation of the events surrounding the end of the steel tariffs by the U.S.:

For the fist time in his nearly three years in office, the president...finally met an international organization that had figured out how to hit back at the administration where it would hurt. Employing relatively untested powers, the eight-year-old World Trade Organization authorized European and Asian nations to devise retaliatory tariffs against the United States, just 11 month before a presidential election. Not surprisingly, the Europeans pulled out an electoral map and proudly announced they would single out products made in states Mr. Bush most needs to win a second term.
 

The U.S. may have responded to more than the retaliatory tariffs.  The U.S. wins more cases at the WTO than it loses, and its defiance of a WTO ruling would have encouraged other nations to defy rulings favorable to the U.S.  Also, U.S. defiance of an organization that it championed just a decade ago would seriously undermine the creation of world institutions important to the functioning of the global economy.  The U.S. has several complaints against these countries at the WTO awaiting resolution.

There were many groups in the U.S. that were opposed to the steel tariffs. According to an editorial in the popular U.S. daily newspaper, USA Today:

...presidents of both parties long have pandered to narrow interests pleading for trade barriers that inevitably cause more economic damage than benefit. The steel tariffs are just the latest example. As a political calculation, the tariffs have been a mixed blessing for Bush. They have helped him in major steelmaking states such as Pennsylvania and hurt him in heavy steel-using states such as Michigan.

The same editorial goes on to mention that the costs to the steel-usng industries exceeded the gains to the steel industry, both in terms of profits and jobs. Putting the cost of retaliation on top of these net costs of the U.S. tariffs apparently tipped the political scales to where President Bush decided to drop the tariffs. 
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