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Chapter 5:  International trade policy

International trade in the twenty-first century does not correspond to the textbook model,  in  which  finished  goods  are  produced  in  one  country  to  be  transported  by air, sea or land for sale in another country. More than one-third of all international trade today takes the form of intra-firm exchanges. Frequently a firm manufactures components  in  one  country,  assembles  them  in  a  second  country,  to  be  sold  as finished  goods  in  a  third  country  or  even  to  be  re-exported  back  for  sale  in  the country of origin.

In addition to this there are now powerful trade blocs in the world economy: for example, the European Union (EU) and the North American Free Trade Agreement (NAFTA). Where trade blocs with a common external tariff exist, it may be the case that  an  outside  firm  wishing  to  sell  goods  or  services  in  a  country  belonging  to  a trade  bloc  may  be  obliged  to  invest  in  that  country  to  overcome  trade  barriers.

Japanese  car  plants  have  located  in  Europe,  for  example,  in  order  to  bypass  the trade restrictions imposed by the EU on cars imported from non-EU countries. Only in 1999 did the EU finally lift its ‘voluntary’ agreement with Japan limiting exports of Japanese cars into the EU.

It is also the case that in the past two decades there has been a huge increase in the  exposure  of  all  firms  to  global  competition.  Markets  have  been  liberalised  and there  has  also  been  a  revolution  in  telecommunications  which  has  integrated  the world’s  financial  operations.  Technology  now  ensures  that  market  information  and technical know-how crosses national boundaries at great speed.

In  today’s  world  firms  can  gain  or  lose  their  competitive  edge  in  international markets very quickly. Jagdish Bhagwati, Professor of Economics at Colombia Univer- sity in the US, has argued that trade based on comparative advantage is increasingly volatile and precarious. When firms in many countries can access similar technology and can borrow at the same rates of interest, the margins of comparative advantage can be very small. Slight shifts in cost can cause firms to move quickly from one coun- try to another to maintain their international competitiveness. 

Changes in the framework of international trade have had two important conse- quences for trade policy:

● Firms  have  realised  that  comparative  advantage  is  volatile  and  precarious.  They are therefore very keen to ensure that their rivals do not engage in what they see as  unfair  trade.  They  put  pressure  on  governments  and  on  institutions  like  the World  Trade  Organisation  (WTO)  to  harmonise  policies  in  trading  countries  so that all have the advantages and disadvantages of a single trading framework.

● With international competitiveness so unstable, workers have come to feel increas- ingly insecure. The problem of job insecurity may apply equally to skilled, unskilled and professional and white-collar workers. As firms indicate their intention to move production overseas there is pressure on governments by firms and their employees to introduce regulatory frameworks which can safeguard workers’ rights.
international political economy

International  political  economy  offers  a  number  of  generalisations  about  trade relations and bargaining strategies between nation states. All of them are plausible, and most of them are supported by respectable real-world empirical evidence.

● It  is  large,  well-developed  nation  states  that  tend  to  favour  economic  openness. Such states tend to benefit the most from free trade. They are less likely to suffer from fluctuations in external markets. In consequence they are unlikely to be pro- tectionist, other things being equal.

● Nation  states  that  are  predominantly  agrarian tend  to  favour  protectionism. When  an  economy  shifts  decisively  from  agriculture  to  industry,  usually  it  will lower its tariffs.

● Countries that pioneer new technologies have an incentive to lower trade barriers. Often these innovations are concentrated in a lead economy. As new technologies diffuse  through  the  world,  follower countries  often  raise  their  trade  barriers  in order to compete for lead economy status behind a tariff wall.

● Nation states that are suffering from external shocks, such as war, depression and lack  of  public  confidence,  tend  to  favour  trade  restrictions.  Economic  down- swings tend to favour protection, upswings tend to favour free trade.

● Nation states with strong pressure groups, possibly articulated through an effec- tive legislature, can provide a strong push towards, or pull away from, protection- ist  tendencies,  depending  on  the  circumstances.  Factors  such  as  the  quality  of political leadership are also important in this context.
International political economy helps to explain why many developing countries have  been  very  late  converts  to  the  doctrine  of  free  trade.  Most  are,  or  have  been, important  producers  of  primary  products:  foodstuffs  and  raw  materials.  Since  the mid-1990s, however, agricultural products have also been incorporated into the rules of  the  international  trading  system.  Protectionist  policies  for  agricultural  products within  developed  countries,  such  as  the  EU’s  CAP,  have  been  subjected  to  succes- sive rounds of tariff reduction. This has had the effect of enabling non-EU members to  access  the  European  market  for  agricultural  products.  In  principle  this  should bring about important long-term benefits to developing countries.

In the last decade, more than fifty developing countries have unilaterally lowered their own trade barriers as part of a comprehensive move towards liberalisation of markets. Sub-Saharan Africa remains the exception, maintaining many trade restric- tions,  particularly  export  taxes.  Sub-Saharan  Africa  also  has  many  other  barriers associated  with  civil  strife  and  dislocation.  In  consequence,  it  is  a  world  region which is declining in importance in international trade.
From GATT to the WTO
Towards the end of World War II, forty-four nations met under the leadership of the Allied Powers to draw up plans for the post-war international system of trade and payments. The world economy was to be organised around three cornerstones: the International Monetary Fund (IMF), the International Bank for Reconstruction and Development  (IBRD  or  World  Bank)  and  the  International  Trade  Organisation (ITO).  Of these  three  the  ITO  never  came  into  existence,  much  to  the  disappoint- ment of Keynes, because the US Senate refused to ratify its charter. In fact, even in Europe  there  was  very  little  support  for  the  ITO.  Public  opinion  in  the  UK  had moved against multilateralism and only a handful of members of parliament offered unqualified support for the ITO. In the US the business community opposed the ITO believing that the US export surplus was under attack from potential trading part- ners. US business argued that it would be subject to more trade discrimination with the ITO than without.

The place of the proposed ITO was taken by the General Agreement on Tariffs and Trade (GATT) which came into being in 1947. Its objective was to prevent a return to the  protectionist  measures  which  had  so  damaged  world  trade  during  the  1930s.

Member countries of GATT, under the leadership of the US, were to meet from time to time to jointly negotiate on matters of trade policy. The successive negotiations were  termed  rounds.  Altogether  there  were  eight  rounds  of  negotiations  between 1947 and 1995. The aim was to reduce barriers to trade by removing tariffs, quotas, taxes,  subsidies  and  administrative  procedures  which  could  operate  in  restraint  of trade. Aside from the rounds of trade negotiations, GATT also fulfilled a watchdog role, monitoring the day-to-day trading policies of member countries.

Given its provisional basis (legally GATT was never more than a series of interna- tional  agreements  to  negotiate  on  matters  of  trade  policy),  its  achievements  were quite remarkable. Little by little, in successive rounds of trade negotiations, multilat- eral trade principles were extended through the reduction of tariffs and the phasing out of quantitative restrictions. GATT also succeeded, through its panel of experts, in resolving a number of trade disputes between members.

The  final  round  of  GATT  negotiations  was  the  Uruguay  Round  of  Multilateral Trade Negotiations. This is generally agreed to have been the most comprehensive and ambitious of all the GATT rounds. It lasted for seven years. The Final Act, which embodied the results of these negotiations, was signed in April 1995 in Marrakesh, Morocco. The Final Act is a very complex document, but it is possible to summarise its main provisions.

● The  multifibre  arrangement (MFA),  which  had  protected  member  countries’ textiles and clothing from foreign competition, was to be phased out.

● Agriculture,  which  had  effectively  been  excluded  from  previous  GATT  rounds was to be brought within the provisions of GATT, leading to progressive liberali- sation of trade in agricultural products.

● Rules were established to cover intellectual property rights. In seven areas it was permissible  to  enforce protection:  copyright,  trademarks,  geographical  indica- tions, industrial design, patents, design of integrated circuits and the protection of undisclosed information.

● The  GATT  provisions  were  for  the  first  time  extended  to  cover  services.  The service  sector  is  a  large  and  growing  part  of  world  trade,  covering  such  things as tourism,  banking,  shipping,  telecommunications,  insurance  and  softwaredevelopment.  The  General  Agreement  on  Trade  in  Services  (GATS)  aimed  for a gradual liberalisation of trade in services.

● On  industrial  goods,  voluntary  export  restraints (VERs)  were  to  be  phased out. These had come to be the favourite protectionist instrument in the US and the  EU,  affecting  commodities  like  electrical  appliances  and  cars.  Countries such  as  Japan  had  been  obliged  to  abide  by  quotas  for  their  exports  of  cars and electrical goods to the US and the EU. The word ‘voluntary’ was somewhat misleading.
Developing countries
The  Uruguay  Round  of  GATT  negotiations  was  also  the  first  GATT  round  which actively promoted the participation of developing countries. It was the first to take seriously  the  contribution  of  developing  countries  to  international  trade.  In  previ- ous  rounds  when  negotiations  reached  critical  points,  developing  countries  were excluded  from  the  debates.  The  Uruguay  Round  was  different.  In  part  this  was a reflection of the growing importance through trade and capital flows of develop- ing  countries  in  the  world  economy.  This  can  be  seen  both  on  the  demand side (bigger  export  markets  in  the  developing  world  for  developed  countries)  and  the supply side  (increased  competition  in  developed  countries  from  third-world imports).  On the export side  over  40  per  cent  of  US  exports,  47  per  cent  of  EU exports,  and  48 per  cent  of  Japanese  exports  now  go  to  developing  or  transition countries. Asia and Latin America are the world’s fastest-growing markets. On the import side, the main fear has been that cheap labour in the developing world will force wages down in developed countries. Economists continue to point out, how- ever, that in rich countries higher wages are justified by higher productivity due to higher standards of education, more efficient management and superior infrastruc- ture.  The  expectation  is  that  when  developing  countries’  productivity  catches  up, their wages will also rise.
The WTO

GATT was established on a provisional basis, which in the end was to last for half a century.  Although  GATT  had  permanent  headquarters  in  Geneva,  legally  it  was never more than an international agreement to negotiate jointly on matters of trade policy. The final act of the Uruguay Round established a formal organisation called the  WTO  to  replace  GATT.  This  is  generally  considered  to  be  the  most  important achievement of the Uruguay Round.

The WTO is a permanent body with its headquarters in Geneva. Decision-making comes  about  via  a  Ministerial  Conference  of  representatives  from  all  its  member countries. The Ministerial Conference must meet at least once every two years. The first  of  these  conferences  was  held  in  Singapore  in  December  1996,  the  fifth  in Mexico in 2003.
The WTO framework is superior compared with its GATT predecessor because:

● It is a single undertaking with a unified legal basis. GATT was merely a series of multilateral trading agreements.

● Under the WTO there are clear surveillance mechanisms to oversee trade policy. There  are  annual  reviews  of  international  trade  and  reviews  of  members’  own trade  policies.  This  represents  a  considerable  strengthening  of  policing  proce- dures as compared with GATT.

● There  are  provisions  for  the  WTO  to  consult with  the  IMF  and  the  World  Bank. This should bring a greater degree of co-ordination in the international economy as compared with the GATT system.

A further advantage claimed for the WTO is that its membership of countries is clear  from  the  outset.  Because  WTO  supports  a  rule-based  trading  system,  all those who join the WTO must agree to abide by the provisions of the Final Act of the  Uruguay  Round.  Under  GATT,  countries  could  join  at  various  intervals  from 1947 onwards. They could make use of what were termed ‘provisional accession protocols’  which  allowed  them  to  ignore  GATT  obligations  and  avoid  GATT discipline. The same is not true of the WTO. All countries within the WTO agree to abide  by  the  rules.  For  example,  the  WTO  code  obliges  governments  to  treat foreigners and nationals equally when awarding government contracts. If domes- tic regulations clearly favour local firms over foreign firms, then this will not find favour with the WTO.
WTO and the environment
As  long  ago  as  1971  GATT  had  established  a  Working  Group  on  Environmental Measures and International Trade but the group did not meet for over twenty years. The Final Act of the Uruguay Round established a new Committee on Trade and the Environment (CTE) to operate within the WTO.

At  present  there  are  twenty  multilateral  environmental  agreements  in  the  world economy that have trade provisions. These provisions are discussed within the CTE. The most important are:

● the  Basel  Convention which  controls  the  transport  of  hazardous  waste  across international borders;

● the  Convention  on  International  Trade  in  Endangered  Species which  restricts international trade in certain animals from the wild;

● the Montreal Protocol which applies restrictions on the production and export of CFCs in order to protect the ozone layer.

The CTE holds discussions once or twice a year on the multilateral environmen- tal  agreements,  referring  any  problems  to  the  dispute  settlement  mechanisms  of the WTO. It is generally agreed, however, that progress by the CTE in addressing issues relevant to the environment has been slow. The CTE was asked to prepare  a report for the first WTO Ministerial Conference, held in Singapore in December 1996. However, its 46-page report was criticised as having very little analysis and virtually no recommendations for specific actions. The basic problem is political.

The  WTO,  like  its  predecessor  GATT,  makes  decisions  by  consensus  among  its member countries. There is no consensus on trade/environment issues. If decisions cannot  be  reached  by  consensus,  there  are  provisions  for  reaching  decisions  by votes, but anything contentious requires a three-quarters or even unanimous vote among member countries. This is difficult to achieve. The effect of environmental measures  on  the  trade  prospects  of  developing  countries  received  specific  atten- tion at the Fourth Ministerial Conference of the WTO at Doha, Qatar, in November 2001.  In  the  light  of  the  Doha  Declaration  the  CTE  is  expected  to  reflect  in  the future on the implications of environmental issues for the trade prospects of devel- oping countries.

What then are the environmental issues on which it is difficult to reach agreement in  the  WTO?  The  issues  divide  into  three  types:  domestic  pollution,  transborder pollution and global pollution.

Domestic pollution

Consider  the  case  where  pollution  is  domestic  in  nature  and  does  not  spill  over national boundaries. Countries differ in their beliefs as to whether a lack of concern for  the  domestic  environment  constitutes  ‘unfair  trade’.  Richer  countries  tend  to have higher environmental standards than poorer ones. Poorer countries operating in  the  same  industry  or  sector  may  therefore  have  what  some  would  regard  as  an unfair trade advantage. In 1995 Senator Boren in the US introduced legislation into Congress to prevent imports of carbon and steel alloys from countries with low envi- ronmental standards. He argued that the US spends 250 per cent more on environ- mental  controls  than  its  competitors  and  there  was  ‘an  unfair  advantage  employed by other nations exploiting the environment and public health for economic gain’. Of course competitors would not agree with this diagnosis of ‘unfair trade’. They would reply that environmental diversity between countries is quite legitimate and should not interfere with free-trade principles. It is quite acceptable for different countries to  value their  domestic  environment  differently.  In  any  case  a  rich  country  can afford  to  spend  more  on  its  own  environment.  Forcing  poor  countries  to  spend a high  proportion  of  their  income  on  pollution  abatement  will  further  drive  down their standard of living.

Transborder pollution

What  about  pollution  that  spills  over  national  boundaries?  This  is  what  econo- mists  term  transborder  pollution  and  it  gives  rise  to  transborder  externalities, which are even more complex than those which arise with purely domestic pollu- tion. Does a country being damaged by pollution from another have a right to ban imports  from  that  country?  Would  Canada  be  justified  in  keeping  out  imports from  the  US  on  the  grounds  that  US  acid  rain  spills  across  the  border  into  Canada? Most economists, and the WTO, would argue that trade policy is a rather blunt instrument to tackle the specific environment problem of transborder pollu- tion. Losses to Canada from reduced trade are likely to be much greater than the gains to Canada from less acid rain.

Global pollution

There is the argument that the WTO through the CTE could support trade sanctions to  reduce  global  pollution  problems.  Problems  such  as  ozone  layer  depletion  and global  warming  can  only  be  solved  by  international  actions.  But  countries  which choose  to  ignore  agreements  to  reduce  global  pollution  can  free  ride,  i.e.  they  can get all the benefits of low global pollution levels while bearing none of the costs. The argument  is  that  the  WTO,  via  the  CTE,  could  develop  rules  permitting  the  use  of trade  sanctions  against  free  riders.  To  many  people  this  makes  political  and  eco- nomic sense but it would represent a departure for the WTO from a fifty-year tradi- tion  of  steadfastly  upholding  free  trade.  The  environmental  argument  would  then have won out against the trade arguments.

Social issues and the WTO

The basic idea behind the call for ‘social clauses’ in international trade agreements is that lower labour standards in a country might confer an unfair competitive advan- tage  relative  to  trading  partners  with  higher  labour  standards.  Lower  labour  stan- dards would typically include not only lower real wages but also such undesirable features as child labour, legislation against collective bargaining by trade unions, and lax health and safety provisions. All of these, it is argued, could be responsible for ‘cheap’  labour  leading  to  an  ‘unfair’  competitive  advantage.  Usually  the  complaint about  ‘unfair’  trade  is  made  by  major  developed  countries,  in  relation  to  imports from developing countries, which are said to be produced under exploitative labour conditions.

The fear of unfair competitive advantages conferred by low labour standards was present from the very beginning in GATT. Indeed the charter of the ITO (the institu- tion  that  never  came  into  being)  stated  that  ‘members  recognize  that  unfair  labour conditions,  particularly  in  production  for  export  create  difficulties  in  international trade and accordingly each member shall take whatever action may be appropriate and feasible to eliminate such conditions within its territory’.

Although  GATT  itself  never  got  to  grips  with  the  question  of  labour  stan- dards, the issue was raised again by the US and France at the end of the Uruguay Round.  It  was  their  intention  that  the  WTO  should  discuss  minimum  labour standards,  which  would  include  freedom  of  association,  collective  bargaining, prohibition  of forced  labour  and  elimination  of  exploitative  child  labour.  US Secretary  of  State  Warren  Christopher  stated  in  1996  that  a  discussion  of  trade and  labour  standards  in  the  WTO  was  a  US  priority.  However,  Australia,  Japanand  South-East  Asian  countries  are  on  record  as  being  opposed  to  discussion  of such issues within the WTO.
Market access

The WTO, like its GATT predecessor, has agreed procedures for reducing or remov- ing  tariffs  and  non-tariff  barriers  in  order  to  promote  free  trade.  After  eight  GATT rounds  of  tariff  reductions,  average  customs  duties  had  fallen  to  a  very  low  level.

In the Uruguay Round, participants negotiated further cuts on a product-by-product basis.  Nevertheless,  there  are  still  tariffs  which  restrict  trade,  especially  tariffs  in developed country markets on exports of non-agricultural products from developing countries.  The  WTO  refers  to  ‘tariff  peaks’  of  15  per  cent  and  above  on  sensitive products. One such product is steel on which the US imposed tariffs in March 2002 in order to stave off bankruptcy in the US steel industry and force rationalisation and consolidation.

The WTO intends to reduce ‘tariff peaks’. Following on from the Fifth Ministerial Conference  in  Mexico  in  2003.  They  are  scheduled  to  be  phased  out  by  1  January 2005. Also to be subject to negotiation is ‘tariff escalation’ in which import duties are applied  to  semi-processed  products  rather  than  to  raw  materials,  with  even  higher tariffs  applied  to  finished  products.  The  effect  of  tariff  escalation  is  to  protect domestic processing industries and discourage the development of processing activi- ties in countries where the raw materials originate. Developing countries embarking on large-scale industrialisation are particularly affected by tariff escalation in devel- oped country markets.
Trade blocs and the WTO

The  WTO  is  expected  to  uphold  and  promote  the  principles  of  free  trade.  How should it deal with trade blocs which promote free trade between member countries, but maintain trade barriers against non-members?

Regional  trade  blocs  are  growing  in  importance  in  the  world  economy.  The longest-standing and most successful trade bloc is the EU. It has been joined by two other  major  trading  blocs.  The  first,  the  North  American  Free Trade  Agreement (NAFTA) (1993), includes the US, Canada and Mexico. The second, the Asia Pacific Economic  Co-operation  Forum  (APEC)  centres  on Japan.  According  to  the  WTO, 109  regional  trade  agreements  were  notified  to GATT  between  1948  and  1994,  of which one-third were signed between 1990 and 1994.
GATT had a presumption against trade blocs, enshrined in the principle of ‘non- discrimination’. Member countries were not permitted to discriminate between one trading partner and another. If a country cut its tariffs on trade with one country, it had  to  do  likewise  for  all  countries.  GATT,  supported  by  the  US  over  a  very  long period, saw the growth of trade blocs as being unhelpful to free trade.

In 1982 William Brock, then the US chief trade negotiator, decided to change the US’s  direction  and  pursue  a  trade  agreement  with  Canada.  Today’s  NAFTA  is  the consequence of that decision.

Paul  Krugman  has  argued  in  support  of  trade  blocs.  He  points  out  that  much  of international  trade  is  based  on  geographical  proximity  anyway.  Countries  tend  to trade  with  their  near  neighbours.  If  trade  blocs  are  regional  in  character  they  will include  near  neighbours.  In  this  sense,  he  argues,  there  are  few  opportunities  for harmful trade diversion and many more opportunities for beneficial trade creation.

Arguments like those of Krugman have encouraged the WTO to look upon trade blocs in a more favourable light. Nevertheless trade blocs do contradict the goal of free trade on a multilateral basis. How can the WTO ensure that trade blocs which exist  now,  and  those  which  may  be  brought  into  being  in  the  future,  become more liberal  in  their  policies  towards  non-members?  In  its  own  report  (1995)  the WTO suggests three ways in which trade blocs can be made as non-discriminatory as possible.

● Countries forming trade blocs should be required to cut their tariffs against out- siders  to  the  lowest  level  of  any  member  of  the  trade  bloc.  This  would  be  an extension of the principle of ‘most-favoured-nation’ (MFN) to countries which are not members of a trade bloc.

● Countries  forming  a  trade  bloc  should  be  obliged  to  notify  the  WTO  well  in advance so that the WTO can study the agreements.

● The WTO should monitor existing trade blocs very closely. These three changes will come into effect in the near future, but only if the WTO’s member states agree.
The EU and the WTO

The WTO has surveillance mechanisms in place to oversee members’ trade policies. Central to these mechanisms are the regular Trade Policy Reviews (TPR) in which member  countries’  trade  and  related  policies  are  examined  and  evaluated.  In  2000 the WTO reported on EU trade policies and noted that:

● The EU has been slow to relax quotas on industrial products over the past decade. Only twelve of the fifty-two product categories restricted in 1990 have been subse- quently liberated.
● Anti-dumping  measures  are  also  restricting  imports  from  a  number  of  sources. These  measures  apply  particularly  to  imports  into  the  EU  of  iron  and  steel, electronic  products  and  chemicals.  In  addition,  state  subsidies  are  undermining competitiveness in parts of the manufacturing sectors of EU member countries.

● In  the  agricultural  sector  the  Common  Agricultural  Policy  (CAP),  which  offers support to EU farmers, still discourages imports despite the CAP reform agreed in 1999. At the EU border high tariffs apply, estimated at 17 per cent.

● The  EU  maintains  numerous  preferential  bilateral  trade  agreements  from  which the  majority  of  WTO  members  are  excluded.  For  example,  among  developing countries,  preference  is  given  only  to  African,  Caribbean  and  Pacific  countries (ACP).  Most-favoured-nation  treatment  applies  only  to  imports  from  Australia, Canada,  Hong  Kong,  China,  Japan,  Republic  of  Korea,  New  Zealand,  Singapore and the United States.

● The  WTO  also  noted  numerous  ‘food  scares’  at  EU  level  which  were  likely  to affect market access for exporters of foodstuffs to the EU. This is a consequence of the EU’s food-safety policy.
Health and safety
This latter point, and others relating to standards of health and safety, do illustrate a deeper  problem  which  is  emerging  in  the  WTO.  National  health  and  safety  reg- ulations  have  been  growing  in  importance.  The  difficulty  is  deciding  whether  the regulations  have  a  genuine  purpose  –  for  example,  the  health  and  safety  of  con- sumers – or whether they are simply a device to protect home producers from for- eign  competition.  The  EU  decided  some  time  ago  that  chickens  slaughtered  in  the US do not meet EU safety standards. The US complained that although the US clean chickens  in  a  different  way  from  EU  farmers,  arguably  the  final  product  is  just  as safe to consume. Chickens were being kept out of EU markets in order to support EU chicken farmers. Indeed, the US Food and Drug Administration (FDA) goes fur- ther in claiming that the EU is not strict enough as far as many goods are concerned.

EU drugs are required to satisfy a second set of FDA testing procedures before they can be imported into the US.

How many domestic regulations are justified and how many are intended solely to keep  out  foreign  competition?  If  a  country  believes  another’s  national  regulations are just a cloak for trade protection, it can take its case to the WTO. If a guilty party fails  to  abide  by  the  WTO  ruling,  the  country  that  has  taken  the  case  can  demand compensation or impose trade sanctions. In one well-publicised case, the EU did not comply  with  WTO  rulings  on  imports  of  hormone-treated  beef.  In  consequence retaliation was authorised by the WTO against EU exports in 1999.
EU’s attitude to the WTO
Relations between the EU and the WTO have never been easy, but they deteriorated markedly during and following on from the Seattle Ministerial Conference. The EU Council  has  called  for  greater  transparency  in  the  WTO,  and  fuller  participation  of WTO  members  in  decision-making.  The  EU  strongly  supports  the  new  comprehen- sive  round  of  trade  negotiations  about  to  follow  on  from  the  Doha  Ministerial Conference in November 2001. The EU is also looking for barriers to be lowered in areas which the US is committed to defend: namely, government procurement and international investment.

Reflecting the wider concerns expressed at Seattle, the EU Council has frequently called upon the WTO to address trade issues relating to labour standards, the envi- ronment and sustainable development. These are the issues which are likely in any case to dominate the WTO agenda over the next decade.
Chapter 14:  International institutions
Introduction

After World War II, the post-war planners in both the US and Britain were determined to break with the economic nationalism and isolationism which had characterised the inter-war period, and had led to the decline in international trade. There was a positive political side to the agenda. The belief was that freedom in international transactions would promote world peace. A new liberal economic order was designed to provide the foundations for world prosperity.

At  Bretton  Woods  in  New  Hampshire  in  1944,  the  British  delegates  were  led  by Keynes  and  Lord  Halifax.  The  US  experts  were  led  by  Harry  Dexter  White.  The Bretton  Woods  agreement  set  up  two  of  the  important  institutions  of  the  post-war world:  the  International  Monetary  Fund  (IMF)  and  the  International  Bank  for Reconstruction and Development (IBRD or World Bank).
in October 1946 a preparatory committee  gathered  in  London  to  work  on  a  charter  for  an  International  Trade Organisation within the framework of the United Nations. The final drafting of the ITO charter took place in 1947, but by this time the US business community was arrayed against multilateral trade. The ITO was replaced by GATT, and eventually by the WTO (Chapter 5). In GATT there was a commitment to reducing tariffs, preferences, quanti- tative  restrictions  and  other  impediments  to  trade.  These  were  clear  steps  towards multilateralism but did not ensure unfettered free trade.

Parallel to the Bretton Woods system were developments in the United Nations. In June 1945 the United Nations Charter was signed in San Francisco. It is signifi- cant  that  much  of  the  debate  on  post-war  international  institutions  actually  took place  at  first  within  the  United  Nations.  The  ITO  was  first  perceived  as  a  spe- cialised  agency  of the  UN.  The  Bretton  Woods  conference  itself  was  initially a United Nations-sponsored monetary and financial conference. By 1947, however, it was clear that the United Nations was becoming divided into two hostile camps reflecting an increasingly divided world economy. On one side was ranged the US and her European allies. On the other side was the Soviet bloc. The Soviet Union did not ratify the Bretton Woods agreements. The IMF, the World Bank and GATT increasingly came to be regarded as instruments of US policy. The voting policies of  the  IMF  and  the  World  Bank,  as  compared  with  the  United  Nations,  tended  to reinforce this impression. The principle which applied in the UN was ‘one country, one  vote’.  All  countries  had  the  same  influence  in  the  decision-making  process. In the IMF and the World Bank votes were weighted according to the financial con- tribution of the member country. Rich countries such as the US had a much greater influence over decision-making.
The IMF
The  IMF  was  set  up  in  1944,  with  44  member  countries.  Its  full  title  is  the  Inter- national Monetary Fund. It comprises 180 member states at the present time. From the beginning it was located in Washington, USA.

The quota system

The  basis  of  IMF  power  and  influence  is  its  financial  resources,  currently  worth around $270 billion. These resources come from the subscriptions of member coun- tries. Each member’s subscription or quota is determined on the basis of its national income. Rich countries have a higher subscription than poor countries.

On joining the IMF a country pays 25 per cent of its subscription in the form of widely  accepted  foreign  currencies:  the  euro,  dollar,  yen  or  pound  sterling.  The remainder of the quota is paid in the country’s own currency. Quotas are reviewed every five years.

Since its inception, the IMF has been a large holder of gold reserves because many quotas were paid initially in gold. Today the IMF is one of the world’s most impor- tant holders of gold reserves.

Objectives of the IMF

The IMF is governed by articles of agreement which provide the legal framework for the  international  monetary  system.  When  it  was  set  up  the  international  monetary system, as overseen by the IMF, covered five areas:

● Convertibility. The IMF determined the circumstances in which countries made their national currencies convertible with other currencies.
● The exchange rate regime. The IMF decided on the ways in which currency values were  to  be  corrected,  and  the  choice  to  be  made  between  fixed  and  flexible exchange rates.

● Balance  of  payments  adjustment.  The  IMF  resolved  how  balance  of  payments surpluses and deficits were to be accommodated between countries.

● Reserve assets. The IMF held reserves from which debtor countries could borrow in limited quantities. Initially the reserve assets of the IMF were gold, sterling and the dollar. In 1970 the first special drawing rights (SDRs) were allocated to mem- bers.  Essentially  the  IMF  created  a  special  drawing  account  for  each  member. Members could draw SDRs proportional to their share in Fund quotas, when they were  in  difficulties.  SDRs  were,  therefore,  to  be  counted  as  reserve  assets.  The currencies of the major industrial countries went to make up the SDR.

● International  management.  The  IMF  provided  machinery  for  consultation  and collaboration on international monetary problems.
The  IMF  still  had  a  role  to  play  in  relation  to  convertibility,  exchange  rates  and balance  of  payments  adjustment,  but  it  was  a  much  reduced  role.  It  was  given  the responsibility of ensuring that:

● individual countries or groups of countries did not engage in destabilising specu- lation over exchange rates;

● individual countries or groups of countries did not attempt to influence artificially the value of exchange rates in order to gain a trading advantage.

This still left the IMF with two of the roles which had been assigned to it in 1944, i.e. holding reserve assets which debtor countries could borrow, and a management role in providing the machinery for collaboration and consultation on international and monetary issues.
Lending reserve assets

The IMF is able to make loans to debtor countries that are experiencing balance of payments  problems.  Loans  take  the  form  of  the  currencies  supplied  by  financially strong countries (euro, dollar, sterling) plus SDRs. If necessary the IMF can supple- ment its own resources by borrowing from financially strong member countries. IMF  loans  are  provided  under  an  ‘arrangement’.  This  sets  out  the  conditions of the  loan:  that  is,  its  ‘conditionality’.  Usually  a  country  has  to  agree  to  carry out specific  economic  programmes  and  broader  reforms  in  order  to  qualify  for assistance.

The IMF has different types of loans, or ‘facilities’, to meet the specific needs of members. Some have very low, i.e. ‘concessionary’, rates of interest. There are also different repayment periods. The main facilities available in 2001 were:

● Poverty  reduction  and  growth  facility (PRGF) (Yoksulluğu Azaltma ve Büyüme Kolaylığı).  This  is  concessionary  finance (interest rate 0.5 per cent) for low-income countries, to be repaid over a period of between five and ten years.

● Stand-by  arrangement (SBA) (Destekleme Düzenlemesi).  This  is  short-term  finance  to  meet  balance  of  payments problems, and has to be repaid within two to four years. It is the most widely used IMF facility and attracts a market-related rate of interest.

● Compensatory finance facility (CFF) (Telafi Edici Finansman Kolaylığı) is one of the oldest forms of IMF lending. It assists  countries  suffering  an  unexpected  fall  in  export  earnings  because  of  a collapse in world commodity prices.

● Supplemental  reserve  facility (SRF) (Ek Rezerv İmkanı).  This  was  introduced  in  1997  to  meet  the need for large-scale financing for countries suffering from massive capital outflow. The  loans  are  short-term  (one  to  one-and-a-half  years)  and  attract  high  rates  of interest.

● Contingent credit lines (CCL) (Olağanüstü Durum Kredisi)  introduced in 1999 are designed to help a country avoid  ‘financial  contagion’.  Its  aim  is  to  help  avoid  a  crisis  by boosting confidence in the economy. The loans are short-term.

The  IMF  will  also  provide  emergency  assistance  to  countries  which  are  coming out of war or civil disturbance, or who have experienced a natural disaster.
International management

The  IMF  supports  consultation  and  collaboration  among  its  member  countries. Countries  meet  together  in  ‘groups’.  The  two  major  groups,  in  terms  of  influence over policy, are the G-7 and the G-20.
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Group of Twenty (G-20)

Argentina,    Japan,

Australia,     Korea,

Brazil, Mexico,

Canada,        Russia,

China, Saudi Arabia,

France,         South Africa,

Germany,     Turkey,

India, United Kingdom,

Indonesia,    United States,

Italy, European Union euro area

The  G-20  was  formally  established  at  the  G-7  Finance  Ministers’  meeting  on 26 September  1999.  The  inaugural  meeting  took  place  on  15–16  December  1999  in Berlin. The G-20 was formed as a new forum for co-operation on matters pertaining to the international finance system. It promotes discussion among key industrial and emerging market countries.

The  membership  of  the  G-20  comprises  the  Finance  Ministers  and  central  bank governors of the G-7 countries, plus the central bank governors of 12 other key coun- tries,  the  president  of  the  European  Union  (if  not  a  G-7  member),  the  president  of the  European  Central  Bank,  the  managing  director  of  the  IMF,  and  the  president of the World Bank.
The World Bank

The World Bank was established in 1944; its full name is the International Bank for Reconstruction and Development. It is made up of three organisations:

● the International Finance Corporation which is a private sector bank;

● the International Development Agency (IDA) which provides loans to developing and transition economies at concessionary rates;

● the Investment Guarantee Agency, which insures investors against risk.

Objectives of the World Bank

The objectives of the World Bank have changed substantially since its founding. The US  proposed  an  International  Bank  in  1943,  to  finance  post-war  reconstruction  in continental  Europe.  The  idea  was  taken  up  by  Keynes  with  great  enthusiasm.  One of the  first  applicants  for  emergency  assistance  to  the  new  institution  was  Britain herself,  much  to  the  disgust  of  the  US  administration  which  argued  that  the  Bank was ‘not intended to deal with special needs of that sort!’ In the end it was Marshall Aid  from  the  US  which  financed  European  reconstruction,  and  the  World  Bank turned  instead,  though  slowly  at  first,  to  granting  loans  to  developing  countries, many of which were moving from colonial status to independence.

The  World  Bank  borrows  on  world  markets  and  lends  to  needy  countries  for development purposes. Because the World Bank is heavily creditworthy, it can bor- row at relatively low rates of interest. Very poor countries can then borrow from it at concessionary rates. The less poor pay a rate of interest which is marginally above the rate at which the World Bank can borrow.

In  theory,  the  World  Bank  is  the  institution  which  provides  long-term  develop- ment  finance  for  developing  and  transition  economies  at  relatively  low  rates  of interest,  whereas  the  IMF  is  the  institution  which  provides  developing  countries and transition countries with short-term finance to tide over balance of payments problems. In practice, the distinction between the two types of lending is now very blurred. This is because the World Bank has tended to move away from providing finance  for  specific  projects,  e.g.  a  school  or  a  hospital,  and  towards  programme aid  which  assists  developing  and  transition  economies  with  broad  economic  and structural change. This type of finance is referred to as structural adjustment lend- ing,  and  it  is  conditional  on  certain  policies  being  followed.  The  types  of  policy measures which have been requested in return for World Bank finance are shown in Table 14.1.
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Table 14.1 Types of policy measure required for structural
adjustment lending

Trade policy. Remove import quotas
Cut tarifls
Improve export incentives.
Resource mobilisation Reform taxes.

Reform interest rate policy
Strengthen management of external borrowing
Improve financial performance of public enterprises

Efficient use of resources.

Revise agricutural pices
Reduce agricuttural subsicies
Revise energy prices

Revise industy incentives

Institutional reform

Improve support for industry
Improve support for agriculture

‘Source: Adapted rom Mosiey (1987




During the 1990s it became increasingly apparent that there were problems with the conditions imposed by the World Bank on its long-term lending.

● Many  countries  failed  to  comply with  the  conditions.  Some  countries  which  did not  comply  with  the  conditions  even  managed  to  get  a  second  loan  from  the World Bank (Mosley, 1987).

● When  countries  did  comply  with  the  conditions,  this  often  had  the  effect  of depressing  incomes  and  investment,  resulting  in  a  negative  effect  on  long-term growth.

● Loans  in  foreign  currency  often  enabled  countries  to  postpone  making  difficult decisions. Such loans kept in power unpopular and corrupt governments. Foreign exchange also enabled money to be spent on luxury imported consumer goods.

● When  rates  of  return are  compared,  policy-based  programme  lending  has  fre- quently performed worse than old-fashioned project lending which has tended to be favoured by bilateral aid donors.
The debt problem

The World Bank has another problem, which it shares with the IMF. Huge propor- tions of GDP and the export earnings of developing and transition economies go to service  debt.  Much  of  this  debt  comprises  interest  payments  on  past  borrowings from official and private sources.

Most of the debt of African and other low-income countries is owed to the official multilateral  and  bilateral  agencies  which  have  provided  them  with  concessionary finance. By contrast the typical middle-income debtor country owes more than half its debt to the commercial banks and other private lenders. Because of higher inter- est  rates,  the  debt  service  ratios  of  middle-income  countries  can  be  substantially greater  than  those  of  low  income  debtors.

Debt relief initiatives can take the following forms:

● Debt reduction is any response which reduces the debt owed by a country. Debt reduction  does  not  mean  simply  exchanging  one  form  of  debt  for  another.  For example,  when  official  debt  is  swapped  for  equity,  dividends  are  paid  to  private creditors  rather  than  interest  being  owed  to  official  lenders.  But  this  does  not necessarily reduce the debt. In the long run it could actually increase it.

● Debt relief is any measure which reduces the present value of payments due. In the long run, however, this may actually increase the debt and benefit the creditor. For  example,  rescheduling  a  debt  will  reduce  payments  in  the  short  run.  But unless a country can increase its capacity to service the debt in the long run, the debt burden over time can increase.

● Debt forgiveness. Public pressure has obliged the World Bank and IMF to forgive, i.e. completely wipe out, the debts of some of the poorest countries in the world economy.

Debt  relief,  reduction  or  forgiveness  can  mean  increased  leverage  for  the  World Bank  and  the  IMF.  IMF/World  Bank  approved  policies  have  to  be  followed. Sometimes these policies have unintended consequences. The IMF often insists on the currency being devalued as part of a stabilisation package. This raises the debt burden because debt is repayable in foreign currency. So, for example, devaluation in  Moldova  in  2002  increased  its  debt  burden  to  an  equivalent  of  75  per  cent  of government revenue. In a country with already desperately low spending on health and education, this can be little short of a disaster. 
