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The Economics of GATT

Robert W. Staiger*

The General Agreement on Tariffs
and Trade (GATT) is an important
institution. Established in 1947 to
encourage the reduction of trade bar-
riers among its 23 member countries,
GATT (and now its successor, the
World Trade Organization —WTO)
has grown in membership to a roster
that currently exceeds 125 countries.
The expanding GATT membership
reflects the success that this orga-
nization has had in facilitating multi-
lateral tariff liberalization. As a con-
sequence of the eight negotiating
rounds that GATT has sponsored, the
average ad valorem tariff on indus-
trial goods has fallen from over 40
percent to below 4 percent. In light
of its significance for the world econ-
omy, an important question for econ-
omists is whether a theoretical inter-
pretation of GATT and its main
features can be provided. Much of
my recent research has been an at-
tempt to answer this question, by
seeking answers to four sets of re-
lated questions.

First, a most basic question: Why
do governments bother to negotiate
trade agreements? After all, major
policy decisions are routinely made
by governments without consulting
their trading partners. If a govern-
ment wishes to reduce its trade bar-
riers, why must it wait for a trading
partner to reach the same conclu-
sion? Second, given that governments
do choose to negotiate trade agree-
ments with one another, what do
they hope to accomplish in agreeing
to a prior set of rules by which nego-
tiations are to proceed and outcomes
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abide? These rules, which are con-
tained in the articles of GATT, remain
largely a mystery to economists. How
do these rules affect trade bargaining
outcomes, and why would govern-
ments choose to adopt them? Third,
how are these agreements enforced,
and how do the limits of enforce-
ment shape the features of GATT?
And finally, can the same set of prin-
ciples on which postwar multilateral
liberalization has been based be
applied to the host of “new” trade
policy issues (for example, labor and
environmental standards) currently
before the WTO? This article de-
scribes my research on each of these
questions.

Why Negotiate Trade
Agreements?

What do governments achieve
when they negotiate a trade agree-
ment? Because trade negotiations are
voluntary, each government should
gain as a result of them, and this is
possible only if there exists an ineffi-
ciency (relative to the governments’
own preferences) that the negotia-
tions can correct. What, then, is the
source of the inefficiency that a trade
agreement can correct? My research
points to two possibilities.

First, governments may face credi-
bility problems, and view trade
agreements as a means by which to
make policy commitments relative to
their own private sectors. In joint
work,! Guido Tabellini and I have
explored the inefficiencies that can
arise if the unilateral trade liberaliza-
tion announced by a government is
not deemed credible by its private
sector. We provide some empirical
evidence in support of the general
position that commitments made in a
trade agreement can bolster the cred-
ibility of trade policy decisions. Our

empirical investigation studies U.S.
tariff choices, and exploits the fact
that trade policy in the United States
is implemented in a variety of insti-
tutional environments. One environ-
ment that we examine is the Tokyo
Round of GATT negotiations, and in
particular the decision by the United
States to exclude certain industries
from the across-the-board tariff cuts
negotiated in that round. The other
is the decision by the United States
to grant protection to certain indus-
tries through GATT’s “escape clause”
(under which a government may
temporarily “escape” from its GATT
commitments). We observe that in
each environment the U.S. govern-
ment had to decide whether to
address distributional concerns by
granting costly tariff increases (or for-
going beneficial tariff reductions), but
that only in the former environment
did GATT rules and procedures place
explicit constraints on the ability of
the U.S. government to subsequently
reverse its decision. Therefore, only
in the former environment could
GATT rules serve as a potential com-
mitment device relative to the private
sector. Comparing decisions made
across these two environments, we
find that GATT rules did help the U.S.
government make domestic trade
policy commitments, for example by
allowing the decision to protect to be
more responsive to the cost of the
production distortions that would
arise as a consequence of that deci-
sion. This supports the view that
GATT's rules indeed can enhance the
credibility of trade policy decisions,
and it suggests one possible answer
to the question posed earlier: trade
agreements can help governments
make commitments to reduce their
own trade barriers.

But this question also has a com-
mon sense answer that every trade
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policy practitioner knows: govern-
ments negotiate trade agreements not
because they wish to reduce their
own trade barriers but because they
seek to reduce the trade barriers
imposed by their trading partners,
and they are willing to “pay” —with
market access “concessions” of their
own —for the enhanced access to
foreign markets that lower foreign
barriers would bring. According to
this view, the real question for econ-
omists is, must this behavior be inter-
preted as reflecting an irrational
mercantilist distraction, or can it be
understood with sound economic
principles? The answer to this ques-
tion has serious implications for the
study of GATT as an institution: if the
behavior of trade negotiators makes
no sense on any level, then there can
be no internal logic to GATT, since
this behavior is woven into the very
fabric of GATT law and practice.

In joint work,? Kyle Bagwell and I
have shown that there is a deeper
economic logic behind this seem-
ingly irrational behavior, and that it
is tied to the terms-of-trade motiva-
tions familiar from the classic work
of Harry G. Johnson.? Moreover, this
logic is very general; it applies, for
example, to each of the leading polit-
ical economy models of trade policy
(and is in fact the only reason that
governments might wish to negotiate
a trade agreement in these models).
The logic itself is very simple, and
can be described in intuitive terms,
once it is observed that the terms-of-
trade effects of a government’s policy
choices refer simply to its ability to
shift the costs of its policies onto
trading partners. This cost-shifting
will occur if some of the incidences
of a government’s policies are borne
by foreign exporters. Thus, for exam-
ple, when a domestic government

. offers protection to an import-com-
peting industry, some of the costs of
that protection will be shifted abroad
if foreign exporters accept lower

export prices for their sales in the
domestic market. When such cost-
shifting occurs, governments will
likely make distorted policy choices,
as they do not bear the whole cost of
their decisions. Consequently, from
the perspective of cost-shifting,
terms-of-trade effects represent a nat-
ural source of inefficiency associated
with unilateral policy decisions. At
the same time, these effects can help
to provide an economic explanation
for th'e mercantilist orientation of
actual negotiations; they imply that
each government is right to pin its
hopes for a beneficial outcome of
negotiations on its ability to gain
enhanced access for its exporters to
the markets of its trading partners.
Moreover, as we discover in subse-
quent work, viewing the central
“problem that trade agreements can
solve” as a terms-of-trade-driven pris-
oners’ dilemma reveals a simple logic
to a number of GATT’s key princi-
ples. These are discussed in the next
section.

Why Adopt a “Rules-
Based” Approach to
Negotiations?

If GATT were simply the codifica-
tion of a set of negotiated tariffs,
would governments have been able
to achieve the same degree of suc-
cess in liberalizing trade barriers over
the postwar period? This is a coun-
terfactual situation that we can never
observe, but economic theory —
together with a knowledge of the
institution —can help to provide an
answer. Of course GATT is not an
agreement to operate at a particular
point on the efficiency frontier.
Rather, it is a negotiating forum,
membership in which carries an
obligation to abide by a set of rules
under which future negotiations can
occur and future conduct will be
judged.4 While these rules are laid
out in a series of GATT Articles, the

pillars of GATT are the principles of
reciprocity and nondiscrimination
(most favored nation, or MFN), and
that enforcement mechanisms form
the heart of the GATT system. I will
discuss reciprocity and MFN here,
leaving issues of enforcement for the
following section.

The principle of reciprocity is a
GATT norm under which one coun-
try agrees to reduce its level of pro-
tection in return for a reciprocal
concession from its trading partner.
At the broadest level, this principle
refers to the “ideal” of mutual changes
in trade policy that bring about equal
changes in import volumes across
trading partners. The principle of
nondiscrimination is a separate norm,
under which a member government
agrees that any tariff applied to the
exports of a given product from one
trading partner will apply equally to
the exports of that product from all
other trading partners. Do the princi-
ples of reciprocity and nondiscrimi-
nation serve governments as simple
rules of negotiation that promote effi-
ciency, by “undoing” the terms-of-
trade-driven inefficiency that arises in
the absence of an agreement? My
joint work with Bagwell5 suggests
that they do.

Specifically, our work identifies at
least two roles that these tandem
principles can play in aiding govern-
ments as they seek to implement effi-
cient trade agreements. First, these
principles can help direct bargaining
outcomes toward the tariffs that each
government would have chosen had
it ignored its ability to shift the costs
of its protection onto trading partners
through terms-of-trade effects (for
example, if governments sought to
maximize national income with their
tariff choices, this would correspond
to multilateral free trade). This fea-
ture in turn can encourage weaker
countries to participate in GATT
negotiations without fear of exploita-
tion by their stronger, bigger trading
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partners. Second, these principles
can help to protect the value of mar-
ket access concessions won by a
government in a current negotiation
from being eroded in a future bilat-
eral negotiation to which it is not a
party. This feature can serve to facil-
itate the efficient exchange of market
access concessions between coun-
tries, by reducing or eliminating the
potential for opportunistic bilateral
agreements in the future. Each of
these roles arises from basic proper-
ties of reciprocity and MFN—namely,
that mutual changes in trade policy
conforming to reciprocity will stabi-
lize the terms of trade, and that MFN
tariffs will ensure that all countries
can trade on the same terms (face the
same set of exporter prices). To-
gether, these properties serve to neu-
tralize the terms-of-trade motives for
trade policy intervention. Conse-
quently, as we establish in our pa-
pers, when the fundamental ineffi-
ciencies that governments seek to
correct with a trade agreement arise
as a result of incentives to shift costs
through terms-of-trade movements,
these properties create a negotiating
environment with the desirable fea-
tures noted earlier. These papers point
out that preferential agreements—
which are by their nature discrimina-
tory —can interfere with these desir-

able features, to the detriment of the’

multilateral trading system.

How Are Trade
Agreements Enforced?

As there is no “world jail” an inter-
national agreement must be self-
enforcing if it is to be credible, and
GATT is no exception. As a result,
GATT must (and does) attempt to
specify credible retaliatory measures
against any country that places addi-
tional restraints on trade in a way that
violates the agreement. This amounts
to maintaining a balance between the
short-term temptation to deviate uni-

laterally from an agreed-on trade pol-
icy and the long-term penalty of a
consequent future loss of coopera-
tion (that is, the cost of a future retal-
iatory “trade war”). Viewed in this
way, it is evident that any event that
alters the current temptation to cheat
or the value of maintaining coopera-
tion into the future can alter this bal-
ance, and consequently the enforce-
able level of cooperation may change
through time. In a number of papersé
Bagwell and I have built on this
observation to evaluate and interpret
several of GATT’s features, including
its escape-clause provisions and the
impacts of preferential agreements
on sustainable multilateral tariff
cooperation.

In one paper” I argue that enforce-
ment concerns in a nonstationary
world may help to explain the
degree to which GATT’s liberaliza-
tion process has spread over time. I
show that an initial round of liberal-
ization can set in motion changes in
an economy’s resource allocation
that eventually lead to a relaxation of
enforcement constraints, creating the
possibility of sustaining a further
round of liberalization as the process
continues toward the efficiency fron-
tier. It is encouraging for the pros-
pects of reciprocal trade liberalization
in a world of limited international
enforcement power that the liberal-
ization process can gather momen-
tum and sow the seeds of further
liberalization. It suggests that such
limits need not keep the world per-
manently away from the efficiency
frontier. But there is a more ominous
side to this observation: anything that
interrupts the expected future
progress of the liberalization process
may negatively affect the ability to
sustain the liberalization that has
been achieved already. This notion
embodies the core feature of what
has come to be known informally as
the “bicycle” theory of GATT liberal-
ization (“If you don’t keep pedaling,

you will fall off”). It emerges natu-
rally when GATT’s liberalization is
considered from the perspective of a
self-enforcing agreement.

Can GATT’s Principles
Be Applied to “New”
Trade Policy Issues?

GATT is certainly not perfect, but
most observers agree that its princi-
ples have worked remarkably well to
liberalize world trade. Can these prin-
ciples also be applied to the variety
of new issues before the WTO? A
number of these issues, such as
agreements on labor and environ-
mental standards, would extend
GATT’s reach well beyond traditional
trade policy matters, and as such
appear to encroach on traditional
limits of national sovereignty. This
raises fundamental questions about
the structure of international eco-
nomic relations among sovereign
states. Therefore, an important ana-
lytical question concerns the minimal
range of policies over which interna-
tional negotiations must proceed if
global efficiency is to be achieved.

In recent works Bagwell and I
have begun to explore such ques-
tions by investigating how domestic
labor standards might be handled in
the GATT/WTO. We consider several
approaches to the treatment of
domestic labor standards within a
trade agreement. First we show that
the “benign neglect” of labor stan-
dards within a trade agreement will
result in inefficient choices for both
trade barriers and labor standards,
much as labor interests and social
activists have claimed. However, we
also show that direct negotiations
over labor standards are not required
to reach efficient outcomes. Instead,
we describe GATT rule changes that
in principle could allow governments
to achieve efficient policy outcomes
while continuing to negotiate Over
tariffs alone, thereby preserving a
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degree of national sovereignty over
traditionally domestic policy choices.
The required rule changes would
extend the logic of reciprocity as cur-
rently contained in GATT to the
choice of domestic labor standards.
But there is an important distinction
between the GATT rule changes we
suggest and the changes that have
been proposed in recent WTO dis-
cussions — namely, the formal inclu-
sion of a “social clause” that would
permit restrictions to be placed on
imports from countries not comply-
ing with a specified list of minimum
standards. These proposed changes
would allow governments to raise
import restrictions in response to the
weak labor standards of their trading
partners. In contrast, the changes
suggested by our analysis would
instead allow governments to raise
import restrictions in exchange for
tightening their own labor standards.
This reorientation, linking the per-
missible level of import protection in
GATT to one’s own labor standards
rather than the labor standards of
one’s trading partners, is the paper’s

central message for the application of
GATT’s principles to the new trade
policy issues.
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