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Trade and Financial Interdependence
in the World Economy

Sven W. Arndt and Lawrence Bouton

The recent debate over America’s involvement in the
world economy has intensified as a result of cconomic
developments in the past four or five years. These
changes have placed certain sectors of the U.S, econ-
omy under severe competitive pressurcs from abroad.
Unprecedented budget deficits, the sharp appreciation
of the dollar, and the stronger performance of the U.S.
economy relative to its trading pariners have fucled
concerns about the competitive position of the United
States in the world economy.

in addition, many are concerned that the interna-
tional trading order and the international financial sys-
tem may not be performing their intended functions.
With regard to the trading order, guestions have arisen
about the benefits from frecr trade at a tim¢ when
more countries are turning to managed trade and pro-
tectionist sentiment is on the rise. Somc believe that
the international financial system, for its part, no
longer facilitates the transactions of goods but domi-
nates them. This article discusses these issucs and ad-
dresses the policy options available to government

leaders.

The International Trading Order:
Free or Managed?

The present trading system, though commonly re-
ferred to as free, is in fact not really free. Compared
with many periods in history or with what might exist
in the future, however, it is relatively free. There can
be no doubt that trade is managed. As tables 1 and 2
show, it is influenced and guided in a thousand ways

Svex W. ARNDT is a resident scholar in international cconomics al
AEL and director of international trade studies under the project
Competing in a Changing World Economy. LAWRENCE BOUTON is
a research associate with the project.
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not only by policies aimed directly at the international
movement of goods but also by “domestic” policies
that, despite their internal focus, have international
implications. They affect trade prices and volume and
shape the structure of international markets. By some
estimates, 50 percent or more of world trade is subject
to some form of intervention.

Intervention includes tariffs, which work directly on
prices, and quotas, orderly marketing agreements, and
voluntary export restraints (VERs), which work in the
first instance on volumes. Thesc two types of instru-
ments may be used interchangeably to achieve a given
degree of protection for domestic producers, but quan-
litative restrictions are more inefficient and costly.
Ironically, as the GATT (General Agreement on Tar-
s and Trade) has successfully limited the use of tar-
iffs. countrics have increasingly resorted to less effi-
cient and more costly quantitative restrictions, such as
quotas and VERS. In addition, intervention by means
of licensing, certification, testing, and bonding re-
quirements has proliferated.

In contrast to such trade-targeting intervention,
other practices do not discriminate explicitly between
home and foreign goods. Nevertheless, they do affect
the pattern of trade and the structure of the world’s
wmarkets” for traded goods. Tax, subsidy, R&D, and
regulatory policies have such international effects, as
do many agricultural price and income support poli-
cies. Such policies, however, arc often claimed to be
“domestic” and hence not subject 10 international ne-
gotiation.

For most countries the preferred trading regime lics
somewhere between truly free trade and autarky, but
there is nO unanimity among countries on the optimal
gystem. Altitudes not only vary among countries but
shift within countries over time. During periods when
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TRADE AND FINANCIAL INTERDEPENDENCE

TABLE 1
PERCENTAGE DISTRIBUTION OF TARIFFS FOR
INDUSTRIAL PrRODUCTS:
UNITED STATES, EUROPEAN COMMUNITY, AND JAPAN

Tariff United States  European Community Japun
Free 310 37.9 36.3
0.1-5 4.1 19.0 25.2
5.1-10 17.8 3235 14.6
10.1~15 1.9 9.1 29
15.1-20 22 1.3 0.8
20.1-25 0.8 0.2 0.1
25.1-30 1.2 - 0.1
30.1-35 0.9 - —
35.1-40 0.0 — -
40.1-45 0.1 - —
45.1-50 - — -
Over 50 - - -
Totat 100.0 100.0 100.0

SOURCE: Bela and Carol Balassa, “Industrial Protection in the Developed
Countries,” The World Economy. vol. 7. no. 2 (June 1984).

trade liberalization is popular, the dominant percep-
tion is that more is 10 be gained than lost from liberali-
zation. This, indeed, has been the prevailing attitude
for most of the postwar period. Today this consensus
appears o have dissolved, giving way to doubts not
only about the benefits of further liberalization but
also about the existing degree of liberalization. Ques-
tions of equity and fairness are raiscd. The benefits
and costs that accrue to a given country from an act of
liberalization are seen to be unevenly distributed
among citizens, and the distribution of bencfits among
countries is also perceived as uneven, with countries
accusing their partners—Japan in the current cpi-
sode—of trading unfairly, of exploiting the system, of
refusing to play on an “cven” field,

This issue of equity and fairness, both among and
within countries, is crucial and needs to be addressed.
The traditional argument for free trade is simple and
straightforward. It holds that free trade brings benefits
to countries because it forces them to use their re-
sources more effectively, so that a given national en-
dowment of resources will generate the highest achie-
vable levels of consumer satisfaction and welfare. It
does not claim that countries participating in liberali-
zation will share the benefits equally. Indeed, if the
source of the benefits is a more efficient use of re-
sources, the countries whose resource allocation had
been most distorted might be expected to gain most
significantly.

[
[¥]

Further, the traditional argument evaluates costs and
benefits at the country rather than at the group or
individual level. It assumes that the question of how
costs and benefits arc shared among citizens within a
country can be resolved by the political process. in
practice, however, the political process and its institu-
tions do not always find it casy to manage the distribu-
tional problem. This is especially true when the costs
but not the benefits fall on large and vocal interest
groups. The Western democracies now appear to be
facing preciscly such difficulties as they attempt to
deal with declining competitiveness in a varicty of
traditional industries. Not only does declining com-
petitiveness affect large numbers of citizens, but the
speed and the magnitude of the implied adjustment
appear to exceed levels of political tolerance. 1n the
United States the problem is compounded by macroec-
onomic policies that have, by means of the dollar ap-
preciation, further impaired the competitive position
of U.S. producers.

As for how trade should be managed, therefore,

TABLE 2

PERCENTAGE OF INDUSTRIAL COUNTRIES' IMPORTS
COVERED BY NONTARIFF BARRIERS

Imports from

Developed  Developing

Imporier countries  countrics
United States 13.0 5.5
Japan 19.2 5.4
Switzerland 22.6 48.8
Sweden 1.0 7.0
Norway 8.2 10.9
Austria 15.0 8.1
European Community* 15.1 11.8
Denmark 2.4 19.2
Ireland 15.0 9.5
France 20.1 7.1
United Kingdom 14.9 14.3
Italy 12.5 7.0
Federal Republic of Germany 12.6 8.5
Netherlands 16.1 19.8
Belgium and Luxembourg 19.2 29.7

Norg: This table is based on detailed information on nontariff barricrs
available in UNCTAD. The figures measure the vatue of impons affected
by nontarifl measures in relation to total impons. {mpoent figures are from
1980, whereas the information on nontanff barricrs applies w 1983, If a
country’s import restrictions are rigorous, it imports little, and few of its
imports are affected by restrictions. Thus these figures provide little basis
tor comparisen amoeng countries in the twtal amount of restrictions.

a. Weighted average: excludes Greece,
SOURCE: The World Bank, World Devefopment Report, 1983,
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three approaches offer serious possibilities. First. pol-
jcy management at the macroeconomic level could be
improved 10 take more explicit and systematic account
of its effects on exchange rates and competitiveness.
Second, the ruies of the game need to be reviewed and
improved. Third, the mechanism by which the burdens
and benefits of international competition arc distrib-
uted domestically needs to be managed more effec-
tively. We take up each argument in turn, beginning
with the last.

Managing the Domestic Effects of International
Competition. The conditions of competition in world
markets are in constant flux and require continuing
adjustments in resource allocation. The question is,
How should that adjustment be managed? One answer
is to “leave it” to the market. This is the approach
typically taken by “frce trade” advocates, who would
look to the changes in relative prices and profitability
brought about by changes in competitiveness as the
signals guiding resource reallocation.

Another approach is based on the proposition that
markets do not automatically provide for adjustment
or do so only at great human cost and that productive
alternatives for workers and capital may nol always
cxist. To overcome these and other market “failures,”
various types of policy activism are proposed. Both
approaches accept the maintenance of “cssential” in-
dustries for national security reasons. but they dis-
agree on the definition of “cssential.”

The activist approach has been encouraged at the
national level, where it includes market sharing and
industrial targeting. and at the international level.
where producer cartels play a major role. The main
featurcs of these proposals are described below.

Market sharing. At the national level market-shar-
ing policies are used to limit import penetration. as
when auto or shoe producers insist that imports be
limited 1o some fraction of the home market. At the
regional level in Europe market-sharing or production
cartels have been sanctioned by the EC Commission,
Steel is one such example. At the international level
efforts to control market access arc exemplified by the
Multi-Fibre Arrangement.

Import quotas constitute another approach to market
sharing. When applicd on a country-by-couatry rather
than on a global basis, they creaic incentives for eva-
sion based on shifts in import sourcing 10 countries
that have not exhausted their quota or were not initially
covered by the arrangement. Thus. when Asian coun-
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iries covered by textile guotas reached their limits.
production and therefore U.S. imports shified to coun-
wries not covered by the arrangement. On the basis of
this expericnce, onc may confidently predict that en-
forcement of the new U.S. steel quotas with respact to
existing suppliers will increase imports {from countries
not covered by the agreement.

Industrial policies. Industrial policics are germance
to the question of managed trade because they aim to
manage competitiveness. The public discussion of in-
dustrial policy has involved claims and counterclaims
based on belief. imperatives, and assertions but rarely
on evidence. Evidence is hard to come by, and much
of it comes either from other countries and hence from
different cultural, political, social, and institutional
contexts or from other times in the history of this
country and hence from other conditions.

While the debate on this issue continues, it is proba-
bly safe to say that a policy of comprehensive indus-
tria} targeting will not work in the American economic
and political context. This is not to say that there is no
room for significant improvernent in the way U.S. pol-
icies, both microeconomic and macroeconomic. affect
American industrics and American competitivencss.
As the recent discussion of tax reform shows, the in-
fluerice of tax policy on industrial structure is perva-
sive and complex.

Industrial change is crucial to long-run competitive-
ness in a dynamic trade cnvironment. To some extent
the argument favoring industrial policy is based on the
fear that private cntreprencurs and unions will not per-
ceive shifts in the competitive climate or, even if they
do. that they will not possess the resources o exploit
them. Further, it is feared that research and develop-
ment. innovation, and technological change have be-
come so complex, costly, and risky that they will ex-
ceed the resources not only of individual enterprises
but also of private capital markets.

These fears are not easily documented, especially in
light of abundant supplics of venture capital and recent
successes in America’s Silicon Valiey and elsewherc.
Moreover, while American advocaies of tndustrial and
R&D policy cite the example of such policies in other
countries, officials from those countries seek ways to
emulate the fexibility of America’s venture capital
markets and private cnterpriscs. Although there is.
undeniably. strong interaction between private markets
and the policy environment, in contemporary Americi
the government is probably betier at providing a sup-
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portive environment through budgetary, monetary, and
regulatory policies than at managing industrial policy,
And il industrial policy in general does not hold prom-
ise for the United States. then industry-specific trade
policy and trade management are equally thappro-
priate. : :

The competitive position of industries, of firms, of

plants, and of products is subject to shifting pressures
over time. The evidence, though not entirely conclu-
sive, suggests that the United States is most competi-
tive in commoditics based on natral resources with
which the country is relatively well endowed (land-
intensive agriculture, for example) and in commodities
requiring scientific and engineering skills (human cap-
ital) and produced with technologies that are relatively
new, have not been standardized, and cannot be
quickly or easily copicd. As products and their tech-
nologies become standardized and subject to imita-
tion, international productivity differences are nar-
rowed, and countries with abundant low-cost labor
gain the competitive edge. Standardization and repli-
cation bring competitive challenges in traditional as
well as in high-tech industries.

Consequently, producers in industrial countries
must constantly scarch for new and better products
and production technologies, and -workers must con-
stantly improve the quality of their skills if they wish
to maintain, let alone improve, their living standards.
The period in which they may expect 10 enjoy their
lead over the encroaching competition is often quite
short, meaning that flexibility and the capacity to ad-
Just are crucial. Yet the greater the need for flexibility
and adjustment, the less likely are governmental poli-
cies (such as industrial targeting) to fit the bill. Large
companics, too, need to be alert to the dangers of
rigidification.

These considerations suggest an approach that lies
somewhere between the laissez-faire notion of “let the
market do it” and the dirigiste method of industrial
targeting, They suggest that markets and market sig-
nals must indeed be the major determinants of re-
source allocation in the long run but that short-run
rigidities and immobilities must be recognized and
accommodated through the adjustment process. Al-
though government policies may be needed to accon-
plish this, those policies should be aimed at facilitating
the reallocation of labor and other productive re-
sources in ways that are compatible with long-run
market forces.

Managing macroeconomic influences on comperi-

tiveness. When a country has lost competitiveness in a
basic sense, refusing to recognize such developments
is costly and ultimatcly sclf-defeating. Not all ob-
served shifts in competitiveness are permanent, how-
ever. In recent years exchange rate movements brought
about by monetary and fiscal policies have played
havoc with the competitive positions of American pro-
ducers in home and forcign markets. A dollar appreci-
ation that is viewed as temporary does not and should
not affect the strategic decisions of firms. Sourcing
procedures may be altered to compensate for exchange
rate changes, the timing of decisions may change, and
hedging and other currency operations may be utilized
more intensively, but strategic decisions about plant
location and investment are generally not immediately
affected.

A sustained appreciation, however, must eventually
affect resource allocation and business decisions in a
fundamental way. Workers on layoff are not rehired,
capital spending plans are reduced, temporary shifts in
sourcing from home to foreign suppliers become per-
manent, and firms turn seriously to the possibility of
relocating plants to foreign shores.

In recent years the major threat to competitiveness
in U.S. manufacturing as welt as in agriculture has
come from the pronounced appreciation of the dollar.
As it persists, it will increasingly force structural
change in the economy. But such a restructuring was
neither intended nor anticipated when the macroeco-
nomic policies that created it were formulated. That is
typical: in the United States, policy making at the
macroeconomic level tends 1o ignore exchange rate
and trade effects. This is, therefore, an area of policy
desperately in need of improved management.

Recently, atiention has focused on the deteriorating
trade balance and its relation to employment. In the
absence of that $100 billion plus import surplus, so it
is claimed, many morc Americans would have jobs,
and gross national product would be larger. Increas-
ingly, the government is called upon to “do some-
thing™ about the trade deficit. But the government can-
not do something to the trade balance without doing
something as well to other parts of the ECONOINY.

Inasmuch as the trade deficit is the resulr of policies,
changing it but not them will merely force some other
part of the economy to accommodate those policies.
An import surcharge. for example. will raise domestic
prices and domestic interest rates, thereby crowding
out domestic investment. Unsterilized exchange mar-
ket intervention designated to “bring the dollar down™

AEI FOREIGN POLICY
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produces monetary expansion that raises the rate of
inflation. Hence a scrious effort to manage the trade
deficit must focus on the policies that produced the

deficit.

ylanaging the International Trading System. In the
near term the major task facing policy makers is 10
correct a competitiveness problem created mainly by
macroeconomic policies. That is principally but not
wholly an American problem. In the longer run the
rules, practices, and instilutional arrangements in in-
rernational trade need to be refurbished. That concerns
all countrics. There are severa) issues. First, the exist-
ing rules and provisions of GATT are increasingly
circumvented and violated everywhere, including in
the United States. Another is the dispute settlement
process, which creates more rouble than it solves.
Second, it is time to bring agricuitural trade and the
«domestic” policies that affect it under GATT surveil-
lance. Third, issucs such as services trade and intel-
lectual property rights need to be placed in a multila-
teral negotiating process. (See appendix.) Fourth, in
the area of industrial trade, ways must be sought to
stem and then reverse the recent slide oward the use of
highly distorting guantitative measures of protection.
The world trading system is riddled with distortions,
some of them the result of market imperfections and
externalities but most of them associated with perva-
sive governiment intervention. In such a system free
trade and market-detcrmined resource allocation con-
stitute an ideal at best. Moreover, in a distortion-rid-
den world, removal of a single distortion does not
necessarily lead to improvement. In such an environ-
ment it is easy to become convinced, as rmany recent
commentators have, that the United States should
abandon free or freer trade as a policy goal and stop
relying on markets o allocate resources. The argu-
ment heard more and more frequently is that the
United States should manage trade, using its weight
and size 1o extract gains by mcans of trade interven-
tion, and that it should manage competitiveness by
means of an explicit industrial policy. The underlying
perception is that the world is becoming increasingly
mercantilistic and that joining the crowd is the only
means of survival. While therc is no doubt that the
United States could usc its economic size and domi-
nance to improve its terms of trade, both theory and
historical evidence suggest that protectionist binges by
major trading partners ultimately reduce the volume of
wrade, have little impact on the terms of trade, and
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bring widespread welfare losses. In other words. stan-
dards of living in general decline although specific
groups can be made better off.

Although trade wars are clearly inimical to the inter-

osts of all. a major power may be tempted to push
protection just far cnough to avoid retaliation from
trading partners. In that case substantial gains can be
extracted, but they come al the expense of others.
Therein lies the dilemma for U.S.. EC, and Japanese
policy makers: can a Major cconomic power ride the
protectionist trend and hope to escape the consc-
quences that both theory and historical evidence pre-
dict? Aliernatively, could a major power use its eco-
nomic weight and influence 10 coerce other countries
into abandoning beggar-thy-neighbor policies? While
the answer to the first option is almost certainly nega-
tive and that to the second positive, the design of ap-
propriate strategics is by no means easy. Still, to
search for ways in which economic influence might be
used to create a less distorted trade environment not
only is legitimate but also would help focus efforts on
positive and constructive rather than on defensive ap-
proaches to management of the trade system.

What are the means by which U.S. policy makers
and those in like-minded countries might seek to
strengthen the international trading system? Muitila-
teral approaches within the GATT framework have the
advantage of an existing institutional setting upon
which much could be built; they would protect the
most-favored-nation principle and avoid the trade-dis-
torting “third-country” cffects of agreements that are
not multilateral.

Unfortunately, the GATT process can be quickly
stalled by inaction and foot dragging on the part of its
larger and more important members. The failure of the
Bonn summit in May 1985 to agree on & timetable for
the start of negotiations raises questions about the
prospects for multilateral negotiations and fears about
delays and about the likelihood that recalcitrant mem-
bers will extract concessions that will effectively pre-
clude negotiations on important issues like trade in
agriculture.

The time may indeed have come for alternative ap-
proaches. With France an important holdout at this
juncture, the European Community is unlikely to
move very far without French participation, and that
means that the prospects for progress within GATT are
extremely limited. This, in turn, creaies a major pol-
icy dilemma for the United States and other countries.
They may elect o wait out the coming French elec-
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tions in the hopes that the prospects for negotiations
would then improve. Waiting has its own dangers,
however, in that it creates frustrations that would feed
protectionist pressures in the United States and raises
the probability that trade talks will become the victim
of the next recession. Still. delaying might on balance
be the preferred strategy if there existed a reasonable
expectation that Europe would become a vigorous par-
ticipant in multilateral negotiations. Unfortunately, the
probability, though doubtless positive, is not very high
that Evrope will be prepared to negotiate seriously
such outstanding issues as agricultural trade, trade in
services, and the like. Elections will be coming up
clsewhere in Europe in 1987, and recent evidence sug-
gests the absence of broadly based European support
for trade liberalization, even though such liberaliza-
tion could be quite beneficial.

Hence it would appear that the United States should
explore alternative approaches 1o trade negotiations
that would exclude Europe but keep open the door for
future European participation. It is, therefore, prefera-
ble that negotiations remain under the GATT um-
brella, which does allow a majority the option of es-
tablishing new rules that they apply to themselves. In
the design of alternative approaches, Pacific Basin na-
tions will naturally play an important role, but it would
be a mistake to ignore the potential contribution that
developing nations elsewhere, and especially in the
Western Hemisphere, could make.

lnter_na!ional Financial Markets

Do International Financial Arrangements Distort
Exchange Rates? The international monctary Sys-
lem—or nonsysiem 1o its more severe critics—is often
taken to task for failing in one way or another to per-
form its intended functions. In recent years two spe-
cific objections have repcatedly been raised. One con-
cerns the effectiveness with which the system
“intermediates™ between lenders and borrowers or
surplus and deficit countrics, This issuc is taken up
later on.

The sccond complaint asserts that international cap-
ilal movements and transactions that are primarily fi-
nancial have increasingly come to dominate the eco-
nomic relations among countrics. This situation is al-
leged to have increased volatility and uncertainty in
financial markets, but, most important, it has domi-
nated the movement of exchange rates. As nominal
exchange rates have increasingly been driven by finan-

cial market behavior, they have drifted away from rela-
tive prices and have thereby produced substantial
movements in real exchange rates. Such real exchange
raie movements can have far-reaching effects on com-
petitive positions and resource allocation, particularly
when they imply protracted departures from values
that arc sustainable in the medium term.

Several perspectives support this argument. One,
with a long history, holds that only commodity trans-
actions have economic value, because they involve the
exchange of something “real” and hence create wealth
and add to well-being, while international financial
transactions are ephemeral, unrcal, and speculative
and do not add value. Hence exchange rates should be
determined by the former alone. This view, which is
more prevalent in Europe and elsewhere than in the
United States. leads to various interventions that dis-
criminate between commercial and financial transac-
tions: two-tier exchange rate systems and exchange
controls are examples.

On the whole, this view must be rejected as simplis-
tic and as likely 10 yield policy solutions that do more
damage than good. It is simplistic because it ignores
very powerful links between financial and real seg-
ments of the economy, which imply that interfering
with financial capital movements will have real ef-
fects. It is not relevant to policy, because the ability of
the regulatory authorities to distinguish between pro-
ductive and unproductive capital movements is strictly
limited. thus making capital market intervention a
biunt and indiscriminate instrument.

A more sophisticated argument notes that capital
attracted by relatively higher rates of return on dollar-
denominated assets, and 10 a lesser extent by safe-
haven considerations, has pushed the dollar to its ele-
vated levels. These interest-sensitive capital flows arc
the result of investors’ decisions; to the extent that they
are based on relative returns and prudential consider-
ations, they are no less economically meaningful than
decisions to buy or selt commodities that are based on
relative prices and profitability. Accordingly, if pre-
vailing exchange rates are felt to be out of line,
macrocconomic policies must be changed in ways that
produce exchange rates sustainabie in the longer run.

That is much more easily said than done, however.
as the ongoing political tug of war in Washington
makes clear. The United States adopted a policy re-
gime that paid little or no heed 1o its exchange ratc
effects. That regime has brought economic gain to
substantial numbers of Americans while wreaking
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havoc in the tradable goods sector. With most Ameri-
cans benefiting. it is politically very difficult 10 put
through the necessary but painful correctives; mean-
while, politicians are busy scarching for less painful
alternatives, among which are import surcharges and
other forms of selective and discriminatory
intervention.

An import surcharge would certainly raise rcvenue
with which to reduce the budget deficit, but it would
have side effects, many of which are poorly under-
stood. Hence this solution might easily aggravate long-
term problems. It might provoke retaliation, and it
would contribute to a deterioration in the trading game
as the United States, the major monetary and trading
power, justified trade intervention (o compensate for
poorly formulated domestic macroeconomic policies.

Moreover, while an import surcharge would provide
2 measure of relief to domestic producers of import-
competing goods, it would do so only by worsening
the situation for U.S. expotters in several ways. First,
such a policy is likely to raise the value of the dollar
still further, thereby making exports still more expen-
sive abroad. Second, it might raise U.S. intercst rates,
thereby raising the cost of export finance. And, third,
to the extent that U.S. imports and import-competing
goods serve as inputs in the production of U.S. ex-
ports, the dollar cost of producing exports would rise,
making them still more uncompetitive. If the import
surcharge is meant to offer a measure of relicf to trada-
ble goods producers, then the revenue gathered in this
way should be redistributed to export producers in the
form of a subsidy.

Doubtless other aspects of this and other interven-
tionist strategies need to be better understood, but one
thing is clear already. The current American difficul-
tics with respect to exchange rates, trade, and competi-
tiveness are mainly the self-inflicted wounds from pol-
icies that failed to anticipate powerfully destructive
side effects. To solve these difficulties with policies
whose effects are equally poorly understood makes
little sense.

The preceding discussion has focused on exchange
rate levels and their effects on trade and competitive-
ness. In recent years, however, exchange rates have
also been quite volatile, fluctuating frequently around
their longer-term values. This has raised concerns
among some analysts that exchange rate volatility may
reduce the volume of world trade by making interna-
tional transactions more risky and hence less attrac-
tive. This question has been studied extensively, the
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bulk of the evidence suggesting no link between cX-
change rate volatility and the volume of trade.’

Does the International Financial System Facilitate
Trade and Economic Development? When OPEC
dramatically altered the terms of trade between oil-
exporting and oil-importing countries, it fell 10 inter-
national financial markets in general and to multina-
tional banks in particular to manage an income
transfer between two groups of countries that could
not have been more mismatched in their economic
needs and preferences. The Middle Eastern oil-export-
ing countries werc incapable of absorbing immediately
the immense wealth transfer that had come their way:
they ran current account surpluses and invested the
excess of income over spending in highly liquid assets
denominated in U.S. dollars and in a small handful of
hard currencies. The oil-importing countries, espe-
ciatly those in the third world, needed long-term loans
to finance their deficits but offered investment oppor-
wunities that held little interest to oil exporters.

Consequently, direct financial interaction between
surplus and deficit countries was impossible, giving
rise o the need for international financial intermedia-
tion. Morcover, whereas financial interaction among
developed countries occurs through a broad range of
channels (including equity and debt markets, dircct
‘nvestment, and international lending), the peculiari-
ties and preferences of the principal creditors and
debtors in this case restricted the bulk of intermedia-
tion to international bank lending (and official institu-
tions); thercin lies a major explanation for the subse-
quent disruption and crises in the international
financial system.

Most observers would agree that the banks per-
formed their role of financial intermediarics reasona-
bly well. Mistakes were made, of course, but many
placements that look ill advised in retrospect seemed
justifiable in light of conditions prevailing at the time
they were made. Then, in 1979, the U.S. Federal Re-
serve System altcred the policy signals in a fundamen-
tal way. Simultancously the U.S. government, newly
elected in 1980, embarked on a policy of fiscal expan-
sion that turned out 10 be unprecedented in scope and
magnitude. When it was all over, three key features of
the world economic environment had changed and by

1See for exampic, Robert Solomon, “The Conscquences of Ex-
change-Rate Variability.” Brookings Discussion Papers in Interna-
tional Economics, no. 24, December 1984,
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changing had totally altered the viability of debtor-
creditor relationships.

Actual and expected inflation rates declined. raising
the long-run burden of debtor countries, which had
hoped that inflation would erode the real valuc of their
debt. The industrial countries entcred a scvere and
prolonged recession, which destroyed markets for
debtor country exports and hence debtor country for-
eign exchange earnings. And world interest rates rose,
making the debt burdens of developing countries sub-
stantially more onerous. The rest is history.

The judgment that international banks discharged
their obligations with reasonable proficiency, given
the circumstances, does not, however, imply that the
internationa! financial sysiem was functioning as well
as it could. The problem arises from the concentration
of international financial intermediation in a single
channel—international bank lending. In principle, and
in practice as far as the relations among industrial
nations are concerned, the international financial in-
termediation process offers a variety of channels
(banks, securities markets, and direct investments
among them) and proceeds by way of a broad range of
instruments offering varying degrees of liquidity, ma-
turity, and risk. In other words. it is highty diversified.
offering prudent and risk-averse lenders and borrow-
ers opportunities for asset and liability diversification.
When those opportunities are eliminated. for whatever
reason, any drastic change in the economic environ-
ment exposes both creditors and debtors to greater
dangers.

To visualize the difference, onc need merely imag-
ine what would have occurred if the liabilitics of
debtor countries had been more diversified. contain-
ing bank loans as well as equity and bond financc and
direct investment. Stock and bond markets would have
downgraded debtor country obligations and reduced
their market values, equity issuers in developing coun-
tries would have stopped dividend payouts, foreign
firnis with investments in those countrics would have
suffered reduced profits or losses, and loans from in-
ternational banks would have required rencgotiation.
Adjustment would still have been required, but the
burden of adjustment would have been diversified and
casier to bring about. It is by not providing an ade-
quate measure of diversification that the international
financial system can be said to have “failed.”

Why did it fail? The answer is relatively simple, but
the solution is complex. The oil-exporting surplus
countries had highly skewed asset and liquidity prefer-
ences, as we have already seen. On the side of oil-
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importing developing countrics several forces were ap
work. The weakest and poorest among them had ne
access to world financial markets because they had no
assets to sell; neither did they offer very attractive
targets for direct investment. Bank and official (con-
cessionary) financing reatly offered the only viable
alternatives. For a number of other developing coup-
tries, the major Latin American debtors among them,
the matter is morc complicated. Poorly functioning,
overregulated, and heavily distorted domestic finan-
cial systems not only kept foreign investors out but
created incentives for capital flight. Tendencies for
governments to dominate the allocation of capital
added to the difficulties. And, finally, widespread hos-
tility toward foreign firms and foreign investment cre-
ated a climate inimical to dircct investment inflows. In
other words, the debtors contributed to their own diffi-
culties by limiting the opportunities a well-diversified
international financial system would normally offer.
And to arguc that no one could have anticipated the
sharp changes in world economic conditions misses
the point: diversification is prudent precisely because
unforeseen and unforeseecable events do take place.

What makes this point crucial is that the problem
still exists and that little is being done to deal with it.
This will prolong the debt crisis, delay recovery and
growth in many developing coumtries, and thereby
threaten the political foundations of what are often
very fragile democracies. It is unlikely that interna-
tional banks will return any time soon to substantially
larger exposure in many third world countries, so that
a larger role must be given to other channels of inter-
mediation, including dircet foreign investment. But
such investment is not likely 10 increase to the cxtent
needed without substantial improvement in the treat-
ment of investment. What is needed is an improved
code of standards and enforcement provisions dealing
with the rcgulation. taxation, and political treatment of
foreign investment. Negotiation and installation of
such a code should be high on the foreign policy
agenda of the United States.

Such an effort constitutes an imposing challenge
even under the best of circumstances, but the moment
may nevertheless be propitious for a multilateral effort
in this area. The multinational banks and the govern-
ments in many developing countries have learned the
meaning of exposure and are likely to move cautiously
for some time to come. That creates room in principle
for alternative approaches to intermediation. More-
over, the austerity conditions that have come with
IMF-sponsored renegotiation of debt packages may
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make those alternatives more appealing in compari-
son. Hence an initiative at this time may offer some
hope-

As for the greater use of sceurities markets, nothing
significant is likely 10 happen without serious financial
reform in most developing countries. Financial mar-
kets there are underdeveloped and overregulated, rules
and standards are inadequate, and the general environ-
ment creates incentives that contribute (0 the misallo-
cation of capital. The flight of private capital that has
aggravated the debt problem of some countries is an
example. But while the problems of financial market
structure are acute, they arc problems, unlike many
others, over which developing countries have a consid-
erable measure of control. Serious and significant re-
forms are urgently needed.

Trade Talks and the Monetary System: Should
They Be Linked? In the U.S. Congress and abroad,
the proposition has been advanced that trade negotia-
tions must be accompanied by discussions of interna-
tional monetary issues. The proposition is noncon-
troversial if what is meant is simply that exchange rate
misalignments have been a major cause of shifts in
competitiveness and conscquent pressures for protec-
tion and that a more sustainable pattern of exchange
rates would clear the air and facilitatc the bargaining
process.

Frequently, however. the proposition is intended 10
suggest that trade issues cannot be negotiated except in
the context of a particular exchange rate regime. And
then it becomes quite controversial, becaus¢ to most
observers a trade-distorting practice is a trade-distort-
ing practice, one that discriminates against and occurs
at the expense of a country’s trading partners regard-
less of the monetary regime within which it occurs.
This is not to deny that exchange rate patierns may
themselves affect competitiveness but simply to reflect
the longstanding proscription against the use of trade-
distorting practices designed to compensate for given
exchange rates. A tariff is. therefore. a tariff, an ex-
port restraint agreemcnt is just that, and an export
credit is an export credit, whatever the exchange rate
regime, and can thus be discussed independently of
that regime.

The conclusion, therefore, must be that misalign-
ment of exchange rates is a matter of major concern
and is a proper subject for international discussions (in
the OECD. IMF. Worid Bank. and so on) and that
other countries do themselves and the United States a
favor when they insist that policies be devised that will
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bring about a more sustainable patiern of exchange
rates. But these discussions can and should proceed
independently, and linking them to trade negotiations,
cither to achieve a certain exchange rate regime or 1o
extract concessions in trade negotiations, introduces
an extraneous and disruptive element and sets a prece-
demt that could be used at later stages to hold trade
talks hostage to further demands on cxchange rates.

One aspect of iniernational economic relations,
however, may usefully be tackled by the negotiating
pariners, again without formal links to trade talks. It
concerns pervasive barriers to capital movements and
the unfriendly environment for movements of invest-
ment capital. To put the problem another way, when
both commodity and capital markets are subject to
distortions, should financial and trade liberalization
proceed simultaneously, or should one precede the
other? This is a thorny subject, and the major reason
for avoiding a formal link is the complications that
would be added to an alrcady complicated problem.
Still. trade and the flow of investment capital arc be-
coming increasingly interdependent, so that trade -and
financial liberalization inevitably generate strong Cross
cffects.

APPENDIX

Services Trade:
An Agenda for International Trade Negotiations®

Services are an integral part of the international econ-
omy and should be subject to 2 framework of interna-
tional agreements and institutions governing interna-
tional trade. In October of 1984, Congress and the
president signaled their intention to negotiate such an
agreement. The Omnibus Trade Act of 1984 autho-
rizes the president to give high priority to the negotia-
tion of multitateral and bilateral agreements governing
services trade.

The United States should now implement this policy
and seck to create, in this decade. a workable and
effective international system of rules and dispute set-
tlement designed to maintain and foster liberal trade in
services. This policy should be flexible so that the
U.S. government can utilize every possible means to

* This scction was written by a team of rescarchers led by AEL
staff at the tequest of a number of members of the Service Policy
Advisory Commitiee to the U.S. Trade Represemtative. In slightly
amended form. it was included in the official set of recommenda-
tions presented to the Office of the U.S. Trade Represcntative by
the overall private sector Advisory Committee on Trade Negotia-
tions on April 13, 1985,
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achieve these ends, including bilateral. muliilateral,
and plurilateral negotiations in various forums. The
guiding principle of such a negotiating strategy should
be to conclude agreements on services whenever and
however possible provided that such agreements serve
the objective of liberalizing trade in services.

The increasing proliferation of nontariff barriers in
the service sector nccessitates bold and innovative
leadership by the United States. In order to have a
system of rules in place and operational by the 1990s,
the U.S. government should aggressively pursue a
trade negotiating strategy to establish precedents of
internationally agreed rules on services. Any such ef-
fort must include new negotiations and agreements to
protect intellectual property rights, which are essential
to fair trade in services. Although this trade policy
should build upon, and derive from the existing GATT
system, it should not hesitate to depart from the exist-
ing system, being innovative and bold. The United
States should seek an internationally agreed system of
rules respecting trade in services in which govern-
ments acquire rights and obligations after the GATT
model in their reguiation of services trade. F inally, the
recalcitrance of some countries, particularly develop-
ing countries, should not be permitted to obstruct
agreement among more developed countries for whom
services trade may be more significant.

The new services trade system should take the form
of an umbrella gencral agreement, forming a “consti-
tution” of general services trade principles to which
most developed nations should subscribe. In addirion,
there should be sectoral agreements, subsidiary to the
general agreement, to which countries might sub-
scribe @ la carte. Emphasis should be placed upon
those service sector agreements that form the infra-
structure of services trade. An effort should also be
made to amend the existing GATT nontariff barrier
codes to deal with services where appropriate.

Both the international general agrecement on services
and the subsidiary sector agreements should adopt cer-
tain general principles from the GATT. As discussed
more fully below, contracting partics should commit to
halting the introduction of new services trade barriers
on the date of accession. In addition, they should com-
mit themselves to reducing cxisting barriers in accord-
ance with a set schedule. They should obligate them-
selves to maintain transparent systems in which the
balance of their concessions is maintained and to re-
dress any subsequent change in the balance.

The principles of transparency, balance of conces-
stons, conditional most-favored-nation (MFN) treat-
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ment. and national treatment should be adapted and
borrowed from the present GATT system. In addition,
however, the United States should not allow the long-
standing inhibitions of the present international cco-
nomic system to prevent it from breaking new ground
in negotiating international rules on services. For ex-
ample, telccommunications forms the infrastructure
for services trade, much as shipping was, and is. for
merchandise trade. Therefore, emphasis should be
placed on the negotiation of a telecommunications sce-
tor agreement in which countries agree not to create
unnecessary technical barriers to telecommunications
services and 1o keep their regulation of telecommuni-
cations a political decision, potentially subject 10 in-
ternational negotiation. In addition, the present sys-
tem’s lack of international rules on the right to market
aceess is itself a major deficiency and inequity in the
existing intcrnational regime. Accordingly, it is criti-
cal that a right of market access be recognized if a new
system of international rules on services is to have any
meaning whatsoever. Negotiating such principles,
even on a bilateral basis, will require a willingness on
the part of the United States and its trading partners 1o
make concessions. Although this effort is likely to be
politically difficult and will raise international sensi-
tivities, the long-term economic benefit for the United
States makes such an effort a necessity.

Geographic Concentration. Because some regions
and nations arc more advanced in the services trade
area and have a larger stake in liberalizing services
trade, the United States should target its negotiating
cfforts toward these countries. Specifically, these areas
include Western Europe, North America, Japan, and
various newly industrialized countries (N ICs) of Asia.
Agreement among the nations of these four arcas
would represent a major advance and generate strong
pressure on other nations to join.

The top twenty-five countrics with the highest ser-
vice exports accounted for 87 percent of world exports
in 1980. Of the top ten, excluding the United States,
cight were from Western Europe (West Germany,
France, ltaly, the Netherlands, Belgium, Switzerland,
and Spain}, with Japan ranking number five. For the
United States, Canada and Mexico occupy a special
position, with much of their services export trade
moving over our borders ($6.6 billion and $4.3 billion
respectively in 1978). Finally, the service economies
of the ASEAN nations are growing rapidly—matching
their merchandising and manufacturing sectors—and
in the next decade Korea, Indonesia, Taiwan, Singa-
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pore. and the Philippines will undoubtedly join Japan
as major factors in the trading of international
services.

Given these circumstances, in upcoming GATT ne-
gotiations the United States should target its initial
muitilateral diplomatic efforts on the nations of thesc
areas. Should the GATT process fail to move toward a
new regime in services, then U.S. negotiators should
concentrate their attention on the construction of a
union of like-minded nations in what Ambassador
william Brock has termed a “GATT-Plus™ or a “su-
per-GATT." For services trade, if the United States
could pet agrecments from most European and
ASEAN nations, along with Japan. Mexico, and Can-
ada, the nucleus of an alternative, more liberal ser-
vices trade regime would have been created. Other
nations would sooner or later fall in line in order to
achieve the benefits of competing in the larger. more
open market of the “GATT-Plus™ nations.

Right of Market Access. The overriding goal of U.S.
negotiators should be the achievement of equal access
to foreign markets so that the United States and other
trading nations can take full commercial advantage of
the opportunities afforded in host-country markets.
Equal access should be ensured through strong provi-
sions for nondiscrimination and “national treatment,”
that is. the principle that imported goods and services
be accorded the same treatment as domestic goods and
services.

A sensible, realizable goal for services trade negoti-
ations is 10 guarantec, 10 the largest cxtent possible,
the equal access of foreign firms to domestic markets.
The aim would be to construct a package of rights and
obligations that would achieve for services the “na-
tional treatment” provisions embodied in article III of
the GATT for goods.

Such a package would consist of, among other
things, guaranteed access to the distribution system. A
foreign supplier of services, thus, would have the right
to contract with a local business to provide distribution
of services. This could be accomplished through a
shared joint venture, minorily interest with manage-
ment control or some type of licensing arrangement.
Another area of coverage would deal with professional
services that require a Jocal presence. A foreign televi-
sion firm. for instance, would have the right to con-
tract with fully accredited domestic professionals such
as cameramen or local film developers. Or, to turn the
issue around, local professionals would also have the
right to buy expertise from foreign firms. In any situa-

AND DEFENSE REVIEW

APPENDIX

tion where the domestic regulatory system required a
local corporate presence as a condition of doing busi-
ness. then the right of establishment would become a
negotiable trade issue rather than an investment issue.

Rules for Competition between Private Corpora-
tions and Government Monopolies. Because many
countries provide central services through govern-
ment-owned or -controlled entities—and because this
situation is not likely to change in the future—one
major organizing focus of the services trade negotia-
tions should be the development of a comprehensive
set of rules governing transactions between govern-
ment monopolics and private firms.

To promote competition, the United States is dereg-
ulating many of its scrvice industries, thereby allowing
foreign firms to gain more freedom to compete in the
United States. At the same time, the Reagan adminis-
tration plans to cut Export-Import Bank funds that
assist U.S. firms operating abroad in matching foreign
credit subsidies. Although Canada, Britain, and Japan
are privatizing and dercgulating some sectors, so far
these countries are exceptional. Most countries main-
tain government-owned or -controlled monopolies or
oligopolies to provide key services. Frequently, cross
subsidization is used 1o keep inefficient service pro-
viders competitive, and direct subsidization is used to
compete for business in third countries.

Government-owned or -controlled firms may enjoy
significant competitive advantages vis-a-vis private
U.S. firms in the U.S. market, in their own markets,
and in third countries. For cxample, foreign firms may
gain access lo the U.S. market while protecting their
own markets. Or. government monopolies may try o
play competing private firms oft against one another,
using their monopoly position as leverage. Govern-
ments will not lightly abandon their regulatory prefer-
ences: therefore, rules need to be negotiated to allow
for fair competition between government-owned and
-controlled firms and private firms.

Four generic problems need attention:

o Ability 10 provide services to the monopoly.
This is a procurement problem. Public monopolics
will frequently favor domestic service (and goods)
suppliers over foreign ones. When foreign suppliers
can provide quality services at competitive prices,
they should not be cxcluded from markets through
elaborate procedural, standards, or certification
mechanisms.

o Ability to purchase services from the monop-
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oly. Government-owned or -controlled firms too
frequently favor their own subsidiaries or firms
from their own countries, making it impossible for
others to compete. For example, in Japan. freight
handling regulations at airports discriminatc against
non-Japancse carriers, and in Europe airline reser-
vation systems exclude schedules of U.S. carriers.
A related problem is that horizontally integrated
monopolies may use cross subsidies to distort their
pricing, making it difficult for U.S. firms to com-
pete. For example, governments are willing to per-
mit state-run airlines to lose money, in order to fun-
nel tourist dollars into the economy.

© Ability 10 compete with the monopoly. Here
there are two related issues. First, uniess the mo-
nopoly allows the foreign service provider to “plug
in” to the underlying systems, there is no way it can
compete. But, even when permission to plug in is
granted, the monopoly may use its dominant posi-
tion to limit competition. For example, it does U.S.
data communication firms no good to reccive per-
mission to provide enhanced services if they cannot
use the basic service network on a fair basis. Yet the
providers of basic services are likely to be those
moving into the provision of enhanced services.
They can exiend their monopoly by restricting ac-
cess to their old services.

° Ability to compete in third markets. Some gov-
ernment-owned or -controlled scervice firms receive
significant subsidies that allow them to underseil
U.S. firms. For example, Korean construction firms
are subsidized when they bid for foreign contracts:
U.S. firms receive no comparable boost. Similarly,
there is the possibility that the opening of the IN-
TELSAT system to more competition, as the United
States proposes to do. will help subsidized French
and British satellite monopolics get a larger share of
the Atlantic communication traffic while giving up
very little of what they now dominate.

Inteliectual Property. The United States should de-
clare its intention to work toward the inclusion of intel-
fectual property issues—inciuding copyright. patent,
and trademark protection—within the international
framework of trading rules. Intellectual property is-
sues are central to two new trade areas the United
States has asked to be placed on the GATT agenda in
the next round of trade negotiations—trade in services
and trade in high-technology products. Without har-
monization and codification of intellectual property
rules, consolidation of institutions and the creation of
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consultants and dispute resolution procedures such as
those provided by the GATT. increased conflict among
the major trading nations is inevitable.

The inadequate protection of intellectual property
rights constitutes a major and growing problem for
many service industries. A survey by the Services Pol-
icy Advisory Committee of executives in the commun-
ications, publishing. and advertising industries, for
example. found copyright infringement to be the most
serious barrier 1o trade in services. Violations of in-
dustrial property rights occupy a similar position for
other services industries. Yet traditionally, intellectual
property issues have not been viewed as trade issucs.
Only the problem of counterfeit goods has received
any serious atiention in a trade negotiation forum.

There are now niany multilateral agreements gov-
erning the protection of inteliectual property rights as
well as regional and bilateral agrcements. The bulk of
agreements designed explicitly for intellecrual prop-
erty protection fall under the rubric of the World Intel-
lectual Property Organization (WIPQ), although WI-
PO’s jurisdiction is by no means all inclusive. Many
important agreements exist scattered among a variety
of other institutional structures.

Problems with the existing fragmented regime for
the protection of intellectual property rights abound.
The number of signatories 1o specific agreements is
often far t0o low for them to have any substantive
impact. Intellectual property agreements have failed to
keep pace with technological development, leaving
new and important intellectual properties unprotected.
Nonc of the existing agreements. further, establish
uniform international rules for the protection of indus-
trial properties or copyrights. They rest instead almost
exclusively on the principle of national treatment and
are designed principally to harmonize divergent na-
tional laws, not to eliminate the divergencies. Intelicc-
tual property laws vary widely from nation to nation
and both private and public sector studies indicate that
enforcement is often weak or nonexistent, particularly
in the developing world. Finally. the existing body of
international agreements fails to provide for enforce-
ment powers or bodies and offers no provisions or
mechanisms for the settlement of disputes.

Intellcctual property issues promise to remain at the
heart of trade in services problems in the future. The
international trading community must. therefore, be-
gin the process of integrating intellectual property
Guestions into the trade regime. The United States
should continue to identify trade-related intellectual
property issucs and actively seek their resolution in
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the GATT and other international trade forums.

The Centrality of Telecommunications. Because
telecommunications (informatics) constitutes not only
a separate service sector in its own right but also is a
driving force behind world competition in many other
service sectors (namely, banking, construction, pro-
fessional services, insurance), issue¢s crucial to the
smooth functioning of information flows should be
accorded a special priority in any trade negotiations.
More specifically, the United States should pursue
policies designed to encourage the maximum free flow
of information across countries’ borders.

An integrated international communication infra-
structure is to trade in services what the integrated
transportation infrastructure is to trade in goods. The
technology exists to permit affordable. instant voice,
data, and video communications between virtually any
two points on the globe. To the extent that govern-
ments allow the establishment of such communication
systems, services will become more tradable, that is,
international sales of services will involve relatively
more trade and less investment. As a result most ser-
vice industries including banking, insurance, engi-
neering and construction, health care, education. vari-
ous professional services. reservation services for
airlines and hoteis, and advertising will gain if they
are assured of free flows of information, at reasonable
expense, through a technically compatible system. In
addition, many goods-producing firms will benefit be-
cause services as an input to creating goads is on the
rise and goods-producing firms are earning more of
their total revenues from the sale of services.

The smooth functioning of the world information
cconomy depends on communications flows, If the
information flows in a company or between a company
and its customer or competitors are cut off. the firm is
crippled. Therefore, companies want to ensure that
they have continued access (o present communication
links and at the same time work 1o expand their own
networks.

Current problems are of two generic types: those
related to conduit and those related to content. First,
some countrics use technical barriers involving stan-
dards, equipment, and software to prevent the creation
of an integrated infrastructure. Second, countries may
limit what information can flow over the network (that
is, transborder data flows) or even the ability to tie into
an international network.

Complete integration of national and international
telecommunications is impractical because of national

AND DEFENSE REVIEW

APPENDIX

security and cultural sovercignty concerns. The
United States should, therefore, make the nondiscrim-
inatory access 10 foreign telecommunications equip-
ment, facilities, and services for U.S. firms a chief
trade policy objective. To achieve a freer internationat
flow of information, it is also desirable to work
toward: ’

° Acceptance of the principle that technical inte-
gration should be encouraged. To the extent that
countrics feel it necessary to monitor and control
information flows for national security or sover-
eignty purposes, they should focus on the informa-
tion that {lows through the system, not on the equip-
ment that allows for the creation of an intcgrated
system. Countries should also recognize the special
importance to an inherent right of offices of the
same company to exchange information freely.

° Ensuring that when countries choose 10 erect
barriers that inhibit the free flow of information
these barriers are made transparens. Barriers (o
trade in communication and information services
should not be disguised as instruments to promote
cultural or national security objectives.

Dispute Settlement. Achieving a satisfactory intcrna-
tional legal and institutional framework governing
trade in services requires an effective and workable
system for the settlement of disputes. Such a sysiem
might usc certain principles of the GATT as a point of
departure. For example, signatories to an international
services agreement should assume certain rights and
obligations. The GATT concept of “balance of con-
cessions” should be adapted and employed in the con-
text of services. Countrics engaged in practices that
nullify or impair the balance of concessions should be
obligated 1o restore the balance by providing trade
concessions of equivalent value (involving services,
goods, or both).

The dispute resolution procedure itself could in-
volve three stages. Where one signatory has a com-
plaint against another, both parties should be obligated
to enter into diplomatic consultations with the objec-
tive of resolving their dispute amicably. Second, if the
parties are unable to resolve their dispute through con-
sultations within a set period of time, the dispute
should be referred to a standing Committee on Ser-
vices composed of representatives from each of the
signatorics to the agreement on services. The commit-
tee will act as an arbitral body to encourage the parties
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to resolve their dispute. Finally. if the committee is
unsuccessful at resolving the dispute within a set per-
iod, the dispute should be referred to 2 "GATT panel.”
Just as in disputes arising over trade in goods, where
the GATT panel decides against onc party, the com-
mittee may authorize the other party to suspend obli-

gations under the agreement as a compensatory
measure.

Conditional Most-Favored-Nation Provisions. The
United States should include conditional mc t-fa-
vored-nation provisions in all negotiated sectoral and
bilateral services agreements to facilitate the expan-
sion of negotiated liberalizing trade terms (o a multila-
teral framework.

Changing conditions in the international competitive
environment for services require that the United States
adopt a multifaceted policy stance that combines a
more vigorous defense of U.S. interests in existing
mechanisms with the exploration of new strategies and
tactics. Multilateralism and, in particular, the GATT
still provide the central framework for the pursuit of
U.S. trade goals. Multilateral agreements of necessity,
however, are based on compromises among conflicting
governmental philosophies and do not provide the

means for complete protection of U.S. concerns.
Other policy vehicles—bilateral. regional, and sec-
loral—should be emploved to defend U.S. interests in
the services area. Such agreements could then serve as
the basis for future multilateral accords.

To facilitate the widespread adoption of liberalizing
principles established in a bilateral or sectoral agree-
ment, the United States should combine such efforts
with a conditional most-favored-nation principle. Con-
ditional MFN would provide for the extension of nego-
tiated benefits to all other countries willing to assume
the rules and responsibilities stipulated in that
agrcement.

Exceptions. The agreement should incorporate cer-
tain exceptlions analogous to cxisting exceptions to

GATT rules. For instance, signatories should be al-
lowed to deviate from their obligations under the
agreement for reasons of national security and where
serious injury is being done to a domestic service in-
dustry due to competition (within the domestic mar-
ket) from forcign service companies. Without such
exceptions, no country will find a GATT agreement on
services to be politically palatable.

Capital Formation and Movement:
The Human Dimension
Denis P. Doyle

Introduction

CAPITAL has two forms, physical and human. Phys-
ical capital is plant and goods, money and things; for
generations it has been viewed as both the symbol and
the source of wealth. It remains the symbol of wealth
but is no longer its principal source. Today human
capital is. Human capital is the acquired skills, abili-
ties, and attitudes that make individuals and socicties
productive.

DexIs P. DOYLE is director of Education Policy Studies at AEI and
director of research on human capital development under the proj-
ect Competing in & Changing World Economy.
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Although the term “human capital™ is graceless, it
forces us to think about the role of developed human
intelligence in the creation of wealth. A nation’s
wealth is measured today by its human capital. And
the “wealth of nations” remains the quintessential
question of political economy, as it was when Adam
Smith raised it two centuries ago. The nomenclature of
physical capital helps illuminate the role and impor-
tance of human capital. How is it formed? Who should
bear the costs of its formation? Who should enjoy the
benefits of its formation? How do we distinguish be-
tween individual and social benefits? Under what cir-
cumstances is human capital portable? When and why
do people move? Any nation that ignores these ques-
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