Commentary: The Move
Toward Free Trade Zones

C. Fred Bergsten

There are three central strandsto Paul Krugman’s analysisof free
trade areas (FTAS):

—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 "' hdf a
loaf is better than none™

—which is how they should be viewed because of the demise
of the GATT and the poor prospectsfor the Uruguay Round .

My view isfundamentally different on all three counts:

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

—that thisisparticularly trueif they are seen as aternativesto
an effective global trading system;

—but that, fortunately, they need not be seen as aternatives
because the Uruguay Round is quitelikely to succeed, thereby
restoring the credibility and central role of the GATT and
making the world safefor FTAswhich, as complements to such
aglobal system, are acceptable and even desirable.
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Thebig 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 changesthat 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 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
conservativeassumptionsconcerning growth rates and exchange
rates.

—1In terms of economic openness, defined as the share of
exports plus imports of goods and services in GNP, the three
areaready virtually identical. Thisratio has changed very little
over the past two decades for Japan and the European Com-
munity 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 asa 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
amost haf 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 protection, and the United States no longer needs to
strengthen its alies—who also happen to be its chief economic
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competitors. Hence, there is no longer any security basis for
American hegemony either.!

The Gulf War reinforces the conclusion that America's economic
dominanceis a thing of the past despiteits 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 Gulf codition into
greater foreign cooperation in the Uruguay Round and G-7 policy
coordination, there appears to date to be zero transferability of
military power into economic payoff (beyond the paymentsfor the
war itself).

The policy choice: globalism or blocs?

Economic (and other issues) are now much morelikely to produce
conflict among the Big Three because of the onset of equal tripolar
economic power and theelimination 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 evolvein 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 thepolesaf regional blocswhere, for the reasons posited
by Andrew Crockett in his paper, the dynamics would move
from trade arrangementsinto deeper economic integration and
then monetary zones and, as Krugman himsdf notes, the
resulting entities would likely become exclusionary and dis-
criminatory.

Hence, theissue of trade (and currency) zonesis far more impor-
tant than welfare triangles or even dynamic gains from trade. The
outcome of the current trade debate will go far to shape the course
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of the world economy for the coming decades. There will be
significant politica effects as well--especiadly if, as Krugman sug-
gests, trade zones were pursued partly to discriminate against a
major economic actor (Japan).

There is a widespread view around the world, sufficiently power-
ful 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 economic unity —toward ** completion of
the single market™ in 1992, Economic and Monetary Union (EMU),
and the addition of more members and associates (including Eastern
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 exclusionary 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 stepsin 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 aternative to eventual
redization of the prophecy, is shunted aside in the rush toward
regionalism. Krugman’s paper unfortunately supports this spira by
prematurely writing an obituary.for the Uruguay Round, which he
rightly suggests is essential to restoring momentum and credibility
for the multilateral system.

A revitalized global system managed collectively by the Big Three
is far superior to a devolution into regionalism. Within such a
system, regiona arrangements would still take place but they would
complement the global order rather than substitute for it. | believe
that it is still eminently possible to forge such a globa approach:

—As pointed out by both Allan Meltzer and Jacob Frenkel and
Morris Goldstein, the trade patterns of the Americas and Asia
are quintessentially multilateral. They have experienced no
long-run trends toward increased reliance on intraregional
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trade. Indeed, the trade patterns of both the United States and

Japan—the core countriesof the supposed blocs—are splitinto

almost equal thirds. These countries have no interest in sub-

stituting regional for global arrangements. Europe is now the

only bloc but the share of extraregiona tradein itsGDPiseven

greater than for the Americas or Asia, so it, too, needs a
. multilateral world.2

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

—The Big Three are democracies, have been allies for more
than 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 Uruguay Round hasclearly faltered, multilateral
trade negotiations always resemble "the Perils of Pauline.”
The prospectsfor both the Kennedy and Tokyo Roundsl|ooked
extremely grim at key points before their eventual successes.
The "falure™ to conclude the Uruguay Round at Brussels in
December 1990 should have come as no surprise because the
only real deadlinefor suchtalksistheexpiration of the negotiat-
ing authority extended to the U.S. Administration by the
Congress—a deadline set for June 1993 by the Trade Act of
1988 and duly reaffirmed by extension of the 1990"'fast track”
authority in May 1991. The Uruguay Round is quite likely to
achieve mgor 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 (especialy
United States-Europe) terms.

Doesit matter ?

The central issue is whether global or regional trade liberalization
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is superior and, in particular, whether there need be any conflict
between them. Krugman recognizes that trade 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 afairly liberal world trading system." He attacks the ** proposals™
for "unnatural™ (that is, 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 nini nhzed
(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 | 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.3 For example, American trade is much denser with
Korea and Tawan—"unnaurd trading partners” in Krugman’s
view—than with Argentina and Brazil, even adjusting for the dif-
ferent size of the respective economies.

Second, partly asaresult (and as aready noted), there are no major
"natura trading areas" anyway except for Europe and possibly
NAFTA. United States and Japanese trade is split into almost equal
thirds. The Americas and Asiaas awhole 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 isagoal
of many contemporary proposals for trade blocs. Canada sought
primarily to achieve preferential treatment (that is, exceptions) under
any new protectionist steps by the United States. Mexico is driven
importantly by a similar motive. As aready noted, and 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.
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Fourth, Krugman’s supposition that neighboring countries would
be the primary beneficiaries of trade liberalization anyway —so why
not proceed on aregional basis?—does not stand up in practice, at
least in the case of the Western Hemisphere. The hypothesis can be
tested by assuming U.S. liberalization on an MFN basis and asking
which countries would "naturally” get the business. Tariffs are
aready so low that their elimination would not make much dif-
ference. 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) Stedl: 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
salesof partsbut the overwhelming increases would come from
Japan, Korea and possibly Europe.

(4) Machine tools: virtually al 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: severa Latin American countries could compete
effectively if U.S. quotas werelifted, but Australia and several
others outside the Hemisphere would also be major
beneficiaries.

(7) Meat: several Latin American countriescould gain markets
but the bulk of the increased imports would derive from
Australia and New Zealand.?

The lesson is that trade liberalization by the United States on a
regional basis would almost certainly generate much more trade with



50 C. Fred Bergsten

uncompetitive countries than with efficient suppliers. 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 aready 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 number of additiona reasons
why Krugman’s advocacy of trade zones does not stand up in
practice:

—His conceptua casefor free trade arrangements, akin to the
optimal tariff argument, isthat they can strengthentheregion'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 contem-
porary 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 exercised by the United States in the world
economy.

—He issimply wrong to arguethat regional tradedeal sproduce
bigger results than globa deals. The United States-Canada
FTA, contrary to his assertion, was a mouse in terms of
liberalization: on the biggest issues, like agriculture and sub-
sidies, 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.”
Isit conceivable that America’s textile quotas could be liberal-
ized more meaningfully 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, unilatera liberalism is best
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but fails to observe that countries al 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, a withering
of GATT would make it much easier for them to reverse
gears—and could even compel 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 competitiveness 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 al so debtors and cannot help the United States
improve its trade balance. Moreover, the United States could
hardly push for a Western Hemisphere bloc and oppose Japan's
pushing for an Asian bloc—as it clearly would—without offer-
ing the Asians a place in its own "regiona arrangement.
Hence there would almost certainly be an "unnatural™ trans-
Pacific dimension to a world of trading aress.

—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 under way: once
positioned within each bloc to hedge themsel ves, the companies
would enjoy relative gains from the erosion of interbloc trading
freedom and would, at @ minimum, no longer espouse global
liberalization. Other constituencies within member countries
of a bloc aso acquire a distaste 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 thisissue to any
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meaningful construction of blocsin Asiaand the Americas. The
difficultiesin combining Japan and Chinga, 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 outsde—which, in prac-
tice, would be primarily the poorest developing countries
which could least afford it.

—One can only cringe when Krugman argues that "'the great
advantage of regiona pactsis 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, how-
ever, to conclude that steps to ingtitutionalize, rather than
combat, that distrust would run enormous risks. History
teaches that failure to accommodate rising powersin the sys-
temic 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
ese

—1It would be particularly tragic if the countries that created
and nurtured the global trading system and the GATT, notably
the United States and to a degree the EC, were to turn their
backs on it now when (@) virtualy 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 devel oping countries have, in the Uruguay Round,
for the first time become active participantsin it.
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Would FTAsundermine globalism?

Regional trading arrangements are clearly going to happen: further
deepening and eventually broadening in Europe, NAFTA, and
perhaps the Enterprise for the Americas Initiative in this hemisphere,
AustraliaNew Zealand, and even conceivably an East Asian
Economic Grouping per the current Maaysian proposal. Another
possibility is a Pacific Basin construct, growing out of the recent
Asia-Pecific 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—supplements to that system
between countries that choose to liberalize further together, perhaps
providing a constructive challenge for emulation 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 Krugman. Even more importantly,
it was the mgor 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 reductionsin the
common externa tariff of the EC that, as he correctly notes, were
essential to convert the European Community from a beggar-thy-
neighbor arrangement into a positive force for the world economy.8
At aminimum, astrong GATT system isessential to avoid the costs
that Krugman acknowledges are quite likely to result from FTAs.

If thereisno effective GATT system, FTAswould amost 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 eventualy discriminatory direction. The
economic costs would be significant and growing. 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 Uruguay Round wereto fail, the
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trend toward regionalism almost certainly woul d accelerate. And it
will be much harder to avoid "failure” of this multilateral negotia-
tion 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 usualy plays the pivotal role on international
trade issues. It will do so even more in this case. Europe is aready
ablocand Asiaisclearly not, sothe United Stateswill tip the balance.
It is thus imperative for the United States to continue to make clear
that its priority isasuccessful outcome to the Uruguay 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 Uruguay Round before negotiating
NAFTA, reaffirming the primacy of the global system. It has held
back on any substantive negotiations with Latin American countries,
other than Mexico, 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 Uruguay 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 feadty to a successful
Uruguay Round isfull support for such an outcome from Europe and
Japan. Europe bears a specia 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
elsewhere 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 negotia-
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tions; it has both a mgjor interest in, and maor 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 isone of thefirst test cases. If the
Big Three cannot deal with a few farmers and other recalcitrant
interest groups, they will hardly be able to provideglobal 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.

The monetary dimension

Finaly, it is necessary to note that the one monetary bloc now
extant and potentialy expanding in the near future—agan, in
Europe--could & so raise significant problemsfor 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 aone will have severa effects:

—It will tend to increase the extent of currency fluctuations
among Europe, America, and Japan—generating greater inter-
national financial instability and potentially misalignmentsthat
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, as 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.

—Ifitfailstoachieveaunifiedfiscal policy togowithitsunified
monetary policy, there will be a strong possibility of a Europe-
wide repetition of Reaganomicsfrom the early 1980s and the
German policy mix of the early 1990s: large fiscal stimulus,
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very tight money, a sharp appreciation 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
especidly true in itsearly years, asit seeks to prove its fealty
to the goal of price stability and to discipline recalcitrant
governments into fiscal rectitude.

Moreover, achievement of EMU--even without thefinal step of a
single currency, but especialy with it—will propel the ECU to a
central role in a new multiple reserve currency system. This will
both reflect and produce a substantia portfolio adjustment from
(mainly) dollars into ECU, reinforcing the likely appreciation of
European currencies with attendant trade balance and protectionist
problems. This effect would be further accelerated if the EMU
pooled Europe's monetary reservesand attempted to disposeof some
of the "excess," identified by the EC Commission as on the order
of $200 billion.10

The policy implication is that the'united States and Japan should
engage Europe in negotiationson the global monetary system while
the latter works out its regiona arrangements— particularly as both
of the basic blueprintsfor EMU, the report of the Delors Commis-
sion!! and Karl Otto Pohl’s design for a Eurofed,!? totally ignored
the external dimension thereof. American strategy in the trade area
has been to engage Europe in a global negotiation 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 therisk that EMU will destabilize global arrangementsand
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 capping
the dollar in July 1991, seems to .be returning at least de facto to
reference ranges among the mgor currencies a la Louvre.
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Epilogue

There is still time to restore the effectiveness and credibility of
the globa approach to world economic policy and its existing
ingtitutional framework. Contrary to Krugman’s assertions, the
Uruguay Round isstill dive—and, if not totally well at thisjuncture,
with reasonable 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 severa
others) and make a conscious effort to restore a globa focus,
however, or the regiona drift will continue and perhaps accelerate.
The costs of permitting such an outcome could be extremely highin
both economic and political terms. Reversingit is thefirst major test
the Big Threefacein the tripolar, post-Cold War world economy of
the 1990s and beyond.
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