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efficiency is to be achieved in an interdependent world? This question is at the center of the debate
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sovereignty for national governments. In this paper we establish that there is no need for the WTO
to expand the scope of its negotiations in this way. We show instead that the market access focus of
current GATT rules is well-equipped to handle the problems associated with choices over labor and

environmental standards, and that with relatively modest changes that grant governments more

sovereignty, not less, these rules can in principle deliver globally efficient outcomes.
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|. Introduction

To what extent must nations cede control over their economic and social policies if global
efficiency isto be achieved in an interdependent world? This question is at the center of the debate
over the appropriate scope of international economic institutions such as the GATT (and now its
successor, the WTO), where member-countries are considering proposals that would broaden
GATT s orientation beyond conventional trade policy measures to include negotiations over labor
and environmental standards. Such proposals appear to encroach on traditional limits of national
sovereignty, and they raise fundamental questions about the structure of international economic
relations among sovereign states. An important question therefore concerns the minimal range of

policies over which international negotiations must proceed if global efficiency isto be achieved.

Ascurrently structured, GATT’s central focusis on the removal of trade barriers to market
access, and its approach to labor and environmental standards is best characterized as somewhere
between “neglect” and “benign neglect.”* There are really two dimensions of GATT’ s approach to
these issues, and they correspond to (i) the freedom each country has to determine its own domestic
standards (i.e., the range of domestic standards that are GATT-legal), and (ii) the freedom each
country has to respond with trade measures to the (GATT-legal) standards chosen by its trading
partners. To understand the implications of GATT rules along these two dimensions, it is helpful to
distinguish further between domestic standards that relate to production (e.g., acountry’ s child labor
laws or its regulations regarding the disposal of industrial waste) and domestic standards that relate
to consumption (e.g., acountry’ srecycling laws or itsregulations controlling the sale and distribution
of the products of prison labor). 1ngeneral, countries have broad freedom under GATT srulesto
determine their own standards, though this freedom is somewhat greater with regard to production
standards than it is with regard to consumption standards. On the other hand, as far as responding
to the (GATT-legal) standards choices of their trading partners, countries face fairly significant

limitations under GATT rules.

1See Dam (1970) and Jackson (1969, 1989) for authoritative accounts of GATT principles and practices. For a
very useful discussion of the way standards are currently handled in the WTO, see Enders (1996).
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Consider first the case of production standards. The determination of such standards is
regarded by GATT to be the legitimate domain of each national government. In effect, then, each
country is free under GATT rules to determine its own labor and environmental standards as they
relate to production processes within its borders, and in particular weak labor or environmental
standards do not constitute aviolation of GATT obligations. Thisisthefirst dimension of GATT's
approach to production standards, and it hasimplicationsfor the second dimension: the market access
obligations (e.g., tariff bindings) that aGATT member does accept as aresult of negotiation may not
be later modified unilaterally in order to respond to the (weak) labor or environmental standards of
atrading partner.? Taken together, these two dimensions amount to “neglect,” but GATT does not
quite stop here, and it isthislast element that introduces a“benign” aspect to the neglect of labor and
environmental standards within GATT, at least in principle and as far as GATT's market access
commitments are concerned. This last element concerns the genera “right of redress’ that a
government has whenever it can show that market access commitments which it had previously
negotiated are being systematically offset by an unanticipated change in the policies — any policies,
but including labor and environmental standards — of another GATT member, even if these policy

changes broke no explicit GATT rules® Under a successful “non-violation” complaint, the

Hence, inthe hi gh-profile 1991 GATT tuna-dol phin dispute between the United States and Mexico, it was not the
right of the United States to set its own environmental (production) standards with respect to the protection and
conservation of dolphinsthat was challenged. What was challenged as GATT-illegal was the decision by the United
States to impose a trade embargo against Mexican tunaimportsin response to the environmental standards of Mexico.
Note also that erecting trade restrictions per sein response to the labor or environmental standards of atrading partner
isnot GATT-illegal: if the tariff in question is not bound in a GATT schedule, then a country is of course freeto raise
the tariff for this (or any other) reason. And even where the tariff in question is covered by a GATT binding, the
country could still raise the tariff through an Article XXVII11 renegotiation, but what would distinguish this from a
unilateral action isthat the country would be obligated to make “compensatory adjustments’ under which it lowered
other tariffs or else face a“reciprocal” tariff increase from its trading partner.

*The right to bring these so-called “non-violation” complaintsisprovided in GATT Article X X111, which also sets
out procedures for “violation” complaints. Non-violation complaints have proven difficult to carry out in practice,
and from 1947 through 1995 only 14 out of the more than 250 Article XXIII proceedings have centered on such
complaints, and none of these explicitly involved labor or environmental standards (see, for example, Petersmann,
1997, pp. 135-176). Nevertheless, as Petersmann (1997, p. 172) explains, the function of non-violation complaints
in GATT is to provide a check on the domestic policy autonomy of member-countries, “...and to prevent the
circumvention of the provisionsin GATT Article XXVIII...on ‘Modification of Schedules' if a member, rather than
withdrawing aconcession de jurein exchange for compensation or equivalent withdrawal s of concessions by affected
contracting parties, withdraws a concession defacto.” In thisrespect, the impact of the right to bring non-violation
complaints may not be well-measured by the numbers of such complaints actually brought, and in principle this right

2



complaining country is entitled to a“rebalancing” of market access commitments, wherein either its
trading partner finds away to offer compensation for the trade effects of its domestic policy change
(typically in the form of other policy changes that restore the original market access) or the
complaining country is permitted to withdraw an equivalent market access concession of its own.
In principle, thislast element therefore secures the bal ance of negotiated market access commitments

against erosion as a result of future changes in labor or environmenta standards.

Consider next the case of consumption standards. As with production standards, the
determination of consumption standardsis also considered by GATT to be the legitimate domain of
each national government, but there is an important difference: whereas the implementation of
production standards typically does not involve direct measures to restrict market access,
consumption standards often require interference with or outright bans on imports that do not meet
those standards, and this in turn will require a government to exercise special exemptions from its
market access obligations. As such, the introduction of a stringent consumption standard offers
governments afairly direct route to reimpose, in a“disguised” form, protection they had previoudy
negotiated away, and the freedom within GATT rules to set consumption standards is tempered for
thisreason. In effect, then, each country isfree under GATT rules to determine its own labor and
environmental standards as they relate to consumption within its borders, but unusually stringent
consumption standards — and more specifically, the trade measures that are introduced to implement
these standards — may constitute a violation of GATT obligations, if they are deemed to reflect

protectionist motives.* While GATT’ s rules concerning consumption standards are thus somewhat

may restrain governmentsin their decisions to alter labor and environmental standards just as with domestic policies
more generally.

“More specifically, special exemptionsfrom GATT Articlel (non-discrimination), Articlelll (national treatment),
Article X1 (which prohibits the use of quantitative restrictions) and other articles are provided under GATT Article
XX, so that for example governments may restrict importation of the products of prison labor and impose trade
restrictions as necessary to conserve exhaustible natural resources or to protect human, animal, or plant life or health.
These exemptions appear to provide a broad loophole for the reimposition of “disguised” protection, but such use of
Article XX isconstrained by the specific circumstances under which it can be applied (recently elaborated in the WTO
Agreement on Sanitary and Phytosanitary measures), and by the ability of trading partners to bring “violation”
complaintsunder Article X X111 whenthey believethe Article XX exemptionisbeing abused for protectionist purposes.
A recent prominent example of an Article XX action that was successfully challenged under Article X X111 was the
(violation) complaint brought by the United Statesand Canadaagainst EC prohibitionson theimportation of hormone-
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less permissive than with regard to production standards when it comesto the freedom countrieshave
to set their own standards, the freedom to respond to the (GATT-legal) consumption standards of
othersis analogous to that for production standards: existing market access obligations can not be
modified unilaterally, but a genera right of redress exists if changes in the labor or environmental

standards of atrading partner erode the balance of negotiated market access commitments.

In essence, then, current GATT rulesreflect the primacy of market accessconcernsin GATT
practice. As such, these rules are designed to provide governments with alegal framework within
which to make and secure market access commitments, and subject to this they respect the
sovereignty of domestic decisionsover |abor and environmental standards, asthey allow each member
government to chooseits own domestic standardswithout GATT involvement so long asthe existing

market access commitments it has made are not undermined by those choices.

It is the wisdom of preserving this degree of national sovereignty over domestic labor and
environmental policies, while at the same time negotiating successive multilateral agreements to
liberdize world trade, that is now being challenged from various quarters in the United States and
elsawhere in the industrialized world. In particular, the market access orientation of GATT srules
isincreasingly seen as unfriendly to labor and environmental causes. A primary concern voiced by
labor interestsand social activistsisthat working conditionsand wagesin industrialized countrieswill
suffer from trade liberalization asaresult of increased import competition from countrieswherelabor
standards are weak or not enforced. Similar concerns are echoed by those who see trade as a threat
to the environment. It isfeared that trade pressures will delay the introduction or enforcement of
stricter standards, and could even fuel a“race to the bottom,” in which the labor and environmental
standardsof theindustrialized world are compromised in the name of international “competitiveness.”
This fear is perhaps reinforced by GATT’ s apparent bias. countries do not violate GATT rules by
pursuing weak labor and environmenta standards, and they might violate GATT rulesif they pursue

labor or environmental (consumption) standards that are “too stringent.”

treated beef. In this case, the EC (consumption and production) standard was set above internationally recognized
standards, and was deemed to lack a sufficient scientific basis to justify the unusual stringency.
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These concerns are mounting, and fundamental changesto GATT are being considered asa
result, changes that could lead to a significant loss of sovereignty for national governments. There
are now proposals to introduce the issue of labor standards directly onto the negotiating agenda of
the WTO, with the purpose of creating a“social clause” for the WTO. The proposed social clause
would specify a set of minimum international labor standards, and then permit restrictions to be
placed against imports from countries not complying with these minimum standards. With regard to
environmenta policies, the WTO has aready taken concrete steps to explore ways to enhance the
provisions of GATT dealing with trade and environment: as aresult of the Uruguay Round, aWTO
Committee on Trade and Environment was established for the purpose of identifying the relationships
between trade and environmental measures and to make recommendations on whether any
modificationsto the provisionsof the multilateral trading system arerequired. Withthe WTO already
broadening its traditional scope to study ways to incorporate previously ignored aspects of national
environmenta policies and facing proposals for fundamental changesin its approach to the issue of
domestic labor standards, it is a good time to consider the question: How should the issue of
domestic standards be handled in the GATT/WTO?

We are, of course, not thefirst to ask this question (see, for example, the influential volumes
edited by Bhagwati and Hudec, 1996). However, formal analytical results are scarce, and of those
even fewer are concerned directly with theinteraction between negotiated reductionsin trade barriers
and the choice of domestic standards.® Yet it is within the context of sustained negotiations to
liberdlize world trade that the need to negotiate international agreements over labor and
environmental standards has been most forcefully raised, and it is from the backdrop of GATT's
successes in securing low levels of negotiated tariffs on a multilateral basis that the case for adding
such standards to the negotiating agenda of the WTO must be evaluated. Hence, an understanding
of the interaction between tariff negotiations and the determination of domestic standards seems a

necessary starting point for assessing the claim that these standards will suffer as a result of trade

°For example, Brown, Deardorff and Stern (1996) focus on the welfare and terms-of-trade effects of theimposition
of labor standards in the presence of free trade but do not consider the choice of tariff policy, while Srinivasan (1996)
considers whether diversity of labor standards alters the case for free trade but is not concerned with whether trade
liberalization might alter a country’s choice of labor standards.
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liberalization, and therefore necessary as well for considering how the issue of labor and
environmental standards ought to be approached by the WTO. In thisregard, there is a small but
growing formal literature on the question of “issuelinkage” in trade agreements (see, for example,
Ederington, 1999, and Spagnolo, 1999) in which thisinteraction isacentra concern. These papers
consider how to structure enforcement provisions when there is a range of policies over which
governments are attempting to cooperate. In contrast, in this paper we abstract from issues of
enforcement, and consider instead the complementary issue of how to structure negotiations when

the scope of policies over which governments could negotiate is potentially broad.®

We explore this issue within a general equilibrium framework in which two countries trade
two goods and governments make decisions over their trade policies (e.g., tariffs) and their domestic
standards (e.g., labor and environmental policies) in pursuit of their own national objectives. In
modeling government decisions, we follow our earlier work (Bagwell and Staiger, 1996, 1999a and
1999Db) representing the objectives of each government as a general function of itslocal prices and
termsof trade, and extend this approach in order to incorporate the presence of local standards. The
advantages of this approach are twofold. First, it is very general, being consistent both with the
traditional view that governments maximize national income by their policy choicesand with theview
embodied in leading political-economy models that governments are concerned about the
distributional impacts of their policy choicesaswell. Second, by representing government objectives
inthisway, the channel through which one government’ s policy choices affect another government’s
welfare is made transparent. This helps to clarify both the potential problems that arise when
governments focus their negotiations on tariffs alone and the manner in which various rules of

negotiation may address these problems.

In understanding the potential problems associated with the choice of local standards and
identifying potential solutions, a key question is whether governments are concerned directly with

the standards choices of their trading partners or only indirectly to the extent that these choices have

6Adopti ng the specific focus of labor standards and following a partial equilibrium approach, Bagwell and Staiger
(1998) also explore some of the general themes considered here.
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important trade effects. The former would be the case, for example, if environmental standards
affected the extent of cross-border pollution (a non-pecuniary international externality).” If there
were no cross-border pollution flows, then governments might still care about the environmental
standards adopted by their trading partners, asaresult of the competitive effectsthat these standards
choices could imply (a pecuniary international externality). Indeed, such competitive effects might
fuel arace to the bottom, and in this case it is the indirect (trade) consequences of the standards

choices of one country that concerns its trading partners.

It is clear that where serious non-pecuniary externalities are present (e.g., global warming),
direct international negotiations to address these externalities are warranted. But it isalso true that
inthis case the need to involve the WTO is dubious, except perhaps for reasons of enforcement (and
even here the case is not without qualification; see, for example, Roessler, 1998, Ederington, 1999
and Spagnolo, 1999). The more pressing question for the WTO iswhether and how to handle the
pecuniary externalities associated with the choice of local standards, since these externdities travel
through trade and are therefore inextricably intertwined with the business of the WTO. Bethisasit
may, our main finding established below isthat thereis no need for the WTO to expand the scope of
itsdirect negotiationsto include local standards such aslabor and environmental policies. We show
instead that the market access focus of current GATT rulesiswell-equipped to handle the pecuniary
externalities associated with choices over labor and environmental standards, and that with relatively
modest changes that grant governments more sovereignty, not less, GATT’srules can in principle

protect governments from the inefficiencies generated by these externdities.

These results are established formally below, but the intuition for them can be readily
described. In the absence of any form of international agreement, governmentswill tend to use their
trade policiesto restrict trade volumesto inefficiently low levels. Thisrestricted market accessisthe
fundamenta inefficiency that a trade agreement such as GATT can correct. However, if an

agreement is negotiated which covers only direct restrictions on trade such as tariffs, the unilateral

"The GATT tuna-dol phin dispute (see also note 2) may provide a good example in which a global commons
problem was the core issue at stake, and the associated trade effects were secondary.
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urge to restrict market access will be deflected on to domestic policies such as labor and
environmental standards, whose determination will then be distorted as a consequence of negotiated
tariff liberalization. Whileintroducing domestic standards directly onto the negotiating agendacould
in principle allow governments to eliminate these new policy distortions, it is not necessary to do so:
once the source of the unilateral incentive to distort domestic standardsis understood to derive from
adesire to undermine negotiated market access commitments, governments can maintain the right
to unilateraly determine their own domestic standards without sacrificing global efficiency provided
that they face appropriate restrictions on their choices which offset thisincentive. These restrictions
essentially require only that governments preserve the results of market access negotiations when
setting their domestic standards.

Hence, governments can achieve efficient outcomes if they continue to use international
negotiations as a forum within which to make market access commitments, and are then permitted
to decideindividualy on the best national policy mix with which to deliver these commitments. This
approachisinfact quite closeto thelogic of existing GATT principles aswe have described thislogic
above. Thereis, however, one essential difference: whereas GATT’ sexisting rules, and in particul ar
the prospect of non-violation complaints, secure the balance of negotiated market access
commitments against systematic erosion as a result of future changes in labor or environmental
standards, these rules do not apply symmetrically when a government contemplates changes in
domestic standards which would lead to greater market access for its trading partners. Our results
therefore imply that, while GATT’ sexisting rulesmay fail to deliver efficient outcomesin light of the
labor and environmental policy choicesavailableto governments, an alternativeto direct negotiations
over labor and environmental standardsisto modify current GATT rules so asto permit governments
to raise their bound tariffs to offset the competitive effects when making changes to labor or
environmental policies that would increase access to their markets. The first main message of the
paper isthat, with this modification, which amounts to granting governments mor e sovereignty over

their policy choices, GATT srules would deliver globally efficient outcomes.

We dtress that there is a key difference between harnessing the logic of GATT’s current



principles to address the issue of 1abor and environmental standards and negotiating a social clause.
Under thelogic of GATT’ scurrent principles, it can be argued that, from the implicit link created by
the prospect of non-violation complaints, an explicit link should be forged — and indeed that thislink
should be strengthened — between a government’s labor and environmenta policies and its own
market access commitments. In contrast, under the logic of aGATT socia clause, countries could
face restricted access to the markets of their trading partners if they do not meet a set of minimum
standards, and so an explicit link would be forged between a government’ s labor and environmental
policies and the market access commitments of itstrading partners. Our results provide no formal
basis for such a linkage, and this can be viewed as the second main message of our paper: while
current GATT practice may fall short of addressing legitimate problems associated with the choice

of labor and environmental standards, the logic of a GATT social clause is fundamentally flawed.

More broadly, we interpret our findings as indicating that GATT’ s existing principles offer
a compelling solution to a key chalenge that is now before the multilateral trading system. Thisis
not to say that these principles are necessarily well-reflected in current GATT practice. There may
well be desirable ways to strengthen GATT practice to bring it more in line with GATT principles.
But our results do offer formal support for the view that fundamental changesin GATT’ s approach

are not required to handle the contentious issues of 1abor and environmental standards.

The rest of the paper proceeds as follows. The next section presents the basic model and
derives non-cooperative and efficient policy choiceswithin this setting. The non-cooperative policy
choices are shown to be inefficient, and the source of the inefficiency isinterpreted. Sections!il and
IV then consider the efficiency properties of various approaches to negotiation. In section |11 we
establish that international negotiations over tariffs alone will lead to inefficient outcomes in the
absence of any restraints on domestic policy choices, and we then formally model and evaluate the
impact of therestraintsthat GATT’ sexisting rules place on these choices. Insection IV we consider

how GATT rules could be modified to achieve efficient outcomes. Finaly, section V concludes.



II. TheBasic Model
In this section we develop a smple model of international trade within which the essential
inefficiencies associated with unilateral choices of trade and domestic policies may be understood.
With the problems created by unilateral policy choices identified, we then use this model in the

remainder of the paper to characterize bargaining outcomes under alternative negotiating structures.

A. The Economic Environment

We begin with a description of the economic environment in which trade takes place. We
work within a two-sector, two-country perfectly-competitive general equilibrium trade model,
modified to capture the issue of local standards in a straightforward way. In particular, in addition
to itschoice of tariff policy, we alow for the possibility that a government may wish to impose local
standards of various kindsin its economy, possibly reflecting “socia concerns,” but possibly alsoin
an effort to correct any of a number of economic distortions that might arise from externalities
associated with the private production and consumption decisions of its citizens. The essential
restriction we place on the underlying motives for standards-setting is that these motivesreflect local
issues, and not concerns of an inherently global nature. Aswe discussed in the Introduction, where
important global (non-pecuniary) spillovers are present, direct negotiations are clearly warranted.
Our formal analysis pertains to standards issues that become a concern to governments as aresult of
their trading relationships.

More specifically, we assume that there are two countries, home (no *) and foreign (*), who
trade two goods, x and y, taken to be normal goods in consumption and produced under perfect
competition. Let x (y) bethe natural import good of the home (foreign) country, and define psz/py
(p *sz*/py*) to be the local relative price facing home (foreign) producers and consumers. Loca
relative pricesmay differ acrossthetwo countriesasaresult of thetariff policies of each government.
With t (t*) representing the home (foreign) ad valorem import tariff which we take to be non-
prohibitive, and with t=(1+t) and t*=(1+t "), wehave p=tp “=p(t,p") and p “=p /It =p*(t",p V),
where p "= pX*/py isthe "world" (i.e., untaxed) relative price. The foreign (home-country) terms of

trade are then measured by p " (1/p ™). We interpret t>1 (t<1) to be an import tax (import
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subsidy) and similarly for t*.2

Production in each country will be determined by relative pricesin the economy inlight of the
country’s production possibilities set. However, a country’s production possibilities set may itself
be affected by the presence of alocal production standard, which we represent by the parameter s,
for the home country and sq* for theforeign country. In principle, alocal production standard could
reflect any government policy that has an impact on the country’ s production possibilities frontier.
For example, s, might represent thelegal minimum (or maximum) working age in the home country,
which might reflect social concerns but could affect the home country’s production possibilities
through itsimpact on home-country labor supply. Alternatively, s, might correspond to a minimum
real wage, the maintenance of which might comprise a societal goal but could affect the home
country’ s production possibilities under theimplied factor-market distortion.® Or Sy might represent
the maximum legal emissions level per unit of production in the home country, which might correct
an economic distortion but could affect the home country’ s production possibilitiesthrough itsimpact

on the technologies available to home-country producers.*®

In any event, as we have ruled out the existence of international non-pecuniary externalities
by assumption, the local production standards set by one country will have no direct (i.e., non-

pecuniary) effect on the production (or consumption) decisions of its trading partner. With a

8The Lerner symmetry theorem ensures that trade taxes or subsidies can be equivalently depicted as applying to
exports or to imports in this two-sector general equilibrium setting.

9See Brecher (1974) for aderivation of the production possihilities frontier and the determination of production
in a minimum-wage economy trading in international markets. Similarly, Bhagwati and Srinivasan (1971) analyze
the implications of sectoral wage differentials for an economy’ s production rel ationships.

or instance, if more efficient technol ogies also produce greater emissions, then tight local emissions standards
may effectively preclude the use of the most efficient technologies in a country. More generally, the allowable level
of pollution emissions associated with production might also affect production possibilities directly, if for example
emissions levelsin one sector alter directly the productive efficiency of the other. To avoid added complications, we
do, however, assume that any non-pecuniary production externalities of this sort are not so severe as to lead to non-
convexities in the production set. For notational simplicity, we aso rule out the existence of non-pecuniary
externalities between local consumption and production decisions, though these complications could be handled
without changing the thrust of our analysis.

11



country’s local production standard affecting the shape of its production possibilities frontier, and
with the local relative price determining where on the frontier competitive producers will locate in
light of those standards, production in acountry will be determined by bothitslocal relative price and
itslocal production standard level. Hence, production standardswill “ shift” the (general equilibrium)

supply functions of each country, and we therefore represent home and foreign production levels,
respectively, by the functions Q=Q(s,p) and Q" =Q(s,.,p ) for ie{xy} .

Consumption, too, will be afunction of both the local relative price and the local production
standard level in acountry - the former defining the tradeoff faced by consumers, and the former and
the latter together determining the level and distribution of factor income in the economy - but
consumption will also be influenced by the level of tariff revenue collected R (R™), which is
distributed lump-sum to home (foreign) consumers and which we measure in units of thelocal export
good at local prices. Moreover, governments may impose alocal consumption standard, which we
represent by s, for the home country and s. for the foreign country. In principle, such standards
might place national restrictions on the consumption of products made in a particular way or

possessing a particular attribute (e.g. a national ban on the consumption of hormone-treated beef).

Again, as we have ruled out the existence of international non-pecuniary externaities by
assumption, the local consumption standards set by one country will have no direct (i.e., non-
pecuniary) effect onthe consumption (or production) decisionsof itstrading partner. Inanalogy with
our representation of production standards, we therefore treat consumption standards as additional
shift parameters in the (general equilibrium) consumption functions of each country, and represent
home and foreign consumption as D;=D(s,,s,p,R) and D;"=D;'(s, .. .p ,R") respectively, for
ie{x,y} . Tariff revenue is then defined implicitly for the home country by

R:[Dx(sq,sc,p,R) —Qx(sq,p)] [p-p"] or R:R(sq,sc,p,p "), and similarly for the foreign country tariff

M1 assumi ng that Q, and Q" arefunctions, we are abstracting from the possibility of multiple equilibria, and are
thus implicitly placing limits on the kind and degree of distortions that are allowed. We also abstract from the
possibility that these functions may be non-differentiable. Similar observations apply to the consumption functions
we define below. Our analysis can be extended in a natural way to handle these complications while preserving the
flavor of the results presented below.
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revenueisgivenby R*=[D, (s;.s,.p "R ")-Q, (s;,p )I[Up -Up" or R"=R*(s,,s.,p",p "), with
each country's tariff revenue an increasing function of its terms of trade under the assumption that
goods are normal in consumption. Home and foreign national consumption levels are thus given by
Ci(s,S.P:P *)=Dy(s,S.P.R(S,5,p.p ™)) and C;'(s,.8. P ".p")=D; (8y.8. P "R (8,8, .p",p ")) for
ie{x,y}, respectively.

To complete our characterization of the economic environment, we introduce notation for
imports and exports, so that the trade balance and equilibrium conditions may be expressed. For the
home country, imports of x are represented as M, (s S PP M=C (s S PP "-Q, ( ,p), while
E ( o SePP "= Q, ( p)-C[(s ( 3 SePP ") denoteshome-country exportsof y. Foreign country imports
of y, My , and exports of x, E, , are similarly defined. Home and foreign budget constraints imply

that, for any world price, we have

P "M, (s,S..P(T.p *).p ) =E (s, S..P(t.p *).p *);
(2).
M, (s;,8. . ("p™).p M)=p "E, (S,,S. P (z".p").p "),

where we now represent explicitly the functional forms of the local prices. Finaly, the equilibrium

world price §*(t,s,,5,7",S; S, ) is determined by the x-market-clearing condition

o Ser
(2. M (s,8.p(t,0"),0") =E, (84,5 .p (z",0").0"),

with market clearing for good y then implied by (1) and (2).

In summary, given local standardsin each country and apair of tariffs, the equilibrium world
priceisimplied by (2), and the equilibrium world price and the given tariffs then together determine
thelocal prices. Inthisway, thelocal standards and tariffsimply local and world prices, and thereby
the levelsfor production, consumption, imports, exports and tariff revenue. Finally, we assume that
the standard Marshall-Lerner stability conditions are met, so that an inward shift of the domestic
(foreign) import demand curve results in alower (higher) equilibrium world price. We further add
the restrictions that  dp/dt>0>dp */dt* and op"/ot<0<dp™/at”, which ensure that the equilibrium

prices do not exhibit the Lerner or Metzler paradoxes.
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B. Government Objectives

We next offer agenera representation of government preferences. Whileit is customary to
represent agovernment'spayoff (i.e., welfare) directly intermsof theunderlying choicevariables(i.e.,
tariffs and local standards), we choose to represent government objectives in a somewhat different
manner, extending the approach taken in Bagwell and Staiger (1996, 1999a, 1999b) in order to
incorporate the presence of local standards. To thisend, we represent government preferences over
tariffs as preferences instead over the local and world prices that the tariff choices imply for given
local standard levels; similarly, we separate government preferences over local standards into direct
preferences over standards and preferences over the world prices that local standard choices imply
for given tariff levels. Thisapproach to representing government objectives enables usto isolate the
terms-of-trade externality that tariff and local standard selections generate. We thus represent the

objectives of the home and foreign governments by the general functions W(s,,s.p(t,5").p") and
W(s,s; .0 "(t","),5"), respectively.

Notice that each government cares about the policy choices of its trading partner only
indirectly, through the effects that these choices have on world prices. This structure reflects two
underlying features of the environment set out above. First, our exclusion of global socia concerns
and international non-pecuniary externalitiesimplies that governments have no direct reason to care
about the policy choices of their trading partners. And second, the nature of international economic
interaction ensures that al indirect effects of a government’s policy choices on the economy of its

trading partner are channeled through world prices.*?

The only additional structure we placeon W and W™ isthat, holding itslocal price and its

local standards fixed, each government achieves higher welfare when its terms of trade improve:

(3).  Ws,s.p.p")/Op"<0 and OW'(s,.s..p ",f")/op"">0.

\we have argued that this second feature is important for understanding the structure of GATT rules more
generally in Bagwell and Staiger (1999a, 1999b), where we observethat it will be preserved in amulti-country setting
under GATT’ sprincipleof non-discrimination. Wealso notethat additional channelscan arisein environmentswhere
markets need not clear (Robinson, 1947) or positive mark-ups exist (Flam and Helpman,1987).
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Weillustrate this structure with Figure 1, which depicts iso-local-price and iso-world-price loci as
afunction of home and foreign tariff levels given fixed local standards in each country. With loca
standard levels held fixed, aninitial tariff par A=(t,t") isassociated with adomestic iso-local-price
locus, p(A)-p(A), and an iso-world-price locus, p “(A)-p “(A).** Also depicted is a second iso-
world-price locus, p *(C)-p ¥(C), aong which the world price is lower than at point A, indicating
an improved terms of trade for the home country. A reduction in the world price that maintains the
home-country local priceisthus achieved (for fixed local standards) with the movement from point
A to B, corresponding to ahigher (lower) home-country (foreign-country) import tariff. WWe assume

only that the home-country government values the implied income transfer.

To explore the generality of our representation of government objectives, we note that the
structure imposed on government preferences by (3) states that a government would always strictly
prefer aterms-of-tradeimprovement which alowed it to providelump-sum distributions of additional
incometo its consumers, if this terms-of-trade improvement could be accomplished without altering
any of the following: (i) the economy’s local relative price and production standards faced by
producers, and therefore the economy’ s production decisions; (ii) the level and distribution of factor
income in the economy; or (iii) the economy’slocal relative price and consumption standards faced
by consumers. From a political economy perspective, the assumption that a government would
benefit from a terms-of-trade improvement of this nature seems benign in light of (ii), because the
level and distribution of a country’s factor income is being held fixed as its terms-of-trade improve
under (3). Indeed, we have argued elsewhere (Bagwell and Staiger, 1996, 19994) that each of the
major approachesto the palitical economy of trade policy satisfies an assumption of thisnature. This
assumption would also seem to be satisfied in most environments where agovernment had a distinct
reason to intervene in the production decisions of the economy, asit might for exampleif pollution
was a by-product of the production process, because by (i) al production decisions in the economy
arebeing held fixed asitsterms-of-trade improve under (3). However, thisassumption may be more

restrictive in environments where agovernment has a distinct reason to intervene in the consumption

BGiventhe assumptions that Metzler and Lerner paradoxes are absent, the iso-local-price locus exhibits negative
dlope and the iso-world-price locus is positively sloped in Figure 1.
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decisions of the economy, as consumption decisions will be affected in the derivative defined by (3),
i.e., national consumptionisafunction of . Itispossible, for instance, that negative externalities
associated with consumption of a particular good could be exacerbated by the added consumption
opportunities that additional tariff revenue affords, and if this effect is sufficiently strong then (3)
might be violated. Nevertheless, condition (3) can aways be checked in specific applications, and

in abroad class of interesting environments it will be met.

C. Non-cooper ative Policy Choices
We first characterize the non-cooperative Nash policy choices. If governments do not
cooperate over policies, then for any set of foreign policy choices, the domestic government will

choose its policies to solve:

- Max o WSSP(T.P").P")-

Similarly, for any set of domestic policies, the foreign government chooses its policies to solve:

(I%). Max. . W(s;,8,p"(x,5").0").
q ¢

The Nash equilibrium choices are defined as aset of policies, (tNs.,s.",t™Ns.

4 Ss vt Sy uSe ), which jointly
satisfy the first order conditions associated with (1) and (1*):**

1 1
@, W ()= [TW, W W X (—=—);
¢ op /asq op*/os,
(6). WS**x( 1 *):—[%Wp** +Wp*w] :Wsix( 1 -); and
“ 9p*los, T ¢ op"os,

(M. W. + AW, =0,
p p

where, with the Metzler and Lerner paradoxes ruled out,

Y“ror s mplicity, we assume throughout that all policy choices correspond to interior solutions of the relevant
maximization problems.
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A= [0p"/01] <0 A= [0p*"/ot] <0
[dp/dt] [dp */dt’]

To interpret these conditions, consider (4) and (5), which define the home country’ s best-
response policy choicesasafunction of foreign country policies. Observing that —[er W, W gives
the impact on home government welfare of asmall decreasein " when the hometariff isheld fixed,
condition (4) dictates that the home government will set each of itslocal standards so that the direct
effect on itswelfare of asmall change in astandard is just offset by the indirect effect on its welfare
that the induced world price movement would imply. A similar interpretation, applied to the home
government’ stariff choice, holdsfor condition (5), which dictates that the home government will set
itstariff so that the welfare effect of asmall change in the local price induced by achange in itstariff
isjust offset by theindirect welfare effect that the world price movement induced by thistariff change
would imply. Noteasothat, as A<0 and as W, «<0 by (3), condition (5) implies Wp<0, so that the
home government is induced by the terms-of-trade effects of its policy choices to provide greater
protection to itsimport-competing sector (and therefore ahigher local relative price p) than it would
choose to provide based on the local price effects of its tariff choice alone. Similarly, with W,<0 by
(5), condition (4) impliesthat the home government will be induced by the world-price effects of its
policy choicesto adopt local standards which are more favorable to its terms of trade than it would
choose to adopt based on the direct impact of these standards on itswelfare. Anaogous statements

apply with respect to the interpretations of (6) and (7).

D. Efficient Policy Choices

We next characterize efficient policy choices. Any efficient combination of policies,

E _E _« «E _ *E .
(15858 .58y S ), Will solve

(). Maxr,sq,sc,r* SqSc W(Sq,Sc,p(T’ﬁW)’ﬁW)
st. W*(sq*,sc*,p*(r*,p”)w),f)w)zVVE,

where W =W (s, 5,5, 5,p "(¢5,5"8),0"E) and p*E=p"(<E,s st Es, s ). The set of efficient
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policy combinationsis defined asthe set of solutionsto thefirst order conditions associated with (11),

which with some manipulation can be represented as:

(8). W x(———) W x(—P—) =W x(——;
" apMas, PWr apvos,
1 1

9. W x( )=W x(—P Ty W x(

S * p ~ W * S *)’and
" 9p“ios, op*lot © op“os,

(10). (1—Awp)(1—A*Wpi):1,
where A=(1-tA)/(W +AW, ) and A *z(l—x*/r*)/(wpi +A*Wp*w) .

Conditions (8) and (9) can be interpreted as “national” efficiency conditions. Condition (8)
saysthat, at an efficient policy combination, any small changesin t, s, and s, which together leave
the equilibrium world price unchanged (and therefore do not affect foreign welfare) must leave home
welfareunchanged aswell.®> Similarly, condition (9) saysthat, at an efficient policy combination, any
small changesin <", s;, and s, which leave the equilibrium world price unchanged (and therefore
do not affect home welfare) must leave foreign welfare unchanged as well. Note from (2) that
unilateral changes in policy mix which leave the equilibrium world price unaltered must also leave
equilibrium trade volumes unaltered. These conditions therefore ensure that each government is
adopting an appropriate relative utilization of its policies in light of its own preferences and the
equilibrium trade volume. Condition (10) can then be interpreted as the “international” efficiency

condition, as it ensures that policies are set so that the equilibrium trade volume is indeed efficient.

Consider now the efficiency properties of the Nash equilibrium. Conditions (4) and (5)
determine the best-response home-country policies to a set of foreign policies, and these two
conditions together imply that (8) will be satisfied. Likewise, conditions (6) and (7) determine the

®For example, changes in s, and t which keep (" fixed must satisfy du/ds, = (faﬁW/asq)/(aﬁW/ar). Efficiency
requires that no change in home-government welfare can be induced by such policy changes, or that
W, + Wp[ﬁWX(— aﬁW/asq)/(aﬁW/ar)] =0, which yields the first equality in (8).

q
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best-response foreign policiesto a set of home-country policies, and these two conditionsimply that
(9) will be satisfied. Therefore, conditional on the Nash trade volume, each government is making
efficient use of its policies. That is, each government is choosing a policy mix that satisfies its
respective national condition for efficiency. But conditions (5) and (7) violate (10), and therefore
Nash policies are inefficient because the international condition for efficiency is not met. Hence the

inefficiency associated with Nash policy choices arises because of inefficient volumes of trade.

Thispoint can be put more starkly by considering an alternative representation of the essential
strategic interaction when governments set trade and domestic policies non-cooperatively. Let us
define M as the set containing each domestic import demand schedule, M, (p %), that is associated
with some domestic policy combination (i.e., M, (p")e M if and only if there existsa (r,sq,sc) such
that Mx(sq,sc,p(r,p ",p")=M,(p")). Similarly, let usdefine M * asthe set containing each foreign
import demand schedule, My*(p "), that is associated with some foreign policy combination. With
the sets of feasible domestic and foreign import demand schedules defined by M and M *,
respectively, we may now note that the Nash equilibrium policies when governments simultaneoudly
and non-cooperatively set their tariffs and domestic standards, as defined by (4) through (7), will

correspond as well to the Nash equilibrium policies in the following Two-Stage Non-cooper ative

Policy Game:

Sage 1. The domestic and foreign governments simultaneously select import demand
schedules, M (p ") and My* ("), fromthe sets M and M *, respectively, and an
equilibrium world price and trade volumes consistent with these import demand
schedules are implied.

Stage 2: Each government selects a policy mix to deliver its implied import demand at the

implied world price.

In thistwo-stage game, the equilibrium world price and trade volumes are determined in Stage 1, and
in Stage 2 each government is therefore completely insulated from the remaining decisions of its
trading partner. Consequently, in Stage 2 each government will make efficient use of its policiesto

deliver the import volume implied for it as the outcome of Stage 1, and hence (8) and (9) must be
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satisfied. But asthe only strategic interaction between governments occursin their Stage-1 selection
of import demand schedules, and as the space of policy vectorsfor each government is mapped onto
the set of itsfeasibleimport demand schedul es, the Nash equilibrium selectionsin Stage 1 must satisfy
(4) and (5) for the domestic government and (6) and (7) for the foreign government, and thus these
selections must deliver the Nash trade volumes defined by (4) through (7) as well. Otherwise, the
import demand schedules selected in Stage 1 could not be best responses: the domestic (foreign)
government could do better by selecting the import demand schedule implied by the (sq,sc,r)
combination that solves (4) and (5) (the (sq*,sc*,r*) combination that solves (6) and (7)).

Therefore, the Nash equilibrium policies of the Two-Stage Non-cooperative Policy Game
correspond to the Nash equilibrium policies when governments instead simultaneously and non-
cooperatively set their tariffs and domestic standards, as characterized by (4) through (7). From the
structure of the Two-Stage Non-cooperative Policy Game, which by construction channels all
strategic interaction between governments into the determination of equilibrium trade volumes, it is
now transparent that the essential problem when governments choose trade and domestic policies

non-cooperatively is that equilibrium trade volumes are inefficient.

Moreover, equilibriumtradevolumesareinefficiently “low” inthe sensethat each government
must secure additional market access from its trading partner in order to reach amutually beneficial
agreement. To seethis, consider the net impact of foreign policy changes on home-country welfare,

given by

dw dw dw
dt” ds, ds;

~[TW+ W] x[op"ot +9p/ds, +0p"/as;].

When the home-country government is on its reaction curves as defined by (4) and (5), we have

dw dw dw
dt” ds, ds;

(11).

=[1-tN(T )AIXW, Wx[op*ot” +op"I0s, +0p"0s,],
where to economize on notation we will henceforth where convenient use T (T ™) to denote the
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vector of home-country (foreign) policies, i.e, T=(t,s,8) and T"=(t",5;.5;)-

We now introduce ameasure of the changein market access that one country affords another
through its policy choices. While in principle there are a variety of ways that changes in market
access might be measured (e.g., changesin equilibrium import volumes), we will say that, at aworld
price p*, one foreign policy vector T *! provides additional foreign-market access to the domestic
country relative to a second vector of foreign policies T *2 if, at theworld price p“, foreignimport
volume would be greater under the first vector of foreign policies, or

1

My (8 8P (5 8".0") > My (8,807 " (172,08
Thisdefinition correspondsto the direction inwhich acountry’ s policy changeswould shift itsimport
demand curve at a given world price: acountry that affords additional (reduced) market access at a
given world price engineers an outward (inward) shift of itsimport demand curve at that world price.
According to this definition, and given our stability assumptions, a change in foreign policies that
reduced foreign-market access at the initial equilibrium world price p* would lead to arisein p".
Hence, using (3) and (11) and recalling that A<0, along the home government’ s reaction curves any
small changein foreign policies that serves to reduce foreign-market access at the initial equilibrium

world price must lower home-country government welfare.

Let usnow say that agovernment secures additional market access fromitstrading partner
if there exists aworld price such that the trading partner’ s policy changes provide additional access
to thetrading partner’ smarket (i.e., if thetrading partner’ simport demand curve shiftsout for at |east
someworld price). Wenext proceed to establish that each government must secure additional market
access from its trading partner in order to reach a mutually beneficial agreement. To show this,
consider an agreement that specifies the domestic and foreign policy vectors (T2, T *°), and suppose
that the foreign policy vector T * failsto offer additional foreign-market accessrelativeto TN, the
vector of Nash foreign policies. Then for any set of home-country policies T° specified in the

agreement, we must have
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W(Sy 8P, B"(TOT )BT 0T %)<

WIS, (T 9),87(T ), p(eR(T %), 5T (T ), T "%),5*%T KT ), T"9)<

WISy (T ™M), M), p(eRT N, 5T KT M), TN),6(T RT N, T )=

WS, s p(e BT T 7MN), 67T N T Y),
so that the home-country government must be worse off under any agreement which specifies the
foreign policy vector T 0. A similar argument holds with respect to the foreign government.
Hence, each government must secure additional market access from its trading partner in order to

reach amutually beneficial agreement.””

Finally, we may inquire into the reasons that governments are led through their unilateral
decisions to restrict market accessto inefficiently low levels. It should come as no surprise that the
terms-of-trade consequences of unilateral policy choices represent one source of inefficiency.
However, we now ask if there are additional distortionsin this setting that keep governments from
the efficiency frontier when making unilateral policy decisions. To explorethispossibility, wefollow
our earlier work (Bagwell and Staiger, 1996, 1999a, 1999b) and imagine a world in which
governments are not motivated by the terms-of-trade implications of their policy choices, and define

the resulting politically optimal policies (t*,s;°,s!°,t",s,",s.™) asthe solution to

(12a). qu:O;WSC:O;Wp:O; and

(12b). W' =0;W " =0;W, =0.
Sy Se p

Thepolitical optimum correspondsto the decisions governments would have made had they not been

®The strict inequality reflects the following logic. Beginning on the domestic reaction curve, with policies
(TRT*9,T 9, construct apolicy path to the Nash policies, (TN,TN). Alongthispath, as T* isadjusted, set T along
the domestic reaction curve. Envelope arguments ensure that the resulting changesin T have no first-order impact
onW. The T changes, however, result in anincreasein foreign-market access, causing areduction in the equilibrium
world price and thereby an increase in W (by (11)).

f in addition it is assumed that policy changes shift the import demand function in the same direction for all
world prices, then amutually beneficial trade agreement implies that each government secures additional equilibrium
import volumes from its trading partner.
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concerned with exploiting their power over the terms of trade. But together (12a) and (12b) satisfy
(8)-(10), and therefore politicaly optimal policies are indeed efficient. Thus, terms-of-trade
manipulation is the problem that keeps Nash policy choices from reaching the efficiency frontier.

Of course, the political optimum isjust one point on the efficiency frontier. More generaly,
any combination of policies satisfying (8)-(10) will be efficient, and the efficiency frontier will be
defined by the set of all welfare pairsassociated with policy combinations satisfying (8)-(10). Wecan

summari ze this discussion with:

Proposition 1: Nash policy choices are inefficient, and the incentive to manipulate the terms
of trade is the source of the inefficiency. Thisincentive does not distort the
policy mix chosen by each government, but Nash trade volumeisinefficiently
low, and each government must secure additional market access from its

trading partner in order to reach amutually beneficial agreement.

As Proposition 1 indicates, the terms-of-trade effects of unilateral policy choices are in fact
the fundamental source of inefficiency that governments can correct through international
negotiationsin our formal setup, and it isthereforefair to say that contending with the terms-of-trade
motives of governmentsisthe focus of our subsequent analysis. Y et real governmentsrarely discuss
in any explicit way such abstract notions as the terms-of-trade consequences of their decisions, and
the attraction these governments have to international trade negotiations seemsin any event to have
less to do with enhancing efficiency than with a simple mercantilist desire for export markets. Itis
therefore worth pausing to interpret the terms-of-trade effects in more familiar terms, lest it be
concluded that our framework, while general, isincapable of capturing the underlying forces at work

in actua trade negotiations.

In this regard, it is important to observe that the terms-of-trade effects of a government’s
policy choices refer smply to its ability to shift the costs of its policies onto trading partners. This

cost-shifting will occur, provided only that some of the incidence of a government’s policies are
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borne by foreign exporters. Thus, for example, when adomestic government offers protection to an
import-competing industry, some of the costs of that protection will be shifted abroad if foreign
exporters accept lower (f.0.b.) pricesfor their salesin the domestic market. When such cost-shifting
does occur, it is natural to expect that governmentswill be led to distort their policy choices, asthey
do not bear the whole cost of their decisions.”® Consequently, when viewed from the perspective of
cost-shifting, terms-of-trade effects can be seen to represent a natural source of inefficiency
associated with unilateral policy decisions. At the same time, these effects can aso help to provide
an economic explanation for the mercantilist orientation of actual negotiations, for as Proposition 1
indicates, they imply that each government is right to pin its hopes for a beneficial outcome of
negotiations on its ability to gain enhanced access for its exporters to the markets of its trading

partner (see Bagwell and Staiger, 1996, 1999a, 1999b for an elaboration on these points).

Returning now to the results summarized in Proposition 1, it is clear that direct negotiations
over (t,8,S,7°,5;,S;) could allow governments to eiminate the inefficiencies present in the Nash
equilibrium policy choices and moveto apoint on the efficiency frontier. But can direct negotiations
over tariffs alone be structured so as to generate outcomes on the efficiency frontier aswell? This

is the question to which we now turn.

[11. Tariff Negotiations, Domestic Policiesand GATT Rules
In this section we consider the properties of bargaining outcomes under various negotiating

structures. We begin in the next subsection by showing that negotiations over tariffs alone will lead

¥This logic issometimesraised in discussions of standards and trade policy, though it isnot recognized asaterms-
of-trade argument. For example, in discussing the introduction of a new clean-air standard for gasoline, Roessler
(1998, p. 222) observes: “A problem of WTO consistency would arise, however, if the domestic political constraints
are such that a new standard would secure a parliamentary majority only if domestic gasoline is exempted from the
standard for five yearsor, to put the issuein political-economy terms, if the cost of reducing pollutionisinitially borne
only by nonvoting producers abroad.” On cost-shifting motives and their relation to GATT more generally, see for
example Jackson (1989, p. 19), who observes: “More subtle isthe possihility that a national consensus could explicitly
opt for achoice of policiesthat would not maximize wealth (in the traditionally measurable sense, at least), but would
give preference to other non-economic goals...It can be argued that when a nation makes an ‘ uneconomic’ choice, it
should be prepared to pay the whole cost, and not pursue policies which have the effect of unloading some of the
burdens of that choice on to other nations. In an interdependent world, paying the whole cost is not often easy to
accomplish.”
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to inefficient outcomesin the absence of any restraints on domestic policy choices. Wethen turnin
the following subsections to the task of formally modeling and eva uating the impact of the restraints

that GATT’ s existing rules place on these choices.

A. Unrestricted Sovereignty over Local Standards

Wefirst consider “unrestricted sovereignty” over local standards. That is, we suppose that
governments negotiate over tariffs, but that each government retains the unrestricted right to make
unilateral adjustmentstoitslocal standardsinthefuture. Ineffect, governmentsarefreeto cooperate
over tariffs asthey seefit, aware that local standards will then be set non-cooperatively.®* We show
that such unrestricted sovereignty over local standards will lead to inefficiencies. starting from any
point on the efficiency frontier, each government will have a unilateral incentive to manipulate its
standards to reduce market access and enjoy the terms-of-trade benefit. Thus, the problem with
granting governments unrestricted sovereignty over their local standardsisthat they will exploit this

sovereignty to reduce their market accessto inefficiently low levels. We now establish thisformally.

Here and throughout this section we will follow GATT practice and depict the tariff
commitments that countries make through negotiated agreement as bindings. Thetariff bindingsthat
acountry agreesto in a GATT negotiation define the maximal tariff levelsthat it can legally apply.
Thelegal right to set tariffs at an applied rate that islower than the bound rate will be important later

in this section, and so for consistency we alow for this possibility in this subsection as well.

Starting from any negotiated pair of tariff bindings, (t,t*), the home government will make

use of its unrestricted sovereignty over local standards to solve the following problem:

(). Max. o Ws,s,p(r.6").0")

st T<T.

19Copel and (1990) explores an analogous negotiating structure. In a setting where governments are assumed to
be national-income maximizers, he shows that tariff negotiations can be beneficial even if other instruments are “ non-
negotiable.” Our emphasishereisdifferent: we simply wish to establish that this negotiating structure can not deliver
governments to the efficiency frontier, and to evaluate why thisis so, and we then move on to consider the efficiency
properties of alternative negotiating structures.
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Comparing (111) with (1), itisclear that, if the negotiated tariff binding T does not constrain the home
government’s (applied) tariff choice, then its policy choices will satisfy the first-order conditions
defining its unconstrained best-response, given by (4) and (5).%° Otherwise, the home government

will set © at itsbound level, T, and (4) will implicitly define (qu(sq*,sc*,r*;E), SCR(sq*,sc*,r*;E)).
Similarly, the foreign government will solve:

(11%). Max. ... Wi (sy.s;,p (x",6").6"),

q
st T <t

Comparing (I11*) with (I*), it follows that, if the negotiated tariff binding t* does not constrain the
foreign government’ s (applied) tariff choice, then its policy choiceswill satisfy (6) and (7), the first-
order conditions defining its unconstrained best-response. Otherwise, the foreign government will

choose to set ©* at its bound level, T*, and (6) implicitly defines (s; (S, S, TiT"), S, (58,57 ).

With equilibrium domestic and foreign policy choices then determined by the joint solutions

to the relevant best-response functions, we can now state the next proposition:

Proposition 2: When governments are granted unrestricted sovereignty over their local
standards, agreements to reduce tariff levels create an incentive to restrict
market access and manipulate the terms of trade through domestic policy

choices, and therefore tariff negotiations cannot achieve efficient outcomes.

Proof: The proof follows by observing that the domestic policy choices for any tariffs must satisfy
(4) and (6). Efficiency, onthe other hand, requiresthat conditions (8) through (10) are satisfied. But
together with (4), efficiency condition (8) implies that the Nash condition (5) must also be satisfied,
while together with (6), efficiency condition (9) implies that the Nash condition (7) must hold.

This observation relies on a dlight strengthening of our assumptions. We assume henceforth that
\N(sq,sc,p(r,ﬁw),ﬁw) isglobally concavein t, with an analogous assumption for foreign-government welfare.
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Hence, if efficiency conditions (8) and (9) areto hold, all four Nash conditions (4) through (7) must
hold aswell. But as established previoudy, this then implies that the final efficiency condition (10)
must be violated. QED

Intuitively, any attempt to use tariff negotiations alone to move from the inefficient Nash
equilibrium to a point on the efficiency frontier will simply shift governments incentives to
manipulate their terms of trade on to their loca standards choices, which will then be manipulated
to reduce market access. Therefore, if governments negotiate tariff agreements but are granted

unrestricted sovereignty over their local standards choices, inefficiencies will remain.

B. GATT Rules: Non-violation Complaints

If the problem with unrestricted sovereignty over local standards is that governments take
advantage of their sovereignty to distort market access to inefficiently low levels, why not ssmply
restrict their sovereignty to choices over policy combinations that do not reduce market access from
thelevelsimplied by tariff negotiations? Thisisthe essential logic behind GATT’ srulesasthey apply
to the domestic policy choices of member governments. In this and the next subsection we explore
how negotiated GATT bindings, the ability to renegotiate these bindings, and the right to bring non-

violation complaints can interact to address the inefficiencies identified above.

Wewill attempt to capture the implications of these rulesformally intwo steps. First, inthis
subsection we will introduce asimple two-stage tariff negotiating structure, in which therole of tariff
bindingsand theright to bring non-violation complaintsare highlighted. Inthissimplestructure, non-
violation complaints work to ensure that the level of market access commitments implied by tariff
negotiations is not eroded by subsequent changes in domestic policies. This framework will serve
to illustrate our main points. Then, in the next subsection, we will extend this two-stage negotiating
structure to three stages, so as to allow governments as well the opportunity to renegotiate tariff
bindings as GATT permits. This extended three-stage negotiating structure captures an essential
feature of GATT’ s rules not captured by our simple two-stage structure, which is that these rules

prevent erosion of the balance (but not necessarily the level) of market access commitmentsimplied
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by tariff negotiations. We show that our main points arise as well in this more complicated

negotiating environment.

We begin with some definitions. Wewill say that, for any recorded level of standards (s;.s;)
and (s,°s.®), anegotiated pair of tariff bindings (t,7*) implies aworld price p¥ and a level of
domestic and foreign market access commitments, Mx and I\Z;, respectively, where
PU=p(T50.50T S, oS0 )s M =M (sp.50.p(T.p"),p") and M =M, (s,°.s,%p "(z".p").0"). With
these definitions, we may now formally define the Two-Stage Tariff Negotiation Game. As tariff
negotiations commence, local standards are initially recorded at their existing levels (sé),sf) and

(s.%s.®). Governmentsthen proceed in two stages:
q 12

Sage 1 Governments bargain over tariffs, a pair of tariff bindings, (t,7), is determined,
and a world price and market access commitments, p*, M, and M;, areimplied.

Sage 2: Each government is entitled to make unilateral adjustmentsto its policy mix so long
as (i) itstariff does not exceed its bound level, and (ii) its policy adjustments do not
erode its implied market access commitments.

Stage 1 ismeant to correspond to tariff negotiationsunder GATT sArticle XX VIII bis, eg.,
aGATT “Round” of tariff negotiations. Stage 2 reflects the freedom governments have to adjust
unilateraly their trade and domestic policies subsequent to tariff negotiations. This freedom is
constrained intwo ways. First, the applied tariff that each government implements cannot exceed its
bound rate as determined in Stage 1. This reflects the legal commitment embodied in a GATT
binding. And second, governments are prevented from altering their policy mix in away that would
erode their implied market access commitments from Stage 1. This reflects the constraint imposed
on each government by the ability of its trading partner to bring a non-violation complaint under
Article XXII11, and thereby to seek redressif it doesalter itspoliciesin such away asto reduce access
to itsmarkets below that implied by the outcome of Stage 1. 1n measuring the implied market access
to which governmentswill be held, we use the definition of market access changesintroduced earlier,
and evaluate these changes at the implied world price. Hence, we assume that the prospect of non-

violation Article XXII1 complaints prevents each government from adjusting its policies in Stage 2
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in away that would reduce its market access at p*, the implied world price from Stage 1.

To determinethe properties of thistwo-stage procedure, consider first the problem that each
government will solve in the second stage. Starting from (¢ ,s;) ,sf ,?*,sq*o,sc*o) , the home-country

government is permitted to adjust its policy mix subsequent to tariff negotiations to solve:

(V). Max . Ws,s,p(t.p").0")

st. . T<T; and
(i) My(s,S,P(z.p™).p")=M,.

Thefirst-order conditionsassociated with (1V) definethe domestic government’ sbest-responsepolicy
mix for any set of foreign policies. Likewise, the foreign-country government is permitted to adjust

its policy mix subsequent to tariff negotiations to solve:
(IV¥). Max. ... W'(sy.s.p"(x".p"),5")

st. (i*). t'<t’;and
(i*). M (s5.8.p"(z",p™).p"=M,.

Thefirst-order conditionsassociated with (1V*) definetheforeign government’ sbest-response policy
mix given a set of domestic policies. Given a set of recorded standards and a Stage-1 negotiation

outcome, the equilibrium Stage-2 domestic and foreign policy choiceswill then be determined by the

ZThis presumes that the right to bring Article XXI111 complaints extends beyond trade volumesto prices aswell.
If market access assurances were simply a matter of assured equilibrium import volumes, then the strong properties
associated with non-violation complaints which we establish below would have to be qualified (see Winters, 1997,
Srinivasan, 1998, and Bagwell and Staiger, 1999b). However, this presumption finds some support in the legal
arguments surrounding Article XXII1 disputes. For example, a GATT Panel Report regarding the Article X X111
(violation) complaint brought by the United States and others against the EC “bananaregime” stated: “ The Hawaiian
producers had expressed their concerns that the EC banana regime was lowering the price of bananas in the free
market, adversely affecting their ability to continue to produce and potentially export bananas.” (WTO, 1999).
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joint solution to these best-response functions.

Notice that, if the foreign government chooses (t",s,,s;) to meet its market access
commitments exactly, so that (ii*) holds with equality, then (1) and (2) imply that domestic policies
(t,8,S,) satisfy congtraint (i) with equdlity if and only if §*(,s,s; ©",5,,S)=P". Moreover, under
our stability assumptions, (ii) is satisfied with strict inequality if and only if the associated domestic
policy choices imply an equilibrium world price §*(t,s,,S;; ©".S,.S;) Which exceeds p". Hence,
whenever theforeign government choosesto meet its market access commitmentsexactly, the Stage-

2 problem for the home government may be rewritten as:

(V). Max. . W(s,s,p(t,0"),6")

st. . T<T; and

(i)  p™(r.s,80 T',8,,5.)2p".

Evidently, in this case the prospect of an Article XXI111 non-violation complaint against it is sufficient
to prevent the home government from altering its policies subsequent to tariff negotiationsin away
that would improve its terms of trade. Recalling now from Proposition 1 that terms-of-trade
manipulation is the underlying source of inefficiency that negotiations can correct, and from
Proposition 2 that an agreement on tariffs alone will shift the incentive to manipulate the terms of
trade on to domestic standards choices, it may be anticipated that the ability to bring non-violation

complaints can have an important efficiency-enhancing role.”

To explore this role, we ask whether points on the efficiency frontier can be reached with

appropriate Stage-1 outcomes, in light of the Stage-2 adjustments that may be anticipated. Given an

2Inthis regard, the role of non-violation complaintsthat we highlight here bears arelationship to the well-known
results of Kemp and Wan (1976). In their classic paper, Kemp and Wan showed how the membership of a customs
union could always be increased in such away as to raise the national income of member countries without reducing
the national income of any non-member country. The customs union need only adjust its (common) external tariffs
to neutralize the impact of the addition of new members on the external terms of trade with remaining non-members.
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existing set of recorded standards, we will say that a policy combination can be implemented under
tariff negotiationsif thereexistsapair of tariff bindings such that this policy combination corresponds

to a Nash equilibrium in Stage 2 of the Two-Stage Tariff Negotiation Game.®

Let us consider, then, a combination of policies (1558, .t 58,5, ) satisfying (8)-(10),
and ask whether, given a set of recorded standards, this efficient policy combination can be
implemented under tariff negotiations. Associated with this efficient policy combination will be
domestic and foreign import volumes, which we denote by M, and M, =, respectively, and aworld
price which we denote by p"E. Suppose, then, that Stage-1 negotiations were to result in a pair of
tariff bindings (t5,7°E) defined implicitly by MX:MXE and I\Z;:MY*E, and note that these bindings
would imply aworld price p“=p"€. Suppose further, for the moment, that T5>tF and T°E>1"E, s0
that these bindings are set above the tariff levels associated with the efficient policy combination

under consideration. Then it follows from (IV) and (IV*) that (rE,sEsEr*E,sq*E,sc*E) can be

CRACE
implemented under tariff negotiations, provided only thet at thisefficient policy combinationwehave dW/drt *<0
and dW */dt<0 (i.e., provided that, at this efficient policy combination, each government would be
hurt by aunilateral increasein thetariff of itstrading partner). To seethis, notefirst that itisfeasible
for thehome government to select (<,s,,s,”) and for theforeign government toselect (¢*&s; s,
in Stage 2. And second, note that these selections are indeed best-responses, since the resulting
policy choices (a) are efficient, (b) satisfy dW/dr*z[er W, wop*¥ot’<0 and
dw */dt= [Wp** It +Wp*w] dp*/9t<0, whichimpliesinturnthat [tW +W,_.]<0 and [Wp** It +Wp*w] >0,
and (c) meet the home and foreign market access commitments exactly. Consequently, to do better
for itself, agovernment would haveto hurt itstrading partner by (a), and therefore by (b) would have
to worsen theterms of trade of itstrading partner from p", but by (c) would be prevented from doing

so as aresult of constraint (ii’) or its foreign-government analogue.

Hence, any efficient combination of policies(t,s, s 1 55, s, ) satisfying therestrictions

(i) dWldt*<0 and dwW*/dt<0, and (ii) T5>tF and T*E>1"E can be implemented under tariff

ZWe do not explore conditions for the uniqueness of the Stage-2 Nash equilibrium.
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negotiations. We now consider the nature of these restrictionsin more detail, so as to better assess

the limitations associated with attempts to implement efficient outcomes with tariff negotiations.

Consider first the restriction that dW/dt*<0 and dW*/dt<0. By (3), this restriction will
certainly be met at the politically optimal policy combination defined by (12a) and (12b), as at this
combination of policies Wp:O:Wp** and henceworld price effects alone dictate how one government
feels about atariff increase by itstrading partner. Clearly, thisrestriction will be met for arange of
efficient policy combinations around the political optimum aswell. In fact, it is straightforward to
show that a sufficient condition for thisrestriction to be met by an efficient policy combination isthat
the efficient policies require each government to bind its tariff below its best-response tariff.* This
first restriction will be met, then, for al efficient policy combinations at which each government
agrees to restrain the unilateral desire to raise itstariff. Given the nature of GATT bindings (i.e.,
defining amaximal tariff level), afocus on efficient policy combinationsthat satisfy thisproperty does
not seem particularly limiting. Therefore, in light of GATT’ s approach to tariff bindings, we will
henceforth refer to efficient policy combinationsthat share this property as efficient combinations of
tariff bindings and standards policies, and we will focus on the feasibility of implementing such

policy combinations under tariff negotiations for the remainder of the paper.

Consider next the restriction that t5-1F and T"E>t*E. To explore the nature of this
additional restriction, observethat TF and T F must satisfy, respectively,

M, (Sq.Se P(TEP"E),P"E) = M, (s .S p(zE0"),p"F)
and
M, (s, %8 P (T EP9).P"0) = M (s, T8 op (¢ 7E ), pF),
where we have used the definitions of TF and ©°F and the fact that the implied world price satisfies

pV=p"E. Asthe first expression makes clear, if T5>1F, then existing domestic standards are being

%This can be seen by noting that, if the home (foreign) government setsitstariff below its best-response tariff, then
we must have dW/dt>0 (dwW*/dt">0 ) and efficiency then requires dW*/dt<0 and dW/dt"<0.
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set in away that encourages market access at f'E relative to the efficient choice of standards. A

similar interpretation from the foreign country’ s perspective holds for the condition that T *E>t*E.

Whether the restriction that T5>tF and T*E>t*E will be met depends, therefore, on whether
existing standards are being set in away that encourages market accessat p'F relative to the efficient
choice of standards. Thiswill in turn depend on where governments are starting from (the existing
standards levels) and where they wish to go (the particular point on the efficiency frontier). But the
circumstances under which this restriction will not be met, namely, that governments face the
prospect of tariff negotiations from a starting point in which their existing standards are set in away
that discourages access to their markets relative to efficient standards policy, seem quite plausible.
Such circumstances would certainly be suggested by Proposition 2. Inthisevent, in order to achieve
efficient trade volumes through tariff negotiations, each government would have to offer the
appropriate level of market accessto itstrading partner by agreeing to bind its tariff at alevel below
the tariff that would be efficient in combination with its efficient standards choices, and in light of
these bindings the resulting mix of policies could not then achieve efficiency. And if bindings were
instead set at or abovethelevel of efficient tariffs, the implied market access commitments would be
insufficient toinduce governmentsto sel ect efficient tradevolumes.® Hence, weinterpret thissecond
restriction asplacing more seriouslimitationson the ability toimplement efficient outcomeswith tariff

negotiations.

With interpretations of these restrictions in hand, we now summarize the results of this
subsection with:

SThis last point relies on a dlight further strengthening of our assumptions. We assume henceforth that
\N(sq,sc,p(r,ﬁw),ﬁw) isglobally concavein S, and s_, with an analogous assumption for foreign-government welfare.
With this, suppose for example that bindings were set at the efficient tariff levels, and note that in this case theimplied
market access commitments would be below the efficient levels. Suppose as well that the foreign government set the
efficient foreign policiesin stage 2. 1t may now be seen that the domestic government’ s best response can not be the
corresponding efficient domestic policies. This follows, with global concavity of W in S, and s, from Proposition
2, which impliesthat, even with its tariff bound at the efficient level, the domestic government would wish to ater its
standards policies from their efficient levels so as to restrict domestic-market access below the efficient level, and it
could do so in this case without violating its market access commitments.
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Proposition 3: Consider any efficient combination of tariff bindings and standards policies.
Thisefficient policy combination can beimplemented under tariff negotiations
if and only if existing standards have been set by each government in a way

that encourages accessto itsmarketsrelative to the efficient standardspolicy.

It is clear from a comparison of Propositions 2 and 3 that the prospect of non-violation complaints
restricts sovereignty over domestic policy choices in away that, in some circumstances, can alow
governments to reach the efficiency frontier with tariff negotiations alone. Inthismanner, GATT's
existing rules can be seen to contribute toward a solution to the problems associated with standard
setting while maintaining some sovereignty over standards choices for its member governments. It
is aso clear from Proposition 3, however, that in combination with tariff bindings the prospect of
non-violation complaints does not leave governments with sufficient sovereignty over their policy
choices to reach the efficiency frontier in al circumstances. We will explore the possibility of
modificationsto GATT’ s rules that might address these limitations in the penultimate section of the
paper. Before doing this, however, we turn in the next subsection to consider an important feature

of GATT’srules not captured by the Two-Stage Tariff Negotiation Game introduced above.

C. GATT Rules: Reciprocity

In the Two-Stage Tariff Negotiation Game of the previous subsection, governments are not
permitted to modify their Stage-1 tariff bindings. 1n combination with the prospect of non-violation
complaints, this has the effect of ensuring that the level of market access commitments implied by
tariff negotiationswill not be eroded by subsequent changesin domestic policy. Inredity, however,
GATT’ s rules do provide governments with the right to modify their tariff bindings. Indeed, the
central function of Article XXI1I non-violation complaintsis not to prevent governments from ever
modifying their market access commitments, but to induce them to do so explicitly by renegotiating
their bindingsunder therulesof GATT (seealso note 3). Theserulesareprovidedin Article XXV,
which sets out the procedures under which a government may lawfully modify or withdraw its tariff
bindings, as well as the rights of its trading partners in this event. Under these procedures, a

government may choose unilaterally to raise a tariff binding, with the knowledge that its trading
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partners will then be permitted to withdraw reciprocal concessions of their own. Hence, whilethe
tariff bindings that governments negotiate do imply levels of market access commitments, what is
secured by GATT tariff negotiationsin light of the ability to renegotiate is not thelevel but rather the
bal ance of these commitments, asdefined by reciprocity. Inthissubsection, we consider an extended

negotiating structure in order to capture this essential feature of GATT srules.

Accounting for the renegotiation provisions of GATT may also be essential for a complete
understanding of the problemsfaced by governments asthey liberaize tariffsunder GATT rulesand
contemplatetheir own domestic standardschoices. Infact, GATT legal scholars(e.g., Enders, 1996,
Roessler, 1998) often describe GATT' s renegotiation provisions as an aready-available answer to
the perceived conflict between GATT market access commitments and strong labor and
environmental standards. For example, in discussing possible routes that GATT might consider in
an effort to allow governments greater leeway to respond to the constraintsimposed by theserace-to-

the-bottom-type issues, Roessler (1998) observes:

Onelegal method...would beto permit [governments] to individually vary their market-access commitments
in accordance with those constraints. That method is already available. The market-access commitments under the
WTO agreements are made by product (GATT), by sector (GATS), or by entity (Agreement on Government
Procurement). The schedules of commitments of WTO members therefore vary significantly. Moreover, WTO
members are entitled to renegotiate their commitments. Both during the process of negotiating the commitments and
after their acceptance, WTO members thus have the possibility to adjust their trade obligations...However, this
adjustment takes place at the time when market-opening commitments are negotiated or after a renegotiation based
on reciprocity, and therefore maintains the balance of rights and obligations among members.

...Given the right of each member to adjust its market-access commitments to its perception of these issues,
thereal issueiswhether the WTO members should be able to react to the external repercussions of their own domestic
policy choices by unilaterally withdrawing their market-access commitments or whether they should be able to do so
only by renegotiating their commitments. A multilateral trade order based on the rule of law cannot but be based on
the principle of renegotiation. (Roessler, 1998, p. 224).

Animportant question istherefore whether the remaining impedimentsto efficient outcomes that we
have identified in the Two-Stage Tariff Negotiation Game might be removed once GATT'S
renegotiation provisions are properly accounted for. This provides a second reason for studying an

extended negotiation structure which incorporates this feature.

As we have argued elsewhere (Bagwell and Staiger, 1999a), mutual changes in tariffs that
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conform to reciprocity — equal changes in import volumes across trading partners — will leave the
terms of trade unchanged.® Hence, Article XXV 11 provides each government with the unilateral
right to reduce the level of its market access commitments by raising the level of itstariff bindings,
but the reciprocal actions of itstrading partners permitted under Article XXVII1 will ensure that this
unilateral right does not extend to altering the terms of trade. In our earlier paper we explored the
consequences of this rule of renegotiation for negotiated tariff agreements, and showed that it had
the effect of guiding governments in their negotiations toward efficient politically optimal tariffs.
However, we did not explore the possibility that governments would be choosing domestic policies
aswell. By extending the Two-Stage Tariff Negotiation Game considered above to alow for the
possihbility of Article XXVIII renegotiation, we may investigate how the results of the previous

subsection and the results of our earlier paper each extend to aricher policy environment.

Formally, we now extend our negotiation structure to three stages with the introduction of
a“renegotiation” stage (corresponding to Article XXV I11) between stages 1 and 2 of the Two-Stage
Tariff Negotiation Game, where any renegotiation satisfies the restriction of reciprocity as outlined
above, and thusresultsin mutual changesin tariff bindingsthat preserve theimplied world price from
thefirst stage. To ensurethat the renegotiation process achieves eventua resolution (and in linewith
Article XXVII1), we assume that, if governmentsfail to agree on arenegotiated set of bindings, then
the bindings that are implemented at the end of this stage are those that imply the greatest level of
market access consistent with the restriction of reciprocity and the requirement that no government
is asked to provide greater market access than would be implied by its proposal in the renegotiation
stage.

We start with some definitions. Given aworld price p* that isimplied by the outcome of the
first stage of negotiations, wewill say that arenegotiated pair of tariff bindings satisfiestherestriction
of reciprocity if the pair of bindingsalso impliesthe original world price. If intherenegotiation stage

Formal ly, we say that the changesin trade vol umes associ ated with the change from one policy vector (T°T )
toanother (T1,T 1) conform to reciprocity if B [M -M 0] [E -E, 0] Utilizing the trade balance condition at p*°
and again at p** allows this condition to be revvrltten as [p"- ““O]M =0, which implies that the terms of trade must
remain unchanged.
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the domestic government proposesto bind itstariff at T and theforeign government proposesto bind
itstariff at T, then we will say that the domestic and foreign governments' proposed market access
levelsare, respectively, M,(s;,s;,p(2,0"),0") and M, (s; s, ,p “(3",p"),p") . Under therestriction

of reciprocity the binding proposed by one government will define areciprocal binding for itstrading
partner. We thus define the domestic government's reciproca foreign binding,

* *fA 0 0 %0
T =T (3PS Sy

T=T(2" PS S8 S ), by the requirements that (3,t°(2,p%)) and  (t(3*,p"),%") satisfy the

restriction of reciprocity. We may then say that the proposed bindings, T and 1°, agreeif they yield

sc*o), and the foreign government's reciprocal domestic binding,

the same pair of bindings along the iso-world-pricelocus: (T,7°(%,p%;))=(t(3*,p"%;),7*). Whenthe
proposed bindings do not agree, the pair of bindings that is implemented satisfies the restriction of

proposed market access limitsif the domestic market accessimplied under thispair of bindingsisno

greater than the domestic government’s proposed market access, and the foreign market access
implied under this pair of bindings is likewise no greater than the foreign government’s proposed
market access. This final restriction formalizes the idea that neither government can be forced to

provide greater accessto its markets than that implied by its own proposal in the renegotiation stage.

Withthesedefinitions, wemay now formally definethe Three-Stage Tariff Negotiation Game.
Astariff negotiations commence, local standardsareinitialy recorded at their existing levels (sé) ,sf)

*0 _ *0 . .
and (s, s, ). Governments then proceed in three stages:

Sage 1 Governments bargain over tariffs, a pair of tariff bindings, (t,7), isdetermined,
and aworld price, p*“, isimplied.

Sage 2. The domestic government proposes a domestic tariff binding, 7, at the same time
that the foreign government proposes a foreign tariff binding, ©*. If the proposals
agree, then they are implemented as the outcome of the negotiation. If the proposals
do not agree, then the bindings that are implemented as the outcome of the
negotiation are those which imply the greatest market access while satisfying the
restrictions of reciprocity and proposed market access limits.

Sage 3: Each government is entitled to make unilateral adjustmentsto its policy mix so long
as (i) itstariff does not exceed its bound level, and (ii) its policy adjustments do not
erode its implied market access commitments.
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Effectively, the Three-Stage Tariff Negotiation Game has governments determining the
balance of market access commitments —and therefore thetermsof trade— in Stage 1 negotiations,
thelevel of market access commitmentsin Stage 2 renegotiations, and the policy mix with which each
government will deliver itsmarket accesscommitmentsin the unilateral decisionsof Stage 3. Wewill
say that a policy combination can be implemented under reciprocal tariff negotiationsif, given the
existing standards, thereexistsa p" such that the stage 2-3 subgameyiel dsthis efficient combination

outcome as a subgame perfect Nash equilibrium.

In the Appendix, we show that an efficient policy combination cannot be implemented under
reciprocal tariff negotiationsif thispolicy combinationisnot politically optimal. Intuitively, attempts
to implement an efficient combination of policies that are not politically optimal will fail under
reciprocal tariff negotiations because, at such a policy combination, some country will desire less
trade volumeif it can achievethisreduction in trade volume without atering the world price, and the
Stage-2 ability to renegotiate its tariff bindings subject to reciprocity provides it with just such an
opportunity. We further establish that reciprocal tariff negotiations cannot implement a politically
optimal combination of policiesif existing standards have been set by either government in away that
discourages access to its markets rel ative to the efficient politically optimal standards policy. Inthis
case, the problem isthat, in light of the existing standards, the tariff bindings necessary to induce the
efficient levels of trade volume in Stage 2 would prevent governments from achieving in Stage 3 the
politically optimal tariff levels once standards were also adjusted to their politically optimal levels.
Findly, with two additional conditionswe establish that reciprocal tariff negotiations can implement
apolitically optimal combination of policiesif existing standards have been set by each government
inaway that encourages access to its markets relative to the efficient politically optimal standards
policy. Thefirst condition isthat, at the political optimum, each government’ swelfareisno lessthan
thewelfarelevel it could achieveintheabsence of negotiations(i.e., in anon-cooperative equilibrium)
if it could ssimply commit to a unilatera increase (beyond the Nash equilibrium level) in the market

accessit offered toitstrading partner. Thisamountsto adlight additional tightening from our earlier
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focus on efficient points at which each government is below its best-response tariff.?”  The second
additional conditionisthat tariffsand domestic standardsare sufficiently close substitutesfor meeting
market access objectives. Together, these two additional conditions assure that, when existing
standards encourage market access relative to efficient politically optimal standards, politically

optimal policies may indeed be implemented under reciprocal tariff negotiations.

Formally, we may now state:

Proposition 4. An efficient combination of tariff bindings and standards policies can be
implemented under reciprocal tariff negotiations if and only if (a) it consists
of a politically optima combination of tariffs and local standards, and (b)
existing standards have been set by each government in away that encourages

access to its markets relative to the efficient politically optimal standards

policy.

Proof: (See Appendix).

Aswith Proposition 3, it is clear from Proposition 4 that the prospect of non-violation complaints
restricts sovereignty over domestic policy choicesin away that can alow governments to reach the
efficiency frontier with tariff negotiations alone, but in combination with tariff bindings the prospect
of non-violation complaints does not leave governments with sufficient sovereignty over their policy

choices to reach the efficiency frontier in all circumstances. We consider modificationsto GATT's

Z"More formally, we assume that the political optimum provides each government with at least as much welfare
asit could achieve in the Two-Stage Non-cooperative Policy Game were it able to select in Stage 1 any point on the
Stage-1 reaction function of its trading partner which left it below its own Stage-1 reaction function. Assuming that
each government prefers the political optimum to Nash, this first additional condition will be met if the Stage-1
reaction functions of the Two-Stage Non-cooperative Policy Game slope down (i.e., if, starting from a point on its
reaction function, the best response to an outward shift of the import demand schedule of one's trading partner —
measured at the world price implied by the original policies — isto shift inward one's own import demand schedule
at this original world price), as then committing to a market-opening policy change could only reduce welfare below
the Nash level. It is easily shown that this condition will also be met if the Stage-1 reaction curves slope up and
countries are not too asymmetric.
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existing rules that might address this potential shortcoming in the next section.

V. Tariff Negotiations and National Sovereignty

Our analysis thus far has identified circumstances under which tariff negotiations structured
along current GATT principles can allow governments to achieve globally efficient trade and
domestic policies. These circumstances, however, appear to be limited in important ways. Thisis
reflected in both Propositions 3 and 4, where an important impediment to achieving globally efficient
policieswill arise whenever either government has set the level of its existing domestic standardsin
away that discourages access to its markets relative to efficient levels. In this section we consider
the source of thisimpediment in greater detail, in order to identify modificationsto GATT rulesthat

might remove it.

As Propositions 3 and 4 indicate, GATT s rules can deliver globally efficient outcomes, so
long as two requirements are met: first, governments must be able to secure market access
commitments through tariff negotiations; and second, each government must be able to choose
unilaterally and without external constraints the best way to meet its market access commitments.
We have argued that, once alevel of bindingsis established, the prospect of non-violation complaints
will securethe balance of theimplied market access commitmentsagainst erosion asaresult of future
changesin either country’ sdomestic policies. Thisiscaptured by constraints (ii) and (ii*) in (IV) and
(IV*), respectively, which imply that each government is free to adjust unilateraly its domestic
policiesin away that reduces accessto its marketsif it compensates with a market-access-stabilizing
tariff cut.

As discussed above, however, if a government enters tariff negotiations with domestic
standards that discourage access to its markets relative to efficient standards policy (e.g., lax
enforcement of environmental standards in its import-competing sector), then global efficiency will
require this government to make future changes in its domestic policies which in themselves would
increase access to its markets. In this event, the bindings necessary for this government to achieve

an efficient level of implied market accesswould later impedeitsability to deliver the promised access
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to its markets with an efficient mix of trade and domestic policies, as it would be prevented from
adjusting its domestic policies in a way that increased access to its markets while offsetting these
market access changes with atariff increase above its bound level. Thisis captured by constraints
() and (i*) in (1V) and (IV*), respectively, and when either of these constraints binds, the attainment
of globaly efficient outcomes is then impeded.

What is needed to remove this impediment, then, is away to give governments the freedom
to stabilize their implied market access commitments by raising their bound tariffs, when making
changes to domestic policies that would otherwise increase access to their markets. Effectively,
granting this additional freedom would amount to eliminating constraint (i) from the last stage of the
two tariff negotiation games we have set out above, and this would eliminate (i) and (i*) from (1V)
and (1V*), respectively. Asaresult, thischangewould eliminate any impedimentsto achieving global

efficiency that were associated with the features of existing standards.®

We summarize this observation with afinal proposition:

Proposition 5: If governments were granted the freedom to stabilize their implied market
access commitments by raising their bound tariffs, when making changesto
domestic policiesthat would otherwiseincrease accessto their markets, then:
(1) any efficient combination of tariff bindings and standards policies could be
implemented under tariff negotiations; and (ii) the politicaly optimal
combination of policies could be implemented under reciproca tariff

negotiations.

Proposition 5 indicates that the primacy of market access concernsreflected in current GATT rules

%An alternative would be to allow governments to record intended domestic policies at the start of tariff
negotiations rather than existing domestic policies as our formal negotiation games assume. In fact, the failure to
implement policy changesthat were*“promised” at the time of around of tariff negotiations can be the basisfor anon-
violation complaint under Article XXI11 (see Petersmann, 1997, pp. 156-157). However, this solution would introduce
an added strategic element to the choice of standards, which could add a new source of inefficiency (and which would
be absent under the solution proposed above).
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can be harnessed to eliminate the remai ning i nefficienci es associ ated with standard-setting under these
rules, if governments are given more sovereignty than these rules currently provide to choose the

policy mix with which to deliver their market access commitments.

Notice that the impediment to global efficiency that we have identified under current GATT
rules bears a resemblance to race-to-the-bottom-type fears, under which trade pressures could delay
the introduction or enforcement of stricter labor or environmental standards. Our anaysistherefore
identifies an element of truth in these fears, in that GATT rules may not provide governments with
sufficient flexibility in al circumstancesto offset the trade pressures that could otherwise impede the
implementation of efficient domestic standards. This is the case, even when the flexibility to
renegotiate market access commitments that GATT permits is modeled, as in Proposition 4.
However, in light of the need for added flexibility, our analysis does point to the renegotiation
provisions of GATT as a potentialy fruitful area within which to introduce the modifications that
could eiminate this impediment.®® In this light, our analysis can be viewed as vdidating GATT's
continued emphasis on market access concerns, and as pointing to refinements of GATT's
renegotiation provisions under which governments could better achieve globally efficient trade and

domestic policies.

Also important, however, is a direction in which our analysis does not point, namely, the
direction taken by proposalsfor thecreation of aGATT “socia clause.” Aswehaveobserved above,
direct negotiations over (r,sq,sc,r*,sq*,sc*) could of course allow governmentsto moveto apoint on
the efficiency frontier. But this is not what the social clause envisions. Instead, under current
proposals, aset of minimum international standardswould first be negotiated, and subsequently each
country would be allowed to deny market access to any trading partner that did not meet these
standards. These proposals reflect an underlying belief that the race to the bottom is fueled by the

2\We note al'so that, with this modification of GATT’srules, the restriction that tariffs and domestic standards are
sufficiently close substitutes for meeting market access objectivesis no longer needed to establish that the politically
optimal combination of policies can be implemented under reciprocal tariff negotiations.

*For instance, the renegotiation provisions of Article XXVIII might be modified to facilitate the possibility of
offering changes in domestic standards as a“ compensatory adjustment” when raising the bound rate of a tariff.
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policy choices of low-standards countries and the trade pressures that these choices exert on the
industrialized world. Under this logic, the race to the bottom can be stopped by making access to
one's markets conditional on the standards choices of one's trading partners. But while we have
identified an element of truth in the race-to-the-bottom fears under existing GATT rules, the engines
of thisrace arefueled by thelossin trade competitiveness that would result from atightening of one's
own standards, not by greater import competition from a low-standards trading partner.
Consequently, the inefficiency associated with the race to the bottom cannot as a general matter be
eliminated by modifying GATT srulesto forge adirect link, of the form envisioned under the socid
clause, between one’ smarket access commitments and the choice of standards made by one' strading
partner.3* From this perspective, our analysis indicates that the logic of a GATT social clause is

fundamentally flawed.

V. Conclusion

How should the issue of domestic standards be handled in the WTO? Our analysis suggests
that GATT's principles are already well-equipped to address this issue, and that with some
modification these principles could alow governments to attain globally efficient trade and domestic
policies. Themodificationwould providegovernmentswiththefreedomtoincreasetheir bound tariff
rates when making changes to their domestic policies that would otherwise increase foreign access
totheir markets. AsGATT principlesaready effectively require governmentsto grant compensatory
tariff reductionswhen altering their domestic policiesin waysthat would erode foreign accessto their
markets, these modifications can be viewed as refinements of existing GATT rulesthat are consistent

with GATT principles.

Whilein principle our results point toward arelatively simple “fix” for the contentious issue

31 This can be seen formally by considering how the introduction of a social clause would augment (1V) and (1V*)
and the tariff negotiating games we have set out above. Under aGATT social clause as currently proposed, countries
would in the first stage negotiate as well aset of minimum international standards (s_,s.) , and then in the final stage
athird constraint would be added of theform (s 2S; s.2s) to(IV), and of theform (s; =s; s, 25,) to (IV*). Itisnow
ashort step from the augmented (1V) and (1V*) to seethat theintroduction of aGATT social clause could not eliminate
the inefficiencies that exist under current GATT rules except in the special case where efficiency required uniform
standards across countries.
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of standards in the WTO, in practice there are of course a host of important caveats which must be
bornein mind. First among theseisthe“dlippery slope” argument that asks of the WTO, “Why stop
at labor and environmental standards?’ To somedegreevirtually all domestic policy choicesof large
economies such as the United States will have implications for export prices in the world economy
and hence could be the subject of an analysis similar to that which we have undertaken here. Where,
then, should the WTO draw theline? Also important isthe question of how, given the complexities
of the real world, the trade effects of a given change in domestic standards could be assessed with
any accuracy.** These and other arguments might well be offered up against the advisability of
modifying the rules of GATT in the way that our formal results suggest.

On the other hand, the direct negotiation of alist of minimum international standards and the
subsequent enforcement of aWTO “socia clause” isitself an extraordinarily complex task, and not
one which is immune to the “dippery slope” argument. At the same time, this approach crosses a
boundary of national sovereignty that has served GATT well for 50 years. Moreover, as we have
observed, there is a key difference between harnessing the logic of GATT's current principles to
address the issue of labor and environmental standards and negotiating a social clause. Under the
logic of GATT’s current principles, there exists an implicit link, created by the prospect of non-
violation complaints, between a government’ s labor and environmental policies and its own market
access commitments, and we have argued that this link should be strengthened. In contrast, under
the logic of a GATT socia clause, countries would face restricted access to the markets of their
trading partners if they do not meet a set of minimum international standards, and so a direct link
would be forged between a government’s labor and environmental policies and the market access
commitments of its trading partners. We find no support for the creation of such alinkage in our
formal analysis. Consequently, our resultsindicate that, asameans of addressing legitimate problems

associated with the choice of labor and environmental standardsunder existing GATT rules, thelogic

*The general difficulty of assessing thetrade effects of agiven unilateral policy change arisesaswell inthe context
of Kemp-Wan adjustments (see a so hote 22), and in the context of customs union formation thesedifficultieshave been
discussed by McMillan (1993) and Srinivasan (1997). Nevertheless, it should be pointed out that these difficultieshave
not prevented GATT panelsfrom proceeding in non-violation cases, where the trade effects of domestic policy changes
are precisely what is at stake.
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of aGATT socid clauseis fundamentally flawed.

Findly, we mention acouple of interesting issuesfor future research. Oneissue concernsthe
potential gap between GATT principles aswe have modeled them and GATT practice. Itispossible
that, while GATT principles can serve as we have indicated to deliver governments to the efficiency
frontier, in practice governments may fall far short of thisidea. Hence, efforts to bring GATT
practicemoreinlinewith GATT principles (by, for example, enhancing enforcement of GATT rules)
may be an important element of handling the issue of domestic standards within the WTO, and this
may therefore provide an interesting further line of research. A second observation, in light of our
results here, concerns the handling of intellectual property rights protection within the WTO. One
result of the Uruguay Round of GATT negotiations was anew agreement on Trade-Related Aspects
of Intellectual Property Rights (TRIPs). Under the TRIPs agreement, WTO members have accepted
obligations on minimum standards for the protection of intellectual property rights and their
enforcement, much asthe proposed social clausewould introducefor labor standards. Aninteresting
guestion is whether there are specia features associated with the protection of intellectual property
(e.g., non-pecuniary externalities) that would warrant such an approach in thiscase. We leave these

and other topics for future research.
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Appendix

Proof of Proposition 4:

In the Three-Stage Tariff Negotiation Game, the first stage is significant only in its
determination of the implied world price, p". Given this world price, governments make second-
stage proposals, T=1(p";") and 7*=1"(p%;-), where the unspecified arguments reflect existing
standards. Given that the iso-world-price locus is upward sloping in the t-t* plane, with trade
volume decreasing monotonically a ong thislocusastariffsrise, the second-stage proposal sdetermine

the second-stage outcome as follows:

TP =max(3,71(3",p"%)); (") =max(t*,T(3,0"));
M (0%) =M, (5550 P(E. D). 0™ M(p™)=M, (s, %5, °.p " (E".p™).p").

where #=%(p"-) and ©*=%*(p"-). We note that &*=t"(%,0"-) and P"=p(%,55.5c:% "S5 »S: )-
Finally, in the third stage, the domestic government chooses (r,sq,sc) to solve (1V), where t=7 and
M, =M (p";-); and similarly theforeign government chooses (1,5, .S, ) to solve (IV*) where T° =%
and M, =M ().

Consider now an efficient combination of tariff bindings and standards policies,
(<F, qu,scE,r*E Fs.5). Note that, if this policy combination solves (IV) and (IV*), then at this
combination constraints (ii) and (ii*) must hold with strict equality, with the associated multipliers

strictly positive, and therefore p*, M Ap";) and M (p -) must satisfy

M (S5 S PTEP. P =M, (P™);  M(s; 580 5P "(t "5 p").p") =M (p™;).

For suppose thiswere not the case, and supposein particular that at this efficient policy combination
the home country’s constraint (ii) held with strict inequality. Then with t set at 5, it would be
feasible for the home country to alter s, and s, from their efficient levels so as to reduce domestic-
market access and till satisfy (ii), and home welfare could be strictly improved in this fashion by

Proposition 2 (see also note 25), and so this policy combination could not solve (1V). Observe also
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that if (i) and (ii*) hold with equality, it follows from (1) and (2) that p"'=p"€, where p"E denotes
the equilibrium world price associated with the particular efficient policy combination under
consideration.  Hence, defining & by M,(s;.so.p(EEp"5),p")=M," and defining %€ by

M, (s, s P " (°E,p*5;),p) =M, = where M, and M,’= denote the trade volumes corresponding

~c Y

to the efficient policy combination (rE,qu,scE,r*E,sq*E,sc*E), a necessary condition for this policy

combination to be implemented under reciprocal tariff negotiations is that
(A1). p“=p"F; T(P"":)=1%; and T7("5;) =T "F.

We now provein sequencethethreeresults contained in Proposition 4: 1) If an efficient policy
combination is not politicaly optimal, then it cannot be implemented under reciprocal tariff
negotiations; 1) If an efficient policy combination is politically optimal but the existing standards of
either government discourage market access relative to the efficient politically optimal standards
policies, then thispolicy combination cannot be implemented under reciproca tariff negotiations; and
[11) If an efficient policy combination is politically optima and the existing standards of each
government encourage market access relative to the efficient politically optimal standards policies,
then this policy combination can be implemented under reciprocal tariff negotiations
1 Consider any policy combination (c5s;.s. ", t"E,s; 58, ") that is efficient but that is not the
politicaly optimal combination, and suppose that this combination can be implemented under
reciprocal tariff negotiations. Then, given the existing standards, there exists p" such that the stage
2-3 subgame yields this efficient combination outcome as a subgame perfect Nash equilibrium.
Moreover, by (A1) wemust have p%="E, with the outcome of Stage 2 characterized by T(p"F:-)=%E
and T*(f"E;-)=%"E, so that in Stage 3 and at the efficient choices, constraints (ii) and (ii*) hold with
strict equality and the associated multipliers are strictly positive.

From (10), it may now be derived that an efficient policy mix satisfies sign{ Wp} =signf Wp**} :
Thus, if W =0, then Wp** =0, and (8) and (9) imply further that W, =0=W,, and Wsi :O:WS**. Given
q ¢ q c

our supposition that the efficient combination is not the politically optimal combination, it must be
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that at (t5s;,8 758 S ) we have either W,>0 and W >0 or W<0 and W.<0. For
smplicity, wetake the former case, wherein the domestic (foreign) government prefersahigher loca

price and thus less (more) trade, given f*E.

In this case, given that the multipliers associated with constraints (ii) and (ii*) in (1V) and
(IV*) are strictly positive at the efficient policy combination, if the foreign government makes a
Stage-2 proposal consistent with T*(*€;-)=% *E, then the home government can profit by deviating
from a Stage-2 proposal consistent with % (*:-) =% E tothe proposal ©=%E+e . To seethis, notefirst
that the home-government’ sdeviant proposal will be pivotal, and so if the resulting world priceis not
altered from P*E under this deviation, then the home government achieves less trade volume at a
fixed world price and hence, with W>0, it will gain from such adeviation. And in fact, given that
the multipliers associated with (ii) and (ii*) are strictly positive at the efficient policy combination,
asufficiently small deviation (small €) will imply asufficiently small dropin I\7IX(;:")WE) below MXE and
in |\7|;(|5WE) below My*E so that (ii) and (ii*) must continue to hold with equality in Stage 3, and thus
the resulting world price will indeed not be altered from *€. Hence, with a profitable deviation now
described, we may concludethat, if an efficient policy combinationisnot politically optimal, it cannot

be implemented under reciprocal tariff negotiations.

1) Suppose next that the efficient combination is the politicaly optima combination
(t%,55%,85°, v, 7,5, and that the existing standards are set by at least one government in a
way that discourages access to its markets relative to the efficient politically optimal standards
policies. Supposethat it isthe existing standards of the domestic government that discourage market
access relative to efficient politically optimal levels. Suppose further that such a policy combination
can be implemented under reciprocal tariff negotiations. Define M;°, M,™ and (" as the
associated politically optimal trade volumes and world price. Then TP and 7P are defined,
respectively, by M,(s;'s.p(E%,5"™;),5*%) =M,”” and M, (s, "5, " (& 7,8, 5*) =M, P, and
observe that t*°>7P°. Clearly, by congtraint (i) in (1V) we must also have T(p"*°;-)>t™. But then
T(p"P°;)>1P°, and hence by (A1) this policy combination cannot be implemented under reciprocal

tariff negotiations.
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1 Suppose finally that the efficient combination is the politically optimal combination
(t%,5,5°, 0,5, 7,5, ™), and that the existing standards are set by each government in away that
encourages access to its markets relative to the efficient politically optimal standards policies. Then
TP<TP° and t*P°<T"P°. Suppose now that Stage-1 negotiations imply the politically optimal world
price (p"=p"°), and that the home and foreign governments make politically optimal proposalsin
Stage 2 given by 7= and 1°=7"", respectively. Then the necessary condition (A1) for
implementing the politically optimal policy combination under reciprocal tariff negotiations is
satisfied: pY=p""; F(FP°:)=%P°; and T*(F"P°)=%"P°. Note as well that M (§"*;)=M/° and
I\7I;([3Wp°;-):My*m. It now followsfrom (IV) with T=%° and M =M ° and from (IV*) with T*=%P°

and M =M, ™ that the politically optimal policy combination (t°,s5°,sP°,7*,s,™,s,™) constitutes

S c
a Nash equilibrium to the Stage-3 subgame. To see this, note that if, say, the foreign government
selects (1"°,s,",s,™), then it meets its market access constraint (ii*) with equality, and thus the
home government selectsits policiesto solve (IV"). But with (ii’) preventing an improvement in the
home country’ s terms of trade beyond 5**°, the best the home government can do isto achieveits
ideal position along this iso-world-price locus, and hence its politicaly optimal level of welfare, by

responding with (t,s;°,s°), which is also feasible.

What remains in order to establish that the political optimum may indeed be implemented
under reciprocal tariff negotiations in this case is to show that the home proposal 1= is a best-
response to the foreign proposal 1°=7""° (and vice versa) in Stage 2. We consider the home
proposal, and note that analogous arguments apply for the foreign government. We begin by
observing that, to improve upon its politically optimal payoff, the home government must secure a
favorable movement initsterms of trade, and hence by (IV’) it must induce aNash equilibrium of the
Stage-3 subgame in which the foreign government makes policy selections in Stage 3 which satisfy
theforeign market access constraint (ii*) with strict inequality. Hence, the possible gain to the home
government in deviating from the politically optimal Stage-2 proposal 7=1t"° comesfrom placing the
foreign government in apositionin Stage 3 whereitsimplied market access commitment isbelow that
consistent with its best-response policies, and therefore it must be that (6) —which definestheforeign
best-response standards — is satisfied in the Nash equilibrium of Stage 3. There are then two cases
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to consider, corresponding to whether or not the foreign constraint (i*) bindsin the Nash equilibrium

of the Stage-3 subgame.

If (i*) holds with strict inequality, then the foreign government is setting its best-response
tariff in Stage 3 so that, in addition to (6), (7) also holds. Asthe domestic constraints (i) and (ii) are
inequality constraints, the home government cannot be held above its best-response policiesin Stage
3, but may be held below them by its Stage-2 proposal. Consequently, in this case, with its Stage-2
deviation the home government may engineer amove from the political optimum to apoint that rests
on the foreign government’ s reaction curves and below its own reaction curves (i.e., atariff below
its best-response tariff and/or market-access provision above that consistent with its best-response
policies). But this can yield the home government no greater welfare than it could achieve in the
Two-Stage Non-cooperative Policy Game were it able to select in Stage 1 of this game any point on
the foreign Stage-1 reaction function that left the home government below its Stage-1 reaction
function, which we have assumed isin turn no better than the home government’ s politically optimal

payoff. Hence, deviating from the political optimum in this case cannot be profitable.

Findly, suppose that (i*) holds with strict equality in the Nash equilibrium of the Stage 3
subgame. In this case, the foreign government is held below its best-response tariff by the tariff
binding implied by the home government’s deviant proposal, though as (ii*) is satisfied with strict
inequality the foreign government is still unconstrained in the Nash equilibrium of the Stage-3
subgame by its Stage-2 market access commitment. The potential additional benefit afforded to the
home government from the ability to bind the foreign tariff may be understood to derive from the
impact of this binding on the foreign government’s market-access determination in Stage 3.
However, aforeign tariff binding will be ineffective in significantly influencing this determination if
tariffs and standards policies are sufficiently close substitutes for meeting the market access
objectives. Consequently, with sufficient substitutability as we have assumed, the additiona
possihility of binding the foreign government’ s tariff that comes with this second case cannot make

adeviation from the political optimum profitable. QED
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Figure 1: The world- and local-price effects of atariff change.
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