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FOREWORD

Trade now accounts for nearly a quarter of America’s gross domes-
tic product, double what it was twenty-five years ago. Trade lies
at the intersection of two prominent concerns facing America: its
economy and its foreign policy. Increasingly, foreign economic pol-
icy is also being interwoven into a variety of other important
concerns such as national security, employment stability, environmental
protection, labor standards, globalization, health issues, immigration,
and monetary policy.Today, trade policy affects more decisions and
more issues on the U.S. agenda and will have a greater impact on
Americans and foreigners than ever before.

A rough consensus exists among policymakers that promoting
trade expansion throughout the world serves the national inter-
ests of the United States. Experts disagree, however, on how best
to accomplish that goal. Daniel Drezner’s Critical Policy Choic-
es (CPC) volume suggests two alternative means through which
to pursue this goal. The “free trade” approach seeks to ensure the
full realization of the economic and political benefits of free trade.
It recommends a renewed commitment to the success of the
Doha round of trade negotiations through top-level U.S. involve-
ment in the negotiations and a willingness to resist protectionist
pressures regarding issues such as outsourcing, textiles, and agri-
culture. The “fair trade” approach seeks to balance the economic
benefits of free trade with other values—community stability and
income security, for instance—that may be compromised by an aggres-
sive free trade policy.The approach recommends a tougher stance,
in trade negotiations and in Congress, to ensure receptivity to Amer-
ican exports and to stem the tide of outsourcing and other poten-
tial threats to U.S. interests.

Beyond the question of whether trade should be free or fair,
policymakers must cope with four recurring challenges. The first
challenge is managing the current account deficit, which is grow-



ing to unprecedented levels. It may be true that trade policy has
only a marginal effect on the actual balance of trade, but never-
theless, politics inextricably links the magnitude of the current account
deficit to the U.S. ability to expand trade opportunities. Although
interest rates and inflation have remained relatively stable, no
president can afford to ignore the effects of the trade deficit, or
the risk it may pose to the U.S. economy.

The second challenge covers the intersection of trade policy and
a diverse array of other policy issues that traditionally have fallen
under different areas of expertise. The accelerating pace of tech-
nological innovation and economic globalization are blurring the
boundaries between domestic and international regulatory con-
cerns, thrusting formerly domestic issues such as labor standards,
intellectual property rights, immigration controls, and environmental
protections into the international arena.

The third challenge is a crucial domestic issue that has a pro-
found effect on the political discourse surrounding trade: the dis-
tribution of the benefits and burdens of trade expansion. Even though
freer trade may benefit the U.S. economy overall, particular indi-
viduals will suffer disproportionately as a result of the economic
changes caused by trade expansion. The controversy over off-
shore outsourcing illustrates the potency of these concerns in
energizing the public, often against trade liberalization. Meanwhile,
some Americans are indeed losing their jobs. The Trade Adjust-
ment Assistance programs are intended to compensate workers for
these losses and to help prepare them for jobs in other sectors.To
achieve the gains from trade for all Americans, the administration
must consider how best to support the relatively few Americans
who bear the brunt of trade expansion’s harmful repercussions.

The fourth challenge is for the administration to find the
right balance among multilateral, regional, bilateral, and unilat-
eral tracks of trade diplomacy. It is certainly possible for these dif-
ferent tracks of trade negotiations to complement one another, but
that is not always the case. Each negotiation track has strengths
and weaknesses, which depend in part on how the United States
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wishes to balance the economic, political, and social ends desired
from trade expansion.

Because these questions and interlocking policy debates are so
complex, and because they engender such strong differences of opin-
ion among respected experts and practitioners, the Council decid-
ed to address U.S. trade policy by sponsoring a volume in its CPC
series, rather than contrive an artificial consensus on this crucial
issue.

Our goal with this CPC is to present clearly and comprehen-
sively the many issues involved in U.S. trade policy and the range
of options available to policymakers. We aim to draw attention to
this important issue and to inform the public on the range of alter-
natives; we intend to galvanize serious debate rather than to
advocate any particular approach. We use the conceit of a “memo
to the president” because this is the most creative way to present
the issues from the perspective of the decision-maker, encompassing
the many different competing claims on a president’s attention.
We are mindful that this issue cannot be neatly compressed into
just two options, and thus we have endeavored to explain the nuances
of the trade debate in four white papers that explore the relevant
challenges and policy options in greater detail.

With Doha at a standstill and time running out for the pres-
ident’s congressionally granted trade-promotion authority, it is crit-
ical that we take stock of the U.S. position in the global economy,
its standing in international institutions such as the World Trade
Organization, and the numerous free trade agreements under
negotiation; that we contemplate the potential objectives of Amer-
ica’s trade agenda, which range from aggressive pursuit of a free
trade environment to a moderate approach that prepares the way
for future expansion while balancing trade interests against other
values; that we consider strategic alternatives to help the United
States meet its full range of political and economic goals; and that
we weigh the costs and benefits of each approach.The U.S. trade
agenda faces formidable challenges today, but it also presents
valuable opportunities. This CPC offers insight into both.

Foreword
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MEMORANDUM TO THE PRESIDENT

From: Assistant to the President for Economic Policy and
Director of the National Economic Council

Subject: Bottom-up Trade Policy Review

EXECUTIVE SUMMARY

Trade benefits the United States in many ways. Imports keep prices
low and increase the variety of goods available for American con-
sumers. Exports provide high-paying jobs for American workers
and higher profits for American firms.Trade improves labor pro-
ductivity and boosts economic growth. Economic openness helps
the United States indirectly advance a number of foreign policy
goals: democratization, human rights, the rule of law, and global
development. At the same time, freer trade is blamed for job
losses, rising inequality, and career insecurity among working-class
Americans.

Because of trade’s importance to the United States, you recent-
ly ordered a bottom-up interagency review of American trade poli-
cies.The review concludes that the political landscape of trade policy
has shifted dramatically in the past decade. While trade has
always intersected with other economic issues, its impact has
become so encompassing as to affect the war on terror, environ-
mental regulation, immigration reform, monetary policy, health
care, and the welfare state. No president can craft positions on trade
issues in a policy vacuum. At the same time, shifts in domestic atti-
tudes and world politics have combined to create one of the 
least hospitable environments for trade liberalization in recent 
memory.

Navigating these political waters will require firm leadership
on your part. As a first step, you need to articulate your orienta-
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tion of how the United States should approach trade policy. The
advantage of thinking about trade policy in terms of orientation
is that it communicates a clear signal to other countries about U.S.
preferences.This decision dictates choices about your administration’s
most pressing trade policy concerns: reviving the moribund Doha
round of World Trade Organization (WTO) talks and smooth-
ing the frictions in our bilateral economic relationship with the
People’s Republic of China.

Simply put, you need to choose between a free trade or fair trade
orientation for the future. A free trade orientation believes that trade
expansion creates significant benefits for American consumers, the
American economy, and American foreign policy, while at the same
time offers growth opportunities for the rest of the world.The goal
of this orientation, therefore, is to reduce as many barriers to
U.S. exports and imports as quickly as possible.The first-best method
of accomplishing this goal is through an ambitious multilateral trade
agenda conducted through the World Trade Organization. The
second-best option is to continue pursuing free trade agreements
with important trading partners, such as Japan, India, South
Korea, and the European Union (EU).

A fair trade orientation assumes that further trade expansion
will benefit most Americans only under very specific circum-
stances. Fair traders believe that unchecked trade expansion
increases job insecurity for workers in import-competing sectors
and encourages the importation of goods made in ways that vio-
late American standards of labor and environmental policy. The
goal of this orientation, therefore, is to regulate the growth of trade
so as to minimize social costs—even if it slows the growth of trade
and the economic benefits that come with it. That means taking
no steps to revive the Doha round without first securing greater
access for our exporters, vigorous enforcement of trade rules
through multilateral and unilateral measures, and a slowdown in
bilateral free trade agreements.



Memorandum to the President

[3]

There are costs, benefits, and risks to both orientations. A
free trade posture:

• Gives greater weight to economic efficiency,dynamism, and growth
than to the job security of workers employed in import-com-
peting industries;

• Facilitates U.S. diplomacy on other foreign policy issues;

• Requires significant amounts of political capital to implement;
and

• Carries the danger of being viewed as uncaring toward Amer-
icans negatively affected by greater global competition.

Alternatively, a fair trade posture:

• Emphasizes economic security and the stability of import-
competing sectors over economic efficiency,dynamism,and growth;

• Resonates strongly with the American public;

• Generates greater antagonism abroad toward U.S. foreign pol-
icy; and 

• Carries the danger of mutating into blanket protectionism, severe-
ly weakening the global trading system and disrupting economic
growth.

In a nutshell, the free trade orientation provides a more coher-
ent set of economic policies, but carries a significant political
risk. Adopting a free trade orientation will promote economic growth,
keep a damper on inflation, and reaffirm U.S. economic leader-
ship to the rest of the world. At the current moment, however, freer
trade runs against the tide of public and congressional opinion; you
risk the possibility of antagonizing the American public and
being thwarted by congressional opposition.The fair trade orientation
provides a more popular set of policies, but carries a significant pol-
icy risk. Adopting a tough position on slowing down imports while
boosting exports will resonate strongly with many Americans. Because
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almost any trade barrier can be advocated on grounds of fairness
to some group, however, special interests can easily hijack this pol-
icy orientation. Internationally, such a policy will be viewed as an
abdication of U.S. economic leadership. Slowing down imports
will encourage other countries to erect higher trade barriers
against U.S. exports. Any kind of global trade war would severe-
ly damage the American economy—and American workers. In short,
free trade is less difficult to negotiate but more difficult to sell at
home, while fair trade is more difficult to negotiate but less dif-
ficult to sell at home.

Additional trade issues must also be addressed in the near
term, such as regulatory coordination and the balancing of mul-
tiple tracks of trade diplomacy. These issues go beyond the free
trade/fair trade dichotomy. There are multiple policy options to
address these concerns; they are detailed in the white papers
attached to this memo.

Why Trade Matters
Trade is vital to the U.S. economy for a number of reasons.

• In 1970, the sum of imports and exports was less than 12 per-
cent of gross domestic product (GDP). By 2004, that figure had
doubled to 24 percent.

• Approximately one out of every five factory jobs in the Unit-
ed States depends directly on trade, either by relying on export
markets or by needing imported goods for final production.

• U.S. exports accounted for approximately 25 percent of economic
growth during the 1990s, supporting an estimated 12 million jobs.

• U.S. farmers export one out of every three acres of their crops.

• In 2003, the United States exported $180 billion in high-tech
goods and more than $280 billion in commercial services.

From agriculture to manufacturing to technology to services,
the U.S. economy needs international trade to prosper. One
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recent analysis concludes that trade liberalization generates an addi-
tional $800 billion annually in national income for the United States;
future trade expansion is estimated to benefit the U.S. economy
by up to $1.3 trillion per year.

Trade is equally vital to American foreign policy.

• Trade will be essential to advancing the UN Millennium
Development Goal of halving global poverty by 2015.

• The multilateral rules governing trade help spread the rule of
law across the globe.

• Exposure to the global economy correlates strongly with the spread
of democracy and the rule of law.

• Bilateral relations have improved with every country that has
signed a free trade agreement with the United States.

The Current Trade Agenda
You have a full plate of trade issues for the next three years. At the
top of the list is the suspended Doha round of WTO talks. We
agreed at Doha, Qatar, in 2001 to work with the other 147 mem-
bers of the WTO collectively to reduce trade barriers in order to
promote economic development in poor countries. Disagree-
ments between less-developed countries and the developed world
threatened to derail the round at the WTO ministerial conference
in Cancun in 2003. Our efforts reignited these talks in July 2004,
and progress was made on a timetable for the elimination of
agricultural export subsidies, flexibility on pharmaceutical patents,
and the provision of development aid to encourage the least-
developed countries to expand their trade.

Negotiations have stalled out, however, on the liberalization of
trade in services, nonagricultural market access, and the reduction
of internal price supports and market restrictions for agricultur-
al producers.The original deadline for those negotiations was the
Hong Kong ministerial conference in December 2005.That dead-
line came and went. Only marginal progress was achieved at the
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Hong Kong ministerial conference or in follow-up negotiations
in Geneva during the spring and summer of 2006. Negotiations
were suspended in July 2006.There is a standoff between the EU,
which does not want to reduce its internal agricultural supports
any further, and the Group of Twenty advanced developing coun-
tries (G20), led by Brazil and India, which do not want to liber-
alize their industrial and service sectors. Both the EU and G20
have blamed the United States for the standoff, demanding that
we lower our farm subsidies and agree to 100 percent market
access for the least developed countries. As of this writing, the like-
lihood that the Doha round will be completed before the July 2007
expiration of the Trade Promotion Authority (TPA) that Congress
granted to you is remote.

China presents the most vexing set of bilateral trade issues. As
the February 2006 U.S. Trade Representative (USTR) review of
the Sino-American trade relationship points out, there are disputes
ranging from textile imports to corporate takeovers to the currency
exchange rate.The end of the Multi-Fiber Agreement (which gov-
erned trade in textiles for more than three decades) on January 1,
2005, triggered a rush of textile and clothing imports from China—
an increase of 29 percent in the first quarter of 2005. This surge
of imports led to negotiations with Chinese authorities that
placed temporary caps and tariffs on these goods. It also highlighted
China’s large bilateral trade surplus with the United States.

China has increasingly intervened in foreign exchange markets
to maintain the dollar’s value against the yuan, even though
China’s currency has recently risen in value compared to other major
currencies. In July 2005, China’s central bank announced a slight
devaluation of the yuan against the dollar. Chinese officials also
announced their intention to let the currency markets play a
greater role in determining the exchange rate, within certain
boundaries. All the available data, however, suggest that Beijing
has continued to purchase large sums of dollars, ensuring that the
yuan will not be appreciating any time soon. Beijing’s interven-
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tions have exacerbated America’s trade deficit with China, which
in 2005 reached a record $201 billion.

These practices, combined with China’s high growth rate, the
media firestorm over offshore outsourcing, and the recent flurry
of Chinese corporate takeover efforts directed at U.S. firms, have
created intense domestic pressures for retaliation. In April 2005,
a bill was introduced in the full Senate that threatened a 27.5 per-
cent tariff on Chinese goods unless Beijing revalued its currency;
as you know, the bill garnered a veto-proof majority. A different
piece of legislation was proposed in the U.S. House of Representatives
in May 2005 to widen the definition of exchange-rate manipula-
tion to include China as an offender, which would trigger puni-
tive trade sanctions. Many members of Congress reacted negatively
to the proposed takeover of Unocal by the Chinese National
Offshore Oil Corporation (CNOOC) in the summer of 2005.The
House of Representatives passed a measure urging you to block
the Unocal purchase on national security grounds. This congres-
sional hostility helped to defeat CNOOC’s takeover plans. Anx-
iety is nonetheless mounting about China’s aggressive financing
of and purchases of energy companies around the globe. Your deci-
sion on whether to adopt a free trade or a fair trade posture will
dramatically affect how you cope with these domestic pressures.

At the regional level, we have most recently signed and imple-
mented the Central American Free Trade Agreement (CAFTA)
with six Central American countries. Both labor unions and envi-
ronmental activists opposed CAFTA, arguing that the agree-
ment lacks the regulatory safeguards present in other recent free
trade agreements (FTAs), such as the Jordan Free Trade Agree-
ment. As you know, CAFTA passed by only a two-vote margin
in the House of Representatives. Efforts to advance the Free
Trade Area of the Americas (FTAA) and the Middle Eastern Free
Trade Area (MEFTA) initiatives are continuing, albeit at a much
slower pace. At the bilateral level, we recently implemented FTAs
with Australia and Morocco. We have ratified an FTA with
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Bahrain, concluded FTAs with Oman and Peru, and negotiations
with Panama, Colombia, Thailand, the United Arab Emirates,
Malaysia, and South Korea are ongoing.

In the short term, your critical policy decision is to determine
how much political capital to devote to the revival of the Doha
round and to smoothing trade frictions with China. If you choose
to adopt a free trade policy, your leadership will be required to com-
plete the WTO negotiations in a timely fashion—and even then,
it will not be easy to reconcile the positions of the various WTO
constituencies and Congress. Similarly, it will require significant
amounts of domestic political capital to prevent Congress and inter-
est groups from forcing you to adopt a more hawkish U.S. foreign
economic policy toward China. If you choose to adopt a fair
trade policy, you will need to steer the negotiations toward a suc-
cessful outcome while engaging in some tough bargaining with
WTO partners.You will also need to find a way to exploit the domes-
tic groundswell against China’s foreign economic policy to extract
trade concessions from that country—without going so far as to
launch an all-out trade war that would harm the American econ-
omy. Your handling of these two issues will be the political sig-
nal that other world leaders and both houses of Congress will use
to assess your intentions toward U.S. trade policy.

THE SHIFT IN DOMESTIC POLITICS

In the last five years, public support for free trade has plummet-
ed at the same time that trade has become more salient to the Amer-
ican people.To some extent, the public has always been suspicious
of free trade. For the past decade, more than 80 percent of Amer-
icans have consistently told the Chicago Council on Foreign
Relations that protecting the jobs of American workers should be
a top foreign policy priority. In recent years, however, the public
has become even warier of trade expansion. The most dramatic
shift in opinion came from Americans making more than $100,000
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a year. According to the Program on International Policy Attitudes
(PIPA), support in that income group for promoting trade dropped
to 28 percent in 2004 from 57 percent in 1999. In July 2004, a Ger-
man Marshall Fund of the United States (GMFUS) poll concluded
that only 4 percent of Americans supported the North American
Free Trade Agreement (NAFTA), which had been negotiated more
than a decade earlier by the first Bush administration. Americans
are also less enthusiastic about new international trade deals than
are their European counterparts. A high proportion of Euro-
peans—82 percent of the French and 83 percent of the British—
want more international trade agreements, compared to just 54 percent
of Americans.

Three political facts of life have caused many Americans to shift
their support from free trade to fair trade. First, during tough eco-
nomic times or times of economic uncertainty, public suspicion
of free trade policies explodes into public hostility. Inevitably,
foreign trade becomes the scapegoat for business-cycle fluctuations
that have little to do with trade. When faced with a choice
between economic theories and statistical data that show trade ben-
efits the economy, and anecdotes of job losses due to import
competition, Americans believe the anecdotes. There may be no
correlation between trade and employment, but many Americans
think that there is a relationship between the two—which means
that there is a political relationship that policymakers ignore to their
peril.

Second, it is particularly difficult to make the case for trade expan-
sion during election years.Trade generates diffuse benefits but con-
centrated costs. Those who bear the costs are more likely to vote
on the issue—and make campaign contributions based on the issue—
than those who reap the benefits. In this situation, politicians will
always be tempted to engage in protectionist rhetoric. The latest
example of this came when concerns about offshore outsourcing
sparked an outcry from many politicians on both sides of the aisle
for government action to keep jobs in the United States. As
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members of Congress spend more and more time in campaign or
fund-raising mode, this constraint will only get worse.

Third, both advocates and opponents simultaneously inflate the
importance of trade while framing the issue as a zero-sum game.
Trade is both blamed and praised for America’s various econom-
ic strengths and ills, even though domestic factors—such as
macroeconomic policy, the regulatory environment, and the pace
of innovation—matter more for America’s economic perfor-
mance. Politicians routinely address trade issues by discussing
how changes in policy will affect the trade deficit.The implicit assump-
tion is that it is better to run a trade surplus, even though there
is no correlation between the balance of trade and national income.
Debates about trade inevitably revolve around the question of jobs—
even though trade has a minimal effect on overall employment lev-
els. Furthermore, this is hardly a recent phenomenon. A decade
ago, the political debates over NAFTA were framed in terms of
job creation and job destruction, despite the fact that every sober
policy analysis concluded that NAFTA would not significantly alter
the employment picture one way or the other. As a result, even politi-
cians who advocate trade liberalization focus their rhetoric on increas-
ing American exports while downplaying imports.

Public Opinion about Trade
Now that the economy has generated a net gain of nearly 2 mil-
lion new jobs in the past year, the public should be more recep-
tive to a discussion of free trade. Nevertheless, the fallout from the
last economic downturn has dampened public enthusiasm toward
freer trade. A September 2005 GMFUS survey revealed that 55
percent of polled Americans favor providing agricultural subsidies
to large farms; 57 percent believe that freer trade destroys more Amer-
ican jobs than it creates; and 58 percent of Americans would favor
raising tariffs for imported goods if it meant protecting jobs—a
higher number than in Germany, France, or Great Britain. Healthy
majorities believe that trade primarily benefits multinational cor-
porations at the expense of small businesses.
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Hostile attitudes toward trade liberalization are even more
concentrated when the focus turns to newer forms of trade. In 2004
there was intense media focus on the practice of offshore outsourcing,
which is when U.S. firms subcontract business services to over-
seas affiliates rather than having them done inside the United States.
At least ten different surveys that year asked Americans how
they felt about the growing number of jobs being outsourced
overseas. The results were consistently and strongly negative.
Depending on the poll, between 61 percent and 85 percent of respon-
dents agreed with the statement that offshore outsourcing is bad
for the American economy. Between 51 percent and 72 percent of
Americans were in favor of the U.S. government penalizing
American firms that engage in offshore outsourcing. In a Harris
poll taken in May and June of 2004, 53 percent of Americans said
American companies engaging in offshore outsourcing were
“unpatriotic.” A March 2006 Pew Research poll found 71 percent
of Americans still believing that outsourcing was bad for the
U.S. economy. This hostility remains consistent regardless of
how the respondents are broken down: a CFO Magazine survey
of chief financial officers revealed that 61 percent of them believed
offshore outsourcing was bad for the economy; in an April 2004
Gallup poll, 66 percent of investors believed the practice was
hurting the investment climate in the United States.

Even as the economy continues to add jobs, there are excellent
reasons to believe that public antipathy toward trade liberalization
will not abate; if anything, it will increase. While the public is peren-
nially hostile to freer trade, until recently the issue was not impor-
tant enough to mobilize political action. That could change over
the next decade, as technological innovation will convert what were
thought to be nontradable sectors into tradable ones. Trade will
start to affect professions that have not changed their practices sig-
nificantly for decades—such as accounting, medicine, education,
and law.That will increase the number of Americans who perceive
themselves to be vulnerable to international competition and
economic insecurity.
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Although these polls suggest a hostile political climate for
trade expansion, this constraint may not be binding. To date,
polling data, purchasing patterns, and experimental evidence all
suggest that while American consumers talk like protectionists,
they purchase goods like free traders. It is difficult to point to spe-
cific members of Congress who have lost their seats because they
adopted an unpopular position on trade policy.

You have the ability, through both policy initiatives and the use
of the bully pulpit, to change public attitudes.The primary imped-
iment to boosting public support for trade liberalization is one not
of economics but of psychology. People feel that their jobs and wages
are threatened. Even if the probability of losing one’s job from import
competition or offshore outsourcing is small, the costs of losing
one’s job are great enough to provoke concern. Public-opinion polling
strongly suggests that a healthy majority of Americans—includ-
ing many skeptics of freer trade—support policies that pair lib-
eralization with policies that help those hurt by trade. These
policies can take the form of expanded benefits for displaced
workers (such as wage insurance or health care portability), invest-
ment in public goods (such as basic scientific research and edu-
cation), or retraining programs, among other possibilities.
Nonetheless, some of the policy proposals discussed in this mem-
orandum are likely to encounter stiffer resistance from the pub-
lic than are others. Your involvement in shifting public attitudes
will be needed to implement policies that run counter to opinion
polling.

One of the reasons the United States was able to advance a trade
liberalization agenda during the Cold War was the bipartisan con-
sensus that a liberal trading system aided the cause of containment.
Economic diplomacy served as America’s first tool in the confrontation
with communism. Likewise, trade expansion can and should be
presented as a critical element of the long-term grand strategy of
the United States to defeat terrorists and spread democracy. Secu-
rity arguments resonate with a broad majority of the American pub-
lic. As with the Cold War, a communications strategy that markets
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economic diplomacy as “America’s first line of offense” would
blunt the arguments of protectionists while promoting the virtues
of trade liberalization.

Trade and Congress
The final restriction on advancing America’s trade agenda comes
from growing congressional constraints on the ability of the pres-
ident to negotiate agreements with other countries. The U.S.
Constitution gives Congress the power to set tariffs and trade pol-
icy. Since the Great Depression and the legacy of the 1930 Smoot-
Hawley tariff, however, the legislative branch has recognized the
need to bind its own hands in order to permit trade liberalization.
That tariff was the most protectionist in history—in no small part
because of logrolling among members of Congress to support rais-
ing individual tariffs on goods that affected their districts.

Since Smoot-Hawley, Congress has repeatedly granted the
executive branch the authority to negotiate reductions in Amer-
ican trade barriers in return for reciprocal reductions by other coun-
tries. Starting in 1974, Congress granted the president “fast-track”
authority for securing trade deals. This authority requires Con-
gress to expedite consideration of trade deals submitted by the pres-
ident under fast-track procedures, forbidding any amendments to
the proposed trade agreements and requiring a straight “up-or-
down” vote of approval in both houses of Congress.

The granting of fast-track authority, relabeled as TPA in 2002,
enhances presidential credibility in multilateral trade negotia-
tions. When foreign governments choose to enter into trade
negotiations, or contemplate the extent to which they should
open up their markets, they must evaluate the likelihood that the
United States will honor its agreements. Without TPA, the like-
lihood that Congress will amend or revise a trade deal is high.TPA
reassures other countries that the House and Senate will vote on
the deal the White House actually negotiated, not the deal they
wish it had negotiated.
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As the post-NAFTA political climate for trade agreements has
become more divisive, Congress has been increasingly reluctant
to grant such authority to the president. From 1994 to 2002,
Congress refused to pass TPA. As you may recall, that changed
only because of the closest House vote in recent years—the
December 2001 motion to grant you TPA, which passed by a sin-
gle vote. In granting TPA in the Trade Act of 2002, Congress stip-
ulated that U.S. trade negotiators participate in more detailed
consultations with key congressional committees. It also placed more
specific demands on trade negotiators in dealing with regulatory
issues. Specifically, the 2002 act is the first legislation to require
U.S. trade negotiators to give the same priority to the enforcement
of environmental standards as they give to traditional negotiating
aims. Anticorruption policies and unfair regulatory practices have
also been added to the list of goals for trade negotiators to pur-
sue.The act further mandates that the president consult Congress
when negotiating trade deals that cover agriculture, fishing, and
textiles.

Two arguments can be made in favor of increased congressional
involvement in trade negotiations. First, the regulatory issues
Congress incorporated into the trade agenda are not harmful to
American interests in and of themselves; indeed, addressing many
of these issues strongly resonates with the American public. Sec-
ond, the changes to TPA enhance the transparency of the nego-
tiating process. From a bargaining perspective, negotiators can exploit
congressional pressure as a way of extracting concessions from other
countries.

Yet there are two potential problems with the evolution of fast-
track procedures. First, the principle behind TPA was to give pres-
idents sufficient leeway to broker deals with other countries. As
Congress adds additional negotiating mandates and inserts itself
more vigorously into the negotiating process, America’s trading
partners may perceive its trade negotiators as inflexible. When the
chairman of the House Ways and Means Committee gives a
speech stating that the Doha round should be called off, it can-
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not make it easier to negotiate with our trading partners. Increased
congressional influence on the negotiating process may make
reciprocal reductions in trade barriers less likely in the short term,
and over time this trend could sour other countries on negotiat-
ing with the United States in the first place. Even small states are
reluctant to engage in (what are for them) costly and complex nego-
tiations on sensitive trade issues without some assurance that
American trade negotiators can honor the deals they make at the
bargaining table.

Second, transparency is a double-edged sword. There is a
trade-off between keeping Congress fully informed about and involved
in the course of trade negotiations and the ability of negotiators
to float trial balloons, propose cross-sectoral linkages, and engage
in other bargaining strategies that facilitate agreements. Senators
and representatives who oppose further trade liberalization will have
an incentive to leak details of deals they dislike to labor unions,
environmental groups, or other organizations in order to provoke
political backlashes.The knowledge that draft texts and other bar-
gaining-room details could become public puts an inevitable
damper on the creativity that is often essential to achieving coop-
erative outcomes.

Even with TPA, the victory margins in congressional votes for
FTAs have narrowed over the years, as Table 1 shows. The mar-
gins have been particularly thin with developing countries.
CAFTA passed by only two votes in the House of Representa-
tives, and that was after significant lobbying of wavering repre-
sentatives by both you and congressional leaders. The smaller
the margin of victory, the more leverage wavering representatives
have to extract pork-barrel spending or trade-distorting mea-
sures that undercut the original purpose of the trade deal.
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A FREE TRADE APPROACH?

The free trade approach to trade policy assumes that the economic
and political benefits reaped by the United States from multilat-
eral trade expansion far outweigh the costs. The Institute for
International Economics (IIE) recently attempted to measure
the cumulative payoff from trade liberalization since the end of World
War II. The IIE conservatively estimated that multilateral trade
liberalization from 1945 to the present generates economic bene-
fits ranging from $800 billion to $1.45 trillion dollars per year in
added output. That translates into an added per capita benefit of
between $2,800 and $5,000—an addition of somewhere between
$7,100 and $12,900 per American household.The estimated gains
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from future trade expansion range between an additional $450 bil-
lion and $1.3 trillion per year in national income, which would increase
per capita income between $1,500 and $2,000 on an annual basis.
Few other options in the U.S. government’s policy arsenal can yield
rewards of this magnitude.

Adopting a free trade approach would mean the following:

• Reinvigorating American leadership in the Doha round of
negotiations, by ensuring the involvement of you and your
cabinet-level officers in bargaining with other countries;

• Demonstrating your willingness to make additional trade con-
cessions (on lowering agricultural subsidies and allowing the tem-
porary cross-border movement of foreign workers) within the
context of the WTO talks to ensure a “deep Doha”—a round
of negotiations that substantially liberalized trade in agricul-
ture and services;

• Pursuing free trade agreements with major trading partners, such
as India, South Korea, or Japan, if the Doha round fails to gen-
erate significant trade expansion;

• Pledging an all-out political push for the renewal of TPA in early
2007;

• Resisting congressional and interest-group pressure to punish
China for the boom in Chinese textile imports;

• Resisting calls to block offshore outsourcing; and

• Convincing China to rethink its currency exchange-rate peg
to the dollar without resorting to protectionist threats.

A FAIR TRADE APPROACH?

The fair trade approach to trade policy questions how ardently trade
should be expanded. From a strictly economic perspective, it
argues that conventional analyses underestimate the cost of job dis-
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location in an economy operating at less than full employment,
and overestimate the benefits from trade liberalization. From a polit-
ical perspective, it argues that trade policy needs to factor in val-
ues besides maximizing national income, such as community
stability and income security. If trade expansion uproots community
life or allows the importation of goods and services made in vio-
lation of American ethical norms, then these costs must be stacked
against the undeniable economic benefits from trade. A fair trade
approach argues that when social, moral, and political values are
factored in, trade expansion benefits the United States only when
such a policy is consistent with other American values. A fair trade
doctrine further recommends using any and all safeguards, escape
clauses, and other legal protections to limit job losses from import
competition. At the same time, recognizing that export-related sec-
tors yield higher-wage jobs, this doctrine advocates aggressively
using all policy tools to expand export opportunities for U.S.
firms and U.S. workers.

Adopting a fair trade approach would mean:

• Refusing to revive the Doha round of negotiations until devel-
oping countries and the European Union demonstrate a greater
receptivity to American exports;

• Slowing down the number of bilateral free trade agreements signed
with developing countries;

• Relying more on “managed trade” arrangements and unilater-
al trade sanctions to promote U.S. exports;

• Using escape clauses and safeguard mechanisms to slow the flood
of Chinese textile imports into the United States;

• Implementing measures to retard the pace of offshore outsourcing;
and

• Exploiting threats of protectionist action against China to
force a substantial revaluation in the yuan.
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THE CASE FOR A FREE TRADE APPROACH

The United States reaps significant economic and political advan-
tages from expanding international trade opportunities. Adopt-
ing a free trade orientation toward China and the WTO would
allow the United States to increase the size of these benefits.

The Economic Case for Freer Trade
Trade expansion produces four significant economic benefits for
the United States. The principle of comparative advantage gen-
erates the most obvious benefit from trade—greater specialization.
The idea behind comparative advantage is that even if one coun-
try is more productive at making every single good than another
country,both economies would benefit from trade,because of improved
division of labor. Trade allows the United States to specialize in
making the goods in which it is the most productive, relative to
other possible uses of resources. Economists from Adam Smith
onward have pointed out that the bigger the market created from
trade liberalization, the greater the benefits from specialization in
areas of comparative advantage. Freer trade permits other coun-
tries to specialize as well. With freer trade, economies can increase
economic output while holding inputs constant—in other words,
trade creates a win-win arrangement for all participating economies.

The second benefit comes from increased competition with-
in the same sector of production. Over the past several decades,
economists have repeatedly shown that tradable economic sectors—
i.e., those areas of the economy that produce goods or services that
can be exchanged across borders—are more productive than sec-
tors in which cross-border exchange is not possible. An open
global economy dramatically expands market opportunities for both
importers and exporters. With these opportunities comes greater
competition, which forces firms to increase their efficiency. In an
expanded market, individual firms—including multinational cor-
porations—lack the market power to raise their prices above the
market rate. Therefore, increased competition weakens the abil-
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ity of companies to set prices.That translates into consumers pay-
ing lower prices while having more choice of goods.

The dynamic effect on economic growth is the third and per-
haps most significant benefit from trade expansion. As available
markets expand, the rate of return gained from technological and
organizational innovations increases. Economists have long rec-
ognized that innovation is the single most important contributor
to economic growth. With trade expansion, firms and entrepre-
neurs have a greater incentive to make risky investments in
research and development (R&D). Trade expansion therefore
significantly boosts economic growth. Furthermore, in some
industries, such as the production of jumbo-sized commercial air-
craft, a global market is necessary for a competitive market to exist.

The combined effect of these three benefits leads to the fourth
benefit: the use of more expansionary monetary policies than
would otherwise be possible (without triggering inflation). An open
market is a significant reason why the United States has recent-
ly been able to sustain robust economic growth, dramatic increas-
es in labor productivity, low rates of unemployment, modest rates
of inflation, and historically low interest rates.

The Political Benefits of Freer Trade
The foreign policy benefits of an open trading system are signif-
icant. Trade expansion is vital to winning the global war on ter-
rorism. Nine days after the September 11, 2001, terrorist attacks,
your USTR argued,

Economic strength—at home and abroad—is the founda-
tion of America’s hard and soft power. Earlier enemies
learned that America is the arsenal of democracy; today’s ene-
mies will learn that America is the economic engine for
freedom, opportunity, and development. To that end, U.S.
leadership in promoting the international economic and
trading system is vital. Trade is about more than economic
efficiency. It promotes the values at the heart of this protracted
struggle.
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In April 2002, you made the following case in requesting TPA:

Trade creates the habits of freedom. If you welcome trade into
your country, it creates the notion of freedom. It gives peo-
ple, consumers, the opportunity to demand product, which
is part of a free society. It creates an entrepreneurial class, which
is a part of a free society.

And the habits of freedom begin to create the expectations
of democracy and demands for better democratic institutions.
Societies that open to commerce across their borders are more
open to democracy within their borders. And for those of us
who care about values and believe in values—not just Amer-
ican values, but universal values that promote human dignity—
trade is a good way to do that.

Your September 2002 National Security Strategy (NSS) stated (and
your March 2006 National Security Strategy reaffirmed),

Poverty does not make poor people into terrorists and mur-
derers. Yet poverty, weak institutions, and corruption can make
weak states vulnerable to terrorist networks and drug cartels
within their borders.The United States will stand beside any
nation determined to build a better future by seeking the rewards
of liberty for its people. Free trade and free markets have proven
their ability to lift whole societies out of poverty—so the Unit-
ed States will work with individual nations, entire regions,
and the entire global trading community to build a world that
trades in freedom and therefore grows in prosperity.

A quick glance at the globe affirms these statements. The
regions of the world that have embraced trade liberalization—North
America, Europe, and East Asia—contain politically stable regimes
and few incubators of terrorism.The regions of the world with the
most tenuous connection to global markets—Africa and the
Middle East—are plagued by unstable regimes and are hotbeds
of terrorist activity.

Trade is not a silver bullet for U.S. foreign policy; many other
factors affect the rise of terrorism and political instability. Nev-
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ertheless, trade is a handmaiden to hope and opportunity to indi-
viduals in poor countries, offering an improved quality of life for
their children. Creating that kind of hope is a powerful weapon
in the war against terrorism.

Beyond aiding the global war on terrorism, trade advances
U.S. foreign policy interests in several ways. The most direct
effect comes from poverty alleviation. Poverty, not trade, is the under-
lying cause of worker exploitation and environmental degradation
in developing countries. These social ills are symptoms of a dis-
ease for which trade is the cure, not the cause. In the long run, the
single best way to encourage developing countries to enforce
workers’ rights and protect the environment is to transform them
into middle-income countries. Freer trade is an important mech-
anism through which the United States can assist in alleviating
global poverty, because it provides an engine for economic growth
in the developing world. Trade increases economic growth in
developing countries; growth reduces poverty and its concomitant
social ills.

Trade expansion directly and indirectly promotes democratic
values by pushing countries toward policies that are compatible
with democracy. For free trade to yield the greatest economic gain,
governments must acquire a healthy respect for economic freedom,
the rule of law, and well-defined property rights. These attribut-
es are prerequisites of a functioning liberal democracy.Trade also
contributes to greater income growth in poorer countries. By
increasing economic growth, trade liberalization facilitates democ-
ratization, as wealthy countries are more likely to have stable
democratic regimes. Among political scientists, it is a truism that
freer trade, combined with international organizations and demo-
cratic institutions, reduces violent interstate conflict. Some stud-
ies go further, arguing that it is economic freedom itself that
reduces the likelihood of war.

Trade expansion reduces domestic violence as well as interstate
war. In the 1990s, the U.S. government–funded State Failure
Task Force concluded that exposure to trade was one of three sig-
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nificant factors that helped to prevent the collapse of state author-
ity. Evaluated according to accepted measures of economic and polit-
ical freedoms, countries that are closed to trade are nine times more
likely to suppress civil and political liberties. Statistical analysis re-
veals that countries agreeing to lower their trade barriers are 
more likely to respect human rights and labor rights within their
borders.

For example, there is little doubt that the enactment of NAFTA
locked Mexico onto a course of economic liberalization, but
NAFTA also helped Mexico deepen its democratic institutions.
The end of the grip of the Institutional Revolutionary Party
(PRI) on the government occurred after NAFTA came into
effect.The publisher of the newspaper Reforma observed after the
fall of the PRI, “As the years have passed, with international
mechanisms like NAFTA, the government doesn’t control the
newsprint, they don’t have the monopoly on telecommunica-
tions, there’s a consciousness among citizens that the president can’t
control everybody.”

Even when the United States is not a direct participant in trade
expansion, its foreign policy interests are served by the political reori-
entation and economic interdependence that trade can generate
in other countries.The decision by western European governments
to create the European Union has helped to preserve the peace on
that continent after centuries of war and violence. Central and east
European governments are less nationalist, more democratic, and
more respectful of minority rights because they want to reap the
economic benefits of EU membership.The Mercosur trade agree-
ment helped cement democracy in the Southern Cone (Argenti-
na, Brazil, Paraguay, and Uruguay); the agreement’s provisions directly
prevented a coup d’état in Paraguay in the late 1990s.The prospect
of a South Asia Free Trade Area has caused both India and Pak-
istan to ratchet down their enduring geopolitical rivalry.

Trade can have a liberalizing effect even in countries that have
yet to make the transition to democracy. China remains an author-
itarian state ruled by a communist party, its government stands accused
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of multiple human rights abuses, and corruption is endemic.
Nevertheless, China’s accession to the WTO has helped to
strengthen the rule of law in that country. China’s economic
openness has created a sizable, urbanized middle class.The Chi-
nese Communist Party’s Central Organization Department
recently observed, “As the economic standing of the affluent stra-
tum has increased, so too has its desire for greater political stand-
ing.” This stratum is already lobbying for greater environmental
protections—which in other ex-communist countries was a gate-
way to demanding greater political reforms. Trade has facilitated
a Chinese society that is undeniably more open today than it was
two decades ago.

Increasing America’s trade with the rest of the world also gen-
erates useful tools of statecraft in the short and long runs. For the
near future, freer trade combined with a growing American econ-
omy helps to foster export-led growth in other countries. Other
countries rely on the U.S. market to sustain their own economic
growth—creating opportunities for economic statecraft to advance
our national interests. When used judiciously and diplomatical-
ly, the linkage between these economic relationships and Amer-
ican foreign policy preferences can help to nudge other governments
toward policies that benefit the United States.

Over the long term, trade liberalization is a win-win proposi-
tion among countries and it therefore promotes American inter-
ests and values.Most of the time, trade acts as a foreign policy lubricant.
If other countries perceive that the rules of the global economic
game benefit all participants—and not merely the United States—
these countries will be more favorably disposed toward the Unit-
ed States on other foreign policy dimensions. Over the very long
term (i.e., the next several decades), U.S.-led trade expansion
can cement favorable perceptions of the United States among ris-
ing great powers. Both the Central Intelligence Agency and pri-
vate-sector analysts project that China and India will have larger
economies than most members of the Group of Seven (G7), the
world’s leading industrialized nations, by 2030. Decades from
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now, it would serve American interests if these countries looked
upon the United States as a country that aided rather than imped-
ed their economic ascent.Trade liberalization with these countries
now serves as a down payment for future good relations with ris-
ing great powers.

Again, it should be stressed that trade expansion is not a magic
bullet that automatically leads to higher economic growth and greater
political openness. Freer trade, economic growth, respect for
human rights, democratic regimes, and a reduced likelihood of war
all move in the same direction, and sometimes these other factors
lead to freer trade rather than vice versa. Nevertheless, trade
expansion is a useful policy tool.

THE CASE FOR A FAIR TRADE APPROACH

A fair trade approach argues that the benefits of free trade have
been overstated, while its costs have been either understated or unob-
served. A fair trade orientation intends to provide increased secu-
rity for American workers while still looking for strategic openings
for exports. The domestic political benefits of pursuing a fair
trade doctrine must also be acknowledged.

This orientation should not be equated with simple protectionism.
Fair traders recognize that trade expansion can yield positive
results.They believe, however, that the conditions under which trade
expansion benefits the American middle class are much narrow-
er than free traders acknowledge.

The Hidden Costs of Trade Expansion
Freer trade is not costless. A vibrant, growing economy increas-
es the churn of jobs: more jobs are created but more are destroyed
as well.The logic of creative destruction implies some destruction
in the national economy. Even free traders acknowledge this fact;
according to an IIE estimate, the cost of trade expansion in terms
of aggregate worker dislocation was estimated at $54 billion in 2003.



U.S. Trade Strategy: Free Versus Fair

[26]

These costs may appear small when compared to the aggregate ben-
efits reaped from trade, but they are quite large to the individu-
als who experience them.

Fair traders argue that international economists have consis-
tently exaggerated the benefits and underestimated the costs that
come with trade.Thirty years ago, economists estimated that the
benefits of eliminating trade restrictions outweighed the costs of
lost jobs by a factor of one hundred to one. However, a 2003 study
concluded that economists have underestimated the loss result-
ing from job destruction—even when such losses are matched by
job creation. Indeed, the benefit-cost ratio of trade expansion
has been more like two to one.

Even that figure might overstate the benefits of trade expan-
sion, though.The argument that trade does not lead to a net destruc-
tion of jobs is predicated on the assumption that the economy is
always at full employment. The Economic Policy Institute esti-
mates that, if this assumption is weakened, then trade with China
alone has cost the United States more than 1.5 million jobs
between 1989 and 2003. The Federal Reserve Bank of New York
estimates that, in 2003, net imports embodied 2.6 million lost jobs.
That number will only increase, given the growth in the trade deficit
over the past few years and the projected growth of the deficit in
the near future. A Carnegie Endowment for International Peace
report argues that IIE and other free traders have overestimated
the benefits that would come from a completion of the Doha round.

Just as significant as the stated economic costs are the psychological
burdens that trade expansion can create.The psychological effects
of losing a job cannot and should not be dismissed lightly. That
is particularly true of trade-related job losses; once employment
declines in import-competing sectors, it rarely bounces back.
When import competition forces the shutdown of factories in rural
areas, the costs of trade expansion affect communities across the
board. The unusual nature of the current recovery—in which job
creation has lagged significantly behind economic growth—has
exacerbated the costs of these job losses.
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Beyond job losses, another tangible cost of trade expansion is
the effect trade can have on wages. Standard arguments in trade
theory predict that, as the American economy opens up, workers
in low-skilled jobs will suffer from wage suppression and greater
income insecurity. This effect on wages increases as the number
of tradable activities rises—that is, as more job seekers are com-
peting against a global rather than a national supply of labor. All
workers receive the benefit of lower consumer prices, but free trade
clearly leaves some workers worse off in the short term. This
concern about wages has been exacerbated in recent years. Despite
the economic recovery that started in late 2001, for instance, a decreas-
ing share of national income has gone to labor as opposed to cap-
ital, heightening class concerns that trade is increasing income
inequality.

The United States could suffer economic losses from the open-
ing of the global economy through the effects of worsening terms
of trade. A country’s terms of trade are estimated by how many
exports are needed in order to purchase a given amount of imports.
The greater the required amount of exports, the worse the terms
of trade, which leads to lower real incomes. (By this logic, a
depreciating currency, by worsening a country’s terms of trade, depress-
es real incomes.) If a foreign country achieves technological
progress in a U.S. export industry, it increases the supply and low-
ers the price of goods in that sector. Increased international com-
petition in traditional export sectors deteriorates the terms of
trade for the United States, rendering the U.S. economy worse off
vis-à-vis the previous trade situation. Respected economists have
recently voiced concern that developing countries such as China
and India are moving up the productivity ladder and becoming increas-
ingly competitive in high-value-added goods, forcing American
exporters of such goods to lower their prices. If the United States
loses its productive edge in these sectors, the effects on the U.S.
terms of trade could reduce real incomes for all Americans. One
rough estimate puts the loss of real income from this effect at 2
percent of GDP.
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Another critique of free trade policies is that they have reduced
U.S. bargaining leverage. At present, the U.S. economy is much
more receptive to imports than are other economies.The average
U.S. ad valorem tariff on manufactured imports is only 1.7 percent.1

Seventy percent of manufactured imports enter the United States
duty-free. In contrast, the National Association of Manufactur-
ers (NAM) estimates that the average tariff imposed by a devel-
oping country on American goods exceeds 8 percent. Because
developing countries receive “special and differential treatment”
by the WTO, these countries have not had to open their markets
as much to U.S. goods. However, the United States has opened
up its market—with the WTO ensuring American compliance.
WTO panels have never ruled in favor of the United States on
cases involving the U.S. use of antidumping or escape-clause
provisions.

Given the comparatively greater barriers to imports in other coun-
tries, the best course of action for the United States to maximize
its benefits from trade is to push other countries—particularly those
in the developing world—to reduce their explicit and implicit bar-
riers to U.S. exports. While the best option in this regard would
be to work within the WTO framework, no policy tool should be
off the table. This approach would also provide substantial ben-
efits to American workers; jobs in exporting plants pay wages up
to 18 percent higher on average than jobs in nonexporting plants.

The International Political Costs of Trade Expansion
Free trade enthusiasts overlook three obvious foreign policy prob-
lems that come with trade expansion. The first comes from the
antiglobalization movements. Since the December 1999 protests
at the Seattle WTO ministerial meeting, protesters have target-
ed the WTO as the symbol of everything that is supposedly
wrong with economic globalization.They have improved their coor-
dination since Seattle, becoming the epitome of “smart mobs.” A

1An ad valorem tariff on an imported good is a tariff determined in proportion to the
value of the good.
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well-organized antiglobalization movement generates two sets of
costs for the United States. First, the protests themselves present
logistical problems at important summit meetings, making it
more difficult for the ministerial conferences to run smoothly. Sec-
ond, the protesters have effectively spread their message that the
WTO suffers from a “democracy deficit.” According to this alle-
gation, the WTO makes decisions of global import without any
citizen input, making it a thoroughly undemocratic institution. If
the Doha round ever comes to fruition, there will be considerable
backlash from the antiglobalization movement.

A second and more serious foreign policy cost comes from the
temporary social dislocations that trade expansion can generate in
developing countries.Trade expansion contributes to a number of
potentially disorientating trends in emerging markets. Export-led
economic growth can increase income inequality, exacerbating pre-
existing social tensions. Some scholars have argued that one trig-
ger for ethnic violence in Southeast Asia in the 1990s was the expansion
of trade, which increased inequality between “market-dominant
minorities” and the majority of the population.The growth of export
sectors in industrial areas also leads to mass migration from rural
areas to urban shantytowns. Export growth can also lead more women
to enter the formal employment sector.The economic empowerment
of women, of course, is consistent with long-term U.S. interests
and ideals. However, when this empowerment clashes with long-
standing patriarchal structures in traditional societies, the polit-
ical results can be dramatic. Globalization has facilitated the
spread of communicable diseases such as severe acute respirato-
ry syndrome (SARS) and avian flu, threatening to overwhelm the
health care systems of poorer countries. In the developing world,
government programs do not exist to cushion societies against these
sorts of social shocks. Trade expansion by itself is unlikely to
destabilize governments in developing countries, but combined with
other factors, trade increases the fragility of these governments,
creating foreign policy headaches for the United States.
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The most problematic cost of a free trade policy is its effect on
authoritarian regimes. Despite claims that trade is a lever that forces
authoritarian countries to open up, fair trade advocates correctly
point out that significant counterexamples exist. Singapore, for exam-
ple, is a model of trade openness but remains a de facto one-party
state.

The most prominent example of trade failing as a liberalizing
force is China. There is little evidence that China’s political cul-
ture has changed dramatically with increasing trade openness. By
conventional measures of political freedom, such as the scale used
by Freedom House, China has remained in the “not free” category
for the past two decades despite significant economic opening. If
anything, in recent years China’s leadership has taken a harder line
toward political dissent. For example, the communist govern-
ment has been able to pressure Internet service providers and soft-
ware manufacturers to censor or monitor subversive political
content. Furthermore, China’s growing economic size means that
it can dictate terms to foreign companies eager to enter its vast 
market.

From a security perspective, China’s economic growth and
aggressive trade diplomacy pose significant challenges to the
United States. In 2004, China accounted for 31 percent of glob-
al growth in the demand for oil. China’s oil diplomacy has led to
ambitious deals with Iran, Sudan, and Zimbabwe. Its growing inter-
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est in commercial relations with other Pacific Rim countries con-
trasts with U.S. regional policy, which prioritizes the global war
on terrorism. At a fundamental level, even if the United States ben-
efits from the bilateral trading relationship, China appears to
benefit more—and that could clash with the stated NSS objec-
tive of “dissuad[ing] potential adversaries from pursuing a mili-
tary build-up in hopes of surpassing, or equaling, the power of the
United States.”

The Benefits of a Fair Trade Approach
Beyond increasing economic security for workers in import-com-
peting sectors, there is a final benefit that the fair trade orienta-
tion offers—it corresponds to the views of most Americans. As
previously observed, poll after poll suggests Americans want to see
the U.S. government place a higher priority on job protection. A
March 2006 poll sponsored by Foreign Affairs found a plurality
of Americans giving the government a failing grade for protect-
ing their jobs from moving overseas. Pursuing a fair trade orien-
tation would close the gap between what the public wants and what
the government actually does—it is, in other words, the more demo-
cratic policy choice.

THE DRAWBACKS OF THE FAIR TRADE ORIENTATION

The fair trade orientation amounts to a sustained critique of freer
trade. The problems with the fair trade orientation boil down to
two policy critiques: that it is impossible to draw a clear line
between fair trade and protectionism and that the international
response to the policies that fair traders favor would make it dif-
ficult if not impossible to negotiate a new global trade accord and
therefore jeopardize global economic growth and stability.

The fair trade orientation assumes that policymakers will be able
to discern when trade should be restricted because of concerns about
social dislocation and when it should not be restricted. In point
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of fact, a fair trade orientation will encourage every special inter-
est group to lobby harder for protecting its sector, using a fair trade
argument to do so. It will become impossible to distinguish
between groups that might need temporary protection and groups
that are simply trying to prevent the market from working prop-
erly. Even if trade protection is applied in a judicious manner, once
it is instituted it becomes politically next to impossible to remove.
The first protections for the textile sector, instituted in the 1950s,
were thought to be only temporary measures to ease the adjust-
ment of workers into new sectors. A half-century later, the tex-
tile sector is still demanding and receiving “temporary” protections.

One way to appreciate the economic benefits of freer trade is
to consider the converse: What is the outcome of greater protec-
tionism? Fair traders argue that targeted protection preserves the
jobs lost through import competition and offshore outsourcing.
That statement is true, but it fails to consider the cost of this job
preservation. The price for saving these jobs through trade bar-
riers is that jobs are lost in sectors rendered less productive by high-
er input prices, higher consumer prices, lower rates of return for
investors, and reduced incentives for innovation. Protectionist
policies preserve jobs in less-competitive sectors of the economy
and destroy current and future jobs in sectors that possess a com-
parative advantage.Trade protectionism amounts to an inefficient
subsidy for uncompetitive sectors of the U.S. economy.

Two recent examples illustrate the costs of the fair trade
approach. U.S. import quotas limit the amount of sugar the Unit-
ed States imports. As a result, U.S. sugar prices are 350 percent high-
er than world market prices. Although this policy has preserved
a few thousand sugar-producing jobs, it has also cost an estimat-
ed 7,500 and 10,000 jobs, as candy makers relocated production
to countries with lower sugar prices. Similarly, when the United
States raised the tariffs on steel in 2002–2003, it raised the costs
of production for steel-using sectors. Because steel users employ
roughly forty times the manpower employed by steel producers,
an estimated 45,000 to 75,000 jobs were lost.
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There will also be a significant political cost to a fair trade ori-
entation—the rest of the world will not see this orientation as par-
ticularly fair. Even though the leaders of India and Brazil are
self-proclaimed socialists, they have rejected the idea that trade should
be restricted in order to promote various forms of social and eth-
ical regulation. These leaders have repeatedly stated that if altru-
istic motives are truly behind demands for tougher labor and
environmental regulations, they would be pursued with tactics other
than trade restrictions—such as strengthening the International
Labor Organization (ILO).2 Any move toward a fair trade orientation
will give these countries carte blanche to erect their own protec-
tionist barriers.

The instinct to block foreign trade and investment is present
in countries beyond the United States. In the first half of 2006 alone,
France and Luxembourg took steps to block Mittal Steel’s takeover
of the European conglomerate Arcelor. The French and Spanish
governments took steps to prevent hostile takeovers of utilities from
Italian and German firms, respectively. China’s government has
run into political roadblocks trying to pass a law reinforcing pri-
vate property rights, with leftists accusing the government of
excessive coziness toward foreign investors. In Latin America, social-
ist leader Evo Morales surged to victory in Bolivia’s January 2006
presidential election after promising to renationalize the country’s
foreign-owned oil and gas concerns. In May 2006, he began
implementing that policy, antagonizing Brazil and other countries
in the process. In the same month, Ecuador followed suit, seiz-
ing Occidental Petroleum’s oil and gas operations, leaving you no
choice but to suspend FTA negotiations with that country. Argen-
tinian president Nestor Kirchner, in response to rising domestic
prices, instituted an export ban on beef—his county’s main
export—in March 2006.

A move toward protectionism by the United States carries
the prospect of encouraging similar steps by other countries. A cas-

2See White Paper B for more on this topic.
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cade of rising protectionism can lead to a drastic slump in inter-
national trade flows, increase financial instability, and depress
the rate of global economic growth.

ADDITIONAL CHALLENGES TO THE TRADE AGENDA

In the current era of economic globalization, disentangling trade
policy from other policy debates will become increasingly diffi-
cult. Numerous issues will pose obstacles to securing the benefits
from international trade. These include—but are not limited
to—the following:3

1. Managing the trade deficit. For the past several years, the
United States has incurred a large trade deficit both in dollar
terms and as a percentage of gross domestic product. Despite
the growth of the deficit, and despite relatively low interest rates,
the trade-weighted value of the dollar has not fallen by a large
amount over the past few years.That combination has been pos-
sible because foreign central banks have been willing to pur-
chase dollar-denominated assets in record amounts. These
official purchases have been motivated by two concerns. First,
Asian central banks have wanted to build up hard-currency reserves
to ward off a repeat of the financial crises that swept the region
in the late 1990s. Second, these countries have purchased U.S.
assets to prevent their own currencies from appreciating. At this
point, the first motivation has been satisfied. The second 
motivation, although still valid, cannot continue indefinitely,
although how long it can be sustained is a source of debate among
economists.

When these official purchases taper off, the question is not
whether the dollar will fall in value, but by how much and how
fast. If the dollar were to decline dramatically, the effects on the
U.S. economy—a combination of inflation and recession—could

3For more on these issues, see white papers A–D that follow this memorandum.
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be severe. A drastic decline would also threaten the dollar’s sta-
tus as the global reserve currency—a status that confers significant
benefits on the United States. It would also increase tensions
with our major trading partners, since any dollar depreciation
would act as a brake on their own economic growth. In a
worst-case scenario, other governments will respond to rapid
dollar depreciation by trying to devalue their own currencies—
leading to the kind of beggar-thy-neighbor policies that were
common during the Great Depression.

Ideally, market forces will lead to a slow and steady adjust-
ment. However, you may need to consider active internation-
al policy coordination to hedge against a drastic decline in the
dollar. That would include encouraging other countries to
expand their economic growth as a way of boosting U.S.
exports, while simultaneously reducing the budget deficit as a
way of reducing the inflow of imports.

2. Trade and regulation. Because of the WTO’s relative success
in reducing tariffs and quotas, your trade negotiators are focus-
ing more on domestic regulation as a residual barrier to trade
expansion. At the same time, technology has expanded the range
of tradable sectors. These newly tradable activities are subject
to extensive domestic rules and regulations in most jurisdictions.
These two facts are forcing trade policy to intersect with a range
of other issue areas, the most obvious of which include labor
standards, environmental protection, consumer health and
safety, antitrust, intellectual property rights (IPR), and immi-
gration controls.

Given the intersection of trade and regulatory concerns, both
the European Union and nongovernmental organizations
(NGOs) want the WTO adjudicating bodies to incorporate new,
nontraditional issues into their decision-making. Yet, creating
ambitious “social clauses” within the WTO structure will be dif-
ficult because less-developed countries view regulatory concerns
as a guise for first-world protectionism.
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Most regulatory policies were originally devised as domes-
tic policies, so they are more politically difficult to change than
tariffs or quotas.The more that trade policy intersects with these
new issues, the harder it will become to implement effective trade
policies. It will also become difficult to resist the linkages
entirely.

3. Distributing the benefits from trade. Economists agree that trade
creates individual winners and losers, and that the net benefits
are great enough for the winners to compensate the losers and
still be better off than before. Most policy analysts would agree
that the compensation mechanisms in the United States do not
meet that standard. For example, the best-known mechanism
for offsetting the harmful effects of trade liberalization in the
United States is the Trade Adjustment Assistance (TAA) pro-
gram. Yet despite reforms in 2002, service-sector workers face
near-insuperable hurdles in applying for TAA, even though trade
in services has boomed in the past decade. Implementation of
TAA programs has been uneven across different U.S. govern-
ment agencies.

There are possibilities for augmenting TAA, such as expand-
ing wage-insurance programs that allow displaced workers to
seek new jobs or receive portable health benefits. However, there
is a trade-off with expanding other elements of TAA.They reduce
the incentive of the affected individuals to reenter the workforce.
Furthermore, an expansion of benefits would raise questions about
why compensation for job losses via trade should receive more
resources than job losses via other market forces. Reforms in this
area must convince Americans that trade expansion does not
harm the majority of workers, without removing the incentives
for displaced workers to look for new employment.

4. Balancing the parallel tracks of trade diplomacy. Over the
past two decades, trade liberalization has advanced on three fronts—
the multilateral process of General Agreement on Tariffs and
Trade (GATT) and now WTO rounds, regional and bilater-
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al FTAs that go beyond the WTO process, and unilateral
measures designed to pressure foreign markets to widen their
access to U.S. exports.The unilateral, bilateral, and regional options
have often been used to spur movement on the multilateral track.
For example, the simultaneous diplomacy of negotiating
NAFTA and aggressively threatening to use unilateral trade sanc-
tions demonstrated that the United States had a fallback option
in case the Uruguay round of GATT talks did not go as
planned. In that way, these strategies can be complementary.

Yet it is debatable whether the current mix of these nego-
tiating strategies remains complementary. Beyond the FTAA
(on which negotiations came to a standstill after the Novem-
ber 2005 Summit of the Americas in Mar del Plata, Argenti-
na), none of the FTAs currently being negotiated provide the
same negotiating leverage vis-à-vis the WTO (though the
proposed FTA with South Korea is an exception). That is not
to say that these FTAs are purposeless. Many of them serve use-
ful foreign policy goals, such as buttressing the Greater Mid-
dle Eastern Peace Initiative. Other FTAs serve to advance
U.S. concerns about labor rights or anticorruption policies.

The importance of the Doha round—and of the WTO more
generally—to U.S. trade policy raises a question about how you
wish to allocate U.S. efforts among the unilateral, bilateral, region-
al, and multilateral negotiation tracks. You could choose to pri-
oritize political and foreign policy concerns first and focus on
extending preferential trade access to vital allies in the war on
terrorism. A second possibility is for you to impose an unoffi-
cial moratorium on future FTAs until the substantive negoti-
ations on the Doha round have been completed. A final
possibility is for your administration to concentrate on FTAs
with significant trading partners—such as South Korea, Japan,
or the European Union—as a way of jumpstarting the stalled
Doha round negotiations.
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RECOMMENDATION

Trade can be a means to several ends—raising incomes, expand-
ing consumer choice, helping poor countries develop, promoting
the rule of law, and advancing American foreign policy. The
expansion of international trade offers several benefits but also comes
with economic and political costs: economic insecurity, slower wage
growth, widening inequality, and instability in the developing
world. The big questions facing your administration in the near
term are the extent to which you are prepared to bring the now-
moribund Doha round to a successful conclusion, and how you
want to address the bilateral trading relationship with China.
Your trade agenda will face additional challenges over the next two
years, such as the enmeshing of trade and regulatory concerns, the
ballooning trade deficit, the trade-offs between different negoti-
ation tracks, and the distribution of benefits from trade expansion.
Trade policy can no longer be forged without taking into account
these other policy concerns.

We urge you to pursue a course of trade expansion consistent
with either the free trade or the fair trade orientation outlined in
this memo. We recommend that you convene a meeting of your
principal economic and foreign policy advisers, using this memo
and the background white papers that accompany it as guidance
for discussions. After soliciting feedback on the options developed
here, you should arrive at a single orientation to shape your trade
agenda for the next two years.
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WHITE PAPER A: THE SUSTAINABILITY OF THE
TRADE DEFICIT

THE STATE OF THE TRADE DEFICIT

The United States is running a massive trade deficit. The Unit-
ed States ran an $804.9 billion current account deficit in 2005—
a 20 percent increase over the 2004 number, which was in turn a
20 percent increase over the 2003 figure. In absolute dollar terms,
these are the largest trade deficits in world economic history.

Trade deficits are not necessarily bad for the American econ-
omy. Robust economic growth leads to greater consumer demand.
Even if the lion’s share of this increased consumption goes into
domestically produced goods and services, a fraction of it will inevitably
take the form of increased imports. Since American economic growth
has little short-term effect on the purchasing power of other
countries, the natural outcome is a larger trade deficit. Not sur-
prisingly, since 1998 the growth in the U.S. trade deficit has been
accompanied by strong GDP growth and excellent productivity
gains.That suggests, at first glance, that a large trade deficit could
be a natural equilibrium for a robust economy.

A large and persistent deficit in traded goods and services, how-
ever, cannot be sustained indefinitely, because it requires foreign
investors—public or private—to purchase an ever-increasing
amount of dollar-denominated assets.The question, therefore, is
not whether the trade deficit will start to shrink, but how and when.
One possibility is that market forces will lead to a gradual adjust-
ment even without any policy intervention by the U.S. government.
Yet the likelihood of severe economic dislocations cannot be dis-
missed.There are policy options available to reduce the probability
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that the trade deficit will trigger inflation, recession, or a run on
the dollar.

DEFINING THE TRADE DEFICIT

The balance of trade is equal to the value of the goods and ser-
vices the United States imports minus those goods and services
the United States exports. The United States currently has a
trade deficit because the value of goods and services imported exceeds
the value of the goods and services exported.

In everyday terminology, the trade balance is commonly equat-
ed with the current account balance, but that is not completely accu-
rate.The current account balance is equal to the trade balance plus
the net transfer of interest payments, labor remittances, and aid
transfers. Even countries with positive trade balances can run
large current account deficits for an extended period of time if they
have significant amounts of inward portfolio and direct foreign invest-
ment—i.e., foreigners investing in the stock market or setting up
physical plants in the United States. However, if the cause of a large
current account deficit is a large trade deficit, then the current account
deficit would inevitably start to balloon in size. Trade deficits are
financed by the purchase of American assets by foreigners. Over
time, trade deficits of the magnitude we are currently experienc-
ing require massive foreign purchases of interest-bearing assets in
the United States.These purchases finance the trade deficit in the
short run but could accelerate the growth of the current account
deficit in the long run by increasing interest payments to foreign
asset holders.

The data in Figure 1 demonstrate the extent to which the cur-
rent account deficit is unprecedented by historical standards—both
in terms of absolute size and as a percentage of GDP. Ironically,
one initial cause of the growth in the trade deficit was a dramat-
ic increase in the capital account surplus. In the late 1990s, private
foreign capital rushed into the United States, because American



U.S. Trade Strategy: Free Versus Fair

[42]

capital markets served as a safe haven from the Asian financial cri-
sis, and U.S. capital markets were exhibiting above-average rates
of return. That led to a strong appreciation of the dollar, which
caused the trade deficit to widen.

WHY HAS THE TRADE DEFICIT PERSISTED?

In theory, when a country runs a large trade deficit with a float-
ing exchange rate, one of two mechanisms should reduce the
deficit. The first option is tightening fiscal policy, either through
reduced government spending or increased tax rates.This contracts
the economy, boosts national savings, and reduces the demand for
imports.The other option is to let market forces work through the
exchange rate. When the United States runs a large trade deficit,
it means that Americans are demanding foreign currencies more
than foreigners are demanding the dollar.The market response is
for the dollar to fall in value relative to other currencies. A depre-
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ciating dollar renders imports more expensive and exports cheap-
er. That leads to an improved balance of trade, ostensibly fixing
the problem.

The anomaly of the past five years is that neither of these
equilibrating mechanisms has really taken hold. Government
spending has increased and tax rates have declined; during these
same years, the U.S. trade deficit nearly doubled in size. Until recent-
ly, interest rates in the United States were at a historic low. In 2004
alone, outward private foreign investment exceeded inward pri-
vate investment by $500 billion. The dollar remains strong com-
pared to the euro, the Japanese yen, the Chinese yuan, and other
major currencies. Indeed, when compared against a weighted
index of other currencies, the dollar’s value was higher at the end
of 2004 than it was in 1997.

There are several possible explanations for the dollar’s anom-
alous behavior. One is official interventions by central banks,
particularly by Pacific Rim and oil-exporting countries. Starting
in 2000, private capital inflows to the United States slowed down.
The central banks of Japan, China, and other East Asian economies
began to purchase enormous amounts of dollars. From 2000 to 2003,
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the official share of foreign investment flows into the United
States increased from 4 percent to 30 percent. As oil prices
increased, countries such as Russia and Saudi Arabia recycled their
petrodollars by purchasing U.S. assets.

One initial explanation for these purchases was that the East
Asian countries wanted to build up their hard currency reserves,
which had been badly depleted during the financial crises of the
late 1990s. Countries harmed by the crisis—such as South Korea—
have been intent on ensuring that they have built up sufficient funds
to prevent a return visit to the International Monetary Fund
(IMF). In recent years, however, the underlying cause of these dol-
lar purchases has been to keep these countries’ currencies under-
valued relative to the dollar.

That tactic has led to a massive accumulation of foreign
exchange reserves by central banks in China, Japan, India, Korea,
and other Asian countries, as Table 4 demonstrates. IMF data states
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that the hard currency reserves of central banks have doubled in
the past four years and now stand at a combined total of over $4
trillion. In that time, the Central Bank of Japan increased its
reserves by over 200 percent and China’s reserves increased by almost
400 percent. The stock of official Chinese reserves at the end of
2005 has been estimated at approximately $822 billion, equal to almost
40 percent of China’s GDP at market exchange rates. In total, for-
eign official holdings account for 16 percent of all foreign-held assets
in the United States; this includes more than $1 trillion in U.S.
Treasury securities.These purchases allow those countries’ currencies
to remain undervalued vis-à-vis the dollar.

A less pernicious explanation for the dollar’s refusal to fall is that
a global savings glut is channeling significant investment into the
United States. According to this line of reasoning, some countries
have renewed incentives to save a high fraction of their income.
Countries such as Japan and Germany are saving because of the
increase in pensioners, while countries such as China and Korea
are saving in response to the crisis-ridden 1990s, and countries such
as Saudi Arabia and Russia are saving because of profits from high
energy prices and a need to recycle their petrodollars.The lack of
desirable domestic investment opportunities has funneled this money
into safe investments in the United States—including government
debt and housing stock, which has fueled U.S. consumer spend-
ing. According to this line of reasoning, foreign investors are
pushing Americans into greater consumption, and not vice versa.

Table 4: Foreign Exchange Reserves
Foreign exchange reserves (in billions)

Country
December 1998 December 2005

Japan $215 $834

China $149 $822

Korea $52 $210

Russia $8 $176

India $27 $132

TOTAL $451 $2,174
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SCENARIOS FOR THE FUTURE

Although the dollar appreciated by 10 percent in 2005, economists
agree that inevitably the dollar will fall in value, leading to an improve-
ment in the balance of trade. What economists cannot predict is
the speed and extent of this market correction. One possibility is
a soft landing, in which the United States does not shoulder a great
deal of the burden. As the dollar falls relative to the euro, Amer-
ica’s trade position should slowly improve. To protect their dol-
lar holdings, East Asian central banks would taper off their
purchases of dollar assets slowly rather than suddenly. Over time,
the trade deficit would fall without any excessive volatility for the
American economy (indeed, under this scenario, the eurozone would
suffer the greatest economic costs).

The other scenario is an abrupt end to official dollar purchas-
es by foreigners.The dollar’s fall in value relative to the other prin-
cipal reserve currency—the euro—will be costly for the central banks
holding large amounts of dollar-denominated assets. In purchas-
ing so many dollars, these banks have a powerful incentive to ensure
that their investment retains its value—but they have an equally
powerful incentive to sell off their reserves if it appears that the
dollar will rapidly depreciate. The Federal Reserve Bank of New
York recently calculated that Singapore would suffer capital loss-
es equivalent to one-tenth of its GDP if its currency rose by 10 per-
cent against the dollar. For China and Korea, the cost of such an
appreciation would be 3 percent of their GDP. In a late 2004 sur-
vey, 70 percent of central bank reserve managers said they had increased
their exposure to the euro over the past year—and a plurality indi-
cated that they intended to slow down their accumulation of
official reserves (that said, the persistence of official purchases 
in the past calendar year does call into question those survey
responses).

The potential cost of a sliding dollar creates a dilemma for these
central banks. Collectively, these central banks have an incentive
to hold and purchase more dollars, so as to maintain the dollar’s
value on world currency markets. Individually, each central bank
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has an incentive to sell dollars and diversify its holdings into
other hard currencies because of the expectation that the dollar will
fall in value in the future. Small countries—such as the United Arab
Emirates—have already diversified their reserves away from dol-
lars.The resulting fear of defection leads to a classic prisoner’s dilem-
ma—and the risk that these central banks will simultaneously try
to diversify their currency portfolios poses the greatest threat of
a run on the dollar. Like a run on a bank, a run on the dollar would
take place if foreign actors holding significant amounts of dollars
simultaneously tried to sell them. At present, currency markets are
primed for this possibility. For example, in February 2005, an
official Bank of Korea report hinted at the possibility of diversi-
fication of its official currency reserves. That vague statement
helped trigger a massive sell-off of dollars, causing the dollar to
fall 1.4 percent against both the yen and the euro in a single day.
Only after the Koreans issued a clarifying statement did dollar demand
recover.

Any decision by the major central banks to sell off dollars
would make it impossible to finance the current account deficit
at current price levels and interest rates. Under this worst-case sce-
nario, a run on the dollar could commence. A drastic fall in the
dollar’s value would fuel inflation at home as the prices of imports
shot up.The Federal Reserve Board would in all likelihood ratch-
et up the short-term federal funds rate in order to stanch outward
capital flows. The result would be severe stagflation—higher
prices combined with decreased output. At a minimum, such a move
would trigger a severe economic slowdown.

A run on the dollar could also cause a shift in the allocation of
central bank reserves and global accounting, with the dollar los-
ing its status as the world’s reserve currency. That would cost the
United States the benefits that come with seigniorage—the prof-
it that the government derives from the sale of American currency—
which are currently estimated to range between $25 billion and $50
billion per year. At present, the dollar functions as the reserve cur-
rency in the global marketplace, so both private and public finan-
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cial institutions in other countries are obliged to hold some of their
assets in the form of dollars. Because these dollars are never
intended to be put into circulation, the U.S. government earns a
profit from their use—in the form of foreign exchange reserves.
If the dollar were to lose its status as the reserve currency, the demand
for dollar reserves among foreign financial institutions would dry
up, drastically reducing seigniorage profits.

HOW TO SHRINK THE TRADE DEFICIT

The trade-off between maintaining economic growth and reduc-
ing the risk of a run on the dollar is unavoidable. If the paramount
concern is lowering the probability of worst-case scenarios for the
dollar, then the United States needs to pursue policies that allow
market forces to work without increasing uncertainty or volatil-
ity.The most salient policy option is to persuade Japan, China, and
other Pacific Rim countries to let their currencies slowly appre-
ciate against the dollar.The regional trade imbalance between the
United States and the Pacific Rim is so great that a change in the
exchange rate between the dollar and these currencies would
have the most direct effect on the U.S. trade deficit.

Of course, these countries will resist such a proposal.They oppose
any revaluation of their currencies, in part because it would reduce
the value of their foreign exchange portfolio. More important, their
dollar purchases function as a subsidy to their exporters and help
to sustain these countries’ economic growth. One way to ease the
pain is to encourage these countries to substitute domestic con-
sumption for export subsidies as a mechanism for growth. How-
ever, the last time that the Pacific Rim countries encouraged
domestic consumption and investment was the period leading up
to the Asian financial crisis—making them wary of that approach.

The only way this strategy will yield results is if the United States
is able to convince China and Japan to agree to revaluation of their
currencies.These countries are the largest economies in the region
and also the largest holders of dollar reserves.The question is, What
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incentives can the U.S. government offer to ensure cooperation
on this front?

Gaining an agreement on revaluation will be particularly dif-
ficult with regard to China. Although the Chinese Central Bank
announced steps in July 2005 to move toward a managed float of
the yuan, actual currency movements suggest that the government
is continuing to intervene on a massive scale to prop up the dol-
lar’s value. At present, China’s financial sector is too fragile to let
the yuan truly float. Indeed, if the yuan were allowed to float freely,
it could fall against the dollar as private Chinese investors tried
to move their assets into the United States in order to preserve their
property rights. China is also benefiting from an influx of foreign
investment in anticipation of an inevitable appreciation of the yuan.

THE POLICY OPTIONS

Your policy options on this issue depend on the emphasis you place
on government intervention to correct the current macroeco-
nomic imbalance. An interventionist platform would advocate a
mix of internal and external policies to reduce the most glaring bilat-
eral trade deficits—specifically, those with the countries of the Pacif-
ic Rim and the members of the Organization of Petroleum
Exporting Countries (OPEC).

With regard to East Asia, the first interventionist policy rec-
ommendation would be for you to press the IMF to actively
enforce its own rules. East Asian central banks are intervening in
currency markets to keep their currencies at fixed exchange rates
that are no longer in alignment with real exchange rates.The per-
sistent and one-sided nature of these interventions renders this activ-
ity distinct from the standard currency-market interventions that
are associated with a fixed-exchange-rate regime. The IMF’s
Articles of Agreement (Article IV, section 1, paragraph iii) specif-
ically warn member countries against “manipulating exchange
rates or the international monetary system in order to prevent effec-
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tive balance of payments adjustment or to gain an unfair competitive
advantage over other members.” One could argue that Japan and
China have violated both the letter and the spirit of that agree-
ment by preventing market forces from readjusting the dollar’s trade-
weighted value.The IMF managing director should call for ad hoc
consultations with both countries on this issue. Such a maneuver
is extremely rare but not unprecedented, and it would send a
powerful signal to these countries about the seriousness of their
infraction.

A related proposal would be to urge other countries to pursue
more expansionary macroeconomic policies at home. Although that
has been the persistent U.S. position at meetings of the G7, the
message should also go to the emerging market economies that
form the Group of Twenty. Part of the reason the United States
is running a large deficit is that consumption in other countries
has been growing at a sluggish pace. In contrast, U.S. consump-
tion has recently been so strong that 2004 produced the highest
rate of global growth in a decade. It is an unbalanced recipe for
sustained global growth. If the U.S. economy slows down, other
countries will need to pick up the slack to prevent a global reces-
sion. In the process, the U.S. trade deficit will be reduced, as
faster growth in other countries would translate into more U.S. exports.

You took the necessary first steps in the policy process at the
Spring 2006 IMF/World Bank meetings in Washington. At
those meetings, the G7 and other major economies agreed to
have the IMF take the lead in consulting on correcting global eco-
nomic imbalances. The communiqué stated that, “action for
orderly medium-term resolution of global imbalances is a shared
responsibility....The agreed policy strategy to address imbalances
remains valid. Key elements include raising national saving in the
United States—with measures to reduce the budget deficit and spur
private saving; implementing structural reforms to sustain growth
potential and boost domestic demand in the euro area and sev-
eral other countries; further structural reforms, including fiscal con-
solidation, in Japan; allowing greater exchange rate flexibility in
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a number of surplus countries in emerging Asia; and promoting
efficient absorption of higher oil revenues in oil-exporting coun-
tries with strong macroeconomic policies.” Achieving successful
policy coordination on this scale is an ambitious undertaking. How-
ever, at least the major economic powers agree that the source of
the problem is not limited to the United States.

Another way to improve U.S. exports would be to halt the trade
diversion created by the European Union’s preferential trade
agreements with most of the rest of the world. These preferen-
tial arrangements often divert existing trade flows rather than cre-
ate any trade expansion, making them economically inefficient and
contradictory to the spirit of the WTO. Consistent with the
doctrine of ensuring that multilateral institutions enforce their own
rules, your administration could file complaints at the WTO that
many of these preferential trade agreements violate Article XXIV
of GATT, which states “the purpose of such agreements should
be to facilitate trade between the constituent territories and not
to raise barriers to the trade of other members [emphasis added].”
Ideally, such a tactic would force the European Union and other
jurisdictions to lower their barriers to American-made goods.

Another long-run option to manage the trade deficit that
many outside policy analysts have embraced is to reduce Amer-
ica’s appetite for imported oil. In 2005, oil and petroleum prod-
ucts were responsible for one-third of America’s trade deficit.
Oil prices have increased to near-record levels, and the U.S.
reliance on foreign imports has also increased. The Department
of Energy (DOE) estimates that imports account for 59 percent
of total U.S. oil consumption at present. It does not expect that
figure to be any lower by 2025. In the wake of a devastating 2005
hurricane season, your administration urged Americans to con-
serve energy. Historically, however, such moral exhortations have
had little practical effect on consumer behavior.

Expanding domestic sources of energy through exploration in
the Arctic National Wildlife Refuge (ANWR), increased incen-
tives for alternative energy sources, and reduced regulatory bur-
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dens for extraction and refining activities is one option. Another
would be to encourage conservation through a variety of incen-
tives or regulations, such as enhancing fuel-efficiency standards
for automobiles and sport-utility vehicles, increased funding for
fuel-cell technologies, eliminating barriers to ethanol imports, and
offering deeper tax incentives for the purchase of hybrid cars. It
would take several years for ANWR to generate any appreciable
amount of oil, or for alternative energy sources to come online, but
instituting these policies now would help ensure a level playing field
in the future. Some of these proposals are contained in your
Advanced Energy Initiative.

If you prefer government action but are reluctant to adopt
some of the higher-risk options discussed above, you still have other
available strategies. One option is to rhetorically stress the inter-
dependent nature of the U.S. trade deficit. Although America’s
demand for imports has fueled part of the trade deficit, the slug-
gish growth in domestic consumption in the rest of the world is
another significant factor. This lack of growth has led countries
in the Pacific Rim to depend excessively on U.S. aggregate demand
to sustain their economies. If the United States should pursue a
contractionary macroeconomic policy to reduce the demand for
imports, the effect will reverberate around the world. More specif-
ically, U.S. negotiators can plausibly argue that a yuan-dollar
revaluation would help China in several ways. Having China
revalue the yuan would ease protectionist pressures in the Unit-
ed States. Such a move would also be an effective way to slow down
Chinese economic growth, lowering worries in that country about
inflation, environmental devastation, and the rush of inward
investment designed to capitalize on the anticipated revaluation
of the yuan.

That leads to the second strategy: linking U.S. macroeco-
nomic policy to China’s and Japan’s willingness to revalue their cur-
rencies. The less these countries accommodate the United States
by making exchange-rate adjustments, the more the Federal
Reserve Board will be forced to raise interest rates, and the more
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U.S. government spending will have to be curtailed. Both reval-
uation and contractionary macroeconomic policies will slow East
Asian growth. However, the advantage of a coordinated revalu-
ation is that it provides more certainty and control for all the affect-
ed governments.

The United States could offer China the carrot of greater
consultation with the G7 finance ministers and central bank
chairs. This process started in the fall of 2004, when China’s
finance minister and central bank governor were invited to an infor-
mal meeting with the parallel officers from the G7 members.
Permitting greater Chinese participation in some aspects of the
G7 process would serve the interests of the United States in facil-
itating coordinated exchange-rate adjustments when necessary. Such
a move would also be viewed positively by China as a signal of its
emerging status both as a great power and as a locomotive for the
global economy. Giving China a greater sense of “ownership” of
the G7 process would also nudge that country toward a more coop-
erative attitude.

A final gambit would be to link China’s status as a “nonmar-
ket economy” in U.S. antidumping laws to greater flexibility on
exchange rates. From 2001 to 2004, China was the target of thir-
ty-two antidumping investigations by the Commerce Department’s
Import Administration—nearly three times as many as the next
most targeted country. Under Article VI of GATT, nonmarket coun-
tries can be treated differently to determine whether firms from
those countries are selling goods to the United States at below-
market value. As a result, Chinese sectors found to be dumping
have faced an average tariff increase of 112.85 percent—three and
a half times the average penalty for producers in market economies.
A partial switch in China’s situation—market economy status for
appropriate sectors—could be proffered in exchange for a re-
valuation.

You and your advisers can also decide that the current balance-
of-payments situation does not justify added diplomacy. Although
the official financing of the trade deficit cannot continue indefi-
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nitely, it may continue for a longer period of time than many econ-
omists believe. It is possible, for example, that existing trade fig-
ures are not capturing all U.S. exports. Despite the fact that
foreigners own an increasing amount of U.S. assets, the flows of
interest on investment income continue to favor the United
States. For example, foreigners currently have a net claim on $2.5
trillion in U.S. assets, but the United States earned $36 billion more
on their foreign investments than foreigners earned in the Unit-
ed States in 2005. That is partially due to foreigners investing in
lower-risk assets—but it is also because U.S. foreign direct invest-
ment abroad earns a much higher rate of return than foreigners’
foreign direct investment in the United States.This difference in
profit rates has persisted for decades. Some economists believe that
these numbers reveal a hidden U.S. export—American manage-
rial expertise and knowledge. Other economists go further, char-
acterizing this kind of export as “dark matter” that makes the current
account figures look far worse than they really are.

Even if there are doubts about the existence of such econom-
ic dark matter, the current arrangement of deficit financing should
be thought of as a codependency relationship between the Unit-
ed States and countries that rely on external triggers for eco-
nomic growth. Changing the current system of financing the
trade deficit will hurt these countries far more than it will hurt the
United States. East Asian central banks are using their dollar pur-
chases as a means of keeping their currencies undervalued to fuel
export-led growth. For these governments, the costs of increased
dollar holdings that fall in value relative to the euro pale next to
the gains from pursuing status quo policies.The exchange-rate poli-
cies of many developing economies are acting as de facto devel-
opment programs that assist in the integration of a massive pool
of underemployed labor into the global economy. China alone has
200 million workers that need to be brought into the formal
workplace. It could take up to two decades before their integra-
tion is complete.The current system can be thought of as a sequel
to the old Bretton Woods arrangements that reintegrated West-
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ern Europe and Japan into the global marketplace. Even though
the demise of Bretton Woods was inevitable, that system lasted
close to twenty-five years; the current arrangements may last
longer than the conventional wisdom believes.

There are also valid reasons to be skeptical about the possibil-
ity of the dollar’s losing its status as the world’s reserve currency.
For that to happen, there must be a viable candidate to replace the
dollar.The yuan, for obvious reasons, is not it.The yen—thought
to be a rival to the dollar fifteen years ago—is a nonstarter. That
leaves the euro. That currency has done a better job of maintain-
ing its relative value in recent years, but the failure of the EU con-
stitutional project, the collapse of the growth and stability pact designed
to ensure fiscal responsibility, and acrimony over the EU budget
have adversely harmed the euro in the short run. Over the long
run, greater demographic vitality and a widening gap in produc-
tivity levels will ensure that the U.S. economy will outperform the
eurozone—making dollar assets an attractive source for private
investors.

Finally, even if some central banks are interceding to prop up
the dollar, not all central banks are acting in that manner.The steady
decline of the dollar against the euro in 2004 is one sign that equi-
librating market effects are in play.The fall in the euro due to the
rejection of the EU constitution is merely a temporary blip in what
should be a continued dollar depreciation.The possibility of a dra-
matic fall in the dollar is unlikely, precisely because so many cen-
tral banks are holding such large dollar reserves.They have an incentive
to protect their investment and avoid capital portfolio losses.
That would imply that any devaluation should be gradual enough
to avoid a drastic macroeconomic shock.

CONCLUSION

There is no magic bullet to solve the ballooning trade deficit—
indeed, the issue has less to do with trade policy than with macro-
economic policies at home and central bank interventions abroad.



U.S. Trade Strategy: Free Versus Fair

[56]

The growing trade deficit does, however, demonstrate the inte-
gral political and economic links between trade policy and macro-
economic policy.The more the latter is unbalanced, the more difficult
it becomes to pursue a free trade policy. Even if there is only a min-
imal economic connection between trade policy and the trade deficit,
opponents of trade expansion will make a political connection between
the two. The constraint on trade expansion will prove even more
binding if the dollar experiences a hard landing and foreign cen-
tral banks are designated as the obvious scapegoats. In recent
simulations conducted by IMF economists, rising protectionism
worsens the fallout from any fall in the dollar’s value. Guiding the
trade deficit down from existing levels will be necessary for Con-
gress to ratify any future trade agreements.
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WHITE PAPER B: THE INTERSECTION OF TRADE
AND REGULATION

WHY REGULATION AFFECTS TRADE

Domestic regulation has been enmeshed with trade since the
early 1990s. Negotiations within GATT and its successor, the WTO,
have shifted much of the focus away from tariff reduction to
ensuring that disparities in national regulations do not interfere
with international trade.That happened in large part because GATT
and the WTO succeeded in reducing border-level trade restric-
tions. For most areas of merchandise trade (excluding agricultur-
al, textile, and clothing products), tariffs and quotas have been at
low levels since completion of the Uruguay round of negotiations
in 1994. Measures such as the Technical Barriers to Trade (TBT)
agreement (negotiated during the Tokyo round) and the Sanitary
and Phytosanitary (SPS) agreements (negotiated during the
Uruguay round) have tried to reconcile the principles of nation-
al treatment and most-favored-nation (MFN) status with the
different regulatory structures that exist in different countries.4

Regulatory issues have also appeared in the WTO dispute-set-
tlement process and in the Doha round of negotiations. The
effectiveness of the dispute-settlement process to adjudicate trade
disputes has encouraged both the United States and the European
Union to take long-standing disagreements to the WTO on
issues ranging from defense subsidies to genetically modified

4National treatment is the idea that once an imported good enters a country, it is sub-
ject to the exact same treatment as domestically produced goods with regard to taxation,
regulation, and distribution. Granting MFN status to a trading partner guarantees that
partner the same trade concessions that are extended to other trading partners, and vice
versa.
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(GM) foods. Having a WTO panel decide disputes with such enor-
mous ramifications poses risks and costs to all concerned parties.
Many of the current transatlantic trade disputes expose deep
philosophical conflicts over the proper way for government to reg-
ulate a market economy. For example, in the late eighties the
European Union banned imports of American beef that had
been treated with growth hormones. The United States brought
a case to the WTO arguing that the EU ban unfairly discrimi-
nated against American exports. The WTO panel sided with
the United States, ruling that the EU’s food safety regulations did
not rely on a scientific proof of harm (which would have been jus-
tified), but rather seemed designed to block U.S. imports.The Euro-
pean Union bowed to domestic public opinion, however, and
refused to recognize the WTO panel’s ruling. That entitled the
United States to retaliate by sanctioning some EU products—but
the beef ban remains in effect. We will likely see a replay of this
outcome with genetically modified foods.

As these EU-U.S. conflicts demonstrate, on many of these issues
the losing economic superpower is unlikely to accept the WTO
ruling if it requires changing its domestic rules and regulations.
Persistent noncompliance with WTO rulings by any of the major
trading states undercuts the legitimacy and effectiveness of the 
WTO process in the eyes of all participating actors, making it dif-
ficult to use the WTO as a platform for advancing U.S. trading
interests.

In the next several years, new regulatory concerns will become
inextricably linked with the politics and policy of trade. Services
such as finance and software represent an ever-increasing share of
trade flows, and in time goods and services in sectors such as edu-
cation, health care, and the law will become tradable.Trade nego-
tiators will naturally shift their focus to these sectors as well.
Services like these had never before been thought of as tradable
goods, so they have no tariffs or quotas blocking foreign imports.
Yet these sectors do have extensive domestic regulations that act
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as effective barriers to international exchange. Because most of these
regulations were originally devised for domestic audiences, these
policies will be far more difficult than tariffs or quotas to recon-
cile with international agreements. A contributing factor to the
density of regulatory barriers is that many of the services that can
be traded—airline transportation, education, telecommunica-
tions, utilities—have traditionally been run by state-owned enter-
prises. The domestic political cost of changing these regulations
will be formidable; those with a vested interest in the status quo
will lobby fiercely against any proposed change. The emergence
of a broad coalition of civil-society groups hostile to trade only com-
pounds the problem.

TRADE AND REGULATION: THE RADICAL CRITIQUE

Labor, consumer health, and environmental movements have
become increasingly skeptical about the merits of further trade expan-
sion. The extreme version of their critique is that economic lib-
eralization fosters an unavoidable “race to the bottom” in regulatory
standards around the world. According to this logic, the removal
of trade and investment restrictions frees multinational corpora-
tions to scour the globe for the production location where they can
earn the highest rate of return. National policies such as the strict
protection of unions or rigorous health inspections or stringent envi-
ronmental regulation ostensibly lower profits by raising the costs
of production. Firms will therefore engage in “regulatory arbitrage,”
moving to countries with lax labor standards and low wage lev-
els. Fearing a loss of their tax base and a rise in unemployment,
countries have little choice but to lower their own standards to entice
foreign investment and avoid capital flight.

The role of GATT and WTO in facilitating liberalization
has further alienated these groups from the prospect of future trade
expansion. The GATT/WTO regime has issued rulings against
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U.S. environmental laws such as the Clean Air Act and the
Marine Mammal Protection Act. That occurred most promi-
nently in the so-called tuna/dolphin case, in which a 1991 GATT
panel ruled that U.S. regulations requiring tuna fishermen to
employ dolphin-safe nets discriminated against foreign fishermen.
Antiglobalization activists have argued that these cases represent
an international trade bureaucracy run amok.

The validity of these claims can be challenged on several
grounds.There is little evidence to support the allegation that we
are witnessing a race to the bottom in labor or environmental stan-
dards. The research arms of multiple international organiza-
tions—the Organization for Economic Cooperation and
Development (OECD), the International Labor Organization (ILO),
and the World Bank—have investigated claims that trade liber-
alization reduces regulatory standards and found no support for
the proposition. Academic analyses have reached the same con-
clusion. Indeed, if anything, there is a positive relationship among
trade flows, foreign direct investment, and effective regulation. Because
the largest consumer markets are in the developed world, the
stringent regulations in those countries often become the de facto
standard for producers elsewhere.

As for the claim that the WTO is countermanding U.S. reg-
ulations, a closer look reveals a deeper truth. In the past decade,
the WTO has demonstrated an increasing willingness to accept
domestic rules and regulations to protect the environment as
consistent with WTO obligations, provided that they are imple-
mented in a way that does not discriminate against foreign pro-
ducers.The WTO rulings that provoked the ire of activist groups
were due to the U.S. government’s application of these laws in ways
that contravene international legal procedures. The federal gov-
ernment was forced to act in that manner because of lawsuits brought
by NGOs in domestic courts.
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TRADE, LABOR, AND THE ENVIRONMENT: THE MODERATE

CRITIQUE

There are civil-society groups that reject the radical version of the
antiglobalization critique—indeed, many of these groups favor trade
liberalization.These groups also support greater environmental pro-
tections, and they point out the flaws of the current WTO regime.
They argue that the WTO establishes an unfair playing field
when balancing economic interests with other societal concerns,
and that this imbalance needs to be corrected. The obvious com-
parison that these groups make is the contrast between the role
of intellectual property rights and the role of labor and environ-
mental standards in the WTO.

A major achievement of the Uruguay round was the Agreement
on Trade-Related Aspects of Intellectual Property Rights (TRIPS).
The TRIPS agreement incorporated and augmented the preex-
isting international agreements designed to protect copyrights, trade-
marks, patents, and industrial designs; increased the stringency of
those standards; and added a much more rigorous enforcement regime
to back up the agreement.

Until TRIPS, a clear line separated what the global trade rules
covered from what they did not.The trade rules were designed to
liberalize border-level barriers to the exchange of products, such
as tariffs. Except for extreme circumstances (such as the use of prison
labor), those rules said nothing about the processes for making prod-
ucts.TRIPS, however, was expressly designed to regulate production
processes—namely, whether firms respected intellectual proper-
ty rights in their operations. For the first time, the WTO regime
affected domestic business regulation.

In contrast, efforts to push labor, environmental, and health con-
cerns onto the WTO agenda have been less successful. The 1996
ministerial meetings in Singapore discussed whether the enforce-
ment of core labor standards should be integrated into WTO deci-
sion-making.The ministerial declaration that year said no, instead
reaffirming that the “ILO ... is the competent body to set and deal
with these standards.”The only affirmative action was a commitment
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for the secretariats of the WTO and the ILO to “continue their
existing collaboration.” A recent consultative board report for
the WTO’s director-general candidly described the extent of
cooperation between the two bodies as “loose.”

A slightly more encouraging story can be told with regard to
trade and the environment. As previously discussed, the WTO dis-
pute panels have not been unsympathetic to environmentalists’ aims.
A discussion of environmental protection was explicit in the
Uruguay round. More recently, the WTO has extended an olive
branch to various international environmental organizations.The
European Union wanted a thorough discussion of trade-related
environmental issues included in the Doha round. Environmen-
tal groups have proven to be more receptive than labor unions to
the idea of trade liberalization through the WTO.

The case of GM foods, however, suggests the conflictual rela-
tionship that often exists between trade, consumer health, and envi-
ronmental organizations. On food issues, the WTO’s SPS
Agreement explicitly defers to the Codex Alimentarus Commis-
sion, a joint Food and Agriculture Organization (FAO)-World Health
Organization (WHO) body established in 1963 to establish appro-
priate safety standards, guidelines, and practices for the food
trade.The Codex in turn argues that scientists have produced no
significant evidence to suggest that GM foods harm either humans
or the environment. In contrast, the Cartagena Protocol on
Biosafety, an outgrowth of the 1992 Rio Convention on Biodiversity,
endorses the “precautionary principle” in the treatment of large mod-
ified organisms. This principle states that potentially dangerous
activities can be restricted or prohibited before they are scientif-
ically proven to cause serious damage.The result is a potential legal
stalemate, with the biosafety protocol’s precautionary principle flat-
ly contradicting the trade regime’s norm of scientific proof of harm.
Legal and development experts agree that it will be difficult to rec-
oncile the WTO and Cartagena regimes, with environmental
and trade groups on opposite sides of the political fence.
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Another perceived difference between the treatment of trade-
related IPR and other regulatory concerns has been the extent of
access from concerned groups to WTO officials and meetings. In
terms of access, multinational corporations are perceived to be able
to interact with WTO participants on a more regular basis than
are NGOs. Firms concentrated in the pharmaceutical, enter-
tainment, and software sectors were the primary advocates of
the TRIPS regime.Their success in shaping U.S. positions on IPR
prior to the Uruguay round has been well documented. The
demands by civil-society groups for a more open WTO, by con-
trast, have met only partial success. On the one hand, there has
been a dramatic increase in the extent of NGO participation in
the WTO ministerial meetings—an eightfold increase over eight
years. On the other hand, member governments have been reluc-
tant to make their negotiations too transparent to civil-society groups.
The sensitive political nature of trade negotiations makes many
member governments reluctant to allow information to become
public too early.

ARE INTELLECTUAL PROPERTY RIGHTS DIFFERENT?

There are economic rationales for the disparity of treatment of intel-
lectual property and social regulations in the trade regime.The absence
of enforceable IPR across borders amounts to a nontariff barrier
on trade in value-added goods.The ability of individuals in other
countries to procure American innovations without paying for patent
or trademark protection functions as an illegal subsidy for domes-
tic producers.The negative effect of weak IPR enforcement is glob-
al in scale; reduced incentives for firms to invest in costly research
and development also have a negative economic effect. There is
abundant evidence to substantiate these claims—economists have
shown that weak IPR enforcement is one factor that reduces for-
eign direct investment inflows, for example.The proposed reme-
dies for this problem within the WTO system—trade
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sanctions—create incentives for governments to ratchet up their
IPR enforcement.

The economic case for embedding labor and environmental reg-
ulations under the WTO rubric is less clear. Although the absence
of environmental and labor standards can be thought of as an ille-
gal subsidy for domestic producers, the evidence for such a claim
is much weaker.There are negative side effects of lax environmental
protection that clearly cross borders, but the same is not neces-
sarily true with regard to labor standards (numerous studies con-
clude that the overwhelming bulk of labor abuses occur in
production oriented toward domestic consumption, not trade-relat-
ed consumption). Most importantly, the WTO remedies for the
infraction of trade rules would not necessarily help the problem.
For example, applying trade sanctions against countries that
exploit child labor would force these children to work in the
underground economy, where conditions are even worse.

Recommending against trade sanctions does not mean that steps
to improve environmental protection and human rights cannot be
encouraged. In the short run, the international institutional
machinery designed to handle social problems is much weaker than
the institutions designed to handle trade-related matters. Urging
the creation of a new global environmental organization to coor-
dinate the enforcement of existing environmental treaties need not
conflict with the trade agenda. Augmenting the powers and tech-
nical assistance budget of the ILO also does not automatically require
a confrontation with the WTO. The United States has recently
cut back its contributions to these kinds of organizations; funneling
more resources to these multilateral agencies would partially
address this moderate critique.

In the long run, the best way to ensure that countries respect
labor and environmental standards is to increase their national incomes
and reduce poverty—in other words, by increasing rather than reduc-
ing trade. Income levels affect how citizens and governments
choose between stringent regulations and economic growth.
When the broad mass of society is concerned with acquiring the
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basic necessities of life, strict regulatory standards will be perceived
as expensive luxury goods. Stringent regulations impose higher oppor-
tunity costs, since the investments needed to implement and
monitor compliance with such regulations will hinder economic
growth. However, as the broad mass of society acquires middle-
class levels of income, social regulation begins to look more
affordable. Therefore, as a country’s median level of income
increases, societal preferences for government regulation will shift
in favor of more stringent standards.

Although there is an economic argument for differential treat-
ment, the political argument runs in the other direction. Until the
Uruguay round, the GATT regime clearly distinguished between
the accepted practice of imposing product standards on traded goods
and the discouraged practice of imposing restrictions on produc-
tion processes. Most WTO members have argued that if the
global trade body tried to regulate production processes, it would
constitute an unwarranted intervention into the national regula-
tions of member countries. Civil-society groups point out that this
distinction is meaningless when determining the cause of envi-
ronmental abuses.

The TRIPS regime violates this rule by expressly regulating process-
es of domestic production.The agreement also imposed a signif-
icant burden on developing countries to adhere to more rigorous
standards. More recently, the agreement’s effect on the provision
of antiretroviral (ARV) drugs to treat AIDS threatened to polar-
ize the global politics of trade. Pharmaceutical companies insist-
ed that the U.S. government prevent the global spread of generically
produced drugs that combat AIDS, increasing the price of patent-
ed drugs in many developing countries. Developing countries, act-
ing in concert with U.S.-based NGOs, have argued that the
emergency created by AIDS provides a justifiable public-health
exception to the TRIPS regime. The ensuing wrangles between
developed and developing economies have led to odd outcomes
and publicly discomfiting U.S. positions at the negotiating table.
For example, in 2003, the United States proposed to restrict the
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public-health flexibility of TRIPS to a minimal number of epi-
demic diseases—ignoring the potential for new pandemics. This
position isolated the United States in these negotiations. At the
same time, this policy debate prompted antiglobalization activists
to make outlandish claims about the WTO’s responsibility for the
deaths of millions of Africans, when poverty and corruption are
the true culprits. Whatever the valid reasons for linking IPR to
trade, the negative political effects of TRIPS have been substan-
tial.

TRADE AND REGULATION IN SERVICES

Some of the regulatory impediments in newly tradable sectors do
not intersect with the interests of labor or environmental organi-
zations. However, many of them do impinge on consumer health
and safety matters that will trigger resistance from civil-society groups.
For example, U.S.-based airlines are increasingly outsourcing
routine aircraft maintenance checks to operations centers in other
countries. In 2003, the inspector-general of the Department of Trans-
portation (DOT) issued a report stating that the oversight of for-
eign contractors by the Federal Aviation Administration (FAA)
was insufficient. Yet there is little evidence that outsourcing com-
promises airline safety, and the United States benefits from for-
eign airlines that outsource complex maintenance tasks to U.S. service
centers. Nonetheless, media reports on the phenomenon have prompt-
ed consumer groups to complain.

Domestic opposition will likely grow as negotiations over ser-
vices lead to questions about how to cope with the migration of
service workers. At present, developing countries are pushing for
greater liberalization in the trade of Mode 4 services, which is when
the person performing a service crosses a border to do his or her
job. U.S. businesses benefit greatly from these services, yet the home-
land security measures taken since the terrorist attacks of September
11, 2001, function as an implicit tax on importers and exporters.
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According to one estimate, U.S. companies lost more than $30 bil-
lion between July 2002 and March 2004 due to increased delays
and denials in the processing of business visas. Microsoft Chair-
man Bill Gates warned in early 2005 that visa restrictions were lim-
iting U.S. access to highly trained computer engineers from other
countries, undercutting America’s ability to innovate.

Despite the economic advantages of liberalizing Mode 4 ser-
vices, such a move raises politically sensitive questions.The most
obvious concern would be the effect that this kind of liberaliza-
tion would have on U.S. immigration policies.

Opponents of increased immigration will claim that any lib-
eralization of trade in Mode 4 services is a form of backdoor immi-
gration. Another obvious concern would be whether terrorist
groups could exploit any increase in the mobility of service work-
ers to enter the United States. Finally, health scares such as the
2003 severe acute respiratory syndrome (SARS) crisis and more
recent fears of an avian flu pandemic demonstrate how the move-
ment of individuals and livestock can facilitate the spread of dis-
ease, making Mode 4 liberalization unpopular among consumer
health and safety groups. Clearly, it will be difficult for the Unit-
ed States to show flexibility on this front.

Even the bargaining process for coping with the liberalization
in service regulations will prove more difficult. The voluntary
nature of the WTO negotiations for liberalization in services has
slowed trade expansion on this front.5 Another difficulty in future
negotiations will be in coordinating different government bureau-
cracies and regulatory agencies. In the United States, the inter-
agency process of establishing bargaining positions for trade talks
will become more difficult as regulatory agencies are dragged
into unfamiliar international negotiating forums.

5See White Paper D for more information.
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THE RESISTANCE FROM THE DEVELOPING WORLD

Countries in the developing world oppose most forms of regula-
tory harmonization. On issues such as labor and environmental
standards, the governments in these nations view American and
European demands as a form of protectionism. For many of these
countries, their comparative advantage in international trade is low-
wage labor. However, if low wages are deemed to violate labor stan-
dards, then developing-country exports will suffer. The push by
American unions to block the granting of TPA by Congress to the
executive branch fuels these fears.

In negotiating on regulatory matters with the developing coun-
tries, the United States finds itself in an awkward position at
times. At present, the United States has not ratified ILO conventions
or environmental treaties that are considered relevant to advanc-
ing regulatory harmonization. Even if the United States complies
with the spirit of many of these international agreements, the fail-
ure to accept these treaties provides other countries with useful diplo-
matic cover.Why should they adopt more rigorous social protections,
they ask, if the United States refuses to sign international stan-
dards on the same issues?

A final complaint affects both social regulations as well as
matters such as IPR or antitrust policy. The proper implementa-
tion of global regulations can cost upward of $100 million per coun-
try. Although this expense might seem trivial to the developed world,
it can represent a significant fraction of developing-country bud-
gets. Many of these countries lack the resources to properly train
and fund the requisite agencies that would be necessary to enforce
added regulatory burdens. Their experience in enforcing the
TRIPS regime reinforces these concerns; even for middle-income
developing countries, the cost of IPR enforcement has been more
taxing than previously expected.
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POLICY OPTIONS

There is a trade-off between advancing regulatory harmonization
strictly as a means to advance the trade agenda or doing so as a
means to export U.S. preferences on labor, environmental, and con-
sumer health and safety standards. Reaching agreement on trade-
related regulations is more difficult than reaching agreements on
tariff reductions. For some countries, the inclusion of regulatory
questions in the WTO agenda is a nonstarter; for some civil-soci-
ety groups, the nonstarter is pursuing trade expansion without address-
ing regulatory safeguards.

One option is for the United States to tighten the linkage between
access to American markets and compliance with American reg-
ulatory standards by ensuring that imported goods are manufac-
tured in a manner congruent with American values.These concerns
are best addressed in the WTO.There is precedent for such a move;
Article XX of GATT, for example, expressly allows countries to
ban imports made with prison labor. A push to have core labor stan-
dards and minimal levels of environmental protection considered
within the WTO framework would, at a minimum, signal the seri-
ousness of the U.S. position on these issues. Furthermore, repeat-
ed polling in the United States suggests that consumers will pay
more for imported goods if those products are made in countries
that meet minimum labor and environmental standards (although
consumption patterns suggest that this preference is not strong-
ly held).

The chances that WTO members will agree to incorporate these
concerns are slim. A second-best option would be to propose a tighter
link between rigorous regulatory standards and the Generalized
System of Preferences (GSP) that the United States grants to devel-
oping-country members of the WTO.The GSP program waives
all duties and tariffs for 4,000 products from 140 developing
countries. Since 1984, the United States has linked GSP consid-
erations to whether eligible countries adhere to “internationally
recognized” worker rights—and some evidence suggests that the
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linkage has helped improve labor rights in the developing world.
Yet GSP considerations have not been linked to environmental
standards, and even on labor rights, private-sector groups com-
plain of lax enforcement. Ratcheting up this instrument of state-
craft would help to accelerate developing-country efforts on the
regulatory front.

A policy complement to this strategy would be a reciprocity-
based approach to the liberalization of trade in services. The
growth of offshore outsourcing means that several important
trading partners, such as China and India, now earn significant
export revenues from their trade in services with the United
States. A fair trade orientation would recommend that such prac-
tices be subjected to new forms of taxation unless these countries
demonstrate a greater willingness to liberalize trade in higher
value-added services—including air travel, finance, and telecom-
munications.

This reciprocity-based approach would need to address the polit-
ical problem posed by the perception of unequal treatment of reg-
ulatory standards within the WTO. Threatening unilateral
sanctions would generate antagonism in the developing world. As
previously observed, incorporating civil-society concerns into the
WTO regime will be very difficult. Indeed, President Bill Clin-
ton’s suggestion that the WTO consider trade sanctions for infrac-
tions of labor standards stymied the 1999 WTO ministerial
meeting in Seattle.

An alternative inducement-based approach would use the car-
rot rather than the stick to push for improved regulation.The inclu-
sion of labor and environmental agreements in bilateral or regional
free trade agreements is one way to handle the regulatory ques-
tion. Demands for improved labor conditions or environmental
protection linked to political and economic benefits that come with
an FTA are more politically palatable for the countries in ques-
tion. Furthermore, the United States has enhanced bargaining lever-
age in an FTA situation. An increased number of FTAs would also
generate progress on these issues.
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Another carrot that could be bolstered within the WTO
framework is the Standards and Trade Development Facility
(STDF). This program was launched in 2002 to provide techni-
cal assistance to governments of developing countries for enforc-
ing international SPS standards.The STDF is a joint creation of
the FAO, the World Organization for Animal Health, the World
Bank, the WHO, and the WTO. At present, the STDF is badly
underfunded: the grants it provides amount to less than a million
dollars. The STDF also covers only the SPS agreement from the
Uruguay round. More robust funding and expanded mission aims
(i.e., including labor standards and ILO participation) would
alleviate a critical complaint by developing-country governments
when regulatory matters are raised: that governments of developing
countries lack the resources and the expertise to properly enforce
labor, environmental, or IPR regulations.

The United States could similarly propose expanding the
mandate of the Integrated Framework for Trade-Related Tech-
nical Assistance (IF) to the least-developed countries to include
training national regulators on regulatory issues.The IF is a joint
program of the WTO, IMF, World Bank, United Nations Con-
ference on Trade and Development (UNCTAD), United Nations
Development Programme (UNDP), and the International Trade
Center. Such a move would be consistent with the IF’s mandate
to mainstream trade into national development agendas. It would
also be consistent with calls from some NGOs to expand “aid-for-
trade” opportunities—in which aid is provided to expand trade oppor-
tunities for the least-developed economies.

Rather than linking trade directly to regulatory issues, the
United States could instead pursue trade expansion and regula-
tory arrangements on separate but complementary tracks. There
is a strong argument to be made that trade sanctions will gener-
ate meager results on regulation. Even if sanctions generate some
concessions in the short term, they eventually breed more resent-
ment than they are worth.The threat to sanction Brazil or South
Africa over pharmaceutical patents, for example, created such a back-
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lash that the United States had to reverse course. In the long term,
the best way to improve regulatory arrangements in the develop-
ing world is to accelerate their economic growth—which is best
accomplished through trade expansion. In the short term, augmenting
global governance structures beyond the WTO is the best way to
address concerns about social regulation.

Such a “trade-plus” approach would prefer bolstering the ILO
and creating a multilateral environmental organization to adding
these issues to the WTO bailiwick.To do it properly, however, these
organizations need to have sufficient resources for offering pow-
erful inducements—rather than sanctions—to a wide swath of coun-
tries.The success of the WTO dispute-resolution mechanism has
caused many to assume that trade sanctions are the most power-
ful tool of economic statecraft, and therefore, strong internation-
al agreements should have sanctions as their principal means of
enforcement.Trade sanctions are the existing enforcement option
for many multilateral environmental agreements, as well as the ILO.
This approach argues that sanctions merely act to restrict trade even
more than the original infraction of trade law. An approach that
used monetary rewards and fines instead of trade sanctions would
be more economically efficient and provide more precise incen-
tives for compliance. However, for this system to work, the orga-
nizations must have resources commensurate with their assigned
tasks.

Finally, this approach recognizes that the important actors in
the liberalization of services are the United States and the Euro-
pean Union. As measured by aggregate market size, the economies
of the United States and the European Union were both more than
$11.5 trillion at the end of 2004.The American and European shares
of global merchandise trade are more than twice that of any other
WTO participant; their share of the global services trade is even
larger. When their market size is combined, the United States and
the European Union are responsible for roughly 40 percent of glob-
al output, 41 percent of world imports, 59 percent of inward for-
eign direct investment, 78 percent of outward foreign direct
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investment, and 88 percent of global mergers and acquisitions. If
these two entities can agree on regulatory harmonization, it will
be easier to achieve a global agreement.

Both the United States and the European Union have brought
many regulatory disputes to the WTO dispute-settlement mech-
anism for resolution. It is questionable whether the dispute pan-
els are the best institution to address these issues. While these panels
and the Appellate Body are undoubtedly aware of political con-
siderations in issuing their rulings, the legal rationales for decision-
making make it difficult to craft political compromises.

Because of the numerous regulatory disputes between the two
parties—ranging from data privacy to GM foods to tax rules—
the “trade-plus” approach would recommend the creation of a Reg-
ulatory Impediments Initiative (RII) between the United States
and the European Union. This strategy would be akin to the
Structural Impediments Initiative (SII) launched between Japan
and the United States more than a decade ago. Such a forum would
consist of multiple negotiation tracks; beyond the government-to-
government channel, this initiative could encompass the revival
of the Transatlantic Business Dialogue (TABD), as well as a
Transatlantic Social Dialogue (TSD) between civil-society groups.

The RII would not solve the regulatory disputes that plague the
transatlantic relationship—indeed, many of them may not have
an immediate resolution. Yet combining these issues into a forum
outside the WTO would serve several purposes. First, it would delay
the decision by either party to lodge a formal complaint within the
WTO. The United States and the European Union would ben-
efit from having the opportunity to craft a compromise rather than
risking a WTO arbitration ruling that could hurt both parties. Bilat-
eral talks permit the kind of give-and-take in bargaining that a WTO
panel bound by legal norms cannot provide. Second, the bring-
ing together of multiple regulatory questions would allow for the
possibility of cross-issue trade-offs. Historically, this approach has
proven successful in trade talks with the European Union during
the nineties.Third, an RII forum would encourage all sides to tamp
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down their rhetoric. Public clashes between American and Euro-
pean trade officials create political uncertainty about the future course
of trade negotiations, needlessly roiling global markets.

CONCLUSION

Future trade liberalization will affect two categories of domestic
regulation that will inspire resistance from two separate but equal-
ly problematic audiences. For civil-society groups suspicious of the
benefits of globalization, the chief concern is that trade liberalization
will reduce the stringent U.S. regulations governing the treatment
of labor, the environment, and consumer health and safety. For ser-
vice sectors and professional guilds wary of import competition,
the chief concern is that trade liberalization will alter the arcane
set of rules and regulations that govern their professional lives. Polit-
ically, these sectors will have a strong tactical incentive to mobi-
lize civil-society groups as a way to protect their livelihood. A proper
program of trade expansion will need to address these regulato-
ry concerns one way or another.
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WHITE PAPER C: DISTRIBUTING THE GAINS 
FROM TRADE

WINNERS AND LOSERS

Trade is a win-win arrangement between countries. However, it
is not always a win-win arrangement within a country’s borders.
One economist recently estimated that for every dollar created through
trade expansion, another five dollars are redistributed within the
economy between winners and losers. That leads to several pol-
icy questions: Who wins from trade expansion? Who is made worse
off? To what extent should the losers be compensated for the effects
of trade expansion? Who should provide the compensation, and
how?

The answer to the first question is relatively simple. Standard
trade models suggest that as a group, America’s low-skilled work-
ers bear the greatest costs from trade expansion. The United
States does not have a comparative advantage in sectors that use
significant amounts of low-skilled labor. Naturally, trade expan-
sion will hurt low-skilled workers and their families. Cheaper goods
will partially compensate for these losses—but not entirely.

THE LOSSES FROM FREER TRADE

The costs of trade take three specific forms, all of which matter
for a fair trade orientation. First, job losses from import compe-
tition and offshore outsourcing, although not as significant as sug-
gested in the media, nevertheless exist. As former Federal Reserve
Chairman Alan Greenspan observed in 2004,
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Even in the best of circumstances, discharged workers expe-
rience some loss of income in a transition to a new job and
the associated new skills. Indeed, finding a new job takes time,
and typically results in at least a temporary drop in pay.
That loss, especially in a soft labor market, is not only a short-
term drag on aggregate incomes but also a source of stress
on the affected individuals.

The numbers confirm Greenspan’s assessment. Recent studies have
found that the reemployment rate for workers displaced by import
competition ranges between 60 and 65 percent, and the average
reemployment earnings range between 13 and 17 percent lower.

The second and related effect is an increase in economic uncer-
tainty among low-skilled workers. The job churn that comes
from a globally integrated American economy reduces expecta-
tions of job stability.The percentage of workers who lose their jobs
because of import competition or offshore outsourcing may be small,
but the percentage of workers who know someone who has lost
his or her job because of trade is much larger. In this sense, pub-
lic perceptions about trade are akin to perceptions about crime:
knowing a victim of crime makes the problem often appear to be
greater than it actually is. Although such fears may be exagger-
ated, the economic effects of these fears are very real. Economic
uncertainty creates a mind-set among low-income families that
shortens their time horizons when mapping out their purchasing
choices.This psychological effect prevents these workers from mak-
ing rational investments for the future.

The final effect of trade expansion comes through a decline in
relative wages. Reduced demand for low-skilled labor in the
import-competing sectors decreases overall domestic demand for
unskilled labor. When demand declines, so do wages. This phe-
nomenon affects low-skilled workers in both tradable and non-
tradable sectors.This negative effect has the widest range, in that
unskilled workers working in a purely domestic sector still expe-
rience a small negative shock from trade expansion.
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Technological innovation has caused a new category of work-
ers to be harmed by international trade. Innovation has helped stan-
dardize and segment what used to be complex job skills into
more simple tasks. This phenomenon decreases the demand for
high-skilled workers in some sectors such as information-technology
support and business-process management.The spread of the Inter-
net has further facilitated the outsourcing of these tasks to loca-
tions outside the United States. Although innovations have
created jobs in newer fields such as nanotechnology, the churn nev-
ertheless has had costs. The increase in economic uncertainty
that comes with these innovations is at the heart of worsening pub-
lic attitudes toward trade expansion. Even if technological inno-
vation is the underlying cause for this job churn, trade is seen as
the proximate cause.

HOW IMPORTANT ARE TRADE EFFECTS?

Trade’s contribution to unemployment, job churn, and lower
wages is undeniably real, but free trade economists would never-
theless argue that the magnitude of the trade effect can be exag-
gerated.Trade has often been articulated as the primary cause for
the slow growth in wages for the past three decades. Statistical analy-
sis suggests that trade plays a minimal role in any explanation of
this phenomenon. For example, in 1998, the Council of Eco-
nomic Advisers concluded that trade was responsible for at most
10 to 15 percent of the increase in wage inequality during the
1980s. Recent scholarship goes further, pointing out that when alter-
native explanations—such as technological innovation and invest-
ments in education—are factored into the equation, trade is found
to have almost nothing to do with the slow increase in average com-
pensation.

The increase in the job churn from trade expansion is also open
to question, as figures 4a and 4b demonstrate. If trade is the pri-
mary cause of increased job turnover, then offshore outsourcing
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should have triggered explosive growth in the gross number of jobs
destroyed in the U.S. economy. Yet between 2001 and 2002, the
aggregate number of total jobs lost in the U.S. economy fell by 9.6
percent. Between 2001 and 2004, the Bureau of Labor Statistics
(BLS) record of total nonfarm layoffs and discharges showed a down-
ward rather than an upward trend. Neither of these trends is
consistent with the hypothesis that trade integration increases job
destruction. If trade is increasing the turnover in jobs, the effect
is not particularly powerful.

A similar story can be told with regard to job losses from
trade: they are smaller than job losses from other factors. For
example, the BLS estimated that in the first quarter of 2004, 4,633
workers were laid off en masse because of offshore outsourcing.
In January 2004, Kodak announced a mass layoff of 15,000 work-
ers—not because of outsourcing, but because the explosive growth
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of digital photography had reduced demand for film.The percentage
of mass layoffs due to either import competition or offshore out-
sourcing has held steady at less than 5 percent for the last sever-
al years.To be sure, the BLS figures, by focusing only on mass layoffs,
undercount the total number of jobs lost through offshore outsourcing.
Nevertheless, this example demonstrates the relative importance
of nontrade factors in contributing to job losses.

That kind of exaggeration points to a larger problem in discussing
the distributional effects of trade. Although an open American econ-
omy creates new winners and losers, other factors have much
greater distributional effects. In the short term, macroeconomic
policy has a greater impact on growth, employment, and wages than
does trade policy. In the long term, the pace and fallout of tech-
nological innovation also has a much greater impact than trade has
on the economy.

Addressing the distributional effects of trade expansion does
serve a useful political purpose. Providing some compensation to
those who are hurt because of trade expansion is more in keep-
ing with the economic principle of trade expansion as a win-win
move and helps to improve the political environment surround-
ing trade liberalization. A 2004 survey by GMFUS found that the
following statement generated 71 percent approval among Amer-
icans, and roughly equal support from trade optimists and trade
pessimists:

International trade has both positive and negative effects. Inter-
national trade brings a lot of benefits—lower consumer
prices, more choice—but also causes a lot of disruption in mil-
lions of workers’ households with people losing their jobs.
With the world becoming a smaller and smaller place, we need
to make trade work for everyone. For us here in the United
States and Europe, that means we need to invest more in skills
and technology so that our economy becomes more flexible
and innovative—that is where our best opportunities lie for
the future.
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This logic echoes statements made by Greenspan on coping with
the global economy:

Americans have not been obsessed with the distribution of
income but have instead placed much greater emphasis on
the need to provide equality of opportunity. But equal oppor-
tunity requires equal access to knowledge. We cannot expect
everyone to be equally skilled. But we need to pursue equal-
ity of opportunity to ensure that our economic system works
at maximum efficiency and is perceived as just in its distri-
bution of rewards.

In any discussion about compensation for the costs of trade, the
unspoken question is whether social insurance policies should be
directed toward the economy as a whole or tailored to compen-
sate the individuals directly affected by trade expansion. The
United States is unique among the developed economies because
it has insurance policies that directly target workers who lose
their jobs due to foreign competition. Should there be better
compensation programs for workers displaced by trade than for
workers who lose their jobs for other reasons?

On at least one level, the answer is yes. The American public
views economic losses from trade in a different way than it views
economic losses from other causes. For example, technological inno-
vation is not politically stigmatized for destroying as well as cre-
ating jobs. Trade liberalization, however, bears that stigma. For
Americans, losing one’s job because of American ingenuity is
one thing; losing one’s job because of foreign competition is
another thing entirely. From an economic perspective, discussing
social insurance due to trade losses would appear to be a low-level
priority. Yet from a political perspective, such policies are neces-
sary in order to make trade expansion a viable policy option.
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TRADE ADJUSTMENT ASSISTANCE

The primary program to compensate those who suffer from expo-
sure to the global economy is the TAA program. TAA has been
in existence in one form or another since it was introduced in the
1962 Trade Expansion Act. From 1981 to 2001, workers were eli-
gible for TAA when they could demonstrate that import competition
was responsible for their having been laid off. In return for active-
ly participating in a job search or retraining,TAA recipients were
entitled to receive one year of cash assistance (beyond standard unem-
ployment insurance), two years of retraining, and supplemental
allowances for job searches and relocation.

The TAA Reform Act of 2002 added significant new benefits
to the TAA program, as Table 5 demonstrates. In addition to expand-
ing the eligibility requirements, the duration of monetary assis-
tance was lengthened, protection of health coverage was added,
and Alternative Trade Adjustment Assistance (ATAA)—a wage
insurance program for workers aged 50 or older—was added.
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POLICY OPTIONS

The different policy orientations offer contrasting approaches to
deal with the distribution of gains from trade: a fair trade orien-
tation stresses that even if TAA were fully funded, the end result
would still be dislocation at the household level for many Amer-
icans. The best way to reduce such dislocations is to ensure they
happen only when U.S. firms do not have a comparative advan-
tage on a level playing field. If foreign producers are displacing Amer-
ican workers because of predatory pricing strategies or state
subsidies, then the psychic and financial costs of dislocation out-
weigh the temporary gains from trade. To address this problem,
the fair trade approach would recommend a muscular use of the
antidumping and countervailing duty provisions in U.S. trade law
to prevent unnecessary churn in the domestic economy.

Another fair trade recommendation would be to provide greater
warning to workers who are displaced by offshore outsourcing.When
firms plan to outsource as few as fifteen jobs from the United States,
they should be required to notify the affected workers three
months in advance of implementation. Such a requirement would
not halt offshore outsourcing, but it would serve a useful purpose.
Advance notification requires firms to factor in the public-rela-
tions costs of their outsourcing decisions. Forcing firms to con-
sider this cost will, at a minimum, slow the pace of offshore
outsourcing.

A free trade orientation recognizes the utility of TAA in two
ways: as a means to ensure broader political support for trade lib-
eralization, and as a means to make trade more akin to a win-win
scenario for all Americans.The evidence suggests that the retrain-
ing option has enabled more TAA-supported workers to find
jobs than workers who have not received training. Although TAA
has been in place for more than thirty years and was reformed only
four years ago,public-opinion polling suggests that the current arrange-
ment fails to address worker anxiety. The options for reform
range from small to large.
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One omission in the current TAA program is that its coverage
is skewed toward the manufacturing sector. Historically, it made
sense because, until recently, manufacturing accounted for the over-
whelming bulk of imports that competed with domestic produc-
tion. However, the standardization and segmentation of some service
activities, combined with the spread of the Internet, has increased
the trade of services. Although the Labor Department ruled in April
2006 that software programmers could now be covered by TAA,
that ruling was designed not to apply to other service sector
workers. TAA should apply to the entire spectrum of traded
goods and services, not only to manufactured goods.

Another way TAA could alleviate worker anxiety would be for
the federal government to advertise the way TAA increases the porta-
bility of health care coverage. A Gallup survey taken in 2004
demonstrated that workers feared the loss of health care and
other benefits far more than they feared the losses of their jobs from
import competition.The 2002 reforms introduced a refundable and
advanceable tax credit that could be used toward the purchase of
up to 65 percent of health care coverage. However, for this tax cred-
it to kick in, recipients must exhaust conventional unemploy-
ment insurance. Many workers therefore lose their health insurance
prior to receiving the tax credit that is intended to allow them to
keep their coverage. Efforts to publicize, expand, and accelerate
receipt of this benefit would help to reduce worker anxieties.

A related question is the extent to which the different provi-
sions of the TAA program are implemented by the executive
branch. Some agencies have outperformed others by a wide mar-
gin. For example, interviews with trade-affected workers suggest
that the Internal Revenue Service has vigorously executed the health
care tax credit portion of TAA. At the same time, there have been
complaints that the Labor Department has been more sluggish
in administering and advertising the ATAA portion of TAA.
The Labor Department’s opacity in promulgating the criteria
for TAA and ATAA eligibility after the 2002 reforms has also been
a sticking point in implementation.The Labor Department wait-
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ed until the day of implementation to issue guidance to state
governments in charge of administering the programs.The Gov-
ernment Accountability Office (GAO) reports that the Labor Depart-
ment has insufficiently advertised the TAA program to potential
recipients, which helps to explain the small number of applicants
in recent years. Between August 2003 and December 2004, only
1,403 workers received ATAA; common sense suggests that more
workers should have received the benefit. Ensuring an equality and
transparency of effort from the different agencies of the executive
branch would help to improve both the performance and the
perceptions regarding the existing TAA program.

Addressing the wage effects from trade poses more interesting
policy trade-offs. At the governmental level, programs like ATAA
could be expanded to include workers under the age of fifty. Yet
the ATAA program as currently formulated has a peculiar incen-
tive scheme. Because the program is capped after $50,000, indi-
vidual workers ostensibly receiving the benefit are taxed at a 100
percent rate for any wage earned above that level—even if the new
wage is significantly lower than the old one.This is a small prob-
lem if only low-wage workers are affected by import competition;
it becomes a bigger problem if more job categories are affected.

The wage insurance option, however, remains an attractive
one because it is the one compensation program that increases the
financial incentive for displaced workers to find new jobs. It may
be appropriate to augment the ATAA program by offering tax incen-
tives for the private sector to provide wage insurance schemes for
employees. One recent study by the McKinsey Global Institute
estimates that such schemes could be created for as little as four
to five cents for each dollar accrued to a firm from the benefits of
trade expansion. Firms that face public-relations problems from
offshore outsourcing are already taking steps in that direction. IBM,
for example, received considerable negative publicity from leaked
memos indicating that it was planning on firing 3,000 workers and
outsourcing their positions overseas. To counter that publicity—
and to boost employee morale—the firm announced the creation
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of a two-year, $25 million retraining fund for its employees who
fear job losses from outsourcing.

Finally, to achieve liberalization in politically sensitive sectors
such as agriculture, it would be useful to provide monetary cush-
ions to those interests most harmed by increased imports. Cur-
rently, the barriers for agricultural firms to qualify for TAA are high:
producers must demonstrate a 20 percent drop in price caused by
imports over five years. The rewards are capped at $10,000. Not
surprisingly, few agricultural producers receive TAA.To blunt oppo-
sition to future trade liberalization, agricultural interests must
find it easier and more rewarding to receive compensation. Because
many agribusiness owners are quite wealthy—sugar plantation own-
ers, to name one example—this step could look bad politically. Yet
from a free trade perspective, offering lucrative benefits in the short
term to liberalize the most protected sectors makes sense.

It is also possible to advocate a free trade orientation while main-
taining a more jaundiced view of certain aspects of the TAA pro-
gram. Although TAA can move trade expansion closer to a
win-win arrangement, questions can be raised regarding the
extent to which these kinds of insurance policies should be imple-
mented—or should be prioritized for trade-affected workers.
Economic analyses of unemployment insurance programs demon-
strate that when the monetary benefits or duration of those pro-
grams increase, so does the average duration of unemployment for
affected workers. Increasing the duration of unemployment can
have debilitating effects on earning potential; one study found that
a 10 percent increase in the length of unemployment reduces the
post-unemployment wage by 1 percent. Another study compared
the pre-2002 TAA program to other unemployment insurance pro-
grams and found that the added benefits of TAA had no effect on
post-unemployment wages. More generally, trade insurance pro-
grams can distort the market signals that differences in wages and
employment stability are supposed to send.

It is a distinct possibility that the government would receive greater
returns on policies that maximize economic growth and employ-
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ment than on policies that specifically target trade-displaced
workers. During the 1990s, the implementation of NAFTA and
the Uruguay round of trade negotiations undeniably increased the
number of jobs lost due to import competition.The economic boom
of that decade, however, generated so many new job opportuni-
ties that the trade-related employment losses looked trivial by com-
parison.

This approach would therefore recommend a series of growth
policies designed to capitalize on the opportunities generated
from a more open global economy. Prudent macroeconomic poli-
cies, low tax burdens, business-friendly immigration policies, and
a greater willingness to fund public goods for emerging sectors would
be the obvious steps to take.The higher the rate of economic growth,
the less concern there will be about income redistribution.

The funding of basic research and education would be partic-
ularly useful in boosting growth. At present Japan and South
Korea spend more on R&D as a percentage of GDP than the Unit-
ed States. Although public spending on R&D is scheduled to increase
in the United States, government funds are concentrated in
defense and homeland security. Those sectors are undeniably
important, but the focus on them has caused funding levels for all
other R&D programs to be flat or declining. Basic research fund-
ed by the government complements applied R&D funded by the
private sector.The more that the U.S. government spends on basic
research and higher education, the greater the incentive private firms
will have to invest in innovative activities. Ensuring robust research
programs in leading-edge sectors would promote greater innovation,
as well as ensure that American universities and colleges remain
centers of comparative research excellence.Your plan to double spend-
ing in the federal agencies that support basic research programs
in the physical sciences and engineering—as part of your Com-
petitiveness Initiative—is a good first step in this direction.
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CONCLUSION

Trade disproportionately harms low-wage workers and the trad-
able sectors that employ them. While trade expansion can increase
both unemployment and job turnover, and lower wages, its effect
should not be exaggerated; compared to the effects of other
macroeconomic shocks, trade’s effects are small. The existing
TAA program is a good first step toward addressing the distrib-
ution questions, but other policy reforms are available to ensure
that trade expansion can be a win-win arrangement for all 
Americans.
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WHITE PAPER D: THE MULTIPLE TRACKS OF
TRADE DIPLOMACY

A BRIEF HISTORY

In recent decades, the United States has pursued trade expansion
through multilateral, regional, bilateral, and unilateral tracks.
Since World War II, the United States has made a multilateral trade
agenda its top priority.The United States was the undisputed leader
in launching the modern trading system.The initial rounds of GATT
eliminated many quantitative restrictions and established MFN
status—the principle that any trade concessions extended to one
signatory must be extended to all signatories. The other impor-
tant concept behind GATT was national treatment—the idea that
once an imported good enters a country, it is subject to the exact
same treatment as domestically produced goods with regard to tax-
ation, regulation, and distribution.

These two nondiscriminatory principles are at the core of the
multilateral trade agenda. In the five and a half decades since GATT
was signed, successive rounds of negotiations led to drastic reduc-
tions in tariffs, the curtailment of nontariff barriers, and the cre-
ation of the WTO and its dispute-resolution process for adjudicating
trade conflicts.

These multilateral efforts have yielded significant achieve-
ments. In 1947, the average tariff rate was approximately 40 per-
cent of a traded good’s value; at the start of the Doha round of WTO
negotiations that figure was less than 4 percent.The WTO’s dis-
pute-resolution system has decided more cases in the first eight
years of its existence than the GATT system handled over its fifty-
year life span. The United States has been a big winner from the
dispute-resolution process, winning concessions in more than 60
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percent of the complaints it has initiated. The GATT/WTO
regime has presided over a massive increase in merchandise trade
over the past half-century.

U.S. interest in bilateral and regional trade agreements is com-
paratively more recent. The United States reached its first bilat-
eral free trade agreement with Israel in 1985.The Canada-U.S. Free
Trade Agreement (CUSTA) was approved in 1988. The first
regional trade agreement came with the passage of NAFTA in 1993.
Pledges soon followed to complete a Free Trade Area of the
Americas by 2005 and to liberalize trade among the members of
the Asia-Pacific Economic Cooperation (APEC) forum by 2020.
More recently, the Central American Free Trade Agreement was
ratified in the summer of 2005, and regional FTAs have been pro-
posed with southern Africa and the greater Middle East. In the
past five years, the number of bilateral FTAs has dramatically increased,
with the United States reaching agreements with Jordan, Chile,
Singapore,Australia,Morocco,Bahrain,Oman,and Peru.The Nation-
al Association of Manufacturers estimates that nearly half of all
U.S. exports go to FTA partners.

Before World War II, the United States relied on unilateral mea-
sures to advance its trading interests. Although the tariff has
receded as a policy tool, the United States still has several unilat-
eral instruments available to it: Section 301 of U.S. trade law per-
mits the USTR to threaten and implement sanctions against
countries that restrict U.S. exports.To deal with foreign firms that
receive government subsidies or price their wares below market prices,
the United States can assess countervailing and antidumping
duties on the relevant goods. On the regulatory side, the United
States has a number of sector-specific laws that can ban foreign
imports from countries that violate regulatory standards. The
International Emergency Economic Powers Act (IEEPA) empow-
ers the president to employ economic sanctions against any coun-
try perceived to be a threat to national security (although that measure
has never been used to advance the trade agenda). Many of these
unilateral policy options appear designed to reduce trade flows, but
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the most obvious unilateral move to advance free trade is to
reduce U.S. barriers to imports from other countries.The African
Growth and Opportunity Act (AGOA) is one example of this phe-
nomenon.

ARE THE NEGOTIATION TRACKS COMPLEMENTARY?

Prioritizing one negotiation track over another implies a trade-off
between the different approaches, although there does not always
have to be a trade-off. The U.S. government has successfully
used unilateral, bilateral, and regional trade diplomacy as bargaining
tactics to convince other parties of its willingness to walk away from
the negotiation table unless it received certain concessions. When
the Uruguay round of GATT talks bogged down, the Reagan and
first Bush administrations devoted greater attention to regional deals
with Canada and Mexico and escalated the use of unilateral mea-
sures such as Section 301. These threats proved useful in steering
the Uruguay round toward an outcome that benefited American
interests.

Regional and bilateral FTAs spur action on the multilateral front
only when the proposed FTAs represent a credible example of sub-
stantial trade benefits for the United States. CUSTA and NAFTA
were credible because the large market size and geographic prox-
imity of Canada and Mexico made them natural trading partners
with the United States. At this juncture, only the FTAA would
generate a comparable level of credibility for the United States vis-
à-vis other WTO participants—and these negotiations are cur-
rently bogged down. Beyond the FTAA, it would be difficult to
describe the existing regional and multilateral tracks of trade
negotiations as complementary. The relationship between the
unilateral and multilateral tracks is similar.
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THE ADVANTAGES OF THE MULTILATERAL TRACK

The advantages of focusing U.S. efforts on trade liberalization through
the WTO are considerable. First and foremost are the econom-
ic benefits that come from liberalization under the WTO rubric.
Because all of the major trading states are members of the WTO,
the benefits from liberalization in that context would be consid-
erable. In contrast, the effects of trade liberalization with coun-
tries targeted for bilateral FTAs are anticipated to be small. Many
of the other candidate FTA countries on the list, such as the Unit-
ed Arab Emirates, would have a minimal effect on the American
economy.

The WTO’s enhanced dispute-resolution process is another rea-
son to push for liberalization in the multilateral venue. In contrast
to the old GATT regime—in which any member country, includ-
ing those involved in the trade dispute, could veto any recommended
enforcement action—the current dispute-resolution process has
greater autonomy in authorizing punishment for violating coun-
tries. The creation of the Appellate Body provides a useful layer
of review that increases legitimacy for and confidence in the
institution. The relative speed with which the dispute-resolution
panels can issue decisions is another advantage of the WTO
process. The efficiency of the process has improved to the point
where a high percentage of cases are completed without appeal.
In its first decade of existence, the WTO process has reviewed more
than 325 complaints, a much higher rate than in the GATT era.

The enhanced dispute-resolution process, the expertise of
WTO officials, and the accumulation of legal precedents gener-
ated from panel rulings has endowed the WTO with significant
legal authority over trade matters. Statistical analyses of Ameri-
can trade disputes reveal that a favorable WTO panel ruling
vastly increases the likelihood that a trading partner will make the
desired concessions.That is true regardless of whether trade sanc-
tions are threatened inside or outside the WTO process. In terms
of the major U.S. trading partners, this finding holds with par-
ticular force with regard to Japan. (Panel rulings have had less impact
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on the European Union.) The ability of the WTO to ensure
national compliance with trade rules and regulations has been of
considerable benefit to the United States. The progress that has
been made in getting other countries to enforce IPR would not
have taken place without the backing of the WTO.

The WTO’s legitimacy among foreign governments will prove
to be useful as the organization continues to tackle trade-related
issues beyond the scope of tariffs and quotas. There are a num-
ber of barriers pertaining to trade policy that the WTO is only 
beginning to tackle: trade in financial services, procurement reg-
ulations, investment-related issues, and the movement of service
professionals across borders. All of these issues affect industries
in which the United States possesses a comparative advantage, and
thus further progress on these fronts would be a boon for the Amer-
ican economy.

Finally, there are two foreign policy motivations for pushing greater
trade liberalization through the WTO process.The first is to cor-
rect the perception—deserved or not—of the United States as a
“rogue superpower” since the September 11, 2001, terrorist attacks.
For the United States, the WTO represents the ideal type of mul-
tilateralism: an institution run by member governments that pro-
motes clearly articulated norms and the vigorous enforcement of
those norms. It is in the U.S. national interest to reward those inter-
national organizations that best reflect these American principles.

The second political reason is to send the necessary signal to
non-WTO members about the value of membership. Although
the WTO currently has 148 members, many countries have yet to
be granted membership.These governments include the Russian
Federation, Vietnam, Ukraine, Iran, Serbia, Libya, and Kaza-
khstan. U.S. interests with regard to all of these countries would
be better served with a greater respect for the rule of law. At the
present moment, all of these countries have signaled a willingness
to make significant concessions for WTO admission. If the Unit-
ed States were to deemphasize its paramount commitment to the
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organization, these countries would be less likely to take steps toward
promoting the rule of law.

THE DRAWBACKS OF MULTILATERALISM

The WTO-first option also has significant drawbacks.The most
obvious problem is the rising transaction costs of each WTO round
of negotiations. As Table 6 indicates, over the past forty years each
successive round of GATT/WTO trade talks has taken longer to
complete.The Uruguay round took seven years from start to fin-
ish—and during that time, NAFTA was proposed, negotiated, and
ratified. The Uruguay agreement produced 26,000 pages of
treaties, codicils, and national agreements. After five years, Doha
is at a standstill.

There are three significant reasons for the growing difficulties
with WTO negotiations.The first is the robust increase in the num-
ber of WTO signatory parties. It is simply easier to get 13 states
to agree on anything than it is to get 148 to do the same. At a min-
imum, the costs of communication have dramatically increased.

More importantly, the number of actively participating coun-
tries has increased. Up to and including the Uruguay round, the
chief negotiating parties in the GATT/WTO process were the
so-called Quad—the United States, the European Community,
Japan, and Canada. In theory, GATT operated on a consensus-
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based decision-making system. In fact, when the Quad reached
agreement, its consensus was dictated to the rest of the world.

In the Doha round, however, China, India, and Brazil creat-
ed their own negotiating bloc. African countries exercised their
voice as well. These new players helped to sabotage the Cancun
ministerial meeting in the fall of 2003. There are several reasons
to believe that this bloc of developing countries will impose seri-
ous constraints on advancing American interests within the
WTO.The sheer number of developing countries gives them effec-
tive veto power in any international organization that operates by
consensus.The larger developing countries have much greater mar-
ket power than they did thirty years ago, and these economies all
have dramatically higher growth rates than the United States, mak-
ing it impossible to ignore their negotiating positions. The out-
come of the Uruguay round has also made these countries wary
about agreeing to further concessions. Although the developed world
was able to create an IPR regime that began operating immedi-
ately after the Uruguay round was ratified, the concessions on agri-
culture and textiles were back-loaded and are only now being
implemented.

These countries are also wary about the resource implications
of compliance with new WTO obligations. Developed countries
have proposed that WTO rules should be extended to cover
investment, procurement, and antitrust policy. As with IPR, these
issues actually require an expansion of government regulation
and supervision of economic activity. While liberalization on
these fronts will generate long-run gains for all participating
countries, there are short-term costs for governments in the devel-
oping world. Even for large developing countries, the opportunity
costs of training and staffing competent bureaucracies on arcane
regulations is formidable.

Liberalizing the exchange of services—an important goal for
the United States—will also pose problems for the WTO. As pre-
viously discussed in White Paper B of this report, the ability to
trade in services such as telecommunications, finance, construc-
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tion, education, and business processing is a comparatively recent
phenomenon.The barriers to exchange in these areas do not take
the traditional form of tariffs; they appear more commonly as domes-
tic regulations. Altering domestic regulations carries greater polit-
ical costs than do tariff reductions. Developing countries also see
little incentive in liberalizing these sectors, because the United States
and the European Union possess an overwhelming comparative
advantage in many of these services (although the rise of offshore
outsourcing may create such an incentive).

The negotiating structure of the General Agreement on Trade
in Services (GATS) also makes liberalization in this arena less like-
ly. Because the bottom-up, voluntary scheduling of GATS con-
cessions by WTO members allows governments to set their own
schedule for liberalization without any preset timetable, the pace
of liberalization has lagged. In the Doha round’s first four years,
more than forty countries did not make any offer to open up their
markets to foreign service providers. Furthermore, the procedur-
al format of the talks—a series of bilateral requests and offers between
service exporters and importers—acts as an additional brake on
progress. The service talks use a “negative-list” approach to lib-
eralization, in which national sectors are considered closed to
foreign competition unless the government proposes them for lib-
eralization.This format generates less liberalization than “positive-
list” approaches, in which protected sectors are the exception
rather than the rule.

The final cost of the WTO approach is the domestic political
effort required for its success. While presidential TPA is useful for
regional and bilateral trade negotiations, it is absolutely essential
to move forward in the WTO. Securing this authority produced
a difficult floor fight in Congress the last time it came up in 2001
and 2002. Public attitudes toward trade expansion have soured since
then. Once the authority expires in 2007, reauthorization will be
another uphill climb.
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THE ADVANTAGES OF REGIONAL AND BILATERAL APPROACHES

There are strong arguments in favor of the regional and bilater-
al approaches. It is worth remembering that although global
trade liberalization took place via the multilateral route in the twen-
tieth century, liberalization happened through the bilateral route
in the nineteenth century.The 1860 Cobden-Chevalier Treaty between
the United Kingdom and France triggered a cascade effect among
the governments of that era. Other governments, concerned with
being left out of the benefits from that treaty, signed bilateral trade
deals containing MFN clauses. The result was a reinforcing
process of competitive liberalization, as each country secured
preferential access with the major trading states.That process pro-
vided the foundation for the open global economy in the late 1800s.
A case can be made that a similar process is under way today, as
the United States, Japan, and China try to catch up to the Euro-
pean Union’s plethora of regional and bilateral trade accords.

One way the current era differs from the nineteenth century
is the absence of an MFN clause in modern preferential trade agree-
ments. That slows but does not stop the current process of liber-
alization. The political economy of trade diversion still generates
competitive incentives for a growth in FTAs. Producer groups in
the United States that lose out because of trade diversion to other
countries participating in FTAs will actively lobby for the Unit-
ed States to sign additional FTAs—which can be negotiated
more quickly than a WTO round. For a concrete example, Cana-
da implemented an FTA with Costa Rica in 2003, obtaining
from Costa Rica an expanding zero-tariff quota that permits an
increasing number of frozen french fries to enter Costa Rica
from Canada duty-free. At the same time, pre-CAFTA U.S.
tariffs on Costa Rican frozen fries remained at the WTO bound
rate of 40 percent. That led U.S. potato growers and processors
to advocate forcefully for the CAFTA negotiations as a way to restore
their competitive balance vis-à-vis Canada.

Bilateral and regional trade agreements also afford the Unit-
ed States much greater bargaining power than the WTO process.
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Within the WTO, the European Union possesses comparable eco-
nomic size and bargaining power. The norm of consensus deci-
sion-making acts as another constraint on U.S. influence.The countries
targeted for FTAs with the United States are all much smaller. For
these countries, guaranteeing preferential access to the American
market is a significant achievement. They are therefore more
willing to accede to American requests during the negotiation process.
It gives the United States an opportunity to expand trade beyond
goods to include services and investment—a process that would
prove more difficult in the WTO. For example, recent FTAs
carry more stringent protections for IPR than currently exist in
the TRIPS regime.

There are additional political reasons to pursue the regional and
bilateral track.The power asymmetry vis-à-vis candidate FTA coun-
tries allows the United States to pursue noneconomic aims as well.
For example, recent FTAs have included arrangements or accords
to enforce labor and environmental standards, promote anticor-
ruption policies, and encourage democratization. Some critics
have argued that these arrangements are merely window dressing,
but academic studies suggest that the agreements can have an appre-
ciable impact on the policy choices of our FTA partners. Noneco-
nomic aspects of FTAs have also made it easier to ensure
congressional ratification. At the same time, the prospect of a pref-
erential trading arrangement with the United States is a power-
ful reward for loyal allies.

The aforementioned significance of regulation as a residual
barrier to trade provides another incentive for regional and bilat-
eral trade diplomacy. For the most part, the European Union
prefers more stringent regulatory standards when it comes to pro-
duction processes.This stringency has been reflected in trade issues
ranging from GM foods to data privacy. Each preferential trading
agreement the European Union signs is another means through which
it can expand its regulatory bloc. One way for the United States to
ensure that its own regulatory standards remain viable and visible
in the global economy is to expand its number of FTA partners.
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THE DRAWBACKS OF REGIONALISM AND BILATERALISM

The economic and political disadvantages to pursuing the region-
al and bilateral route must be acknowledged. Beyond the FTAA,
the direct economic advantages from the proposed list of FTAs
are small.Table 7 lists the candidate FTA countries and where they
rank in terms of their volume of trade with the United States.The
economic gain from successful liberalization via the WTO process
would be much greater than the combined effect from these

Table 7: Candidate FTA Countries and Their Volume of Trade with the United States

Agreement Country

Trade Volume
with

United States
($ Million) Rank

Percent of
Total

U.S. Trade

Bilateral FTA Malaysia 44,154 10 1.715
Panama 2,496 64 0.097
South Korea 71,450 7 2.775
Thailand 27,126 19 1.053
United Arab Emirates 9,946 35 0.386

Andean FTA Colombia 14,261 31 0.554
Ecuador 7,738 45 0.300

FTAA Antigua & Barbuda 194 134 0.008
Argentina 8,672 43 0.337
Bahamas 2,469 65 0.096
Barbados 425 110 0.016
Belize 315 121 0.012
Bolivia 512 104 0.020
Brazil 39,782 14 1.545
Dominica 65 166 0.003
Grenada 88 159 0.003
Guyana 295 122 0.011
Haiti 1,135 85 0.044
Jamaica 2,078 67 0.080
Paraguay 947 91 0.037
Saint Kitts & Nevis 144 146 0.006
Saint Lucia 167 140 0.006
Saint Vincent &
Grenadines 61 167 0.002
Suriname 409 111 0.016
Trinidad & Tobago 9,320 39 0.362
Uruguay 1,087 87 0.042
Venezuela 40,373 13 1.568

SACU FTA Botswana 246 128 0.010
Lesotho 408 112 0.016
Namibia 243 129 0.009
South Africa 9,747 36 0.378
Swaziland 211 131 0.008
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FTAs. A proper FTAA would be a significant gain, but the cur-
rent status of FTAA negotiations makes this desired outcome high-
ly unlikely. Brazilian resistance to the original goal of a binding
FTAA with wide scope has converted the aim of the negotiations
into a much less ambitious “FTAA lite.” Under the new arrange-
ment, FTAA members can choose to opt in or out of various parts
of the agreement, putting a damper on hemispheric integration.

Another drawback of the regional and bilateral approach is that
the United States is far behind the European Union on this track
of negotiations. The European Union has actively pursued a
regional and bilateral agenda for the past decade. As of 2005, the
European Union had signed some kind of preferential trading agree-
ment with all but nine trading partners (Australia, Canada, Hong
Kong, Japan, New Zealand, Singapore, South Korea, Taiwan,
and the United States).American FTAs are much more comprehensive
than European trade agreements; nevertheless, the United States
has significant ground to make up in order to be on a par with the
European Union.

It could be argued that the race for FTAs will achieve an open
trading system by other means. Indeed, the American pursuit of
such deals has spurred other countries—such as Japan and China—
to begin to pursue such negotiations. However, none of these pro-
posed FTAs has the MFN principle embedded within them.
Therefore, in contrast to the previous era of globalization, genuine
trade expansion can take place only if every country in the world
signs an FTA with every other country. Because of the fears of los-
ing out from trade diversion, most developing countries with
small markets will still have an incentive to negotiate such deals.
Nevertheless, the regulatory and noneconomic structures that
are contained in modern FTAs will impose significant delays on
this outcome.

The likely outcome of allowing the unchecked proliferation of
preferential trading agreements would be a world in which most
countries would have some form of FTA with the major trading
powers—the European Union, the United States, Japan, and
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China. These agreements, however, would likely be riddled with
more exceptions than a standard WTO round would permit. It
is doubtful that any of the major trading states would have pref-
erential trading agreements with one another. It is likely that
such a regime would retard trade liberalization between developing
countries. Economic analyses conclude that the global econom-
ic benefits from such a scenario are smaller by several orders of mag-
nitude than the benefits to be achieved by completion of the
Doha round.

The regional and bilateral approach also poses a threat to the
integrity and future of the WTO. The proliferation of FTAs
undermines the nondiscriminatory MFN principle that is at the
core of the WTO. GATT’s Article XXIV does permit the creation
of FTAs or customs unions that liberalize trade beyond WTO arrange-
ments. The current understanding of Article XXIV in the origi-
nal GATT is that “the purpose of such agreements should be to
facilitate trade between the constituent territories and not to raise
barriers to the trade of other Members with such territories; and
that in their formation or enlargement the parties to them should
to the greatest possible extent avoid creating adverse effects on the
trade of other Members.” Because many FTAs generate added reg-
ulatory burdens on outside parties, and because FTAs can gen-
erate as much trade diversion as trade creation, there are legal grounds
for WTO members to lodge a complaint challenging one of
these FTAs.

A related problem with the regional and bilateral approach is
the political signal it sends. If the United States indicates that it
will bestow more attention on reaching FTAs than on restoring
the Doha round and planning for further liberalization in the WTO,
then other countries will lose faith in the multilateral track of nego-
tiations. In early 2005, a WTO consultative report concluded
that “the ‘spaghetti bowl’ of customs unions, common markets, region-
al and bilateral free trade areas, preferences, and an endless assort-
ment of miscellaneous trade deals has almost reached the point
where MFN treatment is exceptional treatment. . . . [T]he term
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might now be better defined as LFN, Least Favored Nation
Treatment.” A decline in respect for the WTO would have
calamitous consequences for American trade policy. The rigor of
the dispute-resolution mechanism and the past rounds of successful
tariff liberalization have netted significant economic benefits for
the United States. Simply put, the United States has too much invest-
ed in the WTO simply to walk away from it.

THE ADVANTAGES OF UNILATERALISM

The advantages of the unilateral approach are simple and direct.
The biggest plus of unilateralism is that when it works, the gains
are tangible and the domestic political costs are minimal.The clout
of the American economy commands so much influence that
often the threat of trade sanctions is sufficient to cut through a diplo-
matic impasse. If the United States can wield its market power as
a means of extracting trade concessions, then it can force other coun-
tries into lowering their trade barriers without having to make rec-
iprocal concessions. When the threat of economic sanctions
works, sanctions never need to be implemented because the Unit-
ed States can extract the trade concession it seeks short of taking
action against the country in question. When used against coun-
tries that depend on the American export market, such a threat
can generate improved access for U.S. exporters. In the past, the
threat and implementation of unilateral economic sanctions has
pushed countries to boost protection of IPR, respect the ocean envi-
ronment, and demonstrate greater respect for labor unions.

The current moment offers the United States an excellent
opportunity to exploit its unilateral option. Prior analyses show
that when a country runs a sizable trade surplus with the United
States, it is more likely to make substantive concessions in the face
of economic pressure. Given the large trade surpluses that many
countries currently run with the United States, more pressure may
yield more liberalization.
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Unilateral measures can also indirectly lead to progress on lib-
eralization.The threat of sanctions forces other major trading states
to recalculate the costs of delaying the Doha round of the WTO—
just as the use of Section 301 in the late 1980s spurred progress in
the Uruguay round. Unilaterally, the United States can also make
liberalizing gestures that have little effect on the trade balance but
serve foreign policy and development interests. For example, uni-
laterally reducing barriers to sub-Saharan African imports beyond
the AGOA has little effect on aggregate trade flows but is seen
as a symbol of American generosity toward an entire continent.

A final advantage of pursuing this route of trade diplomacy is
that, compared to the multilateral and regional tracks, Congress
is required to do very little. The only thing it must do is support
the Super 301 process, which requires the USTR to issue an
annual report on barriers to U.S. exports and establish specific timeta-
bles toward the elimination of such barriers. Super 301 authority
lapsed in 2002 and requires congressional reauthorization.The sen-
timent underlying Super 301 resonates with an American public
convinced that other countries are exploiting U.S. economic
openness—making this approach an easy political sell. Although
congressional resistance to the unilateral reduction of tariffs and
quotas for African goods might be slightly greater, opposition would
be more politically difficult if the move were framed as develop-
ment policy rather than as a question of trade politics.

THE DRAWBACKS OF UNILATERALISM

The disadvantages of the unilateral approach are equally clear. Uni-
lateral economic sanctions are of limited use against the very
countries that would have the greatest impact on the U.S. export-
ing base.The European Union’s market size is comparable to that
of the United States—and the threat of sanctions has historical-
ly had little effect on the European Union’s trade diplomacy.The
repeated use of Section 301 against Japan has inured that coun-
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try against the threat of sanctions. China’s trade surplus with the
United States provides some leverage, but China’s geopolitical posi-
tion renders it a very unlikely candidate to make concessions in
the face of economic threats. This leaves very few significant
trading countries to receive the brunt of U.S. economic pressure.
A deeper problem with the unilateral approach is that, on its
own, it is incapable of generating a great deal of trade expansion.
At best, the unilateral approach can ensure that other countries
live up to their obligations under the WTO and the GSP that the
United States grants to developing-country members of the
WTO. This approach can do little to force liberalization beyond
that point.

Unilateralism can also lead to more market distortions rather
than greater liberalization. Consider the case of auto imports
from Japan in the early 1980s.The response to U.S. threats to restrict
imports unilaterally was an agreement among Japanese auto pro-
ducers to engage in voluntary export restraints (VERs). The
VERs had a number of bad economic effects.They reduced price
competition, making it more expensive for Americans to buy
cars. They accelerated the ability of Japanese producers to catch
up to their American counterparts, as Japanese producers shift-
ed production from economy to luxury autos, cutting into U.S. man-
ufacturers’ profit margins more quickly than if VERs had not been
imposed. In the end, there was only one group of net beneficia-
ries from the VER arrangement: Japanese auto producers.

Finally, the unilateral track would also jeopardize U.S. invest-
ments in the WTO framework. As with the bilateral and region-
al tracks, unilateral action undercuts the WTO’s legitimacy and
alters other countries’ expectations about the WTO’s value for the
future.The foreign policy ramifications of repeatedly threatening
countries with sanctions would also generate negative conse-
quences in other arenas of foreign policy. Our failure to increase
quotas for Pakistani textile exports during a critical phase of
Operation Enduring Freedom in Afghanistan is but one exam-
ple of the way that protectionism can negatively affect national secu-
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rity. Largesse in Africa would not offset the ill will that U.S.
sanctions would threaten to create along the Pacific Rim.

CONCLUSION

The trade-offs among the multilateral, regional, bilateral, and
unilateral approaches to trade are clear.The multilateral approach
via the WTO would lead to drawn-out and difficult negotiations
across a wide range of issues. Furthermore, significant political cap-
ital would have to be spent to ensure congressional support. Suc-
cessful negotiations in the WTO format, however, would lock in
significant economic benefits for the United States.The push for
regional and bilateral FTAs would generate more immediate and
tangible successes on the trade front. The noneconomic benefits
from this approach—in the form of rewarding allies and advanc-
ing American regulatory concerns—would also be significant.
Yet the economic impact of the regional and bilateral approach would
be considerably less, and in the long run would threaten to under-
cut the hard-won gains achieved at the WTO.The unilateral approach
potentially allows the United States to extract trade concessions
without having to reciprocate in kind. The cost of this approach,
however, subsumes the costs of the regional and bilateral approach
and also raises larger foreign policy concerns.
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“ Without taking sides, Drezner masterfully lays out the big trade policy
choices facing any president. The critical choices are not between extremes—
Smoot-Hawley versus global utopia. Rather they are matters of emphasis in
a middle range, and Drezner expertly dramatizes the Oval Office debate
before presidential policy gets translated into political sound bites.”

—GARY CLYDE HUFBAUER, 
Reginald Jones Senior Fellow, Institute for International Economics

“Daniel Drezner offers a lucid and comprehensive analysis of U.S. options
for WTO trade negotiations and related economic policy issues.”

—KENNETH DAM, Max Pam Professor Emeritus of American 
and Foreign Law, University of Chicago Law School   

Trade is an issue of growing importance that lies at the inter-
section of two of the biggest concerns facing the American
people: the economy and foreign policy. Today, trade policy

affects more issues on the U.S. political agenda than ever before; at
the same time, the decisions Washington makes have a great impact
on the United States and the world. 

This book, in the form of a memorandum to the president, 
suggests two distinct approaches the United States could take on
trade policy. The first approach—“Free Trade”—argues that American
prosperity and security are best served by aggressively seeking to
lower trade barriers, even if it means that some industries lose out.
The second approach—“Fair Trade”—contends that the economic
benefits of freer trade are overstated and that the U.S. government
should slow or even halt efforts to lower trade barriers in order to pro-
mote goals such as community stability and income security. The
policy options in this book are accompanied by four white papers
that examine the major issues in the trade debate and explore the
relevant challenges in greater detail. 
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