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Summary

The GATT and now the WTO hasin effect served asthe constitution of the post-war international trade regime.
In this report | focus on the GATT/WTO as the centerpiece of the post-war international trade regime, and |
explore anumber of themes. First, what purpose is served by the WTO and the international trade agreements
that it administers? Second, inwhat senseisthe WTO aglobal public good? Third, | discusstwo interpretations
of the developing country experienceinthe GATT/WTO. Fourth, | identify two potential threatsto the WTO
and theinternational traderegimethat isbuilt uponit. Andfinally, | consider and evaluate anumber of possible
reforms of the WTO.

| suggest both general and specific conclusions. At ageneral level, | indicate theimportance for the work of the
Task Force with regard to the international trade regime of identifying the central inefficienciesthat the WTO
isbeing asked to address: | observe that there are two distinct i nefficienciesthat might reasonably be addressed
through international trade agreements; and | suggest that providing its member governments with an avenue
of escape from the inefficienciesthat arise with aterms-of-trade driven Prisoners’ Dilemmaisthe central task
that the WTO is well-designed to handle. Also at ageneral level, | argue that the global public good features
of the WTO are associated primarily with its design features — that is, with the creation of the WTO and with
its maintenance as a negotiating forum — rather than with the end uses to which the WTO is put by its member
governments. At a more specific level, | use these general conclusions to offer two interpretations of the
disappointing devel oping-country experiencewithinthe GATT/WTO, and to suggest that theinternational trade
regime may be threatened by the increasing numbers of preferential trade agreements and the widening scope
of non-trade issues covered by the WTO. And finally, using these general and specific conclusions, | examine
anumber of possible WTO reform proposals. In particular, | suggest that some of the reforms proposed for
initial consideration by the Task Force are quite promising, and | attempt to point out directionsin which these
promising reform proposals might be further devel oped.

*This report was written for the International Task Force on Global Public Goods to serve as
background notes on the international trade regime for their second meeting to be held in Istanbul in
March 2004. | thank Katell Le Goulven, members of the Task Force and Kyle Bagwell for helpful
suggestions on an earlier draft.



Table of Contents

I 011 oo 11T f oo P SRS p.
1. What Purposeis Served by the W T O?......oo e p.

[1.1 Thefirst role: escaping from aterms-of-trade driven Prisoners Dilemma................ p.

[1.2 The second role: making policy commitments to the private sector..............ccccuv.e.e. p.

[1.3 The literature, the evidence, and the design features of the GATT/WTO.................. p.
[11. 1sthe WTO aGlaobal PUBIic GOO?..........ccouviiieeee e p.
V. Two Interpretations of Developing-Country Experiencein the GATT/WTO............... p.
V. Potential Threatstothelnternational Trade Regime.........ccccoccevvveviecieevie e cee e, p.
VI. RefOrmMSOf tNEWT O ..ot naee s p.
RV I o g ox 11 o] o SRS p.

S = = TSRS p.

10

11

14

16



I. Introduction

Aninternational trade regime can be largely non-cooperative, or it can be characterized by significant efforts at
international cooperation. International cooperation in trade matters can be implicit, or it can take the form of
explicit international trade agreements. In the post-World-War-I1 era, the international trade regime has been
characterized by significant and sustained attemptsto cooperate over trade mattersat amultilateral level through
voluntary but explicit international trade agreements. The GATT and now the WTO has in effect served asthe
constitution of the post-war international trade regime. In this report | focus on the GATT/WTO as the
centerpiece of the post-war international trade regime, and | explore the following themes. First, what purpose
is served by the WTO and the international trade agreements that it administers? Second, in what senseisthe
WTO aglobal public good? Third, | discuss two interpretations of the developing country experience in the
GATT/WTO. Fourth, | identify two potential threatsto the WTO and the international trade regimethat is built
uponit. And finally, | evaluate a number of possible reforms of the WTO.

I1. What Purposeis Served by the WTO?

Sinceinternational trade agreements are entered into by governments voluntarily, they must offer the possibility
of providing mutual gainsfor all participants. Inamultilateral forumwhere all governments can participate, this
possibility can only arise if there are inefficiencies absent the international agreement (i.e., if everyoneisto get
a bigger piece of the “pie,” then the size of the pie must be increased, which is only possible if there is an
inefficiency to begin with)." The role of the agreement is then to reduce or eliminate the inefficiencies and
distribute the gains from this accomplishment across participants. Hence, to identify the purpose served by
international trade agreements, the key step isto identify the inefficiencies that such agreements can address. In
this section | provide abrief description of the two central inefficiencies that international trade agreements can
address.

1.1 Thefirst role: escaping from a terms-of-trade driven Prisoners’ Dilemma

Themost direct rolefor aninternational trade agreement isto eliminatean “international” inefficiency that would
arise in the absence of an agreement, i.e., an inefficiency whose source can be traced to the economic
interdependence among nations. What, then, isthe source of theinternational inefficiency that providesareason
for an international trade agreement to exist? A natural possibility is the “terms-of-trade driven Prisoners
Dilemma’ that governments may confront in the absence of atrade agreement.? Providing governments with an
avenue of escape from a terms-of-trade driven Prisoners’ Dilemma offers afirst possible role that international
trade agreements can play.

The essence of thisfirst role may be understood as follows. When the U.S. government raises barriers against
exportsfromthe EU, itimposesacost on EU exporters, if these exporters must ultimately accept lower pricesfor
their products as aresult of the diminished accessto the U.S. market. In the absence of some compelling reason
to take this cost into account, the U.S. government will naturally “under-value” the global costs of its decision
toraise barriersagainst EU exports, i.e., it ignoresthe cost it imposes on EU exporters. AstheEU isinasimilar

L participation islimited to asubset of countries, thenitispossiblefor participantsin the trade agreement to gain at the expense
of non-participants even when there is no inefficiency absent the agreement. | will return to this point in section V.

*Theterms-of-tradedriven Prisoners’ Dilemmawasfirst formalized by Johnson (1953-54). Itshistory and extensionsinto modern
political-economy theories of trade agreements are discussed in Bagwell and Staiger (2002, Ch. 2).
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situation with regard to barriers against exports from the United States, the EU government will naturally under-
value the global costs of its decision to raise barriers against U.S. exports. The upshot, then, is that unless
governments are given a compelling reason to take account of the costs that they impose on foreign exporters
when they erect trade barriers, there will be a “problem” that translates into an international inefficiency. In
particular, from aglobal standpoint there will be “too much” trade protection —and therefore “too little” market
access— provided by governmentsin thefollowing sense: if each government were given a“voice” in the market
access choices made by those governmentsin the countriesto which its exporters sell, it would be willing to pay
those governments to provide greater market access to its exporters, and all governments could potentially gain
from this transaction.

What | havejust described istheinternational inefficiency that arises when governments find themsel ves caught
in a“terms-of-trade driven Prisoners' Dilemma.”® As described, thisinternational inefficiency arises naturally
whenever governmentslack acompelling reason to take account of the coststhat they impose onforeign exporters
when they erect trade barriers. And asexplained, theinternational inefficiency takestheform of too little market
access in the world.

Given this problem, the purpose of the WTO can then be seen as providing a “solution,” i.e., providing
governments with an avenue of escape from the terms-of-trade driven Prisoners' Dilemma in which they are
mutually caught. As | will describe more fully below, the particular approach adopted by the WTO (and the
GATT beforeit) to solve this problem isto provide a“ market” for the exchange of market access commitments
among governments. That is, the WTO is set up as anegotiating forum for governments, and its rules and norms
are structured so that a government that wants access for its exporters to the markets of another country can
engage in negotiati ons with the government of that country and offer accessto its own marketsin exchange.* In
thisway, each government is given avoice —through WTO negotiations— in the market access choices made by
those governments in the countries to which its exporters sell. And in this way, each government is given a
compelling reason —through WT O negotiations—to take account of the costsit imposes on foreign exporterswith
its trade barriers (whether erecting new trade barriers or maintaining existing ones), because when it restricts
accessto itsmarketsfor foreign exportersit must now consider theforegone accessto foreign marketsfor itsown
exporters that it could have acquired by an exchange of market access commitments with its trading partners
through WTO negotiations (the recent unilateral imposition of steel tariffs by the U.S. government, and its
subsequent decision to withdraw these tariffsin the face of threatened WTO-approved countermeasures against
U.S. exporters by the EU, is a good illustration of this last point). It isin thisway that WTO market access
negotiationscan “internalize” theterms-of-trade“ externalities’ that governmentsimpose on each other with their
unilateral trade policy choices, and thereby allow governments to achieve more efficient and mutually preferred

3The Prisoners Dilemmastructure refersto asituation in which both governments could do better if each would cooperate with
the other than if both act non-cooperatively, but each government doesbetter yet if it al one acts non-cooperatively, and so non-cooperative
behavior from both governments can be expected unless the governments can reach some enforceabl e agreement to cooperate. The costs
imposed on exporters amount to terms-of-trade movements, which iswhy it can be said that the Prisoners’ Dilemma described in the text
is terms-of-trade driven. The Prisoners' Dilemma name itself refers to the original setting in which this structure was analyzed: two
prisoners, accused of being partnersin crime, are kept is separate rooms and must individually decide whether or not to confess (whether

or not to act non-cooperatively toward the partner).
*Hoekman and K osteki (1995, pp. 60-61) provide alucid description of the GATT/WTO in these terms.
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outcomes.

If the purpose of the WTO is to provide governments with an avenue of escape from a terms-of-trade driven
Prisoners Dilemma, then, WTO negotiations should be concerned fundamentally with expanding market access
to globally efficient levels, and each government should be guided in these negotiations by the interests of its
exporters. Three important observations follow.®

First, thisinterpretation of the purpose of the WTO explains why governments are driven by exporter interests
in WTO negotiations — rather than the gains that come to consumers with freer trade — without resorting to the
view that governmentsadoptirrational Mercantilist motives. Hence, under thisinterpretation, it becomespossible
toview the WTO asaninternational i nstitution withinwhich the behavior of governments can be understood with
basic economic reasoning.

Second, thisinterpretation of the purpose of the WTO indicates that governmentswill utilize WTO negotiations
to reduce trade barriers and expand market access, regardliess of their underlying ideologies or political
preferences: under thisinterpretation, what motivates governments to negotiate trade-liberalizing agreementsin
the WTO is not necessarily a belief in free-trade principles, but rather the essential point that, whatever the
underlying policy motivations of governments, there is ssimply too little market access in the world absent the
WTO (or absent something else that serves the same purpose). Under this interpretation, then, arguments in
support of the WTO are far more general than arguments in support of free trade. For instance, argumentsin
support of free trade require the absence of market imperfections (or the availability of non-trade policy
instruments to address these market imperfections), and require as well the ability of governments to achieve
distributional objectivesthrough non-trade policies. Argumentsin support of the WTO under thisinterpretation
do not require that either of these conditionsis met. Observe also that this interpretation of the purpose of the
WTO can explain why WTO officials do not make pronouncements concerning what constitutes“ good policies’
(e.g., freetrade) for WTO-member governments—aslong asthe policies of member-governments stay within the
basic WTO rules(e.g., non-discrimination, transparency) —afact that distinguishesthe WTO markedly from other
international economic institutions, such as the IMF, whose purposes are presumably quite different. Thisisa
very important point for the work of the Task Force, and | will return to it below in section Il1.

And third, this interpretation of the purpose of the WTO carries with it a succinct mission for the WTO as an
international institution. Specifically, the WTO should work to facilitate the expansion of market access
commitments by its member governments; nothing more and nothing less.

11.2 The second role: making policy commitments to the private sector

An alternative rolefor an international trade agreement isto eliminate a*“national” inefficiency that would arise
in the absence of an agreement, i.e., an inefficiency whose source can be traced to a distortion in the national
economy. Inthiscase, an obvious question is, Why does a government need an agreement with other nationsto
help it address its national problem? A possible answer to this question is that, in the absence of a trade
agreement, agovernment may betrapped in asub-optimal “time-consistent equilibrium” initspolicy interactions
with its own private sector. Helping governments escape from time-consistent equilibria then offers a second

SThese observations are described in detail in Bagwell and Staiger (2002, Ch. 2).
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possible role that international trade agreements can play.

Whilethefirst role of international trade agreements described above focuses on the inefficiencies that arise as
aresult of the policy interactions among national governments, this second potential role can be seen by focusing
ontheinefficienciesthat ariseasaresult of theinteractions between each national government anditsown private
sector. Specifically, by “tying the hands’ of a government, an international trade agreement may serve as an
external constraint that can hel p the government make policy commitments (e.g., non-intervention) to the private
sector that it would not be able to maintain “onitsown,” i.e., without its handstied by some external constraint.
Unlikein thefirst role for trade agreements described above, under this second role for trade agreements other
governments are not really part of the “problem,” but they can nevertheless become part of the “solution” by
agreeing to punish a government if it reneges on its policy commitments. In this way, a government can
potentially use a trade agreement to achieve policy goalsthat it would find infeasible to achieve on its own.

An example can illustrate the idea. Suppose that the government of Mexico wishes to undertake a substantial
liberalization of itstrade regime, because it seesthe economic costs to Mexico of maintaining import protection
—interms of both the inefficiently large import-competing industries that have survived behind Mexican trade
barriers and the inefficiently high prices that Mexican consumers must pay for imported and import-competing
products — as outweighing the redistributive benefits that import-competing workers in Mexico enjoy as a
consequence of thesetrade barriers. Supposefurther that the government of M exico announcesafuturedate (e.g.,
one year from now) at which all remaining Mexican import barriers will be removed. Suppose finally that
workers in the import-competing industries of Mexico must by that date make alargely irreversible decision of
whether to rel ocate from theimport-competing industries or stay. Plausibly, many of theseworkerswill be better
off relocating if the government of Mexico follows through with its announced trade liberalization on the
announced date. But some workers may be better off staying in the import-competing industry even under
liberalization, despite the precipitous drop in wages that they may experience, because their ability to relocateis
sufficiently constrained. A potential credibility problem will arise for the Mexican government if there are
significant numbers of Mexican workers who would choose to stay under liberalization, because in this case it
would be tempting for the government to renege on its announced intentions after those workerswho could leave
theimport-competing industries had done so, and to offer someimport protection tothe“un-rel ocatable” workers
that remain intheimport-competing industries at that time. Thereal difficulty for the government isthat workers
who would have relocated if they expected the government to actually follow through on its announced
liberalization will choose not to leaveif they understand how the government’ sincentiveswill change with time
(i.e., after thedate of itsannounced trade liberalization has come and gone), and in the presence of this credibility
problem the government may find itself trapped in a sub-optimal situation in which it cannot credibly liberalize
itsimport barriers, and from which it cannot escape.

What | havejust described isanational inefficiency that ariseswhen agovernment findsitself caughtina“time-
consistent equilibrium.”® As described, this national inefficiency arises whenever a government faces a policy

®The phrase “time-consistency” is roughly analogousto “credibility”: that is, in atime-consistent equilibrium, the government
is constrained to announce “ credible” policies at one point in time that it would actually follow through on at alater point in time (hence
“time-consistent”) if the private sector believed these announcements and acted upon them.
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credibility problem with regard to the expectations of its private sector.” Given this problem, the purpose of the
WTO can then be seen as providing a“solution,” i.e., providing governments with an avenue of escape from the
time-consistent equilibriain which each is caught with its private sector. As mentioned above, the role of the
WTO in this caseisto facilitate agreements that permit governments to “tie their own hands” against pressures
that they face from their own private sectors to renege on announced policy goals, and thereby enhance the
national credibility of trade reforms. Of course, thereisno “world jail” into which a government can be thrown
if it does“untieits hands’ and renege on liberalization commitments made in the context of WTO negotiations.
But broken WTO commitmentscan lead toretaliatory responsesfromimportant trading partners, apossibility that
introduces additional “external” costs for a government that reneges on its policy commitments, and this
possibility can potentially serve as an external commitment device that can help a government make policy
commitmentsto its private sector that it would not be able to maintain on its own.?

If the purpose of the WTQ isto provide governments with ameans of escape from atime-consistent equilibrium,
thenthefocuson market access commitmentsthat characterized themission of theWTO inthefirst role described
above no longer applies. Instead, under this second role, it is not levels of market access per se to which
governments need help committing, but rather any of awhole host of border and non-border policy instruments
at their disposal. Thispointisvery important for thework of the Task Force with regard to theinternational trade
regime, becauseit indicatesthat some of the key design features of the WTO — such aswhether agreements should
seek to commit governments primarily to market accesslevels, |eaving each government largely freeto determine
for itself the exact mix of border and non-border measures with which it will honor its market access
commitments, or rather commit governments to specific levels of both border and non-border policy measures
—will depend on which of these two rolesthe WTO isto play. Of course, the WTO could play both roles, and
as | will observe in the next subsection probably doesto some extent. But due to the distinct nature of the two
problems that are being solved under these two different roles, it is likely that the WTO cannot serve both
purposes well. Hence, identifying the central problem that the WTO is attempting to solve is acritical stepin
ensuring the coherence of theinternational traderegime built upon WTO principles, anditisacritical step aswell
for the work of the Task Force with respect to the international trade regime.

11.3 The literature, the evidence, and the design features of the GATT/WTO
The existing economics literature on trade agreements highlights one or the other of these two roles.® Infact, it
isaccurateto say that the main branch of the economicsliterature adopts the view that trade agreements serve the

The policy credibility problem, in turn, can be interpreted as arising whenever governments lack first-best policy instruments
for their purposes. Astradeintervention isamost always a second-best or worse form of policy intervention (see Bhagwati, Ramaswami
and Srinivasan, 1969), it may be expected that credibility problemsin trade policy will be wide-spread. The role of trade agreementsin

allowing governments to escape from sub-optimal time-consistent equilibriais discussed in Bagwell and Staiger (2002, Ch. 2).

8ulti mately, the external coststhat are associated with retaliatory responses by important trading partnerstake the form of lower
exporter prices, and so a“terms-of-trade” channel is lurking in the background of this second purpose of trade agreements aswell. The
threat of retaliatory responses from important trading partnersis critical aswell in enabling the WTO to serve the first purpose described
above, a point to which | will return in section IVV. On the central role played by retaliation in the WTO, see Bagwell and Staiger (2002,
Ch. 6) and Lawrence (2003).

9Bagwel | and Staiger (2002, Ch. 2) describes how the various papers that comprise the existing economics literature can be seen
as reflecting either one or the other of these two roles.



first role, namely, that they allow governments to escape from a terms-of-trade driven Prisoners' Dilemma.’
Studies exist which emphasi ze the possible commitment role played by trade agreements aswell, but thisbranch
of the literature has not to date been developed very far.'!

Empirically, there are alarge number of studiesthat provideindirect support for the terms-of-trade interpretation
of therole of the WTO, though there are as yet no studies that provide direct empirical evidence that the WTO
servesthisrole® Moreover, anumber of the most central design features of the WTO — such asits reciprocity
norm, its non-discrimination principle, and its enforcement provisions, aswell asitstraditional focus on market
access — can be interpreted as making the WTO well-suited to help governmentsin their attempt to escape from
aterms-of-tradedriven Prisoners’ Dilemma.*® Thisevidencesuggeststhat, atitscore, theWTOisawell-designed
institution if its purpose is to help governments escape from a terms-of -trade driven Prisoners’ Dilemma.

With regard to evidence concerning the possible commitment role played by the WTO, there is one study that
providesdirect empirical evidence of acommitment role played by GATT (prior toitsrebirth asthe WTQO).** On
the other hand, there are no studiesthat have been able to offer acommitment interpretation of the central design
features of the WTO, and there is reason to believe that at least one prominent feature of the WTO —the built-in
policy flexibility that governments can exercise through various WTO safeguard provisions and escape clauses
— works against the role of the WTO in serving as a commitment mechanism to constrain the actions of
governments against their private sectors. This evidence suggests that, while the WTO may play some
commitment role for its member governments, thisis not its central purpose.

So, | now return to the question with which | began this section: What purpose is served by the WTO? On the
basis of thisdiscussion, adefensible answer to this question would run asfollows. The WTO (and GATT before
it) owesitsreputation as one of the world’ s most successful international institutionsto thefact that it has served
primarily asan effective means by which its member governments have been ableto escape from aterms-of-trade
driven Prisoners’ Dilemma. Thisescape hastrandated into an expansion of market accessthrough GATT/WTO
negotiations to more-nearly internationally efficient levels, and mutual gains for the participating governments

Orhisisnot to say that this view is universally accepted by economists. In fact, when stated in this way, this view is almost
universally rejected by economists. Nevertheless, it is accurate to say that thisisthe role played by trade agreementsin the main branch
of the economics literature, and many economists are more comfortable with this view when it is expressed in the equivalent but WTO-
compatible language of “market access” as | have expressed it in the text. The formal link between the terms-of-trade and market-access
descriptionsis contained in Bagwell and Staiger (2002, Ch. 2).

Ha possible commitment role for trade agreements was suggested in Staiger and Tabellini (1987).

12Empi rical studies that provide indirect support for the terms-of-trade interpretation of the role of the WTO are surveyed in
Bagwell and Staiger (2002, Ch. 11). More recent studies include Bown (2004a, 2004b, 2004c), Limao (2003) and Shirono (2003).

B rhe WTO sreci procity norm, non-discrimination principle and enforcement provisions are described in Bagwell and Staiger
(2002, Ch. 3), and given terms-of-trade interpretations in Bagwell and Staiger (2002, Ch. 4, 5 and 6, respectively). Briefly, reciprocity
within the GATT/WTO has come to mean mutual changes in trade policy which bring about changes in the volume of each country’s
imports that are of equal value to changes in the volume of its exports. Non-discrimination, as embodied in the GATT/WTO’s most-
favored-nation (MFN) principle when applied to tariffs, means that a country cannot impose different tariff levels on the same good
originating from different exporting countries.

Y hisisthe study by Staiger and Tabellini (1999).



have been created as a result. GATT/WTO commitments can also enhance the national credibility of trade
reforms and thereby help governments escape from sub-optimal time-consistent equilibria, but this role has
probably been secondary in accounting for the gains that are associated with GATT/WTO membership. A key
remaining question is how these gains have been distributed across the member governments. Insection 1V | will
address this question. But before doing so, | first consider the sense in which the WTO might be thought of as
aglobal public good. Thisistaken up in the next section.

[11.1sthe WTO a Global Public Good?
I now develop the rationale for treating the international trade regime, as embodied in the WTO, as a global
(“international”) public good. | arguethat the creation and mai ntenance of the WTO hasimportant global -public-
good features, but that its utilization by member governmentsneed not exhibit thefeatures of aglobal public good,
and that thisdistinction between creation/mai ntenance and utilization can provideimportant guidancefor the Task
Force in suggesting useful reforms of the WTO.

Aninstitution such asthe WTO can beviewed asan international public good, in the sensethat governmentshave
a shared interest in its creation and maintenance, much as the inhabitants of an off-shore island have a shared
interest in the creation and maintenance of a causeway for purposes of escaping to the mainland in times of an
approaching hurricane. The causeway analogy isuseful, becauseit helpsto highlight asubtle but important point
about theWTO. Specifically, once built (and maintained), the utilization of the causeway may belargely aprivate
good (subject to possible congestion, a point to which | return in section VI below): individual families may
escape an oncoming hurricane in their own vehicles, and the utilization of the causeway by one family may
therefore entail very little “spillover” to other island inhabitants. That is, the main “collective action” problem
associated with the causeway is associated with its construction and maintenance, not with its use. By analogy,
the creation and maintenance of the WTO can be seen asan act of providing an international public good, but the
utilization of the WTO by its member governments (e.g., the market access negotiations between two or a small
number of governments) can be seen largely asan international private good.*® Returning to an observation made
above in section |1, this point is consistent with the fact that WTO officials do not make pronouncements on
specific ways in which member-governments should utilize the WTO (e.g., free trade in services by 2015). The
specific goals which the GATT/WTO is utilized by its member governments to achieve have traditionally been
left up to the interests of the member governments themselves, reflecting perhaps the absence of an important
collective action problem associated with WTO utilization. Rather, the main collective action problem liesin
setting up and maintaining this institution as an effective negotiating forum for member governments: the uses
to which the negotiating forum is put by member governmentsisthen largely an international private good.

To see that utilization of the WTO by its member governments is largely an international private good, it is
important to understand that in many ways the WTO is set up so that member governments can use it to solve
either of the two problems identified in the previous section with negotiations among a small number of trading
partners, and can ensure that those negotiations entail minimal spillovers to other (even WTO-member)
governments. Indeed, this feature may in large part explain the success of the GATT/WTO as an international

Bt issometimes argued that the use of the WTO di spute procedures can generate public goods, by establishing precedence and
clarifying for other member governmentswhat thelegal rulesare asregards some new disputearea. For the purposesof my discussion here,
I will view the creation of legal precedence associated with the use of WTO dispute procedures as part of the “ creation and maintenance”
of the WTO broadly defined.



institution: under its rules and procedures, governments have been successfully motivated to engage in trade-
liberalizing negotiations, because they are the primary beneficiaries of their own negotiations (i.e., spilloversto
third countries are minimized).

Consider, then, what | concluded in section |1 to be the central problem that the WTO is well-designed to solve,
namely, providing governments with an avenue of escape from aterms-of-trade driven Prisoners' Dilemma. It
can beargued that market accessnegotiationsamong asmall number of governmentscan allow these governments
to “solvetheir problem” and expand their market access to internationally efficient levelswith minimal or even
no spillovers to other countries — so that these governments can capture most or all of the benefits of their
negotiations for themselves — provided that their negotiations abide by the WTO non-discrimination rule and
conform to the WTO principle of reciprocity (see note 13). Intuitively, when two governments negotiate non-
discriminatory trade liberalization on areciprocal basis, each government is really accomplishing two things: it
is expanding the demand for imports in its country on a non-discriminatory basis, which could potentially be
satisfied by increased exports from any country in theworld; and it is stimulating its own export supply with the
resourcesrel eased from useinitsimport-competingindustries, giving itsexportersan extracompetitive advantage
over exporters from other countries in serving the new import demands of its negotiating partner. In thisway,
WT O negotiating partnerswho exchange non-discriminatory market access concessionson areciprocal basiscan
in effect ensure that most or even all of the expanded trade volume that derives from these negotiations goes to
their own exporters.’

Theimplication, then, isthat governments can largely “internalize” for themselvesthe benefitsfrom utilizing the
WTO to solvetheir problems. Thispoint, in turn, hasimportant implications for how the WTO works, because
it suggests that the WTO works best to solve the problems that governments would face in its absence if
governmentsareleft largely to follow their own self interests within theinternational trade regime created by the
WTO.

Returning to the causeway analogy, the central public-good features of the causeway are associated with its
creation and maintenance, not withitsuse. Likewise, the central public-good features of the WTO are associated
with its creation and maintenance, not with its utilization by member governments. Thisdistinction can serve as
an important guideline for the work of the Task Force with regard to the international trade regime: the focus of
the Task Force should be aimed at enhancing the design features of the WTO (which are largely of an
international -public-good nature) — so that member governments may more effectively utilize these features to
solve either or both of the problems identified above — rather than aimed at attempting to dictate the end usesto
which the WTO system is put by its member governments (which are largely of an international-private-good
nature).

IV. Two Interpretations of Developing-Country Experiencein the GATT/WTO
In this section, | briefly consider the evidence concerning the unevenly distributed benefits of trade expansion
(skewed largely toward big developed countries) afforded by GATT/WTO membership over the past decades,
and utilize the discussion of the previous sectionsto draw several observations.

8 his point is discussed in Bagwell and Staiger (2002, Ch. 5).
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There is much anecdotal evidence and recently some more systematic evidence that the main trade-expanding
impactsof theGATT/WTO have been confined to devel oped-country members, with devel oping-country members
experiencinglittleexpansionintradevolumesasaresult of the 50-plusyear history of GATT/WTO market access
negotiations. In fact, a recent study finds that GATT/WTO negotiations have had essentially no measurable
impact on the trade of developing countries, but that the aggregate volume of trade for developed countriesis
currently about 65% greater than it would be in the absence of the market access commitments negotiated within
the GATT/WTO.Y" Thesefindings support the view that the main beneficiaries of the international trade regime
built upon the GATT/WTO are the devel oped countries. But how isthisfact to beinterpreted? | now make two
observations, based on the arguments contained in sections 11 and 111 above.

A first observationisthat the uneven distribution of benefitsacross countries may reflect two underlying features:
(i) the uneven distribution across countries of the central problem that the GATT/WTO can reasonably be
expected to solve (i.e., the terms-of-trade driven Prisoners’ Dilemma as described in section |1 above); and (ii)
the ability of governmentsto largely internalize for themselves the benefits of solving their problems within the
GATT/WTO, asindicated in section |11 above. More specifically, | now observe that the terms-of-trade driven
Prisoners Dilemmaproblemislikely to be most prominent inlarge devel oped-country markets. Thisisbecause,
for agovernment to create an international inefficiency with its market access choices, those choices must have
asignificant effect on exporter pricesin other countries, and thisin turn requires that the government must be a
“big player” in world trade (i.e., the degree of openness of its bordersto trade must have significant impacts on
world markets), afeature that is shared most prominently by governmentsin large developed countries. Hence,
theterms-of-trade driven Prisoners’ Dilemmaproblemislikely to be found primarily among the large devel oped
countries. Inlight of the observationsmadein sections |1 and 111 above —that the terms-of-trade driven Prisoners
Dilemma is the central problem that the WTO is well designed to solve, and that governments can largely
internalize for themselves the benefits from solving this problem through GATT/WTO negotiations — it then
followsthat the large devel oped countrieswill naturally experience the largest beneficial expansions of trade as
aresult of solving this problem through market access negotiations within the GATT/WTO. Inthisway, it can
be argued that one interpretation of the uneven distribution of the benefits of trade expansion skewed largely
toward the big devel oped countriesisrelatively sanguine: thissimply reflectsthe GATT/WTO “doingitsjob, and
doing it well.”

A second observation is that an alternative interpretation is also possible, however. Under this alternative
interpretation, devel oping countriesdo suffer fromsignificant problemsthat canin principlebeaddressed through
atrade agreement (i.e., either or both of the two problemsidentified above), but devel oping countries are unable
to adequately and effectively address these problemswithinthe GATT/WTO system. The possible reasons why
developing countries might have difficulty utilizing the WTO are many and varied, and to the extent that this
second interpretation is correct, then addressing the most pressing of these reasons should be a priority of the
proposed reforms of the WTO. For instance, as | observed in section |l above, providing governments with an
effective escape from a terms-of-trade driven Prisoners’ Dilemma requires that negotiated market access
commitments are enforceable, and in the WTO this is accomplished with the threat of retaliatory actions: it has
been observed that an inability to credibly threaten retaliatory actions therefore puts small devel oping countries

Y The most recent and comprehensive systematic evidence on the distinct trade-enhancing experiences of developed and
developing country GATT/WTO members is contained in Subramanian and Wei (2003).
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at a disadvantage when attempting to utilize the GATT/WTO system.*® Under this second interpretation, these
and other possibleimpedimentsto the effective utilization of the WTO by devel oping countriesare surely worthy
targets of reform proposals.

Indeed, this second interpretation seems consistent with the Ministerial Declaration of November 14 2001 that
launched the Doha Round of WTO Negotiations, which stated in part:

“International trade can play amajor rolein the promotion of economic development and the all eviation of poverty. Werecognize the need
for all our peoplesto benefit from theincreased opportunities and welfare gainsthat the multil ateral trading system generates. The majority
of WTO members are devel oping countries. We seek to place their needs and interests at the heart of the Work Programme adopted in this
Declaration. Recalling the Preamble to the Marrakesh Agreement, we shall continue to make positive efforts designed to ensure that
developing countries, and especially the | east-devel oped among them, secure a share in the growth of world trade commensurate with the

needs of their economic development. In this context, enhanced market access, balanced rules, and well targeted, sustainably financed
technical assistance and capacity-building programmes have important roles to play.

“We recognize the particular vulnerability of the |east-developed countries and the special structural difficulties they face in the global
economy. We are committed to addressing the marginalization of |east-devel oped countriesin international trade and to improving their
effective participation in the multilateral trading system. We recall the commitments made by ministers at our meetings in Marrakesh,
Singapore and Geneva, and by theinternational community at the Third UN Conference on L east-Devel oped Countriesin Brussels, to help
|east-devel oped countries secure beneficial and meaningful integration into the multilateral trading system and the global economy. We
are determined that the WTO will play its part in building effectively on these commitments under the Work Programme we are
establishing.”

Thisdeclaration isaclear statement of intent to harness the WTO to better serve its devel oping country member
governments. But especially inlight of the sweeping goalsof the DohaRoundinthisregard, it deservesemphasis
that thereis at least the possibility that the many problems faced by devel oping country governments are not the
problemsthat the WTQiswell-equipped to solve, in which case placing reforms of the WTO at the heart of efforts

to help devel oping countries may beill-advised.

The upshot, then, is that what — if anything — should be done about the unevenly distributed benefits of trade
expansion afforded by GATT/WTO membership over the past decades hinges largely on which of the two
interpretationsoffered aboveiscorrect, and currently thereisvery little evidence oneway or the other with which
toweigh the validity of these alternativeinterpretations. Inthislight, and until more evidenceisavailable on this
critical question, a sensible position might proceed cautiously, by seeking to identify the most obvious
impediments that devel oping countries face in making use of WTO procedures, and then advocating reforms of
the WTO aimed at dismantling these impediments in the hope of enhancing the effectiveness with which
developing countries can put the WTO to use in solving either or both of the problems identified in section I1.

V. Potential Threatsto the International Trade Regime
I now briefly discuss how the effectiveness of the international trade regime may be threatened by two trends.
Thefirst trendistheincreasing numbers of bilateral and regional preferential trade agreements. Thesecondtrend
is the widening scope of non-trade issues covered by the WTO.

In effect, these two trends may be seen to pose the clearest threat to the effectiveness of the WTO if the WTO's
central purpose is seen as helping governments escape from a terms-of-trade driven Prisoners' Dilemma, as |
argued was the case in section Il. In this case, the escape can be engineered with traditional market access

8T his observation was made recently in the proposal for reform of the WTO Dispute Settlement Procedures put forward by
Mexico: see WTO (2002).
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agreementsthat focus primarily on border measures and trade issues, but only provided that border measures are
primarily maintained on a non-discriminatory basis. Intuitively, under the non-discrimination principle of the
WTO, tariffs must be applied on a most-favored-nation (MFN) basis (see note 13). When all tariffs conform to
MFN, theinternational externalitiesthat governmentsimpose on each other with their unilateral tariff choicestake
on avery simple form, because no government has any particular reason to care about the source of itsimports
(i.e., the particular exporter country from which theseimportsoriginate). Andin light of the simple nature of the
international externalitiesin an MFN environment, it can be argued that a negotiating forum structured by the
other central features of the WTO (such asiits reciprocity norm) is likely to be especially effective in allowing
governments to solve their terms-of-trade driven Prisoners Dilemma problem through market access
negotiations. In contrast, a government that imposes discriminatory tariffs on its trading partners now has a
reason to care about the source of its imports, and this introduces a more complex pattern of international
externalitiesthat the negotiating forum structured by WTO rulesisnot as well-equipped to handle. For example,
the ability of negotiating governments (as described in section I11) to use reciprocal exchanges of market access
commitments to capture for themselves most or even all of the benefits that derive from their negotiations is
altered when tariff discriminationisprevalent. Infact, oncethe WTO norm of non-discriminatory and reciprocal
exchanges of market access commitmentsiswidely compromised, anew threat to the international trade regime
arises: rather than utilizing international trade agreements to solve inefficiencies so that all countries can
potentially gain (or at least some can gain and none need lose) as | described in section |1, governments may see
discriminatory preferential agreements as away for the participants in those agreements to gain at the expense
of non-participants.

The upshot, then, isthat the more prevalent and important are preferential trade agreements, the less effectiveis
the negotiating forum defined by WTO rules and norms likely to be for solving the terms-of-trade driven
Prisoners' Dilemma problem. And once the basic reason for the effectiveness of reciprocal market access
negotiations as a solution to this problem is compromised, as | have argued will be the case in the more
complicated discriminatory environment that preferential agreementscreate, negotiations over other non-border
measures and non-market-access i ssues may be deemed necessary to achieve internationally efficient outcomes.
In addition to posing the threat of “mission creep” for the WTO, this movement toward negotiating over non-
border measuresand non-market-accessissues may make agreementsthat are struck withintheWTQO increasingly
at odds with traditional notions of national sovereignty.®

Asaconsequence of these arguments, it is possibleto seethe erosion of the non-discrimination principlethat has
accompanied the increasing numbers of bilateral and regional preferential trade agreements as complicating the
task before the WTO —to the extent that this task amounts to hel ping governments escape from aterms-of-trade
driven Prisoners’ Dilemma — and inducing it to confront a widening scope of non-trade issues in an attempt to
servethispurpose, thereby dilutingitscentral mission and threatening the sovereignty of itsmember governments.

VI. Reformsof the WTO
In this section | consider and briefly evaluate a number of possible concrete reforms that might be proposed to

This point is discussed in Bagwell and Staiger (2002, Ch. 5).

Psee Bagwell and Staiger (2003) for an analysisaong these lines concerning the WTO, market access and national sovereignty.
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enhance the efficiency and the effectiveness of the international trade regime. These reform proposalsare drawn
from thelist of reforms proposed for initial consideration by the Task Force, and | have suggested a number of
specific directionsin which the reform proposals might be developed. Throughout, my criterion for identifying
apromising reform proposal for the Task Forceto consider isthat the proposal isdirected toward the global public
good features of the WTO.

V1.1 Proposal 1
Proposal: Strengthen WTO instruments such as transparency, trade policy reviews, and dispute settlement

procedures.

Evaluation: | advisethat the Task Force pursuethisproposal. Thisproposal isdirected toward making the design
featuresof the WTO more effectivefor use by member governments, and assuch it isdirected at the global public
good features of the WTO, as discussed in sections 11 and 111 above.

In light of the discussion in section 1V above, one specific focus of this proposal might be to consider ways to
enhance the effectiveness with which developing countries can use the WTO Dispute Settlement Procedures
(DSP). Inthisregard, Mexico (WTO, 2002) has proposed a number of reforms of the DSP, and some of these
might formthe basisfor specific reform proposalsfromthe Task Force. For instance, Mexico’ sproposal to make
WTO retaliation rights tradeable among WTO member governments has some appealing features from an
economic perspective, and it might warrant further i nvestigation and possible support by the Task Force. Ineffect,
if implemented through auctions, the idea of tradeable retaliation rights represents a market-based approach to
introducing multilateral elements into retaliation threats within the WTO - thereby possibly giving
small/devel oping countries more of a“voice” in their bilateral disputes with large/devel oped trading partners —
and at the same time raises the possibility that small/devel oping countries may achieve some restitution (in the
form of auction revenue) even if they are unable to bring about change in the offending policies of their
large/devel oped trading partners.?

A second specific focus of this proposal — which could potentially have cross-cutting effects on the issues of
transparency, trade policy reviews, and dispute settlement procedures as they relate to government responses to
“unfair trade practices’ — might be to consider the possibility of providing governments whaose exporters face
countervailing or antidumping duties with someform of reciprocal rights of compensation/retaliation against the
countriesthat impose these duties on their firms. A proposal that adopted this second specific focuswould build
from the observation that a major accomplishment of the GATT/WTO relativeto the pre-GATT era has been to
harness retaliation and convert it into atool of international order, and that retaliation inthe GATT/WTO serves
two roles: afirst role is to provide the retaliating government with some restitution when it is harmed by the
unilateral policy action of a trading partner; but a second role is to confront the government that takes the
unilateral policy action more completely with the full costs of itsdecisionin the international arena, and thereby
fend off the re-emergence of aterms-of-trade driven Prisoners’ Dilemma akin to that described in section 11.1
above. According to this second role, retaliation/compensation provisionsin the GATT/WTO can be important
in ensuring that governments face the “correct” incentives when making their policy decisions. From this

M The casefor auctioni ng countermeasuresin the WTO isconsidered from aformal economic perspectivein Bagwell, Mavroidis
and Staiger (2003), and is described in non-technical termsin Bagwell, Mavroidis and Staiger (2004).
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perspective, the idea of extending the existing rights of retaliation/compensation in the WTO —which currently
apply inareassuchasGATT Article X1X Safeguard actionsand GATT Article XXV 111 Renegotiations—to apply
aswell to GATT Article VI actions (antidumping and countervailing duties) has some appealing features, and
it might warrant further investigation and possible support by the Task Force. For instance, it can be argued that
introducing into the WTO a set of new provisions that would give governments the right of retaliation/
compensation in response to the imposition of antidumping/countervailing duties on their exporting firms could
diminish the temptation to “over-utilize” antidumping/countervailing duties, at the same time that it could
diminish the need for transparency of the processthat |eadsto theimposition of such duties and reduce the extent
to which disputes over antidumping/countervailing actions clog the WTO dispute settlement procedures.?

V1.2 Proposal 2
Proposal: Disentangling trade from other issues to better assign issues to institutions.

Evaluation: | advise that the Task Force pursue this proposal. This proposal seeks to improve and sharpen the
basic architecture of the WTO, and as such is directed toward the global public good features of the WTO as
discussed in sections |1 and 111 above. Moreover, this proposal respondsto a potential threat to the international
trade regime asindicated in section V above.

This proposal, of course, takes on an extremely complex problem, but it is possible to argue that a coherent
assignment of issues to international institutions can be established if the WTO acts as an effective mechanism
for securing market access property rights.?® As indicated in the discussion in section V above, it may be
increasingly difficult for the WTO to perform this role in the presence of widespread discriminatory trade
practices, and so this proposal may need to confront the challenge to the international trade regime posed by
increasing numbersof bilateral and regional preferential trade agreements, among other challenges. But aspecific
proposal that the WTO' sagendaremain focused (or returnto itsoriginal focus) on market accessissues—and that
its attention berestricted with regard to other i ssues (such as the environment, |abor standards, etc.) to the market
accessimplications of thoseissues—could achieve two things: it could strengthen the ability of the WTO to serve
as an effective mechanism for securing market access property rights;** and it could help to ensure that the WTO
is not asked to solve “problems’ that might be better solved in other international institutions.

Even this specific proposal isof course very broad, and making it more concrete is not an easy task. But perhaps
aconcrete proposal might suggest that the WTO undertake a“ self-evaluation” of each of the existing issue-areas
that itiscurrently involved in and al so each of the“new” issue areasthat it has begun to take under consideration,
with an eyetoward ensuring two things: first, that thereisasignificant market access concern associated with the
issue area; and second, that the approach taken by the WTO to deal with thisissue areahandlesthe market access

2For amore extensive devel opment of this argument, see Janow and Staiger (2003).
23Bagwell and Staiger (2001) provide a non-technical discussion which interprets the role of the WTO in these terms, while

Staiger (2003) provides a non-technical description of how this assignment can be established for the particular issue of |abor standards.

24p proposal to return to a focus on market access could have implications beyond the WTO’s approach to labor and
environmental standards. For example, it can be argued that the WTO’s current approach to subsidies has “lost touch” with the market-
access concerns that guided the approach to thisissue within GATT (see Bagwell and Staiger, 2004).
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concerns with aminimum of intrusion into the policy choices of its member governments.

V1.3 Proposal 3
Proposal: Provide more resources for monitoring implementation of WTO agreements.

Evaluation: | advisethat the Task Force pursuethisproposal. Thisproposal isdirected toward making the design
features of the WTO more effective for use by member governments, and assuch it isdirected at the global public
good features of the WTO, as discussed in sections |1 and 111 above.

More specifically, asdiscussed in section |1 above, providing governmentswith an effective escapefrom aterms-
of-trade driven Prisoners' Dilemma requiresthat negotiated market access commitments are enforceable, and in
the WTO thisisaccomplished with the threat of retaliatory actions. To be effective, such threatsrequirereliable
monitoring of WTO agreements, as well as effective and timely legal and information-gathering proceduresin
case of disputes. Asindicated by the discussion in section 1, many issues within the WTO hinge on appropriate
monitoring of market access commitments, and on the market access implications of various border and non-
border policy measures. Measuring these concepts is often accomplished in very rudimentary ways, and with
appropriate resources to collect the required data and perform the required statistical analysis the monitoring of
WTO implementation could be greatly improved. Moreover, as indicated in section 11, “congestion” can
introduce global -public-good features into the utilization of the WTO, and this congestion ismost likely to arise
in the utilization of the WTO' s procedures for monitoring and ensuring the implementation of its agreements.
Providing more resources for monitoring implementation of WTO agreements can in both these dimensions
enhance the effectiveness of the operations of the WTO.

A specific proposal for resources might focus on developing in-house (i.e., within WTO) expertisein measuring
and quantifying thelinks between market accesslevel sand national policy choices. Better understanding of these
linksiscrucial for aninternational institution whose member governmentsrely onthisinstitution to deliver secure
property rights over negotiated market access levels but at the same time wish to maintain a high degree of
sovereignty over their national policy choices.

VIl. Conclusion

The GATT and now the WTO hasin effect served as the constitution of the post-war international trade regime.
Inthisreport | havefocused onthe GATT/WTO asthe centerpiece of the post-war international traderegime, and
| have explored a number of themes. First, what purpose is served by the WTO and the international trade
agreementsthat it administers? Second, in what senseisthe WTO aglobal public good? Third, | have discussed
two interpretations of the developing country experience in the GATT/WTO. Fourth, | have identified two
potential threatsto theWTO and theinternational traderegimethat isbuilt uponit. Andfinaly, | have considered
and evaluated a number of possible reforms of the WTO.

I have suggested both general and specific conclusions. At ageneral level, | have indicated the importance for
the work of the Task Force with regard to the international trade regime of identifying the central inefficiencies
that the WTO is being asked to address: | have observed that there are two distinct inefficiencies that might
reasonably be addressed through international trade agreements; and | have suggested that providing its member
governments with an avenue of escape from the inefficiencies that arise with aterms-of-trade driven Prisoners
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Dilemmaisthe central task that the WTO iswell-designed to handle. Also at ageneral level, | have argued that
the global public good features of the WTO are associated primarily with its design features — that is, with the
creation of the WTO and with its maintenance as a negotiating forum — rather than with the end usesto which the
WTO isput by its member governments. At amore specific level, | have used these general conclusionsto offer
two interpretations of the disappointing devel oping-country experience within the GATT/WTO, and to suggest
that the international trade regime may be threatened by the increasing numbers of preferential trade agreements
and the widening scope of non-trade issues covered by the WTO. And finally, using these general and specific
conclusions, | have examined a number of possible WTO reform proposals. In particular, | have suggested that
some of thereformsproposed for initial consideration by the Task Forcearequite promising, and | have attempted
to point out directions in which these promising reform proposals might be further devel oped.
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