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Preface

The original purpose of this study was to compile a contemporary
case history of the most important negotiations in the history of
the US Trade Agreements program in order to provide future ad-
ministrators and students with an appreciation of the issues and the
negotiating techniques involved that could not be obtained from
official reports.

Like most plans that take several years to materialize, this simple
concept was drastically modified before the book was completed.
The Kennedy Round did not end until nearly two years after the
study was begun. This delay provided an opportunity to expand on
the original plan and, as background for the case history, to explore
the origins and evolution of the complex issues in intergovernmen-
tal commercial relations that the negotiators had been called upon
to unravel.

The scope of the study was still further enlarged when my ex-
perience conducting a graduate seminar in international commer-
cial policy convinced me that there was a serious deficiency in the
literature bearing on that subject. There were excellent works on
the theory of international trade and a considerably smaller num-
ber of authoritative, but often outdated, works on limited aspects
of international trade relations and agreements. But anyone who
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wanted a general survey of commercial policy was forced to piece
the picture together from many sources, not all of equal merit. The
plan of the present book, therefore, evolved around the dual pur-
pose of providing a text which, while maintaining its central focus
on the Kennedy Round and its place in history, could also serve as
an introduction to the general subject of commercial policy for use
both by students and by those with practical problems to solve.

There is no escaping the necessity of asking the reader to accept
on faith some of the statements | have made that are based on per-
sonal experience. Where | have been aware, however, of the exist-
ence of any published sources against which my accuracy may be
checked, | have cited them. That this has often been impossible is
accounted for by a problem that is more or less peculiar to trade
negotiations. Because of the natural aversion of governments to
conduct their bargaining in public, most internal documents bear-
ing on a negotiation are restricted to a limited audience within the
government concerned, and those documents submitted to the in-
ternational organization concerned (in this case the GATT) are
often similarly restricted. When the latter have eventually been re-
leased, they have usually ceased to be of sufficient interest to jus-
tify publication for general use. As for the internal documents of
the US government, none involving the Kennedy Round have as
yet been released.

The contents of US classified documents available to me during
this study have, of course, not been divulged. And, while many
GATT documents now in the public domain have been cited, it is
regrettable that readers will not find copies readily available unless
they have access to the files of the GATT secretariat or the files of
government departments in Washington or other capitals.

It may be helpful to the reader to have an advance view of the
way in which the general framework of the book has been fitted to
its dual purpose. Part One follows the economic and legal devel-
opment of the issues, emphasizing their relevance to the interna-
tionally accepted rules of commercial policy incorporated in the
GATT.

Part Two examines the political and economic climate that in-
spired the Kennedy administration to seek from Congress the extra-
ordinary delegation of authority that was contained in the Trade
Expansion Act of 1962 and the changes in that climate that oc-
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curred between the passage of the act and the inauguration of in-
ternational negotiations. It analyzes the influence of the growing
realization in the United States that the European Economic Com-
munity had become a fact and of the rise and subsequent decline
of the concept of “’Atlantic Partnership.”

The prolonged preliminary bargaining over the negotiating rules
for the formal negotiations is the subject of Part Three. Although
the reader may conclude that the space devoted to this phase is as
excessive as the extraordinary length of time consumed by the pre-
negotiations, the case can be made, however, that the preliminary
phase justifies more detailed treatment than the formal negotia-
tions. The Kennedy Round was the first multilateral trade negotia-
tion that attempted to substitute an automatic procedure for hag-
gling over individual tariff rates; the effort to translate that aspira-
tion into a formula is in itself of historical interest. But the more
persuasive reason for the length of Part Three is that there is more
to be learned about the possibilities and pitfalls for future negotia-
tions from this period than from the more formal phase of the
negotiations that followed. The reader should not, however, be
misled by the word “period” into assuming that the rule-making
phase ended on a single date and was then succeeded by the ne-
gotiation proper. For the four major objects of negotiation — in-
dustrial tariffs, agriculture, nontariff barriers, and the trade of less
developed countries — the progression from the first to the second
phase occurred at widely differing points in time. Thus, the divi-
sion between Part Three and Part Four is, of necessity, functional
rather than chronological.

Part Four examines the formal period of each of these concep-
tually separate negotiations and seeks to show the manner in
which the issues that proved too intractable to be settled sepa-
rately were carried forward and resolved in a compromise that was
multifaceted as well as multilateral.

While the treatment of Parts Two, Three, and Four is imperfectly
chronological, each at least enjoys a natural terminal date. By con-
trast, Part Five suffers from the inexorable tendency of present to
become past and future to become present. Its arbitrary cutoff
date, imposed by the exigencies of publication, is roughly mid-
1970. Its two chapters appraise the results of the Kennedy Round
from the vantage point of that time and examine not only their in-
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fluence but the influence of external developments on the pros-
pects for future rounds and, indeed, for the future of the multi-
lateral trading system established after the Second World War. It is
the contemplation of these post-Kennedy Round developments
that raises the specter of GATTerdammerung, suggested in the
title of the book.

| have received help above and beyond the call of duty from so
many people in the United States and abroad that it will be im-
possible to name them all. There is no difficulty, however, in know-
ing where my thanks should begin. If it had not been for Professor
Raymond Vernon my study would not have been begun and, if
begun, would have been far less successful. He persuaded me to
undertake the project, was largely responsible for the hospitality
proffered to me by the Center for International Affairs of Harvard
University during the early stages of my research, and read and
criticized with care and penetration the entire first draft. Also, the
Rockefeller Foundation gave me valuable financial assistance dur-
ing the initial year, and the Center for International Affairs financed
a visit to the site of the Kennedy Round during the final weeks of
the negotiation.

Others who read and gave me their most useful criticism of se-
lected chapters were Professors Isaiah Frank, Gottfried Haberler,
Charles Kindelberger, Raymond Mikesell and Gardner Patterson,
as well as Dean D. Gale Johnson, William B. Kelly, Jr., G. Maggio,
Margaret Potter, and Oscar Zaglits. My special thanks go to Wil-
liam Diebold, jr., who read the entire manuscript in its penulti-
mate form. His keen eye and his superior knowledge of some of
the less familiar territory into which I ventured have spared the
final version a number of errors that might have escaped even the
keen eyes of the editors at the Center for international Affairs and
Harvard University Press.

Those in and out of the United States government who went to
unusual effort to provide me with essential information and docu-
ments include, in addition to Mr. Maggio and Mrs. Potter in the
GATT secretariat, Mr. F. A. Haight of that organization and Sir Eric
Wyndham White, then its Director General; William Hart, John
Boyd, and John Howard of the US Tariff Commission; Walter Hol-
lis and Lucille Thompson of the US Department of State; Theodore
Gates and Caroline Jahn of the Office of the Special Representa-
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tive for Trade Negotiations; and Paul Luyten, Leonard Tennyson,
Alessandro Silj, and Pierre Malvé of the Commission of the Euro-
pean Communities.

Among the typists who at one stage or another labored to pro-
duce a legible copy, my special thanks are extended to Margaret
Thompson, Louise Richards, and Pearl Clark.

Clark.

No one, of course, expended more time and effort on the enter-
prise than the editors. Mrs. Marina S. Finkelstein of the Center for
International Affairs had the more difficult task of forcing my re-
luctant steps to follow the path of scholarly citations and of sug-
gesting a more economical and intelligible organization of the text.
And, Miss Rita Howe of the Harvard University Press provided
a sympathetic and workmanlike polish to the final product. To
both of them, my sincere thanks.

My wife, Avis, gave almost as much to this book as did the
author. From the typing of first drafts, through the search for elu-
sive sources, right down to the galley slavery of proofreading, she
provided practical as well as moral support.






Introduction

Ten months after John F. Kennedy’s inauguration, his adminis-
tration launched the campaign that culminated in passage of the
Trade Expansion Act of 1962.1 The act has been described both as
the most sweeping delegation of tariff negotiating power in the
thirty-year history of the Trade Agreements Program and as the
most extraordinary legislative accomplishment of Kennedy’s presi-
dency.

Itis possible to quarrel with both of these claims. On two earlier
occasions Congress had authorized the President to cut existing
tariffs in half. It is true that the act did contain the unprecedented
authority to reduce certain tariffs all the way to zero in an agree-
ment with the European Economic Community (EEC). But what in
1962 had seemed to be the most powerful of the weapons pro-
vided was to prove unusable in practice. What did make the
Trade Expansion Act unique, however, was the fact that, to some
extent in the provisions of the law itself but more importantly
in its legislative history, Congress demonstrated a willingness to
allow the President unprecedented latitude in using the authority
that it granted him.

Why and how this revolution in congressional attitudes was
achieved is the subject of a later chapter. At this point it is enough
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to recall that the spark that set it off was the unexpected speed
with which the European Common Market was being achieved.
Recognition of that success brought unprecedented unanimity as
to the need for new negotiating tools and techniques that would
permit the United States to deal effectively with its first near
equal in the history of the Trade Agreements program.

The product of this short-lived unanimity was the Kennedy
Round, with its notable successes — and its failures if measured
against the optimism that dominated Washington during John
F. Kennedy’s short term. But “success” and “failure” have little
meaning except as they relate to known ends and to obstacles
overcome. To appreciate the ends that motivated the actors in
the Kennedy Round is as important to an understanding of their
achievements as is an examination of the processes by which they
managed to reconcile their differences.

Some of the objectives of the negotiators had origins that were
no older than the European Economic Community. Thus, ““Atlan-
tic Partnership,” if it was in fact an objective of the American ad-
ministration, could not have been conceived until the successful
negotiation of the Treaty of Rome. No previous trials or errors
could provide a clue to the road blocks that stood in its way.

But most of the aims of the protagonists were simply the latest
manifestations of efforts that had begun soon after the end of
World War Il. Though some took on new forms or heightened
visibility as a result of the emergence of the Common Market, each
had a history upon which negotiating plans could draw. In all
GATT tariff negotiations “reciprocity” had played its contradictory
roles. The Kennedy Round simply presented a unique opportunity
for remolding it into a more consistently constructive force. Nor
were the problems presented by domestic farm policies, by non-
tariff barriers, or by the frustrated aspirations of developing coun-
tries inventions of the 1960’s. The solution of these and other
issues had simply taken on a new urgency in the context of
European integration.

It is for reasons such as these, rather than a zeal for history
as such, that the first six chapters of this study have been written.
By tracing the evolution of the problems faced in previous nego-
tiations, we may be able to understand the successes and failures
of the Kennedy Round.



Part One: The Issues






Tariff Negotiations, 1934-1962

When the US Trade Agreements program was launched in 1934,
alternative methods of achieving its objectives were considered.
The method finally chosen, that of negotiating reductions in in-
dividual US tariff rates in exchange for reciprocal concessions by
other countries, was pursued with no essential change for the
next thirty years.

By 1933, the Smoot-Hawley Tariff of 1930 — the highest in
American history — had accentuated the reduction of US imports
and exports that accompanied the depression. In that year, im-
ports fell to 33 percent of their 1929 value.! During the 1920’s ex-
ports of capital by the United States had supported a large net
export of merchandise. Even when loss of confidence curtailed
the capital flow, an export surplus continued, financed largely by
imports of foreign gold. But gold transfers could not continue
to support that surplus indefinitely, even at the disastrously low
level to which exports had fallen. Only a massive increase in
imports would permit a major recovery in US export trade.? The
quickest way to accomplish this would have been for the United
States to reduce its tariff unilaterally, and this possibility was
favored by some. But a number of considerations led to the
Roosevelt administration’s decision to seek reduction in the high
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Smoot-Hawley rates, but only in exchange for “reciprocal” reduc-
tions by others.®

This decision to negotiate tariff reductions on a reciprocal
basis, combined with the equally fundamental decision to con-
tinue the existing policy of avoiding discrimination among sources
of supply, led inevitably to other decisions that were to establish
the basic technique of tariff negotiations for the next thirty years.
Cordell Hull had considered the possibility of a broad, horizontal
tariff cut, in concert with other countries. But he abandoned this
plan when he became convinced that neither the US Congress nor
the governments of other countries would agree to ‘“a worth-
while multilateral undertaking” of this kind.# This meant that tariffs
would be negotiated piecemeal, item by item. And, since con-
ducting such a negotiation simultaneously with many countries
was, at the time, regarded as impossible,® separate, bilateral nego-
tiations were inevitable.

From 1934 until the postwar period, this bilateral pattern for
trade negotiations severely restricted the choice of articles on
which tariff reductions could be granted. The Trade Agreements
Act of 1934 reaffirmed the policy of extending “Most Favored
Nation” (MFN) treatment to virtually all countries. Thus, any
tariff reduction granted in a bilateral negotiation had to be “gen-
eralized,” leading to the practice of limiting such reductions to
tariffs on products supplied principally by the negotiating partner
in order that “unrequited benefits” to other countries might be
avoided. That they should be avoided insofar as possible followed
from one of the expressed purposes of the Trade Agreements Act
— namely, to obtain foreign markets for US exports in exchange
for reductions in the United States tariff.

Another practice that became a common feature of tariff nego-
tiations, especially between 1934 and 1947, was a direct result of
the same dilemma: the separation or “ex-ing out” of portions of a
tariff item for negotiating purposes. For example, many countries
produce and export chinaware; but the United Kingdom had a
virtual monopoly on expensive bone china. By reducing the duty
only on bone china sold at more than a stated minimum price,
the benefit of the reduction could be denied other china exporters
without technical violation of MEN. This practice broadened the
scope of bilateral negotiations, but it also resulted in a tariff struc-
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ture that was unduly complex and sometimes irrational. The
negotiating partners of the United States operated under similar
handicaps insofar as they, too, either were bound by existing
treaties to extend MFN treatment to third countries or followed
a unilateral policy of tariff nondiscrimination.

In addition to the limitations imposed by reciprocity, the US
administration was further restricted by inhibitions against grant-
ing tariff reductians that might result in serious injury to a com-
peting domestic industry. Although this restraint was not spelled
out in the prewar legislation itself, it was implicit in the decision
to negotiate on a selective, item-by-item basis and was explicit in
the legislative history of the Trade Agreements Act.®

Under the circumstances, it is remarkable that US administra-
tions managed to expend as much of their negotiating coin as
they did. In 1934 the President was authorized to reduce any tariff
by 50 percent of its 1934 level. From 1934 until 1945, when the
authority of the original act was replenished, bilateral negotiations
were concluded with twenty-seven countries.” The concessions
granted by the United States in these bilateral agreements in-
volved tariff reductions on approximately 64 percent of all duti-
able imports.® These rates were reduced, on the average, by 44
percent of their base date level. This appeared to be a substantial
accomplishment.

Measured solely by the statistical results, these bilateral agree-
ments taken together went further toward correcting the excesses
of the Smoot-Hawley Tariff than did even the most far-reaching
of the subsequent multilateral negotiations until the Kennedy
Round. But these gains were aided by some circumstances that
no longer existed in later negotiations. The negotiations of the
1930’s began from a level of tariffs that was widely recognized
to be exorbitant. And, except for two supplementary agreements
with Cuba, which affected only preferential rates of duty, and one
supplementary agreement with Canada, each bilateral agreement
was the first of its kind between the partners involved and pre-
sented a unique opportunity to reduce those tariffs with which
the partner was especially concerned, including many that ex-
ceeded even the demands of the protected industries themselves.

Comparable statistics do not exist to measure the benefits
achieved for US exports in these bilateral negotiations. Were they
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available, they would tell only part of the story. As was pointed
out by the US Tariff Commission in its evaluation of the prewar
negotiations, a substantial part of the benefit to US export trade
was derived from the ““general provisions” of the agreements
entered into, including the guarantee of MFN treatment and the
agreement of the signatories not to impose quantitative restrictions
on imports from each other of products for which tariff conces-
sions had been granted.® From the incomplete statistics available,
however, it would seem that, in terms of the number of items,
a larger proportion of the tariff concessions granted by others
consisted of the “binding” of existing duties than was true of con-
cessions granted by the United States.” Unless the total trade
covered by the concessions of others was greater than that
covered by United States concessions, which does not appear to
be the case, this fact suggests that the United States did not insist
on complete reciprocity in a statistical sense. Its negotiating
goals were evidently tempered in part by recognition of the extra-
ordinarily high US tariff levels which it brought to the bargaining
table and, in the case of negotiations with less developed coun-
tries, by broader policy considerations.!

The First GATT Negotiation: 1947

By the time the end of World War Il was imminent, only a rela-
tively small part of the authority granted the President in the Act
of 1934 remained. Tariffs on 40 percent of US dutiable imports
had already been reduced by the full 50 percent permitted under
the act,’ and many others had been substantially reduced, though
by less than the maximum permissible amount. President Roosevelt
therefore asked for and obtained the first authority to reduce
tariffs to below the levels authorized by the act of 1934. The
new act, signed into law in 1945, authorized the President to re-
duce tariffs by 50 percent of their level on January 1, 1945.1
Rates that had in previous negotiations been reduced to the
maximum allowable could now be cut to as little as 25 percent of
the level established in the 1930 tariff act.

Except for some minor concessions resulting from a bilateral
agreement concluded with Paraguay in 1946, all of this new au-
thority was available to the administration when, in November
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1946, it invited other countries to join it in the first multilateral
conference for the mutual reduction of tariffs. But other provisions
of the original act of 1934, as well as its legislative history, re-
mained unchanged. In spite of the unprecedented task it faced,
the administration was therefore still constrained to select tariffs
for negotiations only after a study of the possible effect on in-
dividual US industries and then to barter concessions, item by
item, in exchange for reciprocal advantages for American exports.

The 1947 tariff negotiating conference in Geneva was but one
of several preparatory steps intended to lead to the creation of an
International Trade Organization (ITO), which was to perform,
for international commercial relations, a role parallel to that of
the International Monetary Fund (IMF) in the field of exchange
rates and controls. The General Agreement on Tariffs and Trade
(GATT), created by the Geneva negotiation in 1947, was to have
been absorbed into this broader institutional structure. It was
not foreseen that the GATT would prove to be the only lasting
product of the Geneva Conference.™

Confronted with the problem of organizing a tariff negotiation
among twenty-three countries while adhering to the item-by-
item method, the original GATT partners undertook a task that
had been judged impossible by the United States government in
the 1930’s. In some ways the problem was more difficult in 1947.
Nine of the twenty-two countries at Geneva already had bilateral
agreements with the United States, and they accounted for 83
percent of all US imports from the group.'s Thus, many of the tariff
reductions that could be exchanged with these major negotiating
partners without risk of injury to “sensitive” industries had al-
ready been granted.

On the other hand, some factors favored the Geneva negotia-
tions. Except for the United States, Canada, and certain Latin Amer-
ican countries, the negotiating countries seriously needed dollars.
Their active participation was ensured by the prospect of im-
proved access both to the United States market and to the few
other markets able to pay for imports in hard currency. But, be-
cause they were to be permitted to maintain quantitative restric-
tions against imports while their monetary reserves were still
dangerously low, their own tariff concessions on imports from the
dollar area would not become fully effective until some later date.
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In the meantime, their domestic industries were not likely to be
jeopardized by undue exposure to US competition.

This did not mean, of course, that the United States was bound
to “lose’” as a result of the Geneva negotiations. The tariff conces-
sions it received would acquire value when its partners emerged
from their payments difficulties and discharged their obligation
to dismantle their import controls. Meanwhile, if, through re-
duced US tariffs, other countries could earn dollars with which to
pay for American exports, the danger of a serious slump in US
employment could be averted. Furthermore, both the political
and economic interests of the United States lay in the restora-
tion of more normal economic relations within the Western
world. The immediate compensation for tariff concessions granted
by the United States at Geneva would be the contribution those
concessions, themselves, could make toward that objective.

The Geneva negotiating techniques and those used in later GATT
negotiations were not, and could not have been, truly multilateral.
For the most part, they followed closely the procedures that had
been developed in bilateral bargaining. Each pair of negotiators
exchanged “‘request lists,” followed by “offer lists.” Initial offers,
as before, were largely limited to the items of which the country
receiving the offer was “principal supplier” to the country pro-
posing to reduce or bind its tariff. But when pairs of countries
exchanged offers, the lists were made available to all other par-
ticipants, who were then able to take them into account in their
own bilateral negotiations. Where two exporting countries stood
to benefit substantially from a tariff concession, the offer could be,
and often was, made contingent on the receipt of “‘compensa-
tion” from both. At the end of the day, when the concessions of
each negotiating partner were consolidated into its GATT “sched-
ule,” all contracting parties'® acquired contractual rights even to
those concessions which they had had no part in negotiating.'?
Thus, within the limits imposed by “reciprocity’” and by item-by-
item bargaining, the Geneva negotiations achieved some of the
benefits of multilateralism.

The results of Geneva were respectable indeed, even though, in
both scope and depth, they fell appreciably short of the combined
results of the bilateral agreements of the preceding twelve years.
This was not surprising, given the fact that tariffs of the United
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States and of many of the other participants in 1947 started at a
considerably lower level than they had in 1934. About 54 percent
of US dutiable imports were affected by tariff reductions granted
at Geneva, as compared with 64 percent in all the previous bi-
laterals. The weighted average reduction of those rates that were
reduced was 35 percent, as compared with a 44 percent average
for the combined prewar bilaterals.® Tariffs on US dutiable im-
ports as a whole were reduced by an average of 18.9 percent. This
reduction, of course, is calculated from the levels prevailing in
1945, which were substantially lower for most products than the
negotiating base for prewar reductions.

Reports by the US Tariff Commission on the Geneva negotia-
tion do not provide comparable data concerning the concessions
obtained by the United States from others. But they do summarize
the combined concessions obtained in all negotiations, including
the Geneva Agreement. From 1934 to 1948, the United States re-
ceived tariff concessions from its negotiating partners on products
that accounted for 62 percent of their total imports from this
country.'® Of these concessions, less than half were tariff reduc-
tions; the rest involved the binding of existing duties or of duty-
free status. On the other hand, about 17 percent of the duty re-
ductions involved tariff elimination.?® United States negotiators
were not permitted by legislation to make similar concessions.

Diminishing Returns: 1949-1962

Measured either in terms of volume of trade directly affected by
tariff concessions or of average depth of tariff reductions achieved,
after 1947 no negotiation until the Kennedy Round produced re-
sults approaching those of the first Geneva Agreement (see Table
1). The most far-reaching of these negotiations, held at Torquay in
1950-1951, resulted in an average reduction of 26 percent in the ad
valorem equivalent of those duties that were reduced, but
achieved little more than a 3 percent reduction in US tariffs on
dutiable imports as a whole.

There were reasons for these diminishing returns. In 1961, when
the Trade Expansion Act was proposed by the Kennedy adminis-
tration, it was a common belief, reflected in the congressional
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hearings, that the item-by-item form of negotiation had outlived
its usefulness. There was much to support this judgment, especially
under conditions that have prevailed since the formation of the
European Economic Community (EEC) in 1957. But the assertion

Table 1. United States duty reductions in GATT negotiations.

Imports of items on

which tariff was reduced  Average reduction Weighted average
GATT Conference as a percentage of of tariffs that reduction of
total dutiable imports» were reduced® all duties
{percent)
First Round, Geneva,
1947 54 35 18.9
Second Round, Annecy,
1949 5.6 351 1.9
Third Round, Torquay,
1950-1951 11.7 26 3.0
Fourth Round, Geneva,
1955-1956 16 15 (approx.) 2.4 (approx.)
Fifth Round, Geneva,
1961-1962 20 20 (approx.)® 4.0 (approx.)

Source: US Tariff Commission, Operations of the Trade Agreements
Program: First Round, June 1934-April 1948, pt. IV, Table 6; Second
Round, Third Report, Table 7; Third Round, Fourth Report, Table 1;
Fourth Round, Ninth Report, Table 1 and p. 60; Fifth Round, Fourteenth
Report, Table 1 and p. 19.

*1939 imports in the case of the First Round. For subsequent Rounds,
import data are for latest year available at the time of the Tariff Commis-
sion’s postnegotiation report.

*From rates in force immediately before negotiation.

‘No authoritative figure available. Most US reductions were by 20 per-
cent. Those that were less may have been offset by reductions of more
than 20 percent in very low rates and in rates that were over 50 percent
and reduced to that level.

concealed more than it revealed as it blanketed under a single
cover some causes that were, in fact, related to negotiating meth-
ods and others that would have ensured slim results no matter
what techniques had been employed.

Meager Results
Limited objectives at some of the conferences were no doubt

responsible for their meager results. Neither the Annecy negotia-
tions in 1949 nor the Torquay negotiations, for example, involved
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an exchange of tariff concessions among all the GATT contracting
parties. The sole purpose of the Annecy Conference was the nego-
tiation of agreements with eleven countries then seeking acces-
sion to the GATT. The ten countries with which agreements were
actually reached provided only 8.2 percent of the dutiable im-
ports of the initial GATT countries.?’ The negotiations at Torquay
in 1950-1951 were more ambitious. For the United States, they
involved not only agreements with seven newly acceding coun-
tries, the largest being the Federal Republic of Germany, but also
supplementary agreements with an important group of existing
contracting parties as well, including the Benelux Customs Union,
France, Italy, and Canada. Countries with which the United States
negotiated accounted for about 35 percent of US dutiable im-
ports.22

The Fourth Round of multilateral negotiations, in 1955-1956 at
Geneva, involved a large number of contracting parties, including
most of the more significant trading countries. But the resulting
concessions by the United States affected only a small percentage
of its dutiable imports from any country except the United King-
dom, which had failed to conclude any agreements during the
preceding negotiating round, at Torquay. Although the countries
with which agreement was reached accounted for almost 60 per-
cent of those imports,?® as shown in Table 1, the resulting tariff re-
ductions affected only 16 percent of US dutiable imports. The net
effect was to reduce the average tariff level of US dutiable imports
by around 2.5 percent.

The Fifth Round of trade negotiations under the GATT, popu-
larly known as the “Dillon Round,” was convened for two quite
distinct purposes. In order to establish a customs union as an
essential feature of the European Economic Community, the Treaty
of Rome,* had set the level of the Common External Tariff (CXT)
for most products by an arithmetical average of duties in force on
January 1, 1957, in the four customs territories of the member
states.?® Where the CXT involved an increase in any rate previous-
ly bound in GATT by a member state, it was required under Para-
graph 6 of Article XXIV of the General Agreement to negotiate a
release from the other contracting parties that had been bene-
ficiaries of that binding. The first phase of the negotiations in
1960-1961 was devoted to this operation. As will be seen later,
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the “XX1V: 6 negotiations” left certain difficult problems unsolved,
which later added to the complications of the Kennedy Round.

The second task of the conference was a reciprocal reduction
of the tariffs of all the participants. Within the modest limits of
available authority, the principal US objective was to obtain a re-
duction in the CXT of the Common Market in order to lighten the
adverse effect on US exports of the gradual adoption of free trade
among the six.?6 But the Dillon Round also engaged the United
States with most of the largest among the other contracting par-
ties, negotiations being concluded with twenty-three countries,
including the members of the EEC and the European Free Trade
Association (EFTA),?” as well as Canada and Japan—countries
which provided about 60 percent of total US imports. The United
States granted concessions which consisted mostly of tariff reduc-
tions but also included the binding of some existing duties on
about 20 percent of US dutiable imports.?® The reductions granted
constituted about a 2.4 percent weighted average tariff cut for
dutiable imports taken as a whole.

Reduced Negotiating Authority

As has already been pointed out, the limited objectives and
scope of the Second and Third Rounds of negotiations could ac-
count in large measure for their meager results. But other reasons
need to be found for the relative sterility of the Fourth and Fifth
Rounds. The tremendous influence of the United States imme-
diately following the war, as well as its ability to obtain ready
international acceptance for its commercial policy objectives, had,
by 1955, been partly eroded. Also, most European countries were
approaching the point at which they could no longer invoke bal-
ance of payments difficulties as a reason for forestalling, through
quantitative restrictions, the trade effects of tariff concessions
previously granted. At the same time, after some twenty years of
whittling away at tariffs, many contracting parties were finding
further reductions more difficult politically. In the case of the
United States, this growing political resistance was expressed in
the inadequate bargaining ammunition that was provided US
negotiators after the initial round of GATT negotiations in 1947.2°

During the 1949 and 1950-1951 conferences, the President had
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available for negotiating purposes only that part of the 1945 grant
of authority—to reduce a tariff rate to 50 percent of its 1945 level
—that had not already been expended. When the negotiation was
with countries seeking accession to the GATT, as was the case at
Annecy, this was not too great a handicap. For, at least in theory,
the United States was able to obtain credit for reductions pre-
viously granted on products of export interest to them and often
had unused authority covering other products in which they were
interested. But where negotiations were with existing contracting
parties, as was usually the case in subsequent rounds, most of the
available coin that could be used without serious political cost had
already been spent. Since no other participant was obliged to
negotiate within similar predetermined limits, it is a fair conclu-
sion that this attrition in US authority had much to do with the
diminishing results achieved in 1949 and 1950-1951.

Although United States negotiators entered both the 1955-1956
Round and the Dillon Round in 1961-1962 with new powers, this
authority did not approach in usefulness that available for the first
GATT negotiation. The Trade Agreements Extension Act of 1955
had authorized the President to reduce any tariff by 15 percent
of the rate in existence on January 1, 1955, or, alternatively, to re-
duce a rate to 50 percent ad valorem*—the reductions to be
brought into effect in three annual installments. The President was
also authorized to employ any unused authority remaining from
the act of 1945 in the negotiations for the accession of Japan,
which preceded the 1955-1956 Round. But this authority did not
extend to the multilateral negotiations that followed.

When the United States entered the Dillon Round, the Presi-
dent again had available new authority, provided by the Trade
Agreements Extension Act of 1958, under which he could reduce
a duty by 20 percent of its level on July 1, 1958; reduce a rate by
two percentage points (for example, from 6 to 4 percent); or re-

*The use of “percent” in differing senses is all but unavoidable. In this sen-
tence 15 percent” refers to the allowable reduction in terms of the preexisting
level; a 15 percent reduction in a tariff of 20 percent ad valorem would result
in a tariff of 17 percent. In certain contexts this could also be referred to as a
reduction of “three percentage points.” The ad valorem level of the tariff desig-
nates its height as a percentage of the unit value of the imported product,
whether the duty is expressed in ad valorem, or in “specific”’ terms.
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duce to 50 percent ad valorem any rate that was above that level.®
Only in the case of tariff rates below 10 percent ad valorem would
the power to reduce the rate by two percentage points yield a
greater reduction than if the general 20 percent authority were
used. Thus, the Extension Act had the rather illogical effect of per-
mitting a reduction of more than 20 percent in rates already so
low as to be relatively ineffective. Since it did not permit moving
a product from the dutiable to the free list, it would do nothing
in the way of eliminating “nuisance tariffs.”

In the case of the Dillon Round, there is irrefutable evidence
that limits on the President’s authority restricted achievement, at
least in the negotiation between the United States and the EEC.
For, at the beginning of the conference, the EEC had offered to
reduce the CXT on industrial products in general by 20 percent if
others would do likewise. For most products, the maximum reduc-
tion the President could offer was 20 percent. But, as a practical
matter, much of this authority could not be used because of the
safeguards the Congress had erected against tariff reductions
that might injure a domestic industry.

While the drastic reductions in negotiating power help account
for the shallowness of tariff reductions achieved in negotiations
after 1947, the principal cause of the meager trade coverage of
reductions, especially in the Fourth and Fifth Rounds, was the
complex of limitations that were placed on the President’s ability
to use the maximum authority nominally available to him.

The Escape Clause

In the 1942 agreement with Mexico, the United States had ob-
tained a general clause to permit it to withdraw or modify a tariff
concession that resulted in serious injury to a domestic industry.
In 1945, when Congress was considering the administration’s re-
quest for a new grant of negotiating authority, it obtained from
President Roosevelt a commitment to include a similar clause in
any future agreement. No formal machinery was established for
dealing with complaints from domestic industries at that time.
But in 1947, in order to forestall a move by protectionists in Con-
gress to require a detailed report by the Tariff Commission on the
entire Trade Agreements program before the Geneva negotiations
could be held, the President issued an executive order that estab-
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lished a formal procedure for handling escape clause cases. Under
the order, the Tariff Commission was given a central role in the
investigation of complaints, but the decision remained with the
President.

When the text of the GATT was drawn up, the US negotiators
obtained the inclusion of Article XIX, which closely followed
the language in the US-Mexican Agreement and permitted the
unilateral withdrawal of a concession if it resulted in increased
imports that caused or threatened serious injury to a domestic
industry. In the Trade Agreements Extension Act of 1951, however,
Congress insisted on including detailed criteria and procedures
governing the administration of the escape clause. As incorporated
in the act, these provided, inter alia, that the Tariff Commission
““upon request of the President, upon resolution of either House
of Congress, upon resolution of either the Senate Finance Com-
mittee or the House Committee on Ways and Means, upon appli-
cation of any interested party, or upon its own motion” must
promptly investigate claims of possible injury, report its findings,
and make its recommendation to the President. The commission
was also required to send copies of the report to the two congres-
sional committees. If the President failed to follow the recommen-
dation of the commission, he was required to report to the con-
gressional committees his reasons for failing to do so. In the case
of perishable agricultural commodities, the Secretary of Agricul-
ture was given powers and responsibilities analogous to those of
the Tariff Commission.®!

In 1955 these escape clause provisions were made even more
restrictive. President Eisenhower’s administration supported the
1951 provisions and then yielded to demands for still more crip-
pling requirements.® The result was the passage of an act that
made it difficult for the Tariff Commission to avoid recommending
invocation of the escape clause in any case where an industry,
defined to include “subdivisions” of industries with diversified
production, should be suffering from reduced earnings for what-
ever cause at a time when imports were increasing.3® The act of
1955 did not stop with economic injury, but provided an alterna-
tive course that a domestic industry might pursue in seeking to in-
sulate itself from competition: to persuade the Director of the
Office of Defense Mobilization, and the President, that imports
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were threatening to impair national security and should be re-
stricted.

The Extension Act of 1958, under which the Dillon Round was
subsequently negotiated, again reinforced the escape clause pro-
visions both by increasing the amount by which the President
could raise a rate of duty and by providing that the Congress,
through passage of a concurrent resolution receiving a two-thirds
vote in each house, could override the President if he should
disapprove a recommendation of the Tariff Commission.

The effect that the escape clause alone may have had on the
administration’s use of the authority nominally delegated to it is
difficult to appraise. No president is anxious to grant a concession
that he is likely to have to withdraw later, especially since under
the GATT the contracting parties adversely affected have the
right to retaliate unless adequate compensation is paid. On the
other hand, the knowledge that a tariff concession was not irre-
vocable may have resulted in the administration’s taking some
chances that would otherwise have seemed imprudent. There
is no room for uncertainty, however, as to the effect of another
limitation placed by Congress on presidental discretion — the so-
called “peril point” provision.

Peril Points

Congress, unwilling to rely on presidential self-restraint, restored
to the act of 1951 a provision that had been added in 1948 but
repealed in 1949. This required in effect that, before any negoti-
ation, the Tariff Commission set, for each rate to be negotiated,

a point below which the duty might not be reduced without
causing or threatening serious injury to domestic industry. If the

President should reduce a rate below this “peril point” he was
required to report his action and his reasons to Congress.®* Though
it left the final decision to the President and though superficially
it seemed a logical extension of the escape clause concept, this
requirement was, in fact, much more restrictive, as it was clearly
intended to be. The Tariff Commission was not authorized to
weigh the advantages of a tariff reduction against the degree of
risk involved. Nor did it have any responsibility for the success
of the negotiations. Since the commission was given the impos-
sible task of estimating the effect of a tariff reduction before
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the fact, understandable caution dictated that it insure itself against
unexpected developments by giving predominant weight to the
possibility of future injury, however remote.®

The peril point provisions remained in the Extension Acts of
1955 and 1958 and were in force during both the Fourth and Fifth
GATT Rounds. In the first of these, the President in no case reduced
a rate below the points established by the Tariff Commission. But
the Dillon Round, where a reduction in the level of the new
tariff of the European Economic Community was the most im-
portant prize to be achieved, came close to a breakdown because
of the inability of US negotiators to respond favorably to the 20
percent linear offer of the EEC. An agreement of sorts was salvaged
only by President Eisenhower’s decision to “‘breach” the peril
points on products involving some $76 million of US imports.3®

A few points stand out in this brief survey of earlier tariff
negotiating experience. As will be seen, some of them were very
much in the minds of the Kennedy administration when it pre-
pared for a new round of negotiations.

In prewar agreements the system of negotiating item by item
had worked surprisingly well, even under the handicap of bilateral
negotiations, so long as the tariffs of most of the negotiators were
high enough to provide a comfortable cushion against competi-
tion. But the results achieved in these early agreements were
promoted by a recognition on the part of the US negotiators
that the high starting levels of the Smoot-Hawley Tariff called for
deeper tariff cuts than those made by their negotiating partners.
If this recognition had been explicit, it might well have influenced
the accepted meaning of “reciprocity,” and this in turn could
have changed the course of the Kennedy Round.

In the immediate postwar period the traditional negotiating
techniques were again able to accomplish impressive results. The
circumstances at that time were peculiarly favorable, and the US
administration was in a strategic position. Its political influence
was reinforced by the compulsion of most other countries to
sell more goods to the dollar area and by the knowledge on their
part that their balance of payments difficulties would enable them
to pay for US concessions in promissory notes.

Returns from subsequent negotiations diminished sharply, how-
ever. This cannot be attributed exclusively to the declining use-
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fulness of the item-by-item method of negotiation. For the reduc-
tion in usable authority given the President would in itself have
precluded US tariff cuts approaching those achieved in 1947. And
this limitation, in turn, would inevitably have affected the extent
to which others were willing to cut their own tariffs. Basically, how-
ever, both the limitations on presidential authority and the item-
by-item negotiating technique were manifestations of deeply
rooted attitudes, in the United States and elsewhere, toward the
value of tariff protection. Before this relationship can be explored
further, it is necessary to look more closely at the role played by
the concept of reciprocity, which has governed all negotiations
since 1934.



Reciprocity

There is no definition of reciprocity in the Trade Agreements Act
of 1934 or in succeeding legislation; nor does the GATT itself con-
tain a definition. These were fortunate omissions. For, a precise
meaning, especially if it had been expressed mathematically, might
have precluded much of the progress in tariff reduction that has
been achieved since 1934. So long as tariff concessions resulted
from negotiations in which the only requirement was that each
side accept the result, each negotiator remained free to apply his
own system of weighing the results. Without this flexibility it
is hard to see how a balance could ever have been struck.

If the concept of reciprocity was fortunately blurred in its out-
lines, it nevertheless did contain a hard kernel of common agree-
ment: each partner wanted to increase his exports in return for any
increase in imports likely to result from his own tariff concessions.
Usually, though there were exceptions, the aim of the negotiator
was even more precise: to see that the expected increase in his
country’s exports should at least equal any likely increment in its
imports. Harry Hawkins, a former State Department official who
participated in early negotiations under the Trade Agreements
Act, has written that a strict application of the policy of reciprocal
tariff reductions meant negotiating “with a view to producing a
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dollar’s worth of increased exports for every dollar’'s worth of in-
creased imports.”! In more recent studies as well, equality of
trade increments is assumed to be the universal objective of tariff
negotiators, an assumption that was certainly implicit in the pro-
cedures followed in every tariff negotiation under the GATT be-
fore the Kennedy Round.? Each started with the exchange of data
on the trade coverage of requests and offers; on this statistical
base were built arguments over the “quality” of the proposed
concessions, that is, over the increments of trade likely to result
from each.

The Problem of Low-Tariff Countries

Reciprocity in this sense has had one paramount claim to
validity: those governments that have had valuable tariff conces-
sions to offer have been in a position to enforce it. It has not always
been accepted as equitable, however. Thus, within three years of
the founding of the GATT, the low-tariff countries of Europe, led
by the Benelux Union and the Scandinavian countries, made clear
their dissatisfaction with negotiating techniques and objectives
which, they contended, favored those participants whose high tar-
iffs gave them greater bargaining power. Their sense of injustice
was sharpened by the progressive dismantlement of quantitative
trade restrictions in Europe under the aegis of the Organization
for European Economic Cooperation (OEEC),® a process that fo-
cused attention on disparities of tariff levels on the European Con-
tinent and resulted in a proposal by the “Low-Tariff Club” in the
OEEC that GATT consider the “European tariff problem.””* This
was sidetracked, however, when the French delegate, M. Pflimlin,
in September 1951, proposed to the Sixth Session of the GATT a
formula for a 30 percent average tariff reduction by all GATT
contracting parties.’> The “French Plan” was later amended by the
French delegation and further refined by a GATT working party
in October 1953.

The revised plan would have produced only a modest narrow-
ing of tariff-level disparities in percentage terms.® But it would
have bypassed the problem of differences in bargaining power. It
left to each country the determination of how the reduction in its
own tariff was to be achieved, as long as the rates in each major
sector of import trade were cut by an average of 30 percent. Rates
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above an agreed maximum would have been reduced to that level,
and very low rates would have been excused from any reduction.
After much study and debate, this scheme was frustrated by oppo-
sition from the United Kingdom and by limitations on the Ameri-
can President’s authority to reduce tariffs—a restraint reinforced
by his commitment to Congress to use even this limited authority
on a selective basis.”

Nothing came of these proposals. But, since the completion of
the text of the Havana Charter® in 1947, the Contracting Parties
have conducted tariff negotiations under a rule that was designed
to strengthen the hands of the low-tariff countries: “The binding
against increase of low duties or of duty-free treatment shall in
principle be recognized as a concession equivalent in value to the
substantial reduction of high duties.”

The omission of any standards of measurement to apply to this
rule is perhaps an indication that it was not expected to be effec-
tive except where it was simply a statement of fact. There are, of
course, cases in which the binding of a low tariff is a valuable bar-
gaining counter. Where there is any likelihood that a rate may in
fact be increased, with a restrictive effect on imports, binding it
against increase often does have substantial value to some other
participant. But where there is no such likelihood, an offer to bind
an existing low rate is usually greeted with polite indifference. It
is in fact very doubtful that the existence of the low-tariff rule has
brought results substantially different from those that would have
been achieved through bargaining power alone.

The Problem of Measurement

When a negotiator invokes his right to reciprocity, he is speak-
ing a language that both he and his fellow bargainers understand.
Yet his meaning cannot be expressed with mathematical preci-
sion. Even after the bargain has been struck and has had time to
make itself felt, it is usually not possible to determine exactly
what the negotiators thought they were obtaining. To measure
the trade value attributed by a negotiator to a concession granted
or received would require a knowledge, among other things, of
his assumptions concerning relevant elasticities in supply and de-
mand and, when an existing rate is to be bound, of his assump-
tions concerning the likelihood that it would be increased. Such
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assumptions may not have been explicit even in his own calcula-
tions. Nor, in view of the many extraneous factors that always
arise to produce unforeseeable results, can the reciprocity ac-
tually achieved be determined by examining later trade flows.

Calculated Departures from Reciprocity

Aided by the inadequacies of the tools available for forecasting
the effects of tariff changes, governments have at times been able
to depart from the strict reciprocity expected by the public and
thus to conclude agreements that would otherwise have been im-
possible. Nor have such departures always depended on statistical
ambiguity. The initial GATT negotiation of 1947 was an instance
of open deviation from reciprocity, at least in the short run, it
being well understood that concessions granted to the United
States by most participants would, at best, have only a delayed
effect on US exports.® In asking for the legislation that made the
negotiations possible, the principal purpose of the Truman ad-
ministration was to lead the world out of the morass of trade re-
strictions and controls inherited from the depression and World
War Il. While testifying in favor of the legislation, William L. Clay-
ton, then Assistant Secretary of State, openly acknowledged this
aim.'® But even with their unassailable reasons for seeking world
rehabilitation rather than immediate export advantage, adminis-
tration witnesses found it necessary to make the point that reci-
procity would be automatic and that the dollars earned by the
rest of the world would promptly be used to slake an unsatisfied
thirst for American goods." Thus, even in the extraordinary cir-
cumstances prevailing at the end of the war, it was not possible
to overlook the power that the concept of reciprocity exerted on
the public and legislative mind.

The Arguments for Tariff Protection

No matter how much weight is given to influences that may
have led governments at times to accept less compensation in tar-
iff negotiations than would be suggested by a dollar-for-dollar in-
terpretation of reciprocity, their consistent obeisance to the con-
cept confirms that it is at least a political reality with which they
must reckon. They cannot ignore the pervasive belief that, when
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a country grants a tariff concession, it incurs a cost that must be
compensated. What reasons are there, however, for believing
that government policy makers also think that the reduction of a
tariff (or the sacrifice of freedom to increase it) constitutes a cost
to the community? Since most governmental policy makers are
reasonably sophisticated, this is much the same as asking whether
there are economic arguments for tariffs that have any validity
at all.

There are common arguments in favor of tariffs that relate to
the economy as a whole. In examining them first, the use of tar-
iffs to transfer real income from one group of the population to
another can temporarily be ignored. Some of the more naive argu-
ments used to justify protecting domestic producers against im-
port competition may be discarded without close attention. Per-
haps the prize should be awarded to the US Tariff Acts of 1922
and 1930, which aimed at a “flexible tariff” that would be just suf-
ficient to offset differences between foreign and domestic costs of
production.’ Accomplishment of this goal, if it were possible,
would eliminate all foreign trade. Related to this fallacy is one
that has proved more durable: the conviction that tariffs are nec-
essary to “prevent the importation of low wage rates” from abroad.
It is unlikely that this belief, which in its primitive form, ignores
the causal relationship between high productivity and high
wages, has influenced government policy makers in recent years
any more that the “flexible tariff"” concept of 1922 and 1930.3

There are, however, more respectable reasons for concluding
that a tariff can be beneficial to the country imposing it. But these
apply only in limited cases and usually under circumstances that
are short lived. A classic case, of course, is that of the revenue
tariff. In a country where the immature state of administration
makes other forms of taxation impracticable, a tariff may be the
only means of raising revenue. But a revenue tariff is an anachro-
nism among the highly developed countries for whom reciprocity
in tariff bargaining is relevant. The same may be said of the “in-
fant industry’”” argument. There are undoubtedly cases where it
will pay a developing country to impose a tariff in order to help
a new industry surmount the extra costs and uncertainties it must
encounter during its formative period. But, as Haberler has
pointed out, in a developed country with an organized capital
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market there is no need for the government to substitute its judg-
ment for that of private investors.' In the United States, the elec-
tronics and color television industries had no trouble finding the
capital to permit them to survive their growing pains.

The Terms of Trade

The “terms of trade” argument for tariffs also has academic re-
spectability. And, unlike the “infant industry’” argument, it applies
to the major, industrialized, trading nations, at least in theory. No
modern economist questions that a tariff imposed by an impor-
tant trading country will, if others take no counteraction, usually
result in reducing the price that the country—as distinguished from
its consumers—pays for its imports. The foreign producer pays
some part of the tariff and, up to a certain tariff level, the loss to-
the economy of the importing country resulting from the rela-
tively inefficient use of its resources can be more than offset by
the reduction in import costs.’ But even if this “optimum tariff
level” could be determined in concrete cases, the theory fails to
provide a useful guide to tariff policy, if only because other coun-
tries cannot be expected to remain passive while one country im-
proves its terms of trade at their expense. And, even if the cer-
tainty of retaliation could be ignored, no country with global in-
terests, like the United States, could rationally adopt a policy
aimed at enhancing its own prosperity by deliberately dragging
down that of other countries.

“Second Best” Uses of Tariffs

On a more or less equal footing with the “terms of trade” argu-
ment for tariffs is the “theory of the second best.”'® Applied to
international trade, it provides justification in economic welfare
terms for the imposition of a tariff at a certain level for a particular
product if the tariffs of the same country on other products can-
not be altered, and if the tariff levels of trading partners remain
fixed.'” Governments have, in fact, been influenced, consciously
or unconsciously, in fixing the tariff level for a product by the
levels of the tariffs of their trading partners and the levels of their
own tariffs on other products. But there is no evidence that they
have made tariff policy with the theory of the “second best” ex-
plicitly in mind. Even if they have been aware of the theory, it has
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provided them with no yardstick for determining the tariff levels
that would best promote the overall welfare.

“Balance of Payments” Uses of Tariffs

The influence of balance of payments considerations on tariff
policy has been limited and generally negative; they have prob-
ably prevented tariff reductions, but have rarely led to increases
in statutory tariff rates. Many influences have militated against
the use of increased tariffs to deal with a payments deficit. If an
increase were prolonged, the effect on the general level of costs
in the economy could easily offset the initial trade effect and
worsen the balance. Furthermore, if temporary restriction of im-
ports is needed to halt a drain on a country’s gold and foreign ex-
change reserves, the use of quantitative restrictions, permitted by
the GATT in these circumstances, or of temporary surcharges have
generally been preferred.' In the early postwar years the prefer-
ence for the use of quotas was decisive because the many coun-
tries then suffering deficits had fully operative systems of import
licensing and because widespread inconvertibility required a pre-
cision in the use of discriminatory controls that tariffs could not
provide. Now that postwar quantitative restrictions have largely
been dismantled, a tendency among countries having balance of
payments difficulties to resist further tariff reduction may develop.
But the erection or maintenance of tariffs as insurance against pos-
sible future payments problems has not as yet played a noticeable
part in shaping tariff policies.

Reciprocity and Political Factors

Transfer of Income

Up to this point we have considered the economic effects of
tariffs upon the economy regarded as a whole. But the welfare of
an economy is not a simple aggregate of the incomes accruing to
its component parts. No government can be concerned only with
total income and ignore its distribution. Seen in this light, many
government tariff decisions that would otherwise seem irrational
emerge as being at least understandable.

Any transfer of income that can be effected by tariffs could in
theory be accomplished more directly, without incurring the same
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risk of reduced efficiency. Where, for example, all political par-
ties agree that it is desirable to improve the lot of unemployed
coalminers, it would probably be less costly to the economy to
pay them a subsidy until they can find other employment than to
stimulate demand for coal by restricting imports of petroleum.
But it does not necessarily follow that it is irrational for a govern-
ment to take the latter course if voting consumers prefer a hidden
tax on their consumption to an open tax on their income. In these
circumstances the better solution may be considered politically
unavailable.

It is also simple political wisdom to favor those groups in the
population that wield political power, at the expense of politically
weaker groups. And where no acceptable social objective would
be furthered by a more candid transfer of real income, the use of
the tariff is a rational choice. In such cases alternative methods of
effecting the transfer of income are likely to be too obvious and
too much in conflict with accepted standards of equity to please
even the segments of the population to be favored.'®

It is easy to find examples of this use of the tariff in the United
States. In the logrolling that went into the constitution of the
Smoot-Hawley Tariff of 1930, Congress tried to benefit most spe-
cial interest groups in the economy, though it succeeded only in
harming all of them. More recent “escape clause’” actions in
which various presidents have raised the tariffs on bicycles, spring
clothespins, watches, carpets, and glass have been more success-
ful in the selective use of tariffs to transfer income.

If there are political reasons for governments to impose tariffs
for the benefit of favored groups, there are even stronger reasons
for the reluctance to make tariff reductions that would withdraw
from these groups privileged positions they already enjoy. And
these reasons are especially persuasive when the groups concerned
are producers no longer able to compete at world market prices.
These are the “sensitive” industries whose products have been
excluded from tariff negotiations in the past and that appeared on
““exceptions lists’”” in the Kennedy Round.

There can be little doubt that the desire to favor particular
groups of producers in the economy has influenced governments
in deciding whether particular tariffs should be reduced. But,
again, there is no reason to believe that these considerations have
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determined their attitude toward the reduction of the general
level of tariffs or toward reciprocity in tariff negotiations.

Other Political Motivations for Seeking Reciprocity

There is, of course, no reason to rule out the possibility that
governments may be motivated in tariff bargaining by political
considerations that are less rational than those discussed above.
They may, for example, respond to what they believe is a perva-
sive prejudice of the electorate against imports. Or, even if there
is no reasan to believe that the population considers imports per
se to be evil or unpatriotic, they may act on the assumption that it
will disapprove of any increase in imports that is not directly com-
pensated by an equal increase in exports.?® But such explanations
do not fit very closely with the trend of public opinion in the
United States since the end of World War Il. In fact, they ignore
the change that has taken place in the average American’s view of
the role of the United States in the world—a change that has not
been overlooked by professional protectionists. Current fashions
in semantics are revealing. No lobbyist for higher tariffs or import
quotas in the first half of the 1960’s cared to be labeled “protec-
tionist.” Yet, as Bauer, Pool, and Dexter have pointed out, when
the Smoot-Hawley Act was being considered, ““the prototype of
the argument for lowering a particular tariff began in effect thus:
‘Of course | favor protectionism, but.” 2" A similar shift can be
seen in the labels under which lobbyists do business. An associa-
tion which operated from 1885 to the 1950’s under the artless
title of ““The American Tariff League” found it expedient in the
1950’s to change its name to “Trade Relations Council.” Wash-
ington’s most single-minded spokesman for industries seeking
protection, O. R. Strackbein, operates under the noncommittal
title of ““President of the Nation-wide Committee of Industry,
Agriculture and Labor on Import-Export Policy.” Even recent
American administrations have found it desirable to avoid the un-
pleasant words ‘‘restriction” or “protection” to characterize their
occasional concessions to business pressures; in official pro-
nouncements, for example, the framework within which petro-
leum imports are curtailed is almost invariably referred to as the
“Oil Import Program.”

Advocates of protection for particular domestic industries are
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not hard to find, but in the present decade the evidence does not
point to the existence of protectionism as a dominant ideology
that would account for the attitude of governments toward reci-
procity. To the extent that protectionism in this sense does per-
sist, it would be reasonable to expect that its force would be
greater in some countries than in others. But, in tariff negotiations,
the United States has been as insistent upon reciprocity as France
or Japan. The unanimity with which governments have behaved
as if increased imports represented an economic cost cannot be
explained in terms of mercantilism. Nor is it necessary to do so.
For there is one motivation that is common to all countries that
have engaged, or expect to engage, in future tariff negotiations:
the urge to retain bargaining power for that purpose.

Preservation of Bargaining Power

In an environment in which negotiation has become firmly en-
trenched as the method usually employed for altering tariff rates,
it'is rare to find a government prepared to forego future bargain-
ing power by a unilateral reduction of tariffs, even where to do so
would give its citizens an immediate increase in real income.
Thus, in the GATT debates in the early 1950's, when low-tariff
countries asked for special consideration in the bargaining process,
they were preoccupied less with their inability to obtain a balance
of advantage from the negotiations immediately in prospect than
with a fear that reductions equivalent to those of higher-tariff
countries would strip them of the bargaining power needed in
future rounds.?? The same worry strongly influenced the Euro-
pean Economic Community during the Kennedy Round.

The US Congress, too, has been concerned with the preserva-
tion of bargaining power. The earliest congressional delegation of
tariff-making authority was in the Tariff Act of 1890, in which the
President was authorized to increase tariffs against the products
of individual countries in order to provide a weapon that could
be used to obtain improved treatment for US exports. Much
more recently, in Section 252 of the Trade Expansion Act of 1962,
the Congress provided that: ““the President shall . . . to the extent
he deems necessary and appropriate, impose duties or other im-
port restrictions on the products of any foreign country or instru-
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mentality establishing or maintaining [unjustifiable] foreign import
restrictions against U.S. agricultural products, when he deems
such duties and other import restrictions necessary and appro-
priate to prevent the establishment or obtain the removal of such
foreign import restrictions.”?® Admittedly, this provision was aimed
at a limited range of trade barriers especially irksome to Congress,
and not at customs tariffs. But it serves as a recent illustration of
the natural tendency of governments and legislators to attach
value to import restrictions for their potential advantage as nego-
tiating counters.

In the few postwar instances in which governments have re-
duced tariff rates without compensation, they have usually sought
to keep as much as possible of the bargaining power associated
with previous, higher rates. In some cases, the reductions have
been characterized as “temporary,” and the previous rates care-
fully preserved in a showcase labeled “’statutory tariff.” Rarely, if
ever, has the reduced rate been consolidated in the country’s
GATT schedule until the maximum compensation could be ex-
tracted in a subsequent negotiation.

A number of sound economists have also suggested that the
tenacity with which government officials cling to their bargaining
counters in tariff negotiations is a reflection less of the consid-
ered policies of their governments than of their own zeal for ne-
gotiation and their desire to enhance their own reputations as
practitioners of the art. As Professor Taussig put it: “The negotia-
tors are tempted to try to get the better of each other, to make a
show of doing a smart thing.””?* This does help to account for the
intensity of the bargaining that takes place. But it cannot be held
responsible for the persistence of “reciprocity” as the objective
of the negotiations.

The desire of governments to cling to all possible bargaining
power is sufficient explanation for the reluctance of negotiators to
yield more in the way of concessions than is required in order to
obtain valuable concessions from their negotiating partners. Tar-
iffs that have no intrinsic economic value for the country that
maintains them have acquired value because of the insistence of
other countries on reciprocity in the bargaining process. And this
opens up the real possibility that the US Trade Agreements pro-
gram, in spite of its creditable accomplishments, has itself gen-
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erated forces that limit its future usefulness. It has created a
market for bargaining power, and, precisely because of its earlier
success in reducing tariffs, it may have inflated the values govern-
ments attach to the tariffs that remain.

Once it is recognized that governments attach value to tariffs
for the bargaining power they represent, there is no need to as-
sume that the levels of existing tariffs reflect their judgment of the
margin of protection required for maximum collective satisfac-
tion. Tariff levels may be maintained in spite of the fact that a
lower level would raise the country’s real income.

The urge to hold on to existing tariffs for their future bargain-
ing power is even consistent with an interest in the economic wel-
fare of other countries. The major negotiating powers all have in-
terests beyond their borders. The United States, for example, has
reasons for seeking the most efficient use of resources and the
maximization of real income throughout most of the world. In
these circumstances, the husbhanding and efficient use of bargain-
ing power can be viewed not as a means of obtaining national
advantage but as an international duty. Each responsible govern-
ment may believe that its own confribution to global welfare will
be enhanced if, in exchange for its own tariff reductions, it exacts
the largest possible reduction in the trade barriers of friendly
countries.

Summary

No single explanation will cover all the circumstances that cause
governments to resist reductions in their tariffs. Efforts to favor spe-
cial domestic interests, concern with the distribution of real in-
come, temporary balance of payments considerations, even the
vestigial influence of long-dead schools of economic thought—
all play their part. But all of these domestic concerns together will
not explain the persistence of tariff bargaining on the part of
countries that could profit from unilateral tariff reductions.

It is here suggested that the existence of tariff bargaining is in
itself a sufficient reason for the insistence on reciprocity; antici-
pation of a future need for negotiating power provides incentive
enough for hard present bargaining. Thus, the cost a government
incurs when it reduces or binds a tariff may be measured less by
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any possible disadvantages from increased imports than by the
value it believes a negotiating partner would place on that action.
Once this simple, and observable, fact is recognized, it becomes
less difficult to understand how a number of governments intent
on the reduction of tariffs for their mutual benefit can be diverted
from that purpose into a contest in which each seems as much
concerned with denying benefits to its partners as with obtaining
benefits for itself.



Nondiscrimination, 1947-1967

Opposition to discrimination in international trade has been the
central theme of American commercial policy almost from the
beginning of the nation. Washington proclaimed it in his Farewell
Address. John Quincy Adams publicly explained that American
deviations from this basic principle were “essentially defensive
and counteracting to similar regulations . . . operating against
us.”! During the latter half of the nineteenth century the United
States officially pursued a policy of conditional most favored na-
tion treatment for bargaining. But agreements negotiated under
this policy were ‘‘negotiated primarily for the purpose of elim-
inating discrimination against U.S. exports by European countries
rather than for the purpose of obtaining or granting preferential
treatment.”’2

Even during the depression of the 1930’s, when nondiscrimina-
tory trading in the world had been largely replaced by bilateral
agreements, Cordell Hull persuaded Franklin Roosevelt to reject
a discriminatory agreement that had been negotiated with Ger-
many for the disposal of US cotton.® And, in the 1930’s and early
1940’s, one of the principal American targets was “to end the
British Commonwealth system of preferential trade, which was
firmly established and extended in the Ottawa Agreements of
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1932.”"% To further this design, the United States, in the Mutual
Aid Agreement of 1942, obtained the agreement of the United
Kingdom that one of the objectives of the lend-lease settlement
was to be the “elimination of all forms of discriminatory treatment
in international commerce.” Even before the end of the war, in
preparing its proposals for an international trade organization,
the United States included as a central objective the elimination
of tariff preferences and the nondiscriminatory application of
other regulations of trade.®

By the beginning of the Kennedy Round, however, the form of
the discrimination to be combated and the kind of weapons
available for use against it had radically changed; both because
of the decreasing importance of colonial preferential tariff sys-
tems and because of the increase in new forms of regional dis-
crimination that had come to be accepted as consistent with other
US foreign policy objectives.

Although the existence of discrimination in international trade
was not a subject for negotiation in the Kennedy Round, fears of
the effects of the new discrimination inherent in the European
Common Market provided the negotiations with their initial im-
petus and helped dictate their course. To help understand its in-
fluence, we must trace the role of “discrimination’” in US com-
mercial policy, beginning with an effort to define the term.

Some Definitions

Any definition of discrimination that can be applied to the real
world of trade necessarily involves arbitrary elements. First, if we
accept the convention—itself arbitrary—of excluding from the
term differential treatment in favor of domestic producers, which
can be identified by the word “protection,” the definition of dis-
crimination that would then fit most neatly into the fabric of in-
ternational trade theory would be: any official action that has the
effect of diverting the pattern of international trade from that
which would have resulted had all foreign suppliers received
equal treatment. Such a definition may have conceptual meaning,
but it has, unfortunately, little practical value. In this sense, dis-
crimination could only be avoided under total free trade. Any
protection of domestic producers must inevitably result not sim-
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ply in reducing imports but in influencing their distribution
among different supplying countries. There is no practical way to
equalize the amount of protection granted to different products.
Even if all tariffs were set at the same ad valorem level, their re-
strictive effect would differ widely from one product to another.

To be of practical use in international discourse, therefore, the
definition of discrimination must be narrowed to include only
differential treatment of the same product when imported from
different countries or, to use the language of the GATT, differen-
tial treatment of “like products.” This definition, too, involves
arbitrary judgments, and it cannot be applied with precision. The
Contracting Parties have, for example, tacitly accepted as ‘“non-
discriminatory” differential tariff rates on different grades or
“value brackets” of such products as chinaware. But it is not clear
that they would be equally tolerant if a red wine produced in
California from Pinot Noir grapes were charged a tariff rate higher
or lower than that levied on a Romanée Conti from the same va-
riety of grape grown in the Cote d’Or region of Burgundy and
bottled on the vintner’s premises. Yet, to a connoisseur, these are
hardly “like products.” In spite of its deficiencies, GATT usage
will ordinarily be followed here. When it is not, the exception will
be noted.

A few words also about the term ““Most Favored Nation,” which
can be quite puzzling. As the words would imply, its original
meaning depended on the existence of discrimination; the coun-
try that obtained the right to MFN treatment, usually in a bilateral
treaty, was assured that no other country would be treated more
favorably. This is still the formal meaning. But, as the exchange of
MFN commitments has spread, the term has become almost syn-
onymous with nondiscrimination. Thus, it is customary to refer to
a tariff being applied “on an MFN basis” as if it were applied with-
out discrimination to all imports. But, when a country maintains a
two-column tariff (the lower tariff being charged on imports from
countries receiving preferences), the higher, and less favorable,
rate is known as the “MFN rate.” This Alice in Wonderland inver-
sion of meaning is, of course, the natural result of the fact that the
MEN obligation incorporated in international treaties and agree-
ments, including the GATT, has normally been subject to excep-
tions in favor of existing systems of tariff preferences.
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Finally, as almost universally used today and as it will be used
throughout this discussion, MFN means unconditional most fav-
ored nation treatment. The conditional form of the MFN clause
has little present importance, though it did play a significant role
in the earlier history of US trade relations.

Tariff Discrimination by the United States

The MFN Clause

The general use of the unconditional MFN clause by the United
States in its commercial treaties goes back only to 1923.% Begin-
ning with the first American commercial treaty with France in
1778, the United States usually accorded only conditional MFN
treatment, which entitled treaty partners to receive the benefit of
the most favorable treatment granted to a third party only upon
payment of compensation equivalent to any that had been paid
by the third party. Thus, although the United States usually applied
a single-column tariff to goods from all sources,” it explicitly re-
served the right to discriminate against its treaty partners if that
condition were not met. The partners were governed by the same
clause in their obligations to the United States, though in their
treaties with others they normally accorded unconditional MFN
treatment.

In 1923 the US government announced a new policy of includ-
ing the unconditional MFN clause in future commercial treaties.
During the following decade twenty-nine treaties or executive
agreements with the unconditional clause were concluded.? But
most of the United States’ major trading partners proved reluctant
to exchange unconditional MFN agreements with a country pos-
sessing a high, albeit nondiscriminatory tariff, especially since
that tariff was nonnegotiable.® An opportunity to meet those ob-
jections came with the Trade Agreements Act of 1934. The ex-
change of unconditional MFN commitments that resulted helped
lay the groundwork for later MFN multilateralization under the
GATT. These contractual commitments to MFN were, of course,
subject to the usual exception for established systems of tariff
preferences, as among the members of the British Commonwealth
and the members of the French Union, as well as the one be-
tween the United States and Cuba.
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Nontariff Discrimination

During the depression of the thirties, the discriminatory effect
of preferential tariff systems was overshadowed by the wide-
spread use of discriminatory quantitative restrictions. Under the
impetus of balance of payments difficulties, or simply as the re-
sult of efforts to preserve established export markets in the face
of declining demand, most of the countries of the world beyond
the dollar area became enmeshed in a variety of bilateral pay-
ments and clearing agreements that had as their effect, if not as
their object, a tendency toward the bilateral equalization of pay-
ments between participants. This could be accomplished, of
course, only by discrimination. The result of this bilateralism was
a drastic reduction in the volume of world trade and the distor-
tion of its content and flow.

During World War i normal trading relations were interrupted.
In the early postwar period the acute balance of payments diffi-
culties and currency inconvertibility of most countries, including
the former belligerents in Europe, led to a new complex of largely
discriminatory financial and trade controls. One of the principal
purposes behind the creation of the International Monetary Fund
(IMF) and the International Bank for Reconstruction and Develop-
ment (IBRD), and behind the negotiations that led to the creation
of the GATT, was to generate conditions under which multi-
lateralism and nondiscrimination could be restored to interna-
tional economic relations.

The General Agreement on Tariffs and Trade

In an earlier chapter, the GATT was discussed primarily as a plat-
form for the multilateral negotiation of tariff concessions, but it
performs other equally important functions without which the
exchange of commitments concerning tariffs would have little
meaning. it provides both a body of agreed rules to govern trad-
ing relations among the contracting parties and a framework for
the administration of those rules and for reconciling conflicts of
interest in the international trade field.

A very few basic obligations support the entire GATT structure.
Perhaps the most fundamental one, on which many of the more
detailed rules rest, is the commitment of contracting parties to
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accord MFN treatment to each other. This obligation extends not
only to customs duties but to other charges, rules, or formalities
in connection with importation or exportation.™ Some articles
specify the manner in which the obligation is to be interpreted
and applied in specific cases such as the use of quantitative re-
strictions (when they are permitted) and the operation of state
trading monopolies. Almost as basic as the obligation of nondis-
crimination is the general prohibition against the use of quantita-
tive restrictions.” One of the important reasons for this rule was
the drafters’ desire to eradicate a practice that had been a power-
ful aid to the growth of discrimination and bilateralism.

Given the kind of trading world the prospective contracting par-
ties faced in 1947, these basic commitments inevitably were sub-
ject to exceptions. Thus, the applicability of the most favored
nation obligation to tariffs was qualified by the traditional excep-
tion for existing preferential systems; this exception was severely
limited, however, by a provision that, even within a recognized
preferential system, no new preference could be created nor any
preferential margin increased.

Two other exceptions to the basic rules were the most widely
used during the first ten years of GATT: the permission to use
quantitative restrictions for balance of payments reasons and the
accompanying exception that permitted discriminatory applica-
tion of the restrictions where the country concerned was entitled
under IMF rules to discriminate in its exchange controls.? So long
as important currencies were inconvertible and each deficit coun-
try needed to conserve its hard currency reserves, this exception
simply confirmed a practice that was almost universal in 1947 and
that persisted through most of the following decade. In later
years, however, the incidence of discriminatory quantitative re-
strictions and of preferential tariff systems declined. Another ex-
ception to the rule of most favored nation treatment, which per-
mitted customs unions and free-trade areas, has, on the other
hand, gained dramatically in importance.

Regional Integration

GATT treatment of customs unions (and free-trade areas) is in
sharp contrast to that accorded preferential systems. While new
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preferences are prohibited,”® Article XXIV of GATT explicitly per-
mits the association of two, or more, contracting parties for the
purpose of eliminating trade barriers between them without ex-
tending the same treatment to other contracting parties. In the
original US proposals for the ITO Charter, this exception had
been limited to customs unions, that is, to areas involving both
free trade among the partners and an external tariff identical for
all of them. This exception was broadened during the negotiation
of the GATT rules in two respects, both of which were to prove
very significant: the inclusion of “a free-trade area,” in which
each partner remains free to follow an autonomous tariff policy
toward outside countries, and an “interim agreement,” involving
the gradual completion of a customs union or free-trade area in
accordance with a firm schedule.'* At the time, the negotiators
did not anticipate that these additional exceptions would have
sufficient appeal for any group of major trading nations to pro-
vide a serious loophole in the basic requirement of nondiscrimi-
nation.

More than one student has been intrigued by the reasons why
the founders of the GATT, while condemning the exchange of
partial preferences, gave their blessing to total discrimination. The
favorite explanation relates to global economic welfare. Clair
Wilcox, a key American participant in the negotiations, presented
the following defense: /A customs union creates a wider trading
area, removes obstacles to competition, makes possible a more
economic allocation of resources, and thus operates to increase
production and raise planes of living. A preferential system, on
the other hand, retains internal barriers, obstructs economy in
production, and restrains the growth of income and demand. It
is set up for the purpose of conferring a privilege on producers
within the system and imposing a handicap on external competi-
tors. A customs union is conducive to the expansion of trade on
a basis of multilateralism and non-discrimination, a pereferential
system is not.”'®

Both Article XXIV and Professor Wilcox's rationale were written
before the publication of a series of pioneering theoretical studies
of the economic effects of customs unions.’® In essence, these
analyses point out that a customs union (or free-trade area) can
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create new trade, which would otherwise not have occurred, be-
tween partners to the union; it can also displace trade that for-
merly took place between either partner and a third country.
Professor Viner argued that at least in the short run, before any
secondary effects of economic integration could be felt, the
“trade creation” resulting from the union would involve an in-
crease in total welfare through an improved allocation of re-
sources, and the “trade diversion” would produce a deteriora-
tion as compared with the existing pattern. He concluded that,
where the trade creating role was predominant, the union as a
whole would benefit, but, in the short run at least, the outside
world would lose. While succeeding literature has qualified these
conclusions, it has not detracted from Viner’s basic point that
both influences will normally be present and that, in order to de-
termine the balance of advantage for the members of the union
and for the world as a whole, each customs union would have to
be considered on its merits.

It should be emphasized that Viner’s conclusions and most sub-
sequent theoretical explorations of the problem were based on
static analysis and dealt only with short-term effects. The theory
that emerges does not, therefore, either support or refute the be-
lief that has been implicit, and sometimes explicit, in American
support of economic integration in Europe and elsewhere—
namely, that the dynamic, or long-term, effects will be favorable
not only for trade within the union but for the trade of third
countries. The economic growth induced by freer competition
within the union will, it is believed, raise the level of demand for
the imports of third countries and reduce the costs of goods ex-
ported to them by members of the union.

One student contends that this official American faith ignores
the other side of the equation: “If market expansion within the
union is to lead to long-run gains, why should not market con-
traction outside the union lead to over-all losses for the world in
the long run? . . . Similarly, if a union enhances capital formation
and growth within the union, why should not trade diversion out-
side the union damage investment opportunities and hence capi-
tal formation and growth outside the union?”’'7 It is true that coun-
tries outside the union have no assurance of long-term benefits
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from the creation of trade that can be expected inside the union,
but they will certainly lose in the short run from whatever trade
diversion results from its formation.

The body of theory that developed from Viner’s study was not
available to the drafters of the GATT. It has been argued, how-
ever, that they drafted Article XXIV with the purpose of minimiz-
ing the probability of trade diversion outweighing trade creation
in global terms. For example, by requiring the elimination of sub-
stantially all barriers to trade within the union they ruled out the
possibility that preferences would be established only for those
products in which one partner or another could count on replac-
ing the trade of third parties.'® The desirability of outlawing a se-
lective exchange of preferences in order to prevent a preferential
area from being predominantly trade diverting also underlined
Clair Wilcox’s rationale for the GATT provisions governing cus-
toms unions. Insistence on virtually complete free trade within
a union, if it was to have the benefit of the GATT exception, was
surely aimed at preventing a selective exchange of preferences in
the guise of a customs union.*

It should be noted, parenthetically, that a partial customs union
or free-trade area involving a limited number of products will not
necessarily involve more trade diversion than a complete one. It
is unlikely, for example, that the inclusion of agricultural prod-
ucts in the European free trade area would have made it more
favorable to the trading interests of third countries. To take a
more extreme example, the European Coal and Steel Community,
while clearly not falling within the provisions of Article XXIV,

*Working with simplified models it is possible to conclude that as barriers
within an area approach zero, while barriers against the outside world remain
fixed, the increments of trade creation will tend to diminish but that no such
diminution will take place in the increments of trade diversion. This in turn
suggests that there is a stage in the formation of a union beyond which a further
reduction of internal barriers will result in a decrease in welfare, that is, that the
optimum result will be achieved from a partial union. It does not, however, jus-
tify the conclusion that the distinction made in the GATT rules between a pref-
erential trading area and a customs union is “irrational.” (See H. G. Johnson.
Money, Trade and Economic Growth [Cambridge, Mass.: Harvard University
Press, 1962], pp. 45 and 46.) Preferential areas do not typically comply with the
assumption implicit in the theorem, namely that of a uniform percentage mar-
gin of preference for all products. In a preferential area the members more
typically limit the exchange of preferences to those products in which trade
diversion is most likely to outweigh trade creation.
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could not possibly have involved as great a short-term risk to the
trading interests of third countries as did the creation of the EEC.

But this is not to argue against the soundness of the GATT rule.
If an exception had been permitted for the exchange of duty-free
treatment in selected products, the attempt to prevent agree-
ments aimed solely at trade diversion would have been seriously
prejudiced. It is true that nonmembers will receive little if any
short-term benefits from greater efficiency within the union. If
the dynamic effects are ignored, they may have more to lose
from a complete than from an incomplete customs union between
other countries. This fact might seem to suggest that the original
contracting parties, in insisting on completeness, were more con-
cerned with aggregate world welfare than with their own trading
interests. This conclusion does not necessarily follow, however.
The United States was prepared to postpone direct trade advan-
tages in favor of speeding the recovery of a world disrupted by
war and, more particularly, the economic recovery of Europe,
both for reasons of security and to reduce the cost of the Mar-
shall Plan. Other contracting parties had equally compelling rea-
sons for agreeing to the exception and for endorsing its bias in
favor of total discrimination even if they did not themselves ex-
pect to become parties to any regional arrangement. This was so
because an exception for customs unions was traditional in MFN
treaties, and there was little reason to believe that a GATT with-
out such an escape could have obtained general acceptance. That
being the case, there was merit in making it difficult to resort to
the exception by limiting it to cases where the countries con-
cerned were prepared to undertake a drastic realignment of their
trading relations.

Trade Discrimination under the GATT

When the GATT was founded, every country discriminated to
some degree in its international trading relations. Existing prefer-
ential tariff regimes sanctioned by the GATT exception included
countries and territories that in 1947 conducted at least 60 per-
cent of total world trade. Discriminatory quantitative restrictions,
justified on balance of payments grounds, were even more wide-
spread and were used by countries accounting for some 78 per-
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cent of world imports. These percentages were, however, in no
way indicative of the proportion of world trade that was affected,
either favorably or unfavorably, by discriminatory treatment. For
example, those countries involved in preferential areas, except
the British Commonwealth, conducted a very small part of their
total trade with their preferential partners, and not all of that
trade was subject to tariff preference. Even in such a relatively
complete preferential area as the British Commonwealth, some
imports were unaffected by preferences because imports from
third countries encountered no competition from exporters with-
in the Commonwealth.

The scope of discriminatory quantitative restrictions in 1947
was considerably greater than that of tariff preferences if we look
only at the number of countries involved and the number of
products to which those restrictions nominally applied. But such
a count would be misleading. The persistence of a heavy United
States positive trade balance during most of the postwar decade
reflected the fact that many products demanded by the rest of
the world were obtainable only from the dollar area. When these
goods were considered essential, the licensing of dollar imports
was discriminatory in form but not in effect. On the other hand,
most countries maintaining quantitative restrictions also dis-
criminated as between imports from different soft currency
areas as the result of bilateral payments agreements. Thus, to de-
termine with any precision the volume of trade benefiting from
preferential treatment is extremely difficult.".

The Attrition of Preferential Tariff Systems
under the GATT

In the fifteen years following the formation of the GATT the im-
portance of both tariff preferences and discriminatory quantita-
tive restrictions in world trade declined greatly. {n the case of tar-
iff preferences this can be attributed largely, though not exclu-
sively, to the reduction of MFN duties in GATT tariff negotiations,
reinforced by the rule prohibiting the introduction of new prefer-
ences. In the field of quantitative restrictions, nondiscriminatory
liberalization was made possible by the restoration of convertibil-
ity to the currencies of the major trading countries, achieved
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under the combined impetus provided by the European Pay-
ments Union (EPU) and the IMF. The influence of the latter
in eliminating discriminatory exchange controls was paralleled by
the GATT rule limiting the discriminatory use of quantitative re-
strictions. Has the direction of change since 1947 established a
clear trend either toward or away from the nondiscriminatory
trading world that was one of the stated objectives of American
policy after the war??®

In 1947, by far the largest of the preferential tariff systems in
terms of the volume of trade conducted among members was that
of the British Commonwealth. In addition to the United Kingdom
and some thirty dependent territories, it involved Canada, India,
Australia, New Zealand, the Union of South Africa, Ireland, South-
ern Rhodesia, and a number of smaller independent members.
While the area of Commonwealth preferences was not identical
with that of the so-called sterling area, a rough measure of the ef-
fect of the declining incidence of Commonwealth preferences can
be obtained by observing the trend of trade within the latter. In
1953, about 45 percent of total United Kingdom imports originated
in the sterling area; by 1961, this ratio had fallen to 34 percent. In
the same period the share of the rest of the sterling area in United
Kingdom exports fell from about 47 to 37 percent.?!

Some part of this decline can almost certainly be attributed to
reductions in margins of preference resulting from GATT negotia-
tions. According to Gardner Patterson, the average ad valorem
margin of preference on those goods that received preferential
treatment when imported into the United Kingdom fell from 17-20
percent in 1937 to 11-13 percent in 1949, and to 9 percent in
1957.22 More recently, the formation of the European Free Trade
Association (EFTA), while not affecting the margin between MFN
rates and the preferential rates granted to Commonwealth coun-
tries, further reduced the value of United Kingdom preferences to
the outside Commonwealth insofar as EFTA members compete
with it for British imports.

Preferences maintained by the colonial powers of continental
Europe at the end of the war were subjected to similar attrition
during the GATT tariff negotiations from 1947 to 1960. But the
creation of the European Economic Community, instead of dilut-
ing these preferences, led to an expansion of their territorial appli-
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cation. Under the Treaty of Rome, each of the six member states
agreed to grant duty-free entry to the products of the overseas
territories of each of its partners. Each of the overseas territories, in
turn, was required to grant to each of the six the same treatment
that it granted to the products of the metropolitan territory to
which it was attached.? Later, after the African territories had be-
come independent, they signed a Convention of Association with
the Community in order to preserve this preferential treatment.?4
The same convention, the Yaoundé Convention, however, also
substantially reduced the Community’s common tariff on a num-
ber of tropical products of particular interest to certain other un-
derdeveloped countries, thus reducing the margins of preference.®®
This amelioration was not sufficient to calm the fears of the new
countries in Africa outside the area of EEC preference; a number
of them expressed an interest in negotiating with the Community
in order to extend to their products the preferences accorded to
their favored African competitors. In July 1965 the Community
reached an agreement with Nigeria providing it preferences on
many of its exports to the EEC, but explicitly withholding from this
treatment certain products (cocoa beans, palm oil, peanut oil, and
plywood) that were key exports of the African signatories of the
Yaoundé Convention.?® In 1968 an agreement was concluded with
the East African Community (Kenya, Uganda, and Tanzania) pro-
viding for a temporary exchange of preferences between it and
the European communities. Ratification of this agreement was not
completed before September 1969, when it was replaced by a new
association agreement.?’

The extension of preferences by the entire EEC to the African
territories of some of its members was not considered by the Com-
munity to be in contravention of the GATT rule against new prefer-
ences. Instead, it was presented to the Contracting Parties as a
“free-trade area’” between the Community on the one hand and
those territories on the other.?® This characterization was difficult
to sustain in face of the fact that, under the Association Agreement,
protective or revenue tariffs were permitted on a substantial part
of the imports into the African territories from the six, and no pro-
vision was made for freeing trade among those territories. If the
Contracting Parties had faced up to the issue, they would almost
certainly have held that the arrangement failed to comply with the
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requirements of Article XXIV and contravened the “‘no new prefer-
ence” rule. However, probably motivated by the belief that, in a
direct confrontation over a policy which France considered vital,
either the EEC or the GATT would suffer irreparable damage, the
United States supported the Community in avoiding a definitive
GATT finding. In any event, the arrangement was allowed to stand
without interference from the Contracting Parties.

Other than the British Commonwealth system and the prefer-
ences between the continental European countries and their Afri-
can territories, the remaining preferences of any importance in
1947 were those between the United States on the one hand and
Cuba and the Philippines on the other. American preferences in
favor of Cuba were also diluted by successive reductions in MFN
tariffs in GATT negotiations and were totally suspended as a result
of the rupture in US-Cuban relations after the advent of the Castro
regime. In 1962 the United States also declared an embargo on
most trade with that country, and the 1962 Tariff Classification Act
whipped the dead horse by suspending MFN treatment for imports
from Cuba. The preferences granted the Philippines were already
being dismantled at the time of the 1947 tariff negotiation; the
1946 US-Philippine Trade Agreement provided for the gradual
elimination of preferences in both directions, with their final
elimination to be achieved in 1974.

Quantitative Restrictions under GATT

In spite of the definition of discrimination with which this chapter
began, it is difficult to deal with quantitative restrictions without
taking into consideration the incidental and unintentional dis-
criminatory effects of their use even where they are formally non-
discriminatory. In Article XllI, the Contracting Parties made an ef-
fort to establish standards for applying quantitative restrictions
without discrimination. A country applying import restrictions was
required to aim at ““a distribution of trade . . . approaching as close-
ly as possible the shares which the various contracting parties
might be expected to obtain” in the absence of any restriction.
Where quotas were allocated among supplying countries, they
were to be determined either in consultation with the substantial
suppliers or based on the shares in a previous period, “due account
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being taken of any special factors” that might have affected the
pattern of trade.

These rules were probably adequate to prevent intentional dis-
crimination and thus discouraged the exchange of reciprocal favors
between countries, but they could hardly ensure the same distri-
bution of trade that would have taken place in the absence of
quantitative restrictions. “There is no such thing as a non-dis-
criminatory quota, but only a quota which may be more discrimi-
natory than another.”? The dismantling of quantitative restrictions,
even where not formally discriminatory, has contributed to the
restoration of the trading patterns that could be expected to result
if the only impediments to trade were nondiscriminatory tariffs.
This point having been made, the rest of our discussion will be de-
voted largely to developments in the field of quantitative restric-
tions that are discriminatory—in form as well as effect.

In 1947 the only contracting parties not using quantitative re-
strictions to conserve foreign exchange were the United States,
Cuba, and Belgium. All of the other twenty discriminated against
imports from the dollar area, as did virtually all non-GATT coun-
tries except those in the Western Hemisphere whose currencies
were tied to the dollar. Even among soft currency countries, dis-
crimination was widespread, virtually every country outside the
dollar area conducting some part of its trade under bilateral pay-
ments agreements designed to create or maintain ‘“an approxi-
mate bilateral balance in their current trade.”*®® Mikesell has de-
scribed some 50 agreements involving the United Kingdom and
360 agreements outside the sterling area.®' While these agreements
were in force, nondiscrimination, even as between soft currency
countries, was impossible.

The history of the gradual liquidation of quantitative restrictions
maintained for balance of payments reasons, and the somewhat
more rapid disappearance of formal discrimination against imports
from the dollar area, cannot be recounted here.®? By 1963, dis-
criminatory quantitative restrictions had almost entirely disap-
peared. But the transition to this state had been slow. Both the
GATT and the IMF had been more or less continuously involved in
efforts to speed the laggards and to consolidate the progress that
had been painfully gained. GATT, for example, held annual, and
often spirited, “‘consultations” with the countries that still invoked



Nondiscrimination, 1947-1967 49

the right to use quantitative restrictions.®® In October 1949, after
the general move toward the convertibility of European currencies
in the late 1950’s had removed the monetary basis for discrimina-
tion, the Board of Executive Directors of the IMF called for its
elimination as quickly as possible.3* The board recognized, how-
ever, that a reasonable amount of time would have to be allowed
for the complete elimination of discrimination. After that declara-
tion, formal discrimination as between different Western currency
areas was rapidly eliminated by all industrial countries.®®

The OEEC Code of Liberalization: Seeds of
Common Market and EFTA

The roots of the two great European areas of free trade go back
to the formation of the European Payments Union in 1949 and to
the companion code of intra-European quota dismantlement un-
der the aegis of the Organization for European Economic Coopera-
tion. The EPU was established to eliminate bilateral balancing of
accounts by permitting the multilateral clearance of debits and
credits in intra-European transactions. Since this arrangement con-
tributed toward the effectiveness of the Marshall Plan, it was sup-
ported by the United States, even though one of its immediate
effects was to broaden the area of discrimination against dollar im-
ports.3® In order to accomplish the purposes of the EPU, it proved
necessary to remove the intra-European trade barriers that had
grown up hand in hand with bilateral payments agreements. From
this need grew the OEEC Code of Trade Liberalization, adopted in
August 1950.%7

The essence of the OEEC Code was the establishment of pro-
gressively increasing percentages of imports to be liberalized, that
is, freed of quantitative limitation when originating within the
OEEC area. While the resulting liberalization decreased the inci-
dence of discrimination by the Western European countries against
each other, it intensified the discrimination practiced not only
against the dollar area but against soft currency countries outside
Western Europe.

It will be recalled that Belgium was one of the few countries that
did not in 1947 maintain quantitative restrictions for balance of
payments reasons. It was also the only country of Western Europe
that did not discriminate against dollar imports. One result of the
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formation of the EPU, however, was the inauguration of discrimi-
natory quantitative restrictions by Belgium. Heavy and persistent
Belgian credit balances within the EPU had threatened the break-
down of the clearance system. In order to reduce those balances
and to make a greater contribution to the hard currency reserves
of the EPU, Belgium undertook to restrict her imports from the
dollar area. The needs of the regional system were given prece-
dence over the rules of the GATT. The United States lodged a for-
mal objection in the GATT but was not able to prevail over the
large and influential membership of the OEEC. In any event, a re-
spectable body of opinion then held that this departure from the
GATT rules would actually hasten the restoration of the general
convertibility that was one of the principal GATT objectives.3®

In the early days of the OEEC Liberalization Code, emphasis
was placed on increasing the percentage of liberalization within
the area; little attention was paid to relaxing restrictions against
imports from the outside as the balances of the EPU countries with
nonmembers improved. In fact, there were early indications that
the continental European countries looked forward without enthu-
siasm to the day when they would no longer have the right to dis-
criminate. In 1954, for example, at a meeting of the Contracting
Parties to the GATT, Benelux proposed an amendment to the Gen-
eral Agreement to the effect that “the rule of non-discrimination
should not be applicable to contracting parties which endeavor,
by means of freely concluded agreements, to reach a closer inte-
gration of their economies.”®® The European Coal and Steel Com-
munity (ECSC) had been formed in 1952, and the Western Euro-
pean Union had very recently been thrown together following the
rejection of the European Defense Community by the French Par-
liament. The main concern of Benelux seems to have been fear
that after convertibility any OEEC member in balance of payments
difficulties would, if not allowed to discriminate, be forced to re-
strict its imports from within the OEEC area.*® The Benelux pro-
posal was supported by other Europeans, notably France, but op-
posed by the United States and Canada, with some support from
the United Kingdom.#' While this effort to introduce regional con-
siderations into the GATT criteria governing the use of discrimina-
tory restrictions failed at the time, it was significant as evidence of
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a growing sentiment within Europe for regional discrimination un-
related to the exigencies of international payments.

By 1956, considerable liberalization had been achieved by OEEC
members; most had by then liberalized more than 90 percent of
their intra-area trade.*? Though not members, the United States
and Canada, as articulate observers, had protested against the in-
tensification of discrimination against dollar imports and sought
to persuade the organization to undertake a program for the lib-
eralization of dollar trade as well. Fairly rapid strides were being
made in this field by 1956. Between November 1955 and August
1956, for example, Austria increased its percentage of liberalized
dollar trade from 8 to 40; Denmark, from 38 to 55; Germany,
from 68 to 92; and Italy, from 24 to 40. France, which had lagged
in both intra-area and extra-area liberalization, finally removed
quantitative restrictions during the same period on some 250 prod-
ucts originating in Canada and the United States.*® By the time the
OEEC Liberalization Code was formally brought to a close in 1960,
the major European currencies had been made convertible. Even
in 1960, however, eight developed countries continued to invoke
the balance of payments provisions of the GATT to justify the
maintenance of certain nominally nondiscriminatory quantitative
restrictions.* In addition, many underdeveloped countries con-
tinued to maintain discriminatory restrictions, which they justified
on balance of payments grounds.*

Protective Discrimination

It can be stated as a general proposition that the purpose of dis-
criminatory quantitative restrictions has not been the protection
of domestic industry.* The one conspicuous exception to this gen-
eralization is the maintenance of discrimination against Japan by
many contracting parties.

In August 1955, after negotiating with as many of the contracting
parties as were willing to participate, Japan obtained admission to
the GATT. But this did not entitle Japan to nondiscriminatory treat-
ment from the entire membership and, of the thirty-three contract-
ing parties at the time of Japanese accession, fourteen declined to
apply the GATT in their relations with the new member. This de-
nial of contractual benefits to a new contracting party was made
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possible by Article XXXV of the GATT, which stipulates that the
provisions of the agreement will not apply to relations between
two contracting parties if they have not entered into tariff negotia-
tions with each other and if, at the time of the accession of one of
them, either does not consent to such application. This provi-
sion had been included in the GATT in order to permit participa-
tion by countries whose political relations with each other were
strained. But its invocation by countries that accounted for about
40 percent of Japan’s exports to the contracting parties was moti-
vated primarily by commercial considerations.#”

The period of the late 1950’s and early 1960’s was one of rapid
increase in the membership of GATT, largely through the acces-
sion of newly independent countries. Most of these countries in-
voked Article XXXV against Japan when they acceded. Some of
them probably acted out of genuine fear of Japanese competition
with the domestic industries they hoped to establish. Others, more
or less automatically, followed the practice of the former metro-
pole which had sponsored their membership in the club. While
there is no evidence that the sponsoring governments influenced
them to take this action, it is not hard to see that the refusal of a
former colony to grant MFN treatment to Japan might prove help-
ful to a country hoping to maintain its privileged position in a tra-
ditional market. Also, some of the newly independent contracting
parties withheld GATT treatment from Japan because of the bar-
gaining power they believed this would give them in future eco-
nomic relations with that country.®®

Eventually Japan entered into bilateral discussions with the
United Kingdom and those continental Europeans invoking Article
XXXV and, by the mid-1960’s, succeeded in establishing formal
GATT relations with all the major contracting parties. The price it
paid was potentially heavy: separate bilateral agreements in which
Japan agreed to the restriction of imports of Japanese goods, nec-
essarily on a discriminatory basis, if Japanese exports of a product
should threaten ““market disruption” in the recipient country. The
agreement with the United Kingdom also included a list of “’sensi-
tive” items, on some of which the United Kingdom was permitted
to continue to restrict Japanese goods while Japan agreed to im-
pose “voluntary” export controls on others. Thus, in the japanese
case, the revocation of Article XXXV has not resulted in a signifi-
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cant narrowing of the geographic scope of potential discrimina-
tion. And, in December 1968, some thirty small contracting parties
still continued to withhold GATT commitments toward Japan.

Formal discrimination against imports from Japan, however, has
not been the only device that has been used by GATT contracting
parties to ensure themselves against the full impact of Japanese
competition. Japan itself was partly responsible in the early 1960’s
for the introduction of a number of informal agreements with the
United States, under which Japan agreed to limit exports of speci-
fied products to the US market in order to forestall the threat of
still more stringent import restrictions.*® By the mid-1960’s, some
.twenty countries had reached similar agreements with Japan, and
the United Kingdom had extended the same technique to arrange-
ments concerning textile imports from India, Pakistan, and Hong
Kong.®

The most important case of trade restriction by ‘voluntary
agreement’’ is the Long-Term Cotton Textile Arrangement (LTA) of
October 1, 1962.57 This agreement will be dealt with in a later
chapter, but it would be misleading to omit it from a survey of
trade discrimination. While the import quotas permitted by the
agreement itself are ostensibly nondiscriminatory, the threat of
quota imposition under cover of the agreement has been effective
in obtaining adoption by the exporting countries of “voluntary”
export quotas, the size of which is at least in part a function of the
respective bargaining power and the political influence of the par-
ties. Thus, the enormous volume of world trade in cotton textiles
has been effectively removed from the scope of the GATT prohi-
bitions against both quantitative restrictions and discrimination.

Customs Unions and Free Trade Areas

The first major new departure from nondiscrimination after the
GATT came into force was not the formation of a customs union
or free-trade area, as contemplated by Article XXIV of that agree-
ment, but the creation of regional free trade in a major industrial
sector. The Treaty creating the European Coal and Steel Commu-
nity was signed by France, West Germany, ltaly, Belgium, the
Netherlands, and Luxembourg in April 1952 and went into effect
in July 195252 It provided for the gradual establishment of free
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trade in coal, iron, and steel among the signatories and the ulti-
mate adoption of common tariff rates by them against imports
from nonmembers. Although it clearly fell far short of meeting the
GATT criteria for a customs union, it was welcomed by the United
States and others as a step in the direction of European economic
integration. The GATT Contracting Parties granted the members
the necessary waiver to permit them to implement the agreement,
subject to annual consultations in which the Community was to
report on progress and afford other contracting parties an oppor-
tunity to raise any problems that might be created for their trade.5?

Much later, in January 1965, the United States and Canada made
use of the precedent of the ECSC in arriving at a preferential agree-
ment in the automotive sector. The US-Canadian Automotive
Agreement established free entry into the United States of auto-
mobiles and parts produced in Canada.5* In applying for a waiver
from its GATT obligations, the United States representative argued
that 90 percent of Canadian production was owned by US auto-
mobile firms, that free entry would simply permit the completion
of the virtually total integration that already existed in the sector,
and that there was not likely to be any effect on the trade of third
countries.

The arrangement, at least on the Canadian side, did not go as
far in the direction of sectoral free trade as had the ECSC. Free
entry of automobiles and automobile parts into Canada was lim-
ited to imports by established automotive manufacturers and con-
ditioned upon their maintaining both the level of their domestic
production and the same ratio of domestic production to sales as
in a stated base period. On the other hand, the Canadian under-
taking was nominally nondiscriminatory and was applicable to im-
ports from all sources, though the manufacturers in a position to
take advantage of it were overwhelmingly affiliates of American
companies. The Contracting Parties, perhaps influenced by the
fact that they had little chance of reversing an agreement already
signed and implemented, granted the necessary waiver to the
United States on December 20, 1965.5

In spite of such aberrations as those involved in the LTA, the
ECSC, and the US-Canadian Automotive Agreement, the trend
among GATT countries from the 1940’s to the mid-1960's was
clearly away from discrimination effected through preferential
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areas or through quantitative restrictions. While the effects of this
change were at least partly obscured by a phenomenal rise in cus-
toms unions, free-trade areas, and looser associations created in
the name of economic integration, it would be misleading to sug-
gest that the two trends canceled each other.

The trade effects of customs unions and free-trade areas are
bound to differ from the systems they are replacing. If they comply
strictly with the GATT definition of completed unions they must
result in some trade creation, and as they continue to proliferate
they must reduce the average level of protection in the world and
increase the total volume of trade, however much they may divert
it from its most economical course.

While there are many distinctions between a completed customs
union or free-trade area and other forms of discrimination, the
dividing line is not so clear during the transitional stage. Further-
more, in some cases that stage may prove permanent since some
preferential areas that have been justified as transitional arrange-
ments are likely never to achieve their ostensible goal of trade
integration.

By the end of 1968 there were two virtually completed customs
unions in existence, one major free-trade area and a host of other
regional associations—all created since the GATT.® By far the
most important of these was the European Economic Community.
On March 25, 1957, the same six countries that had formed the
ECSC in the early 1950’s signed the Treaty Establishing the Euro-
pean Economic Community (Treaty of Rome).5” The treaty called
for the elimination of all industrial tariffs on trade among the mem-
bers, the alignment of industrial tariffs imposed on imports from
third countries, and the adoption of a common agricultural policy
—all to be completed in accordance with a predetermined sched-
ule over a period of twelve years. The timetable was later acceler-
ated. By January 1968 the elimination of industrial duties and the
adoption of a common external tariff had been achieved, and a
common policy had been adopted for most major agricultural
products. In July 1967 a further step toward the economic integra-
tion of the six countries was taken when the respective executives
of the EEC, the ECSC, and Euratom were merged into a single
body.%8

The European Free Trade Association was created later than the
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EEC but reached its more limited goal even more rapidly. In Janu-
ary 1960, at Stockholm, the United Kingdom, Denmark, Norway,
Sweden, Austria, and Portugal signed the Convention Establishing
a European Free Trade Association (Stockholm Convention).®® The
treaty calls for internal free trade in products other than those of
agriculture and fisheries but does not involve the adoption of a
common external tariff. The goal of internal free trade for indus-
trial products was achieved on December 31, 1966. The United
Kingdom continues to grant preferential treatment to members of
the Commonwealth, but Britain’s EFTA partners apply their MEN
duties to the other Commonwealth countries.

The only remaining regional arrangements that have come close
to achieving total free trade are the Central American Common
Market and the Caribbean Free Trade Association (CARIFTA). Be-
ginning in the late 1950’s a number of tentative free trade combi-
nations were initiated in Central America with relatively small suc-
cess. But in 1961, Nicaragua, El Salvador, Costa Rica, Guatemala,
and Honduras signed the General Treaty of Central American Eco-
nomic Integration, which has resulted in the establishment of a
common external tariff and of free trade in nearly all the goods
traded within the area.®® CARIFTA, a smaller, though relatively
complete, free trade area in the Caribbean, has achieved free trade
in most products exchanged by a number of Caribbean countries.®!

The popularity of regional arrangements, inspired by the suc-
cessful negotiation of the Treaty of Rome, has spread rapidly, par-
ticularly among less developed countries. But by the beginning of
1969 most of them had scarcely progressed beyond the scattered
exchange of preferences in a few products. In Latin America, an
earlier agreement to achieve a free-trade area among eleven coun-
tries of South America and Mexico was superseded in April 1967
when all the countries of South and Central America agreed to
form a Latin American Common Market within fifteen years,
though with no agreed plan or schedule for reaching that result.

In Africa and the Near East a number of incomplete “free trade
areas” or “customs unions’” have been agreed to but not rein-
forced by a firm plan or schedule. These include the West African
Customs Union, the Equatorial African Customs Union, and agree-
ments to form a customs union among the Maghreb states and
among the members of the Arab League.
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The only African integration movement that has yet shown
much promise of becoming a complete customs union is the
East African Common Market, formed by the states of Kenya,
Tanzania, and Uganda.?? Aided by the large measure of integra-
tion that existed when the predecessor territories were British
colonies, the union at its peak had achieved a common external
tariff, internal free trade except for some agricultural products,
and a common currency. But in 1963, signs of disintegration be-
gan to appear, and by 1967 internal tariffs had been erected on a
substantial portion of intraunion trade, the common currency
had been replaced by national currencies, and steps had been
taken away from the harmonization of fiscal policy and labor
mobilization. Present prospects seem to be either that disintegra-
tion will continue or that the union will stabilize as a more or
less free-trade area.

Even this listing omits a number of lesser agreements, in some
cases overlapping those named above, that have been concluded
in the name of regional economic integration. If all of the so-called
customs unions and free-trade areas that have been agreed upon,
at least in principle, since the mid-1950’s should eventually achieve
free trade among their members, the volume of international
trade affected could have revolutionary consequences. In practice,
however, the GATT requirement that substantially all trade be-
tween the partners to a union be freed has lost much of its force.
The manner in which the Contracting Parties dealt with the Treaty
of Rome establishing the EEC ensured that the limitations of Article
XX1V would no longer be taken at face value. When that treaty was
submitted to the Contracting Parties, it contained two features
which could reasonably have been found deficient in terms of the
GATT definition of a customs union. The first, the absence of de-
tail concerning the ““‘common agricultural policy” which remained
still to be negotiated within the EEC, was hardly alluded to in GATT
discussions. But the second feature, the provision dealing with the
association of the overseas territories, did give rise to vigorous de-
bate.%® As has already been pointed out, the Contracting Parties
finally left the question of conformity to GATT in the air. Thus, by
tacit but reluctant consent, both the EEC and the association agree-
ments were given de facto recognition as if they conformed to the
provisions of Article XXIV.8
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When in 1959 the Stockholm Convention establishing the EFTA
was submitted to the Contracting Parties, the total omission of
agricultural products aroused little serious criticism. And, although
certain clearly discriminatory bilateral agreements affecting agri-
cultural trade among the EFTA partners were attacked, the solu-
tion that had been adopted in the case of the EEC—to defer judg-
ment—was repeated. When the association agreement of EFTA
with Finland was examined, a more serious issue of conformity
with the GATT arose because of a parallel agreement between Fin-
land and the Soviet Union under which Finland was required to
extend to Russia the same duty-free treatment accorded to its EFTA
associates. Since there was no program for a similar extension to
the exports of non-EFTA contracting parties, this provision was
strongly criticized, but the political desirability of tying Finland as
closely as possible to Western Europe apparently outweighed the
arguments for preserving the integrity of the GATT rules.®®

When the Contracting Parties examined the association agree-
ment between the EEC and Greece in 1962, these precedents
again prevailed. In this case, the Contracting Parties were probably
also influenced by the knowledge that the principal purpose of the
agreement was to mitigate some of the damage to Greek trade that
could be expected from the preferences that had been created
within the Common Market. When, later, a somewhat similar
agreement was negotiated between the Community and Turkey,
a stiffer attitude by the Contracting Parties would have had explo-
sive political implications; once again, the Contracting Parties
avoided reaching a definite judgment.®’

The industrialized countries in the GATT have long been reluc-
tant to oppose any action taken by underdeveloped countries
which the latter believed to be needed for their economic devel-
opment. Nowhere has this been more apparent than in the passi-
vity with which the Contracting Parties have received notifications
by African and Latin American countries of the formation of ““cus-
toms unions” and “free trade areas” that ignore the GATT criteria.
No serious objection has been raised to these arrangements, al-
though, as in the case of the two European areas, the Contracting
Parties review them from time to time in order to follow their prog-
ress, if any, toward internal free trade.
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The Direction of Change

If the extent of discrimination practiced in international trade is
gauged solely by the volume of commerce favorably (or unfavor-
ably) affected, it is difficult to say in what direction the incidence of
discrimination has changed since the end of World War Il. A sta-
tistical approach would bring little enlightenment. At the outset
it would encounter the question of how to deal with nominal, as
opposed to effective, discrimination. How, for example, should
one treat the trade of countries which invoked Article XXXV of the
GATT against Japan but actually admitted Japanese goods without
tariff discrimination? How would one treat countries that main-
tained licensing systems for the purpose of restricting dollar im-
ports, but admitted many of those imports freely because the re-
quired goods were not available elsewhere?

If measurement of the extent of discrimination in any quantita-
tive sense is impracticable, one observation seems justified con-
cerning the means by which discrimination instituted in the 1950’s
and 1960's has been accomplished. New preferences, whether or
not sanctioned by the GATT exception for economic integration,
had, at least until 1970, been for the most part accomplished by a
reduction of tariffs rather than increased protection against third
countries. In terms of their effect on the average level of protec-
tion, they can be said to have furthered one of the objectives of
the GATT. But the question of what effect the proliferation of
preferential arrangements may have had on the future integrity of
the GATT as a multilateral contract is a more serious matter and
one that will be examined later.

The Momentum of Large Customs Unions

The drive toward regional integration was the most significant
commercial policy development of the decade of the 1960’s. Any
appraisal of the long-term effects of this drive will have to take
into account and evaluate the tendency for large customs unions,
such as the EEC, to attract new members.

It is not difficult to see some reasons for such a tendency. Third
countries which, as a result of the formation of a union, are dis-
criminated against in their former markets have an incentive to ob-
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tain admission to the union. At the same time, as the union grows
in size, its members may find it progressively easier to face the
increased competition involved in the continuous and accelerated
expansion of a great customs union. Thus, it is at least a possibility
that what started as regional integration could eventually become
universal and bring an end to trade discrimination.

By the end of the 1960’s, however, it was too soon to find con-
firmation of such a future in the observable tendency of the Euro-
pean Community to expand its membership. The desire of out-
siders to obtain admission, though not necessarily to accept at
once the full responsibilities of membership, has been clear in the
case of Greece, Turkey, Spain, Austria, Israel, and a number of Af-
rican countries not included among the original associates. But it is
much less clear that such encouragement as the Community has
given to many of these applicants has been based on economic
considerations. If this encouragement is political, it can as easily
result in a proliferation of preferential agreements as true eco-
nomic integration. Nor is there assurance that the Community will
be as receptive to additional applicants.

The renewed efforts of the United Kingdom and other EFTA
countries to join the European Community also fail to point clearly
the direction of future developments. Their economic motivation
is clear and helps to illustrate the attractive force of a customs
union as large as the Common Market. But the encouragement
they received in 1969 and 1970 after the repeated rebuffs adminis-
tered earlier by France may have been more the result of political
than of economic motives. If politics should continue to prevail,
the desire of prospective new members to belong to a larger unit
may well lead to the creation of two or more rival communities.
In that case, instead of universal free trade and nondiscrimination,
the world may be moving simultaneously toward the elimination
of discrimination within great “regions” and the growth of dis-
crimination between them.



The Problems of Agricultural Trade

Present international agricultural trade problems have deep roots
in the farming origins of every industralized country. They are in-
fluenced by the social, political, and aesthetic values that all ma-
ture countries attach to the survival of the family farm and of a
rural society. For this study it is essential to examine the modern
development of the restrictive complex that has so far frustrated all
efforts to fit the agriculture of the Temperate Zone into a system of
competitive trading relations among industrialized countries.

Agricultural Policies during the Depression and World War 1i

During World War |, agricultural production in North America and
Europe was stimulated by high prices. In the postwar deflation,
prices dropped sharply. Farmers demanded government interven-
tion. During the 1920's this generally took the form of increased
tariff protection. In net importing countries tariffs were a reason-
ably effective device for transferring real income from the relatively
prosperous industrial sector to agricultural producers. The United
States also tried higher tariffs. But higher tariffs could do little to
compensate American farmers for the loss of their export markets.
As Zaglits has pointed out, the failure of US trade statistics at that
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time to distinguish between agricultural imports competing with
American production and noncompetitive imports, such as tropi-
cal products, obscured the fact that the United States was a heavy
net exporter of the kinds of agricultural goods produced in this
country.! Ignorance of this fact contributed to demands for pro-
tection. President Harding, in asking Congress for emergency tar-
iff legislation in 1921, said: “Today American agriculture is men-
aced . . . through the influx of foreign farm products, because we
offer, essentially unprotected, the best market in the world.””? The
increase in agricultural duties that followed, combined with a sub-
stantial increase in US tariffs on industrial products, contributed to
the inability of European countries to maintain their former im-
ports of American foodstuffs.

One lasting product of the collapse of farm prices in the 1920’'s
was the popularization of the concept of a “parity price” for do-
mestic agricultural products. On two occasions the United States
Congress passed bills under which domestic prices would have
been fixed at a level estimated to give the farmer a “fair exchange
value” for his product in the United States, it being assumed that
surplus production induced by these prices could be exported at
world market prices. These bills were vetoed by the President, but
the parity concept survived and played an important part in do-
mestic agricultural policy during the 1930’s.

Agricultural prices recovered only moderately during the latter
half of the 1920’s and then, in 1929, both prices and exports joined
in the general headlong decline. The high protection afforded by
the Smoot-Hawley Tariff of 1930 was, of course, powerless to re-
store either domestic or foreign demand. It simply reinforced the
trend toward higher protection by those countries that had hither-
to provided the American farmer with his principal export outlets.

The development of systematic agricultural price supports in
the United States did not begin until 1933, when, somewhat para-
doxically, the Roosevelt administration was also preparing plans
and legislation for the Trade Agreements program. But a fre-
quently unappreciated fact is that the wave of governmental in-
tervention in agricultural prices and production began not in the
United States but in Europe.® It may be well, therefore, to begin
a summary of the developments of the 1930’s with a survey of the
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early European experiments with contrivances for divorcing agri-
culture from the discipline of the marketplace.?

European Agriculture in the 1930's

One European innovation was the licensing of agricultural im-
ports. In the 1930’s this was often associated with the introduction
of exchange controls. It is, therefore, not always easy to determine
whether the dominant motivation for licensing was conservation of
foreign exchange or the redistribution of domestic income in favor
of farm producers. The former was most likely in Eastern Europe,
where intervention in international payments began early in the
depression.’ By the end of 1931 exchange controls were in force
in Austria, Bulgaria, Czechoslovakia, Estonia, Hungary, Latvia,
Yugoslavia, and Turkey. In Western Europe, however, governmen-
tal intervention was more clearly designed to serve the purpose of
supporting farm income. Actually, this support put increasing
strains on the economies of the countries that pursued it and, ac-
cording to Svennilson, did nothing to improve the efficiency of
agricultural production. “From a productivity point of view the
protection of agriculture . . . suffered from a double weakness . . .
It was never able to restore the prosperity of the farmer to a level
which would have given a stimulus to rapid modernization. On
the other hand, it prevented — by maintaining income derived
from less efficient production — an increase in productivity.’”®

Nevertheless, as Lamartine Yates has shown in his studies of
six Western European countries, in each country the shift from
tariff protection to more direct forms of price or income support
began in 1930 or even earlier. Long before the close of the decade,
each had developed systems, differing from commodity to com-
modity, that not only transferred real income to farmers from the
rest of the economy but insulated producers, to a greater or lesser
degree, against outside price competition.

Denmark supported wheat and barley prices with a sliding scale
-tariff and required that millers use specified proportions of domes-
tic wheat and rye in the production of flour. The prices of sugar
and homegrown sugar beets were fixed, and sugar imports were
placed under quota limitations. Butter exports began to suffer
severely from an increased duty in Germany and from intensified
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competition by Australia and New Zealand. In response, the
Danish government in 1934 established a two-price system under
which losses on export sales at competitive prices were compen-
sated by an arbitrarily high price for butter consumed domestically.
This system, in turn, required high tariff protection against imports
of the raw materials used in the production of margarine. A similar
system was adopted to permit the continued export of beef, and
the resultant high domestic price was protected against imports
through the operations of the Exchange Control Board.

In the Netherlands there was less emphasis on the maintenance
of export markets; the measures adopted during the 1930’s were
primarily directed toward maintaining the prices of agricultural
products for home consumption. However, a two-price system for
butter was introduced, enforced by a tax on domestic consumption
and a subsidy on exports. Wheat growers were guaranteed a price
that was more than twice the world price, but were allowed to
produce wheat on only one-third of their acreage. A Wheat Com-
mission was empowered to monopolize purchases and resales to
millers. The latter, in turn, were subjected to mixing regulations.
Production of fodder cereals was subsidized and protected against
outside competition by an official import monopoly.

Until the depression the Netherlands had been a net exporter of
potatoes, and the decline of exports in the 1930’s threatened a re-
duction of prices disastrous to growers. Prices were sustained by
direct subsidies, by compulsory reduction of acreage, and by the
establishment of minimum prices in the home market and a sub-
sidy for exports. As early as 1931, sugar beet prices were supported
by subsidies to beet sugar factories and by acreage limitations.

Since Belgium was a net importer of most farm products, it was
able to rely largely on tariffs and quotas to protect farm income.
However, wheat growers received additional support in the form
of a guaranteed minimum price, and millers were required to in-
crease the proportion of domestic wheat used in making bread
flour. Producers of cheese and dried milk were subsidized, and
imports of dairy products subjected to licensing. Of some histori-
cal interest is the fact that Luxembourg, Belgium’s customs union
partner, agreed to restrict shipments of dairy products to Belgium,’
perhaps the earliest case of the use of “voluntary’”” export controls
to protect producers in an importing country.
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France introduced a “far reaching quota system” in 1931.2 But
import quotas were supplemented by more direct intervention.
Millers were permitted to use only domestic wheat in bread flour.
Wheat acreage was limited, and exports subsidized. Through the
regulatory operations of the Wheat Office producer prices were
fixed, small producers received the benefit of a differential price,
and producer taxes were used to pay for denaturing wheat to be
withheld from human consumption and to defray the cost of ex-
port bounties. Domestic offerings of sugar were limited by manu-
facturing quotas. In the case of dairy products, the conventional
devices of import quotas and export subsidies were supplemented
by price-fixing agreements between producers and wholesalers,
with government sanction.

In Switzerland, intervention in support of domestic agriculture
antedated the decade of the 1930’s. In 1929, the Swiss government
created a wheat monopoly to purchase wheat from producers at
support prices and to make all sales to millers. lts losses were paid
from the public (Confederation) treasury. In 1932, import quotas
on feeding stuffs were reinforced by the creation of an official
monopoly with power to control trade in and utilization of feed. It
even determined the amount of concentrated feed that cultivators
were allowed to give their animals. Growers of barley, oats, and
maize were paid direct subsidies from the proceeds of an addi-
tional tax on imports. Deficiency payments were introduced to
support milk producers. Prices of cattle, pigs, and eggs were sup-
ported by various devices, including production quotas for pigs
and a requirement that egg importers buy any domestic produc-
tion unable to find a market.

Germany, during the 1930’s, more than matched the other
countries of Western Europe in the support and regulation of agri-
cultural production, imports, and prices. For balance of payments
reasons in the early 1930’s, and in preparation for a war economy
later in the decade, Germany drastically curtailed imports by the
use of trading monopolies, sliding scale duties, and mixing require-
ments. For some products, control over imports was supplemented
by acreage quotas and, for others, by the establishment of maxi-
mum as well as minimum prices.

One result of the widespread interference with agricultural
prices in Western Europe was to bring about wide divergences in
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market prices prevailing at the same time in different markets.
From 1936 through 1938, in the six continental countries discussed
above, the minimum variation between the price in the cheapest
market and that in the highest market ranged from 22 percent for
barley and oats to 100 percent for wheat.? The longer these price
differences were maintained, the harder, of course, was bound
to be the restoration of anything approaching competitive trade.
But the full effect of ten years of agricultural autarchy in Western
Europe and its implications for the future were obscured first by
world wide depression, then by preparations for war, and finally
by the war itself and its aftermath. In spite of the postwar efforts of
the victorious nations to untangle the web that had been woven,
only meager results had been achieved by the beginning of the
Kennedy Round — nearly twenty years later.

US Agricultural Policy, 1933-1941

As has been pointed out, during the 1920’s efforts to support
farm prices and incomes in the United States were confined to the
imposition of increased tariffs. The climax of this foredoomed ex-
periment was reached in the unprecedentedly high rates of the
Tariff Act of 1930. By 1933 the continued deterioration of domes-
tic farm prices had created social and economic problems that
could not be ignored, and the new Roosevelt administration
plunged into more direct forms of governmental intervention that
differed in detail but not in spirit from those that had already be-
come common in Europe. The United States then set a course
for agriculture that pointed in almost the opposite direction from
the initiative it was simultaneously taking to encourage competi-
tive world trade under the authority of the Trade Agreements
Act.® Once chosen, it could not easily be reversed.

As John Leddy has pointed out, the first effort to solve the
problem of farm surpluses might have achieved its purpose with-
out serious conflict with the administration’s trade program.!” The
Agricultural Adjustment Act (AAA) of 1933 provided for the pay-
ment of “parity prices,” in the case of specified ““basic’’ commod-
ities, to farmers on that part of their production required for
domestic consumption, on the condition that they cooperate by re-
duction of their acreage.' This subsidy was to be financed from the
proceeds of a tax charged on the processing of both domestic and
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imported products. Since it was to be paid directly to the farmer
and did not affect export prices it would not have required non-
tariff restrictions against imports or subsidies on exports. in 1936,
however, the Supreme Court held the combination of processing
tax and subsidy to be unconstitutional.’™® A description of the
various devices then developed to restrict acreage and maintain
agricultural prices would lead us too far from our topic, but the
measures used for preventing increased imports from frustrating
domestic price maintenance do require attention.

It is obvious that an effort to support domestic prices at higher
than competitive world prices can succeed only if the forces of
competition both within the home market and between it and
world markets can be prevented from operating normally. If the
necessity of subsidizing exports is to be avoided, additional pro-
duction stimulated by high prices must be restrained, except in
cases where domestic demand is comfortably above domestic
production. In the United States restraint was first accomplished
by limiting the benefits of the higher prices to farmers who volun-
tarily shifted production out of surplus crops™ and later by the
establishment of mandatory acreage allotments for the “basic”
crops of corn, wheat, cotton, rice, tobacco, and peanuts. The ten-
dency for supported prices to attract imports must also be cur-
tailed. !mport limitations were authorized by an amendment
(Section 22) of the AAA in 1935, which actually went much further
than needed to offset this tendency. If the President found, after
a report from the Tariff Commission, that imports were interfering
with AAA programs, he was authorized to impose quotas and to
restrict imports to as little as 50 percent of their level in a base
period. Section 32, added to the act at the same time, authorized
the use of 30 percent of all customs revenues for certain purposes
including the subsidization of agricultural exports.™

The original purposes of Sections 22 and 32 were not protec-
tive. In other words, they were not designed "“to take markets
away from other countries.””'® American agriculture as a whole
was not inefficient, and even under conditions of free competi-
tion it could have retained its share of both the domestic and
foreign markets. But free competition did not exist abroad and was
out of the question within the United States if the smaller and
weaker farm units were not to be sacrificed. The purpose of the act
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was to maintain farm income at home and regain foreign markets
that had been lost as a result of increased protection and govern-
mental support. What it accomplished, however, was to help
freeze the pattern of agricultural policies in other countries and
to make changes more difficult later.

Before World War 1}, Sections 22 and 32 of the AAA were little
used; imports in the “basic’ commodities were minimal, and
domestic droughts in 1934 and 1936 eliminated the surplus prob-
lem during much of the period. But on two occasions the estab-
lishment of Commodity Credit Corporation (CCC) loan rates,
and, consequently, the US price level, at above world prices did
lead to the introduction of both import restrictions and export
subsidies. In 1939 American cotton exports fell sharply, and the
Department of Agriculture instituted export subsidies in July of
that year. The effect was to reduce world market prices to the point
where it would have paid to ship cotton to the United States. To
forestall this, the first import quotas under Section 22 were insti-
tuted. On the other hand, the rate for the wheat loans in 1938-1939
was set at so high a level as to threaten a further reduction in US
wheat exports. To forestall this, an export subsidy was instituted.
The outbreak of war and the closing of European markets led to a
curtailment of exports in spite of the subsidy, but the spread be-
tween the supported US price and the Canadian price neared the
point at which it would have been profitable for Americans to im-
port Canadian wheat or flour in spite of the US tariff of forty-two
cents a bushel. Import quotas were imposed to prevent this from
occurring.

The export subsidies for cotton and wheat had more serious
repercussions on the foreign relations of the United States than did
the related import quotas.'” This country had not been an impor-
tant market for other countries in wheat or in the restricted types of
cotton. But the potential loss to other exporters of their markets in
third countries as a result of US export subsidies was a serious
threat. Countries exporting any of the products eligible for this
treatment under Section 32 were naturally apprehensive over signs
that export subsidies had become a feature of US policy.

If the establishment of domestic prices at above world levels
had been the only way to relieve the hardships of farmers during
the depression, it might have been justified. But it made almost



The Problems of Agricultural Trade 69

indispensable the introduction of export subsidies to avoid the
loss of existing markets, and of quotas to prevent imports from
frustrating the domestic program.

Agriculture in Prewar Trade Agreements

It will be remembered that, while the United States was ex-
perimenting with direct intervention on behalf of domestic agricul-
tural prices, it was also engaged in the negotiation of bilateral trade
agreements aimed at the reciprocal reduction of tariffs. It was es-
sential to all parties that these agreements contain provisions to
prevent the nullification of tariff concessions by the use of other
forms of import restriction. But the clash between this need and
the provisions of Section 22 had to be resolved. As might be ex-
pected, it was resolved in favor of the latter. Thus, to the standard
clause in trade agreements prohibiting import quotas on items
that had been made the subject of tariff concessions was added
an exception for import quotas imposed in connection with gov-
ernmental measures operating to regulate or control the “produc-
tion, market supply, quality or price” of the like domestic prod-
uct.'®

It may seem surprising that the United States was able to ob-
tain acceptance by others of an exception tailored so closely to
accord with its particular form of agricultural supports. In fact, this
agreement might have been more difficult to obtain if its effect
had been to jeopardize any important tariff concession. But, as the
United States did not grant tariff reductions in prewar agreements
on any of the “’basic products” on which import quotas were likely
to be imposed,'® the exception had little practical effect.

Effects of the War

During World War 11, all the countries of Europe, including the
United Kingdom, introduced direct governmental management
of agricultural production and distribution. Even neutral Sweden
and Switzerland intensified governmental intervention in agricul-
ture in an effort to increase domestic production and replace the
imports that could no longer be obtained.

The United States also stepped up its price supports and controls
during the war. In 1941, in the ‘'Steagal Amendment” to the Com-
modity Credit Corporation Appropriation Act, Congress broad-
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ened the scope of price support legislation by making supports
mandatory for a number of nonbasic commodities, including dairy
products, and authorized the Secretary of Agriculture to provide
support for other products, at his discretion.?® In 1942 it raised
mandatory price supports for the basic products to 92.5 percent
of parity and for the Steagal commodities to 90 percent.?! And in
the Surplus Property Act of 1944 it increased the borrowing power
of the CCC and authorized it to sell from its stocks for export at
below domestic prices.?

In Europe, at the end of the war, a new incentive for restrict-
ing imports was added to the desire to protect domestic pro-
ducers: the necessity of conserving scarce foreign exchange. Thus,
when the rules of the GATT were negotiated in 1947 and 1948,
both the United States and the industrial countries of Western
Europe had in effect extensive machinery for supporting their do-
mestic agricultural production and limiting imports by one device
or another.

The “United States Exception”

Reconciling GATT rules with the methods used by the United
States for the support of its agricultural producers was more dif-
ficult than the similar problem had been in prewar bilateral agree-
ments. The application of the GATT prohibition against the use
of quantitative restrictions was broader and encompassed not
only items on which tariff concessions had been granted but trade
in general. Thus the GATT rules, unless qualified, would have pre-
vented the kind of action Congress had contemplated in Section
22, even if no tariff concession were granted on the product con-
cerned.

Given this background, the United States delegation at the
GATT negotiation could not have pressed for a general prohibi-
tion against import quotas without insisting on an exception that
would permit their use to prevent imports from frustrating the pur-
poses of domestic production or marketing controls. On the other
hand, too broad an exception could have rendered the GATT
valueless as an aid to American agricultural exports. The dilemma
was resolved by an exception that permitted a contracting party
to restrict the imports of an agricultural product where necessary
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to the enforcement of measures “which operate . . . to restrict”
the production or marketing of the like domestic product (Article
X1, 2 [c]).

It was clear to all that this exception had been drawn to meet
the American case, for the United States was the only major agri-
cultural producer making widespread use of direct price supports
combined with domestic acreage or marketing limitations. Again,
it may seem surprising that the exception was accepted by others
in this form, but it would have been difficult to argue against the
logic of limiting it to cases in which domestic production was re-
stricted. Furthermore, other agricultural exporting countries, such
as Canada and Australia, must have welcomed this limitation:
since it imposed contractual limits to the use of Section 22 which
that legislation did not, itself, contain. As for the European ne-
gotiators at Geneva, they were primarily concerned with efforts to
obtain the greatest possible freedom to use quantitative restric-
tions for balance of payments reasons, and they were probably re-
lieved to learn that the United States was also unable to accept an
unqualified prohibition against the use of import quotas.

The “Protocol of Provisional Application”

and the US Agricultural Waiver

Most contracting parties would have had to obtain some
changes in domestic legislation in order to accept all the GATT ob-
ligations. If the ITO Charter had been submitted to the Senate as a
treaty and so accepted, its status in domestic law would have been
unequivocal.?® Other countries would presumably have obtained
the legislative sanction required by their own constitutional sys-
tems at the time that their parliaments consented to ratification.
Pending ratification of the charter, however, the signatories to the
GATT brought the latter instrument into force by acceptance of
a “Protocol of Provisional Application,” under which each govern-
ment committed itself to carry out the obligations of Parts | and
Il of the agreement, and the obligations of Part Ii to the fullest
extent not inconsistent with existing legislation. Because the char-
ter was never ratified, all the contracting parties continue to apply
the agreement subject to that qualification. The result has been to
permit the continued use of those protective systems that were
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required by legislation on their books on January 1, 1948.2

The problem of making the GATT rules fit the system of Ameri-
can price supports did not end with the agricultural exception in
Article XI. Beginning in 1948, members of Congress repeatedly
chided the executive branch for being too backward in its use of
Section 22, and Congress amended the law on several occasions
to make it increasingly difficult for the President to limit the use
of import quotas to cases in which domestic production was cur-
tailed, as required by the GATT provision. But the escape pro-
vided by the Protocol of Provisional Application would not have
permitted the United States to ignore the limits of the GATT excep-
tion, since the language of Section 22 at the time of signature
of the protocol left to the discretion of the President the decision
whether or not to impose quotas.

In 1951, the Congress, unimpeded by the international obliga-
tion contained in the GATT, passed an amendment to the Defense
Production Act that virtually required the Secretary of Agriculture
to impose restrictions on imports of a number of products, includ-
ing dairy products, for which no domestic production controls ex-
isted or were feasible.?® The action the administration subsequently
felt required to take in accord with this legislation was clearly con-
trary to its GATT commitments. The violation was not overlooked
by the agricultural exporting members of the GATT. In the fall
of 1951, the Contracting Parties held that injured parties were en-
titled to seek compensation from the United States. In 1952 they
authorized the Netherlands to restrict its imports of American
wheat flour in compensation for US quotas against some types
of cheese produced primarily in that country.

In 1951 Congress also amended Section 22 of the AAA to re-
quire the President to carry out its provisions regardless of any
international agreement.? Beginning in 1953, the executive branch
began applying Section 22 more nearly in accordance with the
wishes of agricultural senators and congressmen. When the GATT
was subjected to general review and amendment in 1955, the
United States sought to regularize its quota system and requested a
waiver, which the Contracting Parties granted.?” Once again, US
negotiators were assisted by the preoccupation of other countries
with their own balance of payments restrictions. For, as their inter-
national balances reached or approached the point where they



The Problems of Agricultural Trade 73

no longer required the use of import restrictions, many countries
found that the protection afforded by quotas was difficult to dis-
pense with. In the published record of the review session, the
reproduction of the US waiver is followed immediately by a deci-
sion of the Contracting Parties specifying the circumstances under
which the obligations of Article XI would be temporarily waived
on behalf of countries no longer in balance of payments difficulties
in order to allow them more time in which to dismantle these
“hard core” restrictions.?®

The GATT Record

Although international trade in Temperature Zone agricultural
products has greatly increased since 1947, it is difficult to appraise
the extent to which this can be credited to the application of GATT
rules and to GATT tariff concessions. Much of it must have been
the natural consequence of general liberalization in international
trade and payments, some of which would have taken place in
any event.

While many tariff bindings and some tariff reductions on agri-
cultural products have been granted by the United States and
other countries, an examination of those that affected more than
negligible volumes of trade shows that they usually consisted of
concessions by temperate countries on tropical and subtropical
products; by tropical countries on Temperate Zone products; on
products of use to farmers in the importing country, such as seeds
and breeding animals; on partially processed specialties of the ex-
porting country; and on seasonal fruits and vegetables, limited to
a time of year in which the domestic product is not available.

There were important exceptions, however. For example, in
order to save the 1947 Geneva negotiations from threatened break-
down, the United States granted valuable reductions in its duties
on raw wool. At Geneva, and again at Torquay in 1950-1951, the
United States reduced duties moderately on certain cheese special-
ties of italy, Canada, and the Netherlands. For its part, in pre-
Kennedy Round negotiations the United States obtained valuable
tariff concessions on canned fruits and “‘variety meats” and tariff
bindings on industrial tallow and tobacco. Free bindings for cot-
ton, soybeans as well as soybean oil, cake, and meal, and duty
bindings for canned fruits and vegetables granted by certain mem-
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ber states of the EEC in earlier negotiations were assumed by the
Community as a whole in the “Article XXIV:6 negotiations” of
1960-1962.

Any evaluation of the concessions that have been exchanged
in GATT negotiations on agricultural products is complicated by
the widespread resort to nontariff barriers. In 1948 the panel of
experts appointed by the Contracting Parties to review the im-
pact of impediments to world commodity trade identified a long
list of measures that were used by contracting parties to dis-
courage imports, encourage exports, or stimulate home produc-
tion of Temperate Zone agricultural products.?® In addition to im-
port duties the measures the panel identified as restricting trade
included: import quotas or embargoes, the operation of state
trading organizations, multiple exchange rates, mixing ratios, and
agreements with foreign exporters to limit their exports. They
did not attempt to measure the economic impact of these non-
tariff barriers, but they concluded that “agricultural protectionism
in the highly industrialized countries is now a major factor restrict-
ing the world trade in such products.”30

‘The panel’s findings — the so-called Haberler Report®’ — led to
a number of procedural decisions by the Contracting Parties aimed
at making the GATT rules more effective for agricultural products.
The most important was the inauguration of regular “consulta-
tions” with the principal importing countries concerning measures
employed by them for the protection of their domestic agriculture.
in spite of the pressures thus brought to bear, however, the dis-
mantlement of quantitative restrictions enforced against agricul-
tural imports continued to lag well behind the liberalization of
industrial imports. When, in 1965, the GATT secretariat collected
and tabulated data from contracting parties on the measures they
still used to affect agricultural trade, all of the twenty-one indus-
trialized, non-Communist countries that responded admitted to
restricting trade in one or more agricultural products by devices
other than tariffs. All of them made some use of quantitative re-
strictions; ten operated trading monopolies; four (counting the
EEC as a unit) imposed variable levies on some imports; at least
four, including the United States, supported prices of some prod-
ucts at predetermined levels; and one, Great Britain, made wide
use of deficiency payments.
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A Longer Perspective

In the light of frequent demonstrations that industrialized coun-
tries were not prepared to subject their farm producers to inter-
national competition, it has sometimes been suggested that the
Contracting Parties should abandon any attempt to enforce the
GATT in the agricultural sector. If the support of farm incomes by
means of fixed agricultural prices is to be considered a permanent
feature of national agricultural policies, this would be realistic ad-
vice, at least with respect to those basic products for which price
supports are technically feasible. The assumption that price sup-
ports are here to stay is easy to understand. Most inhabitants of
developed countries have become accustomed to societies in
which farmers demand supported prices and have the political
power to enforce their demands.

Is this really a stable situation that is likely to endure or is it more
likely to prove transitory in the longer sweep of history? In at-
tempting to answer this question, differences of detail between
countries and temporary deviations due to wars, depressions, and
the creation of new economic boundaries may be ignored. Then
it becomes possible to see some degree of inevitability in a model
built somewhat along the following lines: The early stages of in-
dustrialization bring increased income not only to the townsman
but to the rural population. As urban incomes rise, per capita con-
sumption of food increases. The introduction of new manufactur-
ing techniques expands the demand for agricultural raw materials,
while the migration of labor to the factories ensures fuller em-
ployment and higher incomes to those remaining on the farms.
The distribution of income within the agricultural sector, how-
ever, does not undergo any important change.

Sooner or later some changes begin to be felt that cause the
incomes of one group — the smaller and less efficient farmers —
to move against the trend of increasing prosperity, as measured by
the growth of real income for the rest of the population. As urban
incomes continue to increase, the income elasticity of demand for
food declines, and food prices cease to respond to still further in-
creases in incomes. The share of agriculture in the national income
begins to decline. And at the same time the distribution of that
share changes. The farmers who combine necessary personal
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qualifications with access to capital and adequate land are able to
apply the new technology to their production. Their unit costs
fall more rapidly than those of small farmers, whose per capita in-
comes then decline rapidly in relation to those of the urban
population.

If economic forces were allowed to play themselves out, the
small farmer would leave the land for the city, and a new equilib-
rium would be established with only “efficient” farmers surviving
and prices continuing to reflect progressively lower agricultural
costs. But, typically, there is a protracted period in which economic
forces are not allowed to establish a new equilibrium. At the outset
of industrialization, small farmers are necessarily the majority
group in the population and wield dominant political power. This
power is extended, even after the rural population has been re-
duced to a minority, by a tendency for the democratic processes
to move slowly in response to geographic or occupational shifts in
the population. The state responds to this political power and in-
tervenes to prevent farm prices from falling. As a result, the ten-
dency for surplus farm labor to move into industry is held back.
This in turn delays the rise in farm productivity, and the spread be-
tween competitive prices for farm products and supported prices
creates surpluses that require further state intervention.

While these changes are taking place, the decline in agriculture’s
share of the total wealth created by the economy paradoxically
enables the small farmer to exploit his political power more effec-
tively, for it makes feasible a deliberate transfer of income to him
from the rest of the economy—a transfer that would not have been
possible when the major source of wealth was the output of fam-
ily farms. The small farmer’s new minority position has another
positive effect on his political power. As a minority he has a real or
imagined need to organize in order to protect himself against ex-
ploitation by the rising power of the cities. And organization is
made possible by the class solidarity that arises out of his new
position. To the disproportionate political power he is able to exert
through his own efforts is added the support of large farmers,
who also profit from high agricultural prices, and of the manu-
facturing and service industries that are tributary to agriculture.

The stage of supported farm prices can last a fong time, but it
does not rest on a foundation that can endure permanently. For
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one thing, while supported prices can retard the shift of popula-
tion from rural to urban areas, that movement continues, and, with
it, rural voting power declines. At the same time, the continued
trend toward larger, industrialized farm units increases the share
of agricultural income received by those who do not need special
help from the consumer or the taxpayer. It is not too difficult to
believe that, as this process continues, the point will be reached
when the declining political power of the farmer will no longer be
able to impose on the urban population a method of income
transfer that provides unnecessary windfalls to wealthy industrial-
ized farm units.%

The time may eventually come when the now highly industrial-
ized country can adopt agricultural policies determined by con-
siderations of the general welfare rather than the political power
of the farmers. The decision may, even then, be made to provide
a level of income to high-cost farmers that is not justified by
considerations of optimum utilization of the economy’s resources.
But this can then be accomplished by direct assistance, in the
form of income supports that will not burden the consumer with
artificially high prices. The understandable preference of the
farmer for receiving his support in the form of high prices will not
forever be backed by sufficient political power to enforce his
will.

Recent Trends in Industrialized Countries

Does this idealized model of the historic progression of societies
from rural to urban economies bear any resemblance to reality? A
brief survey of the present trends of agricultural policy in the West-
ern industrialized countries provides some cases that seem to sup-
port the affirmative and others that either call its validity into
question or that may be explained as further instances of tem-
porary, if prolonged, interruptions in the trend.

Take the case of Great Britain. In spite of frequent reversals of
policy caused by wars, depressions, and political realignments,
Great Britain has for many years conformed more closely than
other industrial countries to a pattern of agricultural policy that
could be expected of a mature industrialized society. In general,
the support of agricultural incomes has been made a charge on the
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taxpayer rather than on the consumer. While the method of defi-
ciency payments used results, in effect, in the farmer receiving a
higher price for his product than competitive world prices, these
payments have been limited to “standard quantities” and have
thus provided less stimulus to increased high-cost production
than direct price supports would have. They have also reduced
the need for extraordinary measures to control imports. After con-
vertibility was restored to the pound in the late 1950’s, the only
trade restriction used to supplement these supports was a mod-
erate duty on imports from outside the preferential area. Since
1962, however, the system has been modified by the enactment of
legislation to permit the government to enforce minimum import
prices for grains by means of “equalization fees.” The purpose of
this change was to limit the burden on the exchequer and to pave
the way for transition to the Common Market system in the event
of British accession to the EEC. The use of import fees has, how-
ever, been subject to bilateral agreements negotiated with export-
ing countries. In these agreements the United Kingdom undertook
to reduce incentives to domestic producers if the share of imports
in the British market should decline, but this undertaking has not
been fully carried out.®®

The future of these policies is obscured by uncertainty as to
whether Great Britain will succeed in obtaining membership in the
Common Market. If not, it is unlikely that Britain will incur the lia-
bility of stimulating further uneconomic agricultural production by
the support of noncompetitive prices. But if accession to the Com-
munity should occur while the present agricultural policies of the
six prevail, Great Britain will probably have to accept increased
costs to its consumers and industry in order to obtain access to
European markets for industrial products.

The United States entered on the road toward an industrial so-
ciety much later than Great Britain. And because much of its land
is well suited to mechanized farming, the end of the road is bound
to look quite different from the British model. With the aid of re-
search supported by the government and massive private invest-
ment, the larger part of American agriculture has been brought to
a position where it can compete under free-trade conditions with
the most efficient producers abroad. The less competitive sectors
such as sugar and dairy products still require government aid at
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present levels of production, as do most small farmers. But as more
producers either leave their farms or receive progressively more of
their income from the industrial and service sectors of the econ-
omy it is possible, setting politics aside, to visualize a future in
which American agriculture will consist almost entirely of large
units capable of profitable operation at competitive world prices.

Itis risky to look for signs of a trend in the developments of only
a few years. But we may be justified in attaching more than transi-
tory significance to certain changes that have taken place in Ameri-
can agricultural policy during the 1960's. For, even if these policies
should be reversed for a time, as is always possible, the fact that it
has been politically possible to adopt them even temporarily in-
creases the likelihood that any reversal will itself be temporary.

What happened was that the reappearance of food deficits in
the world during the 1960’s, and the resultant reduction of stored
surpluses in the United States, helped greatly ““to reestablish the
market place as the primary factor in farm pricing.””3* Although the
trend toward the ascendancy of market price was limited largely
to grains and cotton, in these two products the changes were sig-
nificant. In the years 1963-1965 the Commodity Credit Corporation
purchased only 4 percent of the US wheat crop, as compared with
an average purchase of 27 percent from 1953 through 1960, though
farmers received substantial additional payments through domes-
tic marketing certificates. Corn purchases, which amounted to
from 8 to 16 percent of the crop in those earlier years fell to 1 per-
cent. In December 1966, John A. Schnittger, Undersecretary of
Agriculture, predicted that exports of corn and cotton would re-
quire no subsidy in the following year; grain sorghum, little or
none; and wheat, but twenty to twenty-five cents per bushel—*"far
below former levels.””?® Six months later Gale Johnson wrote that
the market had been permitted to function in the distribution of
corn and cotton but that in 1966-1967 substantial export subsidies
were paid on wheat “even though the market price of wheat was
significantly above the loan rate or support price.””3®

These steps away from noncompetitive price maintenance were
facilitated both by changes in world supply and demand and by
changes in the character of US support legislation. In the case of
feed grains, wheat, and cotton, loan rates were reduced to world
market levels or lower, and producer payments were used to sup-
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plement farm income. Financial incentives were provided for the
diversion of acreage from those crops still in surplus, such as short-
staple cotton.®” In August 1968 President Johnson signed an act®
which drastically revised the price support and acreage allotment
program for extra-long-staple cotton and substituted direct pay-
ments to producers in place of price support.

Even if there are no future setbacks in this trend toward a market
economy, it has so far bypassed some important American crops.
Dairy supports have continued to be supplemented by import
quotas and export subsidies, and the support level for industrial
milk was raised in response to a decline in production in 1966-
1967. Whether the American dairy industry will eventually be able
to compete in world markets without assistance or in the United
States market without high protection remains uncertain.

Poultry meat represents a different kind of exception to the
trend away from intervention. American exports had for some time
been competitive and were expanding rapidly without the aid of
subsidies until, in 1962, the EEC adopted a variable levy system that
virtually closed Community markets to outside imports. Denmark,
which had shared the important German import market with the
United States, tried for a while to regain its position in that
market by pricing poultry for export at below its domestic price.
When this was frustrated by a corresponding increase in the Com-
munity levy, its low-priced exports were diverted to Switzerland
and replaced Swiss imports from the United States. The American
response, in 1966, was to begin to subsidize exports to Switzerland.
Domestic prices in the United States continue to be determined
by market forces. When domestic demand catches up with the
production that has been made surplus by the direct and indirect
effects of the EEC policy, there may be no further reason to con-
tinue the subsidy.

The likelihood of permanently achieving a market economy for
agriculture is enhanced by the diminishing manpower devoted to
agricultural production. In the United States, for example, annual
man-hours spent in agricultural production declined from 1949
to 1964, by nearly one-half, and iabor costs fell from 15.5 percent
to 9 percent of production costs.®® However, a substantial part of
this decrease has taken place in such capital-intensive crops as
grains and soybeans. If the full potentialities of the agricultural sec-
tor for independent viability are to be realized, the present move-
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ment away from small family farms and from labor-intensive to
capital-intensive crops will have to be carried considerably fur-
ther. Furthermore, because of the tendency of agricultural produc-
tion to overcompensate for price changes, it may not be possible,
or even desirable, to leave all crop prices entirely free to fluctuate
with changes in supply and demand. Typically, in deciding what
and how much to plant, the farmer tends to respond to the sup-
ply-and-demand conditions of the previous crop year rather than
to those that will prevail when his product next comes to the
market. The dissemination of information about plantings and
forecasts of market conditions can at best mitigate but not pre-
vent the resulting tendency of farm production, when regulated
solely by a free market, to produce alternating surpluses and
shortages. A price stabilization program designed to cushion the
impact on both the producers and consumers may be necessary,
perhaps through stocking and destocking by governments.

If it should prove possible to dispense with the use of price
supports designed to maintain domestic prices permanently above
a world equilibrium level, market forces could play a more deci-
sive role in agriculture. And negotiations designed to liberalize
international trade would have a better chance of succeeding.

In contrast to the United States, the countries of Western Europe
have not, on the whole, traveled far along the road toward un-
supported prices, partly because the continental system of land
inheritance delayed by decades the introduction of industrialized
farming methods and the movement of farm labor from the land.
Denmark and the Netherlands are exceptions; during the 1950’s,
until the formation of the European Common Market, both
achieved something closely approaching free trade in agricultural
products. Since the end of World War 11, however, the technologi-
cal revolution in agriculture has also made rapid progress else-
where in Western Europe. In France, for example, wheat yields
per acre increased by nearly 50 percent from 1950 to 1960. Given
a chance to work itself out, this technological revolution may
contribute to the movement of labor from the land and even-
tually lead to a lower level of protection against outside com-
petition.

It now appears that the Common Market may have to be put
in a class with wars and depressions as an interruption in the nat-
ural evolution of the agricultural sector in industrialized econ-
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omies. In effect, the Common Market added two new factors to
the still formidable political power of the small farmer: exposure
of the less efficient farmers to new competition from within the
Community intensified the demand for protection against im-
ports from third countries; at the same time, European Commu-
nity member states with the lowest agricultural costs, such as
France in the case of wheat and italy in the case of fruits and
vegetables, had a strong incentive for demanding higher protec-
tive walls around the Common Market. Before and during the
Kennedy Round the demands for agricultural autarchy by both
the lowest cost and the highest cost countries of the Community
appeared to be overriding.

Nor had the EFTA countries other than the United Kingdom
shown much tendency toward freeing agricultural trade or to-
ward the substitution of income support for the maintenance of
producer prices; Switzerland, although the largest per capita im-
porter of agricultural products, relied heavily on price supports
and on the quantitative limitation of imports. Sweden and Norway
protected virtually all their agricultural production by nontariff
barriers. Austria made extensive use of quantitative restrictions
and subsidies. The agricultural populations in both Sweden and
Switzerland are, however, declining, and if this trend continues
those countries should have an increased incentive to move away
from price supports toward a system of income support more
compatible with the restoration of price competition in interna-
tional trade.

GATT and the Common Agricultural Policy

The Treaty of Rome, while laying down specific rules for the
establishment of the customs union in industrial products and
some agricultural products, provided little more than procedural
guidance for the construction of a common market in most of
agriculture. For such basic products as meat, dairy products, vege-
tables, cereals, fats, sugar, wine and tobacco,*® the treaty estab-
lished alternative objectives for a Common Agricultural Policy
(CAP) in such broad and general terms as “common rules con-
cerning competition,” the “compulsory coordination of national
market organizations” or “a European market organization,” but
left the details to be worked out by the commission with the ap-
proval of the Council of Ministers.!
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In 1962 and 1963, as the EEC began to develop the details of
the CAP for specific farm products, much of the attention of the
GATT Contracting Parties was directed to a debate over the
evolving policies of the Community as they affected agricultural
import prospects. Feelings ran high, in part because the other
GATT countries were conscious of their inability to influence
materially the trend toward agricultural autarchy that appeared
to be developing in the Common Market. Spokesmen for the
Community, emboldened by the unqualified support the six had
received from the United States in earlier GATT discussions of
the Treaty of Rome, presented the CAP as a fait accompli, not
subject to change. Their defense of the regulations had a plaus-
ible legal basis: for the multitude of restrictions that had pre-
viously affected agricultural production and trade in the member
states, they said, there was to be substituted a comprehensive de-
vice—the variable levy—which was not ruled out by any provi-
sion of the GATT.#2 Furthermore, a legal impediment to the use
of variable levies had been removed during the 1960-1962 negotia-
tions, when the Community had denounced the fixed tariff bind-
ings previously granted by member states in the case of products
for which a variable levy was anticipated.®

The details of the variable levy system differ according to the
economic characteristics of the farm products involved. But the
concept is basically the same for all. In contrast to the fixed mar-
gin of protection afforded by a tariff, the variable levy is based on
a predetermined price to be received by producers. This price is
enforced by the establishment of a corresponding minimum price
below which the product is not permitted to enter without pay-
ment of a supplementary levy. Then an import levy is imposed
equal to the difference between the minimum import price and
the lowest price at which the product is offered for importation. If
the offering price falls, the reduction is compensated by an in-
crease in the levy. For some products, the internal producer price
is further protected against errors in calculation, or delayed ad-
justment, by a governmental guarantee to purchase the product
from producers at an “intervention price,” which is only marginally
below the support price. Finally, in order to permit disposal abroad
of the surpluses that high price supports induce, provision is made
for automatic “refunds” to exporters, normally equal to the
amount of the levy on imports.
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In short, Community producers are insulated from the effect of
any price competition with the outside world.** If, because of the
general trend toward increased agricultural productivity, produc-
tion costs decline both within the Community and abroad, the
Community producer can lower his price in order to increase his
share of the Community market. A comparable decrease in the
offering prices of foreigners will not help them, for it will be fully
offset by an increase in the levy. The variable levy system, with
differences in detail from product to product, has been adopted
for grains, livestock, dairy products, sugar, poultry, and eggs. Some
elements of the system have also been introduced for certain fruits
and vegetables.

In some respects, the variable levy system is reminiscent of the
US system of price support that occupied the early attention of
the drafters of the GATT. Although its methods differ substan-
tially from the American system, the objective is the same: the
maintenance of a domestic price unrelated to the world price and
defended by import restrictions and export subsidies. But Article
XI of the GATT provides that imports may not be restricted unless
domestic production or marketing are also curtailed. If the United
States had not later had to provide for its own departures from
this criterion—Dby the ‘“U.S. waiver”’—it would have been in a posi-
tion to insist, though not necessarily with success, that the EEC
similarly limit the damage that variable levies are permitted to do
to imports.

The Common Agricultural Policy, or at least the variable levy,
poses a much more difficult problem for the tariff negotiator than
the US system of price support. It is true that the existence of Sec-
tion 22, and the GATT waiver to permit its use, presents the threat
that US tariff concessions on many agricultural products may be
impaired by the imposition of quantitative restrictions. But impair-
ment can be identified and compensated for under the provisions
of the GATT. Under the variable levy system, on the other hand,
the level of protection cannot be bound without abandonment of
the system itself. If any limit were to be imposed on its effective-
ness without destroying its purpose, it would be the level of the
price that is guaranteed to domestic producers that would have to
be bound. As the Kennedy Round demonstrated, the Community
has been unwilling to contemplate such a binding except in the
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context of an agreement under which world prices and producer
prices in other countries were also fixed.

If the Common Agricultural Policy in something like its present
form is assumed to be a permanent feature of the Common Mar-
ket, the barrier to further liberalization of trade in agricultural
products is a formidable one. There are reasons to doubt, however,
that it can survive for long without fundamental revision. The abso-
lute support of agricultural prices without relation to world prices
will impose costs on the economy as a whole that are likely to
prove unacceptable, especially to those member states that are net
importers of agricultural products in intracommunity trade. These
costs are already proving to be particularly difficult to overlook
when they take the form of export subsidies paid out of a com-
mon fund to which all member states contribute.

In 1968, Commissioner Sicco Mansholt made a number of far-
reaching proposals*® for reducing the cost of the CAP in general,
and for eliminating the most uneconomic producing units. No
action had been taken on these proposals by early 1970, but they
promised, even before new strains brought on by the French
franc devaluation in August 1969, to provide the Community
with fuel for future internal crises. While it seems certain that
progress toward a less costly system will be slow, the forces work-
ing for lower costs are likely to triumph. The dependence of the
Common Market countries on international trade, and on the ex-
port of industrial goods, is too great to permit them to ignore the
impact of an autarkical agricultural policy on their overall price
structure.

The Trend of Agricultural Protectionism

There is no satisfactory means of measuring the amount of inter-
national trade that is prevented by the existence of nontariff bar-
riers. Because such barriers are most frequent and widespread in
agriculture, it is especially difficult to determine whether, on bal-
ance, agriculture has shared in the trend toward freer trade that has
taken place in industrial materials and manufactured goods since
the end of World War Il. Even if there has been such a sharing, it
is evident that the liberation of trade in agricultural products has
lagged far behind that in other sectors. The postwar dismantlement
of quantitative restrictions, which reached its climax in the late
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1950's, was concentrated largely in industrial geods. With the ex-
ception of Japan no major industrial country continues to impose
import quotas on these goods. But many of these countries have
retained a hard core of restrictions on certain agricultural imports.
The most important movement away from the use of agricultural
quotas has been their dismanttement by the member states of the
EEC. But this was accompanied by the introduction of the Com-
mon Agricultural Policy, including variable levies.

Tariffs do, however, play an important role in world agricul-
tural trade. The concentration of quantitative restrictions, state
trading, and variable levies tends to be in such basic products as
grains, meats, dairy products, and tree crops, on which large
masses of farmers depend. Other products, individually less im-
portant but representing a significant total, are traded freely, with
imports limited only by customs duties. Even among products sub-
ject to quotas and other nontariff barriers, the tariff frequently
constitutes the effective protection.

In spite of a widespread belief to the contrary, agricultural prod-
ucts have been included in postwar tariff negotiations. But the re-
ductions achieved have been substantially less on the average than
those in other sectors. Thus, when the Kennedy Round was
launched, the tariffs that had survived previous tariff negotiations
were far from negligible.*” From the point of view of the agricul-
tural exporting countries, therefore, a major objective of the new
negotiations was to obtain a substantial reduction in tariffs against
agricultural products even if the simultaneous dismantlement of
nontariff barriers should prove to be impossible.



Nontariff Barriers

When the GATT Contracting Parties decided to launch the Ken-
nedy Round, they decreed that it should deal with nontariff bar-
riers as well as tariffs.! But they failed to say what they meant by
the term. Neither the GATT, nor any other convention, establishes
precise limits to its application. If taken literally and in its broad-
est sense, “‘nontariff barrier” would include even those geographic
features that, within historic times, have impeded trade: the Atlan-
tic Ocean before Columbus, or the Alps before the building of the
Simplon and Saint Gotthard Tunnels. But students and practitioners
of commercial policy have not customarily included in the term
phenomena over which governments have no control. Some
writers have however included in the term: regional differences in
consumer preferences and private cartel arrangements; quasi-
environmental barriers, such as the absence of international uni-
formity in electrical safety standards; and barriers resulting inci-
dentally from governmental actions unrelated to foreign trade,
such as the administration of health regulations and patent laws.?
If these impediments are to be treated as nontariff barriers, then
one of the more important environmental phenomena to which
attention should also be drawn is that of bureaucratic zeal. Who
is more familiar than a customs official with the maze of regula-
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tions created by governments to ensure that duties are fully paid,
statistics collected, and the health, safety, and morals of the citi-
zenry protected? Why should he not conclude that his govern-
ment’s intent was to reduce trade to a minimum and, accordingly,
do his patriotic bit toward that end?

To bring the discussion down to more concrete terms, non-
tariff barriers may usually be distinguished from customs duties
by the fact that the nontariff barriers usually have, or once had, a
rationale independent of trade. Their total abandonment would
rarely be feasible. Sanitary regulations and safety standards are
essential to a modern society. Importers complain that customs
formalities are unduly burdensome and discourage trade. But cus-
toms officials must classify imports in order to determine the ap-
plicable rate of duty, and where a tariff is expressed in ad valorem
terms the value for customs purposes must be established. So long
as the regulations and administrative practices designed to achieve
these purposes are not carried beyond the point of genuine need,
they cannot usefully be classified as nontariff barriers even if they
have the incidental effect of impeding international trade. And,
since what is necessary in one country may be excessive in another,
the problem of formulating international rules to limit the use of
nontariff barriers involves complications that do not exist in the
case of tariffs.

In deciding that nontariff barriers were to be included in the
Kennedy Round negotiations, the Contracting Parties had in
mind only measures taken by governments or removable by gov-
ernment action without the sacrifice of essential nonprotective
objectives. Even these limitations leave so large a field that the fol-
lowing summary will have to be limited to those barriers that have
been under international discussion or negotiation since the end
of World War II.

Of the twenty-three articles in the General Agreement devoted
to good conduct in trading relations, fourteen prohibit or regulate
the use of specified nontariff measures that can restrict imports. If
universally applied, the existing rules would have gone far to-
ward protecting the results of the tariff negotiations. But the Pro-
tocol of Provisional Application permitted each Contracting Party
to continue practices required by legislation existing on a specified
base date.® To give some of the original rules their intended force
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was one of the reasons for subjecting nontariff barriers to negotia-
tion. But this was not by any means the only one. There were-
sound reasons for including in the Kennedy Round a complex of
trade practices that had entered only peripherally into previous
bargaining sessions. The depth of the tariff reductions contem-
plated increased the potential importance of existing practices
and the temptation to introduce new ones. At the outset of the
Kennedy Round, it was hoped that some of the more restrictive
devices used by individual contracting parties for which the pro-
tocol provided a legal escape, as well as practices not mentioned
in the GATT, would succumb to the negotiating process.*

Paratariff Barriers

In GATT discussions and elsewhere, the term ““nontariff barrier” is
customarily applied not only to measures entirely unrelated to
customs duties but also to those whose incidence is felt through
their effect on the amount of duty collected. At times, however,
a useful distinction has been made between the former, called
“nontariff’ and the latter, called “paratariff”’ barriers. Paratariff
barriers, such as arbitrary standards of valuation or classification
for customs purposes, are qualitatively different from other non-
tariff barriers in that they can restrict only where there is a duty.
Furthermore, any reduction in the applicable rate of duty must
have the effect of reducing the additional protection afforded by
the standard of valuation, however arbitrary.®

On the question of tariff classification, the rules of the GATT
are virtually silent, though one provision does obligate contract-
ing parties to publish relevant judicial decisions and administra-
tive rulings so that traders may take them into account.® With re-
spect to valuation, however, the provisions of the agreement are
much more explicit. The key requirement (Article VI, 2{a)]) is that
the dutiable value “should be based on the actual value of the
imported merchandise . . . or like merchandise, and should not
be based on the value of merchandise of national origin or on
arbitrary or fictitious values.”” But the Protocol of Provisional Ap-
plication permitted contracting parties to retain standards of
valuation already required by their laws. As a result, while the
GATT has probably prevented the adoption of more restrictive
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standards of valuation, it has had little effect on those already in
existence.

Even where the GATT members are convinced that their valua-
tion practices conform with the GATT criteria, individual varia-
tions create uncertainties for international traders. As the GATT
Technical Working Party charged with a comparative study of
valuation procedures and standards applied by contracting parties
pointed out in 1955, the variations in practice, even among coun-
tries nominally using the same standards for determining dutiable
value, are numerous.® Although the United States was the only
contracting party which admitted that it sometimes applied ““arbi-
trary or fictitious values,” other reported practices could also have
justified that description. In Canada, for example, customs officials
were authorized, on goods purchased for reduced prices at the end
of the season, to assess duty on the basis of average prices during
the previous six months. In France, pharmaceuticals were assessed
on the basis of retail price rather than on their wholesale value.
Nevertheless, presumably because its customs law has been con-
structed piecemeal over the years, the United States surpassed all
major trading countries in the bewildering variety of its valuation
practices.® Even in the 1960’s, after two simplifying changes in US
law applying to most products, US valuation practices are more
complex and prove more confusing for the importer than those of
most other countries. In 1961, for example, the Treasury Depart-
ment reported that about 87 percent of US customs invoices were
appraised on a basis similar to that used by countries adhering to
the “Brussels Definition” of valuation.’® But, of the remainder,
some were valued at a calculated export (FOB) equivalent of the
wholesale price of the import when sold in the United States
(“United States Value”),'! others at a valuation estimated from
whatever information could be obtained on cost of production
in the exporting country,'? and still others at the price at which
similar goods are offered by US producers.

American Selling Price

By far the most notorious of US valuation practices is that of
assessing some duties on an “American Selling Price” (ASP) basis,
a “paratariff” barrier that was to become a key issue in the Ken-
nedy Round. Unlike “United States Value,” ASP does not bear
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even a tenuous relationship to the true export value of the mer-
chandise, being based on the domestic price of competing mer-
chandise produced in the United States. It is, however, applied
only to a relatively small segment of US imports: benzenoid chem-
icals, rubber footwear, canned clams, and low-value knitted
woolen gloves.

ASP protects domestic production on two different levels. First,
in almost all cases use of ASP results in a higher tariff than would
have been the case had the nominal tariff rate been assessed on
export value. According to a US Tariff Commission study, tariffs
collected on ASP items in 1966 ranged up to 172 percent of their
export value.’® Kelly has estimated that, on the average, the use of
ASP approximately doubles the duties that would otherwise be
collected.’ But, since any ad valorem duty becomes meaningful
only in connection with the standard of valuation used and since
ASP has been in effect for the products to which it now applies
throughout the life of the GATT, these high duties do not exceed
the levels the United States has bound against increases in GATT
negotiations.

A similar generalization applies to the valuation practices of
other countries. The EEC and EFTA countries base their calculations
of ad valorem tariffs on the imported (CIF) value of the merchan-
dise, thus including freight and insurance costs in the valuation
base, whereas the normal United States basis for valuation is the
value of the merchandise when shipped from the exporting coun-
try (FOB), that is, without freight and insurance costs. If, however,
the GATT should be accepted definitively and the Protocol of Pro-
visional Application should disappear, the provisions of Article
VI, 2(a) quoted above, would require that the United States alter
the ASP and “United States Value” bases of valuation, whereas the
European system of valuing imports at their CIF prices would prob-
ably still conform to GATT requirements.

The second inhibiting effect of ASP is, simply, uncertainty. This
uncertainty is of two kinds. Whether a benzenoid chemical or a
shipment of rubber footwear will be subject to ASP valuation de-
pends on whether there is a competitive domestic product. Its cus-
toms status, especially in chemicals, is subject to rapid change
since the industry is constantly experimenting with the commercial
production of new products or variants of old ones. A domestic
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producer can thus affect that status by beginning the manufacture
and sale of a product not previously produced domestically. What
is perhaps even more galling to foreign exporters is the fact that
American producers, when they set their selling prices, also de-
termine the level of the duty. Uncertainty as to whether a par-
ticular import will be subject to ASP valuation and as to the level of
that valuation can present a serious obstacle to trade even when
the foreign product is sufficiently low in price to be profitably
sold after payment of a duty based on ASP.1®

Administrative Impediments

Articles X and X of the GATT are devoted to the establishment of
some simple guidelines designed both to minimize customs fees
and formalities and to reduce the likelihood of unnecessarily oner-
ous marking requirements for imported goods. But, by the nature
of the problem, the GATT provisions themselves can do little
more than exert moral pressures in this field and provide a basis
for complaint in flagrant cases. On a number of occasions the Con-
tracting Parties have attempted to increase the effectiveness of
these provisions by supplementary undertakings. In 1952 they
adopted a Code of Standard Practices concerning documentary re-
quirements'® and recommended the total abolition of consular
invoices and fees that ‘“‘represent an indirect protection to do-
mestic products or a taxation of imports or exports for fiscal pur-
poses.”' The latter effort met with modest success; a number of
contracting parties subsequently abolished all consular formali-
ties,’® and by 1957 only a handful of governments, all in less devel-
oped countries, still required consular invoices for most imports.
In 1956, the Contracting Parties examined a number of proposals
concerning certificates, and marks, of origin, made to them by
the International Chamber of Commerce. Some were adopted
in the form of recommendations to governments.!® Reinforced by
the influence of the International Chamber of Commerce, they
have had the effect of gradually wearing away some of the more
onerous customs formalities and administrative practices.

Safety and Health Restrictions

Article XX of the GATT exempts from the general rules of the
agreement measures ‘‘necessary to protect human, animal or plant
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life or health.” These measures must not however be so applied as
to result in “arbitrary or unjustified discrimination” or in “a dis-
guised restriction on international trade.”

Naturally enough, such regulations have given rise to dissatisfac-
tion, especially those in the field of health. US restrictions on the
importation of certain meats from Argentina, because of hoof-and-
mouth disease in some sections of that country, have been most
vigorously criticized. For its part, the United States objected when
France excluded imports of American poultry on the ground that
hormones fed to American chickens might have a deleterious ef-
fect on the fertility of Frenchmen. The United States also objected
when British health authorities refused to permit the importation
of American lemons treated externally with a preservative they
thought might injure the health of consumers.

Safety standards unrelated to health have less fregently given
rise to charges of unreasonable restriction of trade. During the
Kennedy Round, however, there was considerable criticism of the
requirement, imposed by several states and local communities in
the United States, that boilers and pressure vessels be stamped
with the seal of the American Society of Mechanical Engineers, a
seal that is not issued to manufacturers outside the United States
and Canada. Some foreign complaints also arose when US safety
standards, initiated in 1967, were applied to European automo-
biles. While these standards do not involve overt discrimination
between domestic and imported vehicles, European manufactur-
ers have declared some of them to be unnecessary and imprac-
ticable when applied to smaller cars. Furthermore, they feel an
American manufacturer can more easily afford the added cost of
these innovations since his major competitors are subject to the
same requirement.

Internal Taxes

The GATT rule concerning the application of internal taxes to im-
ported goods is simple in concept. Briefly stated it is that no in-
ternal tax or charge should be levied on an imported product that
is not levied equally against the like domestic product. In other
words, except for import duties, imported products are entitled
to ““national treatment” in the imposition of taxes.?®

Charges of clear-cut violations of this rule have been rare. In
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fact, the only case that formally engaged the Contracting Parties
was Brazil’s imposition in 1948 of a number of internal taxes dis-
tinguishing between like products of domestic and foreign origin.?!
In this case, there was little disagreement that the Brazilian taxes
contravened the agreement, and the item was removed from the
agenda of the Contracting Parties only after the taxes in question
had been repealed in 1956.%2

More difficult problems involving internal taxes have arisen in
instances not covered by the GATT rule or where the interpreta-
tion or equity of the rule was in dispute. Thus, the US assessments
on imported spirits as well as European road taxes and border tax
adjustments all figured prominently in the Kennedy Round.

US “Wine Gallon” Assessment

Though it does not formally distinguish between domestic and
foreign production, the US system of assessing the excise tax on
distilled spirits does in practice place the latter at a disadvantage.
This is so because such spirits, when imported at less than 100
proof, are nevertheless taxed as if they were 100 proof, a rule that
would also apply to domestic products if they were less than 100
proof when withdrawn from bond. The spirits may be withdrawn
at the higher proof and then diluted to a lower proof before bot-
tling, however, so the domestic bottler does not have to pay the
full tax on weaker spirits. On the other hand, if imported spirits are
to be sold at lower than 100 proof, the importer’s choice is either
to import in bulk and bottle in the United States or to pay a tax on
the water that was added when the spirits were bottled abroad.®
Since foreign spirits such as Scotch whisky or French cognac are
customarily bottled at less than 100 proof and are more saleable in
the US if bottled in Britain and France, respectively, a nominally
nondiscriminatory tax in fact bears more heavily on the foreign
than on the domestic product.

European Road Taxes

Another example of taxes that were protective in effect before
the Kennedy Round (and still are) is the imposition by a number
of European countries of differential automobile road use taxes.
These taxes are designed to fall more heavily on the larger, more
expensive, or higher-powered cars. If this goal had been accom-
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plished by an evenly graduated tax based on any one of these
criteria or a combination of them, the heavier tax burden borne
by the type of car produced in the United States could have been
considered an unavoidable by-product of the American manu-
facturer’s preference for automotive bulk. But, in some cases,
the progression in tax rate was anything but gradual. The French
tax, for example, which was based on “fiscal horsepower,” was
graduated fairly evenly up to sixteen horsepower and then was
abruptly multiplied more than five times; the highest tax paid
by any standard French automobile was 150 francs, while most
American cars attracted a tax of 1,000 francs.?* When expressed as
a percentage of value, the inequality of treatment appears even
greater. Kelly cites a case in which the tax per unit of value was
more than sixteen times greater for an American car than for a
European one.?

Austria levied a similar road tax. Based on cylinder capacity, the
rate jumped from 816 schillings for 2,500 cubic centimeters to
3,600 schillings in the bracket from 2,500 to 3,000 cubic centi-
meters. The Mercedes 220SE coupé paid a road tax of about $31
a year; the Chevrolet Belair, $208. Belgian and ltalian taxes were
graduated more -evenly, but they, too, imposed much heavier
levies on American types of cars than European types, even when
the latter were more expensive.

Border Tax Adjustments

During and after the Kennedy Round a hitherto modest flurry
of American business and governmental protest over the “border
taxes’” of European countries grew into a minor storm. Because
the subject has attracted so much attention, it deserves fuller
treatment than do most other nontariff barriers. Involved were
the imposition of internal taxes on imported products and the re-
mission of such taxes when the similar but domestically produced
product was exported. (The term “border tax adjustments” is
used to cover both these related practices since they almost in-
variably occur together.)

The use of border tax adjustments is nearly universal. The US
excise tax on whisky is, for example, imposed on the imported
product as well as on the domestic, but American whisky is
excused from the tax when it is exported. The disadvantage to
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which American trade is reputedly subjected because of border
tax adjustments arises out of the fact that US opportunities for
such adjustments are much more limited than are those of major
competing countries. Every continental Western European coun-
try, for example, imposes a “turnover tax” or manufacturers’ sales
tax, in one form or another, on the value of most domestic pro-
duction. The United States, on the other hand, has relied much
more heavily on a corporate income tax. Under GATT rules,
border tax adjustments are not permitted as compensation for
income taxes, usually referred to as ““direct” taxes, but are per-
mitted for taxes on products, referred to as “indirect” taxes.

The GATT does not use the terms “direct” and “indirect” in
relation to taxes. But it does authorize the imposition of any
internal tax on an imported product, provided it is “applied, di-
rectly or indirectly, to like domestic products.”?® It also specifies
that exemption of an exported product from taxes borne by the
like product when destined for domestic consumption, or the re-
mission of such taxes, is not a subsidy.?” In view of the key. role
played by the word ““product,” neither of these provisions could
reasonably be interpreted to cover taxes on income derived from
production.

The storm occasioned by these provisions and their application
originated in the observation of American businessmen that for-
eign countries engaged in a practice the United States was not in
a position to emulate. But academic and government economists
have developed a rationale that has supported and intensified the
businessman’s reaction. The theoretical case made with increasing
frequency during and after the Kennedy Round may be stated
in somewhat oversimplified terms as follows:

1. The GATT rules are based on the classical theory that in-
direct taxes are always fully “shifted forward” into the price of
the product and that direct taxes are always shifted backward,
that is, are absorbed by the producer in the form of lower re-
turns.?®

2. The intention of the GATT rules, and their effect if the as-
sumptions on which they are based were correct, would be to
neutralize the effect of internal taxes on international trade. But
most modern economists today agree that an indirect tax may
in part be shifted backward — the amount of backward shifting de-
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pending upon the degree of imperfection in the market and
on the price elasticities of supply and demand. Similarly, they tend
to agree that some forward shifting of direct taxes is likely to take
place, though there are wide differences of emphasis, and some
economists suggest full forward shifting while others suggest full
backward shifting.?®

3. Because their underlying assumptions are wrong, the GATT
rules do not ensure that the border tax adjustments they permit,
or prohibit, will result in neutralizing the effect of internal taxes
on international trade. Therefore, the rules should be changed.

This line of reasoning contains the questionable premise that
the GATT rules were based solely on the classical theory of tax
shifting. In fact, in their formulation they simply reflected the
universal practice of governments. And that practice can easily
be explained by practical and political considerations. When
they imposed a tax on a domestic product, governments did not
want to place their domestic producers at a disadvantage vis-a-vis
their competititors, either in their own or in export markets. To
make sure that such a disadvantage did not exist, they had no
choice but to apply the domestic tax to imported products and
to exempt the domestic product from the tax when exported. It
made no difference whether they were aware that the classical
theory of tax shifting was imperfect. If their object was to be sure
that the domestic producer was not placed at a disadvantage, total
compensation was necessary so long as it was impossible to deter-
mine that part of a tax on a product was not shifted into its price.
From the viewpoint of the domestic producer the case was also
simple. Any part of the domestic tax on his product that was
not charged against the competing imported product was bound
to put him at a disadvantage of some kind — a competitive dis-
advantage if the tax were shifted forward into his own price, or a
reduction in his profits if, as a result of the exemption of the
competing import, he found it necessary to absorb part of the tax.

But why were the architects of the GATT not equally inter-
ested in neutralizing the adverse competitive effects of income
taxes? Here, it is likely that the classical theory of tax shifting did
play some part. But even if governments had been skeptical of the
full validity of the theory, practical considerations would have
discouraged the effort to draw up a GATT rule permitting a
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contracting party to offset a direct tax at the border. If such an
effort had been made, the first problem would have been: what
level of tax? A compensatory tax on imports would of necessity
have to be charged on a product; it could not be assessed on the
income of a foreign producer. 1t would be necessary, therefore,
to assess a tax against imports equivalent to the tax paid by the
competing domestic producer on income attributable to his sale
of the product concerned. But there would be as many levels of in-
come tax per unit of output as producers, the producer at the mar-
gin perhaps making no profit and paying no income tax. If the
problem of allocating the tax among several products sold by one
producer were added to this problem, there would seem to be rea-
son enough why governments, or the drafters of the GATT, did
not attempt to provide for border tax adjustments to compensate
for the direct taxation of business enterprises.

It may be noted, parenthetically, that the practical considera-
tions arguing against attempts to determine the amount of income
tax borne by a product are consistent with the classical theory
that, under conditions of competition, income taxes are not
shifted forward. This is not to say that the level of corporate and
other income taxes in a country will not affect the overall price
level and therefore indirectly affect the prices charged by the
producer who pays an income tax. But that is quite different from
concluding that a relationship can be established between the
price of a particular product and the rate of income tax paid by
its producers.

Changes in Border Tax Adjustments

If consideration of border tax adjustments is carried only this
far, it seems possible to conclude’ that, while the GATT solu-
tion does not ensure that all adjustments will be ““trade neutral,”
it does provide the only basis likely to be both politically gener-
ally acceptable and workable in practice. Alternative rules are
unlikely to approximate trade neutrality as closely until techniques
are devised for measuring the precise amount of tax shifting in the
case of each tax and each product. So long as no important
changes occurred in the level of border tax adjustments, these
considerations would be enough to account for the fact that the
GATT rules aroused no controversy during the first fifteen years of
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their application. But their general acceptance was reinforced
by a tacit recognition that any trade distortion the institution of a
border tax adjustment might initially cause would eventually tend
to be offset or overshadowed by changes in other factors affecting
the competitive position, such as changes in relative wages and
prices and in exchange rates. Thus, if there has been no recent
increase in the level of taxes, the argument that border tax adjust-
ments give a competitive advantage to the country using them be-
comes increasingly difficult to sustain.®®

One reason why border tax adjustments came to the fore during
the Kennedy Round was that changes in European internal taxes
and in the level of the related border tax adjustments were im-
pending, the EEC having at the time of the Kennedy Round
launched a program to eliminate the differences among the in-
ternal tax systems of member states.®' Although all the EEC coun-
tries except France were scheduled to change their systems of
taxation, the impending German changes attracted most attention
not only because they were to come first but because of the large
German balance of payments surplus.

The German changeover involved an increase in its border tax
adjustments stemming from two separable causes: a change in its
domestic system of taxation and an increase in the average level
of tax. The effect of the change of system was a shift, on the aver-
age, from undercompensation at the border to full compensation.
Before changing its system in the interest of Community tax har-
monization, Germany had for many years imposed the “cascade”
form of turnover tax on business transactions. Each time a product
changed hands, even though it was destined for further process-
ing or manufacture, a tax was imposed at a uniform rate based on
the value of the product at the time of transfer. Under this system
the cumulative tax borne by the final product depended on the
number of times there had been a change of ownership, from the
raw material to the final product. A border tax could not be based
on the total amount of tax charged on the domestic product at
various stages, as, depending upon their degree of vertical integra-
tion, that amount would differ among producers. Germany there-
fore assessed border taxes that were estimated to be not more
than the average tax paid on the domestic product. In fact the
border taxes so determined were generally agreed to have been
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well below the average domestic tax; both border taxes and export
rebates undercompensated for the domestic turnover tax.

But under the French tax on ““value-added” (TVA), which served
as the model for the EEC, there is no reason for undercompensa-
tion. The tax imposed on each transaction is calculated on the basis
not of the total value of the product when it changes hands but on
the value that has been added by the seller since his purchase of
the raw materials or components going into its production. Under
this system the cumulative tax on the final product is always a
known percentage of its total value, and the amount of tax to be
charged at the border can be determined precisely.

Under the tax harmonization program of the Community, Ger-
many was required not only to change its system of tax collection
but to raise the level of its domestic tax rate above the previous
average level and to compensate fully at the border for this new
level. Because of the previous undercompensation, the result was
an increase in border collections greater than the increase in in-
ternal taxes. Although the first change along these lines did not
take place until January 1968, it was known to be in prospect
through much of the Kennedy Round and was one of the points
at issue between the delegations of the Community and the United
States.

State Trading

Several interrelated provisions in the GATT deal with those prac-
tices of state monopolies that result in import restrictions and in
discrimination among sources of imports.®? Except for state mon-
opolies created to produce revenues, their use by contracting
parties with market economies has been largely limited to trade in
agricultural products, where the protective effect has tended to be
obscured by the use of many other nontariff barriers. Nevertheless,
the opportunities that state trading offers for the erection of more
or less invisible nontariff barriers remain. And the temptation to
exploit those opportunities may well have been increased by the
substantial reduction of tariffs in the Kennedy Round.

As the term is used in the GATT, state trading exists where a
government agency exports or imports for resale. But the term
also covers cases in which an autonomous, or quasi-autonomous,
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enterprise receives from the government the exclusive power to
import or export a product. Such agencies are, of course, as old
as international trade itself. The earliest examples were probably
monopolies established for the purpose of raising revenue through
the sale of such essential products as salt. Later, more modern
necessities such as matches, and near-necessities such as tobacco
and alcoholic beverages, became favorite vehicles. It must be ob-
vious that, in the absence of special rules to govern its trading
decisions, such monopoly could frustrate the intent of many
GATT commitments without involving its government in overt
violations. It can discriminate between foreign sellers solely on the
basis of source. It can charge a markup on the resale of imports
higher than the markup charged on the comparable domestic
product, with the same effect as a protective tariff. It can also, by
the simple act of limiting its own foreign purchases, restrict the
quantity of merchandise that is imported.

With theoretical success but little practical results, GATT drafters
tried to devise rules that would subject the decisions of govern-
ments implemented through state trading monopolies to the same
kind of limitations that applied to the laws and decrees through
which governments influence private trade. Discrimination, for
example, was outlawed by the requirement that such a monopoly
should choose among foreign sources ‘solely in accordance
with commercial considerations.””®® Price protection was pro-
scribed by the rule that the markup charged on resale of an im-
ported product must not exceed the country’s tariff rate on the
product, if bound in its GATT schedule.®* And, finally, actions
equivalent to the quantitative restriction of imports were outlawed
by the requirement that the monopoly “import and offer for sale
. . . quantities of the product . . . sufficient to satisfy the full do-
mestic demand.”’® Both the limitation on the resale markup and
the requirement that domestic demand be met were waived in the
event that some other form of treatment was specified in the
GATT tariff schedule of the country concerned.

Except for instances in which special arrangements were nego-
tiated and included in the schedule of a contracting party, there
has been no case in which the state trading provisions of the agree-
ment have been invoked or in which any contracting party has
complained of their violation by another. In 1947, as a concession
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to the United States, France in its GATT tariff schedule recorded
an undertaking to {imit the resale markup on imported wheat. In
1949, Italy granted a similar concession on wheat and rye. France
also agreed in the 1947 negotiations to a minimum annual pur-
chase commitment for leaf tobacco and cigarettes.

In the case of a larger number of state monopolies, operated for
revenue purposes, no effort appears to have been made to apply
the GATT provisions. France has state monopolies for the import
of petroleum and coal; Germany, for alcoholic beverages; Italy,
for cigarette paper and lighters. The operations of the French coal
monopoly and the 1talian cigarette monopoly clearly have protec-
tive effects.

Contracting parties have not, however, demanded compliance
with the GATT state trading provisions in these instances, almost
certainly because of the difficulty of obtaining accurate informa-
tion concerning the details and results of monopoly operations.
But it is rather curious that available GATT records show no case
in which a contracting party has demanded that a country main-
taining an import monopoly reveal its resale markup for 