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ABSTRACT

As the world economy is now facing structural changes and
recession unprecedented since the 1930s, trade protectionism has
begun to re-emerge. Tariff trade barriers, after several rounds of
GATT negotiation, are no longer a serious concern. Rather, it is the
use of non-tariff trade barriers that threatens the world trading
order. This thesis examines the legal problems involved in the use of
the most commonly employed non-tariff trade  barriers. The
concentration is on dumping/ antidumping, subsidy/ antisubsidy,
emergency  safeguard actions against imports, voluntary export
restriants (VERs), and the Multifiber Arrangements (MFA). Dumping and
subsidy are commonly termed as unfair trade practices, although the
element of unfairness 1in these practices 1is subject to much
controversy. The emergency safeguard regimg under Article XIX of the
General Agreement on Tariff and Trade (GATT), VERs, and the MFA
present various modes of safeguard actions.

The thesis comprises three parts. Part One investigates the
current state of world economy. Chapter I examines the impacts of
structural changes and recession on the functions of three main
international economic organizations, the GATT, the International
Monetary Funds, and the United Nations Conference on Trade and
Development. Chapter II 1looks into the classic free trade theory and
the emergence of new sources of comparative advantages. Emphasis is on
how the changing pattern of comparative advantage affect the world
economy and trading relations. Current trade conflicts and their
solutions are discussed in Chapter III with special emphasis on the
various use of non-tariff trade barriers.

Part Two, the main part of this thesis, concentrates on the legal



analysis of those issues mentioned above. International law, mainly
the GATT, as well as national implementing legislation and actual
practices 1s dinvestigated. Economic analysis is used to facilitate
legal discussions.

Part Three, the concluding part of the thesis, has two
chapters. Chapter I examines how politics in time of economic
hardship affects the making and application of trade laws, and how far
the current legal regimes regarding unfair trade practices and
safeguard actions depart from the goal of global efficiency. Chapter
II, in an attempt to search for the least distortive and politically
viable way to improve the current legal order in international trade,
discusses and comments on specific proposals made by Professor Barcelo
of the Cornell University, Professor Lowenfeld of the New York
University, and Dr. Hindley of the London School of Economics.

Finally, the candidate puts forwards her own proposal.
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Introduction

Law and International Trade

The primary aim of human economic activities is to create wealth
which in turn improves the quality of life. Behind such a simple aim,
there are more complicated problems. How should these economic activi-
ties be managed in order to produce the maximum wealth? How should the
wealth thus created bé distributed? How and to what extent should the aim
of maximizing wealth be reconciled with other values of human societies?
Most importantly, how should law be designed to reflect the solutions to
these problems?

These problems are ]esscomﬁlicated and less difficult to solve in
the domestic context. Residents within a national boundary may have a
greater consensus on production and distribution patterns and on non-
economic values. National governments may according to the cousensus
manage domestic activities by means of various legislations and regula-
tions. Meanwhile, non-legal means can also be employed to remedy the
deficiency of law. For instance, antitrust law may reflect the consensus
that vigorous competition in the marketplace may maximize a nation's
wealth through efficient allocation of resources. However, there may
also be a preference that small businesses shall be protected nc matter
whether they can produce more efficiently than large companies. Thus,
there are regulations aimed at restricting large companies to use their
market powers improperly in competiting with small companies, such as
the prohibition on using high profits reaped in one market to subsidize
sales in another market, or using monopolistic buying power to buy materials
at not-cost-justified low prices. Income tax legislation can be used as
a means of income distribution. A government can even create social pro-

grammes to assist those who are less able to make a living under the eco-



nomic system preferred by the majority of the nation.

In the international context, things are different. There is no
such international government which is so powerful as national govern-
ments, in so far as management of economic activities is concerned.
International consensus is not reflected in international legislation
but in customs, treaties, and common interpretation of a specific issue.
There are the sources of the so—called "international law".

What is the international consensus on the means of maximizing
world income? The free trade theory, accepted by most of the trading
nations, teaches that world income can be maximized only when there are
free flows of goods, services, and capitals among nations. This is
because without the existence of trade barriers both production and
distribution of goods would only be governed by the law of comparative
advantage. Thus, the production of goods would be carried out by more
efficient producers who are able to produce more goods with less re-
sources. Meanwhile, a country can concentrate its resources on the
production where it is more powerful and hire the service where other
countries are more powerful. Through efficient allocation of resources,
there will be more goods for consumption at lower prices. The legal
principle of open door, first seen in centuries ago in bilateral trading
arrangements, is based on the rationale that free trade could maximize
economic welfare. In the bilateral context, the application of the
principle of open door means two parties to the arrangement wish to
increase the economic welfare of each other through opening markets
for goods from the other country. Residents of these two countries can
enjoy more economic welfare than no trade at all. In the multilateral
context, the application of the principle of open door means all the
countries participating in the arrangement would open their markets

to goods of whatever origins. Residents of all countries can enjoy



even more economic welfare than what can be generated through bilateral
application of the principle of open door.

Although absolute free trade can maximize world income, national
governments are equally, if not more, concerned about distribution
problem to which the theory of free trade fails to address. There is
no international government that can serve as the distributor of world
income. The problem éf how world income should be distributed is even
more difficult to tackle. The distribution problem is most acute to
those countries which,as exporters or importers, had some degree of mono-
poly power before liberalization from a trade-barrier-ridden world. This
is because these countries can by imposing import or export tariffs maxi-
mize their national welfare and trade liberalization would deprive them
of such revenue. With the existence of pre-liberalization monopoly power,
absolute free trade can be achieved only when there is an international
government which is powerful enough to discipline those countries reluc-
tant to give up their revenue from the use of optimum tariffs; or there
is an international arrangement for the transfer of wealth to those
countries to bribe or compensate for foregoing the revenue. Since both
are not achievable because of practical and political difficulties, a
method that can lead the world to a second-best position must be found.
The principle of reciprocity when applied in the trade liberalization
process, such as negotiation of tariff reduction, would lead countries
to a more liberal trade position. This means trade can be liberalized
to the extent that the economic advantage that a country gives and gains
in trade liberalization would be equal. Thus, for those relatively
weak monopoly powers, the application of the principle of reciprocity
could lead them to a position closer to free trade than what the prin-
ciple can achieve for countries with stronger monopoly power. This is

because they have less to lose in trade liberalization.
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Apart from the above mentioned case for reciprocity, there are other
reasons for reciprocity in terms of distribution of world income. Under
the classic free trade theory, a country could gain through trade libera-
lization from cheaper imports on the one hand,and better market access
for its exports on the other hand. Trade liberalization would therefore
have a positive effect on the country's economic welfare. The important
assumption is that the country can shift its resources out of the production
where foreign imports are cheaper, to the production where it has compa-
rative advantages, and the adjustment is always possible and smooth.
However, the assumption is only valid when the market is perfect and
there are enough outlets that can sufficiently absolve the resources
released from the inefficient production. The reality of the world is
that there rarely exists a perfect market and, because of the limits in
technological innovations and the development of more efficient produc-
tion pattern, it is difficult to find enough outlets where those resources
can be utilized. Moreover, some countries may be more capable of adjus-
ting to. changes in trade conditions in the liberalization process, and
some are less capable. It is therefore possible that some countries
will be the losers in trade  liberalization and have a negative gain
from it. Although there are other means to reverse a country's declining
trading position by reducing distortions in the marketplace and accelera-
ting adjustment process and the creation of new industries, countries
which foresee the danger of being a loser in trade liberalization would
prefer the incorporation of the principle of reciprocity in negotiations.
The principle therefore becomes a guarantee that a country's share of
world income would not be seriously deteriorated.

Suéh a principle is also important politically in the sense that

a government can avoid any need for changes in governmental exchange rate



or fiscal and monetary policy in response to a new trade imbalance.
Meanwhile, a national government would need the principle of reciprocity
to be included in trade liberalization, so that it is politically possible
for it to enter international commitments to open its domestic markets.
It can gain approval from its citizens by arguing that the suffering of
domestic citizens resulted from import competition would be offset by
the expansion in export sectors.

Other than the principle of reciprocity, the principle of equity
also plays an important role in the distribution of world income. The
principle of equity can frequently be seen in the developing countries'
argument for an equitable share of world income. The rationale for a
case of equity for developing countries is subtle and subject to various
interpretations, but it is commonly accepted that there shall be special
arrangements to give developing countries an equitable share of world
income which the operation of the world economic system fails to realize.
Various commodity agreements are aimed at maintaining commodity prices
in order to prevent developing countries' terms of trade from deterio-
rating. The Generalized System of Preference is designed to give deve-
loping countries a bigger share of world trade mainly through preferential
tariff treatment.

Another application of the principle of equity i1s the argument for
retaliation against foreign unfair trade practices. Government subsidies,
dumping, infrgéement of foreign patent or copyright and other practices
are considered as unfair means of international competition. Dumping
in most cases is not inconsistent with global efficiency, and subsidies
in some cases are non-distortive. Moreover, subsidies are sometimes
a . necessary instrument for government policies. However, it is often
argued that these practices are undesirable as they are in conflict with

the notion of fairness in doing business and therefore prevent the



importing country or other exporting countries from acquiring an equitable
share of world income. That dumping is an unfair trade practice is largely
derived from the argument that the dumper's ability to charge low prices
in the importing market is made possible by its monopolistic position
in his home market. This is because being a monopolist in his home market
the dumper is able to charge high prices in that market, and use the high
prices to subsidize low-price sales in the importing market. The root
of unfairness is therefore lies in the existence of imperfect market
structure of the exporting country,and exporters are supposely unjustified
in taking advantage from market imperfection. The same rationale applies
to subsidies. Government assistance to domestic sectors by fiscal means
is called subsidy. Such government assistance is considered as an arti-
ficial and therefore unfair comparative advantage. The use of the notion
of "fairness" in the case of dumping and subsidies as the basis for
equity is subject to much controversy. It is never clear how the term
"unfair" should be defined and there never exists a consensus in this
regard.

In addition to the above mentioned principles regarding the maxi-
mization of and distribution of world income , there are principles
that are primarily for the establishment of a framework for trade libera-
lization. They are the principle of non-discrimination and its further
application—--—- the most-favored-nation clause. If absolute free trade
is achievable, the principle of non-discrimination can certainly be
rationalized on economic grounds, because free trade is by definition
non-discriminatory. Since absolute free trade can not be achieved,
there is only legal meaning for such a principle. This is further
endorsed by the recent development which shows that the principle has

no basis whatsoever in arguments for the benefits of a liberal interna-



tional trade order.“ *1 The principle has aneconomic meaning only when

the world is totally free from trade barriers and the principle is used

to prevent the appearance of trade barriers resulted from discriminatory
measures. Hence, world production and trade patterns determingd by the

law of comparative advantages will not be disturbed by artificial advantages

or disadvantages created by discriminatory measures. However, the world
\ - .
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in reality is fér fromifrée of trade barriers. It is probable and very
likely that the scale and the speed of liberalization from a trade-—
barrier-ridden, as opposed to a barrier—free, world would be greater
without the application of the principle of nen-discrimination. Moreover,
if trade liberalization can lead.to a barrier-free world, the principle
will certainly have an economic meaning. However, aé mentioned previously,
because of the existence dfpre&ihaxﬂiﬂnﬁonnbmxnlypomﬂ3 fhedifference in
individﬁal countries' abilities in adjusting to changes in the liberali-
zation process, and the lack of .a.powerful international government to
serve as the distributor of worid income, absolute free trade is in
reality not achiveable}

The principle of non-discrimination is largely derived from the notion
of soverieignty equality which itself is a legal fiction. Such a legal
fiction is of particular importance in establishing a framework fof mana-
ging world economic relation, as it simplifies and therefore makes possi-
ble the weighing of each actor, i.e. each participating country in trade
liberalization. |

The MFN clause requires that a treatment granted to a specific trading
Partner in exchange for benefits received from it be applied to all other
trading Partners participating in a multilateral treaty. The clagéekalso
APPears in a bilateral tre;ty according to which each pafty to the treaty

eaty,

iSQ 3
bliged to grant the other party no less favorable treatment than what-



ever it grants to any third country. The MFN clause is particularly help-
ful in accelerating the process of tariff reduction. The clause when in-
corporated into a multilateral treaty is the best safeguard for those
weak participating parties against discrimination based on political or
economic strength of each party.

There may also be a principle of preference in a multilateral treaty
allowing exceptions to its MFN clause. The incorporation of such a princi-
ple may be for the reason that two or more participating parties to the
treaty wish to have a closer economic ties between them and grant preferen-
tial treatment to each other. The ultimate aim of such arrangement may be
more integratién, both economically and politically, between them.

The above mentioned principles are all incorporated into the post-war
multilateral trading system operating under the General Agreement on Tariffs
and Trade (GATT). The GATT was originally a multilateral treaty aimed at
reduction of trade barriers, mainly the tariff wall built up in the inter-
war economic slump. When the post-war trading community failed to esta-
blish an international organization for the management of world trade,
which covers a much wider spectrum of issues than reduction of trade
barriers, the GATT gradually expanded  from a treaty with narrower concern
to an organization in charge of nearly every aspect of world trade.

How are these principles applied under the GATT system? As the pri-
mary aim of the GATT is the liberalization of world trade, the principle
of open door is the basis for those fundamental GATT rules refraining .
contracting parties from the use of various trade barriers, such as import/
export quotas, and those invisible trade barriers in the import/export
administration, . e.g. imposing unreasonable quality control on import

goods. The principle also provides the underlying rationale for negoti-



ation on reduction of tariff barriers.

As to the principle of non-discrimination, there are GATT rules pro-
hibiting discriminatory customs practices including import charges and
duties, and requiring national treatment on taxation and regulations be
accorded to foreign imports. All import and export restrictions when
exceptionally permitted by the GATT rules shall be applied on a non-
discriminatory basis, except those which are discriminatory by nature,
such as antidumping and countervailing duties, and import control for
the reason of national security or public health and safety. An area
of special interest is the non-discriminatory application of safeguard
measures under Article XIX -of the GATT. The combined use of the principles
of non-discrimination and reciprocity is the best protection . of developing
countries' interest when facing safeguard action by an importing couairy.
We shall examine this issue further after the discussion of the principle
of reciprocity.

The principle of reciprocity is mainly used as the guiding principle
of negotiations on tariff reduction and regulations regarding the
use of non-tariff trade barriers. The application of the principle in
such a context is like this: the concessions a contracting party gives
to other parties would be reciprocated by the concessions it gains from
the latter. 1In the case of tariff reduction, there is no objective cri-
teria in determining whether reciprocity has been achieved. Rather, it
is the subjective satisfaction of each party participating in the nego-
tiation to serve as such. 1In the case of non-tariff negotiation, a party's
commitment to comply with the multilaterally agreed rules regarding the
use of non-tariff trade barriers would be reciprocated by the same commi-
tment from other parties. Reciproeity is also the: fundamental concept in

GATT litigations, because only those contracting parties whose'benefits



under the GATT are nullified or impaired by other parties' action or
inaction would have a cause of action against the latter. The basic
form of benefits under the GATT is the balance of economic advantages
that contracting parties have achieved in previous rounds of negotia-
tion. Balance of economic advantages is of course an application of
the principle of reciprocity.

As mentioned previously, the principle of reciprocity makes trade
liberalization-possible,because it provides a guarantee that a country's
terms of trade would not be seriously deteriorated as a result of trade
liberalization. However, its application also imposes limitation on the
extent to which trade can be liberalized. This is especially true in
the case of tariff reduction. Such limitations can be eased to a large
extent by MFN application of the negotiation result. This means the rate
of tariff reduction that two contracting parties has reached regarding a
specific product shall also be applied to all other countries participating
in the negotiation. Although reciprocity has been reached between the
first two parties, it is not necessarily so between either of the two
parties and other countries. Under such circumstances, reciprocity between
the first two parties and other parties is to be measured in approximation.
and presumed to have been accomplished. in the sense that the first two
parties can also enjory tariff reduction rates reached between other
parties.

The combined application of the principles of reciprocity and non-
discrimination in taking market safeguard action under Article XIX: goes
like this:yhen @ importing - country takes safeguard action to protect its
domestic industry from being seriously disrupted, it shall apply safegurd
measures non-discriminatorily among all imports and offer compensation to,

or be subject to retaliation from, exporting countries. Compensation or



retaliation under such circumstances is an application of the principle
of reciprocity. This is because by taking safeguard action through
increases in import tariffs or imposition of import quota, the importing
country impairs. the benefits that the exporting countries have paid for
by granting the importing country equivalent (theoretically) concessions
to exports from the importing country. Since the balance of advantage
is damaged by a safegﬁard action, the importing country should offer
compensation or. be subject to retaliation to attain:an equilibrium
position though at a different level. Since safeguard action is governed
by the principle of non-discrimination, compensation or retaliation is
to be applied to all the exporting ‘countries, and the cost of taking a
safeguard action would be a heavy burden to the importing country. Con-
sequently, the importing country may be deterred from abusing safeguard
actions. This is particularly important to.developing countries whose
exports of labour-intensive products are often the target of safeguard
actions by developed countries, and whose status as newcomers in the
marketplace often makes them being identified as the source of disrup-
tion in the importing markets.

As regards to the application of the principle of equity, the GATT
recognizes the need for granting special treatment to developing countries.
Developing countries are allowed to deviate temporarily from the general
restrictions of the GATT. Moreover, in order to improve their market
accesss and therefore increase their revenue from exports, the GATT
encourages developed countries to grant preferential tariff treatment -
to exports from developing countries. To facilitate such preferential
arrangements, the GATT allows developed: countries to depart from the
principle of non-discrimination in so far as exports from developing

countries are concerned. Meanwhile, the principle of reciprocity is



not applied in trade negotiation between developed and developing coun-
tries. Tariff concessions granted by developed countriesto developing
countries are not necessarily to be reciprocated by concessions from the
latter. Lieniencies are also granted to developing countries

in the regulation of non-tariff - trade barriers, while
developed countries are subject to the general rules. Use of non-tariff
trade barriers by developing countries would in many instances not be met
with counteractions or constitute a cause of actioncsfor other countries.

Dumping and subsidy practices are considered as "unfair" trade
practices and therefore contrary to the principle of equity. When they
cause material injury or threaten material injury to the domestic industry
of an importing country, they would be met with unilateral counteraction
by the importing country in the form of antidumping or countervailing
duties. Improper antidumping or countervailing duty administration,
however, is considered as a non-tariff trade barrier.

Preferential arrangement among a group of countries are allowed
in the case of customs unions and free trade areas. Pre-existing
economic ties, such as British Commonwealth group and colonial ties
between European and African countries,are allowed to continue as
the basis for preferential arrangements.

The substance and relative importance of the principles discussed
above would vary with changes in the world economy. What are the impacts
of structural changes in the world economy since the late: 1960s and the
current recession on the application of these principles? First, they
have imposed heavy pressure on the pursuit of trade liberalization,i.e.
they have prevented further, if not tightened, application of the princi-
ple of open door. The movement.of trade liberalization has been in a

static condition, and as the recession goes on and deepens, there gradually



emerged a reverse trend toward protectionism. Countries, who are
cyclical or secular losers in international competition, are reluctant
to keep their market open. The grievance from mass unemployment is so
great that national governments in particular, and citizens of these
nations in general, tend to neglect the benefit that they can gain from
free trade. This is so even in economic terms a country's benefit from
and cost of trade are étill in balance. Because the cost falls on a seg-
ment of the population and the benefit spreads across all segments, the
cost may appear, as the country perceives, greater than the benefit.
Moreover, what is politically important is the number of citizens that
are adversely affected by imports rather than the size of the cost.

In developed countries, the cost of trade mostly fails on those labour-
intensive manufacturing sectors and the benefit is however from exports
of high technology goods where much .less labour is needed. This, together
with the fact that the increase in consumer welfare is so wide-spread that
the gain from trade to each consumer may appear much less than the cost
to individuals in the import-compe®iting sectors, may make a government
prefer less unemployment at the expense of free trade, namely,a poorer
nation with less of its citizens unemployed.

There is also a tendency to change the meaning of reciprocity. As
mentioned previously, reciprocity in trade negotiation when applied
together with the MFN clause is to be measured in approximation. Under
such circumstances, reciprocity is only theoretically accomplished.How-
ever, in practical ‘sense; some countries may gain more and some .less under
such a negotiation pattern. This is because reciprocity is only in prac-
tical sense achieved between two countries, and either of them may not
be able to gain reciprocity with a third country. Even after the negoti-

ation pattern had been changed from country-by-country to across-the-



board; the situation remains. According to the across-the-board pattern,
all participating countries agree on a tariff reduction formula to be
applied to all goods from whatever source. Reciprocity is an abstract
concept under such circumstances, and in practical sense a country's

gain and-cost of trade with another country may be far:from equivalent.

Such application of the principle of reciprocity is.viewed:by secular

and cyclical loser countries as not an equitable way of distributing
benefit and cost of trade. They are instead tempted by the joint use

of the notion of over-all reciprocity and discriminatory treatment. This
means a country would give discriminatory treatment to imports from
different countries to ensure that the over-all advantages each of these
countries gains from the first country are equivalent to what it would
gain from each of them. Such application of the principle of reciprocity

g n

would greatly undermine the principle of MFN treatment and be disastrous
to the efforts toward free trade. Indeed, it may frustrate the whole
post-war multilateral trading system and replace it with a world of
bilateralism.

The joint use of the principles of reciprocity and non-discrimination
in the:case of market safeguard is under heavy pressure from protectionist
forces. As the need for safeguard action is increasing, countries find
such a joint use to be a barrier for them to practice protectionism.

In the recent Tokyo Round negotiations, some developed countries, nota-
blly the EEC, were:pressing hard for the removal of the non-discrimina-
tion restriction and the obligation of compensation. It is very likely
that in the Safeguard Code now pending negotiation there will be excep-
tions to the principle of non-discrimination and limitations on the
right of compensation or retaliation.

The principle of equity is in danger of being abused in the case



of retaliation against dumping and subsidy practices. As modern govern-
ments are more and more involved in domestic economic activities, govern-
ment intervention has become common. This is especially true in time of
structural changes and recession. Government assistance is necessary
to accelerate domestic ad;justment process to meet structural changes
or to slow down the pace of structural changes in order to minimize
the domestic dislocation cost., Subsidies may also be used as an ins-
trument to achieve a social goal preferred by the nation as a whole.
Dumping is a means for exporters to survive from economic downturns by
using high domestic prices to subsidize foreign sales in order to maxi-
mize profits or minimize loss, and in most cases is consistent wifh
global efficiency. Both dumping and subsidy practices are argued by
some, especially cyclical and secular losers,as unfair trade practices,
and therefore used as the justification for them to practice protectionism.
With greatly expanded definition of subsidy and dumping, some importing
countries are using antidumping and countervailing duties to practice
protectionism to- an  extent well beyond the original meaning of
"unfairness”. For instance, antidumping duties are levied on imports
sold at a price lower than cost of production and other costs plus a
"reasonable’ profitg, no matter whether there exist price differentials
between the home market and the importing market.

Through the changes in the substance of the legal principles discussed
above and in their relative importance, one can see a world of increasing
protectionism. The ideal of an efficient world where world income can
be maximized seems even more remote. Moreover, the GATT, the organization
built on these principles for the management of world trade is now facing serious

challenge.



Purpose of This Thesis

This thesis is not intended to be a comprehensive study of the
changing face of the international legal structure. Rather, it is
concentrated on the study of subsidy/antisubsidy, dumping/antidumping,
and emergency market safeguard, and specific application of the general
legal principles in these regards. As these laws are most frequently
used as protectionist instruments, changes in the application of the
general principles are most drastic and their effects are most signi-
ficant in so far as world trading as well as legal order is concerned.

This thesis first observes the function of, and the impacts of the
structural changes and current recession on, three international organi-
zations associated with the management of world trade. The classic free
trade theory and its modern content are examined with a view to seeking
possible justifications for imposing limits on free trade. The -inten-
tion is to demonstrate the economic rationale behind government action
in regards to subsidy, antidumping, antisubsidy, and emergency safeguard
within the general framework of free trade theory. Current trade con-=
flicts are also investigated to demonstrate how the post-war legal order
has been damaged and the role that subsidy/antisubsidy, dumping/antidum-
ping and market safeguards played in these conflicts.

These background studies are followed by comprehensive investiga-
tion on economic as well as legal aspects of these three regimes.
As international trade law. is a reflection of the international
consensus on the running of the world economic system, the pattern - of income
distribution, and non-economic values, this thesis in analyzing these
regiemes uses the notion of efficiency as the main technique supplemented
by distribution and non-economic considerations.

The legal as well as economic analysis of Part Two will be followed



by an assessment of each of the trade laws under consideration : in Part Three,
in an attempt to find out the political elements in their making and
application and the relative possible trade effects of these laws.

The results of the aboveinvestigation will be used in Chapter II
of Part Three where efforts are made to seek a politically viable means
to remedy current legal disorder. A well designed safeguard
system may give an importing country reasonable room for the assertion
of protectionism when it perceives that the cost of trade exceeds the
benefit either in economic or in social terms. It can therefore be
prevented from deserting the commitment of trade liberalization totally.
This thesis sees the feasibility of a sectoral safeguard approach which
would allow exceptions to the principle of non-discrimination and the
obligation of compensation for those sectors most affected by structural
changes and recession: Such a sectoral framework should be carefully
designed so that it will not have adverse effects on the whole legal
system. Such a device may lightened :the pressure for more use of anti-
dumping and countérvailing duties, and make it possible to tighten
the general safeguard system. In addition to this sectoral safeguard
approach, this thesis also proposed plans with regard to antidumping
and countervailing duty and general safeguard laws. These plans are
intended to prevent current legal orders in these regards from deterio-
rating and to seek positive improvement through multilateral efforts.

As mentioned previously, the social cost of trade in a time of
structural changes and recession:is so great that national governments
and their citizens tend to neglect the benefit of trade. The greatly
inflated social cost is the source of political pressure for protectionism

in those cyclical and secular loser countries. The scale of social



is not to be determined by objective - judgement and very much depends on

the subjective perception of citizens of trading countries. Although
protectionist pressures cannot be justified on rational (or economic)
grounds, their existence must be recognized as a reality in seeking legal
reforms. This candidate wishes to stress that the proposals of her thesis
are directed at improvement in legal orders in time of economic hardship,
and therefore may appear conciliatory to some extent to the protectionist
trend. Though conciliatory, these proposals are the maximum reforms that
can be attained in view of strong pressure for protection. This candidate
also recognizes the possibility of more radical reform when the current
recession is over and structural changes can proceed with less dislocatién

cost.

Note 1: H.C. Johnson, ' Trade Negotiations and the New International Mone-
tary System ', pp.18



PART ONE

A WORLD IN TRANSITION



PART ONE: General Background --- A World in Transition

Chapter 1: Institutionalization of International Economic Cooperation

The most dimportant feature of thé post war world economy is the
institutionalization of international cooﬁeration. This is due to the
consensts that the chaos a&arising from the financial crisis and the
ensuing protectiorism in the inter-war economic sluﬁp should not be
allcwed to reappear. Under the lead of the U.S., efforts have been
made to achieve an open, liberal, and multilateral internctional
economic orcer. Two important principles were followed, namely,
rultilateralism and functional seperativism. The adoption of the
multilateralism is to prevent the disorder usually associated with
nationalism or bilateralism which dominated the economic relations in
the 1930s. Multilateralism can provide a mechanism to balance the
interests of individual countries and to ensure that the balance would
not be damaged by unilateral measures or bilateral arrangements.
functional seperativism is meant to establish seperate international
institutions to perform different functions. For instance, the
concern of the General Agreement on Tariffs and Trade (GATT) is the
management of world trade, and the International Monetary Funds (IMF)
is in charge of international monetary arrangements.

In the following sections, three most important international economic
institutions will be discussed. They are: the GATT, the IMF and the
United Nations Conference on Trade and Development (UNCTAD). The
discussions will also cover how the structural changes in the world

economy and the current recession affect their functions.

(A) The General Agreement 'on Tariffs and Trade *1

The GATT is thke presiding element in the management of world



trade. Interestingly, the GATT, in the minds of those national
leaders who initiated the development t1owards an organized trading
system, was not intenced to play the central role. Instead, the
International Trede Organization (ITO) was to serve as such. The
efforts tou set up the ITO was frustrated by the U.S. Congress of the
late 1940s which was 1less 1liberal in trade matters and less
internationally oriented. The responsibility of regulating tariffs,
quotas, taxes, and international commodity agreements was therefore
assumed by the CATT, an agreement criginally drafted as a subsidiary
of the ITO Charter to embody the results of tariff negotiations. How
did the GATT adapt ditself from a +teriff agreement to a presiding
controller of world trade? It achieved this through the greatly
expanded notion of tariff.

The first missior of the GATT was to dissolve the high tariff
wall built up in the inter-war economic slump. Each contracting party
under the General Agreement is obliged to make tariff concessions to
others in multilateral negotiations. To ensure that the benefits
resulting from tariff reduction would not be nullified or impaired by
the wuse of non-tariff measures having the same or similar effects as
those of tariffs, the GATT went a step further to cover non-tariff
trade barriers. Several articles of the General Agreement were
designed to regulate such issues as antidumping administration,#2
quotas,*3 internal taxes, cherges and regulations affecting trade
flows,*4 customs valuation,*%5 fees and formalities connected with
importation and exportation,*6 wark of origin,*7 piblication and
administration of trade regulations,*8 subsidies,*9 and
countervailing duties.*10 By the 1late 1960s, when tariffs were no

longer a sigrificant barrier to trade as a result of several rounds of



negotiation, non-tariff Dbarriers emerged as an alternative measure of
protection. From then on, the GATT shifted ite emphasis to the
control of non-tariff trade barriers, a difficult task that was
avoided before. The International Antidumping Code of 1667,
negotiated during the FKennedy Round, was the first attempt. The
- tendency of wusing non-tariff trade barriers as protective devices wes
increasing in the following years. The task of the Tokyo Round
negotiations (also known as Multilateral Trade Negotiations, MIN) is
therefcre to establish a comprehensive scheme for disciplining the use
of rnon-tariff trade barriers, and several codes of conduct were
procduced. The Codes are: the Subsidy/Countervailing Duty Code,*12 the
Customs Valuation Agreement,*13 the Agreement on Import Licensing
Procedures,*14 the Agreement on Standards (Techknical Barriers to
Trade),*15 and the Agreement on Covernmert . Rrocurement.*16

Tke GCATT further expanded to involve itself in such issues as
employment problems, economic development of developing countries and
internatioral cartels. At first sight, these issues do not seem to
be strongly related to the GATT's concern on tariff recduction. The
Multifiber Arrangement*17 is the typical example of GATT's concern
about  the employment problems in the developed countries. The
conclusicn of this arrangement is due to the fear thet facing mass
unemploymer:it, dimporting countries may resort to tariff or non-tariff
measures to protect their dowmestic textile industries. A special
arrangement can have the cffect of slowing down rarket penetration of
fereign imports in the absence of tariff protection and allowing time
for adjustment. In the case of economic development, the GATT is
concerned  about special tariff reductions ard non-reciprocal

treatments regarding non-tariff matters to developing countries.*18



This d1s intended to increase their revenues from exports so that they
are able to finance development  projects. Involvement in
international cartels, such as the International Dairy. Agreement¥*19
and the Agreement Regarding Bovine Meat*20 concluded in the Tokyo
Round, is due to the fact that many non-tariif measures such as
subsidies, dumping and quotas are used in agricultural product trade.

The most important principles that underline the operation of
GATT law are that of most-favored-nation treatment and of national
treatment. The MFN principle is provided in Article I of the General
Agreement. Each contracting parties 1is required to extend the
favorable treatment it grants to another party to all parties of the
General Agreement. The MFN has the advantage of spreading tariff
reduction faster than it would be through conditional MFN or no MFN at
all. Exceptions are allowed in the following areas: (1) waiver for
Generalized System of Preference(GSP) for developing countries,*23 (2)
national security,*24 (3) balance of payments difficulty,*25 (4)
customs unions and free trade areas, *20 and (5) general health and
welfare.*27 In addition, preferential arrangements, due to historical
ties such as British Commonwealth group and colonial relationships
between European and African countries, are allowed to continue.*28

The national treatment clause®29 requires a country to treat
imports, once they have crossed the border and cleared customs, the same
as domestic goods. The application of the clause is more frequent in
regulating non-tariff trade Dbarriers. Controvergies arising from
border tax adjustments and safety regulations are often related to the
national treatment clause.

The expansion of the GATT demonstrates the transformation from an

agreement to an international institution performing as the manager



of world trade. Since its original form was an agreement among
trading nations, the GATT lacks an organizational charter which is

essential to the formation of international institutiens, particularls
those of supra-naticnal nature. Under a supra-naticnal institution,
liberalization of world trade can be much more effectively achieved.
Moreover. as the GATT is a multilateral contract rather than an
organizational charter, the decision of its adjudicating bodies is
only eguivalent to an arbitration or cenciliatien award without being
backed bty national courts#3i0 Thev only formal mechanism avialable teo
enforce the award is withdrawal of concessions. Are all these enough
to suprort the expansion of the GATT in an era of rising
protectionism? The issue will be examined in Chapter I of Part Two.

.

(B) International Meonetary Fund 31

The IMF was established in the Bretton kWoods Conference as the
central institution in charge of world monetary arrangements; The IMF
Agreement 1is a combination of an organizational charter and rules of
conduct for member states. There are three mechanisms for the IMF to
maintain the world financial order. First, to maintain monetary
stability and to prevent competitive devaluation, member states are
required to cooperate with the Fund and other members to ensure an
orderly exchange arrangement and to promote a stable system of
exchange rates.®32 Thus, they should establish par values for tTheir
currencies, and to maintain them by  necessary  government
intervention. "33 Depreciation or revaluation 1is not allowed except

for the purpose of correcting fundamental disegquilibrium."34 A the

73]

value of a currency was fixed in terms of U.S. dollar which in turn
was set in terms of gold prices, the delay in effecting an exchange

rate realignment in response to the inflation in the mid-10€Q

iy



resulted in U.S. balance of payvments Jeficits and a very sharp
increase in international reserves of the Western Europe and Japan;

This Jisturbance 1is turn was the main contributor to the inflation of
the early 1070s.35 In the Smithsonian “onference of 1972. the dollar
was allowed to devalue and the margin of the permitted fluctuacticon

was widened.~30 The subsequent sharp increase in inflation rates

resulted from the oil crisis and substantial differences in accertable

wn

inflation rates among individual countries initiated the move toward
a flexible exchange rate system.”37 In a summit conference in 19753
of  the prime ministers and presidents of industrialized countries. the
floating exchange rate system was accepted under the condition that
there should be consultation among financial ministers and central
banks so as te maintain order.:t38 The Jamica Accord of 1976 further
legitimized the existing mix of floating and pegged exchanged rates
(or managzed floating rates).*30

Second, in setting up a multilateral system of payment, the Fund
requires member states to vrefrain from imposing restrictions on
current  account payments and exercising discriminatory currency
practices, to buy balance of its currency held by another member upcn

request. and to furnish the Fund with information.**40 Third, various

-+,

funds were established to finance countries in temporary balance o
Payments  difficulties. In addition. as annual increases in
International credit appeared insufficient to meet the increasing
volume of world trade, a new form of liguidity, spécial drawing right
(SPR) was created with the intention that SDRs would in the future
replace naticnal currencies and gold as the means of reserves. Thus.

obstacles to the growth of world reserves as a result of trade

of the countries whose currencies are used as components o



reser'ves or of changes in the policies of sold-producing countries
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be eliminated.*41

Since 1its establishment, the Fund performed as an effective
stablilizing force in international fimancial arrangements untill the
late 1900s. The Great Inflatien of the early 1970s have encrmously
affected the stability of monetary arrangements. Monetary instadility
in turn has threatened the open and non-discriminatory trading svstem
and arcused the re-emergence of protectionism. The arrangements of
the Smithsonian Argreement and the move to floating exchange rates did
ease the early financial «crisis to some extent. However. later
disturbance resulting from drastic increases in oil prices further
intensified deficits and inflation. Countries following contractive

monetary policies, such as West Germany and Japan, were able to
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maintain trade surpluses large enough to cover their oi
Moreover, the refusaly to appreciate their currencies to reflect the
real values shifted the burden of deficits to countries who did not
adopt the same bolicies either because they favored import generated
deficits so as to 1limit the increase in domestic price levels: or
because they felt that contractive pelicies would lead to hisher
unemployment and threaten political stability.*42 Inconsistency in
national monetary policies necessitated international cooperaticn to
distribute the burden of deficits and to establish criteria for
Z0vernment intervention in the exchanse market. Harmonization of
National policies could temper fluctuations in exchange rates. In

dds . .
addition, orderly arrangements  were particularly important to

3

de"ﬂoping countries having large foreign trade sectors. The Jarmzica
Accorq, however, did not prescrite the form of exchanse rarket

behavioyr, It seemed that the Fund was virtually excluded from the

~J



summit meetings of the leaders of industrial countries where monetary
policies were consulted. At present. more far-reaching reform seems
anlikely. This is due to the fact the substantial uncertainties about
the size of OPﬁC trade and surplus, differences in acceptable rates of
inflation, and divergence in political relationships deter major

industrial countries from entering into long-term commitments.#43

{C) The United Nations Conference on Trade and Development

The wide gaps Dbetween the average incomes of developed and
developing countries and between their rates of economic growth give
rise to the so-called development problem, also known as the
North-South problem.*44  The efforts to solve the development problem
were mostly made under the U.N. system. Developing countries, through
the non-alliance movement, group themselves as an united bloc (alsc
known as Group of 77) and use the U.N. facilities to assert their
demands. The endeaveurs were first materialized in the first U.XN.
conference on Trade and Development (UNCTAD I} held in Geneva in 19641.
The final act adopted in that conference , although denied binding
force by developed countries, formed the basis for demands of
developing cowrtries in subsequent international conferences. After

the Geneva Conference, the UNCTALI began to be institutionalized and

fradually becime the "trade union" of develcping countries. It also

[t]e]

athers many experts with various disciplines to conduct inVestigation
on  every issue of special interest to the economic development of
developing countries. With regard to the improvement of market access
and the stability of monetary arrangements as well as the financing of
econemic development, the UNCTAD established necessary links with the
GATT and the IMF and its subsidiaries, making proposals to the two

institutions to reflect the needs of developing countries. The most



important influence of the UNCTAD on the GATT system is a new chapter
on trade and developmént added to the General Agreement in 1965, which
calls for the reducticno of tariffs and other trade barriers in regard
to  exports from developing countries. This made pessible  the
incorperation of the Generalized System of Preference into the GATT
System' structured on the MFN principle. The GSP, primarily intended
to be applied to tariff reductions, was further extended to the
non-tariff measures in a more unified pattern when the GATT shifted
its emphasis to the control on non-tariff trade barriers. The UNCTAD
compiles data regarding trade barriers, especially those of non-tariff
nature, and provides assistance to the GATT with regrd to development
issues.

While the UNCTAD was able to mzke progress in areas where the
interests of developing and developed ccuntries are less conflicting,
such as the Code of . Conduct for Liner Conferences. many of its
proposals are lacking actions to implement. Moreover. although some
of  the proposal” could gain legal recognition through the U.N.
machinery in the form of resolution or declaration because of the
ma jority of developing countries, actual implementation was found
difficult to attain largely due to the incooperative attitudes of
developed countries. Moreover, wunlike the GATT or the IMF, the
UNCTAD is rather an affiliate of the U.N. than an independent
institution having a ' more advanced organizational structure and an
enforcing mechanism that can impose sanction in one way or another to
ensure compliance. This, together with other organizational weakness
inhefent in large conferences, further deters the UNCTAD from being an
effective  machinery in bridging the gap betwéen Jeveloped and

developing countries.



Developed countries would prefer the development issue to be deal-
with in the GATT or the IMF where the decision-making would not be
dominated by the sheer number of the participating developing countries.
Some developed countries also take the position that the development
problem should be solved through improved market access for developing
countries' exports rather than out right aid-giving. However, this

position is contradicted by the facts that many developed countries ar
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becoming more and more protectionist. and that the present unstable
international monetary arrangements are extremely pernicious to the
trade position of developing countries. Moreover, the prevailing high
interest rates and the pressure from some developed countries on the
IMF to tighten its credif policies not only increase the debt burden,
but restrict the access. to both official and private capital markets.
of developing countries.
CONCLUSION

The liberalism in trade .and monetary policies that prevailed after
the war has produced a prosperity never envisaged in human history. Thié
is largely made possible by stable monetary arrangement and low energy
cost. From the late 1960s, the world economy went into an era of chaos
with only few short periods of upturn. The U.S. balance-of-payments
deficit and the world-wide inflation of the late 19605;resglting from
America's being the world central banker for several decades and its
large foreign spendings. inflicted the first blow to monetary stabilitv.
Although this was eased to some extent by the monetary arrangement of
the 1970s, the sudden and huge increase in oil prices gave rise to
another even bigger inflation. Non-oil producing countries began to
feel the deficit pressure and many of them began to pursue contractive

policies. A world of fast expanding is no longer in existence. This
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is further intensified by the re-emergence of protectionism. The sign
of serious recession is clearly in sight.

In the meantime, the world economy also went into a structural
change largely because of technology innovation and high labour cost
in developed countries. The labour-saving feature of modern technology
and the increasing competitiveness of developing countries in the pro-
duction of labour-intensive products resulted in serious unemployment
problems in developed countries. The pressure for protection against imports
from developing countries has therefore been increasing.

The three major international economic organizations are inevitably
affected by these events. While the GATT is expanding to cope with the
increasing use of trade barriers, there is a fundamental problem as to
the adequacy of its enforcement mechanism. The IMF is unable to impose
institutional discipline on international monetary arrangements to pro-
vide monetary stability for the running of economies. The economic hard-
ship of developed countries has hampered the UNCTAD's effort to bridge

the gap between economic prosperity of developed and developing countries.
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Chapter IT: Trade Liberalism v. Interventionism

(A) Fundamentals of Free Trade Theory —--- A Classic View

The key of the theory of free trade is the law of comparative
advantage which means whether a country is absolutely strong or
absolutely weak, it can maximize the power avialable to it by
concentrating on those activities in which it is relatively more
powerful and hiring the services of specialists in those activities in
which it 1is weaker. Through international trade, the scope for the
specialization of labour and for achieving economies of scale by the
enlargement of markets can be broadened. Thus, the total volume of
world output would increase and there would be more goods for
consumption at lower prices.

The sources of comparative advantage, as implied in the Ricardian
model of comparative cost, are differences in natural climatic
conditions.*1 A more advanced view is presented by the
relative-factor— availability  theory, which was established by
Heckscker, refined by Ohlin, and developed further by Samuelson.*2
According to this theory, the sources of comparative advantage are the
differences in relative "endowments" of capital and Ilabour,
differences in capital-to-labour ratios, and differences in national
wealth and affluence.

Both the Ricardian and the Heckscher-Ohlin-Samuelson models carry
the implicit assumption that involvement in international trade
entails the enjoyment of economic benefits from efficient resource
utilization with 1little or no cost in terms of serious disturbance to
men's livehood and economic and social lives. This assumption is

constructed on the basis that the adjustment process of resource
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allocation 1is slow and smooth. The validity of the basis is possible
in the Ricardian model because comparative azdvantages are fixed by
nature; and in the Heckscher-Ohlin-Samuelson model, because changes
associated with accumulation of capital per se is likely to be slow,
regular and  predictable.*3 Therefore, with few exceptions,*4
interventionist economic policies could do 1little or only have the
effects of reducing real incomes and economies. This assumption is
subject to modifications as a result of the emergence of new sources
of comparative advantage in modern economy. These new sources not
only affect the existing patterns of comparative advantage but the
smoothness and speed of the adjustment process,and therefore provide
possible bases for arguments for intervention. In the following,
these new sources of, and changes in the patterns of,ccmparative
advantage, and various arguments for intervention will be discussed.

(B) New Sources and Changes in Patterns of Comparative Advantages

(1) Technology

The modern theory of international trade attributes the direction
and product composition of commerce among nations to a variety of
factors.*5 Among others, the nature of product cycle of the traded
commodity, which tends to alter the optimum location of production as
a product moves through various stages of invention, development,
maturity, and obsolenscence, is directly related to technological
innovations. At the early stage of the product cycle of a new
commodity, there involve alarge amount of capital investment and much
skilled Jabour. In the process of development, more of these are
needed to test the product in home and foreign markets and to
generalize consumer acceptance. As the product has reached its

maturity and  been standardized, it is possible to allow mass
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production which requires lesser labour skills and may be no more
capital-intensive. Hence, the location of production may start to
shift to where labour costs are relatively lower. The technology
involved can be moved from one location te another and accumulated in
the new location fairly quickly on a large scale, although it took a
much longer period of time to develop such technology. On the other
hand, the process of decumulation and conversion in the country which
first dinvented the technology is expensive and socially painful. This
is because technological knowledge is embodied in the skills and
knowledge of human being, and the lengthened life expectancy and the
social systems of develcped countries prevert the adaptation to new
skills by their labour.*6

The mobility in transplantation, rapidity in accumulation and
difficulty in  decumulation and conversion have ensued two
consequences. First, countries where labour costs are low.gain the
comparative advantage in the production of those products that have
reached their maturity stages, and producers in developed countries
are  outcompeted. Industrially advanced countries only retain
comparative advantage in the employment of those technologies which
will be profitable only when general affluence and educational levels
have been raised sufficiently.*7 Seccnd, industrial countries are
confronted with the difficulty in «djusting from declining to new
industries. The rate of "structural unemployment" has been increasing
end the time period of "frictional unemployment" lengthening. The
labour-saving nature of current technology development, ard the lack
of new dynamic industries capable of magnetizing those unemployed in

other industries further worsen the unemployment problem.
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(2) Energy Cost

The sudden increase in oil prices from 1973 onwards has greatly
affected the existing patterns of comparative advantage. The pattern
of demand was shifted to energy-saving products and the pattern of
production was changed from energy-intensive to labour-intensive, when
the substitution of labour for energy is possible. The effects of
high energy cost on employment could be offset by the use of labour to
substitute oil, if . wages were flexible downwards.*8 However, the
prevalence of wage rigidity din industrial countries makes such
alternative infeasible and creates structural unemployment problems.

(3) Trade Unionism

Strong  bargaining power of trade unions in industrialized
countries often results in interruption of production and wage
rigidity. A country with more harmonious industrial relations or more
competent in eliminating wage rigidity may maintain comparative
advantage in production. Inflexible wage rates resulting from strong
bargaining power can not be considered a kind of market distortion
because the society's gain from its preference for strong trade unions
may offset the high labour cost as a result. If the strength of the
trade wunion exceeds what is acceptable to the society, it may turn out
to be a source of distortion. The most appropriate way to correct
such a distortion 1is through legislation or political means to reflect
the real social needs. The second chioce, when the legislative or
political means fail, is to adopt flexible exchange rates. In the
case that the distortion only exist in a specific industry, a subsidy

to compensate would be appropriate.*Q

(4) FEnvir8mental Pollution

Enviréhental issues have been gradually integrated into the

theory of comparative advantage. Through  the supply side,
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enviréhental assimilative capacity can be considered a factor of
production and therefore a determinant of comparative advantage.*10
Countries with greater enviréhental assimilative capacity will need to
devote relatively fewer resources to pollution control than those that
are less fortunate. Through the demand side, demand for envirgmental
quality will determine to what extent resources must be devoted to
pollution  control.*11 Disparities in national pollution control
standards would also affect the relative costs of production and
therefore competitiveness among trading nations. Producers in a
country  imposing lower  pollution control standards may gain
comparative advantages and the society as a whole bears more of those
costs not integrated than a society with a higher pollution control
standards. The advantage through demand side will disappear when
there are internationally agreed séﬁdards for pollution control.
Internalization of  pollution control costs can be attained by
following the "polluter pays" principle (PPP). According to the PPP,
import restrictions and subsidies intended to neutralize the resultant
competitive pressure should not be allowed. There will be more
detailed discussions concerning the PPP in Chapter I ~ Part Two.

(C) Arguments for Covernment Intervention

We have observed the classic theory of international trade and
the new sources of comparative advantage as well as the resulting
changes in the pattern of comparative advantage which in turn created
new needs for intervention. In the following, both traditional and
newly emerged arguments for intervention will be examined. It is
worth - noting that some of them are not necessarily valid without

qualification and some others may be even without validity at all.
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(1) National Security and Political Stability

Protection for reasons of national security has a long history.
Arguments for the maintenance of arms production is superfluous as a
state wusually enjoys a monopoly of national defense.®*12 However, the
argument 1is valid in allowing discretionary government procurement in
the case that a state does not monopolize the production.

The rapidity and the inherent nature of technological changes,
together with the wége rigidity resulting from strong bargaining power
of trade wunions, has shifted comparative advantages in the production
of technological commodities having reached their maturity stages to
developing countries. The substitution of labour for energy as a
result of sudden and drastic increases in oil prices gave comparativé
advantage to those countries with lower labour costs. All of these
are directed to the worsening unemployment problem of developed
countries who appear unable to keep the adjustment process in pace
with the rapid secular changes. The unemployment problem in turn
arouses unrest and political instability. Government intervention is
thus necessary to slow down foreign penetration and gain time for
ad justment.

(2) National Policies and Goals

National policies aimed at self-sufficiency, equal distribution
of income among all sectors or regional balance often present strong
arguments for intervention. The most pronounced cases in this regard
are agricultural  protection and regional aids. Although the
importance of  these interventions is generally recognized,their
effects on trade are one of the major sources of international
conflicts. The difficulty in reconciling this standard case of
international order v. domestic interest lies in the definition of the

extent to which external effects of an intervention can be allowed.
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Trade rules in this regard can only be laid down in an abstract form,
and their actual application may appear extremely difficult.

(3) Market Distortion

The classic free trade theory is built on the assumption that
there is perfect competition in the marketplace, and market forces can
fully direct allocation of resources efficiently. However, there
always exist market rigidities, di.e. supply and demand do not react
sufficiently to price inducements. A general proposition is that
distortions should be tackled as closely as possible to their
sources.*13  Therefore, non-tariff intervention is almost invariably
preferable to tariffs in removing distortions. The two exceptions to
this general proposition are (1) the case of "wrong direction" of
trade and (2) the case of infant industry.¥14

(a) Domestic Market Distortion

(i) Commodity Market Distortion

An dimperfectly competitive market structure may cause the market
price of a commodity to exceed its opportunity cost. The best means
to correct such distortion would be antitrust legislation. However,
antitrust practices may not fully correct the distortion, because of
the fear that relatively more stringent antitrust policies than those
of other countries may hurt the competitiveness of domestic producers.
A government subsidy scheme can be a supplementary mechanism to correct
the residual effects of imperfect competition by cutting the market
prices and increasing the output of the commodity in question.*15 On
the other hand, government-induced divergence such as distortions
resulting from government policies to encourage the formation of large
firms no matter whether they are efficient or not should be considered

as a distortion.
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Government intervention  is also necessary to remove the
divergence between private and social marginal costs as a result of
externalities in either consumption or production.*16 Taxes should be
used to counteract the effects of external disconomies, such as the
imposition of taxes on the use of highly polluting products or on
producers of goods the production of which results in heavy pollution.
Subsidies are appropriate means to compensate for external economies.

(ii) Factor Market Distortion

Factor price rigidity results in national outputs being less than
optimal as factors remained unemployed at existing factor prices.
When a factor, whether labour or capital, is overpriced in a
particular industry, a subsidy on its wuse in that industry is
necessary. If price rigidity exists in all industries, a system of
flexible exchange rate is the appropriate means.*17

Factor immobility, mainly caused by foreign import competition,
especially labour immobility, only imposes economic costs on a society
when it is accompanied by factor price rigidity.*18 Adjustment
assistance  programmes and regional development aids are sound
mechanisms to correct the distortion. However, given the danger of
abuse, some economists argue that lump-sum subsidies are preferable
than  production subsidies, because they are less of non-tariff
distortion in the long run and they encourage exit from a declining
industry.*19

(iii) Infant Industry

Infant industries, which in their initial stages of development,
cannot compete on equal terms in world markets with well-established
suppliers who enjoys the accrued benefits of economies of scale in

production. Non-tariff  intervention, especially subsidies, are
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appropriate measures in nurturing infant industries,*20 because an
infant dindustry will never mature and face foreign competition under
the protection of tariffs.*21 The criterion in assessing the validity
of an argument for intervention in a specific case is whether the gain
from protection will be sufficient to wipe out the cost to the society
rather than  whether the comparative advantage will eventually
appear.*22 This is because intervention in one industry which has
either high forward or backward 1linkage effects may generate
externalities which are essential for other industries to reach their
take-off stages. An intervention should be aimed as closely as
possible at the activity within the industry which generates such
externalities.*23

(b) Foreign Market Distortion

(i) Otimum Tariff

Imposition of an optimum tariff by an importing country having
monopolistic buying power may have the effect of raising the welfare
of the country above what it could be under free trade. The rationale
goes like this: tariffs restrict imports to such an extent that an
excess supply is generated on the world market. World market prices
thus fall in order to clear the market and the international terms of
trade shift in favor of the tariff-levying country. Although optimum
tariffs maximize the welfare of the individual country, they do not do
so for the world as a whole. Moreover, the possible retaliation by
other countries may make the volume of trade fall, and all countries
lose.*24

(i1) Dumping and Subsidy

Dumping is a practice of price discrimination. It is often made

possible by the dumper's monopolistic position in his home market and

22



high tariffs of the exporting country to prevent the inflow of the
goods having the characteristics of those of the dumped goods. Since
the source of distortion in the case of dumping lies in the market
imperfection in the exporting country, the proper remedy is antitrust
practice or other measures to restore competition in the domestic
market of the exporting country. Imposition of countermeasures by an
importing country, except in few cases, would create further
distortion. |

In the case of subsidy, the distortion 1lies din the extra
advantage that producers have from goVernment assistance. However, in
many cases, subsidies are wused as corrective measures to remove
existing market distortion. The proper measure to eliminate a
distortion resulting from the wuse of a subsidy is to remove the
subsidy in question. Imposition of countermeasure by an importing
country, though can partially eliminate the effect of a subsidy, may
prove to be inappropriate and sometimes create more distortions.

There will be detailed discussion on the economics of dumping and
subsidy din Part Two as these practices are two of the main concerns of
this thesis.

(iii) Foreign Exchange Market

Under a fixed exchange rate regime, government intervention is
needed to maintain the par value of a currency. An  uniform
import-levy/  export-subsidy scheme having the same effects as
adjustment 1in exchange rates 1is a mechanism that can be used to
correct a short-term balance of payment disequlibrium.*25 The move to
a regime of flexible exchange rates should greatly eliminate the need
for intervention in this regard.

(4) Protection As An Alternative for Maintaining Balance of Piyments
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——— the CEPG Argument 28

In 1975, a group of economists at the University of Cambridge
(the Cambridge Economic Policy Groﬁp, CEPG) advanced an argument for
the dimposition of general import restrictions to prevent the balance
of payments of the U.K. from worsening. They also argued that the use
of exchange rate adjustment to achieve the same aim would be
dangerously inflationary. In 1978, the CEPG extended its argument to
any country who encountered balance of payments deficits and suffered
from masss unemployment. The CEPG argument is a subtle one, but only
its preference for import restriction over exchange rate adjustment
will be examined here. First, the CEPG maintains that the income loss
following  devaluation will considerably exceed the welfare loss
associated with  import restrictionms. This assertion could be
invalidated by taking into account the longer time-period over which
import controls persist, and by discounting the future cost to the
present. Secondly, the CEPG argues that a cut in living standard
inevitably follows devaluatioh, because of the inflationary rise in
import prices. However, the same can also be seen when either
quantitative dimport restriction or tariffs are imposed. Thirdly,
according to the CEPG plan, unemployment can be alleviated by the
expansion of import-substitute industries. However, exchange rate
adjustments, which  improve not only import - substitute but
export-oriented industries are certainly preferable than import
restriction. Fourthly, protection on the scale of import control as
recommended by the CEPG contravenes the U.K.'s obligation under the
GATT, the 1IMF, the Rome Treaty, and towards other OECD countries and

invites retaliation.
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CONCLUSION

This chapter has examined the classic free trade theory and the
emergence of new sources as well as changes in the pattern of
comparative advantage. These events inject various new needs for
government intervention. While the argument for national defense is
superflous when a government enjoys a monopoly in arms production,
there is a valid case for political instability associated with the
mass unemployment in the secular change. The pursuit of national
goals should be allowed if its external effects on international trade
do not exceed the limits set by dinternational agreements.
Intervention 1is necessary in correcting market distortions. In the
case of commodity market inperfection, subsidies can be used to
supplement the deficiency of legal mechanism and government
intervention, either in the form of subsidy or tax, is necessary to
remove the divergence between private and social marginal costs.
Subsidies are also the right mechanism to deal with factor price
rigidity and factor immobility, while changes in the exchange rate
provide an alternative when distortion exists din all industries.
Non-tariff measures are preferred in nurturing infant industries, and
the criterion in assessing the validity of an intervention is whether
the gain from intervention will be sufficient to wipe out the cost to
the society. When  distortions exist in foreign markets, the
imposition of optimum tariff would result in losses in world welfare
and invites retaliations. Counteractions against  dumped and
subsidized imports are  inappropriate means to correct market
distortions. The move towards a managed floating exchange rate system
greatly eliminated the need for intervention to maintain the par
values of national currencies. The CEPG's preference for general
import  restrictions to improve balance of payments position is

invalidated by various counterarguments.
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Chapter III: Current Trade Conflicts

This chapter examines current conflicts between trading nations
as a vresult of the structural changes and current recession. The
emphases are the various wuse of non-tariff import restrictions,
subsidies, the role of law in the process of resolving the conflicts
and the legal chaos resulting from those irreconcilable trade
conflicts.

(A) Trade Conflicts between Developed Countries

(1) Border Tax Adjustment

A border tax adjustment 1is a '"process by which imports are
subject to and exports are exempted from internal taxation whenever
this process takes place'".*1  However, such adjustment most often
occures at the border. The purpose of making a border tax adjustment
is to -equalize the conditions of competition between domestic and
foreign producers and so permit comparative cost to govern the trade
pattern. Border tax adjustment is different from a border tax in
that the latter 1is a tax imposed on the goods crossing international
frontiers such as a tariff, and hence restricts the volume of trade
below what is desired by the principle of comparative advantage.

Conflicts arising from border tax adjustments started from the
EEC's move  towards harmonization of internal taxes of member
countries. Fach member wunder the EEC harmonization scheme was to
replace its turnover tax by a value-added tax. A turnover tax, also
called a cascade tax, is a tax levied as a proportion of the price of
a commodity on each sale in the distribution chain, while a VAT is
applied at each point of exchange of goods or services but the tax
base at each stage is only the value added by the sellers. Under the

turnover tax system it is difficult to calculate the tax precisely,
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and Dborder tax adjustments made within the EEC were usually lower than
the permissible level under the GATT rule which allows full rebates
for dindirect taxes.*3 The shift to a VAT system,under which accurate
calculation is possible, would benefit the EEC exports by granfing
them a larger amount of rebate. This was considered by the U.S. as a
subsidy. Moreover, the U.S. questioned whether a VAT was an indirect
tax which under the GATT rule can be fully refunded upon exportation.

A VAT is regarded by some as a hybrid of indirect and direct taxes,
because a VAT though wultimately borne by consumers 1is levied on

producers. Thirdly, the U.S. challenged the soundness of the GATT

rule which allows full refund of indirect tax, because indirect taxes -

are not necessarily fully shifted to consumers and allowing full
refund would amount to granting subsidies to exporters. Countries
like the U.S. primarily rely on direct taxes which under the GATT law
are not allowed to be refunded would be in a disadvantageous position,
because direct taxes are also likely to be shifted to consumers.
These issues were brought to the GATT in 1970 and members of the
Working Parties were unable to reach a consensus.¥4

The tax issue was also contested in domestic context. U.S. steel
producers urged the U.S. Treasury to impose countervailing duties on
European steel imports because they were exempted from VATs and the
market conditions in the EEC did not permit complete shifting of VATs.
The Treasury, after a period of hesitation, in 1975 rejected the
petition by the U.S. steel industry on the grond that it did not
regard refund or exemption of VATs as a subsidy practice.*5 When the

tax dissue was brought to the court in the Zenith Radio Corporation V.

United States *0 regarding refund of commodity taxes by the Japanese

Governments, the U.S. Supreme court refused to intervene in the
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Treasury's decision that full refund of commodity tax contained no
element of subsidy.

Another focus of the disputes arising from border tax adjustment
concerns the levy of taxes on corporations. The issue in point was
the U.S. tax deferral system, known as Domestic International Sales
Corporations.*7  Under the system, an U.S. exporter can set up a DISC
and one half of tﬁe DISC's earnings would not be taxed until certain
events occur. As revealed in the Jlegislative history of the Tax
Reform Act of 1976, the DISC programmes had resulted in a significant
increase in the U.S. exports.*8 The DISC was alleged by the EEC as
an export subsidy practice, beéause exporters benefited from not
paying the interest of the tax normally levied for late or deferred
payment. The U.S. argued that the DISC was intended to offset the
effect of the tax practices of some ‘European countries, namely,
France, Belgium, and the Netherlands. The European tax practice in
dispute is the territoriality principle adopted by these countries.
According to  the principle, national companies are 1liable to
corporation tax solely in respect of profits made by enterprises
operating within the territory of the taxihg country or in respect of
profits taxable by the country under an international double taxation
agreement. Since the enterprise's profits made from activities in
foreign countries are exempted from corporation tax of its base
country, the application of the principle was accused by the U.S. as
an export subsidy practice.

Both the DISC and the territoriality principle were found by a
GATT investigation panel to be export subsidies.*9 The disputes were
settled by an agreement between the parties that governments on both

sides were allowed to tax their oversea corporations as they saw fit.
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(b) Export Credit and Export Guarantee

The change from the seller's market to the buyer's market after
the post-second war reconstruction enabled buyers to stipulate the
payment terms, which tended to shift from cash to credit and from
short to 1longer «credit periods.*10 Export credit as an element of
competitiveness 1is particularly salient in the exportation of capital
goods. This is due to the increasing degree of homogeneity of export
products of the industrialized countries. Moreover, the size of
transaction 1in capital goods and the status of the buyers , mostly
developing countries, mean that they can only be sold on credit. Most
importantly, governments are competiting with one another in
subsidizing export credit, because capital goods, such as construction
equipments, aircrafts, textile machinery, and electrical machinery,
often have great repercussions on balance of payments, employment, or
the survival of strategical industries, and are more vulnerable to
changes in recession. There is also the problem of mixed credit,i.e.
a financial package mingling commercial credit with concessional aid.

The first dinternational effort to control competitive subsidization in
export credit was an understanding reached in 1953 within the
framework of the Berne Union (International Union of Credit and
Investment Insurers), which was set up to coordinate the practices of
various export-credit agencies. The understanding permits any member
to adopt the most 1liberal term offered by other members. The Burne
Union proved to be ineffective because (1) it is non-governmental
organization, (2) it only deals with practices of export credit
insurers, and (3) the understanding has no binding iegal force.¥*11
In 1962, EEC member countries reached an agreement according to which

export credit of more than five years, that were covered by government
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guarantee or  supported by public funds, should be subject to
inter-governmental consultation.*12 A GATT working party in 1961
enlisted export quarantee programmes, at premium rates which are
manifestly inadequate to cover the long term operation costs and
losses, and official export credit at rates below those the
government  has to pay for the funds so employed, as export
subsidies.*13 The 1979 MIN Subsidy/ Countervailing Duty Code also
takes the same position.¥*14

The most important organization in harmonizing export credit

policies of industrial countries is the Organization for Economic

Cooperation and Development, (OECD). The OECD permanent Group on

Export Credit Guarantees, established in 1963 by the OECD Trade
Committee, from mid-1960s has made  possible an agreement and two
understandings in regard to transactions in shipbuilding, large jet
aircrafts and ground satellite communication stations. In 1976,
except a few countries, OECD member countries acceded to a Consensus
which sets out minimum cash payments and interest rates, and maximum
repayment terms, as well as procedures to notify other countries when
a country proposes to exceed the guidelines, or to offer mixed credit
with a grant element of less than 20 per cent. In 1978, the
Arrangement on Guidelines for Officially Supported Export Credits was
reached. The Arrangement is more comprehensive than the Consensus and
differs from the Consensus in that the latter is a collection of
seperate declarations made at different times and susceptible to
individual interpretation, whereas the Arrangement is a single uniform
document to which all the members of the OECD Export Credit CGroup
subscribed from the outset.¥*15

Although the Arrangement has achieved more orderly competition,
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the inflexibility of the guidelines prevented their adjusting in line
with changes in international economy. The rates provided are far
below market rates as the cost of export credit has been increasing.
Moreover, an uniform minimum rate applying to all countries may
impinge on official support of export credit from country to country
unevenly. Countries with low domestic dinterest rates and strong
currencies, like Japan, complained that those countries with high
interest rates were providing large subsidies to enable their
exporters to quote the minimum rates, whereas they had to offer rates
above their domestic rates. On the other hand, export credit agencies
of those countries with high interest rates, such as the U.S., Canada
and Britain, would face with a large amount of deficits, if they were
to meet international competition at an uniform rate much lower than
their market rates. The issue would become even more complicated,
when the fact that government interventions in capital markets by
controlling interest rates have become common practices as a part of
their macro-economic policies is taken into account.

To pacify the soaring export credit war, the Wallen report, named
after the Swedish chairman of the OECD Commission on export Credit,
Mr. Axel Wallen, proposed three alternatives: (1) each country could
have different export credit interest rates, linked to its domestic
interest rates (the differentiated rate system, DRS), (2) different
interest rates for each country offering credit but with a ceiling for
countries with problems, and (3) the same level of interest rates for
all countries, but linked to the market rates, worked out on a
weighted average (the uniform moving matrix system, UMM). The U.S.
who insisted export credit reflect market rates more closely would like

to see the first adopted and was prepared to accept the third.
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However, given the EEC's intransigence, only a small rise was possible.

After a long period of negotiation, all the OECD nations, except
Japan, finally agreed in Paris that the interest rates should be
increased by Dbetween 2.25 and 2.50 per cent.¥16 The U.S. was
compensated by the extention of maturity of loans to offset the
heavier wuse of subsidies on the European side. After a short period
of hesitation, Japan approved the compromised set of minimum interest

rates.

(c) Trade in Temporate-Zone Agricultural Products

Agricultural protection presents one of the most complicated
issues in international trade. Agriculture provides an essential
human need, employs hundreds of thousands of small businessmen in

rural ares where other employment opportunities are scarce, and is in

a tendency to stress the adoption of labour-saving technology which

requires a significant resource adjustment to alleviate.¥*17
Government intervention is though necessary to attain
self-sufficiency, to secure supply or to stablize prices and therefore
producers' dincomes, and to ease the farming population over the
changes and adjustment..

In most developed countries, the allocation of resources to
agriculture is taken out of the control of the market mechanism and
placed in the hands of governments. The U.S. agricultural policies
are aimed at protecting the agricultural sector by means as close as
possible to the market mechanism. This is done by demand expansion
and supply control.*18 Demand expansion is stimulated by a food stamp
programme at home to increase consumption by the urban poor and by
active  promotion of both commercial and concessionary exports.

Voluntary production limitation is the means of supply control.
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Direct payments are made for voluntary withdrawal of land from
production as income supplements when the market prices fall below an
agreed target price. The selling prices of farm commodities are the
equilibrium prices established by the increased demand and limited
supply. The scheme is different from the previous one under which the
Commodity Credit Corporation was to buy unwanted commodities in order
to maintain the market price at high levels. In addition, quotas are
imposed on various agricultural imports either through legislations or
through bilateral agreements.

The EEC Common Agricultural Policy (CAP) is the most elaborate of

all systems of protection for agriculture. Every year the prices of

the main agricultural commodities produced in the EEC are agreed by
the Council of Ministers. 1f the market prices fall below the agreed
level, the Community would intervene in the market by buying necessary
amount of commodities to support the prices. The large stocks that
the EEC accumulates are disposed of by an export subsidy or converted
to other products not in oversupply. Since most of the EEC commodity
prices are fixed above world prices, it 1is necessary to control
imports. Imported food products are taxed sufficiently to bring their
market prices up to the support prices, or the market prices of the
EEC, if they are higher than the support prices. The CAP also has a
safeguard clause for some commodities, allowing appropriate measures
to be taken if imports cause, or threaten to cause, grave disturbances
in members' markets which might interfere with the basic objectives of
the CAP.*¥19 On the other hand, if the EEC prices are below world
prices, export levies will be imposed to discourage the shipment of
EEC produce to more lucrative world markets. The EEC is unable to

increase demand by pursuing such policies as the U.S. food stamps.
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This 1is Dbecause the EEC intervention agencies are already buying the
surpluses, so that the effective demand within the EEC has been raised
to the highest possibility. Subsidized sales of the stockpiles will
widen the gap between supply and demand even further. Moreover, the
CAP lacks an effective mechanism to control production. Being unable
to increase demand within the Community and to  control
over-production, the EEC has to allocate enormous funds to subsidize
exports of stockpiles. As a result, many traditional exporting
countries of food products are under the threat from the EEC
subsidized exports.

In controlling the external effects of domestic agricultural
policies, one has to draw attention to three issues: (1) stabilization
of international markets and prices, (2) access to supplies and for
exports, and (3) the need of some developing countries for food aids
or concessional sales. With these considerations and the strong
political needs for supporting the agricultural sector, it is
unrealistic and  impossible to  expect  full 1liberalization of
agricultural trade.

The Dillon and Kennedy rounds of the GATT negotiation had greatly
reduced agricultural tariffs, which although significant for some
products have not been the main obstacles to international trade in
temperate-zone products. The issues for the Tokyo Round were those of
non-tariff distortions and of safeguard procedures. The impact of
high prices on inflation and the tendency for government spending to
be more tightly controlled improved the political atomosphere for the
Tokyo Round negotiations.*20 The achievement of the Tokyo Round with
respect to agricultural trade is more significant than that of

previous rounds. Among the MTN codes, the Subsidy/ Countervailing
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Duty Code and the Standard Code are the most important ones to
agricultural trade. The Subsidy/ Countervailing Duty Code does not
prohibit subsidies in agricultural trade, but an export subsidy shall
not be "in a manner which results in the signatory granting such
subsidy having a more than equitable share of world export trade
o.M %21 Although the Standard Code does not seek to set product
standards or to Jprescribe specific guidelines for setting the
standards, it makes the standard-setting process fairer and more
accessible to the interested parties and encourages the establishment
of dinternational standards. In addition to these codes regarding the
use of various non-tariff trade barriers, the Tokyo Round also
produced several agreements regarding trade in specific agricultural
products.
Meats

The major problem in the meat market has arisen from import
restrictions, wusually of quantitative nature. These quantitative
restrictions in turn have created considerable wuncertainty for
exporters. The Bovine Meat Agreement®*22 does not provide any
substantive rules in controlling the use of import restrictions which
is to be dealt with wunder the various provisions of the General
Agreement regarding the use of trade barriers. In stead, the
Agreement is aimed at the coordination of production and trade
policies of signatories and  therefore reducing conflicts. An
International Meat Council is set up to monitor and assess the overall
situation of the world market.*23 The Council is also to provide
opportunity for regular consultation on all matters affecting trade in
bovine meat.*24  Through these devices, it is hoped that greater

liberalization and stability of international market can be achieved.
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Dairy Products

In the case of dairy product, the main problem is the EEC's
inability to dispose of its huge over-production. An international
agreement with a price range would have disciplinary effects on
domestic subsidies. Protocols affiliated to the International Dairy
Arrangement concluded in the Tokyo Round establish the minimum prices
for world trade in milk powders, milk fat and cheese.*25 Although
these prices are far below current levels, they serve as potential
barriers to hugh export subsidies by surplus-producing countries. The
International Dairy Council is set up to perform the same function as
the International Meat Council in bovine meat trade. However, member
countries are not obliged to follow or implement the recommendations
made by the IDC, when their "trade interests are being seriously
affected" as a result.*26 Special rules are also provided for
concessional sales or food aids to developing countries.*27
Wheat

A  multilateral agreement on wheat trade is particularly
difficult, because of the relatively greater degree of substitution
between several grades and kinds of wheat and other coarse grains, the
existence of bilateral agreements regarding supplies of wheat and the
growing politicization of wheat trade.*28 The International Wheat
Agreement, which entered into force in 1971, is the latest attempt to
st@bilize the wheat market. As the dismantling of protection which is
the concern of the GATT would . inevitably influence and be
influenced by arrangements for market stability, attempts were made in
the Tokyo Round to incorporate the IWA into the GATT and basing on the
IWA to establish a regime for trade liberalization. However, such

attempts failed, and the Tokyo Round produced no special agreement for
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wheat trade.

The failure of the Tokyo Round in reaching an agreement on sugar
trade to supplement the deficiency of the International Sugar
Agreement has resulted in serious confrontation between the EEC and
other sugar producing countries, among others, Australia, Brazil, and
the U.S. The consequence of this confrontation may have the effects
of undermining not only those efforts that have been done to regulate
agricultural trade but also those to establish an orderly
international trading system.¥29

(d) Steel Industry

The steel industries of developed countries have undergone a few
structural changes during the past two decades. First, the Japanese
industry has become a dominant supplier of the world market, and
threatens the steel industries of the U.S. and the EEC. Secondly,
the so-called newly industrialized countries have emerged as reckoned
competitors. Thirdly, the world recession since the mid-1970 has
greatly enlarged the gap between world supply capacity and demand.*30
This, together with the fact that because steel production is less
influenced by thechnology improvements and the products of the
industrialized countries are roughly homogeneous, trade in steel
products is largely affected by price, has given rise to conditions
for cut-throat competition.*31 For steel is a symbol of strength and
is of wvital dimportance to the industry of a country as a whole,
maintenance of an advanced steel dindustry has often been given
priority by national governments. Trade barriers are therefore
another important determinant in competition. In the observation of
steel trade, one has to take into account not only tariffs, but also

subsidies, dumping, internal taxes, and a variety of old and new forms
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of quantitative restrictions. In the following, how the U.S. and the
EEC react to the steel crisis will be discussed.

One of the main causes of confrontation between the U.S. on the
one hand and the EEC and Japan on the other hand in steel trade lies
in the divergence between their pricing policies.*32 The U.S. steel
industry has shown a tendency to set domestic prices at a level which
covers both fixed and variable costs in good time and bad.
Conversely, steel producers in Europe and Japan habitually practice
dual pricing during recession, setting export prices at a level just
adequate to cover variable cost. Moreover, the highly concentrated
market structure of the U.S. has made possible oligopolistic pricing
through price leadership. Facing with increased foreign imports in
every recession from the early 1960s which have the effect of
threatening collusive pricing, U.S. steel industry has been searching
means other than price competition to preserve its market position.
It first concentrated on seeking imposition of antidumping duties on
foreign imports. The wuse of antidumping action to resist foreign
competition was highlighted by the U.S. Tariff Commission's decision

in 1967 in the landmark case, Cast Iron Soil Pipe from Poland .%*33

In that case, the Commission held that to meet the injury test of an
antidumping action, an injury of more than de minimis degree would
suffice. The industry also accused foreign producers of being
unfairly benefited from government assistance and has made several
attempts to seek imposition of countervailing duties on foreign
imports. Foreign subsidies under attack are such practices as special
freight rates for domestic shipment of steel products, favourable
rates on  export credit or guarantee of credit, accelerated

depreciation allowances on modernization of plants and the remission
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of the VAT by the EEC member countries.

After the failure to seek remedy under the escape clause, the
national security clause, and the so-called '"orderly marketing"
provision of the U.S. Trade Expansion Act of 1962,%34 a bill was
introduced with a view to authorizing the President to negotiate
multilateral or bilateral agreements establishing quotas on steel
imports when the soundness of the steel industry was threatened.
Under the threat of this bill, Japan and EEC agreed to restrain their
exports to the U.S. voluntarily. The VER arrangements were challenged
by consumer groups about their legality.*35 The VERs ceased to be in
operation in 1974, because of the worldwide boom in demand for steel
products.

In order to lighten the re-emerged pressure for protection
starting from 1975 as a result of recession, the Tigger Price
Mechanism was introduced in antidumping administration.*36 According
to the TPM, the U.S. Treasury*37 would announce a set of reference
prices for steel products, which was set on the basis of the cost of
the most efficient foreign producer. If there had been any foreign
offer below these prices, the Treasury would have undertaken
antidumping investigation. The U.S. producers in return agreed not to
take legal action on their own intiatives. By wusing cost of
production as the fair value in the determination of dumping, the TPM
in effect prohibited marginal cost pricing during recession and also
mixed up antidumping law with tariff law by bringing the level of
import prices in line with the trigger price. The protectionist
effects and the legality of the TPM have been subject to much debate
and are the main concerns of disputes between the U.S. and its trading

partners. The TPM was suspended for sometime but later revived in the
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latter part of 1980.

Steel Crisis in Europe

The main mechanism which controls the EEC steel production is the
European Coal and Steel Community, established by the Treaty of Paris.
The Paris Treaty is intended to "ensure the most rational distribution
of production at the highest possible level of productivity, while
safeguarding continuity of employment..."*38 In 1967, through the
so~called Merger Treaty,*39 the management of steel trade was shifted
to the EEC Commission and Council.

The Treaty of Paris is primarily concerned with a "regulated
competition resulting from deliberate action and permanent
arbitration" rather than the abolition of obstacles to intra-community
trade.*40  The ECSC "normal" pricing system*41 which is a combination
of multiple basing point system, compulsory adherence to published
price lists and a prohibition of price discrimination within the
Community, dis din fact calculated to promote oligopolistic behavior
among European producers.*42 This system is very much 1like the
pricing practice of U.S. producers and is particularly vulnerable to
import competition. The real challenge to the ECSC system came in
1976 when there was a sharp drop in demand as a result of
recession. European producers, like the U.S. producers, have been the
loser in the secular changes of steel trade and unable to compete with
producers in the newly developed countries and Japan.

To meet the steel crisis, the Commission issued the Simonet Plan
to penalize redundant investments with a view to solving the problem
of low capacity utilization. The Simonet Plan was further implemented
by the Davignon Plan. Under the plan, several steel products were

subject to minimum prices, and some others were subject to guide or
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reference  prices. In order to insulate the EEC market from
international  competition, the Commission not only increased
surveillance on  imports by setting up a licensing system but
strengthened coordination among member states in dealing with
dumping, subsidized imports and market disruption. Although the Plan
was effective in disciplining prices and production to some extent,
the EEC producers still suffered from strong import competition.

The second phase of the Plan was therefore directed at curbing
import competition. The technique used is similar to the Trigger
Price Mechanism. The Commission published a list of minimum or "basic
prices" which were derived "by reference to the lowest normal costs in
the supplying country or countries where there are normal conditions
of competition'".*43  Imports at prices below these basic prices would
be deemed dumping, and provisional antidumping measures would be
immediately invoked, without any prior inquiry into the question of
injury. The antidumping duties, in actual practices, were not
universally and permanently imposed on foreign imports. Instead,
antidumping duties would not be imposed or would be lifted in exchange
for an exporting country's promise to ship no more than an agreed
amount into the Community and to refrain from bringing a complaint to
the GATT. In addition to non-imposition or a lifting of antidumping
duties, foreign producers would be permitted to bring in steel at a
"penetration margin" of 7% below the ECSC guide prices, and the
Community producers would be prohibited from aliging their prices with
import prices. Foreign producers are therefore quaranteed of certain
market share. Although import competition could be curbed, the
fundamental difficulty of the industry, i.e. inadequate demand and low

rates of capacity wutilization,remains The issue to be dealt with in
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the third phase is therefore to restructure the steel industry,
involving contraction, modernization and most importantly elimination
of subsidies.

In an attempt to control the increasing government subsidies to
steel industries, the EEC member countries in 1980 agreed to a
subsidies code for steel. The code stipulates that the Commission
must be informed of all aids beforehand, and would approve them only
if they were geared towards '"restructuring". Bailouts would be
allowed only under the following conditions : (1) closures presented
huge social problems, (2) the aids were for limited time, (3) they
were not repeated and (4) they helped restructuring. In September
1980, the Davignon voluntary cartel plan broke down because of the
continuing recession which depressed steel demand. A new plan was
proposed which was put into effect at the end of October 1980 to meet
the '"manifest crisis" provided in Article 58 of the Paris Treaty. A
system of mandatory production quota was introduced. The system was
strongly opposed by Germany whose firms are efficient and some of them
have restructured their plants in the 19/0s to meet the recession.
Germany's concern was that the new controls would guide an inefficient
steel industry through the slump, allowing it to hold on to ageing,
obsolescent and subsidized plants.*44 Under the pressure from
Germany, the Commission then undertook to curb steel subsidies. The
EEC economics ministers agreed to eliminate all national subsidies
over the next few years. A timetable was also agreed. Emergency
funds not immediately linked to a reduction of capacity, must cease by
June 30 1982. All operational aids linked to restructuring must be
eliminated by December 31 1984. The ministers also agreed to provide

modest financial help for early retirement and short-time working for



steel-workers.

The rise of the U.S. dallar in 1981 have led to a big assult of
European subsidized steel exoports on the steel markets in the U.S.
There were rapidly mounting fears among U.S. producers that the TPM is
not adequate to curb dimport penetration. After the failure in the
International Iron and Steel Institute's Conference in October 1981 to
solve the issue, several antidumping and countervailing duty actions
were 1initiated by the U.S. steel industry without resort to the TPM.
In the summer of 1982, the U.S. Commerce Department rendered a
positive  determination  of subsidy aﬂd subsequently a positive
determination of dinjury was rendered by the International Trade
Commission. Before  the Commerce Department rendered its final
determination, European producers agreed to an arrangement of VER
limiting the amount of exports from the Community.

(e) Chemicals and Textiles

Like the steel industry, the chemical industry is also facing the
problem of excess capacity and inadequate demand. The difficulty of
the chemical dindustries of industrialized countries is not only
cyclical but structural in nature. The rapid growth in the 1960s was
bound to slow down as products matured and the post-OPEC economy
flatered. These two factors are particularly critical to an industry
that is accustomed to having its periodic problems of excess capacity
problems solved by expanding demand.*45 Moreover, there is increasing
competition from the OPEC petrochemical producers that have cheap
local feedstocks gas, from the Eastern European producers who put more
emphases on earning hard currencies than on making profits, and from
third-world countries making chemicals to replace foreign imports.

The most affected are those Western European countries who are
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not only suffering from excess capacity, ageing plants, glutted
markets, weak prices, heavy losses and endless subsidies but also from
strong dimport penetration of U.S. exports which are benefited from
government controlled energy prices. The EEC Commission responds to
this dimport penetration with a series of antidumping actions and the
constant  warning  that the controlled energy prices are unfair
advantages. The use of antidumping duties against low price imports
in the present case 1is specially dinteresting. The EEC Commission
applies cost of production as normal value in determining whether
imports from the U.S. are sold at prices below their normal values.
However, many of the European producers are doing the same. They are
struggling for volume rather than profit, thinking that things will
turn out all right only if they can get through the cyclically
depressed period. Since selling below cost are common practices among
European producers, U.S. producers have to follow the same pricing
policy in order to compete in the European markets.

Several downstream industries of the chemical industry are also
in the same difficulty. This is especially true in the case of
synthetic fiber. The EEC textile industry has been under the threats
from third world as well as Mediteranean countries since the early
1970s. It is now also facing import competition from the U.S. where
the chemical industry is benefited by the control of energy price.
The EEC Commission again imposes antidumping duties on U.S. imports,
applying cost of production as normal value in the determination of
dumping, without regard to the fact that sales below cost are the
common  practices not only among U.S. exporters but among EEC
producers.

(f) Auto Industry
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The changing pattern of demand towards enery-saving cars enabled
Japanese products to capture a large share in the world market and
made possible the rapid expansion of the Japanese car industry. This
Japanese expansion has greatly burdened those Northern American and
Western European countries that are struggling to restructure their
car industries. Moreover, the drop in demand for products of these
countries has resulted in serious unemployment problems and trade
imbalance. Trade wunions as well as auto producers are pressing hard
to take action against Japanese import competition. In the
following, how the U.S. and the EEC react to Japanese import
competition will be discussed.

Being wunable to establish a case of dumping or subsidy, the U.S.
auto producers together with auto worker unions launched a compaign

against imports of Japanese cars under the escape clause of the U.S.

trade legislation. They alleged that Japanese imports have seriously

injured U.S. car industry and sought a presidential action to impose
import restrictions. Pursuant to the U.S. Trade act of 1974,
presidential actions under the escape clause are preconditioned by a
positive determination of injury from the U.S. International Trade
Commission.¥*46 In November 1980, the USITC reached a rather
controversial negative determination of injury. The USITC held that
the current state of the U.S. motor industry steemed less from the
import menance than high petro prices, a switch in American taste from
large to small cars and economic recession. In other words, the
Commission felt that import competition did not constitute "a
substantial cause of serious injury" and therefore the causal
connection  between the two was not strong enough. Failing to

establish a case under the escape clause, U.S car industry then turned
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to another alternative, namely, to negotiate with Japanese producers a

voluntary export restraint. The legality of the VER was challenged by

U.S. consumer groups with regard to steel imports. In Consumers

Union of U.S. Inc. v. Kissinger 47, the U.S. Court of Appeals
affirmed the district court's declaration that both the U.S. Expansion
Act and Sherman Act did not prohibit the President from 'negotiating
in any manner wifh private foreign companies as to commercial
matters'". However, the declaration that '"the executive has no
authority under the Constitution or acts of Congress to exempt the
Voluntary Export Restraint Arrangements on steel from the antitrust
laws and that such arrangement are not exempted..." was vacated.¥48
Even though the declaration with respect to antitrust law was vacated,
it 1is still possible for negotiation of a VER to constitute an
antitrust  offence. The Sherman Act condemns any conspiracy or
agreement to restrain competition in the U.S. market. In order to
avoid being involved in the troublesome antitrust litigtion, the only
alternative is to seek an immunity for all parties concerned is a
congressional action to authorize the President to negotiate car
import restrictions with Japan and other countries. In December 1980,
a bill enpowering the President to negotiate was easily passed. An
agreement was eventually reached according to which Japan was to limit
its car exports to the U.S. voluntarily .

The U.S.-Japan agreement irritated the EEC whose car industry is
in a declining state and heavily subsidized by the governments. The
EEC claimed that it was damaged by the bilateral dealing, because
there had been no adequate consultation with the EEC. This showed the
most disregard of the interest of the EEC, because it undermined the

progress made between the U.S. and the EEC towards developing a

43



coordinated political attempt to +turn back the tide of imports of
sensitive products from Japan. Moreover, the agreement could bring
more pressure on the EEC markets as there would be diversion of sales
to these markets. The EEC therefore sought to gain a pledge from
Japan that it would restrain car exports to the EEC in lines with its
restraint agreement with the U.S. However, the EEC member countries
were unable to agree on the nature of any voluntary undertaking that
might be secured from Japan. This is because many member countries
were already protected by national measures, or voluntary export
restraint agreements and were reluctant to give up their sovereign
rights 1in this area.*49 Rather than facing a concerted EEC, Japan
settled the dispute with individual countries one by one with a series
of voluntary export restraint agreements.

(B) Trade Conflicts Between Developed and Developing Countries

Developing countries are also affected by the current economic
crisis, partly due to the reactions of developed countries to the
crisis. The recession-induced protectionism not only hurt developed
but also developing countries. Protectionist devices such as "orderly
marketing arrangements" and '"voluntary export restraints'" are directed
largely against labour-intensive products and the whole process of
economic development of developing countries is severely affected by
restricted access for many "first stage" manufacturing products.
Moreover, the tendency among developed countries to cut government
spending  has greatly reduced the amount of aid to developing
countries. In addition, the drastic increase in oil prices results in
balance of payments difficulties in the net oil-importing developing
countries, particularly those of low income countries and those of

middle income countries who are wunable to expand their exports of
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manufactures in recession to cover their oil bills.

Although most developed countries grant preferential tariff
treatment to exports from developing countries, such arrangement
failed to serve as an effective mechanism of trade-creation and trade
diversion in favor of developing countries.’*50 Most economists agree
that MFN tariff reduction is a more effective mechanism than the
Generalized Preference System in improving market access of developing
countries.*51 A  new device was adopted in the Agreement on
Differential and More Favorable Treatment, Reciprocity, and Fuller
Participation of Developing countries*52 concluded during the Tokyo
Round. The agreement provides a permanent legal basis within the GATT
for preferential treatment to developing countries. Tariff reductions
negotiated under this agreement is different from the GSP in that the
benefits of the tariff concessions agreed on shall be automatically
extended to all GATT member countries, and the MFN rule is therefore
not eroded. The differential and more favorable treatments provided
are the waivers of reciprocity by developed countries in negotiating
tariff cuts. Priority was given to negotiations of tropical products,
which are of special interest to developing countries, and substantial
cuts have been achieved.

In so far as non-tariff trade barriers are concerned, it was
estimated that four major types of non-tariff barriers, i.e. quotas,
levies, licensing and export restraints, cover approximately one-third
of the trade with developing countries.*53 Non-tariff trade barriers
are  generally concentrated on those industrial and agricultural
sectors which are considered politically or economically sensitive in
that they involve high inputs of Jlow skilled labour.*54 Both the

International Antidumping Code and the MTN Subsidy/ Countervailing



Duty Code provide special rules for developing countries. However,
the Tokyo Round failed to solve the safeguard issue which is most
crucial to the interest of developing countries. Many import
restrictions against developing countries were imposed under the
safeguard clause of national trade legislation. Moreover, voluntary
export restraints negotiated with developing countries are even
beyond the control of the GATT. In the Tokyo Round, efforts have been
~made to produce a safeguard code to impose stricter disciplines on the
use of safeguard measures and to include VERs into the scope of the
safeguard  code. Negotiators were unable to compromise their
differences over the problems of selectivity, and compensation for
damage caused by safeguard action. Both Japan and developing
countries strognly opposed the proposal that safeguard action can be
taken selectively, i.e. an importing country is allowed to act against
some of the exporters of a specific product without regard to the MFN
principle. To allow selectivity will give importing countries a freer
hand to take safeguard action.

Textile Trade

The multilateral arrangements in textile trade are the first
effort made between developed and developing countries to meet
structural changes in the textile sector. 1In the late 1950s and the
early 1960s, the textile industry in developed countries bagan to
decline when facing with low-cost competition from devloping countries.
The existing bilateral trade agreements at that time were unable to

cope with the rapidly increasing number of competitors from developing

countries. A multilateral arrangement to establish an orderly

trading conditions could not only protect the interests of
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developing countries but also ensure a smooth process of adjustment to
the changing structure of relative costs in textile manufacture. The
first of this kind of market arrangement 1is the Long-term Cotton
Textile Agreement of 1962.%55 The Agreement requires importing
countries with quantitative restrictions to undertake progressively to
enlarge them. And where no quantitative restrictions applies, the
agreement allows importing countries to introduce them if their
markets are disrupted, but the restriction should be progressively
relaxed. The imposition of new quota is subject to carefully designed
rules regarding the initial levels and the formula for progressive
expansion. However, these rules could be escaped by voluntary
bilateral agreements. The Agreement however proved unsuccessful in
effecting adjustment in developing countries. In spite of the
dissatisfaction from exporters about the 1962 Agreement, a new
agreement,i.e. the  Arrangement Regarding International Trade in
Textiles (also known as the Multi-fiber Arrangement, MFA) was reached
in December 1973.%56 The MFA covers a wider range of textiles but its
structure is essentially the same as the 1962 agreement.

Before +the <conclusion of the MFA, the U.S. had entered into
comprehensive restrictive agreements with all its leading suppliers.
In addition, the competitiveness of its textile industry seemed to
have improved sharply after 1973. Under such circumstances, the U.S.
was prepared not only to liberalize the terms of its bilateral
agreements to bring its leading suppliers into the scope of the MFA,
but also to grant large quota increases to other suppliers to

exchange for bringing them under restriction. In contrast, the EEC

was suffering from the decline of the textile and clothing industries.



53

Because of the inability to anticipate the slowdown of the Community's
economy and the trade diversion effects of the more protective
policies pursued by the U.S., and to coordinate the policies of the
member countries sufficiently rapidly, the EEC took a rather relaxed
attitude in controlling imports.*57 The restrictions applied were
less comprehensive and a number of Mediteranean countries remained
completely unrestricted and benefited from tariff preference. Small
developed countries were unable to make developing countries to
negotiate bilateral agreements, and therefore they had relatively
frequent recourse to safeguard action under the market disruption
clause of the MFA. Canada and Australia even bypassed the MFA, and
took safeguard action wunder Article XIX of the General Agreement,
regardless of the objection from the Textile Surveillance Body, and
greatly eroded the standing of the MFA and its surveillance machinery.
Under the pressure from the EEC, the MFA was renewed in 1977 on
the basis of a revised version of a protocol drafted by the U.S. The
MFA  II contains a crucial clause which allows "jointly agreed
reasonable departure".*58 Thus, the U.S. was able to set initial
quotas and subsequent growth rates well below those stipulated in the
MFA. The EEC succeeded, before the MFA II was open to signiture, in
negotiating bilateral agreements with its main suppliers to cut back
quota drastically by threatening to initiate safeguard action under
Article XIX of the General Agreement. The EEC also created a
comprehensive quota system which has changed the MFA fundamentally
under the '"reasonable departure" clause. Small importing countries
delayed rejoining the MFA wuntil they could obtain restrictive
agreements with their principal suppliers. These newly negotiated

bilateral agreements were highly restrictive, cutting back quota up



even to 15 per cent. Low annual growth rates were justified by the
use of the "Scandinavian clause"*59 allowing "low positive rates" in
countries with small markets to protect "minimum viable production".
Australia is staying out of the MFA applying its own quota system
under Article XIX of the General Agreement. Keesing and Wolf
commented on the actual application of the MFA as follows:

" What has since been in effect has been a departure from a

departure --- a waiving of the provision of an agreement

which itself was a derogation from GATT principles."*60
Developing countries tried to retaliate. Indonisia hit back by
transferring contracts which might otherwise have gone to British
companies to other contractors, when the U.K. persuaded the EEC to
turn down an Indonisia's request for an increased textile quota under
the MFA.*601

As the MFA was to expire by the end of 1981, negotiations were
open in Geneva in July for its renewal. Developing contries put
forwards a 1list of proposals to prevent the EEC and the U.S. from
introducing more import curbs in a renewed MFA. They demanded that
(1) there should be no distinction between imports from low-cost
countries and those from other suppliers; (2) if protection was
needed, imports should first be cut back from the largest supplier
countries, e.g. the U.S. din the EEC markets; (3) there should be no
discrimination between wealthier and poorer ones; (4) there should be
clear-cut and objective criteria to define "market disruption"; (5)
the MFA renewal should be accompanied by a "definite, detailed and
time-bound programme for the implementation of adjustment measures';
and (6) the TSB should monitor import curbs. The EEC, on the other
hand, took the position that imports into the EEC had to be curbed and

their growth rates to be kept to within 15% of yearly growth in
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Community demand for textile and clothing. Moreover, the Community
needed a five-year period to allow its domestic producers to adjust to
competition from developing countries. Thirdly, the EEC demanded to
be allowed to curb any developing country's imports without prior
consultation if the imports disrupted its domestic markets. After a
long period of intensive negotiations, a protocol of extension was
produced which reaffirms some of the rules embodied in the MFA and

contains no important changes.

CONCLUSION -—- Sectoral Approach to Trade Conflicts

The above sector-by-sector discussions of trade conflicts have
shown how trading nations distorted legal mechanisms and evaded legal
constraints 1in practicing protectionism with regard to those sensitive
sectors. The only successful instance where trading nations solved
their conflicts through multilateral negotiations is the harmonization
of national export credit policies. The resolution reached did not
follow the market force as factors of competition in this sector have
been complicated by various government general as well as specific
policies and the determinants of comparative adavantge became obscure.
The resolution 1is rather a compromise which reflects the margin of
competitive advantage that a country are allowed by other comtries to
maintain. In contrast, when the sector is defined in terms of
product, comparative advantage is not allowed to be the sole
determinant in market arrangement, because the production of the
product involved is of wvital importance to the social balance of
importing or exporting countries. In the absence of international
arrangements specifically  directed at these sensitive sectors,
countries therefore resorted to protective means which greatly

distorted the existing trade rules, or to means that can evade the

55



56

constraints imposed by trade rules. A sectoral arrangement may have
the effect of insulating a sensitive sector from those sectors where
trade patterns are not so much affected by the cyclical or structural
changes. This could prevent the spreading of distortion in the
application of trade law to non-sensitive sectors. Moreover, under a
sectoral framework an arrangement can be made so that both exporting
and dimporting coun£ries could share the inevitable cost of changes in
world economy on an equitable basis, and distortive application of law
can be minimized. The main impediment to this sectoral approach is
the definition of each sector. This is because of the input-output
linkages between industries in a modern economy. Negotiations in a
narrowly defined sector would inevitably affect the relative cost
positions of the wuser industries or even those of its input
industries. As to the general pattern of this kind of sectoral
arrangement, the MFA provides a sound model, saving those sofening
clauses which have the effects of frustrating the original purpose of
establishing a sectoral framework. The sectoral approach to sensitive
industries is the main foundation of the legal reform in international
trade as proposed in this thesis. In the concluding part of this

thesis, more on the sectoral approach can be seen.
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Chapter T(A): Economics of Subsidies

(A) Definition of Subsidy

The term subsidy, in the broadest sense, can be defined as any
government action which affects the relative position of production or
consumption of a product to that of others. Thus, a lower tax rate or
regulatory burden, or discriminatory public procurement policies in
favour of certain line of product would constitute a subsidy. A narrower
definition would only include government actions granting benefits
through revenue or expenditure measures. This narrower definition is
consistent with the GATT approach which 1limits the concerns of the
provisions governing the use of subsidy to those subsidies involving
fiscal contribution from governments. Other measures though having
beneficial effects on a certain line of product are to be dealt with in
those provisions concerning non-discriminatory treatment, government
procurement policies, imposition of quota, standards and etc.. The third
and the narrowest approach considers a subsidy as a negative tax in order
to distinguish it from an ordinary tax. The second approach is followed
throughout this thesis so as to conform with the legal framework of the
GATT, except in those dinstances where the term "subsidy" is used in

contrast to the term "tax".

(B) General and Selective Subsidies

General subsidies are subsidies granted on all products and services
or on such a widespread basis that the effects on any specific product
cannot be traced. General subsidies can be in the form of subsidies or
tax reliefs to the employment of factors of production. Since general
subsidies affect all dindustries more or less equally, their effects are
similar to those of depreciation of a currency and would not seriously
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