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Abstract

It is normally true that international trade negotiations result in making international
trade rules. What is not evidently understood, however, is whether international trade
negotiations are designed to apply international trade theories in making rules or not. To
put it clearly, what role do international trade theories play in international trade
negotiations and rule-making? This paper delves into this fundamental question and
analyzes the reasons for the inclination of sidestepping international trade theories in
international trade negotiations and rule-making. It observes that one of the fundamental
reasons is that most of the existing trade theories do not provide sufficient methodological
grounds to shape the rule-making process in the WTO. Second, some of these theories are
built to protect local interests through international regimes and thus are unhelpful in
shaping international rule-making. In most cases, trade negotiators obsessively try to
apply trade theories which have no prospects in defining the content of international trade
rules. Third, as an alternative inquiry, this paper analyzes and suggests welfare-
grundnorm as a theory and methodology for designing international trade negotiations and
making international trade rules.

1. Why Trade?

This paper discusses the rationale of international trade, mainly the reasoning of
trade. Trade, both at the domestic and international level, is justified mostly with similar
reasoning. The need for the existence and efficiency of a government, a profit motive of the
producers, and the needs and choices of consumers are the major factors that provide
rationale for both domestic and international trade. Nonetheless, some detailed
undercurrents make international trade more complex than trade at the domestic level.
The complexity is especially driven by the nature of trade: protectionist, managed, liberal,
and free. !’ Besides these three rationales of trade, the regime of international trade invites
one more rationale; trade as a means and basis of international cooperation.

International trade is not a recent phenomenon. Since early history, human beings
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have been engaged in trading activities, which Rivloi concisely calls “. . . the story of
humankind; all in all, a happy story indeed.” 2’ Trade is a human propensity and a happy
tendency nurtured by human nature, says Adam Smith. > However, the nature of ancient
trade, medieval trade, and modern trade is vastly different in terms of the diversity of
products, risk management, modes of trade, actors, institutions, and rules. This paper
cannot cover all these important issues in detail, but will provide a brief overview on the
development of the international trading regime from history to the modern day, especially
focusing on the post-war trading regime.

Broadly, the explanation of the rationale of international trade can be divided into four
paradigms: wealth and righteousness, wealth and advantages, increasing returns, and the
expansion of stakeholders’ welfare or welfare-grundnorm. Welfare is one of the commonly
found core elements in all of these four different explanations of trade. Despite a
significant amount of justification in placing welfare at the core, these paradigms explain
the rationale of international trade in substantially different ways.

From the age of Kautilya*’ and Plutarch ®’ to recent days, one of the rationales of
trade is built on the idea of righteousness of international cooperation and the tools of
wealth accumulation. Kautilya appreciated the role of international trade for promoting
international cooperation, focusing on the worth of trade policy and rules in the promotion
of international trade. A more systematic explanation and justification of international
trade, associated with the idea of acquiring wealth set off by the idea of certain advantages,
came from Adam Smith, David Ricardo, and Heckscher-Ohlin. The New Trade Theory, built
on the idea of increasing returns and monopolistic competition, offers a more sophisticated
explanation of international trade. Complementarily elements of welfare exist in all these
three explanations, but their shortcomings in the vindication of the perspectives of
stakeholders gives rise to the emergence of a fourth paradigm called welfare-grundnorm.
The fourth paradigm focuses on the dynamics of stakeholders’ relationships and the
expansion of their collective and individual welfare as the rationale of trade, both at
domestic and international levels. Hereinafter, all four paradigms are discussed briefly, in
order to gain a basic level of familiarity with the rationale of international trade.

1.1 First Explanation: Peace, Wealth, and Righteousness

Historically, trade has been understood as one of the most important reasons for peace,
wealth creation, and as the right way of conducting international cooperation. Edmund
Burke compared free trade with justice, which is a fundamental condition for peace. ¢’
Mendis succinctly observes that, “Of all available alternatives, the Founding Fathers chose
trade as their primary means to advance ideas and ideals. Religion, race, ethnicity,
language, and color might unite some individuals and groups, but the classifications might
equally prove to be destructive force capable of permanently dividing nations. Trade,
however, is not bound by these divisions.” 7’ Cheaper prices, greater consumer choice,
international cooperation, friendship, and cultural understanding are the most alluring
benefits of international trade that help to build a sustainable peace. Victor Fung concisely
provides an account that in 1919 when businessmen from different countries met in
Atlantic City to establish the International Chamber of Commerce (ICC), identifying
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themselves as ‘merchants of peace’ and adopted the motto of ‘world peace through world
trade.” From its inception, the ICC firmly believed in an open global economy as a force for
economic growth, job creation and prosperity. These three elements, reasonably distributed,
are the fundamental ingredients for peace. 8’

Plutarch argued that international trade was one of the important components of
international cooperation, which would contribute in creating wealth and develop human
civilization. Plutarch, appreciating the opportunity made available by the sea for trade and
cooperation among people, observed that without this, mankind would be savage and
destitute. Dougla A. Irwin, in his book Against the Tide, splendidly analyzes the ancient
ideas about trade. He quotes an interesting passage from Plutarch, “... when our life was
savage and unsociable, linked it together and made it complete, redressing defects by
mutual assistance and exchange and so bringing about cooperation and friendship . . . the
sea brought the Greeks the vine from India, from Greece transmitted the use of grain
across the sea, from Phoenecia imported letters as a memorial against forgetfulness, thus
preventing the greater part of mankind from being wine-less, grain-less, and unlettered.
Without the exchange made possible by the sea . . . man would be savage and destitute.”

Kautilya, a professor of one of the world's oldest universities, Takshashila University,
located in the Indian sub-continent, provides a classical justification of international trade
in his book, Arthashastra (economics). Kautilya explained trade as one of the most
important components of the four sciences,'® which he thought to be the sources of
righteousness and wealth. Kautilya placed emphasis on the professional integrity of
traders. He valued the autonomy of trade and argued that continuing trade using state
funds, or with the financial support of the state, had to be prohibited. Additionally he also
suggested fines of twice the profit earned from such activities. It reminds us that in those
early days, subsidies were treated as the harmful tools of trade. Kautilya had favorably
promoted ideas about international trade, not only exports but also imports. He sustained
that, “The superintendent shall show favor to those who import foreign merchandise:
mariners and merchants who import foreign merchandise shall be favored with remission
of the trade taxes, so that they may derive some profit . . . foreigners importing
merchandise shall be exempted from being sued for debts unless they are local associations
and partners.”'V Kautilya had approvingly promoted the liberal ideas about export of
domestic products to international markets. For this reason, he had also assigned the
superintendent with a responsibility to develop friendly relations with foreign countries for
the promotion of international trade.’? Kautilya, in the concluding part of his book,
mentions that the source of livelihood of people is wealth, which is founded on both the
territory of a country and its inhabitants engaged in different occupations including trade.
He specified the responsibility of the state to protect the people and promote their
wellbeing.'®

When the world leaders established the General Agreement on Tariffs and Trade
(GATT) in 1947 they solemnly recognized international trade as one of the tools for rising
living standards, creating employment, promoting growth and income, and expanding
production and consumption.'¥ The World Trade Organization (WTO) Agreement further
adds the idea of sustainable development, and recognizes the need for positive efforts to
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secure a share of developing and least-developing countries in the growth of international
trade.’ One of the most important studies produced by GATT called the Leutwiler Report,
1985, claims that, “Open international trade is a key to sustained growth. Trade opens vast
markets to each nation’s enterprises. It carries technology and innovation around the
world. It spurs each nation to greater productivity.”®

In the final analysis, wealth, righteousness, and peace should be weighed in terms of
people’s wellbeing. It is because “people are the real wealth of a nation.”'” The following
table gives a fairly good idea of how far the objectives of the GATT/WTO have been
achieved.

Table 1: A Comparison of Human Development

Countries HDI Rank | Life Expectancy at birth | GNI Per Capita US $ | Mean Years of Schooling
Afghanistan 172 48.7 1416 3.3
Australia 2 81.9 34431 12.0
Ethiopia 174 59.3 971 1.5
Japan 12 83.4 32295 11.6
Nepal 157 68.8 1160 3.2
Norway 1 81.1 47557 12.6
Rwanda 166 55.8 1133 3.3
USA 4 78.5 4301 12.4

Data Source: UNDP, Human Development Report, 2011 available at < http:/hdr.undp.org/en/media/
HDR_2011_EN_Complete.pdf >.

The table shows that human development, as defined by the Human Development
Reports, by the process of enlarging people’s choices in terms of a healthy, educated, and
longer life with decent standards of living, still seems to be a long-term goal for many
countries in the world. The total value of merchandise exports of the least-developed
countries (LDCs) in 2011 was US $204.8 billion, which is 9.27 times smaller than the
merchandise exports of China alone. Among the 50 LDCs, Angola, Bangladesh, Equatorial
Guinea, Yemen, and Sudan are the top five LDCs exporters accounting for 62 per cent of all
exports from LDCs.®

Despite the continuous marginalization of the LDCs, Lawrence Lindsey argues that
the explosion in international trade has been one of the main reasons that more than a
billion people have joined the world's middle class. International trade has also provided
employment for workers in developing countries and lowered prices and therefore higher
real wages for workers in developed countries. He also contends that a good portion of the
world’s merchandise trade also flows in the reverse direction, as coal and iron ore from
Australia and airplanes produced by Boeing and Airbus find their way to the developing
world. On the whole, he observes that international trade has been one of the most
significant instruments in creating welfare and improving the quality of life beyond
measures.'?

1.2 Second Explanation: Wealth and Advantages
There are a number of theories that justify international trade primarily on the
grounds of its role in the creation of wealth. They explain how, through international trade,
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countries could garner benefits and contribute to the wellbeing of their people.
Nonetheless, their explanations differ with each other in a considerable fashion. Among
others, Adam Smith’s theory of absolute advantage, David Ricardo’s theory of comparative
advantage theory, the factor proportions theory of Hecksher-Ohlin, the factor equalization
theorem of Paul Samuelson, and the product cycle theory of Raymond Vernon are all briefly
examined in the following paragraphs.

Should there be surplus production in order to engage in international trade? Can
international trade take place even in a situation of a production deficit at the domestic
level? Adam Smith in his famous book, Wealth of Nations, 1776, argued that when a
country has a surplus production and is better (or more cost-effective) than other countries
in terms of producing more with less input, especially regarding labor force, it retains
absolute advantages on producing such goods over another country and will benefit by
trading with another country. He suggested that every country could garner benefits
through focusing on production in the area where they can produce goods in a cost-effective
way and engage in trading such goods with other countries. He argued that by switching
the labor force from a less cost-effective sector to a more cost-effective sector, countries
could produce more and export their products. They can also import goods from other
counties in which they do not produce cost-effectively. With international trade, Smith
argued that countries could create wealth and promote the wellbeing of their people.2”
Smith eloquently presents the rule of supply and demand as the basic reason for
international trade. He observes, “A country that has no mines of its own, must
undoubtedly draw its gold and silver from foreign countries, in the same manner as one
that has no vineyards of its own must draw its wines . . . We trust, with perfect security,
that the freedom of trade, without any attention of government, will always supply us . . .
The quantity of every commodity, which human industry can either purchase or produce,
naturally regulates in every country according to the effectual demand . ..”2"

Forty years after the publication of the Wealth of Nations, David Ricardo, in his book
The Principles of Political Economy, 1817, postulated that countries could engage in
international trade even without having a surplus production. This could be done by
switching their labor force from a comparatively less advantageous sector to a
comparatively more advantageous sector, called the “opportunity cost” or the theory of
“comparative advantage”. He justifies his claim with a two country two goods model, under
the conditions of free trade and the assumption of a perfect competitive environment
(where no buyer or seller retains the power to alter the price of goods or services in the
market) in all markets. Ricardo observes that, “No extension of foreign trade will
immediately increase the amount of value in a country, although it will very powerfully
contribute to increase the mass of commodities, and therefore the sum of enjoyments.” 2

Ricardo further explains that, “It is quite as important to the happiness of mankind,
that our enjoyments should be increased by the better distribution of labor, by each country
producing those commodities for which by its situation, its climate, and its other natural or
artificial advantages it is adapted, and by their exchanging them for the commodities of
other countries, as that they should be augmented by a rise in the rate of profits.” The
Smithian theory of absolute advantage and the Ricardian theory of comparative advantage
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can be explained with the following example.2

Table 2: Smithian and Ricardian Trade Models
Country Product Unit X | Product Unit Y Exchange Rate or the Price of the Product
A 100 50 2:1
B 50 50 1:1

Let us say, the distribution of labor is equal in both sectors, i.e. 50 laborers in both X
and Y products. In this example, country A has the absolute advantage in the production of
X product over county B, thus country A can switch its labor force from Y to X sector. But,
in neither sector does country B have an absolute advantage. Under the Smithian model,
country B cannot benefit from international trade and should develop its absolute
advantage in another sector. Under the Ricardian model both countries can benefit from
international trade even under these conditions. This is because 1 unit of Y product can
buy 2 units of X product in country A, whereas, 1 unit of Y can only buy 1 unit of X in
country B. Therefore, if country B switches its labor force from sector X to sector Y it can
produce 100 units of Y. It can export 50 units of Y to country A and can import 100 units of
X from country A. If the country B does not engage in international trade, it cannot create
an opportunity to consume 100 units of X, since its labor force can produce only 50 units of
X. Under this Ricardian model of opportunity cost, both countries can benefit from
international trade. Now the question comes, how could country A benefit from switching
its labor force from Y product to X product and entering into international trade with
country B. The exchange rate of product X and Y in country B is 1:1. When country A
switches its labor force from sector Y to X, it will produce 200 units of X. If it exports 100
units of X to country B, in exchange it receives 100 units of Y from country B, as in country
B the exchange ratio is 1:1. Country A will also garner 100% profit from international
trade.

However, both of these absolute advantage and comparative advantage models are
based on simplistic assumptions: substantial price differences, perfect competition, one
country one product, a situation of free trade or no trade barriers in place, and equally
efficient labor force across both countries. These models ignore the role of governments,
policy disparities, transactions costs, global exchange rate system, and technology, among
others. On the whole, these models are simplistic; nevertheless, they still offer the idea of
an advantage as an important insight for the rationale of international trade. The
Hecksher-Ohlin (H-O) model does not solve all weaknesses associated with absolute and
comparative advantages models, although does manage to remove some of the spurious
assumptions by emphasizing the rationale of international trade with the perspective of
intensive use of relatively abundant factors of production. The H-O model argues that any
country could benefit from international trade with the maximum utilization of its
abundant factors of production. If the country is abundant in capital, it should focus on
capital-intensive production. If a country has abundance in labor, it should focus on labor-
intensive goods. Looking at the recent growth pattern in Bangladesh, China, Vietnam, and
other countries, the H-O model seems attractive.
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The Nobel Prize Organization has brilliantly summarized the idea of the H-O model. It
mentions that, “The Heckscher-Ohlin theory explains why countries trade goods and
services with each other. One condition for trade between two countries is that the
countries differ with respect to the availability of the factors of production. They differ if
one country, for example, has many machines (capital) but few workers, while another
country has a lot of workers but few machines. According to the Heckscher-Ohlin theory, a
country specializes in the production of goods that it is particularly suited to produce.
Countries in which capital is abundant and workers are few, therefore, specialize in
production of goods that, in particular, require capital. Specialization in production and
trade between countries generates, according to this theory, a higher standard-of-living for
the countries involved.”?¥

Wassily Leontief, who studied the US trade pattern of the period immediately after the
World War II, challenges the H-O theory. Leontief found that the US was a capital-
abundant country but it had traded in more labor-intensive products. Leontief findings are
known as the “Leontief paradox”, as it shows a paradox in the H-O model. However, the
study was primarily based on data from a limited period. In fact, subsequent data from the
US trade do not support the Leontief model. Besides the Leointif paradox, another
challenge to the H-O model comes from the concept of factors price equalization by Paul A.
Samuelson.??’ As a result of international trade, countries having different levels of factors
of production gradually achieve an identical situation in which their factors of production
equalize. For example, at some point of time one country might have cheap labor and
another country abundant capital. In the country having cheap labor, capital is scarce and
expensive. In the country of abundant capital, labor is scarce and capital is comparatively
available easily. As a result of international trade, the labor-abundant countries gains
capital, lifting the living standard of its labor force. The cheap labor becomes gradually
more pricy and the previously scarce capital becomes gradually available. As this process
further grows, both trading countries become closer with the identical value of their factors
of production. Europe, the US, and Japan are some of the prime examples to support the
Samuelson’s factors equalization theorem. China is also an interesting example in this
regard. As a whole, the logical consequence of Samuelson’s model is that countries gain by
international trade, despite the fact that some sectors might gain more and some sectors
might lose. The effects of this factor price equalization theorem fall upon the H-O model
which states it is not possible to gain continuously from international trade only by
intensively using abundant factors of production since the factors of production are not
constant.

The classical or neo-classical theories, as discussed above, chiefly reason that by
specializing in the area of comparative advantage and using the abundant factors of
production intensively, countries could benefit from international trade. They have also
shown that, by lowering trade barriers, countries have created many opportunities and
enhanced welfare. Wells argues that these elegant economic theories stated
mathematically or geometrically could be manipulated to yield under certain assumptions.
Nevertheless, so long as the problems posed are of a very broad nature, the theories
provide a useful way of analysis. However, when the theory is applied to detailed problems
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facing business, they become of limited value.??’ The ‘product life cycle?” concept of
Raymond Vernon is an alternative approach to explain international trade. It aims to
create practical tools to understand and analyze the real effects and benefits of trade, not
only from a country’s perspective but also from an individual investor’'s perspective. The
concept in its simplest form is that by understanding the life cycle of a product, the
business community will be able to gain a better understanding and take the necessary
policy decisions.

Raymond Vernon?® explains the life cycle of a product or business in four different
stages. In the first stage, a producer manufactures products and markets them both in
domestic and international markets. In this stage, the product is new and there is little
competition from foreign producers. In the second stage, foreign firms start to produce the
same product. In the third stage, the foreign producers bring their products into the foreign
market and the competition gets tougher. In the final stage, the foreign producers export
their products in the domestic market where the products were first produced or
introduced. In this stage, the competition intensifies not only on international markets but
also in the domestic market. The occurrence of the intensive competition also offers further
opportunities. Firms might opt for a number of alternatives; they may invest in the foreign
market, producing the product with increasing returns to scale and marketing of the
product. They may also differentiate their products from each other and ensure
distinctiveness of their products for competition in the market.

Despite the fact the majority are based on simplistic model and faulty assumptions,
most of these theories discussed above provide valuable explanations of the rationale of
international trade. Vernon’'s explanation stands out from other explanations.
Nevertheless, Vernon’s explanation is limited by only endorsing the perspective of
producers or investors. It does not take into account the role of government and consumers.
Thus, it is also limited, like other theories. Let us now turn to the third explanation of
international trade.

1.3 Third Explanation: New Trade Theory

Classically, trade theories assume relative factor endowments among the countries,
relatively immobile factors of production at international level, lack of barriers for exports
and imports, production specialization, and competitive market environment as the
necessary preconditions for free trade. Charges against free trade are basically aimed at
these very assumptions.?”

For example, trade takes place not only among countries having distinct factor
endowments but also between countries having very similar factor endowments. Foreign
direct investment, licensing, franchising, outsourcing, upstream and downstream
marketing, electronic commerce, and other features of business strategies have changed
the traditional concept of immobility factors. This said, land and labor are still immobile on
the international level in comparison with capital and technology. The flow of trade is often
guided with normative considerations at the domestic level thus posing barriers to exports
and imports. Production specialization is often subjected to organizational behavior, firms’
strategies, and market conditions. Institutional settings including laws, policies,
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administrative mechanism, judicial behavior, and social attitude greatly impact market
conditions. Another equally important condition that impacts a market is the strategy of
competitors. Market competition is often destined to be part of a complex set of trading
concepts. Perhaps, increasing returns play an equal role with comparative advantage, and
a number of factors affect competition in the market. Often the market is not perfectly
competitive, as traditionally thought, but it is still competitive albeit imperfectly.

The new trade theory is an approach to international trade that raises some important
questions. Why does trade occur in the environment of monopolistic competition? Why are
firms’ behaviors influenced by increase returns to scale (economies of scale)? Why is there
international trade? Paul R. Krugman answers these questions with penetrating analysis
comparing between ‘traditional theories’ and ‘new trade theory.?® Krugman argues that
there are two reasons why countries specialize and trade. First, countries differ in terms of
resources and technology. They specialize in the area of their advantage and do relatively
well. This explanation of trade is based on traditional theories. Second, economies of scale
provide reason for trade, which is the explanation of the new trade theory.?’ He observes
that, “The traditional theory answers, because countries are different. Canada exports
wheat to Japan because Canada has so much more arable land per capita, and as a result
in the absence of trade, wheat would be much cheaper in Canada. The difference between
countries that drive trade may lie in resources, technology, or even in tastes, but in any
case, traditional theory takes it as axiomatic that countries trade in order to take
advantage of their differences.” Krugman further argues that, “The new theory
acknowledges that differences between countries are one reason for trade, but it adds
another . . . the new theory says that much trade, especially between similar countries,
represents specialization to take advantage of increasing returns rather than to capitalize
on inherent differences between the countries.”?

For the new trade theory, it is not the differences between countries or the opportunity
cost and availability of the factors of production, but the increasing return to scale®® is the
fundamental reason for international trade. In its simplest form the idea of returns’ can be
explained as an output. For example, Firm A produces 10 units of output with Y amount of
input (5 elements of input). Let us say, the firm adds an additional 100 percent (an
additional 5 elements) of input and as a result adds 15 more units as output, altogether 25
units of output. In this case, the returns are increasing. In other words, with 100 percent
added input the output has increased by 150 percent, meaning the marginal cost of
production has decreased and profit has increased. Krugman presents the state of
increasing returns to scale as the incentive and rationale for international trade. In
Krugman’s judgment the constant return to scale is the basic idea of the theory of
comparative advantage. Diminishing returns to scale are omitted from being the rationale
of international trade. If returns in proportion to input are constant or equal, the marginal
cost of production stays constant, which is a situation of constant returns to scale. In a
situation of diminishing returns to scale, the output will decrease in proportion to the
input, or the marginal cost of production becomes costly, which is considered as a situation
of diseconomies or negative externalities.

What keeps an industry or business in a particular location? Why are aircrafts
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manufactured in Seattle? Why are software companies located in Silicon Valley? Krugman
argues that it is not comparative advantage but it is the favoring of increasing returns
driven by scale production. He also compares that for traditional theory, trade barriers like
tariffs and import quotas are bad trade tools. For the new trade theory, trade barriers could
be either much worse or much better. With this perspective, Krugman argues that
traditional trade theory strongly held free trade as the optimal trade policy. However, the
new trade theory implies, in Krugman’s words, a ‘more complex view’, suggesting tools of
trade barriers like export subsidies, tariffs and so on, as legitimate grounds for national
interest protection.?” Furthermore, Krugman argues that trade arises entirely because of
increasing returns, in a world of initially identical countries where the presence of scale
economies have altered the pattern and volume of trade. Also, the distributional effect of
trade crucially depends on the motives of trade. In short, the new trade theory maintains
that trade is caused by economies of scale instead of differences in factor endowments or
technology. Economies of scale give rise to trade and gains from trade even when there are
no international differences in tastes, technology, or factor endowments.*’

Krugman’s explanation of the rationale of international trade is penetratingly
important. Nevertheless, there are some serious flaws in his explanation. First, he
considers free trade and trade liberalization argument as a textbook argument.?” He dubs
some of the important features of international trade liberalization as a misleading cliché
or pop internationalism.?® In other words, his explanation emanates from the belief that
the international trade rules should be subservient to the domestic interest, which is
plainly refutable and unacceptable. Second, Krugman undermines the role of international
trade in creating domestic and global welfare, which is unsatisfactory. He argues that, “. . .
the idea that a country’s economic fortunes are largely determined by its success on world
markets is a hypothesis, not a necessary truth; and as a practical, empirical matter, that
hypothesis is flatly wrong. . .”*® Third, he also ignores the role of national competitiveness
in international trade and a need for promoting the national competitiveness of least-
developing countries by enabling them to acquire more benefit from trade.*” Fourth, the
policy prescription of the new trade theory is not new. Indeed, it is the policy of strategic
trade in which governments are subtly recommended to promote domestic industries for
monopolistic competition. These theories basically give space to those concerns expressed
in the US and other countries that the course of the WTO should be reversed, limiting its
ability to affect domestic regulation.*” Sixth, Krugman holds a dubious position on
protectionism. On the one hand he projects protectionism as a tool that could lead to trade
wars;*? on the other hand, he subscribes quotas, licensing, and export tax as welfare
improving tools. *¥ Seventh, Krugman’s explanation of trade largely ignores the role and
interests of other stakeholders except the producers, specifically multinational
corporations.

1.4 Fourth Explanation: Welfare-Grundnorm

As mentioned earlier, all the above discussed trade theories provide important insights
on the explanation of the rationale of international trade but are lacking major dynamics
in the understanding and explanation of international trade. These dynamics are: the
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existence of a government, profit motive of the producers, and needs and choices of the
consumers. To complement and address the gaps in the earlier theories, I would like to
propose the fourth explanation: welfare-grundnorm (WG).*¥

Perhaps, any modern state could be best explained in reference to the dynamic
relationships among its key stakeholders: the consumers, producers, and government,
founded on the system of governance attributable to the rule of law. The dynamic
relationship is constantly shaped by the nature of interactions among these key
stakeholders. The very dynamics reflected in the interests of these key stakeholders give
reasons for international trade. The responsibility of a government in providing security,
guarantying individual liberty and freedom, maintaining law and order, securing justice,
promoting welfare, ensuring good international relations, realizing growth and
development, and reducing social problems including poverty, inequality, and
discrimination, among others, requires the existence of state apparatuses including a
bureaucracy, security agencies, a judiciary, and other institutions. A government also needs
to invest in a basic social infrastructure for creating conducive environment for growth and
opportunities in society. The other two stakeholders, especially consumers, bear all the cost
of the expensive institution of government. The bigger the government, the higher the cost
and burden will be to the other two stakeholders. The smaller the government, the less the
cost and burden will be to the other two stakeholders. It is often unsure of which size of a
government is optimal, but it is widely acclaimed that the government should be effective
in fulfilling its responsibilities and produce good governance.*”

Habitually, a government is a necessary evil.*® One of the widely held mechanisms of
realizing the financial needs of a government is taxation. People can pay tax only when
there are economic activities, income, and profit. Economic activities are sparked by
production, supply, demand, and consumption. In other words, the financial needs of a
government can only be gratified by market mechanisms. Normally, these dynamics are
reflected in the market. Practically, a market can be created, broken, and distorted with
measures taken by a government. Thus, the tensions between markets and governments
often invite a defining moment for streamlining the nature of the dynamics. However, with
state apparatuses legitimized by law, a government often defines the nature of the market
and trade. It is not only the government but also powerful sections of society who often try
to manipulate markets in their interests. These instances help to draw an idea that with
the rise of the modern state and government, markets are not free. Markets are rather
controlled, manipulated, managed, and sometimes liberalized progressively. Undeniably,
markets are bound to operate within the framework of the state apparatuses.

On the part of producers, profit is one of the key motivational factors for trade.
Expanding the size of their “pie” with a rational choice for consumption is the guiding
motivation on the part of consumers. As discussed above, the apparatuses interest is a
driving force on the part of the government motivation. Expansion of these three
motivations from domestic to regional or international levels offers the very rationale of
trade. Most of the earlier trade theories have explained the rationale of trade not from the
perspective of this overall dynamics of stakeholders but mostly from the limited
perspective of the producers’ interests.
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Unsurprisingly, production activities take place in society for profit. At the same time,
the production activities satisfy the needs of the consumers too. Invariably, production
activities are carried out within boundaries fixed by laws. The freedom of investment or
production cannot ignore the limits of law. In this context, the energetic connections
between domestic law and international trade law play an important role in shaping
supply and demand. Producers, subject to their production capability, supply their products
on the domestic and international markets. The success of a producer always depends on
the demand in the market. If there is no demand for a product, no producers will take the
risk of a loss of investment, no matter how sophisticated the technology, skills, and capital
adequacy they might have. For example, in recent times, there is a growing demand for
Apple products. With the phenomenal demand seemingly everywhere, Apple has become
the largest company in terms of its market value, which has already exceeded 650 billion
US dollars.*” At the same time, another smartphone company, Palm Inc., due to the lack of
demands to its products could not compete on the market and was finally acquired by
Hewlett-Packard (HP) in April 2010. These two examples clearly offer that unless there is
a demand in the market, producers rarely venture in production of goods and services.
Besides the demand situation in markets, a government can substantially influence both
the supply and demand sides. A government, by imposing restrictive trade measures such
as tariff barriers and non-tariff barriers, can change the supply and demand size in the
market. For example, in May 2012 the US government adopted a policy imposing an almost
250 percent tariff, an anti-subsidy duty, on Chinese solar products in the US market. As a
result, Chinese solar products have become expensive in the US market and their demand
has decreased exceptionally. This case has subsequently been brought before the WTO.4®

If consumers do not demand, neither the modern state apparatus could exist nor would
the profit motive of producers be realized. Consumers are the foundation of a government
and production activities. As consumers, we all need goods and services for our survival,
personal development, and a happy life. Consumers’ needs are those factors that propel
demand. Smart producers supply the demand. In this chain of supply and demand, two
prominent activities keep taking place: sales and purchases. Supposedly, these contractual
activities of sales and purchases are freely carried out, which is called the freedom of
contract. The freedom of contract is the foundational element of the market. However, in
real practice, the market operates not only on the grounds of the freedom of contract alone
but also within the boundary of laws and strategic corporate pressures. In essence, these
boundaries and pressures undermine the consumers’ sovereignty. The mainstream theories
have thus failed to conceptualize the rationale of trade established on the fact that
consumers are the foundation of both markets and governments.

In short, the needs of government, consumers and the profit motive of the producers
are the key rationales of trade, both in the local and global marketplace, which can be
termed as the ‘interests of the stakeholders.’ The key stakeholders enter into the regime of
international trade only when they find that international trade promotes their interests.
If international trade hurts their interests, the response to international trade can switch
to reluctance or perhaps unhesitatingly show resistance. Unfortunately, most of the earlier
trade theories are not enough to be able to convince developing countries to embrace the
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idea of trade liberalization, mainly because of the fact that historically these theories,
especially the New Trade Theory, have helped to sustain the asymmetric structure in the
GATT/WTO rules.

The WG approach aims to remove the fundamental defects of the earlier theories,
offering a positive!® and universal legal structure where the interests of all key
stakeholders will be maximized and not limited to the detriment of any aspects. In a case
where the welfare of all key stakeholders cannot be maximized without compromising the
welfare of one or more stakeholders, the WG reasons consumer welfare to be the priority
policy choice. Doing so, the WG recommends: (1) the legislators, negotiators, and policy
makers should first concentrate on removing all asymmetric and derogatory provisions
both at the domestic level and in the WTO Agreement; (2) all trade distorting domestic
measures legitimized by the GATT/WTO legal structure should be abolished; (3)
liberalization and openness should be applied standards to design rules compatible with
global factors of production and welfare; (4) technical requirements should not go beyond
scientific international standards; and (5) along with these four strategies, non-
discrimination should be held as the guiding tool for participation of all countries in the
rule-making process at the international level.

The validity of these five strategies arises from the theoretical framework of the WG.
Jurisprudentially, any rule is expected to fulfill three fundamental characteristics: validity,
authority (broadly connected to enforceability), and legitimacy. Social scientists, especially
economists, focus on legitimacy, and most legal philosophers focus on authority along with
legitimacy. For example, the Arrowian Social Choice Theory (SCT) explains the legitimacy
aspects of choice or policy alternatives with a majoritarian approach, ignoring the validity
aspect.”” H.L.A. Hart explains validity as one of the components of the legitimacy and
authority.”” These theories ignore the fact that legitimacy and authority when detached
from the validity criterion are the poorest tools in deciding the question of choosing a best
policy. The hallmark that distinguishes democracy from authoritarianism, right from
wrong, liberal trade from protectionism, and a best policy choice from among available
alternatives, is the validity criterion. An authoritarian regime can fulfill the condition of
legitimacy and authority, but lacks validity. Thus, a just and equitable regime of
international trade is supposed to fulfill these three criteria to internalize the rationale of
international trade.

Due to the absence of a validity criterion, both theoretical and practical problems of
making rules in the GATT/WTO are mired in deeper problems. In particular, the Doha
Round is virtually detached from the appreciation of WG. An important question arises:
how would the validity criterion be able to address the problems of making rules in the
WTO? To answer these questions, let us take an example of “zeroing,” in which “z”
represents the American concept and “y” represents the Friends of Anti-dumping
Negotiations (FANs) concept.’” The major issue is how to choose the best policy from the
alternatives provided by “z” and “y” concepts. The validity test of the “z” and “y” concepts
depends on their consequences. This is because each rule or a regime brings forth different
consequences. No rule or regime exists without a consequence or implication. If we choose

“_n

“zeroing” (i.e., concept “z”); it will allow possibilities for more application of anti-dumping
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(AD) measures in place. If “zeroing” is prohibited (i.e., if concept “y” is chosen); it will come
up with fewer possibilities for the application of AD measures. AD measures require
consumers to pay a higher price for goods or services, or at least consumers will be
deprived of the opportunity to choose goods at a better price. That is to say, AD measures
limit consumers’ welfare at the domestic level; and penalize producers at the global level.
Therefore the act of choosing “z” fails to corroborate the three criteria: legitimacy, authority
and validity.

A nascent belief is that by using AD measures, the price of imported goods will be
increased at least to the level of the price of domestic goods, thereby protecting the
interests of domestic producers. However, it is not certain that by using AD measures the
welfare of producers will be enhanced. This nascent belief in AD measures is
fundamentally faulty.’® First, it does not necessarily follow that consumers will stop
buying imported goods. Second, it does not follow that higher prices artificially discourage
consumers from buying imported goods. Third, it is not logical that consumers will buy only
domestic goods. Fourth, to protect producers at the cost of consumers is not the best market
policy, neither from the perspective of savings or from investment. Fifth, it is not certain
that the comparative advantage of domestic producers will be enhanced by AD measures.
Sixth, it is however certain that AD measures will harm the welfare of producers at the
global level and the welfare of consumers at the domestic level. Therefore, from the
perspective of both global producers (efficient producers) and domestic consumers, the
concept of “zeroing” is harmful. Obviously, it is incompatible with WG.

This example clearly demonstrates that the best way to harmonize and transform
concepts into a construct (or rules) is the compatibility test with the WG. Simply choosing
“z” over “y” on the basis of majoritarianism does not ensure that the choice is compatible
with efficiency, social welfare and trade liberalization. In short, a policy decision can be
taken by choosing any alternative that is compatible with the criterion of validity. Thus,
majoritarianism justified with the validity criterion is the best way of deciding a policy,
harmonizing contesting concepts, and transmuting contesting concepts into a construct.

This example provides a glimpse of how concepts need to be tested with the validity
criterion to harmonize and transmute them into a construct. The GATT/WTO rule-making
and the current Doha Round of negotiations have not applied this criterion. As a result,
most of the GATT/WTO rules are incompatible with liberalization, openness, and fair
trade.

The methodological aspect of WG is derived from an a priori foundation of liberal trade
justified by reasons that are also tested in practice. Open or liberal trade possesses the
character of universality. It is affirmed by universal reason. Plato, in his book, Meno,
explains a priori as innate, because it is familiar to us in all our lives and we can no longer
dismiss it from our mind.?” It is also argued that if there is anything universal and
necessary, not particular and contingent, it must have been derived a priori from reason.?
Bentham also justifies the idea of liberal trade derived from the universal reason of utility.
Conspicuously, the idea of liberal trade is not contingent on normative standards of any
particular domestic policy choice. It is universal in the sense that it creates global welfare.
This regime of global rules institutionalizes a global legal system. The global legal system
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operates with the jural relations of validity, authority, and legitimacy. However, this global
legal system will be undermined when normative concepts overwhelm the legal policy
decision.

Normative influence on WTO rules can be remedied by positivism with the application
of the a priori standard. Its features are represented in WG. The a priori features need no
proof or justification, though its reason can be proved inductively by empirical evidence.
Thus, a posteriori experience can lend support to the a priori rationale. In his Critique of
Pure Reason, Kant explains the a priori and a posteriori relationship useful to explain the
regime of liberal trade. Kant shows how reason determines the conditions under which
experience and knowledge are possible. In turn, experience lends further support to
sharpen the reason.’® It is natural to think that the reason for WTO rules should be based
on liberal trade. Making rules in the WTO; thus, needs to be tested using the validity
criterion. However, the a priori criterion and nature of free trade is marred in the rule-
making process of the WTO with persistently sustained weaknesses of earlier trade
theories. These illusions need to be deconstructed permanently if international trade
regime should serve the cause of justice, fairness, equity, and efficiency across the globe.

Then, a question may arise: is international trade beneficial to the key stakeholders in
all countries? We will discuss this question in the following sub-heading.

2. Controversies: New and Old, and the Winners and Losers of
International Trade

There were defenders as well as enemies of free trade in history, which is also true
today. The fundamental arguments advanced either in the defense or opposition of free
trade remains fundamentally similar in both the past and the present. The opponents of
international trade argue that trade hurts the poor, workers and small farmers, serves the
interests of the rich and multinational corporations, corrupts local culture, accelerates
foreign domination, and compromises sovereignty. The proponents of international trade
argue that it produces wealth, generates growth, creates jobs and equity, promotes peace
and friendly international relations, and enhances the wellbeing of the people. To certain
extent, both sides hold water because there are winners and losers. Let us briefly examine
the arguments of both opponents and protagonist of the GATT/WTO before we assess
them.

2.1 The Backlashes

The ideas of international trade, especially of free trade, have constantly been attacked
since early history. The land of ancient thinkers, Greece, was not warmhearted towards
international trade. Horace argued that the sea brought contact with strangers who could
disrupt domestic life by exposing citizens to the bad manners and corrupt morals of
barbarians.”” Professor Bhala succinctly questions that, “Is trade an opportunity for
peaceful intercourse to advance prosperity? Or, is it a threat to moral fiber and civic
security? The dichotomy remains to the present, resonating in contemporary debates about

globalization.”?®
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Despite the continuous controversies, international trade has always been one of the
important elements of international relations and cooperation among countries. From the
ancient period to the present day, traders supply goods and services for human needs and
choices. Bernstein observes that in the ancient Rome, “Although the Romans knew Chinese
silk, they knew not China.”® A lack of the means of communication, transportation, and
technology further aggravated by natural barriers had ostensibly limited the scope of trade
in those ancient days. The delivery of fabric from China to Greece used to take almost
eighteen months. Despite all those difficulties, autarky was not the norm of the day.
Countries had established trading relations not only with neighbors but also with distant
countries. Bernstein presents a fascinating account of the nature of trade in the ancient
period.®”

In the ancient period only a few goods, the most prized goods such as silk, spices,
jewels, porcelain, and medicine used to travel between countries.”’ Due to high production
and transportation costs, the prices of the tradable goods were extremely expensive. Silk
could be affordable only either for the rich or the members of royal family as it was a
hundred times costlier than its weight worth in gold. Cotton was also equally expensive,
since it was produced and exported from India and Egypt.®? The price was not based on
supply and demand factors alone. Richard L. Smith observes that, “. . . the use of supply
and demand to establish price did not appear until the fourth century BCE.” ¢ Now the
prices of goods and services have been decreased dramatically and a significant numbers of
goods and services are traded across the globe. Goods and services are more affordable
than ever before because of the reduction in production, transportation, and
communication costs. As a result, consumers have been the beneficiaries of international
trade. Now, not only royal family members or the rich but also ‘commoners’ have access to
goods and services. This said, the controversy on winners and losers is still afresh.

Since history to date, the simple and perhaps correct answer might be that there are
winners and losers. A number of factors lead to the end result of winners and losers.
Domestic factors, including the system of governance, the rule of law, socio-cultural
practices, natural conditions, availability of the factors of production and a temperate
business climate among others, make differences. All these can be termed as the domestic
environment. The domestic environment of one country affects the international trade of
other countries in terms of market access for goods and services in that country. The more
diverse the domestic environment, the more disharmonious the international trading
regime will be. One of the rationales for developing an international trading regime comes
from the logic of reducing the state of disharmony among countries and bringing them
closer to each other in terms of harmonizing their legal regulatory mechanism to facilitate
an international trading regime through creating a situation of better market access and
predictability in business relationships. The origin of the GATT in 1947 and its successor
WTO in 1995 vindicate the concept of harmonization between domestic trade regimes and
international rules for better and more open market conditions across the globe, which can
be termed as the concept of trade liberalization.

However, the concept of trade liberalization has continuously been challenged and
limited by the idea of protectionism and managed trade mired in the forms of derogation,
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divergence, constructed advantage, asymmetry, and skepticism.®* It is not uncommon that
countries, when entering into a rules-based international trading regime, try to bend
international rules in their favor from the very beginning of the formulation of rules to
their praxis. Both the GATT and WTO exemplify how powerful countries have manipulated
international rules in their favor. This approach is not peculiar to our days alone. Since the
early days, countries have often tried to secure advantages for their domestic producers
through the system of international rules. Adam Smith remarks that, “By advantageous
treaties of commerce, particular privileges were procured in some foreign state for the
goods and merchants of the country, beyond what were granted to those of other countries .
.. By the establishment of colonies in distant countries, not only particular privileges, but a
monopoly was frequently procured for the goods and merchants of the country which
established them.” 65

The colonial, mercantile, and protectionist policies have aggravated criticisms and
controversies over the praxis of trade liberalization. For example, from the establishment
of the GATT to the WTO, the controversies have not been dismissed but whetted. The
extreme comes in the 5th WT'O Ministerial in Cancun (2003), when a Korean farmer and
activist named Lee Kyung-hae stabbed himself to death in protest of the WT'0.6¢ When the
Uruguay Round was concluded, one of the widely read newspapers in India wrote, “If the
Uruguay Round of trade negotiations has become one of the most controversial GATT
Rounds, it is because of the intransigence of the developed economies, especially the United
States and the European Community, and the selfish manner in which they have defended
their economic interests at the cost of the developing world. However, despite this
regrettable lack of balance in the final outcome, it is extremely important for India to
remain a part of the multilateral trading system.” ¢”

The debate on the winners and losers of the WTO has yet to weaken. Rather, the
controversy has been associated with globalization and becoming mired in a globalization
backlash around the world. In 2000, GRAIN (Genetic Resources Action International)
produced John Madeley's study of 37 countries, which definitively concluded that, “. . . the
so-called ‘free trade” as promoted by the World Trade Organization benefits only the rich,
while making the poor more vulnerable to food insecurity.”® The Third World Network,
supporting the GRAIN report, observed that “. . . evidence on the relationship between
trade liberalization, the prescription for the world’'s continued economic growth and
prosperity, and food security and poverty suggests that there will be more losers than
winners.”® In 2003, former British Trade and Industry Minister Stephen Byers said that,
“I was wrong about free trade, I was wrong. Free market trade policies hurt the poor.”
Globalization makes the world better off and trade liberalization increases economic
growth are two myths, claim the Global Trade Watch.”™ It also observes that the winners
are corporations and the rich. The losers are workers, small farmers, and the
environment.”” The ultimate outcome of the WTO is the commercialization, privatization
and deregulation of the world’s economies. It is a process whereby governments
progressively negotiate their regulatory authority, taking power away from citizens and
empowering multinational corporations.”™

For Graham Dunkley, an Australian economist, the idea of free trade is central to
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today’s world-dominating globalization project. He contends that the more euphoric
globalists uncritically assume that free trade has universal and unequivocal benefits for all
people and countries. Further he believes that the perpetual negotiations under the WTO
are wholly based on the presumption of free trade.” A study conducted by Hoekman, Horn,
& Mavroidis in 2008 concluded that in the WTO Dispute Panel, a bias was manifest
against developing countries.” Ralph Nader, an American activist, makes some succinct
arguments against the WTO. He claims the following:"®

e It is not free trade, it is corporate managed trade

* It is not win-win, we are exporting jobs

* NAFTA & GATT rules supersede national laws

* High-tech jobs are lost to foreign countries

* Human rights, environment, and labor issues are Subordinate to commerce

* Renegotiate NAFTA and WTO: as if human beings matter

Sandara Polaski's study on the Winners and Losers of the Doha Round reveals that
the modest overall gains would have quite different economic effects on different countries
and regions. There are both net winners and net losers under different scenarios, and the
poorest countries are among the net losers under all likely Doha scenarios. At the country
level, maximum gains or losses are about 1 percent of GDP for the most affected economies.
The biggest country to gain is China, with gains ranging from 0.8 to 1.2 percent of GDP
under different scenarios. The biggest losers are some Sub-Saharan African countries,
which have seen a reduction in income of just less than 1 percent. Most countries’ gains or
losses range from 0 to 0.5 percent of current GDP.”

These comments do not project the whole story of international trade, the GATT and
the WTO. There are also protagonists, who project the benefits of international trade. Let
us briefly examine the benefits.

2.2 The Paybacks

Patrick McDonald claims that a series of statistical tests demonstrates that a higher
level of free trade, rather than trade alone, reduces military conflict between states.
Moreover, contrary to the conventional wisdom, these arguments suggest how the puzzling
case of World War I may confirm, rather than contradict, the central claim of trade
liberalization.”™ A study by Milner and Kubota's in 1970-99 shows that liberalization of
trade policy in many developing countries has helped to foster democracy. Democratization
of the political system has also helped to reduce the ability of government to use trade
barriers. They also argue that democracy flourishes with lower trade barriers.” Devereux
finds a two-way relationship between trade liberalization and economic growth. One way is
the negative relationship in which tariff war equilibrium causes low growth rate, high
tariffs, and low trade. Second, in trade liberalization equilibrium, growth rates are high,
tariffs are low, trade ratio is higher, and trade increases over time.*"

Unlike Lori Wallach and Ralph Nader’ arguments, the American Trade Policies show
that trade liberalization has expanded trade—imports as well as exports—leading to more
prosperous businesses, more choice of goods, lower prices for consumers, and more
opportunities for farmers and workers, leading to higher wages, more jobs and economic
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growth. They also claim that expanding trade brings particular benefits to lower-income
people who are squeezed both as consumers and taxpayers.?’ Opening international
markets is critical for the U.S. economy since 10,000,000 jobs in merchandise sectors are
supported by exports activities alone. More than the merchandise sector, exports are the
lifeblood of many American farms and ranchers. Agriculture exports support 800,000 jobs
in the United States, observes the Trade Policy 2010.52 The OECD 2012 Report looks at
evidence related to oft-voiced concerns about the effects of offshoring and trade in services
as well as adjustment costs associated with trade. On balance, the report found that in
virtually all of these dimensions trade can play an important role in creating better jobs,
increasing wages in both rich and poor countries, and improving working conditions. It also
remarks that benefits of trade do not accrue automatically, and policies that complement
trade opening are needed to have full positive effects on growth and employment.
Moreover, as with adjusting to technological progress, the process of trade-induced growth
necessarily entails the continual reallocation of resources away from less productive
activities to more productive ones, and this can mean that, even as average wages and
employment conditions improve, some workers may experience unemployment or may even
see their real wages decline as they change jobs. For these reasons, policies that embed
trade reforms in a context of macroeconomic stability and a sound investment climate on
the one hand, and, on the other, protection for workers, maintenance of high-quality
working conditions, and facilitation of labor transitions, can play an important role in
realizing the potential wage, employment and income gains associated with trade.??

The cross-country study by Jeffrey Sachs, Warner, Aslund, & Fischer shows that trade
liberalization not only establishes powerful direct linkages between the economy and the
world system, but also effectively forces the government to take actions in other areas of
the reform program under the pressure of international competition.®¥ Their study further
answers several debates concerning cross-country growth patterns. They suggest that poor
countries could grow more rapidly than richer countries and could close the proportionate
income gap over time by economic liberalization coupled with importing capital and
modern technologies, thereby reaping the advantages of backwardness. However, they
observe that the poor countries have not shown the overall tendency to catch up or
converge with the richer countries.®” They also argue that the power of trade in promoting
economic convergence is the most venerable tenet of international trade since the days of
Adam Smith. In many cases, they have found that economic reform has paid off after a few
years in terms of accelerated growth of GDP.8® Their study also shows that open economies
have outperformed closed economies on three main dimensions of economic performance:
economic growth, avoidance of extreme macroeconomic crises, and structural change. The
study also shows that poor countries tend to grow faster than richer countries as long as
they are linked to international trade.®”

3. Assessments and Reality Check

Outside of negotiations, all trade negotiators and their countries present themselves
as if they are the real proponents of trade liberalization and believe in the theoretical
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underpinning of trade liberalization. When it comes to negotiations however, they
disregard trade liberalization issues and become obsessed with the protection of their
domestic producers by bending international rules to permit mercantilist and protectionist
policies at the domestic levels in the form of concessions, exceptions, and derogations, of
which the Doha Round presents examples with certitude. From the very beginning of the
Doha Round, to its 11 years of negotiations, key players are mired in all sorts of
subterfuges that allow continuity of managed or protectionist trade. For example, the US
and EU were reluctant with the idea of a development round until the last moment of the
Doha Round endorsement.®® In late July 2001 reality check, Mike Moore, the WTO
Director General had concluded that, “A large number of players are not yet convinced . . .
the situation is fragile, and without generosity, good manners, and goodwill the process
could implode and become unmanageable,”s® which has been proved correct.

An objective perspective could only be captured when the arguments of both the
opponents and proponents of the WTO are checked against the following realities. In short,
the following reality checks show that both of them are conceptually muddled, limited on
focus and coverage, and flawed in reasoning. Despite these weaknesses, both of them show
important aspects of international trade that are hard to ignore. Let us assess them in the
following four sub-headings.

3.1 Conceptual Muddle: WTO is not a Free Trade Institution and the Sole Agency
of Globalization

There are three apparent conceptual disarrays. First, the opponents of free trade
criticize the WTO as being an institution for free trade, which is utterly wrong. Free trade
is a situation where no trade barriers exist between countries. In other words, it is the
abolition of all tariff and non-tariff barriers altogether. When all trade barriers are absent,
the WTO does not need voluminous and complex agreements. A single powerful sentence
that ‘all trade barriers are abolished and no country will resort to trade barriers’ would be
a sufficient provision supported by a strong dispute settlement mechanism, if it is violated.
Unfortunately, it is not the case. The thousands of pages of WTO agreements mainly
sustain trade barriers in different forms. As discussed above, until the pricy institution of
government exists, no country will be able to abolish tariff and non-tariff barriers
altogether. Nonetheless, the abolition of trade barriers is possible on economic grounds as
governments can keep exercising sales tax and other taxes to survive, which is outside the
purview of the WTO, if practiced non-discriminatorily. Clearly, the WTO Agreement does
not aim to abolish trade barriers. It only aims to reduce the existing trade barriers.
Therefore, to explain the existing international trading regime under the WTO auspices as
a free trade regime and the WTO as a broker of free trade is conceptually muddled.

Second, from the GATT to the WTO, the focus is on the reduction of trade barriers. The
reduction of trade barriers is broadly understood as trade liberalization. The GATT,
through its eight different rounds of trade negotiations, reduced tariff barriers both
horizontally and vertically, although the GATT mainly negotiated the bound tariff; as does
the WTO. Largely, countries driven by the goals of economic growth opened their market
and lowered trade barriers including applied tariffs. In this process, China has less

34 (34)



Revisiting the Application of the Theories of International Trade and Exploring the Scope for Welfare-Grundnorm in International Trade Negotiations (BHANDARI)

variance between applied and bound tariff rates than many other countries. Nevertheless,
the bound tariff negotiations in the GATT provided an impetus to the countries to open
their market. This concept of trade liberalization seems appealing but is vague. The
proponents of trade liberalization have not offered a specific scale that could be termed as
trade liberalization. In other words, neither the WTO, nor the proponents have offered a
formal definition that what level of reduction to trade barriers could be called trade
liberalization. For them, tariff negotiations under GATT Article II are the models of trade
liberalization. At the core, Article IT does not aim to create harmonious tariff system among
the countries; rather it permits different levels of tariffs among the member countries. The
state of disparity of tariff reduction is one of the serious barricades to trade liberalization,
but for most of the trade liberalization proponents this muddle is acceptable. More
specifically, the proponents have failed to distinguish between a condition of managed
trade and liberal trade by overlooking the need of a specific and harmonious scale of
reduction of trade barriers. As a result, a state of managed trade is also acceptable for
them as an example of liberal trade, which is a serious conceptual mismatch.

Third, misleadingly, the WTO is projected as the sole agent of globalization, with
globalization being regarded as completely negative phenomenon. Both of these sweeping
generalizations are wrong.?® If gradual reduction of trade barriers and opening up markets
across the globe is an attribute of globalization, the arguments of the opponents are
lopsided. Trade liberalization has reduced the price of commodities and services, offered
more choice to consumers, helped promote investment and growth, helped to reduce
poverty and has created jobs. Examples can be taken from Bangladesh, China, Brazil,
India, and many other countries. The United Nations observes that the fastest growth and
sharpest reductions in poverty continue to be found in Eastern Asia, particularly in China,
where the poverty rate is expected to fall to under 5 per cent by 2015. India has also
contributed to the large reduction in global poverty. In India, poverty rates are projected to
fall from 51 per cent in 1990 to about 22 per cent in 2015. In China and India combined,
the number of people living in extreme poverty between 1990 and 2005 declined by about
455 million, and an additional 320 million people are expected to join the middle-class rank
by 2015.°Y In comparison, the poverty rate in the USA is still above 14 percent.’? The issue
of sweatshops and exploitation of laborers by multinational corporations have not yet been
undone. Visibly, these problems are not the outcome of the GATT/WTO regime. No single
provision of the WTO allows for sweatshop or exploitation of workers. Rather they want to
improve the conditions of workers by integrating labor issues with trade, which opponents
discredited from being included into the WTO. However, they contradictorily argue about
child labor. The labor conditions at home belong to the remit of domestic laws and policies.
With strong domestic laws and policies the labor conditions can be improved, which is
closely associated with good governance at home. It is not trade liberalization but bad
governance at home warrants to be blamed.
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Chart 1: MFN Tariff Trends in Developing Countries
50

40

30

d T

Simple average (at the product level)

T T
1990 1995 2000 2005

—e— Africa ——— South and —— FEastAsia West Asia
Central America

Source: WT'O, World Trade Report, at 124 (2011).

Chart 2: World Merchandise Trade 1950-2010
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3.2 Derogations, Divergences, Constructed Advantage, and Asymmetry

One of the most pervasive illusions in making rules in the GATT/WTO is associated
with the attitude of winners and losers. That is, one will be a winner only when another is
a loser. Most 1947 GATT provisions and some of the WTO Agreements legitimize this
illusion. Despite tariff reductions, the legal structure from the GATT to the WTO
constantly shows four problems: derogations, divergences, constructed advantage, and
asymmetries.?® Derogation implies exceptions and concession inconsistent to the concept of
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trade liberalization. Divergence implies different set of rules among different countries.
Constructed advantage denotes to policy preference for the protection of producers at home
rather than promoting global welfare. Asymmetry is a condition in which certain countries
are disposed to receive benefits by the contents of rules and some are unable to enjoy those
rules due to their level of development. In fact, all four of these concepts are closely related
and complementarily to each other. The exemption of the colonial preferences from the
GATT discipline of MFN (Most Favored Nations) in response to protectionist pressures®
retains the asymmetric nature of the GATT rules. For example, the citadel of GATT is
erected on five major concepts that are known as the five pillars: most-favored nation
treatment (Article I); tariff schedules and bindings (Article II); national treatment (Article
IID); prohibition of non-tariff barriers (Articles XI and XIII); and transparency (Article X).
These pillars are the basic rationale for any country seeking to join the GATT/WTO.
However, there are major cracks in each pillar® that have caused derogation from the
principles of trade liberalization. On the one hand, these cracks have empowered the rich
countries and on the other, weakened the GATT/WTO system.

For example, Article XI.2(c) of the GATT was designed to extend American and
European domestic laws and practices to international rules. Article XI.1 prohibits
quantitative restrictions (QRs). The reason is that the system of production and
consumption is regulated by market mechanisms. It is the consumers who determine
demand. It is the producers and suppliers who supply the demand. In this embryonic
market mechanism, government intervention is unwanted and unnecessary, but Article
XI.2(c) legitimizes government intervention in the market through governmental
measures, especially to restrict the importation of agricultural products. In short, Article
XI.2(c) serves two fundamental purposes. First, it allows governments to decide how much
to be produced and how much to be supplied. Second, it primarily legitimizes the American
and European concepts derived from their domestic practices. Thus, GATT Article XI.2(c)
permits a flagrant derogation from trade liberalization.

Giving leeway to the American and European protectionist policy, GATT negotiators
were not satisfied with GATT Article XI.2(c) alone. In addition, they added Article XIII. In
principle, Article XIII prohibits quantitative restriction, but allows exceptions in Article
XIII.2 and XIII.3, legitimizing protectionism through the veil of quantitative restrictions
(QRs) in the form of quotas. This means that quotas can be applied indiscriminately to
similar products of all GATT/WTO members. Besides, where quotas are not practicable,
import licensing or permits can be imposed. As a result, powerful countries dangle a carrot
and stick before poor countries. The net result of these rules is trade distortion and the
elimination of trade gains.?® The examples of Articles XI.2(c), XIII.2 and XIII.3 clearly
show how deeply derogations and asymmetries were institutionalized in the GATT legal
structure, which is bequeathed to the WTO.

Not only GATT provisions but also several provisions of the WT'O Agreements are
derogatory to trade liberalization. Either the legal structure intelligently protects the
interests of the rich countries or, even at the subtle level, allows rich countries to use the
legal structure more efficiently than the poor countries. Tarrification under the Agreement
on Agriculture is one of such examples among many others. It reminds us of the fact of why
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governments choose to ignore the equity approach.’” For example, even at the domestic
level the condition of the use of legal rights including human rights by the poor and rich
varies conspicuously due to their capability distinctions and disparities in exploring
opportunities.

In short, from the above discussion it can be drawn that the WTO legal structure is not
friendly towards trade liberalization in many respects. It reminds us that the WTO is an
institution for managed trade, aspiring for trade liberalization. To achieve the aspiration of
trade liberalization, the derogatory, asymmetric, divergent, and constructed advantaged
provisions should be removed from the WTO. In this regard, the Doha Round has only
limited agenda items. A real trade liberalization negotiation round starts when these four
problems are brought at the center and addressed effectively.

3.3 Domestic Practices

Non-tariff barriers, including subsidies, technical requirements, anti-dumping and
countervailing measures, safeguard measures, waivers, and tariff barriers in the form of
tariff escalation, are some of the trade distorting measures existing in developed countries.
Except quotas, most of the developing and least-developed countries have comparatively
less non-tariff barriers measures in place than tariff barriers. With quota and tariff
barriers, market access in developing countries echoes the pattern of managed trade. These
practices are merciful to producers, and harmful to both consumers at the domestic level
and efficient producers at the global level.

To promote the trading capabilities of the developing and least-developing countries,
the 1965 Special and Differential Treatment (S&D) and the 1979 Enabling Clause were
introduced. However, both of these measures have failed to create rights for the developing
and the least-developed countries. Instead, they have empowered the discretionary power
of rich countries. Among others, the textile and clothing sector, the Banana case,*® and the
Tariff Preference case,” give a succinct overview of the true nature of such mechanisms.
Also, from the perspective of the use of these measures by the developing and least-
developing countries, two serious flaws become apparent. First, at the domestic level, they
seek more protection. Second, at the international level, they seek more favorable or
concessionary trade rules. The rationale of having such rules is that poor countries need
time to become competitive. The question remains open, for how long should their domestic
inefficiency be protected? And for how long should the taxpayers bear a burden in
protecting the inefficiency, corruption, and political exploitation in poor countries? Is it fair
to demand unilateral protection and unlimited concessions? All these questions are
politically sensitive. They are also apt to create an economic illusion because they are
based on the doctrinal heritage of restrictive or managed trade. When trade is free,
inefficiency does not need to be protected.

3.4 Question of Governance

Garnering opportunities and removing threats from international trade often recounts
the state of governance in place. Countries rife with inefficient governance, corruption,
political criminalization, lawlessness, conflict, and violence have a low level of human
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development achievements and are not able to garner the benefits from international
trade. Countries with political stability, a high quality educational and health care system,
together with the rule of law, are demonstrating better performances and garnering
benefits from international trade. Angola, Bangladesh, and Vietnam, among others, can be
taken as examples.

Good governance matters the most for trade and development. Economic activities
thrive with good governance. Good governance is the centerpiece of development, which
most of the poor countries dreadfully lack. A culture of lawlessness, corruption and abuse
of state apparatuses for personal benefit, an envy of meritocracy, a lack of individual
dignity, widespread insecurity to those who are outside the political circle, and abjuration
of free thinking breeds grave crises in any society. Most of the poor countries are fraught
with this culture. Blaming globalization and the WTO cannot help them to solve their
domestic problems. The solution to the problems should come from within. Borrowed
models and solutions are often not only ill suited, but also harmful. Politics is indeed local
and it needs its own sui generis development broadly compatible with liberal democracy
rooted in the idea of the rule of law and constitutionalism.

4. Conclusion

As discussed above, there are different explanations of the rationale of trade. All these
explanations emphasize the fact that international trade is beneficial to countries.
However, the controversy often resonates on the issue of which policy would be better. The
question is, better for whom? Better for all stakeholders, the global community, or for a few
countries only? Despite the policy level controversies, it has almost been universally
realized that protectionism is a bad policy tool. It hurts all. One of the classical examples
can be taken from the U.S. Smoot-Hawley Tariff Act of 1930.19Y Bhagwati argues that local
interests and ideology interact to shape the underlying tendency of protectionism. He
claims that instead of protectionism, growing globalization and interdependence in the
world economy offer grounds for optimism.” The Leutwiler report, published a few
decades ago, powerfully argued that open trade is the key to sustained growth.?

Let us conclude with UNCTAD's observation, “. . . while globalization and technological
change, and their interplay, have created both winners and losers, . . . policies have
channeled incomes towards the top 1 percent of the income ladder. Neither globalization
nor technological improvements inevitably require the kind of dramatic shift in the
distribution of income that favors the very rich and deprives the poor and the middle-class
of the means to improve their living standards. On the contrary, with more appropriate
national and international policies . . . job creation can be accelerated, inequality reduced
and the requisite degree of economic and social stability guaranteed.”%?)

In essence, the WTO is an important institution for opening markets and liberalizing
trade engaging in shaping the international trade negotiations and rule-making within the
framework of Welfare-grundnorm. It should be understood however that the WTO is not an
institution of free trade. At best, the WTO is an institution for trade negotiations and trade
liberalization. At worst, it is an institution for managed trade. Multilateralism is the key
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methodology of trade liberalization. With the deep eclipse on the Doha Round,
multilateralism has been obscured but it is still resilient. With three specific steps taken in
the future, the fruit of trade liberalization can be said to be ripening. First, the WTO
should start a round of negotiation to end the derogations, divergences, constructed
advantages, and asymmetries from the legal structure of the WTO agreements. Second,
WTO Member countries, both developed and developing should end the trade-distorting
domestic measures in place and develop a stable political climate for trade liberalization at
home. Third, poor countries especially need to focus on good governance at home and active
participation in international trade negotiations.
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