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By Paul Krugman

From World War IT until about 1980, regional free trade agreements and global trade negotiations
under the GATT could reasonably be seen as marching together toward increasingly open international
markets. But since then, the two have moved in opposite directions. The 1980s were marked by stunning
and unexpected success for regional trading blocs, while the GATT seems to have run aground.

Krugman concedes the move toward regional trading blocs is wrong in theory because free trade
areas may lead to trade diversion rather than trade creation. But he argues the move is right in practice
because the prospective trading blocs consist mostly of countries that already do a disproportionate
amount of their trade with one another. Indeed, given the disappointments of the Uruguay Round of the
GATT, one might take comfort in the continuing integration of markets at the more local level.

Commentary: The Move Toward Free Trade Zones 27

By C. Fred Bergsten

Bergsten identifies three central themes in Krugman'’s analysis of free trade areas. First, that free
trade areas are considerably better in practice than in theory. Second, that this is particularly true when
they are viewed as alternatives to multilateral trade liberalization. Third, that they should be viewed in
this way because of the demise of the GATT and the poor prospects for the Uruguay Round.

Bergsten offers fundamentally different views on all three counts. First, that free trade areas are
considerably less desirable than Krugman suggests, especially in practice. Second, that this is particu-
larly true if they are seen as alternatives to an effective global trading system. Third, that they need not
be seen as alternatives because the Uruguay Round is quite likely to succeed. If the GATT’s credibility
and central role are restored, the world will be safe for free trade areas which, as complements to such
a global system, are acceptable and even desirable.




Policy Implications of Trade and Currency Zones:
A Summary of the Bank’s 1991 Symposium 37

By George A. Kahn

The world trading system may be coalescing into a set of geographic free trade zones. Europe 1992,
the U.S.-Canada Free Trade Agreement, and the initiatives to include Mexico and Latin America in a
Western Hemisphere free trade zone provide recent examples of efforts to remove tariff and nontariff
barriers to trade among countries in geographic regions. If accompanied by currency zones—the
adoption within regions of fixed exchange rates or a common currency—this move toward trade zones
could bring major changes in the international monetary system and in domestic economic policies.

To explore possible ramifications of trade and currency zones, the Federal Reserve Bank of Kansas
City invited distinguished central bankers, academics, and industry representatives to a symposium
entitled “Policy Implications of Trade and Currency Zones.” The symposium was held August 22-24,
1991, in Jackson Hole, Wyoming.

Kahn summarizes the symposium papers and the discussions they stimulated. In general, most of
the program participants supported the move to a trade and currency zone in Europe, although some
expressed doubt about the benefits of trade and currency zones in other parts of the world.

Check-Cashing Outlets in the U.S. Financial System 53
By John P. Caskey

In the current debate over banking reform, some’ policymakers and consumer advocates have
expressed concern that many lower-income Americans have lost access to basic payment services
provided by banks. Reports of branch closings in low-income areas and increased service charges have
led to proposals that banks be required to provide basic banking services to all consumers.

Most discussions of this issue are incomplete, however, because they overlook check-cashing
outlets, a principal alternative to banks for many low and moderate-income consumers. Despite evidence
of rapid growth over the past decade, relatively little is known about the check-cashing industry.

Caskey examines the role of check-cashing outlets. He provides new evidence on the costs of
payment services and suggests that check-cashing outlets may play a role in the debate over basic
banking services.
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By Paul Krugman

ments and global trade negotiations under the GATT could

reasonably be seen as complements rather than substitutes—as
two aspects of a broad march toward increasingly open international
markets. Since then, however, the two have moved in opposite direc-
tions. The 1980s were marked by stunning and unexpected success
for regional trading blocs. In Europe, the EC not only enlarged itself
to include the new democracies of Southern Europe, but made a lunge
for an even higher degree of economic unity with the cluster of
market-integrating measures referred to as “1992.” In North America,
Canada ended a century of ambivalence about regional integration by
signing a free trade agreement (which is also to an important extent
an investment agreement) with the United States; even more start-
lingly, the reformist Salinas government in Mexico has sought, and
appears likely to get, the same thing. And in East Asia, while formal
moves toward regional free trade are absent, there was after 1985 a
noticeable increase in Japanese investment in and imports from the
region’s new manufacturing exporters,

Meanwhile, however, the multilateral process that oversaw the
great postwar growth in world trade seems to have run aground. The
major multilateral trade negotiation of the decade, the Uruguay
Round, was supposed to be concluded in late 1990. Instead, no
agreement has yet been reached. And while some kind of face-saving
document will probably be produced, in reality the round has clearly
failed either to significantly liberalize trade or to generate goodwill
that would help sustain further rounds of negotiation.

The contrast between the successes of regional free trade agree-
ments and the failure of efforts to liberalize trade at the global level
has raised disparate reactions. Official pronouncements, of course, call

From World War II until about 1980, regional free trade agree-
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for renewed progress on all fronts. In practice,
however, choices of emphasis must be made.
Some politicians and economists despair of the
multilateral process under the GATT, and
would like to see further effort focused on
regional or bilateral negotiations that seem
more likely to get somewhere. Others, seeing
the multilateral process as ultimately more
important, fear that regional deals may under-
mine multilateralism. It is possible to find
respected and influential voices taking fairly
extreme positions on either side. For example,
MIT’s Rudiger Dornbusch has not only been a
strong partisan of a U.S.-Mexico free trade pact,
but has called for a U.S. turn to bilateral deals
even with countries far from North America,
such as South Korea. On the other side,
Columbia’s Jagdish Bhagwati, now a special
adviser to the GATT, not only advocates
remaining with the traditional process but has
actually condemned the prospective U.S.-
Mexico deal.

How can reasonable and well-informed
people disagree so strongly? The answer lies in
part in the inherent ambiguity of the welfare
economics of preferential trading arrange-
ments; it lies even more in the peculiarly con-
torted political economy of international trade
negotiations.

Even in terms of straightforward welfare
economics, the welfare effects of the creation
of free trade areas are uncertain; indeed, it was
precisely in the study of customs unions that the
principle of the “second best,” which says that
half a loaf may be worse than none, was first
formulated. A customs union, even if it only
reduces trade barriers, may worsen trade distor-
tions; moreover, consolidation of nations into
trading blocs may lead even intelligent govern-
ments with the welfare of their citizens at heart
to adopt more protectionist policies toward the
outside world, potentially outweighing the
gains from freer trade with their neighbors.

Worse yet, however, the motives of govern-
ments as they engage in trade negotiations are
by no means adequately described by the idea
that they maximize national welfare. In general,
trade policy (like any microeconomic policy) is
very much influenced by pressure from orga-
nized interest groups; the traditional framework
of trade negotiation under the GATT channels
these political pressures in a way that has
generally led toward freer trade, but from an
economist’s point of view this framework has
led to the right results for the wrong reasons.
Given this, it is very difficult to decide whether
a shift in the domain of negotiations will be a
good or a bad thing.

Should the move toward free trade areas be
applauded or condemned? The purpose of this
paper is to help clarify the issues in a fundamen-
tally murky debate. It is primarily a discussion
of conceptual issues rather than a survey of
actual recent moves toward free trade areas,
although since the key questions about that
move are inherently empirical, some appeal to
facts and cases is necessary.

The paper is in three parts. The first part
reviews the relatively straightforward
economics of preferential trading arrange-
ments. The second is an attempt to describe and
analyze the political economy of trade negotia-
tions, and the reasons why changes in this politi-
cal economy have recently pushed the world in
the direction of regional free trade areas. The
third part tries to pull the economics and politics
together, for a general discussion of the problem
of free trade areas versus multilateralism.

The Economics of Trading Blocs

In spite of the major rethinking of the
theory of international trade that has taken place
over the past dozen years, few economists
would disagree with the proposition that a
world with free trade will be better off than
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under any other plausible set of trade policies.
Yet preaching the virtues of global free trade
somehow does not seem to get us there, and it
often seems easier to negotiate free trade or at
least trade liberalization on a more local basis.
Indeed, in spite of the growing ease of interna-
tional communication, the 1980s saw a shift of
emphasis away from global trade negotiations
toward regional deals. ‘

The apparent conflict between what
economists say should be in everyone’s interest
and what actually seems to happen politically
should be a warning flag—it suggests that
whatever is going on in international trade
negotiations, it is not welfare maximization.
And as I will argue in the second part of this
paper, any assessment of the move toward free
trade areas depends critically on understanding
what governments actually do as well as what
they should do. Still, suppose one takes it as a
given that for some reason it is possible to
negotiate a degree of trade liberalization among
subsets of countries that goes beyond what is
possible at a world level. The question is then,
should trade liberalization be permitted to
proceed at two speeds? Or should one try to ban
special deals and insist that countries offer to
everyone the same terms they offer to anyone?

A naive view would be that since free trade
is a good thing, any move toward freer trade
should be welcomed. Unfortunately, the case is
not that simple. At least three (not entirely unre-
lated) objections may be offered to preferential
free trade agreements:

(i) Trade diversion: Trade liberalization
among a subset of countries, even if it is not
accompanied by an increase in protectionism
against extra-bloc imports, may create perverse
incentives that lead to specialization in the
wrong direction.

(ii) Beggar-thy-neighbor effects: The for-
mation of free trade areas may well hurt
countries outside those areas, even without any
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overt increase in protectionism,

(iii) Trade warfare: Regional trading blocs,
being larger than their components, will have
more market power in world trade; this may
tempt them to engage in more aggressive trade
policies, which damage the trade between blocs
and may (through a kind of Prisoners’ Dilemma)
leave everyone worse off.

The analysis of the effects of preferential
trading arrangements is the subject of a huge
and intricate literature. We can, however, quick-
ly survey some of the main results that seem to
be relevant to the current problem of
regionalism in world trade.

Trade creation vs. trade diversion

In a classic analysis, Jacob Viner (1950)
pointed out that a move to free trade by two
nations who continue to maintain tariffs against
other countries could leave them worse rather
than better off. Viner’s insight remains fun-
damental to all analysis of preferential trading
arrangements, and is worth restating.

The essential idea can be seen from a
numerical example (Table 1).' Imagine that one
country—which, not entirely innocently, we
call Spain—can produce wheat for itself,
import it from France, or import it from Canada.
We suppose that the cost to Spain of producing
a bushel of wheat for itself is 10, that the cost
of a bushel of wheat bought from France is 8,
and that the cost of a bushel bought from
Canada is only 5.

Suppose initially that Spain has a tariff that
applies equally to all imported wheat. If it
imports wheat in spite of the tariff, it will buy it
from the cheapest source, namely Canada. This
case is illustrated in the table by the column
labelled “Tariff = 4.” If the tariff is high enough,
however—as in the case where it equals 6—
Spain will grow its own wheat.

Now suppose that Spain enters a customs



union with France, so that French wheat can
enter free of tariff. Is this a good thing or a bad
thing ?

If the tariff was initially 6, the customs
union is a good thing: Spain will replace its
expensive domestic production with cheaper
imported French wheat, freeing its own resour-
ces to do more useful things. If, however, the
tariff was initially 4, the customs union will
cause Spain to shift from Canadian-wheat to
more expensive French wheat, shifting from a
low-cost to a high-cost source. In that case the
customs union may well lower welfare.

As Viner pointed out, in the first, favorable
case the customs union causes Spain to replace
high-cost domestic production with imports; it
thus leads to an increase in trade. In the unfavor-
able case, by contrast, Spain shifts from a
foreign source outside the free trade area to
another source inside. Thus Viner suggested
that “trade creating” customs unions, in which
increased imports of trading bloc members
from one another replace domestic production,
are desirable; “trade diverting” customs unions,
in which imports are diverted from sources
outside the union to sources inside, are not.
Loosely speaking, if the extra trade that takes
place between members of a trading bloc rep-
resents an addition to world trade, the bloc has
raised world efficiency; if the trade is not addi-
tional, but represents a shift away from trade
with countries outside the bloc, world effi-
ciency declines.

This simple criterion is extremely sugges-
tive, and makes it easy to understand how
regional trade liberalization can actually reduce
rather than increase world efficiency. Perhaps
the most obvious real-world example, as the
illustration itself suggested, is the effect of EC
enlargement on agricultural trade. The
Southern European countries are induced, by
their entry into the EC, to buy grain and other
cold-climate products from costly European

L

Table 1
Hypothetical example of free trade area

Tariff rate
0 4 6
Cost of wheat from:
Spain 10 10 10
France, before customs union 8 12 14
France, after customs union 8 8 8
Canada 5 9 11

sources rather than the low-cost suppliers on the
other side of the Atlantic. Meanwhile, the north-
ern European countries are now induced to buy
Mediterranean products like wine and oil (and
perhaps also labor-intensive manufactured
goods) from Southern Europe rather than
potentially cheaper suppliers elsewhere, e.g. in
North Africa. It is by no means implausible to
suggest that because of these trade-diverting
effects on agriculture, EC enlargement reduced
rather than increased world efficiency.

While the creation/diversion idea captures
the essence of the problem, however, its sugges-
tion that customs unions are about as likely to
cause harm as good is somewhat too pessimis-
tic. For both theoretical and empirical reasons,
one needs to bear in mind that the simple crea-
tion/diversion idea misses some potential gains
from customs unions, even ones that are mostly
trade-diverting.

First and least interesting of these addi-
tional gains is the reduction of consumption
distortions. Even if Spain’s initial tariff does not .
prevent it from importing Canadian wheat, the
tariff will still distort consumer incentives. And
shifting to free trade with France will reduce
this consumer distortion even while diverting
trade.

A second gain from regional free trade,
which is very important in practice, comes from

Federal Reserve Bank of Kansas City



the increased size and hence both productive
efficiency and competitiveness of oligopolistic
markets subject to economies of scale. When
the European Common Market was formed in
1958, substantial trade diversion seemed a
likely outcome. What turned the arrangement
into a strong economic success was the huge
intra-industry trade in manufactures, and the
associated rationalization of production, that
the Treaty of Rome made possible.?

Finally, a third gain from formation of a
customns union is that regional integration char-
acteristically improves aregion’s terms of trade
at the rest of the world’s expense.

This last effect is obviously something less
than an unmitigated good thing. It makes a
regional trade deal more attractive, but it also
suggests that such deals can in effect be beggar-
thy-neighbor policies.

The beggar-thy-neighbor effect

Imagine a world consisting of three
countries, A, B, and C. It is easiest to imagine
that each country is specialized in the produc-
tion of a different set of goods. Also suppose
initially that all three countries maintain the
same tariff rate against all imported goods. Now
suppose that A and B form a customs union,
eliminating the tariff on goods shipped to each
other, while maintaining their tariffs on goods
imported from C. What happens to C?

The presumption is that C is made worse
off, through a deterioration of its terms of trade.
To see why, consider what would happen as the
result of the customs union if the prices of all
goods remained the same. Then A and B would
each tend to buy more of each others’ products,
substituting away from consumption both of
their own products and from consumption of
goods imported from C. The net effect on the
demand for A’s and B’s goods would be ambig-
uous, because each country would buy less of

~
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its own goods but sell more to the other. The
demand for C’s products, however, would
unambiguously fall. Thus to clear markets, the
relative price of C’s goods will normally have
to fall; unless there is too much asymmetry, the
prices of both A’s and B’s products will rise in
terms of C’s.

This terms of trade loss will increase the
benefits of a customs union to A and B. Indeed,
a customs union may well be desirable from
their point of view even if it leads primarily to
trade diversion rather than trade creation —
because it is precisely trade diversion, that is, a
shift of demand away from imports from the
outside world, that leads to the improvement in
the terms of trade. The extra gain will, however,
come at the rest of the world’s expense. The
point is that even if formation of a customs
union does not involve any increase in external
tariffs, it can still in effect be a beggar-thy-
neighbor policy.

Again, this is not an abstract point. The
United States has been concerned that the enlarge-
ment of the EC deprives its agricultural exporters
in particular of traditional markets, and has
sought offsetting reductions in EC protection
against agricultural products. And indeed this is
what must happen if a customs union is not to
be a de facto beggar-thy-neighbor policy: for-
mation of the union must be accompanied by a
reduction in external tariffs.

A customs union that also reduces tariffs on
imports from outside can still be beneficial,
through the normal gains from trade and
specialization. Indeed, the idea that one could
adjust tariffs so as to keep a customs union’s
trade with the outside world unchanged is the
basis of a well-known demonstration that a
customs union is always potentially beneficial
to its members (Kemp and Wan 1976). But will
a group of countries forming a trade area nor-
mally lower their external tariff sufficiently to
avoid any trade diversion?



This depends on their motivations in form-
ing the customs union in the first place. In
practice, trading areas are formed for a variety
of reasons, in which a careful assessment of
costs and benefits is not usually high on the list.
In the messy world of motivations discussed in
the second part of this paper, it is possible either
that a trading area might offer the rest of the
world concessions in order to mollify it, or that
the new bloc might have economically irra-
tional autarkic tendencies as a way of emphasiz-
ing the political content of integration. For
example, in the context of fairly amicable trade
relations, one could imagine the EC cutting
tariffs and subsidies in order to compensate the
United States for any loss of markets due to
increased European integration. In another con-
text, one could imagine the emergence of a
political context in which Fortress Europe
shows a preference for self-sufficiency even
beyond the beggar-thy-neighbor point.

Before we turn to political economy, how-
ever, let us at least ask what the economically
rational action would be. And it is fairly
obvious: not only would it not normally be in
the interest of a trading bloc to throw away all
of its terms of trade gain by reducing external
tariffs, it would normally be in the bloc’s inter-
est to raise its external tariffs.

The reason is that a trading bloc will nor-
mally have more monopoly power in world
trade than any of its members alone. The stand-
ard theory of the optimal tariff tells us that the
optimal tariff for a country acting unilaterally
to improve its terms of trade is higher, the lower
the elasticity of world demand for its exports.
So for a trading bloc attempting to maximize
the welfare of its residents, the optimal tariff
rate will normally be higher than the optimal
tariff rates of its constituent countries acting
individually.

This implies that the adjustment of external
tariffs following formation of a regional trading
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bloc will not only not eliminate the beggar-thy-
neighbor aspect, it will tend to worsen it.

Trading blocs and trade war

An individual trading bloc will tend to gain
even in the face of trade diversion by improving
its terms of trade at the rest of the world’s
expense. If one goes from envisioning a single
bloc to imagining a world of trading blocs,
however, the blocs may beggar each other. That
is, formation of blocs can in effect set off a beggar-
all trade war that leaves everyone worse off.

Imagine a world of four countries, A, B, C,
and D. Imagine also that A and B enter negotia-
tions to form a free trade area. They find that
the area will primarily produce trade diversion
rather than trade creation, but that it will still
increase their welfare by improving their terms
of trade at C and D’s expense. Thus A and B
will, correctly, form a free trade area; and this
area will have an incentive to act as a trading
bloc and raise its tariffs on imports from C and
D. But suppose that C and D make the same
calculation. Then both blocs will raise tariffs in
an effort to exploit their market power.
Obviously both cannot succeed; one bloc’s
terms of trade will actually deteriorate, while
the other’s will improve less than if it were
acting on its own. Meanwhile, trade diversion
will be taking its toll on world efficiency. The
result of the tariff warfare may therefore be to
leave all four countries worse off than they
would have been had the trading blocs not been
formed. And yet the members of each bloc are
better off than they would have been if they had
not joined their bloc, and thus left themselves
at the mercy of the other bloc. So the game of
free trade area formation itself may (though it
need not) be a form of Prisoners’ Dilemma, in
which individually rational actions lead to abad
collective result.

This hypothetical example provides a
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simple justification for those who fear that the
indirect costs of the move toward free trade
areas will exceed the direct benefits. While it is
an extremely stylized picture, it captures at least
some of the concern of critics of regional trad-
ing arrangements, like Jagdish Bhagwati. The
basic logic here is that the regional deals under-

- mine the multilateral system, and that the gains

in intra-regional trade are more than offset by
losses of inter-regional trade. In effect,
bilateralism or regionalism leads to global trade
diversion.’

Of course this is only a possibility, not a
certainty. Indeed, it is perfectly possible that the
gains from free trade between the pairs greatly
outweigh the losses from multilateral trade
diversion. This is essentially an empirical ques-
tion, but it is one on which some numerical
exercises can shed at least some light.

Trading blocs and world welfare

In an earlier paper (Krugman 1991) I
offered a way of making a suggestive back-of-
the-envelope calculation regarding the effects
of a move toward the formation of regional
trading blocs. The formal model is in the appen-
dix to this paper; here I sketch out the approach
and its results.

The basic idea is to examine how world
welfare changes as a highly stylized world
economy is organized into progressively fewer,
progressively larger trading blocs. A trading
bloc is envisaged as consisting of a large num-
ber of small geographic units (“provinces”),
each specialized in the export of a different
good. (Countries, which presumably them-
selves consist of one or more provinces, play no
explicit role in the analysis.) Each trading bloc
chooses an external tariff to maximize the wel-
fare of its members, taking other blocs’ tariffs
as given.’

How does world welfare change as the
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number of blocs is reduced? There are two
effects. On one side, the smaller the number of
blocs, the more potential trade is unencumbered
by tariffs; in the limit, with only one trading
bloc, we have global free trade. On the other
side, every time one merges blocs into larger
blocs, there will be trade diversion; this effect
will be reinforced by the fact that bigger blocs
will have more market power and thus normally
set higher external tariffs.

Which effect dominates? We know that free
trade is best, so as the number of blocs goes
from 2 to 1 welfare must rise. On the other hand,
in a world of many small blocs nobody would
have much market power, and since most of
each bloc’s consumption would be imported
and hence subject to the same external tariff,
there would be little trade diversion. So a fall in
the number of blocs from a very large number
to a somewhat smaller number might well
reduce welfare. We would therefore expect a
U-shaped relationship between the number of
blocs and world welfare: while the best of all
possible worlds has only one bloc, the worst is
not a totally fragmented world but one with a
moderate number.

In the simplest version of this story, all
provinces stand in symmetric relationship to
one another, so that there are no “natural” trad-
ing blocs. In this case, as is shown in the appen-
dix, there are only two parameters: the number
of blocs and the elasticity of substitution
between the products of any two provinces.
Figure 3, in the appendix, shows the relation-
ship between the number of blocs and world
welfare for three values of this elasticity: 2, a
number that implies very large monopoly
power in trade (although it is still high com-
pared with empirical estimates, which tend to
be not much greater than 1); 4; and 10.
Remarkably, for this wide range of elasticities
we consistently get the same answer: world
welfare is minimized for a world of three trad-
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ing blocs. The resemblance to the apparent cur-
rent trend makes this an extremely interesting
result!

It is aresult that should, however, be treated
with considerable caution. Like any abstract
model, this one makes a large number of
simplifying assumptions; perhaps the most
objectionable in this case is the assumption that
" under free trade any arbitrary pair of “provin-
ces” would have the same volume of trade as
any other. This amounts to assuming away
geography, the extent to which some countries
would be each others’ major trading partners
even in the absence of preferential trading
arrangements. If trading blocs are formed, not
with arbitrary membership, but among
countries that would be each others’ main
markets anyway, the consolidation of the world
into a limited number of such blocs is less likely
to be harmful.

The importance of “natural” trading blocs

If transportation and communication costs
lead to a strong tendency of countries to trade
with their neighbors, and if free trade areas are
to be formed among such good neighbors, then
the likelihood that consolidation into a few
large trading blocs will reduce world welfare is
much less than suggested by the simple numeri-
cal example in Figure 3. The reason is
straightforward: the gains from freeing intra-
regional trade will be larger, and the costs of
reducing inter-regional trade, than the geography-
free story suggests.

Imagine, for example, a world of six
countries, which may potentially form into
three trading blocs. If these countries are all
symmetric, then three blocs is the number that
minimizes world welfare, and hence this con-
solidation will be harmful. Suppose, however,
that each pair of countries is on a different
continent, and that intercontinental transport

12

costs are sufficiently high that the bulk of trade
would be between continental neighbors even
in the absence of tariffs. Then the right way to
think about the formation of continental free
trade areas is not as a movement from 6 to 3,
but as a movement of each continent from 2 to
1-—which is beneficial, not harmful.

In practice the sets of countries that are now
engaging in free trade agreements are indeed
“natural” trading partners, who would have
done much of their trade with one another even
in the absence of special arrangements. A crude
but indicative measure of the extent to which
countries are especially significant trading
partners comes from comparison of their trade
with what would have been predicted by a
“gravity” equation, which assumes that trade
between any two countries is a function of the
product of their national incomes.

Even casual inspection of such gravity-type
relations reveals the strong tendency of
countries to focus their trade on nearby
partners; that is, in spite of modern transporta-
tion and communications, trade is still largely a
neighborhood affair.

The magnitude of the strength of natural
trading blocs can be crudely calculated from a
regression of the following form:

In(T,)=a+BInxx)+Y yD°.,,

where T ; represents the value of trade (exports
plus imports) between some pair of countries i
and j; and Y,,Y, represent the two countries’
national incomes. We suppose that the countries
belong to several groups that are or might
become trading blocs, and we index these
groups by z, with D # equal to 1 if the pair of
countries i and j belong to group z, O otherwise.
Then we would say that a potential trading bloc
is natural to the extent that the estimated v is
strongly positive for that z.

The simplest regression of this kind that
one can perform uses the G7 countries (which
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after all account for most of world output in any
case) and defines the two groupings as z=1: the
United States and Canada, z=2: Europe. The
results of that regression are shown in Table 2.
To nobody’s surprise, they point out very
strongly the local bias of trade: the United
States and Canada, according to the regression,
do 13 times as much trade as they would if they
were not neighbors, while the four major
European countries do seven times as much.

Of course these results are in part due to the
fact that there are already special trading
arrangements between the United States and
Canada, on one side, and within the EC on the
other. Yet the results are so strong that they
make it overwhelmingly clear that distance still
matters and still creates natural trading blocs.

To reemphasize why this matters: if a dis-
proportionate share of world trade would take
place within trading blocs even in the absence
of any preferential trading arrangement, then
the gains from trade creation within blocs are
likely to outweigh any possible losses from
external trade diversion.

While the coincidence between potential
trading blocs and natural blocs helps allay fears
of global immiserization, however, it also raises
a warning flag about the indiscriminate use of
the free trade agreement as a weapon of policy.
U.S.-Canada free trade is almost certainly a
good thing, not just because we like each other,
but because the two countries plus Mexico
clearly form a natural bloc. U.S.-Korea or U.S.-
Israel free trade, to take examples of less neigh-
borly proposals that have been floated, do not
share the same virtue; indeed, Israel is if any-
thing a natural member of the European bloc.
Such “unnatural” free trade areas are highly
likely to cause trade diversion rather than creation.

On the whole, however, the fact that geog-
raphy has already given international trade a
strong regional bias makes the concern that
allowing free trade agreements at a regional

Economic Review o November/December 1991

Table 2

A G7 gravity regression
Estimated value T-statistic
a -8.4302 -6.894
0.7387 8.966
2.6092 6.576
1.9823 9.479

R?=0.7796

level will lead to a Prisoners’ Dilemma a minor
one. That is, if governments maximized the
welfare of their citizens, prospective moves
toward regional free trade would almost surely
do more good than harm to the members of the
free trade areas.

The major problem with this optimistic
statement is, of course, that governments do no
such thing. Before turning to the political
economy of trade, however, we should also note
an important point: while most of the world’s
output is generated by countries that appear
likely to be inside one or another big free trade
area, most people live outside. And it is these
non-neighbors who are most likely to be beggared.

The innocent bystander problem

A turn to increased protectionism against
outsiders by groups of countries that have
formed free trade areas and as a result start
behaving as a bloc toward the outside world is
unlikely to leave the members of the blocs
worse off. It can, however, quite easily do a lot
of damage to countries that for whatever reason
do not get inside the blocs.

Consider the following back-of-the-
envelope example. Imagine that the world’s
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industrialized countries plus a few developing
countries were in fact to consolidate into three
blocs, consisting of Europe, North America,
and an East Asian collection centered on Japan.
On average, these three blocs currently import
about 10 percent of gross bloc product from
outside themselves. Leaving aside agriculture,
the average tariff equivalent they impose on
these extra-bloc imports is currently fairly low;
call it 10 percent.

Now suppose that because the blocs have
more market power than their constituent
nations, and in general behave more bel-
ligerently, they increase their external tariff
equivalent to 30 percent. Given typical esti-
mated elasticities, the effect of such a tariff rise
would be to reduce extra-bloc imports by about
20 percent. We can use standard methods to
come up with an estimate of the welfare loss
from this tariff increase. The implied efficiency
loss is the average of the initial and final tariff
rates, multiplied by the fall in imports: 0.2 times
2 percent of gross bloc product, or 0.4 percent.
This is a small though not negligible cost; more
to the point, it could easily be outweighed by
the gains from free trade within the trading blocs.’

But consider the same situation from the
point of view of a nation that is not part of one
of the blocs. This nation simply sees an increase
in the tariff its exports must pay to enter the
world’s major markets. It will therefore suffer
a terms of trade loss, which may be close to the
size of the tariff increase. For example, a
country that exports 15 percent of its GNP to
the OECD nations, faced with a 20 percent rise
in the external tariffs of the newly formed blocs,
could suffer a real income loss of close to 3
percent—with no compensating gain in market
access elsewhere. The point, then, is that the
biggest costs of a consolidation of the world
into a few large trading blocs would likely be
borne not by the countries in the blocs but by
those left out in the cold.
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Summary

The purely economic analysis of free trade
areas suggests that in principle formation of
such areas might hurt rather than help the world
economy. Trade diversion could outweigh trade
creation even with external protectionism
unchanged; and the increased market power
that countries gain by consolidating into trading
blocs could lead optimizing but noncooperative
governments to raise tariffs increasing the cost.

While some moves toward free trade surely
do produce costly trade diversion, however, it
seems unlikely that the net effect on world
efficiency will be negative. The reason is geog-
raphy: the possibly emergent trading blocs con-
sist of more or less neighboring countries, who
would be each others’ main trading partners
even without special arrangements. As a result,
the potential losses from trade diversion are
limited, and the potential gains from trade crea-
tion are large.

The main concern suggested by this
economic analysis is distributional: inward-
turning free trade areas, while doing little
damage to themselves or each other, can easily
inflict much more harm on economically
smaller players that for one reason or another
are not part of any of the big blocs.

The Political Economy of Free Trade
Areas

In a fundamental sense the issue of the
desirability of free trade areas is a question of
political economy rather than of economics proper.
While one could argue against the formation of
free trade areas purely on the grounds that they
might produce trade diversion, in practice (as
argued above) the costs of trade diversion are
unlikely to outweigh the gains from freer trade
within regions. The real objection is a political
judgement: fear that regional deals will under-
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mine the delicate balance of interests that sup-
ports the GATT. Implicit in this concemn is the
idea that government do not set tariffs to maxi-
mize national welfare, that they are instead
ruled by special interest politics disciplined and
channeled by an international structure whose
preservation is therefore a high priority.

To discuss the political economy of free
trade areas, it is necessary to offer at least a
rough outline of how trade policy actually
works, and of why free trade areas rather than
multilateral agreements seem to be the current
trend. Only then can we ask whether such
preferential agreements will help or hurt the
overall prospects for trade.

GATT-think and trade negotiations

International trade policy has many horror
stories. Examples of outrageous policy, like the
sugar quota that for a time led U.S. producers
to extract sucrose from imported pancake mix,
are easy to come by. All microeconomic policy
areas, however, offer similar stories of govern-
ment actions that disregard efficiency and cater
to organized interests. Indeed, one may argue
that the surprising thing about trade policy is
how good it is. Think of the way that the U.S.
government handles water rights in the West, or
tries to control pollution: these show a disregard
for even the most elementary considerations of
economic logic or social justice that make trade
policy seem clean and efficient. Arguably trade
policy is one of our best microeconomic policy
areas—largely because itis disciplined by inter-
national treaties that have over time led to a
progressive dismantling of many trade barriers.

One might be inclined to ascribe credit for
this to the economists. After all, economists
have for nearly two centuries preached the vir-
tues of free trade. It seems natural to think of
the GATT, and the relatively free trading system
built around the GATT, as the result of the
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ideology of free trade.

Yet if one examines the reality of interna-
tional trade negotiations, one discovers that the
GATT is not built on a foundation laid by
economic theory. That is not to say that there
are no principles. On the contrary, one can make
a great deal of sense of trade negotiations if one
adopts a sort of working theory about the aims
and interests of the participants, a theory that is
built into the language of the GATT itself. The
problem is that this underlying theory has noth-
ing to do with what economists believe.

There is no generally accepted label for the
theoretical underpinnings of the GATT. I like to
refer to it as “GATT-think”™: a simple set of
principles that is entirely consistent, explains
most of what goes on in the negotiations, but
makes no sense in terms of economics.

The principles of GATT-think. To make
sense of international trade negotiations, one
needs to remember three simple rules about the
objectives of the negotiating countries:

1. Exports are good.

2. Imports are bad.

3. Other things equal, an equal increase

in imports and exports is good.

In other words, GATT-think is enlightened
mercantilism. It is mercantilist in that it
presumes that each country, acting on its own,
would like to subsidize exports and restrict
imports. But it is enlightened in that it recog-
nizes that it is destructive if everyone does this,
and it is a good thing if everyone agrees to
expand trade by accepting each others’ exports.

GATT-think is also, to an economist, non-
sense. In the first place, general equilibrium
theory tells us that the trade balance has very
little to do with trade policy: a country that
restricts imports will indirectly be restricting its
exports as well. So even if one agreed with
principles 1 and 2, one would argue that
countries gain nothing from import restriction.

Nor do economists agree that exports are
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good and imports bad. The point of trade is to
get useful things from other countries, i.e.,
imports, which are a benefit, not a cost; the
unfortunate necessity of sending other
countries useful things in return, i.e. exports, is
a cost rather than a benefit.

Moreover, standard trade theory does not
see export subsidies and import restrictions as
similar policies. On the contrary, in general
equilibrium an import tariff is equivalent to an
export fax. Furthermore, in standard trade
theory an export subsidy is a stupid policy but
not a malicious one, since it generally worsens
a country’s terms of trade, and thus benefits the
rest of the world. As Avinash Dixit once put it,
when the Commerce Department ascertained
that European nations had been subsidizing
steel exports to the United States, its appropriate
response should have been to send a note of
thanks.

Finally, standard trade theory generally
argues that free trade is the best unilateral
policy, regardless of whether other countries do
the same. That is, in standard theory one does
not need to justify free trade in the context of
international agreements. (The qualification is
the optimal tariff argument, which generally
plays no part at all in real-world trade discussion.)

In effect, GATT-think sees the trade policy
problem as a Prisoners’ Dilemma: individually,

countries have an incentive to be protectionist, -

yet collectively they benefit from free trade.
Standard trade theory does not agree: it asserts
that it is in countries’ unilateral interest to be
free traders—as Bastiat put it, to be protec-
tionist because other countries are is to block up
one’s own harbors because other countries have
rocky coasts.

Yet although GATT-think is economic non-
sense, it is a very good model of what happens.
Indeed, it is embedded in the very language of
the negotiations. Suppose that the United States
succeeds in pressuring the European Com-
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munity to stop exporting wheat that costs it
three times the world market price to produce,
or Japan to take a little rice at one-tenth the cost
of domestic production. In GATT parlance
these would represent European and Japanese
“concessions”: things that they would do
unwillingly (and at present appear unwilling to
do at all). That is, as GATT-think predicts,
countries seem to treat exports—almost any
exports, at almost any price—as desirable, and
imports—no matter how much better or cheaper
than the domestic substitute—as undesirable.

Moreover, over the years a trading system
based on the principles of GATT-think has on
the whole done very well. No amount of lectur-
ing by economists on the virtues of free trade
could have achieved the extraordinary disman-
tling of trade barriers accomplished by lawyers
in the 30 years following World War II. If there
are problems with the system now, they have
more to do with perceptions that some countries
are not playing by the rules than with a dissatis-
faction of the political process with the rules
themselves.

GATT-think, then, is very wrong yet some-
how turns out mostly right. Why?

The hidden logic of GATT-think. GATT-
think is not, presumably, the product of a con-
tinuing mercantilist tradition, preserved by
legislators and lawyers in defiance of
economists—although it is probably true that a
more or less mercantilist view of trade comes
more naturally to the untutored than the
economist’s blanket endorsement of free trade.
The reason why GATT-think works is, instead,
that it captures some basic realities of the politi-
cal process.

Trade policy is a policy of details. Only a
tiny fraction of the U.S. electorate knows that
we have a sugar import quota, let alone keeps
track of such crucial issues (for a few firms) as
the enamel-on-steel-cookware case. What
Mancur Olson (1965) taught us is that in such
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circumstances we should not expect govern-
ment policy to reflect any reasonable definition
of the public interest. Political pressure is a
public good, and tends to be supplied on behalf
of small, well-organized groups. In the case of
trade policy, with few exceptions this means
producers: producers of exported goods,
producers of import-competing goods. The
consumers who might have benefited from
cheap imports, or the lower prices that would
prevail if firms were not subsidized to provide
goods to foreigners rather than themselves,
count for very little.

This explains the first two principles of
GATT-think: we need only append the words
“for export producers” and ““for import-competing
producers,” and one has statements with which
economists can agree. Add that trade policy is
set one industry at a time, so general equi-
librium is disregarded, and that consumers are
not at the table, and the mercantilist tone of
trade negotiations is explained.

The third principle is more complicated.
One would like to think that it reflects a residual
concern with efficiency. Maybe it does. But it
is also true that on average a dollar of exports
adds more domestic value added than a dollar
of imports subtracts, simply because not all
imports compete directly with domestic goods.
So perhaps the idea of gains from trade plays
no role at all.

Yet the result of applying the principles of
GATT-think has up to now been pretty good.
The reason is the process of multilateral
negotiation, which in effect sets each country’s
exporting interests as a counterweight to
import-competing interests; as trade
negotiators bargain for access to each others’
markets, they move toward free trade despite
their disregard for the gains from trade as
economists understand them. (Notice also that
in this context the GATT’s harsh attitude toward
export subsidies makes a great deal of sense:
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without such subsidies, export interests become
a force for free trade; with free access to sub-
sidies, they are not.)

During the 1980s, unfortunately, the effec-
tiveness of the GATT process seemed to wane,
with the focus shifting to regional free trade
agreements. We must next ask why.

The erosion of the multilateral process

Everyone who thinks about it has his own
list of problems with the GATT process. [ would
list four main factors that have eroded the effec-
tiveness of the GATT mechanism at channeling
special interests.

First is the decline of the U.S. leadership
role. There is considerable disagreement among
political scientists about the extent to which
international policy coordination requires a
hegemonic power. What is clear is that the
dominant position of the United States in the
early postwar period was helpful as a way of
limiting free rider problems: the United States
could and did both twist arms and offer system-
sustaining concessions as a way of helping the
GATT process work. With the United States
accounting for a progressively smaller share of
gross world product, and with U.S. dominance
in productivity and technology progressively
eroded, the United States has been losing both
the means and the desire to serve as global trade
hegemon.®

A second long-term trend that has under-
mined the GATT process is the growing sub-
tlety of the issues that must be dealt with,
Increasingly, trade negotiations must deal with
problems for which regulating the policies
imposed by nations at their borders are insuffi-
cient. The manufactured goods that enter world
trade are increasingly knowledge-intensive;
this implies both that traditional criteria for
“unfair” trade practices are inappropriate and
that domestic policies in support of R&D become
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issues of trade conflict. The growing role of
direct investment blurs the lines between trade
policy, which is subject to GATT discipline, and
investment policy, which is not. And the role of
government itself, and its intrusiveness into the
economy, has (in spite of conservative ideo-
logical triumph) grown to a point where the
distinction between international and domestic
policies is difficult to draw.

A third problem is the changing character
of protectionism itself, based on the creativity
of bureaucrats. In the early postwar period,
protectionism was a matter of explicit,
unilateral government policies: tariffs, quotas,
exchange controls. The great postwar liberaliza-
tion steadily ratcheted these measures down, to
the point where except in agriculture they are
now fairly unimportant. But the new protec-
tionism that emerged with increasing force after
the mid-1970s was more slippery, exploiting the
weaknesses of the system. “Voluntary” export
restraints, orderly marketing agreements, harass-
ment by countervailing duty cases, red tape
barriers, etc., have all proved much more dif-
ficult to police than straightforward tariffs and
quotas.

Finally, the legitimacy of the GATT system
has been undermined by the growing impor-
tance of new players in the world economy—
above all Japan—who are institutionally
different enough from the original players to
raise questions about what is being negotiated.
The GATT is a system largely imposed by the
United States, and created in our own image.
That is, it is a legalistic system that focuses on
process rather than results. Whatever the facts
of the (much disputed) case, the widespread
perception is that such legalisms are ineffective
when dealing with Japan; that the Japanese
economy may be as open de jure as one likes,
and yet that the collusive institutional structure
of Japan’s economy will continue to produce an
economy that is de facto highly protectionist.
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From the economist’s point of view, none
of these trends should affect the desirability of
free trade. Leaving aside some of the recent
strategic trade policy arguments, the basic
economic argument is still that unilateral free
trade is the best policy; it doesn’t matter
whether there is a hegemon to enforce the rules,
whether the rules are inadequate to the new
game, whether players have become more adept
at cheating, or whether there are new players for
whom the rules are meaningless. Given the real
political factors that underlie GATT-think, -
however, these factors do matter very much.
And if the evidence of the 1980s is anything to
go by, the cumulative effect of these problems
has been to erode the effectiveness of the GATT
process to the point where further progress has
effectively ground to a halt.

The regional answer

The same checklist of frustrations with the
GATT process helps explain why regional free
trade agreements have gained so much force as
an alternative.

First, the decline of the hegemonic role of
the United States at a global level can be ignored
in regional agreements where there either is a
local hegemon or a special correlation of forces
that makes such a hegemon unnecessary. In
North America the United States obviously
remains and will remain for the indefinite future
the overwhelmingly dominant player; and U.S.
political interest in helping Mexican reformers
gives the U.S.-Mexico deal, at least, some of the
national security gloss that used to be attached
to the idea that free trade helped fight Com-
munism. In Europe the case is somewhat more
complex: in effect the idea of a single market is
being pushed by a Franco-German entente, in
which Germany for historical reasons needs to
be seen as a good European nation, and France
sees its national influence best served by being
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part of a European whole. In the EC enlarge-
ment, as in the U.S. embrace of Mexico, politics
played a large part: the wealthy EC nations
wanted to reward and safeguard the Southern
European transition to democracy.

Our second and third problems with the
GATT—the complexities of dealing with
modern trade and with modern trade barriers—
are also, on the evidence, more easily dealt with
at a regional level than at a global level.
Europe’s 1992 is not so much a trade agreement
as an agreement to coordinate policies that have
historically been regarded as domestic. That is,
it is in effect a mutual sacrifice of national
sovereignty. The Canada-U.S. FTA also invol-
ves significantly more than free trade: it is a pact
over investment rules, and involves creation of
dispute settlement mechanisms that limit the
ability of the countries to act unilaterally.

Why can regional pacts do what global
negotiations cannot? The answer appears to be
that neighbors understand and trust one another
to negotiate at a level of detail and mutual
intrusiveness that parties to global negotiations
cannot. One does not hear U.S. businessmen
raising the arguments against free trade with
Canada that they raise against Japan—nobody
claims that Canada is so institutionally different
from the United States, so conspiratorial a society,
that negotiated agreements are worthless and inef-
fective. We think that we understand and can
trust the Canadians; apparently the European
nations have reached a similar point of mutual
understanding and trust. North Americans and
Europeans have not reached a comparable state
with regard to one another, and both deeply
distrust the Japanese.

And this is the final point. Whether or not
Japan is really a radically different kind of
player from other advanced nations,’ the per-
ception that it is has done a great deal to under-
mine the perceived effectiveness and legitimacy
of the GATT in the United States and Europe.
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So the great advantage of regional pacts is that
they can exclude Japan.

One could argue that the surge of interest in
regional free trade agreements is actually a
godsend to world trade. Given the loss of
momentum in global trade negotiations,
regional pacts offer a route through which trade
can still increase. Of course this trade increase
might in principle be diversion rather than crea-
tion, and hence make the world worse rather
than better off. As argued in the first part of this
paper, however, the importance of natural blocs
is such that this is unlikely.

The real case against free trade agreements
is that they may undermine the effort to deal
with the problems of the multilateral system.

Free trade agreements and the international
system

In the past two years there has been a
schizophrenic mood in Washington regarding
trade policy. On one side, the dismal prospects
for the Uruguay Round, and the perceived lack
of public spirit by the Europeans, have led to
disillusionment with the prospects for the
GATT—and, to at least some extent, a resigned
acceptance of the likelihood of greater U.S.
protectionism against Japan. On the other side,
prospects for free trade with Mexico have
brought out the traditional export sector support
for liberalization with full force. It has been
noted by a number of observers that the U.S.
business community has put much more effort
into supporting Mexican free trade than into any
other trade area, even though Mexico remains
a considerably smaller market than either the
EC or Japan.

European enthusiasm over 1992 has
similarly gone hand in hand with a rather sour
attitude toward trade with non-European
nations, and in particular with a fairly notable
failure to make any concessions on agriculture
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that would help make the Uruguay Round a
success and thus help sustain the GATT’s
credibility.

Suppose that one could make the following
two-part argument:

(i) By focusing on regional free trade, the
United States and the EC have diverted political
energies away from working on the problems
of the GATT.

(ii) Had they committed themselves to
working within a multilateral framework, they
could have achieved a solution to the GATT’s
difficulties that would have led to better results
than the local solutions they have achieved
instead.

If one believed this argument, one could
then believe that the rise of free trade agree-
ments has had an overall negative effect.

Part (i) of the argument clearly has some
validity. Free trade agreements in Europe and
North America have diverted some political,

" administrative, and intellectual capital away
from the multilateral negotiating process. They
have also reduced the sense of urgency about
getting on with that process.

But would the GATT process really have
done much better in the absence of moves
toward regional free trade? This does not seem
too plausible. The GATT’s problems are deep-
seated; it is hard to imagine achieving anything
at the global level remotely approaching what
the EC and the Canadian/U.S. pact have accom-
plished. And the problem of Japan seems
extremely intractable.

It is understandable that economists and
trade negotiators who have grown up in a world
in which multilateral negotiations were the
centerpiece of trade policy would be disturbed
by a shift in emphasis toward regional agree-
ments, especially if that shift seems to impair
the effectiveness of the multilateral process—
which it does. But while the move to free trade
areas has surely done the multilateral process
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some harm, it is almost surely more a symptom
than a cause of the decline of the GATT.

The Impact of the Move Toward Free
Trade Zones

An unsophisticated view would see Europe
1992 and the move toward North American free
trade as unadulterated good things. Global free
trade would be better still, but these moves at
least are in the right direction. And even if one
is dismayed by the disappointments of the
Uruguay Round, one may still take comfort in
the continuing integration of markets at a more
local level.

A more sophisticated view sees both
economic and political shadows. Free trade areas
are not necessarily a good thing economically,
because they may lead to trade diversion rather
than trade creation. In the highly imperfect
politics of international trade, regional free
trade zones could upset the balance of forces
that has allowed the creation of a fairly liberal
world trading system.

The basic message of this paper is that the
unsophisticated reaction is wrong in theory but
right in practice. The prospects of trade diver-
sion from free trade areas are limited, because
the prospective trading blocs mostly fall along
the lines of “natural” trading areas, countries
that in any case do a disproportionate amount
of their trade with one another. While regionalism
does to some extent probably undermine the
political force behind multilateral trade
negotiations, the problems of the GATT are so
deep-seated that it is unlikely that a world
without regional free trade agreements would
do much better.

The world may well be breaking up into
three trading blocs; trade within those blocs will
be quite free, while trade between the blocs will
at best be no freer than it is now and may well
be considerably less free. This is not what we
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might have hoped for. But the situation would
not be better, and could easily have been worse,

had the great free trade agreements of recent
years never happened.

Appendix
Trading Blocs and World Welfare

This appendix lays out a simple model of
the relationship between the number of trading
blocs in the world economy and world welfare.
It is based on Krugman (1991); as discussed in
the text, it is intended as a guide to framing the
issue rather than as a realistic tool for calculat-
ing the effects of free trade zones.

We imagine a world whose basic units are
geographic units that we will refer to as
“provinces.” There are a large number N of such
provinces in the world. A country in general
consists of a large number of provinces. For the
analysis here, however, we ignore the country
level, focusing instead on “trading blocs” that
contain a number of countries and hence a
larger number of provinces. There will be
assumed to be B < N trading blocs in the world.
They are symmetric, each containing N/B
provinces (with the problem of whole numbers
ignored). In this simplified world, the issue of
free trade zones reduces to the following: how
does world welfare depend on B?

Each province produces a single good that
is an imperfect substitute for the products of all
other provinces. We choose units so that each
province produces one unit of its own good, and
assume that all provincial goods enter sym-
metrically into demand, with a constant elas-
ticity of substitution between any pair of goods.
Thus, everyone in the world has tastes repre-
sented by the CES utility function

U=[2:V=I C?]w, a)

where C, is consumption of the good of
province i, and the elasticity of substitution
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between any pair of products is
1

A trading bloc is a group of provinces with
internal free trade and a common external ad
valorem tariff. We ignore the realistic politics
of trade policy, and simply assume that each
bloc sets a tariff that maximizes welfare, taking
the policies of other trading blocs as given. This
is a standard problem in international economics:

the optimal tariff for a bloc is
PR
e-1’ 3)
where € is the elasticity of demand for the bloc’s
exports. .

In a symmetric equilibrium in which all
blocs charge the same tariff rate, it is possible
to show that (see Krugman 1991)

E=5s+(-5)0, )
where s is the share of each bloc in the rest of
the world’s income measured at world prices.

The optimal tariff is therefore
* 1

t =—.
(-$)(O-D 5)
It is apparent from (5) that the larger the
share of each bloc’s exports in the income of the
world outside the bloc, the higher will be the
level of tariffs on intra-bloc trade. This imme-
diately suggests that a consolidation of the
world into fewer, larger blocs will lead to higher
barriers on inter-bloc trade.

One cannot quite stop here, however,
because the share of each bloc in the rest of the
world’s spending depends both on the number
of blocs and on the worldwide level of tariffs.



Figure 1

Again after some algebra it is possible to show

that this share equals
!

T u+H)%B-1" (6)
so that the share of each bloc’s exports in the
rest of the world’s income is decreasing in both
the tariff rate and the number of blocs.

Equations (5) and (6) simultaneously deter-
mine the tariff rate and the export share for a
given number of blocs B. In Figure 1, the
downward-sloping curve SS represents (6); it
shows that the higher is the worldwide level of
tariffs, the lower the share of each bloc in the
spending of other blocs. The curve 7T repre-
sents (5); it shows that the optimal tariff rate is
higher, the smaller that export share. Equi-
librium is at point E, where each bloc is levying
the unilaterally optimal tariff.
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Now suppose that there is a consolidation
of the world into a smaller number of blocs. We
see from (6) that for any given tariff rate, the
effect of the reduction in B is increase s; thus

SSshiftsupto S ’S’. As aresult, tariff rates rise,

as equilibrium shifts from E to £

Clearly this change will reduce the volume
of trade between any two provinces that are in
different blocs. Even at an unchanged tariff, the
removal of trade barriers between members of
the expanded bloc would divert some trade that
would otherwise have taken place between
blocs. This trade diversion would be reinforced
by the rise in the tariff rate.

We now turn to welfare. Given the utility
function (1), it is possible to calculate the wel-
fare of a representative province as a function
of the total number of provinces N, the number
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Figure 2
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of blocs B, and the tariff rate ¢ on inter-bloc
trade. Since N plays no role in the analysis, we
can simplify matters somewhat by normalizing
N to equal 1. Again after considerable algebra,
given in Krugman (1991), we find that the utility
of a representative province is

. [—f—][(l—k') +B(1+ )",
I+ 0"+ b-1 )

If trade were free, this would imply a utility
of 1. Since the tariff rate # is also a function of
B, we can use (5), (6), and (7) together to
determine how world welfare varies with the
number of trading blocs.

The easiest way to proceed at this point is
to solve the model numerically. This grossly
over-simplified model has only two parameters, the
number of trading blocs and the elasticity of sub-
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stitution between any pair of provinces; it is
therefore straightforward to solve first for
tariffs as a function of B given several possible
values of the elasticity, and then to calculate the
implied effect on world welfare. Here the values
of ¢ considered are 2, 4, and 10.

Figure 2 shows how world tariff rates vary
with the number of blocs. Two points are worth
noting. First, the relationship between tariff
rates and the number of blocs is fairly flat. The
reason is that when there are fewer blocs, trade
diversion tends to reduce interbloc trade, and
thus leads to less of a rise in each bloc’s share
of external markets than one might have expected.
Second, except in the case of an implausibly high
elasticity of demand, predicted tariff rates are
much higher than one actually observes among
advanced nations. This is not an artifact of the

23



Figure 3
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economic model: virtually all calculations sug-
gest that unilateral optimum tariff rates are very
high. What it tells us, therefore, is that actual
trade relationships among advanced countries
are far more cooperative than envisaged here.
Finally, we calculate welfare. Figure 3
shows the results. World welfare is of course
maximized when there is only one bloc, in other
words, global free trade. As suggested infor-
mally in the text, however, the relationship
between welfare and the number of trading
blocs is not monotonic but U-shaped: world
welfare reaches a minimum when there are a
few large blocs, and would be higher if there

were more blocs, each with less market power.
The figure also shows a startling result: for
the full range of elasticities considered, world
welfare is minimized when there are three blocs.
As pointed out in the text, however, this
result is an artifact of the assumption that under

_ free trade any two provinces will trade as much

as any other pair. That is, it ignores geography,
which gives rise to natural trading blocs; as
argued there, in practice the strength of this
natural linkage is strong enough to make it
unlikely that consolidation of the world into
regional blocs would actually reduce welfare.
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Endnotes

1 Indeed, this is one of those concepts that tends to get lost
if one uses anything more high-powered than a numerical
example.

2 Hopes for large benefits from both the U.S.-Canada free
trade agreement and Europe 1992 rest largely on increased
competition and rationalization. In the North American
case, the estimates of Harris and Cox (1984), which
attempt to take account of competitive/industrial organi-
zation effects, suggest a gain for Canada from free trade
that is about four times as large as those of standard
models. In Europe, the widely cited although controversial
figure of a 7 percent gain due to 1992, presented in the
Cecchini report (Commission of the European Com-
munities (1988)) rests primarily on estimates by Alasdair
Smith and Anthony Venables of gains from increased
competition and rationalization.

3 Bhagwati and others have, of course, a much subtler
view than this. They are not so much concerned with the
fear that trading blocs will pursue optimal tariff policies
as with the fear that regional trade negotiations will shift
political resources away from the task of defending global
trade against special interest politics. So this approach is

only a rough metaphor for a real political story to be
described in the paper’s second part.

4 This setup is clearly both too cynical and not cynical
enough about the political economy of trade. The internal
politics of trade are not nearly this benign: governments
do not simply (or ever) maximize the welfare of their
citizens. At the same time, the external politics of trade
show far more cooperation than this. An attempt at more
realism follows later in the paper.

5 The cost of an increase in protection here may seem
surprisingly small. It is a familiar proposition to those who
work with -quantitative trade models, however, that the
estimated costs of protection usually turn out to be embar-
rassingly small.

6 It is surely also not irrelevant that with the collapse of
the Soviet empire the national security argument for
fostering free trade among U.S. allies has suddenly lost its
force.

7 1 believe that concerns that Japan is fundamentally
different, and that negotiated trade liberalization is largely
ineffective for Japan, are justified; but what is important
here is not what is true but what is believed.
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trade areas (FTAs):

There are three central strands to Paul Krugman’s analysis of free

that they are considerably better in practice than in theory;
that this is particularly the case when they are viewed as
alternatives to multilateral trade liberalization because
“half a loaf is better than none”;

which is how they should be viewed because of the demise
of the GATT and the poor prospects for the Uruguay
Round (UR).

My view is fundamentally different on all three counts:

that FTAs are considerably less desirable than Krugman
suggests, especially in practice;

that this is particularly true if they are seen as alternatives
to an effective global trading system;

but that, fortunately, they need not be seen as alternatives
because the UR is quite likely to succeed, thereby restoring
the credibility and central role of the GATT and making
the world safe for FTAs which, as complements to such a
global system, are acceptable and even desirable.

The Big Picture

Before discussing FTAs in detail, it is essential to place the issue
of trade (and currency) zones—the topic of this conference-—within
the context of the sweeping structural changes that will dominate the
world economy in the 1990s and beyond.

The first of these historic transformations is the onset of full
economic tripolarity. By sometime in this decade, if not already, the
three economic superpowers—uniting Europe, Japan, and the United
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States—will look much more alike than different:

— In terms of absolute economic size,
Europe will be bigger than the United States.
Japan, already the largest creditor country and
most competitive national economy, will match
the GNP of both early in the twenty-first century
even on conservative assumptions concerning
growth rates and exchange rates.

— In terms of economic openness, defined
as the share of exports plus imports of goods
and services in GNP, the three are already vir-
tually identical. This ratio has changed very
little over the past two decades for Japan and
the EC as a group but has risen sharply for the
United States.

Hence there is no longer any economic
basis for American hegemony, rightly described
by Allen Meltzer in his paper as a major element
in bringing relative prosperity and stability to
the postwar world.

This outcome is reinforced by the second
historic transformation: the end of the Cold
War. The Cold War provided a “security
blanket” over the trans-Atlantic and trans-Pacific
relationships for almost half a century, suppressing
potential conflicts on economic and other issues
in the overriding interest of maintaining firm
alliances against the Soviet threat. That security
blanket has now been pulled aside: neither Europe
nor Japan any longer needs much American protec-
tion, and the United States no longer needs to
strengthen its allies—who also happen to be its
chief economic competitors. Hence there is no
longer any security basis fer American
hegemony either.!

The Gulf War reinforces the conclusion that
America’s economic dominance is a thing of the
past despite its new status as the only military
superpower. The United States had to insist that
other countries pay for the war—the first
admission of such economic dependence by a
military leader in modern history. And, despite
American efforts to lever its leadership of the

28

Gulf coalition into greater foreign cooperation
in the Uruguay Round and G-7 policy coordina-
tion, there appears to date to be zero trans-
ferability of military power into economic
payoff (beyond the payments for the war itself).

The Policy Choice: Globalism or Blocs?

Economic (and other issues) are now much
more likely to produce conflict among the Big
Three because of the onset of equal tripolar
economic power and the elimination of the Cold
War glue that bound the allies together. Hence these
historic transformations are central to the question
of trade and currency zones. In broad strategic
terms, the Big Three—who together will clearly
dominate the world economy for at least the next
few decades—can evolve in only tWo directions:

—into an informal steering committee (G-3)
to revitalize and subsequently maintain a globally
oriented economic system based largely on the
existing institutional framework or

—into the poles of regional blocs where, for
the reasons posited by Crockett in his paper, the
dynamics would move from trade arrangements .
into deeper economic integration and then
monetary zones and, as Krugman himself notes,
the resulting entities would likely become
exclusionary and discriminatory.

Hence the issue of trade (and currency) zones
is far more important than welfare triangles or
even dynamic gains from trade. The outcome of
the current trade debate will go far to shape the
course of the world economy for the coming
decades. There will be significant political
effects as well—especially if, as Krugman sug-
gests, trade zones were pursued partly to dis-
criminate against a major economic actor (Japan).

There is a widespread view around the
world, sufficiently powerful that it is rapidly
becoming a self-fulfilling prophecy, that we are
headed toward the second outcome: regional
blocs. The deepening and widening of European
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economic unity—toward ‘“completion of the
single market” in 1992, Economic and
Monetary Union (EMU) and the addition of
more members and associates (including East-
ermn Europe)—generate defensive reactions in
the Americas and Asia. Initiatives by the United
States toward a North American Free Trade
Area (NAFTA) and the Enterprise for the
Americas Initiative (EAI) produce Asian fears
that “the Western Hemisphere is going regional
too,” both generating proposals for exclusion-
ary regional groupings there (notably Malaysia’s
East Asian Economic Grouping) and making it
harder for Japan and others to resist such calls.
The resulting “evidence” of burgeoning Asian
regionalism reinforces advocacy of similar steps in
the Americas. Some Europeans then cite both to
justify the inward-looking focus of their own
initiatives. The critical importance of renewing
the postwar momentum of trade liberalization
on a global basis, the only alternative to even-
tual realization of the prophecy, is shunted aside in
the rush toward regionalism. Krugman’s paper
unfortunately supports this spiral by prematurely
writing an obituary for the Uruguay Round, which
he rightly suggests is essential to restoring momen-
tum and credibility for the multilateral system.

A revitalized global system managed col-
lectively by the Big Three is far superior to a
devolution into regionalism. Within such a sys-
tem, regional arrangements would still take
place but they would complement the global
order rather than substitute for it. I believe that
it is still eminently possible to forge such a
global approach:

- As pointed out by both Meltzer and
Frenkel-Goldstein, the trade patterns of the
Americas and Asia are quintessentially
multilateral. They have experienced ro long-
run trends toward increased reliance on intra-
regional trade. Indeed, the trade patterns of both
the United States and Japan—the core countries
of the supposed blocs—are split into almost
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equal thirds. These countries have no interest in
substituting regional for global arrangements.
Europe is now the only bloc but the share of
extra-regional trade in its GDP is even greater
than for the Americas or Asia so it too needs a
multilateral world.”

— The markets of the three economic super-
powers (and much of the rest of the world) are
deeply intertwined. There would be enormous
economic costs from any significant erosion of
global trade and financial openness, and resulting
political costs for those who let it happen.

— The Big Three are democracies, have
been allies for over four decades, and have a
habit of working closely together on economic
issues. Despite the absence of historical prece-
dents for effective cooperative leadership, they
should be able to provide it.

— Though the UR has clearly faltered, mul-
tilateral trade negotiations always resemble
“the Perils of Pauline.” The prospects for both
the Kennedy and Tokyo Rounds looked
extremely grim at key points before their even-
tual successes. The “failure” to conclude the
UR at Brussels in December 1990 should have
come as no surprise because the only real dead-
line for such talks is the expiration of the negotiat-
ing authority extended to the U.S. Administration
by the Congress—a deadline set for June 71993
by the Trade Act of 1988 and duly reaffirmed by
extension of the “fast track” authority in May 1991.
The Round is quite likely to achieve major
success, probably greater than either the Ken-
nedy or Tokyo Rounds, if only because the costs
of failure would be so high in both economic and
political (especially United States-Europe) terms.

Does It Matter?
The central issue is whether global or
regional trade liberalization is superior and, in

particular, whether there need be any conflict
between them. Krugman recognizes that trade
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blocs are decidedly second best because they
generate trade diversion and because “they would
upset the balance of forces that has allowed the
creation of a fairly liberal world trading sys-
tem.” He attacks the “proposals” for “unnatural”
(i.e., non-neighborly) free trade agreements, such
as U.S -Israel (which has been in place since 1985)
and U.S.-Korea. He himself points out that
“world welfare is minimized (my emphasis) for
a world of three trading blocs.”

But Krugman goes on to endorse blocs,
arguing that prospective diversion is modest
because they are likely to take place mainly
among geographical neighbors and thus the
blocs “mostly fall along the lines of ‘natural’
trading areas.” This is an empirical question on
which Krugman offers little supportive
evidence. There are four reasons why I believe
the view is flawed.

First, the impact of geography on trade has
declined dramatically in recent decades.
Geographical propinquity is no longer central
to trading patterns.’ For example, American
trade is much denser with Korea and Taiwan—
“unnatural trading partners” in Krugman’s view—
than with Argentina and Brazil, even adjusting
for the different size of the respective
economies.

Second, partly as a result (and as already
noted), there are no major “natural trading areas”
anyway except for Europe and possibly NAFTA.
United States and Japanese trade is split into
almost equal thirds. The Americas and Asia as
a whole are highly diversified. The concept of
“natural trading areas” rationalizes the EC and
NAFTA but provides no guidance beyond.

Third, it must be candidly recognized that
trade diversion is a goal of many contemporary
proposals for trade blocs. Canada sought
primarily to achieve preferential treatment (i.e.,
exceptions) under any new protectionist steps
by the United States. Mexico is driven impor-
tantly by a similar motive. As already noted, and
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stressed by Krugman, anti-Japanese sentiment
lies near the surface of many FTA initiatives.
Such a desire for discrimination suggests that it
could very well occur.

Fourth, Krugman’s supposition that neigh-
boring countries would be the primary
beneficiaries of trade liberalization anyway—
so why not proceed on a regional basis?—does
not stand up in practice, at least in the case of
the Western Hemisphere. The hypothesis canbe
tested by assuming U.S. liberalization on an
MEFN basis and asking which countries would
“naturally” get the business. Tariffs are already
so low that their elimination would not make
much difference. Hence the outcome would be
determined primarily by the new trade patterns
generated by liberalization of the seven large
U.S. import quota regimes:*

1. Textiles and apparel: East Asian, South
Asian, and some other developing countries are
far more competitive than Latin America.

2. Steel: Brazil and Mexico could take some
advantage but the major increases would accrue
to Europe and Japan.

3. Automobiles: Mexico and perhaps Brazil
could expand sales of parts but the overwhelm-
ing increases would come from Japan, Korea,
and possibly Europe.

4. Machine tools: virtually all new imports
would come from Europe, Japan, and Taiwan.

5. Dairy products: the bulk of the increased
trade would emanate from Australia, New
Zealand, and Europe. .

6. Sugar: several Latin American countries
could compete effectively if U.S. quotas were
lifted but Australia and several others outside
the Hemisphere would alsg) be major
beneficiaries.

7. Meat: several Latin American countries
could gain markets but the bulk of the increased
imports would derive from Australia and New
Zealand ®

The lesson is that trade liberalization by the
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United States on a regional basis would almost
certainly generate much more trade with
uncompetitive countries than with efficient sup-
pliers. Economic welfare would be reduced to
the extent that current (efficiently produced)
imports were supplanted by less efficiently
produced imports. For example, the United
States has already unilaterally increased
Mexico’s share of its textile quotas while
deducting a like amount from the quotas of
Hong Kong and other Asian suppliers. Since the
latter are considerably more efficient, the shift
has further increased the welfare costs of the
textile quotas to the American economy.®

Beyond this central point, there are a num-
ber of additional reasons why Krugman’s advo-
cacy of trade zones does not stand up in
practice:

~ His conceptual case for free trade arrange-
ments, akin to the optimal tariff argument, is that
they can strengthen the region’s terms of trade
by increasing its weight in the global economy
and permitting it to extract better prices from its
trading partners. This would, however, by
definition hurt other countries. Moreover, it has
very little to do with the contemporary world:
“EC 1992" and EMU emphasize deepening
rather than broadening of Europe’s economic
zone, and the creation of NAFTA would add
less than 15 percent to the weight already exer-
cised by the United States in the world
economy.

— He is simply wrong to argue that regional
trade deals produce bigger results than global
deals. The U.S.-Canada FTA, contrary to his
assertion, was a mouse in terms of liberaliza-
tion: on the biggest issues, like agriculture and
subsidies, the countries explicitly deferred to
the Uruguay Round because there was not
enough benefit on other issues in the bilateral
context to justify taking on the domestic
opponents.” Is it conceivable that the America’s
textile quotas could be liberalized more mean-
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ingfully in NAFTA than in GATT, where the
offsetting “gains” (in GATT-think terms) would
at least give the effort a fighting chance?

— He notes that, to an economist, unilateral
liberalism is best but fails to observe that
countries all over the world are practicing it:
Australia and New Zealand, Eastern Europe
and many in both Asia and Latin America. A
successful Uruguay Round can induce these
countries to bind their new regimes and thus
obviate the risk of reversal. On the other hand,
awithering of GATT would make it much easier
for them to reverse gears—and could even com-
pel them to try to strike defensive deals with one
or another bloc instead that would include the
erection of new barriers against outsiders.

— This would clearly include “unnatural”
alignments of the type that Krugman himself
denounces. In particular, few Asian countries
want to join a bloc led by Japan. The United
States is unlikely to “settle for” Latin America,
both because such insulation from the most
dynamic world markets would erode its own com-
petitiveness over time (as Britain’s preferences
within the Empire and, later, Commonwealth
undermined its economic strength) and because
all the other countries in the Hemisphere are
also debtors and cannot help the United States
improve its trade balance. Moreover, the United
States could hardly push for a Western Hemi-
sphere bloc and oppose Japan’s pushing for an
Asian bloc—as it clearly would—without
offering the Asians a place in its own “regional”
arrangement. Hence there would almost cer-
tainly be an “unnatural” trans-Pacific dimen-
sion to a world of trading areas.

— The increasingly central global role of
multinational enterprises adds to the potential
for a negative dynamic if a world of blocs were
ever to get seriously underway: once posi-
tioned within each bloc to hedge themselves,
the companies would enjoy relative gains from
the erosion of inter-bloc trading freedom and
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would, at a minimum, no longer espouse global
liberalization. Other constituencies within
member countries of a bloc also acquire a dis-
taste for global liberalization and thus add to the
exclusionary dynamic.

— Krugman strangely ignores the historical
absence of any successful free trade agreements
between industrial and developing countries,
despite the centrality of this issue to any mean-
ingful construction of blocs in Asia and the
Americas. The difficulties in combining Japan
and China, or even the United States and
Mexico, loom considerably larger than meshing
Greece and Portugal with the EC—and even
that arrangement includes transfers of public
capital equal to 5 percent of the GNP of the LDC
partners.

— Indeed, as Krugman notes, the biggest
losers from a world of regional blocs would be
those left outside— which in practice would be
primarily the poorest developing countries
which could least afford it.

— One can only cringe when Krugman
argues that “the great advantage of regional
pacts is that they can exclude Japan.” Many
Americans and Europeans certainly do “deeply
distrust the Japanese,” as he asserts. It does not
take much knowledge either of history or of
contemporary thinking in Japan, however, to
conclude that steps to institutionalize, rather
than combat, that distrust would run enormous
risks. History teaches that failure to accom-
modate rising powers in the systemic structure
is a sure recipe for serious conflict.

— On the political economy plane, both the
United States and Japan have sufficient national
power to be world leaders without forming
blocs around them. No individual European
country does; hence bloc creation was essential
to restore that area as a global player but such
considerations hold nowhere else.

— It would be particularly tragic if the
countries that created and nurtured the global
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trading system and the GATT, notably the
United States and to a degree the EC, were to
turn their backs on it now when (a) virtually all
of the countries which have heretofore rejected
that regime are now clamoring to get in (the
USSR, China, East Europe, and most of Latin
America), and (b) the developing countries
have, in the Uruguay Round, for the first time
become active participants in it.

Would FTAs Undermine Globalism?

Regional trading arrangements are clearly
going to happen: further deepening and even-
tually broadening in Europe, NAFTA, and per-
haps the Enterprise for the Americas Initiative
in this hemisphere, Australia-New Zealand, and
even conceivably an East Asian Economic
Grouping per the current Malaysian proposal.
Another possibility is a Pacific Basin construct,
growing out of the recent Asia-Pacific
Economic Cooperation initiative.

The crucial question is whether these
arrangements take place within the context of
an effective and credible global system. If so,
they will be—and will be viewed as—supple-
ments to that system between countries that
choose to liberalize further together, perhaps
providing a constructive challenge for emula-
tion at the global level.

Indeed, it is the existence of tariff bindings
under GATT (along with the proscriptions of
Article XXIV itself) that prevent bloc members
from raising barriers toward the outside world
to exploit the potential gains described by Krug-
man. Even more importantly, it was the major
liberalizing negotiations under the GATT—the
Kennedy Round in response to the creation of
the Common Market itself and the Tokyo
Round in response to its broadening to include
the United Kingdom and others—that achieved
the reductions in the common external tariff of
the EC that, as he correctly notes, were essential
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to convert the Community from a beggar-thy-
neighbor arrangement into a positive force for
the world economy.® At a minimum, a strong
GATT system is essential to avoid the costs that
Krugman acknowledges are quite likely to
result from FTAs.

If there is no effective GATT system, FTAs
would almost certainly come to be viewed as
alternatives to globalism. In that case, they
would almost certainly evolve over time—as
Krugman suggests—in an exclusionary and
eventually discriminatory direction. The
economic costs would be significant and grow-
ing. The political effects would, at a minimum,
be worrisome.

The present stalemate in the Uruguay
Round has sharply raised the prospect of the
regional path. If the Round were to fail, the
trend toward regionalism almost certainly
would accelerate. And it will be much harder to
avoid “failure” of this multilateral negotiation
than in the past because a modest agreement
that tries to paper over the major problems
would be denounced as such by the growing
corps of proponents of regionalism as well as
others; world leaders and trade officials can no
longer “declare victory and go home.”

The United States usually plays the pivotal
role on international trade issues. It will do so
even more so in this case: Europe is already a
bloc and Asia is clearly not, so the United States
will tip the balance. It is thus imperative for the
United States to continue to make clear that its
priority is a successful outcome to the Round.

The United States was motivated to
negotiate the FTA with Canada, in the wake of
the failed GATT Ministerial of late 1982,
primarily to spur the launch of what became the
Uruguay Round.’ It fully intended to complete
the Round before negotiating NAFTA, reaf-
firming the primacy of the global system. It has
held back on any substantive negotiations with
Latin American countries, other than Mexico,
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despite the eagerness of Chile and others to
commence such talks.

The “failure” at Brussels in December
1990, however, means that NAFTA may now
be concluded before—or simultaneously
with—the Round. Hence the United States will
be characterized as “joining the rush toward
regionalism.” This will reinforce the self-
fulfilling prophecy, as noted above, making it
harder for Japan and others in Asia to resist
blandishments such as Malaysia’s to pursue
defensive arrangements of their own.

As important as continued American fealty
to a successful Uruguay Round is full support
for such an outcome from Europe and Japan.
Europe bears a special responsibility in this
context. As the only trade bloc, it has done
much to stimulate similar developments in
other parts of the world. Its current inward
orientation, while unlikely to produce a
“Fortress Europe,” has raised anxieties else-
where and intensified the risk of realization of
the self-fulfilling prophecy. The EC has been
the key partner of the United States in
achieving successful outcomes of the last
two global trade negotiations; it has both a
major interest in, and major responsibility for,
doing so again.

The stakes are even higher than the future
of the international trading system, however. As
noted at the outset, the overarching issue for
world economic policy in the decade or more
ahead is whether the Big Three can effectively
co-manage a reinvigorated global order. The
Uruguay Round is one of the first test cases. If
the Big Three cannot deal with a few farmers
and other recalcitrant interest groups, they will
hardly be able to provide global leadership on
the wide array of issues—including money,
macroeconomic cooperation, energy, and the
environment, as well as trade and the GATT—
where it will be needed.
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The Monetary Dimension

Finally, it is necessary to note that the one
monetary bloc now extant and potentially
expanding in the near future—again, in
Europe—could also raise significant problems
for the global system.

A successful move to EMU will convert
Europe from a series of small and medium-
sized open economies into one large and much
less open economy. This change alone will have
several effects:

— It will tend to increase the extent of cur-
rency fluctuations among Europe, America, and
Japan—generating greater international finan-
cial instability and potentially misalignments
that would distort trade and add further to the
tendencies toward trade protection outlined
above.

— It will tempt Europe to practice “benign
neglect” from time to time, 3s the other large
and relatively closed economy has done, or at
least to try to force the costs of adjustment onto
others as the United States has also done.

—If it fails to achieve a unified fiscal policy
to go with its unified monetary policy, there will
be a strong possibility of a Europe-wide repeti-
tion of Reaganomics from the early 1980s and
the German policy mix of the early 1990s: large
fiscal stimulus, very tight money, a sharp appre-
ciation of the currency, big trade deficits, and
resultant protectionism.

— Without a political master, the European
Central Bank will be particularly likely to foster
such an outcome. This will be especially true in
its early years, as it seeks to prove its fealty to
the goal of price stability and to discipline recal-
citrant governments into fiscal rectitude.

Moreover, achievement of EMU—even
without the final step of a single currency, but
especially with it—will propel the ECU to a
central role in a new multiple reserve currency
system. This will both reflect and produce a
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substantial portfolio adjustment from (mainly)
dollars into ECU, reinforcing the likely appre-
ciation of European currencies with attendant
trade balance and protectionist problems. This
effect would be further accelerated if the EMU
pooled Europe’s monetary reserves and
attempted to dispose of some of the “excess,”
identified by the EC Commission as on the
order of $200 billion."

The policy implication is that the United
States and Japan should engage Europe in
negotiations on the global monetary system
while the latter works out its regional arrange-
ments—particularly as both of the basic
blueprints for EMU, the report of the Delors
Commission" and Karl Otto Pohl’s design for
a Eurofed, ' totally ignored the external dimen-
sion thereof. American strategy in the trade area
has been to engage Europe in a global negotia-
tion at each key milestone in its evolution: the
Kennedy Round when the Common Market
was created, the Tokyo Round when it
expanded to bring in the United Kingdom and
others, the Uruguay Round as it moved toward
“1992.” A similar approach is needed in the
monetary area to avoid the risk that EMU will
destabilize global arrangements and that, once
its details have been put in place, it will be too
late. This should be feasible now that the G-7,
by successfully placing a floor under the dollar
in February 1991 and (so far) effectively cap-
ping the dollar in July 1991, seems to be return-
ing at least de facto to reference ranges among
the major currencies a la Louvre.

Epilogue

There is still time to restore the effec-
tiveness and credibility of the global approach
to world economic policy and its existing insti-
tutional framework. Contrary to Krugman’s asser-
tions, the Uruguay Round is still alive-—and, if
not totally well at this juncture, with reasonable
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prospects for meaningful success. EMU can
still be channeled in directions that are fully
compatible with global monetary stability.
The Big Three must seize leadership on
both issues (and several others) and make a
conscious effort to restore a global focus, how-
ever, or the regional drift will continue and

perhaps accelerate. The costs of permitting such
an outcome could be extremely high in both
economic and political terms. Reversingitis the
first major test the Big Three face in the tripolar,
post-Cold War world economy of the 1990s and
beyond.
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geographic free trade zones. Europe 1992, the U.S.-Canada

Free Trade Agreement, and the initiatives to include Mexico
and Latin America in a Western Hemisphere free trade zone provide
recent examples of efforts to remove tariff and nontariff barriers to
trade among countries in geographic regions. If accompanied by
currency zones—the adoption within regions of fixed exchange rates
or a common currency—this move toward trade zones could bring
major changes in the international monetary system and in domestic
economic policies.

The move toward trade and currency zones comes at a time of
great change in the world economy. International financial markets
have become increasingly deregulated. International trade in goods
and services has increased. The world economy has moved closer to
a tripolar monetary system with the U.S. dollar, German mark, and
Japanese yen serving as principal currencies. And multilateral
negotiations to promote free trade, such as the General Agreement on
Tariffs and Trade (GATT), have stalled.

To explore possible ramifications of trade and currency zones, the
Federal Reserve Bank of Kansas City invited distinguished central
bankers, academics, and industry representatives to a symposium
entitled “Policy Implications of Trade and Currency Zones.” The
symposium was held August 22-24, 1991, in Jackson Hole, Wyoming.
In opening comments, Federal Reserve Chairman Alan Greenspan
underscored the importance of the topic and surveyed the issues to be
addressed. Acknowledging our limited experience with trade and

The world trading system may be coalescing into a set of

Economic Review @ November/December 1991 37



currency zones, he argued that answers would
have to come both “from the abstract world of
economic models and from the ongoing exper-
ience gained in the cases of European economic
and monetary union and the North American
Free Trade area that are already being planned.”
He also stated that “insights into the economic
implications we can expect from trade and
currency zones should guide us in choosing
appropriate macroeconomic policies now and
in the future—whether we are ‘inside’ or
‘outside’ a zone.” :
This article summarizes the symposium
papers and the discussions they stimulated. In
general, most of the program participants sup-
ported the move to a trade and currency zone
in Europe, although some expressed doubt
about the benefits of trade and currency zones
in other parts of the world. The first section of
the article discusses whether the move toward
trade and currency zones will promote trade
among countries. The second section describes
financial market and macroeconomic policy
implications of trade and currency zones. The
third section explores global implications.

Will Trade and Currency Zones Promote
World Trade?

Two areas of heated debate at the sym-
posium were whether the move toward free
trade zones will promote world trade and
whether currency zones will be necessary to
achieve the full benefits of trade zones. Partic-
ipants agreed that if the move to free trade zones
is accompanied by further progress on the
GATT, trade zones will help foster world trade.
But participants disagreed sharply about the
effects of trade zones in the absence of further
progress in reducing trade barriers on a multi-
lateral basis. Participants also disagreed about
whether currency zones will be necessary to
realize the full benefits of trade zones.
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Effects of free trade zones on world trade

Conference participants disagreed about
the effects of free trade zones on world trade.
Paul Krugman argued that free trade zones will
foster trade regardless of whether further
progress is made at the global level. C. Fred
Bergsten countered that free trade zones will
impede world trade unless they are accom-
panied by further progress toward global trade
liberalization.

Bad in theory, good in practice. Krugman
acknowledged the solid theoretical arguments
against free trade zones but still argued that
such areas will probably help rather than hurt
the world economy. Moreover, problems with
the GATT negotiations are so deep seated that
further progress is unlikely. As a result,
regional free trade zones are a promising alter-
native to multilateral negotiations for promot-
ing free trade.

Krugman’s central point was that free trade
zones are bad in theory but good in practice. He
indicated free trade zones are bad in theory
because they potentially divert trade from low-
cost to high-cost suppliers. Trade diversion
occurs when a member of a free trade zone
imports a good or service from a country inside
its zone rather than from a lower cost, nonmem-
ber country. He also indicated free trade zones
can harm nonmember countries, not only by
reducing the demand for their exports, but also
by reducing the relative prices of their exported
products. The decline in prices in nonmember
countries relative to prices in member
countries—a “beggar-thy-neighbor” effect—
reduces nonmember country welfare. Addi-
tionally, he held that trade zones potentially
impede trade by promoting trade warfare.

Krugman nonetheless argued that, in prac-
tice, free trade zones are likely to help more than
they hurt the world economy, largely because
they increase the size of markets. Larger
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markets lead to greater productive efficiency
and competitiveness. Thus, trade zones are
likely to create more trade than they divert.

Moreover, he stated that trade zones seem
to be forming along “natural” geographic boun-
daries. Countries naturally tend to trade more
with their neighbors than with distant countries
because transporting goods and services and
communicating over long distances is costly. As
a result, free trade zones among neighboring
countries may, in practice, be good for the
world. The gains from freeing trade within
regional zones will be larger and the costs of
reducing trade across zones smaller than
implied by moving to zones that are not based
on natural geographic boundaries.

Finally, Krugman argued that moving
toward global trade liberalization through the
GATT process is hopelessly stalled, making
free trade zones the only viable alternative.
Among the reasons Krugman cited for the
demise of the GATT are the decline of the
United States as the principal world economic
power, the increasing importance of such non-
tariff barriers as domestic regulatory and invest-
ment policies, and the growth of new players in
the world economy, such as the Japanese, who
arguably play by a different set of rules.

Bad in theory, bad in practice. In sharp
contrast to Krugman, C. Fred Bergsten claimed
that moving toward free trade zones was bad in
both theory and practice. Moreover, Bergsten
argued that free trade zones are particularly bad
when viewed as an alternative to further
progress toward global free trade. Finally,
Bergsten maintained that free trade zones need
not be viewed as an alternative to globalism,
because the GATT negotiations are still viable.

Bergsten cited a number of reasons to sup-
port his view that free trade zones are bad in
practice. First, he argued that geography is not
nearly as important as in the past as a deter-
minant of “natural” trade regions. With tech-
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nological advance, transportation and com-
munications costs are no longer central to trad-
ing patterns. Second, while Europe and
possibly North America may be “natural trad-
ing areas,” no other such areas exist. Third,
trade diversion may not be simply a conse-
quence of trade zones but, in some cases, a goal.
And finally, a Western Hemisphere free trade
zone is likely to divert trade from lower-cost
producers in Europe, Asia, Australia, and New
Zealand to higher-cost producers in the Western
Hemisphere.

Assuming that the movement toward free
trade areas is likely to continue, Bergsten
argued that the movement should occur in the
context of an effective and credible global trade
system. One way to ensure that the movement
toward free trade zones supplements rather than
replaces globalism is to enforce and expand the
GATT. The GATT process can still work,
according to Bergsten. Trade patterns in the
Americas and in Asia remain “quintessentially
multilateral.” The markets of the three
economic superpowers—Europe, Japan, and
the United States—remain deeply intertwined.
The superpowers have worked closely together
on economic issues in the past and should be
able to cooperate in the future. And although
recent GATT negotiations have stalled, the
GATT process has always been a messy one,
filled with false starts and stops.

Are currency zones necessary?

In addition to differing on the net benefits
of trade zones, conference participants
expressed a range of views on currency zones.
Although participants agreed that moving to
currency zones will make it harder to conduct
independent national monetary policies, they
disagreed about whether this cost of currency
zones exceeded the benefits. Martin Feldstein
argued that currency zones are unnecessary and
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potentially harmful. Miguel Mancera argued
that while the benefits of currency zones might
be “impressive,” floating exchange rates are
more desirable. Other participants, including
David Laidler, Michael Emerson, and Salvatore
Zecchini, argued that currency zones might be
beneficial to some, such as the Europeans, but
not to others.

According to Feldstein, the cost of currency
zones is high relative to their benefits. The
primary economic benefit of currency zones is
the boost to trade from eliminating uncertainty
aboutexchange rate fluctuations. Exchange rate
fluctuations inhibit businesses from importing
inputs because unanticipated exchange rate
movements in the wrong direction can poten-
tially eliminate profits. Thus, eliminating
exchange rate fluctuations would reduce uncer-
tainty about the value of international transac-
tions and, thereby, promote international trade.
Feldstein argues, however, that these benefits
are likely to be small. Econometric studies have
failed to detect an adverse effect of exchange
rate volatility on international trade. Moreover,
businesses can hedge exchange rate risk
through futures markets for foreign exchange.

In contrast, the costs of currency zones are
possibly quite large. The primary economic
cost of currency zones is the loss of independent
national monetary policies. Under fixed
exchange rates, central banks use the tools of
monetary policy to keep exchange rates con-
stant. As a result, these tools are unavailable
for pursuing other national economic objec-
tives. Under a single currency, countries sur-
render policy autonomy to a supranational
monetary authority.

For example, with a freely floating cur-
rency, national monetary policymakers can
counter a decline in the demand for a country’s
products by stimulating monetary growth and
reducing interest rates. This response to a
decline in demand is not possible if there are no
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national currencies or if exchange rates are
irrevocably fixed. And without such a response,
the output’ and employment costs of adverse
demand shocks could be high.

Why then has Europe moved toward a cur-
rency zone? Feldstein argued that the reasons
are more political than economic. Proponents
of a currency zone believe a single European
monetary authority could limit the ability of
national governments to pursue inflationary
monetary policies. More important, however, a
single European currency would accelerate
the political unification of Europe which, in
turn, would result in greater centralization of
fiscal policies.

Miguel Mancera took a more eclectic view
of currency zones. Mancera recognized sig-
nificant benefits from currency zones, includ-
ing reduced investment risks, the equalization
of interest rates across countries, and lower
international transactions costs. Nevertheless,
because inflation rates vary widely within and
among countries, Mancera questioned the
advisability of currency zones. Under floating
exchange rates, a country can potentially insu-
late itself from inflationary shocks affecting
other countries. In a currency zone, these
shocks might spread to all countries. Mancera
indicated that for this and other reasons Mexico
could not possibly participate in a currency
zone, although it probably will participate in a
trade zone.

Other conference participants viewed cur-
rency zones somewhat more favorably, espe-
cially in the case of Europe. Salvatore Zecchini
argued that a move to currency zones could be
beneficial because without them businesses
might face significant exchange rate risk. In
contrast to Feldstein, Zecchini argued that
futures markets in foreign exchange were too
thin and underdeveloped to sufficiently reduce
exchange rate risk. In addition, political institu-
tions must be in place to ensure that smaller
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countries retain some influence over the
policies of the trade or currency zone. This
influence over policy should be viewed as com-
pensation for the loss of political autonomy.
While Zecchini felt that these conditions did
not apply in North America, he felt they did
apply in some of the countries of the European
Community.

David Laidler viewed the formation of a
currency zone as possibly good for Europe but
definitely bad for North America. Like
Feldstein, Laidler viewed the move toward cur-
rency zones as a political as well as an economic
development. The move to either a common
currency or irrevocably fixed exchange rates
implies a loss of national sovereignty. Any
move to give up national currencies must be
viewed in part as a move toward political unity.

Although countries could maintain national
currencies under a system of irrevocably fixed
exchange rates, Laidler suggested that this form
of currency zone also reduces political
autonomy. The choice of an inflation rate is a
political as well as economic decision. Moving
to fixed exchange rates—or to a common cur-
rency—takes the issue of inflation out of the
national political arena. It also removes from
political accountability any national authority
that might otherwise be responsible for a
country’s inflation performance.

Laidler added that while the move to a trade
zone in Europe has been accompanied by closer
political ties, no such political movement has
occurred in North America. European countries
have already surrendered considerable
authority to European political entities, but no
such surrender has occurred or is likely to occur
in North America. Therefore, while a currency
zone might work in Europe, it would not likely
work in North America.

Michael Emerson agreed that while the
political and economic prerequisites for a cur-
rency zone were probably in place in Western
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Europe, they are not well established in other
regions of the world.' For example, before join-
ing a trade or currency zone, the Eastern
European countries must first join the world
economy. They must adopt convertible curren-
cies and world price structures. Only as a
second stage of development can they consider
regional trade and currency agreements. Even
then they must work toward economic conver-
gence with the rest of Europe before consider-
ing economic integration. Likewise, the USSR
must grapple with its own problems of currency
convertibility and determine whether its new
federalist structure makes a compelling case for
a currency zone. Finally, the Pacific region
appears to be more interested in open trade on
a global basis than in integration along
economic, monetary, or political lines.

National Policy Implications of Trade
and Currency Zones

The move toward trade and currency zones
has implications not only for world trade in
goads and services but also for national finan-
cial markets and macroeconomic structure. For
example, financial markets within a trade zone
may need to be harmonized so that capital, as
well as goods and services, flows freely across
countries. In addition, as monetary policy
becomes more harmonized across countries in
a trade zone, monetary policy will increasingly
be determined at a supranational level. National
fiscal policies could play a more important role
in economic fluctuations at the national level
and therefore may need to be harmonized to
ensure fiscal discipline.

Financial market implications
Andrew Crockett and John Heimann exam-

ined four questions relating to the financial
market implications of trade and currency
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zones. Do trade zones lead to increasing finan-
cial market integration across countries? Does
economic integration lead to changes in finan-
cial market structure? What supervision and
regulation will be required to ensure the effi-
ciency and safety of financial markets? And,
how will financial relationships across major
trade zones be managed?

Financial market integration. Crockett
argued that realizing the full benefits of trade
zones requires liberalizing financial flows. As a
result, trade zones create an incentive to liberal-
ize finance. Removing international barriers to
trade in banking, insurance, and other financial
services results in greater specialization and
competition in the supply of these services. As
a result, costs of supplying financial services
decline. By increasing competitive pressures,
financial market liberalization also promotes
productivity growth and innovation in the
financial services industry. Finally, removing
capital controls improves the flow of funds
from savers to investors and channels invest-
ment funds to their most profitable use.

Liberalizing capital flows, in turn, requires
closer harmonization of exchange rate policies.
Large capital movements can undermine
exchange rate stability. If capital liberalization
leads to speculation and wide swings in
exchange rates, it may undermine the benefits
of trade zones. As a result, Crockett suggested
that financial market liberalization may call for
closer cooperation on exchange rate policies
and, possibly, currency zones.

In discussing Crockett’s paper, Heimann
agreed that trade zones lead to financial market
liberalization, which in turn leads to closer
cooperation on exchange rate policies.
Heimann also pointed out that these tendencies
have been at work at the global level. In par-
ticular, as the G-7 countries have become more
economically integrated, international capital
flows have increased. At the same time, increas-
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ing speculation in capital markets has led to
exchange rate volatility. This increased
volatility of exchange rates underlies the
management of exchange rates by the G-7
countries since the Louvre accord was reached
in 1987.

Financial market structure. Crockett
argued that financial market structures are
likely to evolve slowly in response to freer
capital flows. A variety of different structures
coexist in the world today and freer financial
markets are likely to have only a gradual effect
in harmonizing these structures. While least-
cost producers of financial services will tend to
displace higher-cost producers, it is not clear
that market structures will change dramatically.

Most studies of financial markets have
shown that structure has little effect on effi-
ciency. For example, economies of scale in
financial services are small relative to the size
of financial markets. As a result, many small
firms can supply these services as efficiently
as a few large firms. Thus, despite significant
international differences in financial market
structure, little movement toward homogeniza-
tion can be expected in the short run. And, even
in the long run, complete homogenization of
financial markets is unlikely.

Heimann agreed with Crockett’s assess-
ment of the short-run effect of trade zones on
financial market structure. Over the longer
run, however, Heimann sees the financial sys-
tem evolving into two tiers—global markets
served by global institutions and regional and
national markets served by regional and
national institutions. This development repre-
sents the continuation of events that have been
going on for years.

Regulatory and supervisory issues. Finan-
cial market regulation and supervision grows
more complex as financial firms reach across
national boundaries. Crockett gave three guid-
ing principles for regulating and supervising
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financial markets in trade and currency zones.
First, let financial institutions offer financial
services throughout the trade zone. Second,
issue firms a single license so they may operate
freely across national boundaries. The license
should be issued by either a supranational
regulatory authority or, providing mutual
recognition by other countries, by a national
regulatory authority. Third, regulators should
concern themselves more with harmonizing
capital standards for credit institutions than
with harmonizing market practices. Given
limited information about the optimal structure
of securities markets, alternative structures
should be allowed to coexist and compete.
Heimann echoed Crockett’s views on

supervision and regulation. Specifically,.

Heimann argued for an “international super-
visory system of harmonized standards” and
urged regulators to closely supervise capital
market activities.

Financial relationships between trade
zones. With the world trading system moving
toward several trade zones, Crockett suggested
that negotiations between zones for market
access in the financial sector will become
increasingly important. Two main approaches
are possible. The “mirror image” approach
would require “identical conditions of estab-
lishment for financial institutions in different
markets.” In contrast, “national treatment”
would require a zone to apply the same rules
and regulations to all financial institutions
within its borders—but the zone would nothave
to offer the same privileges and regulations as
other zones. Of the two approaches, national
treatment holds the greater promise as a basis
for financial relationships between countries or
trade zones.

In regulating market access, Heimann cited
proposals for strengthening the regulatory sys-
tem using three sets of regulations—home
country, host country, and harmonized rule.
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These regulations underlie the principles of
national treatment, mutual recognition, and
effective market access.

Macroeconomic implications

Trade and currency zones have important
consequences, not only for financial market
policy, but also for domestic macroeconomic
policies. Jacob Frenkel and Morris Goldstein,
focusing on the implications of currency zones,
discussed both monetary and fiscal policy. They
argued that price stability is the appropriate goal
of monetary policy and recommended a two-
speed approach to currency union. They also
stressed the importance of adopting
mechanisms to ensure fiscal discipline. Michael
Mussa and Tommaso Padoa-Schioppa,
panelists in a session on macroeconomic policy
implications, largely agreed with Frenkel and
Goldstein on monetary and fiscal policy.

Monetary policy. Frenkel and Goldstein
argued that the principal goal of monetary
policy in a currency -union should be price
stability. In Europe and elsewhere a consensus
has formed that only by achieving price stability
can other goals of macroeconomic policy, such
as high employment and economic growth, be
achieved over the long run. This view has led
to proposals that the monetary authority for the
proposed European currency zone have an
explicit mandate to pursue price stability as its
primary goal. To ensure that the monetary
authority carries out this mandate, the authority
should have a significant degree of political
independence and should be prohibited from
issuing credit to the public sector.

Frenkel and Goldstein also addressed the
issue of how countries in a trade zone should
handle the transition to a currency zone. Frenkel
and Goldstein recommended a two-speed
approach in which one subgroup of countries
takes a fast approach, while another subgroup
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takes a slow approach. Countries that have
achieved low inflation rates and share other
economic characteristics might move quickly
toward a currency zone. Such a fast track
approach would give “maximum credibility to
exchange rate stability by eliminating exchange
rates within the union,” reduce or eliminate
instability caused by capital mobility and diver-
gent national monetary policies, and allow fast-
track countries to realize all of the efficiency
gains from having a single currency.

Countries with disparate economic perfor-
mance would move more slowly toward mem-
bership in the currency zone. The slow
approach would allow these countries to remain
a part of the move toward monetary union
without having to converge at a faster-than-
desired pace to the economic performance
levels of the fast-track countries. Thus, the two-
speed approach would preserve momentum in
the move to a currency zone.

While generally agreeing with Frenkel and
Goldstein on the monetary policy implications
of currency zones, Mussa emphasized the role
of politics in determining monetary arrange-
ments. Mussa argued that currency zones have
historically been closely associated with areas
of political authority. Thus, closer monetary ties
and tighter exchange rate agreements come not
just from a desire for greater economic unity but
also from a desire for greater “political
solidarity.” The success of the European Com-
munity in establishing a currency zone, accord-
ing to Mussa, depends more on the strength of
shared political views than on a tally of
economic costs and benefits.

In his discussion of monetary policy impli-
cations, Padoa-Schioppa emphasized monetary
relationships between currency zones. Padoa-
Schioppa argued that a European currency zone
would lead to a “genuine multi-currency reserve
system based on a tripolar relationship.” Despite
the fixity of exchange rates within currency
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zones, the exchange rate regime governing the
three main reserve currencies—the dollar, yen,
and European currency unit—should remain
one of a mildly managed float.

Fiscal policy. Conference participants
agreed that fiscal discipline was critical to the
success of a currency union. Frenkel and
Goldstein observed that, so far at least, moves
toward currency union had not improved fiscal
discipline in European countries. If sound fiscal
policies are not forthcoming in a currency zone,
the very objectives of the currency zone could
be threatened.

Given the importance of sound fiscal policies,
Frenkel and Goldstein described several
mechanisms for ensuring fiscal discipline in a
currency zone. One mechanism would be the
marketplace itself. Member countries run-
ning excessive deficits with no recourse to
finance deficits through money creation would
face a rising default premium on government
debt. The rising cost of government borrow-
ing, along with reduced credit availability,
would force governments to improve fiscal
policies. Another mechanism would be fiscal
policy rules. For example, rules might be
enacted that place an upper limit on the size of
budget deficits and government debt relative to
GNP. Yet another mechanism would be peer
group, multilateral surveillance. Under this
mechanism, constraints on national fiscal
policies would be more flexibly applied to dis-
courage irresponsible fiscal policies of mem-
ber countries.

Of these mechanisms, Frenkel and
Goldstein prefer a combination of market dis-
cipline and peer-group surveillance. Given the
right institutional setting, market discipline
could be used as the primary mechanism to keep
member countries’ fiscal policies sound. Peer-
group surveillance could be used as a supple-
ment to encourage countries to solve pre-existing
fiscal problems, preferably before they enter the
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currency zone. Peer-group surveillance couid
also be used to prevent “large fiscal policy
excesses” in member countries.

Mussa agreed with this assessment of fiscal
policy, but added that the most important
mechanism for imposing discipline occurs when
member countries getintofiscal crunches. At such
times, both creditors and debtors need to know
they will bear part of the cost of a financial
crisis. Debtors must know they will bear a cost
so that they' will avoid irresponsible behavior.
Creditors must know they will bear a cost so
that they will “pull the plug” on excessive bor-
rowing by the government.

Padoa-Schioppa went somewhat further in
advocating the need for fiscal policy discipline.
He argued that fiscal policy rules were desirable
per se to reduce the budgetary discretion of
member countries. He also argued that, in the
case of the European Community, countries
should give up some of their fiscal policy inde-
pendence to a central fiscal authority. This transfer
of responsibility should not take the form of
Community control over national budgets, but
rather the form of a more flexible use of the
Community budget.

Global Implications of Trade and
Currency Zones

Just as trade and currency zones will alter
economic relationships within geographic
regions, so will trade and currency zones alter
relationships among regions of the world
economy. One result of these changing relation-
ships could be a tripolar monetary and trade
system. Such a system could either enhance
economic cooperation or foster hostile
economic relationships among regions. This
issue of a tripolar system was taken up by Allan
Meltzer, Leonhard Gleske, and Kumiharu
Shigehara. Related broad issues were addressed
by Lawrence Summers, Jacques de Larosiere,
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Charles Carlisle, Pedro Aspe, Paul Volcker, and
John Crow.

The emerging tripolar system

Meltzer argued that the world economy
needs a new set of rules to maintain and enhance
economic stability. Without new rules, the
economic progress of the postwar period will
not be sustained. Meltzer emphasized the
importance of rules for maintaining trade and
monetary stability.

Trade rules. Although the GATT remains in
place, its rules are not being enforced. The lack
of enforcement mechanisms has led to three
responses. One response has been a move to
managed, or “fair,” trade in which producers
form cartels to divide up markets for their products.
Other responses include unilateral actions and
bilateral and multilateral negotiations. But with
the latest round of the GATT negotiations stall-
ing, another mechanism has emerged—the
move toward trade zones.

Meltzer argued that the development of
trade zones is not a viable alternative to multi-
lateral trade agreements, despite the failure of
current GATT rules. With the formation of trade
zones, trade within zones will increase at the
expense of trade among zones. Grouping countries
into three zones—Europe, the Americas, and
Asia—Meltzer emphasized the importance of
trade among zones. In the Americas and Asia,
free trade among zones, or interzone trade, is
greater than free trade within zones, or intrazone
trade. Hence, developing intrazone trade “as a
substitute for open, international trade” would
not be in the interests of Japan and the United
States. The European Community is the excep-
tion to this rule. Unlike the American and Asian
zones, the European Community trades more
within its zone than with the other two zones
combined.

Shigehara shared Meltzer’s concerns about
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the formation of trade zones. He suggested that
the resulting industrial reorganization in Europe
may be costly to firms outside of Europe. As
bigger firms begin to exploit economies of
scale, smaller firms will come under competi-
tive pressure. As a result, European govern-
ments may attempt to keep high-cost firms in
business by using protectionist measures
against competing firms outside of Europe.

Monetary stability. Meltzer, Shigehara, and
Gleske agreed that most countries will continue
to rely on the dollar, mark, and yen as reserve
currencies. Meltzer, however, emphasized that
continued use of these currencies as major reserve
currencies will require the United States, Ger-
many, and Japan to keep price levels stable. If
the United States maintains price stability,
Meltzer believed the dollar would provide a
store of value for many foreigners, remain the
primary reserve currency, and continue to be
used as the currency for pricing and purchasing
commodities. Gleske agreed that, given domes-
tic price stability, the dollar would likely remain
the world’s principal reserve currency.

Given price stability in the major world
economies, Meltzer argued that a tripolar
monetary system would provide international
monetary stability. Countries with flexible
exchange rates would experience greater stability
of prices and exchange rates. Moreover, smaller
countries could avoid inflation by fixing their
exchange rates to one or more of the major
reserve currencies.

Meltzer, Shigehara, and Gleske agreed that,
while the European Community will probably
form a currency zone, North America and Asia
will not. European countries have more in com-
mon economically, socially, historically, and
politically than do countries in Asia or North
America. For example, Shigehara argued that
in East Asia, countries were characterized by
different stages of economic and financial
development and different historical, cultural,
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and institutional backgrounds. These factors
would limit the monetary integration of the
Asian economies. Furthermore, Asian govern-
ments show little interest in relying on the yen
as a reserve currency—the dollar still accounts
for over half of the reserves of Asian govern-
ments. In addition, Shigehara argued that
monetary union is a step toward political union,
which is a goal in Europe but not in Asia.

Unlike North America and Asia, Europe is
likely to adopt a currency zone. Gleske argued
that Europe will benefit from this development.
As Europe organizes its currency zone,
Europe’s real economy will become less sus-
ceptible to fluctuations in foreign exchange
rates. The share of foreign trade in the “GNP”
of Europe will fall sharply relative to the share
of foreign trade in the GNP of many individual
European countries. As a result, foreign
exchange fluctuations will have less of an
adverse effect on the European economy. In
fact, the effect has already been reduced by the
exchange rate mechanism and gradual
stabilization of exchange relationships within
the European Monetary System.

Overview remarks

Conference participants making broad over-
view comments expressed a range of views
about the benefits of the move to trade and
currency zones. Lawrence Summers and Jacques
de Larosiere were optimistic about the trend.
Charles Carlisle and Pedro Aspe had mixed
feelings.> And Paul Volcker and John Crow
were pessimistic.

The optimistic view. Summers argued that
further progress was needed in liberalizing
world trade. Toward that end, he supported
any move to reduce barriers to trade, whether
it be unilateral, bilateral, or multilateral. In
particular, Summers said that most prospective
trade zones were “likely to involve natural trad-
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ing barriers and therefore to increase trade by
more than they divert trade.” And even if trade
diversion occurs, it will be more likely to increase
welfare rather than to reduce it. Moreover, trade
zones will probably improve the domestic
policies of member countries. And finally, trade
zones could help accelerate the move to global
trade liberalization.

De Larosiere, providing a European point
of view, favored the move to trade and currency
zones in Europe. He claimed that the move to a
European trade zone has stimulated member
countries’ economic growth and trade. In the
process, trade has increased not only among
member countries but also with the rest of the
world. As Europe has moved to a trade zone,
exchange rates have stabilized, economic per-
formance in member countries has converged,
and monetary union now appears likely. Finally,
de Larosiere argued that Europe’s move to trade
and currency zones doés not imply isolation
from the rest of the world. The European
Community’s economic integration will con-
tinue to benefit nonmember countries.

The mixed view. Carlisle argued that trade
and currency zones could be either a positive or
negative development. First, GATT statistics
show that trade is not becoming more regional-
ized. Second, political realities make it unlikely
that the world will coalesce into more than two
great trade zones. Third, trade zones are not
necessarily inconsistént with multilateral trade
liberalization. Fourth, given that trade zones are
going to develop, they must supplement, not
replace, global trade liberalization. Finally, if
trade zones replace global trade liberalization,
all countries will be hurt.

Aspe agreed that membership in trade and
currency zones could be extremely beneficial,
especially to a small economy, so long as progress
continues to be made at the global level. To this
end, Mexico has joinéd the GATT and has
expressed a willingness to join in various
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Western Hemisphere trade zones. Aspe argued
that countries should be willing to act
unilaterally, multilaterally, or as a part of a
trade zone to reduce tariff and nontariff barriers
to trade.

The pessimistic view. Volcker expressed
concern about the trend toward trade zones.
Siding with Bergsten, Volcker felt that regional
trade zones would erect barriers to trade against
the outside world and divert trade from non-
member countries. Moreover, he argued that
trade zones could lead to greater interregional
volatility in exchange rates. In response to the
move to trade zones, Volcker suggested that
Article 24 of the GATT, which restricts trade
zones from taking protectionist actions, be
more vigorously enforced. Although the article
has been violated, particularly by the erection
of nontariff barriers, remedial actions have not
been taken.

Crow agreed with Volcker. Because of the
dangers of tfade and currency zones erecting
protectionist barriers, Crow argued that further
progress should be made on the GATT. Eastern
Europe, the Soviet Union, and many develop-
ing countries are all striving to join the global
trade system, and nothing should be done to
prevent these emerging market-oriented
economies from joining the GATT. In addition,
Crow agreed with Meltzer that maintaining
price stability is the best way to ensure the
efficiency of world trade and payments.

Conclusions

The world economy may be moving toward
trade and currency zones. Conference par-
ticipants generally agreed that the move would
be beneficial if it occurred along with further
progress toward global trade liberalization. Par-
ticipants also agreed that trade and currency
zones would have profound effects on domestic
financial, monetary, and fiscal policies and on
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trade and monetary relationships among
regions of the world economy.

Conference participants disagreed about
whether the move toward trade and currency
zones would impede further multilateral trade
liberalization or be beneficial without further
multilateral progress. Participants also had dif-
ferent views about whether currency zones

were necessary to achieve the full advantages
of trade zones. From the discussions, though, it
was clear that Europe would proceed toward
establishing both trade and currency zones. Par-
ticipants concurred that, of all of the proposed
trade and currency zones, Europe is best suited
to benefit from both.

Endnotes

1 Although Emerson was unable to attend the symposium,
he contributed a paper.
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2 Although Carlisle was unable to attend the symposium,
he contributed a paper.
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By John P. Caskey

consumer advocates have expressed concern that many lower-

income Americans have lost access to basic payment services
provided by banks. Reports of branch closings and increased service
charges have led to proposals that banks be required to provide basic
banking services to all consumers.

Most discussions of this issue are incomplete, however, because
they overlook existing alternatives to banks for those who cannot or
choose not to use banks to meet their payments needs. This article
examines the role of check-cashing outlets (CCOs), a principal alter-
native to banks for many low and moderate-income consumers.'
Despite evidence of rapid growth over the past decade, relatively little
is known about the check-cashing industry. Understanding who uses
CCOs and why provides new insight into the costs of payment services
and adds a new dimension to the debate over basic banking services.

The first section of the article provides an overview of the check-
cashing industry, including its services, fees, structure, and recent
growth. The second section examines who uses CCOs and why, and
offers possible explanations for recent growth. The final section
addresses the regulation of CCOs and their possible role in providing
basic banking services to low-income consumers.

In the current debate over banking reform, some policymakers and

An Overview of the Check-Cashing Industry

The check-cashing industry began in the 1930s as a response
to banking problems during the Depression and to changes in
employer payment practices. CCOs originally specialized in cash-
ing payroll checks but over the years have evolved to provide a
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variety of payments services. Largely unregu-
lated, the check-cashing industry has grown
rapidly in the past decade, expanding beyond
its traditional base in urban areas.

Services provided by CCOs

Nonfinancial businesses have cashed
consumers’ checks for many decades. Tradi-
tionally, this role was filled by bars, grocery
stores, or other businesses that would cash
third-party checks for regular customers or for
customers making purchases. Such estab-
lishments rarely charged an explicit fee for
cashing checks. The cost of the service was
covered by the additional sales it generated.’

Itis difficult to establish exactly when firms
began to specialize in check-cashing and tolevy
a fee for the service. Most evidence suggests
that CCOs evolved from other businesses that
cashed checks on the side. CCOs apparently
first appeared in Chicago and New York in the
1930s and spread to other large urban areas.

Most accounts cite widespread banking
problems and changing employer payment
practices as the principal factors motivating the
early development of CCOs. For example, in
Chicago, specialized check-cashing firms arose
to provide payments services during the bank-
ing crisis of the 1930s (Illinois Department of
Financial Institutions 1980). In addition, CCOs
were stimulated by firms converting from cash
payrolls to payroll checks during the 1930s and
1940s (Wolf).

The core business of a contemporary CCO
is cashing checks for a fee. The fee is intended
to provide the check-casher a profit after cover-
ing expenses, which include the cost of main-
taining a storefront and insurance and personnel
costs. Moreover, because the check-casher
advances funds on checks- that must sub-
sequently be cleared through the banking sys-
tem, CCOs incur interest expenses on the funds
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advanced. And, CCOs run the risk that some
cashed checks will be uncollectible because of
insufficient funds or fraud.?

Because of the risks associated with
advancing money on checks, many outlets cash
only customers’ payroll or government entitle-
ment checks. Some CCOs also cash personal
checks but typically charge a higher fee for this
service to cover the higher risk that the check
will bounce. Many CCOs cash personal checks
only after they have confirmed with the bank it
is drawn on that there are sufficient funds.

In some states, CCOs make “payday”
loans. They do this by cashing a customer’s
personal check, which is sometimes postdated,
and agreeing to hold it until the customer’s
payday. Since this amounts to making an unse-
cured loan, check-cashers generally charge
much higher fees for this service. It is generally
offered only to customers with stable employ-
ment records who have maintained bank
accounts in good standing for several months. *

While most CCOs derive most of theirrevenue
from check-cashing fees, almost all CCOs do
more than just cash checks.’ They typically
offer a range of financial and nonfinancial ser-
vices—they may sell money orders, make wire
transfers of cash, and handle telephone and
utility bill payments. In some states, they sell
lottery tickets and public transportation passes,
offer income-tax preparation services, and dis-
tribute welfare payments and food stamps. In
addition, many sell cigarettes and candy or buy
and sell gold jewelry.

Fees charged by CCOs

CCO fees for cashing checks are usually
expressed as a percentage of the face value of
the check. In most states, check-cashers can
charge whatever the market will bear; however,
seven states currently set ceilings on check-
cashing fees (Table 1).° As shown in the table,
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Table 1

Maximum Check-Cashing Fees in Regulated States

(Rates are a percentage of the face value of the check)

State Legal ceiling rate

Connecticut 2% for non-public aid checks and 1.0% for state public aid checks. (Ceiling fees set
in 1990.)

Delaware 1% or $4.00, whichever is greater. (Ceiling fee set in 1989. The previous ceiling rate
was 0.5% or $0.25.)

Georgia The larger of $5.00 or 3% for public aid checks, 10% for personal checks, and 5% for
all other checks (payroll). (Ceiling fees set in 1990.)

Hlinois 1.2% plus $0.90. (Ceiling fee set in 1986. The previous ceiling rate was 1.1% plus
$0.75.)

Minnesota 2.5% for public aid checks above $500 (5% for a first-time customer), no limit on
personal checks but the rate must be filed with the state Commerce Department and
be “reasonable,” 3.0% on all other checks (6% for a first-time customer). (Ceiling
fees set in 1991.)

New Jersey 1% for in-state checks and 1.5% for out-of-state checks or $0.50, whichever is
greater. (Ceiling fees set in 1979. The previous ceiling rates were 0.75% on in-state
checks and 1.0% on out-of-state checks, or $0.35.)

New York 0.9% or $0.50, whichever is greater. (Ceiling fee set in 1988. The previous ceiling

rate was 0.75%.)

Source: State regulatory agencies.

the maximum permissible fee sometimes varies,
depending on whether the check is drawn on an
in-state or an out-of-state bank or is a govern-
ment entitlement, payroll, or personal check.
The different ceilings on fees across categories
reflect the different speeds with which checks
clear, different default risks, and the desire to
limit the fees that public aid recipients pay for
cashing their entitlement checks.

Outside of these seven states, commercial
check-cashing fees vary widely. In 1989, the
Consumer Federation of America (CFA) con-
ducted a survey of the fees levied at check-

cashing outlets in 20 major cities across the
Y
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United States (Table 2). This survey suggests
that CCOs charge roughly similar fees for
payroll and government support checks.” For
both types of checks, fees range from about 1.0
percent to 3.0 percent of the face value of the
check, with an average rate of about 1.75
percent.?

About a third of the check-cashing outlets
contacted by the CFA were willing to cash
personal checks. Not surprisingly, given the
default risk, they charge far more for this ser-
vice. In the survey group, fees ranged from 1.66
percent to 20 percent of the face value of the
check and averaged 7.7 percent.’
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Table 2
National Check-Cashing Fees

Service Minimum charge
Payroll checks 9%
Government checks 9%
Personal checks 1.66%

. Money orders ($50) $.19

Source: Consumer Federation of America (1989).

Maximum charge Average
3.0% 1.74%

3.25% 1.73%

20% 7.7%

$:99 $.55

CCOs also levy fees for the other financial
services they provide, such as selling money
orders or making wire transfers. These services
are largely used to pay bills by customers who
do not have checkable bank deposits. The data
suggest that many CCOs set low prices on these
services. For example, the CFA survey found
that the average charge for a $50 money order
was $0.55, and many CCOs charged a flat fee
independently of the size of the money order.
This compares favorably to the $0.75 charged
by the U.S. postal system for money orders up
to $700."

Structure of the industry

An examination of the structure of the
check-cashing industry indicates commercial
check-cashing is a relatively large industry,
dominated mainly by local owner-operators.
Historically, CCOs have been regulated exten-
sively in only a few states. However, this picture
is changing as national chains begin to develop
and as more states consider regulating CCOs.

CCOs are currently regulated in only eight
states. Seven states set ceilings on check-
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cashing fees and require that CCOs be licensed
and abide by other regulations. These regula-
tions generally require check-cashers to post
their fees in a prominent location in the outlet
and to provide customers with receipts. Often,
the regulations require the CCO owner to meet
a minimum bonding or capital requirement.
Some states prohibit newly opened outlets from
locating within a specified distance of existing
CCOs. All states specify record-keeping
requirements for the firms, and several of the
states require check-cashers to report large
sales of money orders or large wire transfers.
This is to prevent check-cashing firms from
being used in a money laundering process.
Typically, the state banking department is
responsible for issuing licenses and enforcing
the regulations.

Because only a few states regulate the com-
mercial check-cashing business, it is impossible
to know exactly how many check-cashing firms
are currently operating. However, across the
United States there were 4,289 yellow-page
listings of check-cashing firms in early 1991.
This count is a lower-bound estimate of the total
number of commercial check-cashing outlets
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nationally. In six of the eight states that require
CCOs to be licensed, for example, the yellow-
page count closely approximates the number of
licenses outstanding. However, the yellow-
page count understates the number of licensed
outlets in New York by about 20 percent and by
almost 50 percent in Georgia.

Given the sparse information on the
industry, any estimate of the size of the industry
in dollar terms is subject to a large margin of
error. However, a conservative estimate indi-
cates that the industry cashed about 150 million
checks in 1990 with a combined face value of
$45 billion. From this activity, the check-cash-
ing industry earned approximately $790 million
in fees."

The vast majority of CCOs across the
country appear to be owned by local inde-
pendent operators, many of whom own three to
ten outlets in a given area. There is evidence,
however, that large national chains are develop-
ing. For example, one ¢heck-cashing company
owns over 100 stores in the Northeast and is
publicly traded on the over-the-counter stock
market. And some check-cashing franchise
operations have grown rapidly in the past few
years. Recently, Western Union, which has
provided money-wiring services to many
check-cashers, announced plans to develop a
national network of check-cashing outlets (Wal!
Street Journal).

The growth and location of the
check-cashing industry

Data on the check-cashing industry are
sparse but nevertheless indicate that the
industry is growing rapidly. Moreover, the
evidence suggests that the industry is beginning
to expand beyond its traditional concentration
in lower-income urban areas.

In interviews, check-cashers who have
been in the business many years said that the
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industry grew slowly until the early or mid-
1980s and then expanded rapidly. Unfortu-
nately, there is not sufficient data to confirm this
view.'? However, American Business Informa-
tion (ABI), a firm that tracks yellow-page list-
ings of businesses, reported 4,289 listings of
check-cashing (or currency exchange) outlets
nationally in July of 1991. In 1987, the earliest
year it provided data, ABI reported just 2,151
national listings. Thus, in four years, the
industry appears to have doubled, a
phenomenal growth rate.

Existing CCOs are disproportionately
located in major urban areas, generally in low
and moderate-income neighborhoods. For
example, in eight states fewer than 10 percent
of the CCOs are located in cities of less than
100,000." The Illinois Department of Financial
Institutions (1980, p. 107) reported that of 624
licensed check-cashers in the state in 1985, 90
percent were located in the Chicago area. And, a
study for the New York State Banking Department
found that 69 percent of all check-cashing outlets
in New York City in 1990 were located in low-
income census tracts (Kemlage and Renshaw).

The evidence suggests that the recent
growth in CCOs has been uneven, with espe-
cially rapid growth outside of the few major
urban areas where check-cashing establishments
have long existed. For example, yellow-page
listings from late 1988 to early 1991 show
growth rates for Illinois, New Jersey, and New
York of below 20 percent. Over that same
period of time, the number of listed check-
cashers grew by 85 percent in Florida, 195
percent in Georgia, 96 percent in Missouri, 293
percent in North Carolina, 80 percent in Texas,
and 87 percent in Washington.

In states with early and well-developed
check-cashing industries, recent growth has
occurred mainly outside of the traditional inner-
city areas. For example, the Illinois Department
of Financial Institutions (1989, p. 5) reported
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that from 1985 to 1989, 108 new check-cashing
licenses were granted but only 13 of these were
for locations in Chicago; 75 were for locations
in the Chicago suburbs and the remaining 20
were for downstate locations.

Explaining the Use and Growth
of CCOs '

Understanding the reasons behind the
recent growth of check-cashing firms requires
knowledge of who uses them and why. This
section compares the cost and types of services
offered by banks and CCOs, presents recent
survey evidence on usage of CCOs, and exam-
ines factors behind their recent growth.

Comparing banks and CCOs

Since both banks and CCOs provide basic
payments services, a key question is why con-
sumers use CCOs rather than banks. One pos-
sible explanation is that CCOs are cheaper than
banks. Or, perhaps CCOs are more convenient
than banks or provide a type of service that
banks are unable or unwilling to provide.'

The information on fees presented earlier
can help provide an estimate of the cost to a
household of meeting its payment needs
through a CCO. For example, assume a family
cashes its paychecks or government entitlement
checks at a check-cashing firm charging a 1.5
percent fee and buys six money orders a month
at an average price of $0.50 per money order.
In this situation, a family with a $10,000 yearly
income (about 75 percent of the 1990 official
poverty level for a family of four) would spend
$186 annually on basic financial transactions.
Since check-cashing fees are a fixed percentage
of the value of a check, a family with higher
income would pay more. Thus, in this example
a family with $24,000 annual income would
spend $396 annually for financial services."
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The cost of obtaining similar services from
a bank would be somewhat less, according to a
1990 national survey of bank fees by the Con-
sumer Federation of America (1990). In esti-
mating the cost of a checking account based on
its survey data, the CFA assumed that a family
maintains an average balance of under $400 in
the account and that the account balance falls
below $200 only once a month. In addition, the
CFA assumed the family writes ten checks,
makes four ATM withdrawals, and two deposits
monthly and, over the year, the family bounces
two checks and deposits one check that fails to
clear. Based on this behavioral pattern, the CFA
estimated that a family would pay $107.96 a
year to maintain a noninterest-bearing checking
account and would pay $111.39 a year to main-
tain an interest-bearing NOW account.

Regardless of the type of account main-
tained, it appears a family would save sig-
nificant out-of-pocket costs by conducting its
financial transactions through a bank rather
than a CCO.'"® Because the fees for cashing
checks at a CCO are assessed as a percentage
of the face value of the check, the difference can
be small for very low-income households. For
example, a family earning $10,000 a year would
save only about $80 annually by using a check-
ing account rather than a CCO, while a family
earning $24,000 a year would save almost $300.
However, the very poorest households may be
least able to afford the additional cost.

Two explanations account for the success
of the check-cashing industry in the face of this
cost disadvantage. One explanation is that out-
of-pocket expenses do not measure the full cost
of using a financial institution. Convenience,
quality, and type of service also matter. In these
aspects, CCOs may have an advantage for many
consumers since most CCOs have much longer
opening hours than do banks and are located
more conveniently for some consumers. Also,
CCOs may be faster with the range of simple
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financial transactions in which they specialize.

Another explanation for the success of
CCOs is that bank services do not fully sub-
stitute for CCO services. Most important, while
CCOs are willing to assume the risk thata check
they cash will bounce, banks generally will not.
Most banks require a consumer to maintain a
deposit account in order to cash checks, even
government checks with a negligible default
risk.”” For depositors, most banks require the
customer either maintain sufficient funds in an
account to cover the check or wait a few days
for the check to clear. If the check fails to clear
and the bank has cashed the check for a cus-
tomer with sufficient funds to cover it, the
customer’s account is docked for the amount of
the check. Moreover, many banks charge the
customer for the bank’s cost of handling a
“returned” deposit.

Because of these differences in check-cashing
policy, consumers without bank accounts may be
forced to take their business to CCOs.
Moreover, even if they maintain a bank
account, consumers may not be able to cash a
paycheck or government assistance check
because the amount exceeds their account
balance. Although these consumers could save
money by depositing their check in a bank and
waiting for it to clear, they may prefer to pay a
fee to have the cash immediately.

Evidence on CCO use

Surveys of who uses commercial check-
cashing firms and why they choose to do so
suggest that most customers are either low-
income to lower-middle income workers cash-
ing payroll checks or recipients of government
transfer payments. Relative to the population as
a whole, a disproportionate percentage of CCO
customers are young, nonwhite, and do not have
bank accounts. Limited access to banking ser-
vices and the convenience of CCOs appear to be
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the most important factors governing their use.

This profile of CCO customers is drawn
from two recent surveys. One, a survey by the
Consumers Banking Association (CBA),
focused on consumers cashing paychecks. A
second survey, conducted by the New Jersey
Department of the Public Advocate, con-
centrated on those cashing public assistance
and social security checks.'®

The CBA survey found that CCO cus-
tomers were younger and poorer than the
general population and more likely to be aracial
minority. Thirty-seven percent of respondents
were between the ages of 18 and 30, and 29
percent reported a household income of less
than $15,000 a year. The median reported
household income in the survey was $20,400 as
compared with a 1985 national median family
income of $28,906. While 33 percent of respon-
dents were white, 47 percent were black and 18
percent hispanic.

The survey found that customers’ reasons
for using a CCO revolved around their access
to bank services. Two-thirds of customers sur-
veyed had deposit accounts at banks or other
financial institutions. Only 13 percent of these
customers used CCOs regularly, citing con-
venience and ready access to cash. In contrast,
the one-third of CCO customers without bank
accounts made more regular use of CCOs. For
those customers, lack of funds to maintain bank
minimum balances and high bank service char-
ges were cited as the main reasons for use of
CCOs.?

The study by the New Jersey Department
of the Public Advocate provides a somewhat
different portrait of the customer base of the
check-cashing industry because it focuses on
those cashing public assistance and social
security checks.?® The Department interviewed
750 recipients of government transfer pay-
ments. In contrast to the CBA survey, 92 per-
cent of those interviewed said that they did not
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have a bank account. Fifty-seven percent were
cashing Aid to Families with Dependent
Children (AFDC) checks. Another 20 percent,
were cashing social security checks, and the rest
were cashing unemployment benefits, veterans
assistance, or state disability checks.

In the New Jersey survey, 79 percent of
those interviewed stated that they never goto a
bank to cash their government checks and, of
these, 61 percent said they only go to CCOs.
When asked why they were using a CCO tocash
their government check, respondents cited lack
of access to bank services and the convenience
of CCOs.

Factors behind CCO growth

Knowledge of who uses CCOs and why is
important for understanding the rapid growth in
the industry during the 1980s. Changes in the
economic situation of households may have led
to an increased demand for check-cashing ser-
vices. Atthe same time, regulatory changes may
have increased the cost of banking services.

One factor contributing to the growth of
CCOs may have been the strong growth in
payroll employment following the 1982 reces-
sion. From 1983 to 1989, total civilian employ-
ment increased 16 percent (Economic Report of
the President). Unlike the economic expansions
of the 1960s and 1970s, however, employment
growth in the 1980s was accompanied by a fall
in employees’ real incomes. For example,
average weekly earnings of private sector, non-
agricultural, industrial workers fell from $408
in 1978 to $346 in 1990.>' Because the customer
base of CCOs is disproportionately low-wage
and moderate-wage workers, lower real incom-
es may have contributed to the demand for CCO
services.

More generally, the 1980s saw a fall in the
standard of living for many low-income
families. From 1979 to 1988, the mean real
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family income of families in the lowest income
quintile fell 5.4 percent (Bradbury, p.26). And,
the number of families falling below the poverty
line rose from 24.5 million in 1978 to 31.9
million in 1989 (Economic Report of the Presi-
dent). To the extent that poorer families had
increased difficulty in accumulating financial
savings to maintain bank balances, they may
have had an increased incentive to use CCOs.
The 1980s also saw changes in the cost and
supply of banking services. In 1980, the federal
government enacted the Depository Institutions

.Deregulation and Monetary Control Act.

Among other things, this act began a phaseout
of ceilings on the interest rates banks could pay
on deposits. The Act also required the Federal
Reserve System to begin charging banks for a
number of services it had previously provided
for free.

Another factor was a change in the attitude
of bank regulators at the federal and state levels
toward competition among banks. Prior to
1980, regulators often looked unfavorably on a
proposed branch that would be located in a
community already well-served by other bank
branches. However, after 1980, in an atmos-
phere much more favorable to free-market
competition, regulators began to consider the
increased competition provided by an addi-
tional community bank to be a positive factor
in approving new bank branch applications
(Spong).

Following these changes, banking became
a much more competitive business. Banks
reacted by, pricing services based on the costs
of providing those services. Thus, they began to
charge for accounts with high transactions
volume and small balances, significantly rais-
ing the cost of using banks for many low and
moderate-income consumers (U.S. GAO).
Bankers also reacted to the increased competi-
tion by closing branches in unprofitable or mar-
ginally profitable areas, which were often
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low-income areas, and opening branches in the
more desirable, higher-income areas already
served by other banks.”? Combined, these chan-
ges worked to make banks both more expensive
and less convenient for many low-income and
moderate-income consumers, and likely con-
tributed to a growing demand for commercial
check-cashers’ services.

Finally, the rapid growth in the check-
cashing industry in the 1980s may have been
stimulated by an increased awareness of the
market potential of the millions of Americans
who do not regularly use the banking system for
their financial transactions. Beginning in the
mid-1980s, journalists, academics, and policy
analysts began to write about bank closings in
low-income neighborhoods and the large num-
ber of households not using banks.” These
reports may have captured the imagination of
entrepreneurs and fed the expansion of noncon-
ventional financial institutions serving those
whose needs were poorly met by banks.

Public Policy Issues

Recognizing that CCOs are playing a more
important role in the U.S. financial system
raises a number of public policy issues concern-
ing CCOs and the delivery of affordable finan-
cial services to low-income households. This
section considers the trade-offs in regulating
CCOs and the role they could play in the finan-
cial system.

Regulation of CCOs

Bank closings in low-income communities,
increases in bank fees on small deposit
accounts, and the rapid growth of the check-
cashing industry have made the policies of
CCOs far more relevant than the policies of
banks for many segments of the population.

This observation has led to suggestions that
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the check-cashing industry be more widely
regulated. Those advocating that more states, or
perhaps even the federal government, should
regulate the industry point out that many check-
cashing customers are relatively unsophisti-
cated consumers, with little social or economic
power. These customers might be grossly over-
charged by an unscrupulous operator, some of
whom may have local monopoly power. Thus,
there is concern that many poor and moderate-
income individuals could spend a large percent-
age of their limited disposable incomes for
basic financial transactions.

Indeed, evidence supports the concern that
some check-cashing firms levy relatively high
fees. For example, the survey by the Consumer
Federation of America (1989) found that 11
percent of the firms charge 3 percent or more
for cashing government entitlement checks. In
New Jersey, for example, check-cashers are
limited by law to charging 1.0 percent on
in-state checks and 1.5 percent on out-of-state
checks. Of 662 customers there who reported
the amount of the check they cashed and the
amount of fee they paid, 49 percent were
charged more than the legal maximum (New
Jersey Department of the Public Advocate, p.
29). On average, check-cashers overcharged by
about 44 percent of the ceiling rate, and in some
cases the excess charge was substantial. To cite
two examples from the report: a Hispanic
woman who could not speak English was
charged $25 for cashing a $268 social security
check, and another woman was charged $16 for
cashing her $525 AFDC check.*

Interestingly, in its response to the study by
the Department of the Public Advocate, the
New Jersey Department of Banking, which
oversees check-cashing outlets, reported that it
had received only one check-cashing complaint
over two years (GAO, p. 9). It appears, there-
fore, that the vast majority of people who were
charged more than the legal maximum in New
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Jersey did not complain to the oversight agency,
perhaps because they were unaware of the over-
charge, felt a complaint would be ineffective, or
did not know how to file an official complaint
or felt that the effort was greater than the cost
of the overcharge.” R

Those who favor limits on check-cashing
fees need to be aware of possible consequences,
however. Mandating very low check-cashing
fees could kill the industry and hurt the low and
moderate-income people who have no realistic
alternatives for cashing their checks. Prior to
1989, for example, Delaware limited check-
cashing outlets to charging a fee of 0.5 percent
of the face value of the check or $0.25,
whichever was greater. In 1989, the state raised
the limit to 1.0 percent or $4.00, whichever is
greater, noting that no CCOs were operating in
the state under the old law.

On the other hand, it is clear that CCOs can
flourish in urban areas when the ceiling rate is
around 1.0 to 2.0 percent.”® In New York, for
example, the ceiling rate is 0.9 percent or $0.50,
whichever is greater. Yet over 400 check-
cashing outlets operate in the state. Illinois,
which permits check-cashers to charge up to 1.2
percent of the face value of the check plus $0.90,
has more CCOs per capita than any other state.”

The evidence suggests, therefore, that if
regulation of CCOs is deemed desirable, states
can set limits on check-cashing fees to protect
consumers against the highest charges and yet
permit the industry to flourish. The evidence
from New Jersey also suggests, however, that
the state must devote resources to enforcing
compliance with the statute. In New York and
Ilinois, where the state banking departments
conduct annual on-site surveys of CCOs, firms
do not appear to charge more than the legal
maximum. Presumably, annual license fees
from CCOs can provide the states with the
revenue to cover the costs of monitoring the
industry and enforcing state legislation.
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The role of CCOs in the financial system

The 1980s have seen increased emphasis
on the access lower-income households have to
affordable basic financial services. Legisla-
tively, this concern has been expressed in con-
gressional hearings or proposals to force banks
to cash government entitlement checks for free
and to offer “basic,” or “life-line,” bank
accounts (U.S. Senate, U.S. House 1989).%
Such accounts would permit a consumer to
conduct a limited range of basic financial trans-
actions for a very small fee or no fee. Regulators
and community activists have also used the
Community Reinvestment Act and other means
to bring pressure on banks to keep branches
open in low-income areas and to improve bank-
ing services in these communities.”

However, the possible cost or effectiveness
of these proposals has also caused concern. For
example, if banks are forced to provide these
services without sufficient compensation, the
burden might not be shared equally among
banks. Indeed, banks with existing branches in
low-income areas could be most affected.
Moreover, imposing such policies on banks but
not their competitors could place banks at a
competitive disadvantage and, perhaps, lead to
an acceleration of bank branch closings.

Recognition of the growing importance of
CCOs, however, suggests that they might play
a role in providing basic financial services to
low-income households. CCOs specialize in
delivering a narrow range of payments services.
With experience, they have learned which finan-
cial services are most in demand by lower-income
households and have learned to minimize the cost
of providing these services. CCOs already com-
pete for locations that are most convenient for
the low-income and moderate-income households
that make up their customer base.

By viewing CCOs as an integral part of the
financial system, federal, state, and local
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governments may be able to work with them to
ensure that they deliver affordable basic pay-
ments services. Indeed, a number of states
already appear to be taking this approach, using
CCOs in the distribution of public benefits and
services. For example, residents of New York
City and Chicago can elect to receive their
AFDC payments or food stamps through local
CCOs. In New York, the state pays the CCO to
distribute AFDC benefits in cash. In Illinois, the
CCOs handle the distribution of AFDC checks
for free, but if the recipients cash their checks
at the CCO, they pay the regulated state fee.
And, in Illinois, many CCOs have the right to
handle automobile registrations and title transfers.

The suggestion that CCOs be used as
delivery points for government services is
linked with the view that they be more widely
regulated. This is true for two reasons. First, in
a state where CCO fees and services are regu-
lated, the industry is likely to have a better
public image and therefore is more likely to be
trusted for distributing public services. Second,
because permitting CCOs to distribute AFDC
payments, handle automobile registrations, or
provide other public functions is profitable for
CCOs, such opportunities can be traded for
lower ceilings on the fees CCOs levy for basic
financial services.

Realistically, however, advocating broader
regulation and reliance on CCOs for the delivery
of basic financial services does not require aban-
doning efforts to improve the accessibility of
banks for lower-income households. While
CCOs provide some basic payment services,
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they are not substitutes for banks. CCOs do not
take deposits, so residents of a community

- served only by CCOs would not have a safe and

convenient outlet for their savings. And, CCOs
also do not make loans, so the economic
development of a community served only by
CCOs may suffer.

Summary

This article has surveyed the role check-
cashing outlets play in the financial system.
CCOs provide basic financial transaction ser-
vices to many low-income and moderate-
income households. And, measured by the number
of outlets, CCOs may be the most rapidly growing
segment of the financial system. Households
that consistently use CCOs appear to devote a
larger fraction of their incomes on average to
pay for financial transactions than do families
that rely on banks. Some use of CCOs appears
to be voluntary. Consumers may turn to them
rather than to banks because CCOs have a more
convenient location or longer hours of opera-
tion. However, some consumers may turn to
CCOs because they cannot afford to meet min-
imum balance requirements at banks.

For many moderate-income and low-
income households in urban areas, a CCO may
be the most important financial institution in
their daily lives. This observation has led an
increasing number of states to regulate CCOs
and suggests that CCOs might be employed in
the delivery of basic financial services and
government benefits.
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1InIndiana, lllinois, Minnesota, and Wisconsin, firms that
cash customers’ checks for a fee are said to be in the
“currency-exchange” business. The more widely used
term “check-cashing” business is used to avoid confusion
with foreign exchange transactions.

2 For lack of data, the article does not attempt to examine
recent trends in check-cashing by these nonfinancial busi-
nesses. It also excludes from the analysis mobile payroll
services.

3 As is clear from this explanation, all check-cashing
outlets must work closely with at least one bank. This is
because a CCO needs a bank to clear the large volume of
checks the firm cashes. Moreover, most CCOs rely on
bank lines of credit to meet their periodic, substantial
needs for cash.

4 In the few states that regulate the check-cashing busi-
ness, it is illegal for check-cashers to make such loans. In
some unregulated states, payday loans are effectively
illegal because the fees violate state usury laws.

5 Data from the Department of Financial Institutions in
Illinois show check-cashing firms earn about 67 percent
of their revenue from check-cashing fees and about 11
percent from sales of money orders.

6 Other states partially regulate the industry or have legis-
lation pending. For example, Wisconsin has long required
check-cashers to be licensed but does not otherwise the
state regulate check-cashers’ activities. Washington state
recently established extensive regulations of the check-
cashing industry that will take effect in 1992, but the
regulations do not set ceilings on check-cashing fees. At
the time of this writing, Ohio and Pennsylvania have
regulatory legislation pending. Legislation to regulate the
industry was also recently introduced in a few other states,
but failed to pass. lllinois and New York were the first to
establish such regulations, enacting legislation in 1943
and 1944, respectively. Delaware and New Jersey began
to regulate CCO fees in the 1950s, and in the past two
years, Connecticut, Georgia, and Minnesota have also
done so.

7 It is also common for check-cashing firms to levy additional
charges for first-time customers. Check-cashers say these
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charges are to cover the costs of issuing the customer an
identification card or registering the customer.
8 The CFA survey suggests that CCOs charge slightly
more for cashing AFDC (welfare) checks then for social
security checks.
9 A 1991 telephone survey, by the author, of 42 check-
cashing firms in several states found fees broadly agreeing
with those found by the Consumer Federation of America.
In the unregulated states, most firms charged between 1.5
and 3.0 percent to cash government and local payroll
checks. Three outlets charged rates as high as 5 to 6
percent. Those that accepted personal checks charged
from 4 to 15 percent. A small number of the firms per-
mitted a customer to cash a post-dated personal check. For
a check that was to be held up to one month, the customer
typically was charged 20 to 35 percent of the amount
advanced.
10 Check-cashers want to promote money order sales
because a check-casher selling numerous money orders
will not need to use as much of his own capital or tap a
relatively expensive bank credit line to obtain cash for
check-cashing customers. The check-casher simply hands
out the cash he receives from selling the money orders. In
addition, check-cashers can earn float (i.e., interest on
money being transferred to someone else) from money
order sales, for the check-casher normally pays the money
order company with a slight delay (Gagerman).
11 In arriving at these estimates, it is assumed that there
were 4,250 check-cashing outlets operating in 1990, each
cashing an average 35,000 checks. This estimate of the
average number of checks cashed is below the scale of
operation of most check-cashing outlets in Illinois, New
Jersey, and New York, as reported by the regulatory agen-
cies in those states. However, outlets in these three states
must do a greater volume of business than the national
average to survive because these states have regulated fees
lower than those charged elsewhere. Interviews with
check-cashers in the unregulated states suggest most out-
lets handle between 25,000 and 40,000 checks annually.
These estimates also assume that the average check has
a face value of $300 and the average cashing fee is 1.75
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percent. The $300 estimate is consistent with the data for
Illinois, New Jersey, and New York and was thought
reasonable by check-cashers in the unregulated states. The
1.75 percent fee agrees with the national average reported
by the Consumer Federation of America (1989).

12 Data are available for Illinois, New Jersey, and New
York, but the trends in these states may well have been
affected by unique factors. For example, in both Illinois
and New York there was a sharp increase in the average
annual growth rate in the number of licensed check-
cashing outlets in the second half of the 1980s as com-
pared to the first half of the decade. However, both of these
states in the second half of the 1980s raised the ceiling on
the fees check-cashers were allowed to charge. Moreover,
New York, at the end of 1985, stopped considering dis-
tance between competing check-cashing locations as a
factor in approving applications for licenses (Renshaw, p.
8). In New Jersey, the number of licensed check-cashing
outlets grew strongly throughout the 1980s, rising from
69 in 1980 to 88 in 1989. However, the growth in the early
part of the decade may have been aided by a 1979 increase
in the fee check-cashers in New Jersey could charge.
Finally, the trends in these states are unlikely to be
nationally representative because Illinois, New Jersey, and
New York, unlike almost all other states, have had well-
developed check-cashing industries for over 40 years. In
fact, the study by Reeb and others concludes that check-
cashing in New York City is a mature industry with limited
future growth possibilities for its core services.

13 This result is based on the author’s survey of CCOs in
eight states.

14 CCOs might also be used by those who do not want to
create deposit-account records because of tax reasons,
immigration status, etc.

15 This example assumes no taxes or withholding. The
low-income family pays $150 ($10,000 x .015) for check-
cashing and an additional $36 for money orders. The
moderate-income family pays $360 for check-cashing and
$36 for money orders.

16 While this example appears to be based on reasonable
assumptions, other assumptions could change relative
costs. For example, since the CFA study found that banks
charged $15.11 per bounced check, the cost of using a
bank would increase if the family’s account were over-
drawn more frequently.

17 In 1988, the Consumer Federation of America (1988)
surveyed 110 banks and 84 thrifts located primarily in the
urban areas of 15 states and the District of Columbia. It
found that of the 191 financial institutions responding to
the survey, 71 percent would not cash government checks
for nondepositors at any price. Fourteen percent would
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cash non-depositors’ government checks for free, and 15
percent would do so for a fee, averaging $3.88 for a $300
check. Outside of urban areas, banks are apparently more
willing to cash government checks for nondepositors
(U.S. GAO 1988, pp. 13-14).

The study (GAO 1988, pp. 16-17) suggests that banks
that refuse to cash government checks for free for non-
depositors do so because banks incur costs in handling
checks, they do not want to crowd their lobbies with
government aid recipients who only want to cash their
entitlement checks, and they fear that some fraudulent
checks might be cashed for which the government would
not reimburse them.

18 There are several reasons that neither the Consumer
Bankers Association’s survey nor the New Jersey Depart-
ment of the Public Advocate’s survey is alone likely to be
broadly representative of the customer base of the check-
cashing industry. The Department of the Public Advocate
survey limited its study to the use of CCOs by recipients
of government aid programs and ignored people cashing
payroll checks. In the case of the Consumer Bankers
Association (CBA) survey, customers who visit a CCO
during a heavy payroll period are unlikely to be repre-
sentative of customers generally; that is, they are more
likely to be employed and have higher education and
income levels. They are probably also more likely to
maintain a deposit account.

19 For additional evidence on reasons consumers may not
use banks, see Canner and Maland.

20 According to the data in Appendices P through S of the
study, CCOs in three New Jersey counties (Camden,
Essex, and Mercer counties) cashed about 1.5 million
checks in 1986, about 13 percent of which were AFDC
checks. By examining 4,842 canceled AFDC checks from
three counties, the Department found that 47 percent of
them were cashed at banks, 32 percent were cashed at
CCOs, 12 percent were cashed at local businesses, and 9
percent were cashed by friends, relatives, or landlords. Of
the AFDC checks cashed at banks, 75 percent were cashed
at banks that serve as depositories of county funds and are
required to cash AFDC checks for nondepositors without
a fee.

21 Both figures are expressed in 1990 dollars.

22 For evidence on branch closings, see Obermiller, and
Avery.

23 For example, the U.S. GAO (1988, p. 19) estimated that
about 16 million American families did not have banking
accounts of any type in 1985. Also see the articles by
Canner and Maland, Gross, Zamba, Lueck, Obermiller,
and Bartlett.

24 In a survey, by the author, of 42 check-cashing outlets
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across several states, a few charged 5 to 6 percent to cash
government and payroll checks. When asked why com-
petition would not drive firms that charge more out of
business, check-cashers said many of their customers just
want their money as fast as possible and pay no attention
to a difference of a few percentage points in the fee
charged. In addition, customer transportation costs may
limit competition among check-cashing outlets.

25 The New Jersey Department of Banking told the New
Jersey Department of the Public Advocate (p. 68) in 1987
that it relied on the “honor system” to assure compliance
with state limits on check-cashing fees. A 1991 telephone
survey, by the author, indicated that check-cashing firms
in the state are now complying with the law, perhaps
because the Department of Banking increased the resour-
ces it devoted to enforcement after the report by the
Department of the Public Advocate.

The author called several other state consumer advocate
agencies and state banking departments to find out if there
had been complaints against check-cashing outlets. In no
state was this the case. However, in unregulated states, it
was often difficult to locate anyone in a state agency who
knew where one would go to file such a complaint or how
it would be classified by the consumer advocacy agency.

26 If outlets are to cash very small checks or personal
checks, a higher fee may need to be permitted in these
cases.

27 Other states should not automatically assume they can
adopt the New York or Illinois ceilings on check-cashing
fees without adversely affecting the industry. Both of these
states use check-cashing outlets to distribute welfare pay-
ments, which brings additional business to the outlets.
Also, in both states, check-cashing outlets are almost
exclusively found in the dense urban areas. States with less
concentrated populations may find check-cashing firms
cannot function profitably with a 1.0 percent ceiling.

28 Some policy analysts have also suggested reviving the
U.S. postal savings system to ensure all communities have
convenient access to a deposit-taking financial institution.
In fact, perhaps a major reason check-cashing outlets do
not exist in Europe is because most European countries
have postal savings systems with giro accounts.

29 See the 1986 policy statement on basic banking by The
Federal Financial Institutions Examination Council in
Canner and Maland. In 1989, federal financial institution
regulators made provision of basic banking services a part
of a bank’s CRA rating.
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