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Many years ago, while canoeing in Minnesota’s Boundary Waters, I learned that you never get a 
sense of the immense sweep of a beautiful stretch of water like Gunflint Lake when you are pad-
dling hard into the wind. To get that perspective, you have to reach the shore and pause to watch 
the wind sweep across the water. The same holds true of one’s professional life. Having spent most 
of the last three decades deeply involved in trade in one capacity or another, I have rarely had the 
chance to stop and gain a better sense of where the currents were taking the trading system.

I want to thank Dr. Ewa Björling, Sweden’s very able minister for trade, for offering that oppor-
tunity. This project started as a conversation over lunch. I was impressed immediately by her grasp 
of the broader challenges confronting the global trading system and the need to look beyond the 
short-term goal of concluding a successful and ambitious Doha Round. She provided the driving 
force behind the Washington conference that is the topic of this report.

Of course, Dr. Björling’s abiding interest and involvement in the project were not enough. 
She was fortunate to have the great help of a number of people at the Swedish Ministry of Foreign 
Affairs—Anders Ahnlid, Teppo Tauriainen, Kajsa Olofsgård, Lars Elfvin, and Björn Arvidsson—
all of whom contributed an enormous amount of both time and insight to the conception and 
execution of the conference, as well as the preparation of this report.

Dr. Björling also had the great benefit of being able to call on one of the best embassies in 
Washington. Ambassador Jonas Hafström was, as always, an extraordinary host—opening both 
his home and the House of Sweden to the conference participants, as well as contributing to the 
thinking behind the conference. He was aided by Claes Hammar, Pernilla Josefsson, Anneli Nils-
son, and Chatarina Eskered, all of whom became close friends as well as collaborators through 
the months spent preparing for the conference and completing this report. We all relied heavily 
on another supporter of House of Sweden programs, Maja Persson, who represents the Swedish 
American Chamber of Commerce in Washington.

I would also like to thank John Hamre, president of the Center for Strategic and International 
Studies, for his continuing support for this effort. His warmth and grace are only surpassed by his 
vision and enthusiasm for the ideas that shape CSIS’s contribution to a healthy and serious public 
debate in Washington. John’s leadership has a way of attracting an extraordinary group of people 
to his cause, including Andrew Schwartz, Neal Urwitz, Jim Dunton, and, most importantly, Russ 
Oates. The project was lucky enough to have the benefit of their time. Neither the conference nor 
this report would have been possible without their contribution. Russ, in particular, played an 
instrumental role and kept a steady hand on all the details of putting on the show.

Putting together a conference of this scope always requires importuning friends to lend their 
energy and, most significantly, their credibility to the effort. That is a debt I do not know how to 
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repay. I hope that this report helps vindicate the investment of their time in making the confer-
ence a success and pushing new ideas about trade into the public arena. These friends include 
Steve Charnovitz, Ken Dam, Stu Eizenstat, Kim Elliott, Toni Estevadeordal, Jennifer Haverkamp, 
John Jackson, Ari Kokko, Al Larson, Phil Levy, Patrick Low, Ricardo Melendez-Ortiz, Susan 
Schwab, Matt Slaughter, Masakazu Toyoda, and Alberto Trejos. Their presentations were superb, 
as I expected.

The conference benefited enormously from having Paul Krugman, the 2008 Nobel laureate in 
economics, give its keynote address. Paul’s insight into the connections between the current global 
economic crisis and the issues challenging the trading system helped, as always, to put many of the 
other useful ideas advanced during the day into a broader perspective.

I also appreciated the valuable contribution of the Netherlands’ minister for foreign trade, 
Frank Heemskerk, who added a European perspective.

Finally, I want to thank my business partner and friend, Carol Petty. I tend to think of our 
business as something like that canoe fighting the wind on Gunflint Lake. When you are crossing 
a 12-mile-long lake in heavy weather, the bowman has to provide the power and the paddler in the 
stern has to keep the canoe on course to avoid any wasted effort. But as in all things, neither can 
make progress without the other. Needless to say, none of this would have been possible without 
Carol’s constant efforts and good cheer.

As for the report, I tried my best to do justice to both the challenges that the trading system 
faces and to the presentations of the various speakers. Any errors or omissions are, necessarily, my 
responsibility alone.

GDA
July 2009
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preface

With the global economy slowing, global trade negotiations currently not making sufficient  
progress, and the emergence of a risk of increased protectionism, the need to demonstrate the 
importance of trade and the positive contribution it can make to economic growth and global  
welfare has never been more pressing. Completing an ambitious Doha Development Agenda for 
the World Trade Organization (WTO) would help restore confidence in markets, as well as  
represent a powerful statement by members of the world trading system of their commitment  
to an open global economy.

Given the fundamental changes under way in the global economy, however, progress on trade 
will require a strategy that looks beyond the Doha Round—one that rethinks the ends and means 
of trade policy in a more globalized world economy. Toward this end, the Government of Sweden 
organized a conference to elicit fresh thinking on the direction of trade policy in advance of Swe-
den’s assumption of the European Union’s presidency in July 2009. 

The conference, held in Washington on March 25, 2009, had three main objectives:

assessing what changes in the structure of international trade and investment mean for the  ■
conduct of trade policy in globally integrated markets;

exploring how trade policy and the trading system can best contribute to addressing the   ■
broader challenges the global community confronts, specifically to a reduction in global  
poverty and a response to global warming; and

determining the appropriate role for the WTO and the trade regime in light of the growing  ■
debate over reforming the international economic architecture. 

With that framework in mind, the remarks that follow offer an outline of the main themes  
the Swedish government intended the conference to explore.
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introductory remarks

H.E. Amb. Jonas Hafström, Ambassador of Sweden to the United States 
Madam Minister, Excellencies, ladies and gentlemen, I am very pleased that so many of you have 
accepted our invitation to participate in this important conference. 

The timing of this conference is very appropriate. With the growing global economic crisis, we 
have entered into a most critical time for the multilateral trading system. When we started to plan 
this conference about a year ago, we thought it was high time to look further than the current, and 
as it seems sometimes almost perennial, trade issues and look to the future, to the next frontier for 
trade policy.

I think developments since then have proved this to be the right approach. There is a growing 
awareness that international trade policy has to address and adapt to the fundamental change in 
the global economy. These are the main objectives of this conference and the discussions that will 
be held.

As I think many of you know, Sweden will take over the EU presidency starting July 1, 2009. 
This will be a great challenge for the Swedish government, especially the work that will take place 
in Brussels, but certainly here in Washington, the political capital of the world, as well. The em-
bassy will have a great task to maintain close dialogue with our American friends and support the 
priorities we have set for our presidency.

The critical issue of climate change will be among the priorities of the Swedish presidency, and 
this is also one of the main issues for the conference today. Another priority will be developing 
and revitalizing transatlantic relations, which are very good but must also always be kept that way. 
Working together, the EU and the United States can accomplish great things.

Next, the Swedish minister for trade, Dr. Ewa Björling, will present her introductory remarks 
to this conference. Minister Björling has been Sweden’s trade minister since 2006. Before that, she 
was a member of Parliament for the Moderate Party, the largest party in the Swedish government, 
and she is a warm friend of the United States. It was Dr. Björling who took the initiative to orga-
nize this conference, and she very much wants to see constructive dialogue on these important 
trade policy questions.

Dr. Ewa Björling, Minister for Trade of Sweden
Good morning, ladies and gentlemen. 

The fundamental changes in the global economy in recent years offer sufficient reason for 
hosting this conference about the future of trade policy and the global trade regime, but it seems 
that much more timely against the backdrop of the current global economic recession. In July 



x  |  rethinking the global trading system: the next frontier

2009, Sweden assumes the presidency of the European Union. Though there will be many pressing 
issues on the agenda, one issue that I will try to advance as minister for trade is the need for a seri-
ous discussion about the longer-term future of trade policy and the trade regime.

We hope to provide a forum for reflecting on what the fundamental changes in the global 
economy mean for trade policy beyond the Doha Round. Our goal is to identify the challenges 
those changes present and determine how the trading system can best contribute to meeting them. 
This conference is the first step in that process. To have such a large part of the world’s collective 
wisdom and knowledge on these issues gathered with us at the House of Sweden is an excellent 
start.

Our goal today is to identify a number of the principal challenges confronting the trading 
system, and I am certain that others will emerge from our conversations. It is my ambition to carry 
these discussions forward during the Swedish presidency of the European Union.

Although we intend to focus on the longer term, we cannot escape the present, and the impli-
cation of a global recession for global welfare. The economic slowdown will cast our trade policies 
in sharp relief and will necessarily serve as the backdrop for our discussions here today.

Responses to the recession will be discussed in more depth during the Group of Twenty 
meeting in London in April 2009, and I am hopeful for their success. But of course, in times of 
economic distress, we often react reflexively rather than reflectively. It is easy for governments to 
react with protectionist measures; we have seen this before, and we are seeing it again today. We 
have also seen the consequences during past downturns. This is surely not the direction in which 
to go. Trying to protect jobs with measures of the kind we are seeing will not lead anywhere but 
downward. Instead, we should learn from history and not give in to protectionist reflexes when 
domestic pressure builds up.

Indeed, as we discuss the changes in the world economy today, it is worth emphasizing what 
those changes mean in terms of the cost of protectionist policies. The forces driving the integration 
of global markets have made more trade possible, which means that erecting trade barriers im-
poses a far greater economic cost than in the past. Such measures would be entirely self-defeating. 
Opening markets and unclogging the arteries of trade offer a way out of the crisis, one that will 
benefit our economies in the longer term as well.

The most obvious step we can take toward this goal would be a swift and ambitious conclu-
sion of the Doha Round. The global agreement to deliver on such an accord would of course be an 
invaluable sign that the world is capable of concerted action in the face of the challenges before it.

Now, let me say just a bit about the substance of today’s discussions. Trade is the lifeblood 
of the world economy, but trade today has far different characteristics from when the General 
Agreement on Tariffs and Trade was created in 1948, and even different from when the WTO was 
created just 15 years ago. With increased global integration, different trade patterns have emerged.

Globalization permits the organization of production on a globally efficient basis, which 
makes it a competitive necessity. That has important implications for the structure of firms and the 
structure of world trade, as we can see in the shift away from vertically integrated enterprises in 
favor of the horizontal organizations of firm supply chains on a global basis.

What these changes mean for the institutions governing the world trading system is not clear 
and has not been the subject of serious consideration to date. It is time that it was. The global 
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economic recession and credit crunch have brought the international economic architecture into 
immediate focus. Recent events have demonstrated the difficulty that the international financial 
system is having in coping with the challenges confronting it. This obviously raises questions as to 
whether the institutions we have are adequately equipped with the right mandates and the needed 
resources.

This is equally true of trade. I hope today’s discussion will shed some light on the appropri-
ate role for the WTO in any new international economic architecture, as well as the contribution 
it can make currently to help restore the world to a path of economic growth and broadly shared 
prosperity.

Although the changes in the world economy and the structure of international trade pose 
their own challenges, the global trading system also faces a challenge of another sort as well in 
the form of a crisis of confidence and public support. This crisis flows in part from the perception 
that trade regimes exist to foster trade liberalization as an end in itself. Moreover, we plainly face 
other pressing global challenges. The question is whether the trading system can prove its ability to 
contribute to the effort to meet them.

Addressing climate change and eliminating global poverty, for example, represent two of the 
most serious challenges in our lifetime. Today, we are asking how increased trade and reforms 
in the global trading system can contribute to meeting those challenges. I am very interested in 
whether there are specific approaches that we can take in the trade arena to meet them, not just 
because they would represent positive steps but also because they would help demonstrate that co-
operation on trade within the WTO can contribute to addressing the broader challenges we face.

Finally, there is one lesson that we have learned, even before today’s discussion. The case for 
free trade has to be made again and again, but simply reiterating Ricardo’s axiom regarding com-
parative advantage is not enough. We must show how trade liberalization forms an integral part of 
the solution to the challenges we face, whether today’s economic crisis or the broader challenges 
confronting us like climate change and poverty.

Today’s conference can be an important step in that direction. I want to thank you for being 
here because by your participation you have shown your willingness to contribute to the solutions 
we urgently need. I will welcome your ongoing advice as we carry this discussion forward during 
the Swedish presidency of the European Union.





      | xiii

With the global economy in a deep recession, world trade dropping precipitously, global trade 
negotiations currently not making sufficient progress, and the emergence of a risk of increased 
protectionism, the need to demonstrate the importance of trade and the positive contribution it 
can make to economic growth and global welfare has never been more pressing. Plainly, complet-
ing an ambitious Doha Development Agenda for the World Trade Organization (WTO) would 
help restore confidence in markets, as well as represent a powerful statement by members of the 
world trading system of their commitment to an open global economy.

Having said this, the fundamental changes in the global economy, coupled with the need to 
address global challenges like climate change and poverty, strongly suggest the need to look be-
yond the Doha Round of multilateral trade negotiations and rethink the ends and means of trade 
policy in a more globalized world economy. Toward this end, the Government of Sweden and the 
Center for Strategic and International Studies organized a conference to elicit fresh thinking on 
the direction of trade policy in advance of Sweden’s assumption of the European Union’s presi-
dency in July 2009. 

The conference took place in Washington on March 25, 2009. In proposing the conference, 
Sweden’s minister for trade, Dr. Ewa Björling, outlined three main objectives. First, the conference 
would seek to assess what the changes in the structure of international trade and investment mean 
for the conduct of trade policy in globally integrated markets. The forces driving globalization 
have remade the world economy and allowed production to be organized on a global basis, which 
clearly raises the question of whether conventional approaches to both trade policy and trade 
negotiations are apposite to the challenges posed by a truly global economy.

Second, the conference would seek to explore how trade policy and the trading system can 
best contribute to addressing the broader challenges facing the global community—specifically, 
how they can help reduce global poverty and respond to global warming. The General Agreement 
on Tariffs and Trade (GATT) and the WTO have done a remarkable job of reducing tariffs on 
industrial goods and otherwise outlining the general rules restricting commercial policy that have 
reduced the risk and increased the certainty of engaging in international commercial transactions. 

At the same time, the global trading system has yet to prove that it can contribute directly and 
meaningfully to the solution of other worldwide challenges—one reason why the system has been 
the subject of intense criticism from a number of directions. Building a stronger trading system 
depends on maintaining a strong base of political support within the WTO’s member states, 
which, in turn, depends in part on proving that the system can contribute to solving broader 
global challenges, particularly the most pressing issues of climate change and global poverty.

executive summary
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Third, the conference would seek to draw on the insights from the discussion of the top-
ics outlined above to articulate the WTO’s role in any new international economic architecture. 
Though there have been a number of recent reviews of the WTO’s role in the current system, these 
have focused largely on resolving structural problems with the organization as it was originally 
conceived. Less thought has been given to the role that the WTO should play in a fully globalized 
world economy and whether this will require material changes in its approach and the approaches 
of its member countries to their international economic relations.

To meet these three objectives and explore each of these issues in some depth, the conference 
was divided into four sessions, respectively focusing on

the changing patterns of trade and investment in the global economy and their impact on the 1. 
conduct of trade policy in a global age;

the challenge of integrating trade and environmental goals in any strategy designed to respond 2. 
to climate change;

how the trading system can contribute more positively to the reduction of poverty and the 3. 
improvement of economic conditions throughout the developing world, regardless of the out-
come of the Doha Development Agenda; and 

building on the discussions from earlier sessions, what role the WTO should play in any new 4. 
system of global economic governance. 

The conference was punctuated by a luncheon keynote address given by the winner of the 
2008 Nobel Prize in Economics, Paul Krugman, who explained the nexus between the current 
global economic crisis and trade, and thus helped put many of the issues under discussion in 
perspective. He underscored the importance of trade to economic growth, but, equally, he em-
phasized the need for stronger macroeconomic policies as a means of keeping the trading system 
open. 

The following pages summarize the conference discussions and Professor Krugman’s remarks.

The Impact of Changing Patterns of Trade and 
Investment in the Global Economy 
The conference’s opening session explored how the integration of global markets has reorganized 
production on a worldwide basis and altered the basis on which firms compete. It examined the 
implications for the analytical framework undergirding the global trading system, as well as what 
these changes mean for building a political constituency in support of further trade liberalization. 

Globalization—defined here as the combined effects of the Cold War’s end, the revolution in 
computing communications and transportation, the corresponding revolution in global finance, 
and the conscious choice to liberalize barriers to world trade through the GATT and WTO—has 
fundamentally changed the basis for international trade. What was once a competition for mar-
kets among exporters engaged in arm’s-length transactions with their buyers in other countries is 
now a global competition for capital, talent, and ideas, in which production can be—and therefore 
must be—organized on a globally efficient basis. An increasing percentage of world trade now 
takes place within global enterprises and the broader reach of their supply chains.
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These changes in the conduct of global trade and the nature of global competition help explain 
the lack of progress in the recent WTO talks. What matters in this more globalized world com-
merce is reducing costs, limiting risks, and ensuring quality and innovation. The world of tariffs 
and subsidies that has been the focus of most trade policy and trade theory is now simply less 
relevant to the conduct of trade as actually practiced in today’s global economy. 

In other words, there is a reason that there has been progress in the Doha Round’s talks on 
trade facilitation and that the global business community is intensely interested in the outcome 
of these talks—in contrast to the relative lack of progress in the Doha negotiations on agriculture, 
industrial tariffs, and services. Trade facilitation, in fact, is where the money is, because it bears a 
more direct relationship to the factors that drive the private sector’s sourcing and investment deci-
sions.

Trade theory has equally failed to keep up with the underlying changes in the world economy. 
There is a palpable feeling that trade theorists have finally succeeded in quantifying the static effect 
of tariff cuts in industrial goods precisely when it no longer matters. Though the basic theory of 
international trade (i.e., that the specialization it allows drives productivity, which in turn drives 
economic growth and rising standards of living) still offers remarkable explanatory power in gen-
eral, the more specific concepts, such as what defines a nation’s comparative advantage, no longer 
serve to explain the pattern of industrial organization that has followed in globalization’s wake.

The discussion during the conference’s opening session highlighted the extent to which the 
global trading system’s failure to confront what really defines trade and investment decisions, 
along with the inability of conventional trade theory to offer much insight into the economic 
reality that firms and workers experience in the market on a daily basis, have contributed to an 
erosion of confidence in the concept of free trade and its benefits. Though trade liberalization can 
still contribute powerfully to economic growth and rising standards of living, the other forces at 
work in the global economy have increased volatility and uncertainty, particularly for workers. 
Even when trade is not the principal cause of these uncertainties, it often bears the brunt of public 
criticism.

The discussion underscored the lack of a compelling narrative to explain the nature of the 
global economy and how nations participating in the global trading system can maximize its 
benefits while minimizing the human costs of adjustment that inevitably accompany significant 
economic change. All this has made it more difficult to explain trade’s benefits at a time when 
public opinion about the need for global engagement has turned sharply negative—an effect com-
pounded by the current global recession. 

To the conference participants, this conclusion suggested a need to rethink both trade theory 
and the conduct of trade policy from the perspective of the changes in the global economy and 
their impact on the individual worker. Thus, it seems essential to negotiate a system of global rules 
that are designed to ensure a strong commitment to consumer welfare, as well as increased compe-
tition, complemented by economic policies that facilitate economic adjustment.

It appeared equally important to focus attention on the practical means of building a stronger 
constituency in support of further trade liberalization. The opening session’s discussions pointed 
toward the need to draw smaller enterprises into the global trading system in order to increase 
their stake in the system and its rules.
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The opening session ended by underscoring the fundamental importance of making prog-
ress within the global trading system in order to reinforce its relevance. In the short run, this will 
mean rapidly concluding an ambitious Doha Round. In the longer run, progress may well require 
rethinking some of the basic rules of the trading system and the conventions that govern current 
trade negotiations, particularly to allow those countries that want to pursue a faster route toward 
liberalization to work within the system, rather than opting out of it through an expanding num-
ber of bilateral or regional free trade arrangements outside the WTO’s ambit.

Responding to Climate Change: The Challenge of 
Integrating Trade and Environmental Goals 
The conference’s second session shifted from a broader conceptual and systemic discussion to a 
more practical exploration of the particular challenges confronting the global trading system. In 
this instance, the session focused on the means of integrating trade and the environment—specifi-
cally, how the trading system might contribute to addressing the challenge of climate change.

The discussion highlighted the extent to which trade and environmental goals are compatible 
rather than in conflict. The participants explored how the underlying economics of trade liberal-
ization, which drives efficiency by raising productivity and increasing competition, might be fused 
with the goals of improving the environment, particularly in the face of global warming.

The discussion focused on three different interactions between trade and the environment that 
will define whether the efforts of negotiators in both arenas succeed in integrating their efforts and 
uniting behind a common set of goals. The first of these interactions involves the important role 
that the global trading system can play in limiting the need to resort to potentially damaging trade 
remedies as a means of addressing the competitive effects of any response to climate change. 

One of the significant challenges confronting both trade and environmental negotiators is how 
to achieve a sufficiently comprehensive arrangement to limit the problem of “free riders” and the 
leakages their nonparticipation would create. Limiting these leakages would seem to be the best 
way to limit the potential damage to the trading system by reducing the political pressures for pro-
tection in the face of rising costs in a carbon-constrained economy, particularly when these costs 
are not shared by competitors in other countries within the trading system.

At the same time, it would be prudent to reinforce the existing trade rules as a bulwark against 
protectionism disguised as environmental policy. It would also be prudent to think of how best 
to address the specific issues raised by the climate change negotiations, such as subsidies for clean 
energy, in ways that could provide a smooth interface between the trading system and any even-
tual climate change arrangement.

Up to this point, the discussion focused on the role of the global trading system’s rules in 
stemming protectionist pressures that might flow from a response to climate change. The second 
interaction between trade and environmental rules was seen as considerably more positive—thus, 
the discussion focused on how the trading rules could contribute to achieving the goals of the 
climate change negotiations.

Here, the most obvious contribution involves the liberalization of existing barriers to trade in 
goods, services, and ideas that can contribute to energy and emissions efficiency. Thus, the obvious 
first step would seem to be an expedited conclusion of the Doha Round that incorporates an ambi-
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tious agreement eliminating these barriers on a global basis to reduce the costs of environmental 
solutions.

Beyond the initial idea of liberalizing trade in areas that would contribute to energy and emis-
sions efficiency, the discussion highlighted a number of other areas in which the global trading 
system could contribute to the response to climate change. Plainly, negotiating rules for govern-
ment interventions in markets that are designed to alter current patterns of carbon consumption 
to ensure that they do not also become a means for offering a competitive advantage to local pro-
ducers would contribute to the sustainability of both the trading system and any eventual agree-
ment on climate change.

The third area in which trade and environmental objectives interact is also a positive one. It is 
also the most far-reaching, in many respects. It involves the extent to which actions with the global 
trading system could foster a more comprehensive and aggressive response to climate change.

This effort could take one of two forms. On a smaller scale, it would involve considering how 
further trade liberalization might contribute to the implementation of any eventual climate change 
agreement. Thus, for example, ensuring that the trade rules reinforce the functioning of markets 
for trading emissions could contribute significantly to their success.

On a broader scale, progress in the trade arena might help create a grand bargain that would 
contribute to a stronger and more comprehensive climate change accord. Many of the issues under 
discussion in the current climate change negotiations are, in reality, trade issues. It may be that 
more explicit trade-offs can be found between market access and commitments on climate change 
that would foster progress on both fronts.

Keynote Address by Paul Krugman
Paul Krugman’s keynote address focused on the nexus between trade policy and the unfolding 
global economic crisis. Although he was optimistic that the members of the global community will 
avoid a “major backslide” in terms of their trade commitments, he underscored the reasons for 
serious concern.

Starting with a brief review of the Great Depression, Krugman highlighted the fact that rising 
trade barriers were a consequence, not a cause, of the Depression. World trade fell in the early 
1930s, much like today, because the global economy was slowing. Governments resorted to trade 
barriers as a response to the economic and political pressures they faced at home, as much as to 
the increase in trade barriers from abroad.

Krugman also underscored the short-run appeal of protectionist measures, certainly in terms 
of domestic politics, but also in economic terms. In today’s globalized economy, any individual 
country’s efforts to stimulate its economy will tend to leak away through trade linkages to stimu-
late the economies of its trading partners. Unsurprisingly, these leakages create political pres-
sure to raise various trade barriers in order to maximize the stimulative effect of any government 
spending within the local market (e.g., hence, the political appeal of attaching “buy American” 
provisions to the U.S. stimulus package).

The problem, of course, lies in the longer-term effects of adopting such measures and eroding 
the global trading system. As Krugman pointed out, it has taken nearly 70 years to undo the dam-
age done by the trade barriers raised in response to the Great Depression. In fact, he noted, this 
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work is not remotely close to being finished, as shown by the focus of the Doha Round’s talks on 
agriculture and industrial tariffs. According to him, it is not clear that the world community could 
resurrect the trading system if we were to allow it to collapse into the “beggar thy neighbor” poli-
cies that followed the onset of the Great Depression.

Equally compelling, a resort to protectionism would make other economic challenges more 
rather than less tractable. As Krugman highlighted, the basic case for free trade remains strong, 
most important for the poorest nations, which depend more heavily on their exports for growth. 
In short, undercutting the trading system through the creation of new protectionist barriers would 
make the job of reducing global poverty much, much harder.

The solution, in Krugman’s view, is a much stronger, more closely coordinated response to the 
current crisis by major economies. He advocated much stronger fiscal stimuli in the United States 
and elsewhere, in large part because the conventional tools (and even more recent unconventional 
approaches to monetary policy) have gained considerably less traction than their advocates had 
expected.

In short, Krugman concluded that although trade liberalization can do much to help restore 
global economic growth, stronger macroeconomic policies can also do much to preserve the ben-
efits of the global trading system and to ensure that it will continue to contribute to resolving the 
current economic crisis.

Bargaining for Development
The conference’s third session explored how, regardless of the outcome of the Doha Development 
Agenda, the global trading system can contribute more positively to reducing poverty and improv-
ing economic conditions throughout the developing world. The discussion initially focused on the 
delays and obstacles to completing an ambitious Doha Round that would contribute meaningfully 
to both development and trade liberalization.

However, if seen in the light of the world’s commitment to eradicating poverty, as reflected in 
the UN Millennium Development Goals agreed to in 2000, even an ambitious Doha Round should 
be seen as simply a down payment. There is still considerably more to be done to meet the broader 
objective of fully integrating trading partners in the developing world into the global trading system. 

Ironically, defining the trading system’s contribution to development in terms of “special 
and differential treatment,” as the Doha Round does, works against this broader objective. As the 
discussion at the conference reflected, for trade to make a more serious contribution to reducing 
poverty, it must deliver the benefits of globalization to the doorstep of consumers in the develop-
ing world as well as promote the exports of local enterprises. The current approach to the Doha 
Round only grapples with half of this equation.

The reason lies in the gap between the aspirations of the Doha Round and its execution. 
Though calling for a development round, the conventional approach to bargaining within the 
WTO system is inherently mercantilist. This holds true whether the WTO member country is de-
veloped or developing. There are good reasons for this approach in terms of gaining export market 
access and thus developing a sufficient political constituency to support liberalization.

Having said this, as the conference’s second session explored, the conventional approach to 
bargaining within the WTO may not be the best way to produce a profoundly prodevelopment 
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outcome. Achieving this result may well require a different type of bargaining—one that integrates 
trade and development goals into the framework of a single agreement.

The conference discussion highlighted the fact that a number of efforts under way in the trade 
arena might serve as laboratories for this coordinated approach to trade and poverty reduction. 
The leading example involves the economic partnership agreements that the European Union has 
reached with a number of its developing-country trading partners. These agreements not only 
embrace a deeper economic relationship than those normally encountered in trade agreements, 
whether within the WTO or bilaterally, but are also paired with a development assistance strategy 
designed to assist in their implementation. This complementary approach is designed to allow the 
developing-country trading partners to seize the opportunities that these agreements create.

For the conference participants, all of this suggested the need to further explore new ways in 
which the global community could bargain more directly for development, rather than relying 
solely on allowing the indirect effects of the liberalization of border measures limiting trade to 
seep through to the bottom line in development terms. 

Defining the World Trade Organization’s Role in a 
New International Economic Architecture 
The conference’s fourth and final session focused on the role of the WTO in any new system of 
global economic governance. The session started from the assumption that the current economic 
crisis could lead to a number of potential reforms in the international economic architecture. 
This suggested a need to explore not only how the WTO can adapt to the changes in the global 
economy suggested in the first session but also how the WTO might contribute to the goals of any 
reforms introduced in the global financial system as a result of the crisis and the global economic 
community’s response.

Building on the earlier sessions’ discussions, the final session elaborated on the need for the 
WTO to respond as an institution to the underlying changes in the global economy. This discus-
sion reflected the need to look beyond the conventional approach to negotiations, which focuses 
almost exclusively on reducing border barriers to trade and other trade-distorting measures, to 
examine the WTO’s contribution as a system of rules. Although, as the Doha Round talks reflect, 
there is still much to be done in the way of negotiating reductions in conventional tariff and non-
tariff barriers to trade, the discussion suggested that the WTO’s future will depend on looking at 
the system of rules as something akin to a global compact embodying the underlying assumptions 
about the appropriate boundaries of competition within the global trading system and the limits 
on government intervention designed to afford a competitive benefit to local production.

Seen in this light, the successful conclusion of an ambitious Doha Development Agenda could 
make a significant contribution. But even with respect to the liberalization of tariff and nontariff 
barriers to trade, the WTO’s members must find a way to move much farther and much faster 
toward liberalization if they are to maximize the potential gains from trade and ensure a broader 
distribution of trade’s benefits throughout the nations of the world, particularly the poorest ones. 
At the same time, it was also clear to the conference participants that the WTO must reach beyond 
simply grappling with border measures and trade as conventionally defined if it wants to ensure its 
place as a pillar of global economic governance. 
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As noted above, this situation suggests that the WTO must become a basic commercial 
framework for global trade—one that reflects common agreement on the underlying premises of 
a market-based global economic system and the role of governments and international institu-
tions in setting the rules of the game. This will require a much more fundamental rethinking of the 
global trading system than the current effort to expand the coverage of existing trade rules embod-
ied in the WTO.

This rethinking of the global trading system’s goals must also extend to the broader challenges 
the global community faces, not only to contribute positively to the approach the global commu-
nity adopts but also to build an enduring constituency in support of the trading system itself. In 
the case of the global community’s response to climate change, this will mean starting the analy-
sis from the perspective of how best to ensure that the WTO and the trading system can make 
a positive contribution to curtailing carbon dioxide emissions—without eroding the profound 
benefits of a liberal trading regime. The challenge of global poverty requires an equally fundamen-
tal rethinking of both the ends and means of the trading system—one that illuminates the need 
for change in how nations bargain, as well as the purpose for which they pursue liberalized trade. 
Bargaining for development will require a fundamentally different mindset—one intent on solving 
a common problem rather than bargaining for mercantilist advantage.

Beyond the implications of the issues discussed in the first three conference sessions, a series 
of issues must be addressed with respect to the WTO’s basic form of organization, its decision-
making structure, and its dispute settlement process. These overall, institutional challenges must 
be met if the WTO is to remain relevant, and progress toward fulfilling an ambitious Doha De-
velopment Agenda would contribute significantly to meeting them. The conference’s final session 
highlighted, for example, the extent to which support for the WTO’s dispute settlement process—
indisputably one of the signal successes of the WTO as a pillar of global economic governance—
depends on further trade liberalization. If this process serves a “judicial” role in the global trad-
ing system, the Doha negotiations, by analogy, represent something akin to the trading system’s 
“legislative” process. 

In this context, the Doha Round—and any future negotiating round—should not only pur-
sue further trade liberalization but also begin to fill in the missing pieces of the mosaic that is the 
global system of trade disciplines, correcting past mistakes and addressing new challenges. This, 
of course, will require a different mindset for negotiations—one less focused on what one member 
will be “paid” for making a concession on a particular issue and more focused on what all parties 
should do to preserve and expand the benefits of the world trading system.
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The opening session of the conference focused on the changes in the global economy and what 
this implies for the trading system. The discussion was led by

Phillip Levy, senior fellow, American Enterprise Institute; ■

Matthew Slaughter, dean, Tuck School of Business, Dartmouth University; ■

Ari Kokko, professor, Stockholm School of Economics; and  ■

Stuart Eizenstat, former deputy secretary of the Treasury and U.S. ambassador to the European  ■
Union, and now a partner with the law firm Covington & Burling in Washington.

The opening session’s discussion (1) identified the forces driving the accelerating integration 
of markets, (2) highlighted the significant changes that the process of globalization had wrought in 
the structure of international trade and the organization of production globally, and (3) outlined 
the challenges this new environment poses for both academic economists and policymakers in 
developing a new narrative on trade.

What each of the discussion leaders underscored in his own way was the lack of a compel-
ling narrative that explains the nature of the global economy and how nations participating in the 
trading system can maximize its benefits, while minimizing the human cost of adjustment that 
inevitably accompanies significant economic change. Economic theory has not kept pace with the 
changes in the global economy, making it more difficult to explain trade’s benefits at a time when 
public opinion on global engagement has turned sharply negative—an effect compounded by the 
current global recession.

There was general agreement that, in order to build a stronger consensus in support of further 
trade liberalization, such a narrative must start from the perspective of how the process of global 
integration meets the needs of the average worker, whether in Europe, Japan, and the United States 
or in China, India, Brazil, and Botswana. The opening session’s discussion identified a series of 
complementary steps that would contribute to that new narrative on trade. The most important of 
these steps include

building new constituencies in support of further trade liberalization by expanding the partici- ■
pation of small and medium-sized firms in global trade;

embedding trade in a broader economic and social agenda, particularly a set of programs  ■
designed to facilitate adjustment and help individuals deal with transition in a time of acceler-
ating economic change; and, 

the impact of  
changing patterns of  
trade and investment  
in the global economy
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making real progress on trade liberalization, which may well require adopting negotiating  ■
models that depart from the traditional approach of broad rounds of trade negotiations under 
the auspices of the World Trade Organization.

The Role of Economic Theory
The conference opening session’s discussion addressed both the critical role trade theory has to 
play in explaining the benefits of open trade in an era of globalization and the limits of conven-
tional trade theory in making sense of what firms and workers observe daily in the marketplace. 
The discussion highlighted the difficulty of providing a convincing explanation for how the trad-
ing system favors the individual worker and consumer when the idiom of international economics 
does not adequately explain the mechanics of the process. 

As Levy aptly explained in his introduction to the opening session, current theory does not 
“provide a fully integrated model of trade in the global economy.”1 According to him, the models 
that we currently use “have the great virtue of telling consistent stories” but “do not necessarily 
provide full explanations.”2 Though these stories all reinforce the arguments in support of trade 
and investment liberalization and engagement in the global economy, each nonetheless captures 
only “an aspect of the trading world.”3 

The ability of trade theory to provide a more complete explanation of the dynamics unfold-
ing in the global economy is critically important in the face of eroding public support for further 
liberalization globally. The critics of trade liberalization need only point to the visible decline in 
employment in certain core manufacturing activities to make their point, while the arguments 
in support of further liberalization must rest on far less direct and tangible proof. Advocates of 
further liberalization labor to refute the specifics of the critics’ arguments without recognizing that 
the uncertainty individuals feel in the face of globalization requires a more profound response.4 

To meet this concern, trade theory must offer greater clarity about the dynamics at work in the 
global economy and explain why trade liberalization remains a powerful tool to improve the lives 
of individuals at every level of society—even in the face of the changes at work in the world.5 Of-

1.  Ministry of Foreign Affairs, The Next Frontier: Rethinking the Global Trading System—Transcript of 
Conference Proceedings (Stockholm: Government of Sweden, 2009), 23.

2.  Ibid.
3.  Ibid.
4.  The opposition to globalization takes different forms, which reflects the diversity of reactions in-

dividuals experience when confronted with an accelerating pace of economic change. The regular protests 
at WTO meetings highlight the opposition to trade liberalization from some quarters and the view that 
globalization is something created by a secretive cadre of international bureaucrats in Geneva. Conversely, 
the response can also take the form of opposition to the technological change that drives much of the inte-
gration among global markets. Contract negotiations between labor and management in mass-production 
industries have often focused on a fight to preserve jobs in the face of technological changes that raise 
productivity and reduce the need for low-skilled labor. See, e.g., K. Lommerud, F. Meland, and O. Straume, 
Globalization and Union Opposition to Technological Change, Discussion Paper 4836 (London: Centre for 
Economic Policy Research, 2005), who argue that labor opposition to technological change is a rational 
economic response when the demand for labor is inelastic and workers exhibit a strong preference for job 
security over wages.

5.  This, of course, represents only one aspect of the broader concerns raised by critics of globalization 
and is only one reason for the backlash against further trade and investment liberalization. Certainly global-
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fering greater clarity on the reasons for this growing gap, however, requires a deeper understand-
ing of the forces that have been driving the integration of world markets. Understanding what is 
driving global integration is not only important to inform the development of a new trade theory 
that captures the reality of today’s global marketplace, but it is also critical for rebuilding a narra-
tive that can explain trade’s benefits in ways that make sense to workers and consumers, as well as 
academics and policymakers. 

The opening session’s discussion underscored the durability of the classical explanation of 
what drives international trade: a nation’s comparative advantage.6 The elaborations of this prin-
ciple of comparative advantage—from Ricardo’s example of England and Portugal trading cloth 
and wine, to Heckscher and Ohlin’s development of a rationale for trade based on resource en-
dowments, to Haberler’s liberation of comparative advantage from Ricardo’s labor theory of value, 
to the Stolper-Samuelson theorem regarding relative prices and relative returns to the factors of 
production in traded goods—have all reinforced our understanding of the gains derived from 
international trade.7

Furthermore, though the classic explanation of gains from trade is not beyond critique, the 
statistics on global economic growth during the past 60 years since the creation of the General 
Agreement on Tariffs and Trade (GATT) in 1948 do largely confirm this effect.8 The world econ-
omy has expanded sixfold during this period.9 Comparisons between countries over the same 

ization poses challenges to individual identity and autonomy, undermining the sense that one’s future lies 
within one’s own control, rather than with unseen economic forces. Globalization also tends to highlight the 
disparity in income and resources commanded by different parts of the world and the continuing challenge 
of global poverty. It also highlights the extent to which activities in one country can have significant effects 
on the global environment and the health of persons a world away. Seen in this light, reestablishing the eco-
nomic rationale for further trade liberalization is not a sufficient response to concerns regarding the path of 
global economic development, but it is a necessary step nonetheless. 

6.  See A. Deardorff, “How Robust Is Comparative Advantage?” Review of International Economics 13, 
no. 5 (2005): 1004–1016, for a good recent review of the relative strength of comparative advantage in ex-
plaining the basis of international trade, as well as a discussion of where the basic principle weakens as an 
explanation.

7.  See D. Ricardo, On the Principles of Economy and Taxation (London: John Murray, 1817); B. Ohlin, 
Interregional and International Trade (Cambridge, Mass.: Harvard University Press, 1933); Daniel M. Bern-
hofen, “Gottfried Haberler’s 1930 Reformulation of Comparative Advantage in Retrospect,” Review of In-
ternational Economics 13, no. (5) (2005): 997–1000; and W. F. Stolper and P. A. Samuelson, “Protection and 
Real Wages,” Review of Economic Studies 9 (1941): 58–73.

8.  The classical explanation of the gains from trade assumes perfect competition and a technological 
environment exhibiting constant returns to scale. That has led to questions regarding the ability of conven-
tional trade theory to explain an increasingly knowledge-driven global economy dominated by multina-
tional firms and their supply chains (i.e., conditions of imperfect competition) and industries exhibiting 
scale economies markedly different from those on which trade theory was originally based. The response 
developed as part of the “new trade theory” suggests that, even under conditions of imperfect competition 
and economies of scale like those seen in many industries today, trade will result in gains over and above 
those predicted by the classical explanation. See Organization for Economic Cooperation and Development 
(OECD), “The Paris Declaration on Aid Effectiveness: Ownership, Harmonisation, Alignment, Results and 
Mutual Accountability,” Organization for Economic Cooperation and Development, Paris, 2005, 19 (e.g., 
“economies of scale allow countries to benefit from further specialisation and trade, while open trade forces 
national monopolies to rationalise their operations”).

9.  Ibid., 14. Though trade liberalization has paralleled economic growth, it is important to note that the 
growth has been unevenly distributed and that trade does not, in every instance, make a particular coun-
try better off, even when the world benefits in the aggregate. E.g., a country may find itself worse off where 
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period reinforce this point—those countries that have lowered their trade and investment barri-
ers and otherwise liberalized their economies have, in general, grown faster and seen per capita 
income rise more than those that have remained closed.

Restating the Aggregate Benefits of Trade 
Liberalization
Articulating a new narrative on trade does not mean ignoring what has been said before. Indeed, 
as Slaughter emphasized, it is worth reminding both the public and policymakers of the profound 
aggregate benefits that flow from a country’s openness to trade and investment. 

The GATT and its successor, the World Trade Organization (WTO), have undoubtedly made 
a significant contribution to world economic growth.10 Successive rounds of multilateral negotia-
tions since the GATT’s inception in 1948 have markedly reduced tariffs on industrial goods and 
introduced liberalizing disciplines on trade in agriculture and services.11 As a consequence, the 
growth in world trade during the past 60 years has steadily outpaced world economic growth, 
helping to drive global growth and broaden the distribution of its benefits.12

As trade barriers have fallen, so too have the distortions that previously limited cross-border 
investment. Both the trade liberalization and the internal economic reforms adopted by many 
countries during the past 20 years have reduced barriers to investment as well. This has reinforced 
the restructuring of global trade by increasing the ability to organize production on a globally ef-
ficient basis.

This increasing liberalization of trade and investment barriers has paralleled a period of sus-
tained global economic growth, largely vindicating the predictions of trade theorists. The classic 
explanation of gains from trade holds that economic liberalization allows greater specialization, 
which begets greater efficiency and rising productivity.13 Rising productivity, in turn, expands 

specialization internationally results in the loss of industries with increasing returns to those with constant 
returns. Ibid., 19.

10.  See, e.g., A. Cunat and M. Maffezzoli, Can Comparative Advantage Explain the Growth of US Trade? 
IGIER (Innocenzo Gasparinia Institute for Economic Research) Working Paper 241 (Milan: Università 
Bocconi, 2003), who explain why most economists point to trade liberalization as the cause of world trade 
growth based on the correlation between the growth in world trade and the reduction in tariffs since the 
creation of the GATT some 60 years ago). 

11.  Average import tariffs on manufactures fell from 40 percent to 4 percent during the five decades 
following the GATT’s inception in 1948. OECD, The Uruguay Round Agreement on Agriculture: The Policy 
Concerns of Emerging and Transition Economies (Paris: Organization for Economic Cooperation and Devel-
opment, 2001), 15. In the United States, average tariffs fell from roughly 25 percent ad valorem on a trade-
weighted basis under the Smoot-Hawley Tariff Act of 1930 to less than 2 percent today.

12.  Globally, merchandise trade has grown by a factor of 17 since the end of World War II, far outpac-
ing the six-fold increase in world production. Ibid., 14.

13.  The conventional explanation is derived from the principle of comparative advantage, taking into 
account both the static effect of tariff cuts (raising the degree of specialization of countries based on existing 
factor endowments, which leads to a short-run increase in the volume of trade) and their dynamic effects 
(raising the “factor price of each country’s abundant production factor, leading to diverging paths of relative 
factor endowments across countries and a rising degree of specialization” over time) to explain the increase 
in world trade. Cunat and Maffezzoli, Can Comparative Advantage Explain the Growth of US Trade?
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the quantity of goods and services that the world economy can produce, as well as expanding the 
quantity and range of goods and services available to consumers.14

Explaining What Is Driving Globalization
Although trade liberalization has contributed to the process of globalization, the world economy 
we see today is more than the product of lower tariffs and more liberal rules on investment and 
capital movements. The effort to articulate a new narrative on trade would benefit from also offer-
ing an explanation of the other historical forces at work in the global economy, all of which have 
proved far more profound than reductions in tariffs and quotas under the GATT and WTO.

Therefore, the success of efforts to liberalize trade must be seen against the backdrop of these 
far broader historical changes, many of which have had more far-reaching effects on the global 
economy than the removal of government barriers to trade and investment. The first of these 
involves the end of the Cold War. 

Most commentators tend to discuss the end of the Cold War in geopolitical terms, but its eco-
nomic effects may ultimately prove far more profound. They involve two distinct trends. First, and 
most obviously, the Cold War’s end erased the economic divisions that had cut the world in half 
for the better part of the twentieth century, creating new opportunities for trade that had previ-
ously been foreclosed.15 Second, but possibly more important, the lack of an alternative economic 
model spurred the vast majority of countries to adopt market-oriented economic reforms and join 
the global economy.16

14.  Ibid.
15.  The onset of World War I ended the last era of globalization, gradually drawing in all of Europe, its 

colonial empires, and, eventually, the United States as well. See M. Gilbert, A History of the Twentieth Cen-
tury, Volume One: 1900–1933 (New York: William Morrow, 1997), chaps. 15–16, 20; and B. Tuchman, The 
Guns of August (New York: Random House, 1994), chaps. 1–4. The peace that ended World War I, as most 
famously explained by Lord Keynes’s The Economic Consequences of the Peace, did not end the economic 
division of Europe or of the world; instead, it became a prelude to the Great Depression, the division of the 
world by “beggar-thy-neighbor” trade policies, the rise of fascism, and, ultimately, World War II. See Gilbert, 
History of the Twentieth Century, Volume One, chaps. 23–24, 34; M. MacMillan, Paris 1919: Six Months That 
Changed the World (New York: Random House, 2001), 60–61; P. Brendan, The Dark Valley: A Panorama 
of the 1930s (London: Jonathan Cape, 2000), 9–23; and G. Weinberg, A World at Arms: A Global History 
of World War II (New York: Cambridge University Press, 1994), chap. 1. The Cold War began even before 
World War II had ended. It is difficult now to recall how complete was the division between East and West. 
See J. L. Gaddis, We Now Know: Rethinking Cold War History (New York: Oxford University Press, 1997), 
chap. 1; and J. L. Gaddis, The Cold War: A New History (New York: Penguin Press, 2005), chap. 1. Econom-
ics and trade became a part of the new competition between the two sides of the divide—at the height of the 
Cold War, constraints on economic relations were so complete that trade between the two blocs was essen-
tially reduced to barter and countertrade. See Gaddis, We Now Know, chaps. 6–7; and M. Gilbert, A History 
of the Twentieth Century, Volume Three: 1952–1999 (New York: William Morrow, 1999).

16.  Indeed, the distinctive feature of “this latest wave of globalization is that the majority of the de-
veloping world (measured in terms of population) has shifted from an inward-focused strategy to a more 
outward-oriented one.” D. Dollar, Globalization, Poverty and Inequality, World Bank Policy Research 
Working Paper 3333 (Washington: World Bank, 2004), 6. Far from representing a concession to their trad-
ing partners, the decision to open their own economies and join the global economy involved a unilateral 
choice. See D. Yergin and J. Stanislaw, The Commanding Heights: The Battle for the World Economy (New 
York: Simon & Schuster, 2002), 207, 214–215, where they point out that “China’s accession to the WTO is a 
confirmation of what has long become a fact: China is already an inseparable part of the world economy.”
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The net effect has been to create a broader plane on which the second significant historical 
trend—the ongoing revolution in computing, communications, and transportation—has played 
out. This revolution is, if anything, accelerating. Twenty years ago, Gordon Moore, one of the 
pioneers of computing and a founder of Intel, suggested a rough measure of the pace of techno-
logical change, estimating that the number of transistors capable of being etched on a microchip 
would roughly double every 18 months.17 “Moore’s Law” still prevails today—the average hand-
held device, whether it takes the form of a cellular telephone or personal data assistant, holds more 
computing power than the original room-sized ENIAC computer, which weighed more than 30 
tons and relied on 18,000 vacuum tubes, each the size of a small lightbulb.18 

This near-geometric expansion of computing power has paralleled an equally profound 
revolution in communications, which has been driven by the shift to optical fiber, expanding the 
amount of information that can be transmitted exponentially, and by the adoption of mobile tele-
phones linking every part of the globe in a worldwide telecommunications network.19 Advances 
in computing and communications, together with the widespread adoption of container shipping 
and a radical shift in the weight-to-value ratio of goods traded internationally, have driven trans-
portation costs ever lower.20 More trade has become possible, even in the absence of significant 
trade liberalization.

At every step, the technological revolution and the increasing integration of world markets 
has been abetted by a third historical trend—a counterpart revolution in finance and the integra-
tion of global capital markets. To get a sense of the power of this dynamic, it helps to examine it 
against the historical backdrop outlined above. Holdings of foreign assets as a percentage of world 
gross domestic product rose to a high of nearly 20 percent immediately before World War I, in the 
heyday of the gold standard.21 They then fell precipitously and did not recover to their prior level 
until 1980.22 Since that time, however, they have roughly quintupled, to a total of 92 percent in the 
intervening quarter century.23

What this illustrates is the extent to which the integration of world capital markets has out-
paced the integration of product and labor markets. And because capital mobility can serve as a 
substitute for trade (i.e., when a firm invests in production facilities in a foreign market, rather 

17.  Philip Evans and Thomas Wurster, Blown to Bits: How the New Economics of Information Trans-
forms Strategy (Boston: Harvard Business School Press, 2000), 14. 

18.  P. Ceruzzi, A History of Modern Computing (Cambridge, Mass.: MIT Press, 1998), chap. 1; H. Gold-
stine, The Computer from Pascal to von Neumann (Princeton, N.J.: Princeton University Press, 1972), part II.

19.  N. Sullivan, You Can Hear Me Now: How Microloans and Cell Phones are Connecting the World’s 
Poor to the Global Economy (New York: John Wiley & Sons, 2007).

20.  See Marc Levinson, The Box: How the Shipping Container Made the World Smaller and the World 
Economy Bigger (Princeton, N.J.: Princeton University Press, 2006), 2, 21, which indicates that the cost of 
shipping today is “little more than a footnote in a company’s cost analysis.” Also see Alan Greenspan, “Re-
marks: Technological Advances and Productivity.” Conference Board, New York, October 16, 1996, noting 
that, while “the weight of current economic output is probably only modestly higher than it was a half a cen-
tury ago, value added adjusted for price change has risen well over three-fold”; and Diane Coyle, The Weight-
less World (Oxford: Capstone Publishing, 1997), who reports OECD estimates indicating that the average 
weight of a real dollar of U.S. exports fell by half between 1990 and 1996.

21.  M. Obstfeld and A. Taylor, Global Capital Markets: Integration, Crisis and Growth (New York: Cam-
bridge University Press, 2004), 55.

22.  Ibid.
23.  Ibid.
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than producing in its home market for export), the trade numbers alone clearly understate the 
growth in world markets and the extent of globalization.24

The importance of this revolution in global finance, however, extends beyond its value as a 
measure of global integration. The globalization of capital markets has had a profound enabling ef-
fect on the reorganization of production on a global basis. Though many governments continue to 
impose capital controls, they have increasingly welcomed foreign direct investment and have en-
couraged their own companies to invest abroad as a means of expanding their foothold in particu-
lar markets. The welcome extended to foreign direct investment has encouraged the fragmentation 
of production processes globally—what is commonly called outsourcing.25

Implications of Globalization for the Structure  
of International Trade
The forces described above are driving the integration of world markets in ways that have funda-
mentally altered what is conventionally thought of as “international trade.” They have also changed 
the way firms compete. The revolution in computing, communications, and transportation—play-
ing out across a more barrier-free world market—allows firms to connect suppliers in geographi-
cally dispersed production networks.26 What was once characterized by arm’s-length transactions 
between independent buyers and sellers now consists largely of transactions between affiliates of 
the same global firm or within the extended reach of the firm’s supply chain.27 What had been a 
competition among firms for market share in separate geographic markets has become a global 
competition for capital, talent, and ideas.28 

24.  Ibid., citing R. Mundell, “International Trade and Factor Mobility,” American Economic Review 47 
(1957): 321–335, for the now-familiar proposition that capital mobility can serve as a substitute for trade). 
Indeed, later analysts have argued that trade and investment ought to be viewed as closely linked alterna-
tives for gaining access to particular markets and that the factors that drive a multinational firm to adopt 
one strategy or the other flow from a trade-off between proximity and concentration advantages. See, e.g., 
S. L. Brainerd, A Simple Theory of Multinational Corporations and Trade with a Trade-Off Between Proximity 
and Concentration, NBER Working Paper 4269 (Cambridge, Mass.: National Bureau of Economic Research, 
1993).

25.  Significantly, incentives extended to foreign direct investment reinforce the market-distorting ef-
fects of barriers to trade. Both serve to shift capital, resources, and employment opportunities away from the 
pattern that would prevail in undistorted markets.

26.  B. Dymond and M. Hart, “Navigating New Trade Routes: The Rise of Value Chains, and the Chal-
lenge for Canadian Trade Policy,” C. D. Howe Institute Commentary, no. 259 (March 2008): 13; J. Dedrick, 
K. Kraemer, and G. Linden, “Who Profits from Innovation in Global Value Chains? A Study of the iPod and 
Notebook PCs,” paper prepared for the Sloan Industry Studies Annual Conference, Boston, May 1–2, 2008.

27.  T. Akram, H. Khan, and J. S. Holladay, U.S. Intra-Firm International Trade, SSRN Paper (Rochester: 
Social Science Research Network, 2007), indicating that intrafirm trade—i.e., solely between affiliates—
accounts for roughly half of all U.S. trade). Also see S. Yusuf, “Competitiveness through Technological Ad-
vances under Global Production Networking,” in Global Production Networking and Technological Change 
in East Asia, ed. S. Yusuf, M. A. Altaf, and K. Nabeshima (Washington: World Bank, 2004), 2, who suggests 
that the rapid integration of global markets has intensified both intra-industry trade (accounting for almost 
one-third of total world merchandize trade) and trade among affiliates of multinational corporations was ap-
proximately 45 percent of total world trade by the end of the 1990s.

28.  See S. Palmisano, “The Globally Integrated Enterprise,” Foreign Affairs, May–June 2006, 127–128, 
who notes that “the emerging globally integrated enterprise is a company that fashions its strategy, its man-
agement, and its operations in pursuit of a new goal: the integration of production and value delivery world-
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To be clear, as the discussion in the opening session emphasized, these changes do not deprive 
the principle of comparative advantage of its explanatory power.29 Properly understood, globaliza-
tion vindicates this principle. Instead, the elimination of barriers to trade and investment world-
wide creates greater opportunities for specialization. Because intangibles like talent and ideas lie 
at the heart of specialization, they “increase in value as an integrating global economy of 6 billion 
people allows more and more specialization.”30 In effect, capital, talent, and ideas have become 
the “differentiating capability” in a global economy with fewer barriers and increased the scope 
for specialization because of their power to “generate enormous scale effects” for firms that prove 
adept at mobilizing these factors of production.31 

At the same time, however, the fundamental changes in the way firms compete do suggest the 
need for further refinements in traditional notions of comparative advantage—refinements that 
can capture the unfolding dynamics of the global economy and the consequent changes in the 
structure of international trade.32 Even the strongest proponents of trade have recognized that the 
conventional description of comparative advantage has proved “too thin and stylized to explain 
all of the richness of industrial development and economic life.”33 The changes under way in the 
global economy highlight that fact. 

The ongoing integration of world markets has, in fact, weakened a number of the core as-
sumptions that lie at the heart of conventional trade theory. The notion “that demand begets 

wide. State borders define less and less the boundaries of corporate thinking or practice.” Also see L. Bryan, 
J. Fraser, J. Oppenheim, and W. Rall, Race for the World: Strategies to Build a Great Global Firm (Boston: 
Harvard Business School Press, 1999), 29, who explain that, “as every participant worldwide loses geograph-
ically privileged access to customers, labor, capital, technology, and techniques of production, many of the 
historical determinants of cost and value advantage disappear. In their place come intangibles such as talent, 
intellectual property, brands, and networks.”

29.  See, e.g., D. Rodrik, One Economics, Many Recipes (Princeton, N.J.: Princeton University Press, 
2008), who argues that the reason that the traditional nostrums of neoliberal economists have less purchase 
in the developing world flows from too narrow a reading of both what the neoclassical tradition implies and 
of the historical record regarding the heterodox policies that countries have used to foster economic growth. 

30.  Bryan et al., Race for the World, 29.
31.  Ibid.
32.  See, e.g., K. M. Yi, “Can Vertical Specialization Explain the Growth of World Trade?” Journal of 

Political Economy 111 (2003): 52–102, who explains that the significant increase in world trade since 1960 
cannot be explained by the standard static or dynamic trade models in the absence of extraordinarily high 
elasticities of substitution in light of the fact that tariffs did not fall significantly after that date relative to the 
growth in world trade); see also J. Markusen, “The Boundaries of Multinational Enterprises and the Theory 
of International Trade,” Journal of Economic Perspectives 9, no. 2 (1995): 169–189.

33.  T. Sturgeon, J. Van Biesebroeck, and G. Gereffi, Value Chains, Networks, and Clusters: Reframing 
the Global Automotive Industry, Industrial Performance Center Working Paper 08-002 (Cambridge, Mass.: 
Massachusetts Institute of Technology, 2008), 2. Also see P. Krugman, “New Thinking about Trade Policy,” in 
Strategic Trade Policy and the New International Economics, ed. P. Krugman (Cambridge, Mass.: MIT Press, 
1986): “The conventional case for the desirability of free trade rests, in part, on idealized theoretical models 
in which free trade can be shown to be perfectly efficient. Economists have always known that the conclu-
sion that markets are efficient becomes suspect when one abandons some of the idealizations of these theo-
retical cases.” And see Peter M. Morrow, East Is East and West Is West: A Ricardian-Heckscher-Ohlin Model of 
Comparative Advantage, Research Seminar in International Economics Discussion Paper 575 (Ann Arbor: 
Gerald R. Ford School of Public Policy, University of Michigan, 2008), highlighting the comparative limita-
tions of the Ricardian and Heckscher-Ohlin models of international trade and concluding that “[n]either  
model, in isolation, offers a complete description of why production patterns differ” and neither offers a 
“unified theory of international specialization.”
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supply, that nations draw only on their own resources to compete with other nations, that exports 
reflect the industrial performance of the exporter, that national and international institutions do 
not matter, that firms and individuals act independently, rationally, and at arm’s length” no longer 
adequately describes a world economy in which firms can organize production on a global basis 
without regard to resource endowments.34

The increasing gap between the theory and the reality of international trade was one of the 
driving forces behind the development of the “new trade theory,” for which, in part, Paul Krug-
man won the 2008 Nobel Prize in Economics.35 The new trade theory highlighted the fact that 
previous models of international trade had largely ignored returns to scale.36 The new trade 
theory explained “how economies of scale in production along with consumers’ preferences for 
variety could generate trade among countries that are identical in terms of technology and factor 
endowments.”37 In so doing, the new trade theory helped explain the great majority of trade that 
takes place in the global economy—between countries with similar resource endowments.38 

Equally important, however, the theory also demonstrated that nations gain from trade even 
under conditions of imperfect competition and increasing returns to scale.39 In other words, even 
in an increasingly globalized economy where a larger share of trade takes place within multina-
tional firms and their extended supply chains, trade still provides real economic benefits.

In this sense, the new trade theory represents a significant refinement of the basic economic 
rationale for trade. But the gap between trade theory and visible changes in the nature and con-
duct of global trade has widened once again. What firms and workers experience competing on 
a daily basis in the marketplace differs markedly from the stylized versions of trade that lie at the 

34.  Sturgeon, Van Beisebrock, and Gereffi, Value Chains, 2. A brief description of the modern version 
of the Ricardian model illustrates the extent to which its assumptions no longer describe the conduct of 
trade in today’s global economy. The simplest form of the model assumes an international economy of two 
countries that produce two goods using labor as the only factor of production. The goods involved are as-
sumed to be identical regardless of where or by what firm they are produced. The model depicts labor as ho-
mogeneous within a country but heterogeneous (nonidentical) across countries. The model further assumes 
that (1) goods can be transported without cost, both within and between countries; (2) labor can be real-
located without cost between industries within a country but cannot migrate to other countries; (3) the two 
economies are at full employment; (4) there are no meaningful differences in technology affecting produc-
tion apart from those reflected in labor productivity; (5) the markets for both goods and labor are perfectly 
competitive in both countries; and (6) firms maximize profit while consumers (i.e., workers) maximize 
utility in their purchasing decisions. Equally important, the basis for analysis involves a shift from autarky to 
free trade with the other country. See, generally, S. Golub and Chang-Tai Hsieh, “Classical Ricardian Theory 
of Comparative Advantage Revisited,” Review of International Economics 8, no. 2 (2000): 221–234, examin-
ing both the strengths and weaknesses of the Ricardian model.

35.  See Bertil Holmlund, “Nobel Presentation Speech,” speech by a member of the Royal Swedish Acad-
emy of Sciences and chairman of the Economics Prize Committee, December 10, 2008, Stockholm; and P. 
Krugman, “Increasing Returns, Monopolistic Competition, and International Trade,” Journal of Internation-
al Economics 9, no. 4 (1979): 469–479.

36.  Krugman, “Increasing Returns.” Krugman graciously acknowledged that Ohlin’s Interregional and 
International Trade did, in fact, include an extensive discussion of increasing returns to scale, although it 
lacked the econometric modeling needed to clearly delineate its effects that Krugman’s model provided. See 
P. Krugman, Rethinking International Trade (Cambridge, Mass.: MIT Press, 1990), 11.

37.  Holmlund, “Nobel Presentation Speech”; Krugman, “Increasing Returns.”
38.  Holmlund, “Nobel Presentation Speech.”
39.  P. Krugman, “Intraindustry Specialization and the Gains from Trade,” Journal of Political Economy 

89, no. 5 (1981): 959–973.
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core of current trade theory. Constructing a new narrative on trade will require a concerted effort 
to close this conceptual gap.

The Central Issue: Globalization’s Effect on the 
Organization of Production
Measuring the gap between theory and the globalization that firms and workers actually confront 
requires a closer examination of the effects of “increasing interconnectedness of production pro-
cesses in a sequential, vertically trading chain stretching across many countries, with each country 
specializing in particular stages of a good’s production sequence,” which is more broadly consis-
tent with the pattern of industrial organization and trade that has developed over the past decade 
as markets became progressively more integrated on a global basis.40 

Slaughter illustrated this point in his presentation at the conference by referring to the infor-
mation technology industry. He noted that, since the early and middle 1980s, the industry has 
witnessed a progressive “disintegration or other decoupling of production inside the companies” 
that make up the sector.41 Firms began to realize that it would be both “more profitable and more 
productive” to “break apart the assembly of things like personal computers and separate the differ-
ent stages of production all over the world.”42 This led them to establish and expand “cross-border 
production networks where different stages of production were located in different countries.”43 

These changes in industrial organization had significant implications for the pattern of 
comparative advantage in the different locales that were networked together in these global value 
chains. The changes in comparative advantage, and the corresponding need to adjust, have been 

40.  Yi, “Can Vertical Specialization Explain the Growth of World Trade?” 1. This phenomenon—the in-
creasing specialization of countries in certain stages of production, rather than in finished products—is not 
entirely new. It had been discussed as early as the 1960s under the rubric of “vertical specialization.” See, e.g., 
B. Balassa, Trade Liberalization among Industrialized Countries (Baltimore: Johns Hopkins University Press, 
1967); and R. Findlay, “An Austrian Model of International Trade and Interest Rate Equalization,” Journal of 
Political Economy 86 (1978): 989–1008. What has changed is the share of industry and trade now organized 
on that basis. Trade theory would help policymakers still more if it could extend that analysis a step further 
to explain how institutional arrangements, both domestic and international, shape a nation’s comparative 
advantage and what that implies for the current trade regime. Again, Apple’s iPod offers an illuminating ex-
ample. Research and development, design, and marketing—the elements that are most important to Apple’s 
ability to stay ahead in the consumer electronics market—all depend heavily on high standards of intellec-
tual property protection and informal institutions that encourage innovation. That raises a serious question 
about the extent to which institutional arrangements shape comparative advantage (i.e., whether highly 
developed intellectual property laws combined with world leading research centers in the United States cre-
ate a comparative advantage for products that rely heavily on those institutional arrangements relative to 
the manufacture of basic commodity products like steel). A number of authors have begun to explore these 
issues. See, e.g., Marianna Belloc, “Institutions and International Trade: A Reconsideration of Comparative 
Advantage,” Journal of Economic Surveys 20, no. 1 (2006): 3–26; Jiandong Ju and Shang-Jin Wei, When Is the 
Quality of a Financial System a Source of Comparative Advantage? NBER Working Paper 13984 (Cambridge, 
Mass.: National Bureau of Economic Research, 2008); and G. Ottaviano, Contract Enforcement, Comparative 
Advantage and Long-Run Growth, Discussion Paper 6419 (London: Centre for Economic Policy Research, 
2007). 

41.  Ministry of Foreign Affairs, Next Frontier, 29.
42.  Ibid.
43.  Ibid.



 the impact of changing patterns of trade and investment in the global economy  | 11

most dramatic in the United States, where “what the United States is good at doing in this indus-
try” has gone from computers, broadly defined, to much narrower sets of activities.44 Where the 
“U.S. has retained a comparative advantage in this particular space” lies in early-stage research and 
development, design, early-stage production and testing, together with marketing, managerial, 
and headquarters services.45

The ability of conventional trade theory to explain much of what we see in the market, how-
ever, has diminished correspondingly. A recent description of who profits most from the de-
velopment, production, and marketing of the Apple iPod helps explain why. Researchers at the 
University of California–Irvine’s Personal Computing Industry Center examined the value chain 
that leads from the design of the iPod to its sale to consumers.46 The iPod value chain involves the 
coordination of suppliers in the United States, Japan, South Korea, Taiwan, and China.47 All iPod 
manufacturing is outsourced to Taiwanese companies with factories in mainland China.48

Now consider the example of the sale of an iPod to a consumer in the United States. Apple, 
the “producer” of the product, is American, as is the final consumer. On its face, the transaction 
between Apple and its customer does not involve international trade, yet the ability to deliver the 
product to the consumer at an affordable price rests on the international rules that allow Apple to 
organize its production on a globally efficient basis.

From the perspective of trade theory, what is particularly striking about the iPod example is 
that neither resource endowments nor the relative prices of the intermediate inputs come close to 
explaining the structure of the trade involved in producing the final product. Even the new trade 
theory’s broader reach does not explain the “thickness” of interactions between Apple and its 
foreign suppliers—the interchange of ideas, the sharing of research and development costs, or the 
shipment of key components from manufacturers in the United States, Japan, South Korea, and 
Taiwan to China for final assembly and “export” to world markets.49 

Nor do resource endowments, relative prices, or the new trade theory explain the key role of 
Apple in the process. Rather than any inherent strength flowing from resource endowments or in-
creasing returns, Apple’s real strength lies in its ability to innovate, its success in mobilizing capital, 
talent, and ideas on a global basis, and its success at systems integration. This represents a qualita-
tively different role than that of an “exporter” or “importer” that would fit within the confines of 
conventional trade theory.

Indeed, with respect to the iPod, it is not even clear that resource endowments or the new 
trade theory can explain China’s role. Though China undoubtedly has low labor costs, labor repre-

44.  Ibid.
45.  Ibid.
46.  Dedrick, Kraemer, and Linden, “Who Profits from Innovation in Global Value Chains?”
47.  Ibid.
48.  Ibid.
49.  The new trade theory did much to explain the role of product differentiation in accounting for the 

patterns of trade seen in the world today. See, e.g., Krugman, “Intraindustry Specialization.” What it did not 
purport to do is explain the organization of production on a global basis or the range of “trade” (including 
the sharing of intellectual property and research and development costs) within multinational firms and 
within the broader reach of their global supply chains. In point of fact, much of Krugman’s analysis was di-
rected at the distributional consequences of trade liberalization under different economic conditions—one 
characterized trade driven by classic Ricardian comparative advantage and the other characterized by intra-
industry trade. Ibid., 967–971.
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sents an insignificant portion of the total cost of the finished product. The iPod assembly process 
is, moreover, capital intensive, so China’s advantage in low-cost labor is largely irrelevant to the or-
ganization of iPod’s production. The new trade theory may well explain the growing concentration 
of manufacturing in China, but it offers little to explain the origins of China’s current comparative 
advantage in assembly and manufacturing.50 

Admittedly, the consumer electronics industry represents the most highly disaggregated end 
of global manufacturing, but the iPod example offers a picture of the direction the global economy 
is headed and the challenge that the organization of production on a global basis presents to con-
ventional notions of comparative advantage, even as refined by the new trade theory.51 In effect, 
the increasing complexity of interactions among economic actors in different nations has outpaced 
the ability of relatively static notions of comparative advantage to explain the economic currents 
visible in the marketplace.52 

Developing a New Narrative for Global Trade in the 
Face of Rising Public Skepticism
The inability of conventional trade theory to capture or explain the dynamics at work in the global 
economy presents a distinct challenge to advocates of further trade liberalization. The rising 
popular backlash against globalization and the vigor with which critics of the world trading system 

50.  The assembly and manufacturing of the sort in which Chinese firms increasingly specialize do not 
exhibit the properties that are most closely associated with the market structure the new trade theory sought 
to explain—one of increasing returns to scale, differentiated products, and monopolistic competition. Rath-
er, the markets involved are highly competitive with a number of participants. Though there are increasing 
returns to any capital-intensive investment, the assembly and manufacturing process itself reflects a number 
of costs that exhibit constant returns to scale. Perhaps most important, however, assembly and the low-end 
manufacturing in which Chinese firms predominate is not in itself a “differentiated product,” even when it 
is used to produce such differentiated goods, like an Apple iPod. These inconvenient facts tend to reinforce 
the skepticism of some analysts as to the explanatory power of the new trade theory, as well as comparative 
advantage as conventionally defined, to make sense of the pattern of trade and economic organization now 
proliferating in the global economy.

51.  See, e.g., Yusuf, “Competitiveness through Technological Advances,” where he describes the chang-
ing pattern of global industrial organization, which links an increasing number of firms in global production 
networks—the outgrowth of efforts by large multinational corporations “to establish foreign subsidiaries, to 
deverticalize their activities, to outsource certain functions, and to subcontract the production of numerous 
components.”

52.  Work extending our understanding of trade in the current economic environment is of course, al-
ready under way. The likely next step in the evolution of trade theory will involve an increasing intersection 
with economic geography, another area pioneered by Krugman. There is an important parallel between the 
development of the new trade theory and the “new economic geography,” in that both depend heavily on 
analyses of industries under conditions of imperfect competition and increasing returns to scale. See M. Fu-
jita, P. Krugman, and A. Venables, The Spatial Economy: Cities, Regions, and International Trade (Cambridge, 
Mass.: MIT Press, 2001). Those conditions appear to account not only for increasing intra-industry trade but 
also for the clustering of certain types of production in specific locations that allow the participants to bene-
fit from network externalities generated by their close proximity, which reduces information and transporta-
tion costs, as well as facilitating the diffusion of technological innovations; ibid. Also see Rikard Forslid and 
Ian Wooton, “Comparative Advantage and the Location of Production,” Review of International Economics 
11, no. 4 (2003): 588–603. What is missing at this stage is an extension of the new economic geography to 
the global economy in a way that would explain not just the changes in industrial organization highlighted 
above but also the changing nature of competition and what that implies for the trade regime and its rules.



 the impact of changing patterns of trade and investment in the global economy  | 13

contest the benefits of trade and international economic engagement reflects, in part, the fact that 
the conventional arguments in support of trade do not adequately explain what individuals are 
experiencing in the economy.53 

As Slaughter emphasized at the conference, “The aggregate benefits that this sort of global en-
gagement has generated are really, really large for the United States.”54 The benefits for consumers 
have been significant—the “quality-adjusted price declines that we have seen in information tech-
nology hardware are stunning compared to almost every other industry on the planet, and that has 
a lot to do with the establishment and expansion of these cross-border production networks, this 
nexus of international trade and investment in this industry.”55

At the same time, however, “the aggregate benefits that global engagement can generate often-
times bring distributional pressures.”56 In fact, as Slaughter pointed out, based on a closer exami-
nation of the income data, the large aggregate gains from globalization “have not been broadly 
distributed through the U.S. economy in recent years.”57 As he put it, globalization and trade 
liberalization have “been a good thing for the U.S. economy overall,” but “has this been a good 
thing for every single production worker in information technology in the United States? I gently 
suggest it has not been.”58 

Unsurprisingly, the distributional issues to which Slaughter referred have driven public opin-
ion about the merits of globalization and further trade liberalization. According to polling done 
by the Wall Street Journal over many years, support for free trade has been eroding steadily even as 
Americans, in particular, have benefited significantly from global trade. At the peak of the previ-
ous business cycle in late 1999 and 2000, for example, a majority of Americans said that free trade 
agreements between the United States and foreign countries helped rather than hurt U.S. econom-
ic interests.59 Opinion among American voters was roughly split at that time between those who 
thought free trade was a good thing and those who argued that it was not.60

More recently, however, there has been a dramatic drop-off in public support for open bor-
ders. This was true even before the recent economic crisis. According to the Wall Street Journal’s 
polling, when asked in 2007, only one in five U.S. high school graduates and below said that they 
were directly benefiting from the global economy.61 Perhaps even more sobering, there was a 
similar erosion among those in this cohort that would, arguably, have benefited most from open 
trade and globalization. Only one in three college graduates and above said that they were directly 
benefiting from the global economy.62 

53.  See D. Rodrik, Trade, Social Insurance, and the Limits to Globalization, NBER Working Paper 5905 
(Cambridge, Mass.: National Bureau of Economic Research, 1997), which questions whether the pace of 
globalization has outstripped the ability of individuals and societies to adjust and arguing that the “social 
consensus required to maintain domestic markets open to trade may erode to the point where a return to 
protection becomes a serious possibility.”

54.  Ministry of Foreign Affairs, Next Frontier, 32–33.
55.  Ibid., 31.
56.  Ibid., 32.
57.  Ibid., 38.
58.  Ibid., 32.
59.  Ibid., 37.
60.  Ibid.
61.  Ibid., 38.
62.  Ibid.
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These polling data highlight the lack of a compelling narrative that explains how the system 
works to the advantage of the average worker and why every individual has a stake in the success 
of the global economy and the international trade regime. The data also measure the progress that 
will have to be made on this front before policymakers can count on a broad public consensus in 
support of further liberalization.

What this suggests is the need for a narrative that starts from the perspective of the individual 
worker and consumer, rather than from a further explanation of the aggregate benefits. Steven 
Charnovitz of the George Washington University Law School pointed at the abstract nature of the 
current narrative on trade as part of the problem. Pointing out that trade “is something that indi-
viduals do on their own for their own interests,” he urged that the narrative start from the perspec-
tive of an individual’s right to engage freely in trade—a right that individuals prove less willing to 
sacrifice when asked about it in such a concrete way.

Three Complementary Steps
Although the conference’s opening session underscored the extent to which further progress on 
trade will depend on the ability to articulate how traditional notions of comparative advantage and 
the gains from trade are still relevant and broadly beneficial in the new economic context global-
ization presents, it was also clear that developing a new narrative with help from trade theory was 
a necessary, but not a sufficient, condition for progress.63 

The ensuing discussion focused on three particular steps that would complement a new narra-
tive on trade: (1) the need to build new constituencies in support of liberalization; (2) the need to 
put trade in a broader social context in order to meet the legitimate concerns that workers face in 
times of accelerating economic change; and (3) the need to show progress on trade liberalization 
without sacrificing the institutions, like the WTO, that have proved essential to progress on trade 
for the past 60 years.

Building a New Constituency from Small and Medium-sized Exporters
Kokko addressed the first of these steps in his presentation on the role of small and medium-sized 
enterprises in international trade, and the extent to which they might provide a stronger con-
stituency in favor of trade liberalization and global engagement. His presentation illustrated the 
difficulties that small and medium-sized enterprises confront in entering international trade. Such 

63.  The forces driving the integration of world markets clearly have provided enormous benefits. Those 
forces have contributed to the strongest world economic growth in 30 years and helped pull more than 400 
million people out of poverty. World Bank, Global Economic Prospects 2005 (Washington: World Bank, 
2005), 21, indicates that the structural changes in the world economy, not the least of which involve struc-
tural changes undertaken by developing economies and economies in transition from the former Soviet 
bloc, hold the potential to cut world poverty in half between 1990 and 2015. They have, at the same time, 
posed new challenges. The world is still grappling with the deflationary effects of the Cold War’s end (i.e., the 
elimination of the artificial stimulus that defense spending on both sides provided, as well as consolidation 
of industrial production that attended the reintegration of world markets) and the increasing market vola-
tility that seems to have accompanied increasing globalization and the synchronization of business cycles 
globally. See E. Yardeni, “The Economic Consequences of the Peace,” in Peace, Prosperity, and Politics: The 
Political Economy of Global Interdependence, ed. J. Mueller (Boulder, Colo.: Westview Press, 2001), 91–108.
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firms face substantial fixed costs and significant obstacles to entering export markets, even when 
they do not face traditional trade barriers, as the experience of small and medium-sized Swedish 
firms exporting to other European Union member states illustrates.64

Many of these smaller and medium-sized firms struggle to become permanent exporters as a 
consequence. As Kokko pointed out, there is little reason why they should support further trade 
liberalization, particularly when their principal experience with globalization is likely to be their 
confrontation with increased import competition, not access to wider world markets for their own 
goods and services.65

Framing the question in this way offers a useful perspective on the role that both large multi-
national firms and policymakers might play in expanding the participation of small and medium-
sized firms in global trade and building a stronger constituency in support of trade liberalization. 
With respect to large, multinational firms, for example, their importance lies less in advocacy and 
more in their activities in the marketplace.66

According to Kokko, a very small number of large companies, fewer than 1 percent of all 
exporting companies, account for the bulk (more than half) of Swedish exports. In a Swedish 
context, IKEA represents the paradigmatic example. Its role as an advocate for further trade liber-
alization is undoubtedly significant in a Swedish political context, but its real value, according to 
Kokko, lies in its role as an intermediary “bringing in a lot of small and medium-sized companies 
into the global trading environment—companies that wouldn’t be able to get in there on their 
own.”67

For trade policymakers, this implies a need to focus on eliminating the obstacles to small 
exporters joining IKEA’s global supply chain. Significantly, these obstacles fall more in the area of 
trade facilitation than in the topics that are more conventionally thought of as the core of trade 
policy and trade negotiations (i.e., conventional trade policy measures like tariffs, quotas, and 
subsidies).

The challenges facing small exporters point toward this same conclusion. As Kokko explained, 
in Sweden, many small exporting firms account for 50 to 70 percent of all Swedish exporters, 
although their share of exports is very small.68 More often that not, they export sporadically, but 
not for the reason that most would imagine (i.e., showing up in export statistics because they hap-
pen to get a foreign order one year). In fact, they are regularly looking for access to wider export 
markets, but they confront significant trade costs that limit their ability to tap these markets.

Of the trade costs smaller exporters face, very few fall into the category of formal trade bar-
riers that would be susceptible to reduction through negotiations in any conventional sense. The 

64.  Ministry of Foreign Affairs, Next Frontier, 44.
65.  Ibid., 51–52.
66.  The Netherlands’ minister for foreign trade, Frank Heemskerk, addressed the question of the large 

multinationals’ advocacy on trade, arguing that “the business community is a bit too silent” in terms of 
its support for the Doha Round specifically and trade liberalization more generally. In Heemskerk’s view, 
greater transparency in how multinationals operate their supply chains would help “in broadening the pub-
lic support.” He indicated that, “if multinationals make clear not only what they produce in India, but also 
how they produce in India,” it would contribute to a more “honest narrative on globalization and trade” and, 
presumably, make other stakeholders more comfortable with the process of globalization. Ibid., 125.

67.  Ibid., 53.
68.  Ibid., 45.
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more significant costs lie in acquiring information about foreign markets. Kokko indicated that 
the information costs (i.e., the “fixed cost in understanding what foreign rules, [what] regulations 
are all about, how the competition looks, what customers want, how . . . preferences look,” etc.) 
represent the biggest challenges for the small and medium-sized enterprises in Sweden, even in 
exporting to the European Union, where the formal trade barriers are near zero.

To put this situation in perspective, it is useful to think of what these trade costs mean for pro-
ductivity. According to Kokko, small and medium-sized companies that seek to export must be 15 
percent more productive than nonexporters to overcome the fixed costs of acquiring the informa-
tion highlighted above.

What this strongly suggests is that the challenge in drawing smaller exporters into global trade 
in ways that would create a stronger constituency in support of liberalization lies in lowering these 
firms’ information costs or helping them raise their productivity in ways that would allow them to 
absorb those costs and remain competitive in world markets.

In either case, the policy actions that would support smaller exporters’ participation in global 
markets do not lie within the ambit of trade negotiations or trade policy, as conventionally de-
fined. This would appear to explain the interest of both large and small exporters in the trade fa-
cilitation talks in the Doha Round of multilateral trade negotiations, while expressing less interest 
in the other areas under negotiation.

Embedding Trade in a Broader Social Agenda
Eizenstat explored the second of the complementary steps in his presentation. He emphasized that 
further trade liberalization would depend on the development of a corresponding social agenda to 
address the concerns that workers face as a result of globalization.69 

In Eizenstat’s view, this social agenda must speak to “those who lose from trade and have 
broader trade adjustment policies that deal with communities that lose, with retraining work-
ers,” and with other elements of a social safety net, such as health care.70 This led him to conclude 
that “if we don’t make people feel comfortable with globalization, then we are in serious, serious 
trouble of all fighting a rear-guard action” on trade, rather than thinking in terms of further liber-
alization.71

Finally, for Eizenstat, the current economic downturn reinforces the need for such action. As 
he pointed out, the global trading system is at “an important and critical tipping point.” The global 
recession has already severely affected trade, with global trade volumes down for the first time in 
60 years.72 And all this provides fertile ground for advocates of protection.

Making Progress, Proving the WTO Remains Relevant
It is precisely this trend that Eizenstat suggested should provide the impetus for taking the third 
step needed to complement a stronger narrative to support further trade liberalization. He em-
phasized the need to make progress within the WTO to prove that it remains relevant in a global 
economy that is dramatically different from the one in which it was formed just 15 years ago.

69.  Ibid., 64–65.
70.  Ibid., 64.
71.  Ibid.
72.  Ibid., 55.



 the impact of changing patterns of trade and investment in the global economy  | 17

Toward this end, Eizenstat outlined a number of issues that would need to be addressed to 
make serious progress on trade liberalization:

dealing “more effectively with the nontariff barriers, with monopoly issues and competitive is- ■
sues” that represent the real points of friction in the trading system, rather than tariffs;

instilling greater confidence in the WTO by making it more transparent, particularly “its crown  ■
jewel, the trade dispute mechanism, which…is too closed”; and

opting in favor of a negotiating process that did not depend on the concept of a “trade round,”  ■
which takes too long for a global economy in which the pace of change is accelerating and in 
which achieving consensus has proved too difficult. 

The “different model” that Eizenstat favors involves a particular form of “variable geometry”—
one that would allow “those governments that want to move fast, that want to liberalize more to be 
able to do so without being hidebound to those countries that don’t wish to do so.” He recognized 
the problems that his approach would create for the most-favored-nation principle, which lies at 
the core of the current trading system. But he suggested that there are a number of ways for those 
countries that want to liberalize more quickly to exclude the products of those that stand on the 
sidelines, hoping to reap the benefits without sharing the burdens.

One such approach would involve the European Union and the United States rallying like-
minded countries to pursue further liberalization through sectoral agreements akin to the Infor-
mation Technology Agreement concluded in the 1990s. As Eizenstat pointed out, there are “other 
sectors, like nanotechnology and other high-tech areas, where this sectoral approach can work” 
and where the countries participating would be less concerned about potential free riders once a 
“critical mass of countries that are key in that particular sector” had joined the agreement.

Another approach would involve addressing new issues, such as investment, in plurilateral ar-
rangements akin to those that came out of the Tokyo Round. Eizenstat urged the European Union 
and the United States to take the lead in light of the fact that their investment relationship dwarfs 
their two-way trade flows, as significant as those are (bilateral trade between the European Union 
and the United States totals roughly a half a trillion dollars a year, whereas the investment flows 
between the two trading partners are between three or four times that amount).

A third alternative Eizenstat broached was one developed by an Atlantic Council working 
group he cochaired. This approach would involve the negotiation of a free trade arrangement 
within the WTO open to all member countries willing to participate. Such an arrangement could 
be expressly made subject to WTO dispute settlement mechanism and the other consultative pro-
cesses embodied in the WTO agreement as a way of reinforcing it as an institution. 

At the same time, such an arrangement would benefit from the protection of Article XXIV of 
the General Agreement on Tariffs and Trade of 1994, which provides that participants in such an 
arrangement would not need to extend the benefits to nonparticipants. It would, in other words, 
deal with the free rider problem by fencing off the benefits solely for those willing to take commen-
surate responsibilities within the trading system. To address the potential concern of those WTO 
members that were not yet able to make the commitment to fully liberalize their trade, the arrange-
ment could explicitly set out the path for WTO members who might choose to join at a later time.



18  |  rethinking the global trading system: the next frontier

Eizenstat suggested a fourth option as well—one involving trade agreements that lay outside 
the WTO. There, he advocated a departure from pursuing small, bilateral free trade agreements 
that raise significant domestic political problems out of proportion to their commercial and eco-
nomic benefits. He would opt, instead, for broader regional arrangements or agreements between 
the European Union, the United States, and Japan as a way of providing leadership on trade if the 
option of further liberalization within the WTO was foreclosed.
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2

The second session of the conference focused on trade and the environment—specifically, how 
the trading system might contribute to addressing the challenge of climate change. The discussion 
shifted from the first session’s conceptual and broad systemic discussion to a more practical explo-
ration of particular topics for future negotiation in both the environmental and trade arenas. 

The second session’s discussion was led by 

Jennifer Haverkamp, managing director for international policy and negotiations at the En- ■
vironmental Defense Fund, and former assistant U.S. trade representative for trade and the 
environment;

Ricardo Melendez-Ortiz, the chief executive officer of the International Centre for Trade and  ■
Sustainable Development;

Steven Charnovitz, assistant professor of law, George Washington University School of Law;  ■
and

Masakazu Toyoda, former vice minister for international affairs at the Ministry of Economy,  ■
Trade, and Industry of Japan.

The panelists were joined by Frank Heemskerk, minister for foreign trade of the Netherlands, 
who offered a European perspective on the issues raised during the session’s discussion.

In opening the second session, Haverkamp emphasized the importance of determining how 
climate negotiations and the trading system “can work together instead of clashing” to avoid revis-
iting the disputes over environmental regulation that delayed progress on both the environment 
and trade for a time in the late 1980s and early 1990s.1 To reinforce this point, she highlighted 
the extent to which competitiveness has become one of the key concerns for both climate change 
negotiations globally and domestic legislation, particularly in the United States.2 Indeed, concerns 
about competitiveness have already led potentially affected industries to pressure their govern-
ments for some means of redress and will likely increase as the details of any final agreement on 
climate change emerge. 

What this strongly suggests, in Haverkamp’s view, is that the potential for conflict is real and 
is likely to grow unless constructively addressed. For her, understanding the need for avoiding 
that sort of conflict immediately raises the question of which forum might be most appropriate to 

1.  Ministry of Foreign Affairs, Next Frontier, 81.
2.  Ibid.
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address the underlying issues and ensure that the trading system not only diminishes the potential 
for conflict but also contributes positively to meeting the broader challenge of climate change.3

In this regard, Haverkamp suggested that the United Nations can only do so much. If the issue 
is joined by reason of a complaint regarding the trade measures used to enforce the agreement or 
offset the competitive effects of any climate agreement, that controversy is likely to find its way to 
the World Trade Organization (WTO) rather than the UN. Equally, if there is going to be a more 
forward-looking, constructive approach (e.g., an agreement liberalizing trade in goods, services, 
and technology that contributes to a reduction in carbon dioxide, or CO2, emissions), it will neces-
sarily require the involvement of the WTO and all its member countries.

There is one other reason for expecting that the WTO will be engaged. What is at stake in the 
current climate negotiations is, according to Haverkamp, strikingly different from traditional in-
ternational talks on environmental issues. The climate change negotiations themselves have taken 
on more of the aspect of “a trade negotiation because countries’ economic self-interest is very 
much at stake.”4 In one sense, that is to be expected given that the talks aim at “creating a global 
carbon market with things to be traded,” so the issues involved necessarily extend beyond the 
competence of environment ministers and foreign ministers alone.5 

The nature of the problem that the climate change negotiations address will also drive the 
process more in the WTO’s direction (and the direction of trade policymakers). As Haverkamp 
pointed out, though the central issue from the perspective of an environmental organization is 
whether constraints imposed in one locale simply encourage emissions to go abroad, the mecha-
nism by which that takes place is through investment and trade.6 From the perspective of most 
industries and their political representatives, that would rapidly devolve to a question of whether 
jobs will go overseas along with the emissions.7

Public debate on these issues has, thus far, largely focused on the question of border measures 
(i.e., the imposition of “countervailing duties” on imports from countries that do not participate in 
any final accord on climate or otherwise do not meet their obligations). But, as Haverkamp noted, 
“the trade issue in climate is much broader than that.”8 

At a bare minimum, the challenge of developing an appropriate response to climate change 
will test the ability of the current WTO framework to contain the pressure for protectionist 
measures (i.e., to ensure that any trade measures are consistent with the WTO rules and any 
exceptions, like those of Article XX the General Agreement on Tariffs and Trade, or the GATT, of 
1994). But the current discussions of technology transfer within the climate change negotiations 
raise new issues under the WTO Agreement on Trade-Related Aspects of Intellectual Property. As 
Haverkamp put it, “Some of the alternatives people are talking about to avoid that WTO problem 
would be the free allocation of allowances to energy-intensive industries,” which raises potential 
conflicts with the WTO Agreement on Subsidies and Countervailing Measures.9

3.  Ibid., 82–83.
4.  Ibid., 83.
5.  Ibid.
6.  Ibid., 83–84.
7.  Ibid.
8.  Ibid., 84.
9.  Ibid.
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At the same time, the WTO has been pursuing the liberalization of trade in environmental 
goods and services, which could provide the basis for a more constructive contribution to con-
fronting the challenge of climate change. There may also be ways in which the climate change ne-
gotiations positively affect the current stalemate in the trading system, according to Haverkamp, in 
that a global carbon market could generate offsets that become a new source of income for farmers 
that might diminish dependence on current subsidy programs.10 

After this opening, the second session turned to a discussion of the interrelationship between 
trade and the environment.

Trade and the Environment in the WTO
Charnovitz opened his presentation by asking what path would “make trade and environment 
more mutually supportive?”11 He suggested the answer lies in a “comparative institutional analy-
sis” of the two regimes.

To help illustrate that point, Charnovitz highlighted the differing objectives of the trade and 
environmental regimes. The “purpose of the trading system,” in his view, is “to address govern-
ment failure” (i.e., the introduction of trade barriers that have significant negative effects both at 
home and for the global economy). “By contrast, the environmental regime is there to address 
market failure” (i.e., this is widely known as the “problem of the commons,” whereby, in the ab-
sence of any ownership interest, a “commons,” such as the global environment can be damaged by 
individual self-interested action).12 

What this suggests, of course, is that one regime—that of the WTO—is expressly designed to 
forestall government action, such as the imposition of trade barriers, because open trade redounds 
to the general welfare of individuals on either end of the transaction and their communities, 
whereas the other regime—international environmental law—is designed to encourage govern-
ment action, whether in the form of positive regulation to ensure that the “polluter pays” or in the 
form of ownership interests that give individuals a stake in the successful environmental manage-
ment of the commons.

Thus, although the two regimes can, in principle, work together, Charnovitz’s comparative 
institutional analysis illuminates broad areas of potential conflict, where the two regimes might 
work at cross-purposes. Indeed, the potential for conflict between trade and environmental goals 
can be captured succinctly with the sharply different reactions that the trade and environmental 
communities have to the word “protection.” For trade advocates, protection is anathema. But for 
environmentalists, protection is the goal.

This tension has and continues to shape the ongoing debate over trade and the environment 
within the WTO. Trade policy officials and WTO negotiators want to ensure that environmental 
rules are applied in ways that minimize their negative impact on international trade. Though the 
rationale for environmental regulations is clear, trade officials nonetheless must be alert to the pos-
sibility that environmental rules can be crafted in ways that protect entrenched economic interests 
from competition, rather than improving the environment.

10.  Ibid., 85.
11.  Ibid., 99.
12.  Ibid.
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There are a number of historical examples that illustrate why trade officials harbor this con-
cern. One of the earliest cases bringing potential conflicts between trade and environmental poli-
cies into the open involved U.S. restrictions on imports of tuna from Mexico. In the event, the U.S. 
rules were predicated on a sharp decline in Pacific dolphin populations because tuna seiners set 
their nets on dolphins to capture the tuna that commonly migrated with dolphins in the Pacific. 
The impact of setting their nets on dolphins was the capture and killing of a significant number of 
dolphins incidental to the netting of the tuna catch.

At the same time, however, U.S. tuna fisheries had conducted a long-running campaign at-
tempting to bar Mexican canned tuna from entering the U.S. market for economic reasons. The 
Mexican government complained that U.S. rules—which applied to U.S. fisheries as well—none-
theless had a discriminatory effect on Mexican tuna exports in practice.

This dispute led Mexico to pursue its rights under the GATT and WTO rules. The resulting 
litigation produced decisions that were not a model of legal clarity and exacerbated, rather than 
moderated, the arguments between trade and environmental advocates. But in the main, those 
decisions vindicated the distinction that the WTO rules draw between restraints on trade based 
on differences between products and restraints on trade based on the process by which a product 
is made. The former were held to be permissible but the latter were held to violate the GATT and 
WTO rules.

There are important reasons for the distinction drawn in WTO jurisprudence between prod-
ucts and processes. In the context of trade rules, many of the distinctions that matter—in terms of 
tariff classification, antidumping remedies, safeguards, and so on—depend heavily on whether a 
product in question is “like” another one. This implicitly focuses much of the existing trade rules 
on the context and character of the product itself.

By contrast, environmental regulation focuses on the process by which products are produced, 
as well as the products themselves. Thus, asbestos is regulated—both because the product itself 
is carcinogenic and because the process by which it is produced is environmentally damaging. A 
conventional WTO analysis of a member’s environmental rules governing the production and sale 
of a product like asbestos would authorize trade barriers against the importation of asbestos based 
on its carcinogenic qualities but not on the basis by which the asbestos was produced.

Efforts within the WTO to grapple with the conflict between trade and environmental objec-
tives have proved largely unavailing. Despite an understanding of the serious potential problems 
that this creates for both the trading system and the ability to develop a coherent international 
response to a problem like climate change, no progress has been made, even on basic issues such 
as the interplay between the WTO rules and international environmental agreements such as the 
long-standing Convention on International Trade in Endangered Species and the Montreal Proto-
col on products destructive of the ozone layer.

This context helps explain why many environmentalists perceive the WTO and the trading 
system generally to be inalterably opposed to progress on environmental goals. It also helps ex-
plain why other critics of the trading system suggest that it has failed to contribute to the broader 
systemic problems that nations face on other fronts internationally.

This same dynamic affects the current negotiations on climate change. As Haverkamp pointed 
out, this reflects the fundamental differences in perspective that the trade and environmental com-
munities bring to the issue of responding to climate change. As noted above, those focusing on 
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trade tend to concentrate on the effect on industry and the question of whether jobs will go abroad 
in response to the adoption of constraints on CO2 emissions, whereas environmentalists focus on 
whether the emissions will go abroad (i.e., whether the imposition of emissions controls in one 
country will cause manufacturing to move to a country that lacks those controls and thereby un-
dercut the environmental objective that the initial controls were intended to achieve).

Seen in this light, the broader international effort to address the effects of climate change of-
fers an opportunity to examine how the WTO and the trading system can contribute to solving the 
broader economic challenges its members face. This effort might prove the most effective rebuttal 
to the criticisms leveled by environmentalists and other critics of the trading system. It would also, 
in the process, help articulate a stronger rationale for further liberalization and build a broader 
base of public support for the WTO and the trade regime generally.

Encouraging Cooperation between the Trade and 
Climate Change Regimes
Succeeding in the effort to ensure that the trade and climate regimes reinforce each other will re-
quire a significantly greater degree of cooperation than is presently the case. As Charnovitz noted, 
“You also need cooperation between regimes and between government officials…because of link-
ages…between the environment system and the trading system.”13 Indeed, “cooperation between 
the regimes is important to exploit and develop those linkages.”14 

The WTO’s preamble provides a useful starting point for exploring those linkages. There, 
WTO members agreed to the goal of

expanding the production of and trade in goods and services, while allowing the optimal 
use of the earth’s resources in accordance with the objective of sustainable development, 
seeking both to protect and preserve the environment and to enhance the means for do-
ing so in a manner consistent with their respective needs and concerns at different levels of 
development.15

Properly understood, trade liberalization and the expansion of trade in goods and services 
can contribute to this goal.16 To the extent that trade yields economic growth and rising per capita 
income globally, it contributes to rising consumer demand for a cleaner environment.17 Trade and 

13.  Ibid., 101.
14.  Ibid.
15.  World Trade Organization, Marrakesh Agreement Establishing the World Trade Organization (Ge-

neva: World Trade Organization, 2004), http://www.wto.org/english/res_e/booksp_e/analytic_index_e/
wto_agree_01_e.htm#p, preamble; cited by the WTO Appellate Body in its decision in United States—Im-
port Prohibition of Certain Shrimp and Shrimp Products, WT/DS58/AB/R, adopted November 6, 1998. The 
preamble’s reference has taken on the character of substantive law within the WTO. See S. Charnovitz, “The 
WTO’s Environmental Progress,” in The Future of International Economic Law, ed. W. Davey and J. Jackson 
(New York: Oxford University Press, 2008).

16.  J. Frankel, Environmental Effects of International Trade: Expert Report to Sweden’s Globalisation 
Council, Preliminary Version (Stockholm: Government of Sweden, 2008).

17.  Ibid., 3. Among the most frequently cited studies to make the point is an early one by Gene Gross-
man and Alan Krueger of Princeton University, who found that sulfur dioxide pollution in cities around the 
world fell as per capita income rose. See G. Grossman and A. Krueger, “Economic Growth and the Environ-
ment,” Quarterly Journal of Economics 110, no. 2 (1995): 353–77. Grossman and Krueger found that, initially, 
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economic growth can also help provide the wherewithal for societies to adopt cleaner technolo-
gies and to pay for the remediation that is needed to restore habitat and improve the environment 
generally.18 

Securing these gains does not necessarily imply a need to alter the trade regime or the basis of 
negotiation within the WTO because they can flow from the economic effects of liberalization and 
the gains from trade. Ensuring that the trade regime contributes more directly to environmental 
goals, conversely, clearly does require changes in the existing trade regime.

Though often overlooked, even by economists, one important extension of the principle of 
comparative advantage is that expanding international trade can yield a more efficient use of 
resources.19 By encouraging specialization, trade raises productivity, which implies the ability to 
expand production while employing fewer resources. Furthermore, by encouraging greater com-
petition, trade drives efficiency gains all along a producer’s supply chain, with the same potentially 
beneficial effect for the environment. The shift toward a nation’s comparative advantage can also 
bring changes in the mix of goods and services that it produces, with the net effect of reducing the 
environmental impact, even in the face of economic growth.20 

What this suggests is that trade liberalization can encourage a smaller environmental footprint 
for any given level of output.21 For trade liberalization to produce this result, however, certain 
other conditions must hold. Most important, producers must bear the full environmental cost of 
producing and delivering goods and services to world markets. When they do not internalize these 
costs, there is little incentive to improve the environmental efficiency of their production methods. 

increased economic growth could yield rising environmental damage, but that the achievement of higher 
levels of per capita income was strongly correlated with improvements in the environment. The resulting 
relationship between per capita income and environmental damage is best depicted as an inverted U-shaped 
curve, now commonly referred to as the “environmental Kuznets curve.” See P. Krugman and M. Obstfeld, 
International Economics: Theory and Policy, 8th ed. (Boston: Pearson Addison Wesley, 2009), 280. The World 
Bank has made the same point in the context of development. See World Bank, World Development Report 
1992: Development and the Environment (New York: Oxford University Press, 1992).

18.  Frankel, Environmental Effects, 3.
19.  This basic point is often overlooked, even by ardent advocates mounting a defense of trade in the 

face of criticism by environmentalists. See, e.g., J. Bhagwati, “The Case for Free Trade,” Scientific American, 
November 1993, 42–49. Bhagwati does allude to the fact that trade restraints, which hinder the full play of 
comparative advantage, can yield damaging environmental results, noting that “the imposition of restraints 
on Japanese automobile exports to the U.S. during the 1980s shifted the composition of those exports from 
small to large cars,” as the Japanese attempted to increase their revenues in the face of the restraints. The net 
effect, environmentally, was to encourage U.S. consumption of energy and increase the toxins emitted by 
passenger automobiles. Needless to say, the critics do not highlight this potentially beneficial effect, opting 
instead to argue the second order effects of specialization (i.e., the potential creation of pollution havens). 
See, e.g., H. Daly, “The Perils of Free Trade,” Scientific American, November 1993, 50–57.

20.  See Krugman and Obstfeld, International Economics, 280–281.
21.  This conclusion holds even though specialization does not always represent an unalloyed good in 

environmental terms. Indeed, most economists’ analyses of the economics of trade and the environment 
skip past the potential benefits and shift directly toward a discussion of the negative effects of specialization 
(i.e., the potential specialization of certain countries in the production of environmentally hazardous goods 
or services). See, e.g., Frankel, Environmental Effects, 19, which offers a succinct discussion of the extent 
to which trade liberalization, in the face of significant differences in environmental regulation, might lead 
to the creation of pollution havens; see also A. Batabyal and H. Beladi, “Introduction and Overview of the 
Economics of International Trade and the Environment,” in The Economics of International Trade and the 
Environment, ed. A. Batabyal and H. Beladi (Boca Raton, Fla.: CRC Press, 2001), 2.
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To understand why, it helps to think in terms of the economics facing producers and consum-
ers in global markets. Mutually beneficial transactions between producers and consumers are the 
essence of trade. But, whereas the immediate parties to the transaction may benefit, such transac-
tions can produce negative effects for third parties. Economists call these effects negative exter-
nalities. 

Production processes that foul the air or water or destroy natural habitats create just such 
negative externalities. Though the production of the goods and services materially benefits their 
producers and consumers (i.e., the immediate parties to transactions involving their sale), the 
damage they cause is borne by society generally in terms of poor health, loss of habitat, or the cost 
of remediation.

By definition, producers do not bear the cost of these externalities. As such, there is little 
incentive to improve production methods in ways that are both environmentally sound and eco-
nomically efficient. Quite the opposite, in fact; because of the implications for their cost competi-
tiveness with rival producers, they have a significant incentive to avoid such costs and force others 
to bear the expense of cleaning up the environment. 

This dynamic has led many environmentalists to oppose further trade liberalization. They 
argue that, in the absence of rules that force producers to absorb the full environmental cost of 
production (i.e., capture the negative externalities their production processes create), expanding 
trade will exacerbate environmental degradation.22 They also assert that global competition will 
lead to a “race to the bottom,” as industries manufacturing internationally traded goods pressure 
their governments for fewer environmental rules on the grounds that they hinder industrial com-
petitiveness.23

The challenge of climate change illustrates this problem.24 CO2 emissions contribute to a 
“greenhouse effect,” in which the Earth’s atmosphere traps heat and amplifies the effects of rising 
temperatures. There is now general agreement within the scientific community on the environ-
mental implications of global warming and increasing agreement among economists regarding the 
potential costs.25 

Although the economy-wide costs of climate change are significant, the economics facing in-
dividual producers and consumers around the world can be quite different, varying from country 
to country. Thus the individual producer has little incentive to invest in production processes ca-
pable of lowering CO2 emissions because its individual action will do little to address the problem 
of climate change. Absorbing the cost of installing a production process capable of lowering emis-
sions would put the producer at a competitive disadvantage relative to its competition unless the 
competition is obliged to make similar investments. 

22.  Frankel, Environmental Effects, 2–3.
23.  Ibid.
24.  For those interested in a more complete summary of how economists approach the issue of climate 

change analytically, Robert Stavins provides an extraordinarily helpful introduction and review of the issues 
that policymakers need to take into account in shaping any constructive response to global warming. See 
R. Stavins, Economic Analysis of Global Climate Change Policy: A Primer, Research Working Papers Series 
(Cambridge, Mass.: John F. Kennedy School of Government, Harvard University, 2000).

25.  See, generally, Nicholas Stern, The Economics of Climate Change: The Stern Review (New York: Cam-
bridge University Press, 2006).
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Similarly, the individual consumer has little incentive to purchase goods and services from a 
producer using methods that yield lower CO2 emissions when products of similar quality are avail-
able at a lower price from other producers that do nothing to reduce emissions. This is particularly 
true in the more economic straitened times we face today throughout the global economy.

Thus, the economics facing individual producers and consumers produce negative externali-
ties in the form of rising CO2 emissions created in the process of producing and transporting 
goods and services, whether for domestic sale or international trade. In this instance, however, the 
negative externalities created by emissions are global—they cannot be addressed by a single na-
tion’s action alone. Reducing emissions requires action on a global basis to eliminate the economic 
incentive that more ad hoc arrangements offer to potential “free riders.” 

Despite efforts under the Kyoto Protocol to constrain CO2 emissions on a global basis, the 
gaps in coverage have done little to alter the economic equation facing producers and consumers 
globally. Indeed, it is precisely the problem posed by potential free riders under Kyoto that has led 
to opposition from producers in countries that would be subject to constraints on emissions to 
request either government subsidies or higher protective tariffs to offset the effects on their com-
petitiveness in global markets. 

Implications of the Ongoing Climate Change 
Negotiations
Before turning to the challenge this presents to the trading system, it is worth underscoring here 
that, although the discussion above treats climate change as a type of “market failure” within the 
paradigm set out by Charnovitz, it is in fact a problem that suffers from multiple market failures. It 
is not only that, as noted above, the prices of goods and services traded domestically and inter-
nationally generally do not reflect the environmental cost of CO2 emissions but also that the lack 
of viable markets for pricing the environmental cost of emissions makes the task of correcting for 
market failure through adjustments to price doubly difficult. 

Equally important, there are other aspects of climate change that cannot be addressed merely 
by changing prices and correcting for market failure. Those include the differentiated responsibili-
ties between parties to the current climate change regime established under the Kyoto Protocol 
and the differentiated burdens borne by countries in adapting to climate change. 

What this means is that the specific challenges of ensuring that the trade and climate change 
regimes reinforce one another will depend entirely on the shape of the agreement on climate 
change itself. The failure of negotiations on climate change would likely lead to national actors 
adopting carbon reduction strategies of their own, thereby creating greater pressure for trade mea-
sures designed to offset the competitive effects of the free riders in the system that do not bear the 
additional costs of production faced by producers in states that adopt a climate change program. 
This presents one set of challenges for the trading system.

Yet the success of the climate change negotiations will also create significant challenges. The 
trading system will necessarily have to find ways to adapt to any final agreement to the extent 
that it includes trade measures, technology transfer provisions, or other measures that potentially 
conflict with the current WTO rules. But equally, the trading system could help facilitate the 
implementation of any such accord by the approach it takes to particular markets, such as trade 
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in environmental goods, services, and technology or facilitating the introduction of a truly global 
carbon market. 

The contours of any final agreement are not yet clear. As Toyoda noted in his presentation of 
Japan’s perspective on the talks, the current negotiations “are still full of disharmony.”26 The reason 
for this disharmony, in his view, is a difference in approach among developed countries, with some 
favoring a “top-down approach” and others pressing for a sectoral “or bottom-up approach.”27 
For their part, “major developing economies, particularly China and India, are very…reluctant to 
make legal binding commitments,” perhaps because of concerns for their own competitiveness in 
global markets.28

According to Toyoda, there are also marked differences among developed countries in their 
“understanding of the cap-and-trade system.”29 In his view, the principal difference lies between 
those developed countries that view cap and trade as “sort of the magic solution [on] the basis of 
the market mechanism”; those that favor “some sort of control of…carbon price[s]”; and those 
that argue that “the cap-and-trade system should be based on intensity of energy use.”30

There are also wide gaps in the different countries’ perceptions of the overall objective. Toyoda 
indicated that one group, led by the Europeans, favors a reduction, “on the basis of a top-down 
approach on the order of…25 to 40 percent.”31 Another group argues that a reduction on that 
order—a 25 to 40 percent reduction—“is not achievable” without serious implications for global 
economic growth and “economic development.”32 For their part, according to Toyoda, “developing 
countries do not want to admit that this is an economic negotiation” for tactical reasons.33

For purposes of illustration, Toyoda outlined the Japanese approach to the talks. He indicated 
that Japan’s proposal is based on three “prerequisites” or principles: (1) “All major emitting coun-
tries’ economies should participate, including China, and…the United States”; (2) “flexibility and 
diversity should be allowed in light of national circumstances” (i.e., recognizing that a one-size-
fits-all approach may not work); and (3) the parties must recognize that the “balance between 
environmental protection and economic gain is an issue of competitiveness.”34

In terms of the responsibilities assumed, Toyoda noted, Japan advocates an absolute reduc-
tion in CO2 emissions for developed countries, referred to as a Quantified Emission Limitation 
and Reduction Commitment. For developing countries, Japan urges the adoption of “an intensity 
target rather than an absolute reduction target,” which “developing countries interpret…as a cap 
on economic growth.”

Toyoda went on to explain how the “intensity target” might work. He suggested that, “if China 
tries to introduce the Japanese current technology for coal-fired plants, they could reduce their 
emissions by 60 percent” over current levels. In other words, by “introduc[ing] state-of-the-art 
technology, they can improve their intensity and they can reduce their emissions,” which might 

26.  Ministry of Foreign Affairs, Next Frontier, 110.
27.  Ibid.
28.  Ibid.
29.  Ibid.
30.  Ibid.
31.  Ibid., 111.
32.  Ibid.
33.  Ibid.
34.  Ibid., 112.
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make it more comfortable for “developing countries to accept their responsibility” to contribute to 
a global solution.

Heemskerk offered a useful counterpoint to Toyoda’s presentation from a European perspec-
tive. First, with respect to arguments in support of trade measures to offset the effects on competi-
tiveness, Heemskerk suggested that “people who argue for tariffs and for trade sanctions are gener-
ally making three reasons for that: to protect their businesses at home, to protect the environment, 
or to put pressure on unwilling negotiating partners.”35 In his view, however, “sanctions or tariffs 
will not help much” in achieving any of those goals. As a practical example, he pointed out that

Chinese firms that export are often best in class, including on the environment, in China. The 
problem lies with the firms targeting purely domestic production and domestic consumption 
in China. Will trade measures affect these firms? I strongly doubt it.36 

Heemskerk suggested that “there are more efficient ways to tackle problems than doing so 
with trade measures that apply to carbon.…If competitiveness of the firms, of the environmental 
companies is the problem, then the solution should [lie] in cost containment, reduction of taxes, 
efficient allocation of emission rights, stimulation of innovation, and R&D.”37 He argued that these 
were “the first-order solutions to competitiveness” and far preferable to the imposition of trade 
restraints.38

Heemskerk also pointed to the likely response from countries like China as a significant rea-
son to avoid the imposition of such trade measures. He reasoned that, 

should we use a loophole in the WTO rules to impose trade restrictions on, for example, 
China for doing too little to reduce C02 emissions, that the Chinese will use exactly the same 
methods to maybe block our trade and investments for the same reasons, because China 
thinks that Europe and the U.S. created the climate problem and, well, they are a bit right. If 
we go that route, it’s a recipe for a trade war, so let’s not start one. 

Heemskerk suggested that “the only way forward is to forge a much stronger link between 
trade and sustainability.”39 For him, this “is not a policy option” but “a policy imperative,” and he 
indicated that the most positive way to accomplish this was “to remove trade barriers for clean 
technology and products that are good for the environment.”40 

As both Toyoda’s presentation and Heemskerk’s intervention illustrated, there are a variety of 
means by which a climate change agreement might require or encourage producers to internal-
ize the externalities associated with their use of carbon and, thereby, mitigate the potential dam-
age from climate change. The challenge for the trading system is to ensure that the trade rules 
reinforce these efforts, not just by ameliorating the potential conflict between trade and policy 
responses to climate change but also by revising the underlying economic incentives in ways that 
might reinforce the efforts of climate change negotiators.

35.  Ibid., 126–127.
36.  Ibid.
37.  Ibid., 127.
38.  Ibid.
39.  Ibid., 128.
40.  Ibid.
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The goal must be to establish trade rules that encourage producers to fully internalize the 
environmental cost of both their finished products and their methods of production and facilitate 
their ability to do so by reducing the cost of adjustment. Framing the question in this way provides 
a useful starting point for exploring how, in a practical way, both the WTO and the trading system 
in general might contribute. 

The Relevance of the WTO and the Trade Regime  
in Three Dimensions
Melendez-Ortiz suggested “that trade policy is relevant” to the ongoing climate negotiations pre-
cisely because “it has to do with at least three primary dimensions of the policymaking for climate 
change.”41 The first has “to do with the domestic policies that countries adopt outside of inter-
national cooperation, whether at the national or subnational level,” which may conflict with the 
trade regime.42 The second is the potential for either national action or international negotiations 
on climate change to “stumble into trade policy questions” inadvertently and incidentally as they 
attempt to grapple with the challenge climate change presents.43 And the third is how the trade 
regime might contribute constructively to meeting the challenge of climate change. 

Curbing the Potential for Protectionism
The most immediate challenge this situation poses to the trading system is clear. At a minimum, 
to preserve the benefits of an open trading system and the contribution that it makes to economic 
growth (and to the environment, as a consequence), the WTO must curb the instinct to raise tar-
iffs or other trade barriers in a reflexive response to the concerns raised by industries asked to bear 
the cost of their CO2 emissions. 

Indeed, properly understood, enforcing the existing trade rules is, in fact, essential to ensure 
that producers are obliged to fully internalize the environmental costs of their activities under any 
new climate change arrangement. Plainly, protective tariffs or trade-distorting subsidies, whatever 
their merit in addressing the consequences for competitiveness of any climate change regime, offer 
producers a way of avoiding the full cost of their environmental obligations.

However, the most immediate challenge that any future climate change agreement poses to 
the benefits of an open trading system is the obvious impact of free riders in any final climate ac-
cord. It is precisely this free rider problem that led the U.S. Senate to reject by a nearly unanimous 
vote the original Kyoto Protocol when it was brought home by then–vice president Al Gore. The 
senators opposing the original agreement included many of the most ardent U.S. supporters of the 
environment, such as Senator Barbara Boxer of California, who now chairs the Senate committee 
responsible for climate change legislation.

The question is whether the current negotiations will produce the same problematic result. 
Talks on a replacement for the original Kyoto Protocol, now scheduled to conclude in Copenhagen 
in late 2009, have focused largely on commitments to restrain CO2 emissions. Any country ac-
cepting these commitments will necessarily impose additional costs on its producers, regardless of 

41.  Ibid., 87.
42.  Ibid.
43.  Ibid.
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whether the commitments are met through regulation or market mechanisms like carbon trad-
ing.44 Producers in any country that chooses not to join the new accord will not face these higher 
costs. 

The net effect of such free riders in any post-Kyoto arrangement (or in the absence of a re-
placement regime, where certain countries impose carbon constraints unilaterally) is an increas-
ing potential for “carbon leakage,” which is defined as “the increase in emissions outside a region 
as a direct result of the policy to cap emissions in this region.”45 Carbon leakage makes domestic 
climate mitigation policy less effective and more costly, and it also can have potentially significant 
effects on the competitiveness of industries subject to carbon constraints.46

These circumstances have led producers in countries that are already or would be subject to 
some form of carbon constraint to seek relief from what they argue are the competitive effects of 
such an arrangement. The affected producers argue that they will face a rapid loss of market share 
for “carbon-constrained industrial products, to the benefit of non-carbon-constrained countries,” 
as the carbon-constrained industry’s exports fall and imports of competing products from non-
carbon-constrained sources displace the industry’s goods in its home market as well.47 The affected 
producers assert that the ultimate effect will be the relocation of energy-intensive industries to 
countries with a more lenient climate policy.48 

Concerns regarding carbon leakage have created a nascent push for border measures in the 
form of tariffs or quantitative restraints that would offset the costs of meeting the regulatory 
constraints.49 The resulting push for protection has gained considerable attention, particularly in 
a number of developing countries that argue they should be free of the constraints imposed by 
any replacement for the Kyoto Protocol.50 They see the push for protection in light of their prior 
experience on environmental issues within the trading system—an initiative that would force 
them to bear the cost of adjustment created by environmentally damaging production processes in 
industrial countries.

The immediate need is for an effort within the trading system to blunt the use of any subsidies 
or offsets from becoming a broader justification for introducing such measures simply to insulate 
their producers from rising competition that would exist regardless of any agreement on CO2 
emissions.51 This, in and of itself, is no small thing because the WTO rules and jurisprudence have 
struggled with drawing such fine distinctions in previous subsidy cases. 

44.  For a helpful survey of the basic elements of an effective system of trading carbon dioxide emis-
sions, see International Institute for Sustainable Development, “Emissions Trading: Issue Paper for an Expert 
Workshop,” International Institute for Sustainable Development, Winnipeg, 2006.

45.  Julia Reinaud, Climate Policy and Carbon Leakage: Impacts of the European Emissions Trading 
Scheme on Aluminum (Paris: International Energy Agency, 2008).

46.  Ibid.
47.  Ibid.
48.  Ibid.
49.  See, e.g., B. Dymond and M. Hart, “Canadians Should Be Wary of Green Protectionism,” FP Com-

ment (Financial Post), September 2, 2008; J. Werksman and T. Houser, Competitiveness, Leakage and Com-
parability: Disciplining the Use of Trade Measures under a Post-2012 Climate Agreement, Discussion Paper 
(Washington: World Resources Institute, 2008).

50.  Dymond and Hart, “Canadians Should Be Wary”; Werksman and Houser, Competitiveness. These 
concerns, of course, are not limited to developing countries alone. Public debate in developed countries over 
the competitive effects of climate change policies and the appropriate response is just as intense. 

51.  Werksman and Houser, Competitiveness. 
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The rules of the trading system in this area are complex and do not provide a clear-cut bar-
rier against such action as they now stand. Though it is true, as a recent World Resources Insti-
tute discussion paper put it, that “neither the United Nations Framework Convention on Cli-
mate Change…nor the…World Trade Organization…authorizes the use of trade measures as a 
means of protecting domestic industry from competition, it is less clear that they are expressly 
forbidden.”52 Article 3.5 of the UN Framework Convention does provide that “measures taken to 
combat climate change, including unilateral ones, should not constitute a means of arbitrary or 
unjustifiable discrimination or a disguised restriction on international trade,” which mirrors lan-
guage contained in the WTO as well.53 

However, the defense that language offers against the imposition of protectionist measures 
is limited. In the first instance, a WTO member is only obliged to keep its tariffs below the levels 
to which it agreed in previous negotiations (known as “tariff bindings”).54 Many WTO members, 
including much of the developing world, maintain tariff rates below their bound rates and would 
be free to raise those tariffs to the (often significantly) higher bound rates to avoid any competitive 
effects of adopting constraints on CO2 emissions.55 

Yet even for developed countries that have bound their tariffs and have much, much lower 
rates and, therefore, considerably less latitude to raise them unilaterally, the rules provide a series 
of relatively broad exceptions for regulation designed to protect the environment.56 These excep-
tions, rather than the rules themselves, have generated most of the WTO litigation and jurispru-
dence that would be relevant to a member’s complaint regarding trade barriers adopted to offset 
the competitive effects of carbon leakage. 

The WTO Appellate Body’s rulings in this area, however, have not been a model of clarity and, 
therefore, may invite members to test their limits, rather than hewing to the basic rules and avoid-
ing protective measures.57 This is precisely why negotiations are needed within the WTO on the 
appropriate response to climate change. 

Some analysts suggest that such talks be conducted under the UN Framework Convention on 
Climate Change, which certainly represents one option.58 However, talks under the convention are 
less appealing than under the WTO due to the complications they would introduce into the rules 
governing the trading system. The rules adopted under the convention would not apply to WTO 
members that were not a party to the negotiations under the convention. For that matter, even a 
party to those talks might invoke the WTO rules under the theory that the convention negotia-
tions did not work in an implicit amendment of the specific WTO rules on which the member 

52.  Ibid., 1; emphasis added. 
53.  Ibid.; United Nations, “United Nations Framework Convention on Climate Change,” United Na-
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purported to rely. With all things considered, the best approach—and the one that is most certain 
to reduce the potential for trade friction—would be to negotiate such rules within the WTO itself.

Encouraging Cooperation between the Trade and Climate Regimes
As Haverkamp pointed out in her introduction to the conference’s second session, the public 
debate on trade and climate change has, thus far, largely focused on the question of border trade 
measures, but the trade issues generated by the need to respond to climate change are considerably 
broader than that.59 These issues include 

the potential contribution that liberalization of trade in environmental goods and services  ■
within the WTO could make; 

the compliance of trade measures with the GATT of 1994’s Article XX environmental excep- ■
tion; 

whether the allocation of allowances within an otherwise carbon-constrained environment  ■
amounts to WTO-inconsistent subsidies for specific industries; 

the implications of the UN negotiations on the transfer of CO ■ 2-emissions-reducing technology 
to developing countries for intellectual property rights and the rules embodied in the WTO’s 
Agreement on Trade-Related Intellectual Property; and

the nexus between the U.N. negotiations and the ongoing WTO’s Doha Round agricultural  ■
subsidies negotiations (i.e., whether the income that farmers could gain from carbon sequestra-
tion as part of their farming practices and the sale of the credits that sequestration would gen-
erate in a global carbon market could wean agriculture away from heavy reliance on subsidies 
and income supports that have stymied progress in the Doha Round).60

Not surprisingly, in light of the first-order problems raised by the potential use of border 
measures to offset the negative effects of carbon leakage on competitiveness, these issues have been 
given considerably less attention. But these issues are arguably of equal or even greater importance 
because they will largely define the extent to which the response to climate change can be best ac-
commodated within the trading system and the extent to which the trading system can contribute 
to a more positive outcome.

Accommodating any response to climate change within the WTO’s framework will force its 
members to confront the basic distinction between products and processes that has had such a 
tortured history in an environmental context and other still more technical issues under WTO 
rules. But these technical issues could have profound effects on the policy choices that countries 
make in implementing their climate change obligations, assuming that the talks in Copenhagen 
succeed.

Two different approaches to implementing constraints on CO2 emissions help illustrate the 
tension between the trade regime and efforts on climate change. The first involves carbon trad-
ing. This requires establishing a price for carbon, which calls for a system of carbon permits that 
implies a constraint on emissions levels. These permits can then be traded to establish an effective 
price and a means by which a nation can reach an efficient adjustment to a carbon-constrained 
economy.

59.  Ministry of Foreign Affairs, Next Frontier, 84–85.
60.  Ibid.
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The broad adoption of such a system internationally rests, however, on the ability to adminis-
ter carbon permits on an international basis and ensure that individual producers can participate 
effectively in this market. Properly understood, permits represent financial instruments, and a 
carbon market represents a financial market.61 In the absence of a far broader liberalization of 
financial services with the world trading system, it is difficult to see how a CO2 emissions trading 
system can work on a global basis.62

The main alternative approach to carbon trading would involve the imposition of a “carbon 
tax” based on the CO2 content of a good or service produced domestically and a border charge 
on imported goods to ensure that they bear the same level of taxation as domestically produced 
“like products.” Such a tax, and the offsetting border charge, fits comfortably within the existing 
framework of the WTO’s rules, at least to the extent that it addresses the carbon content of the 
good itself rather than the process by which it was produced. The WTO’s rules allow its members 
to impose border measures intended to ensure that imports face the same level of tax imposed on 
domestic “like products,” and the rules also ensure that such border taxes are not misused so as to 
provide protection.63 

Adopting this approach to climate change is both economically efficient in terms of the initial 
policy choice (e.g., tax vs. carbon trading) and its domestic administration. No new administrative 
mechanisms are needed at the domestic level, because every state already collects excise or value-
added taxes of one sort or another. Similarly, no new administrative agency is needed to adminis-
ter the border measures that ensure equal treatment between domestically produced and imported 
goods.

No new rules are required at the international level to fit this policy choice within the existing 
international trading regime. The disciplines imposed under Articles II and III of the GATT of 
1994 (the basic WTO agreement governing trade in goods) have proved sufficient to deter the use 
of domestic taxes as a trade barrier or implicit subsidy to domestic producers.64

That said, if the tax were expanded to levy on both the carbon content of the product and the 
carbon content implicit in its production and transportation, the WTO would need to confront 
the product/process distinction that GATT and WTO jurisprudence has left unresolved since 
the initial dispute between the United States and Mexico over tuna. This would also require new 
domestic administrative rules to ensure a fair reporting of the carbon content of the production 
process and methods of transportation.

What this discussion illustrates is that any agreement on CO2 emissions designed to replace 
the Kyoto Protocol will require adjustments in the international trading system, regardless of the 
means by which an individual country implements its obligations under the protocol. Indeed, 
this would be true even in the case of more trade-friendly options like certification and labeling 

61.  See R. Howse and A. Eliason, “Domestic and International Strategies to Address Climate Change: 
An Overview of WTO Legal Issues,” in International Trade Regulation and the Mitigation of Climate Change, 
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Trade Regulation, ed. S. Bigdeli, Cottier, and Nartova.
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regimes for “climate-friendly” goods, which would invite scrutiny under the WTO’s Agreement on 
Technical Barriers to Trade.

Contributing Constructively to Confronting the Challenge of  
Climate Change
To remain broadly relevant to the global challenges its members face, the WTO and the trading 
regime must demonstrate that trade and trade rules can contribute in a positive way to grap-
pling with the challenge climate change poses. This raises the question of whether there are ways 
in which the trading system might contribute more directly to the policy response to climate 
change—that is, whether the negotiations can be designed with this goal in mind. 

Liberalizing Trade in Goods, Services, Investment, and Technology   ■
That Reduce Emissions

The answer to this question is that the negotiations can do so, in three different ways. The first 
would involve negotiations designed to eliminate barriers to trade in goods, services, investment, 
and technology that contributed to the reduction of CO2 emissions. Therein lies the relevance of 
the WTO and the multilateral trade negotiations to improving the environment generally and ad-
dressing the issue of climate change in particular. 

As Jeffrey Frankel has explained, “national sovereignty is the obstacle of such efforts, not the 
ally,” whereas “multilateral institutions are a potential ally, not the obstacle.” The WTO can provide 
a forum not only to ensure that environmental rules are not misused to create new trade barriers, 
which has largely been the focus to date, but also to encourage regulatory cooperation, standard-
setting, certification, and labeling regimes that foster a consumer market for environmentally 
friendly goods. 

Success in the Doha Development Agenda and in any future multilateral negotiations under 
the WTO’s auspices could offer considerable environmental benefits if undertaken with environ-
mental goals in mind. But doing so will require bridging differences in approach between the 
worlds of trade and environmental regulation. 

Accomplishing this will take greater ingenuity than the negotiators have thus far demonstrat-
ed, for a variety of reasons. The conflict and suspicion over whether environmental measures or 
initiatives are designed to provide “cover” for protection or otherwise gain advantage in the trad-
ing system have stunted attempts to use the trading system in ways that would enhance the global 
response to various environmental challenges. 

Negotiations within the WTO, most recently in the context of the Doha Development Agenda, 
on reducing barriers to trade in environmentally beneficial products and services have not made 
sufficient progress, largely as a result of the suspicion generated by prior actions like the U.S. 
restrictions on Mexican tuna exports (i.e., that developed-country “environmental” initiatives offer 
greater latitude to inhibit developing-country exports). There is also considerable concern that ac-
commodating environmental concerns would open the floodgates to a series of other initiatives on 
how goods and services are produced rather than their inherent characteristics (e.g., labor stan-
dards, human rights).
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However, talks aimed at liberalizing trade in environmentally beneficial goods and services 
also highlight one of the basic structural flaws in the WTO and the multilateral negotiations under 
its auspices. The WTO’s members approach trade negotiations from an inherently mercantilist 
perspective—they seek market access for their exports as a means of creating a political constitu-
ency back home in support of trade liberalization—precisely because they must overcome opposi-
tion to trade liberalization from economic interests that would prefer the protection offered by 
higher tariffs and other trade measures to rising competition from imports.

What this means in practical terms is that negotiators in a trade context expect to be paid with 
increased market access for any accommodation of another member’s interests. Therefore, any 
request for systemic changes that would serve the interests of all WTO members or otherwise help 
address problems of the global commons are often held hostage to reciprocal demands for market 
access.

Having said that, although the current Doha Round negotiations on trade and the environ-
ment illustrate how difficult progress can be, the WTO also has experience with alternative models 
that could offer a better route. In the late 1990s, for example, the countries that were major pro-
ducers of information technology equipment reached a broad trade accord, the Information Tech-
nology Agreement (ITA), which they implemented on a fully multilateral basis (i.e., the reductions 
in tariffs implicit in the ITA were not limited to WTO members making reciprocal concessions; 
they were extended to all WTO members consistent with Article I of GATT of 1994, which em-
bodies the most-favored-nation principle that lies at the heart of the world trading system).

In effect, the ITA participants were willing to overlook the potential free rider problem in light 
of the benefits of liberalization and the fact that the majority of countries accounting for signifi-
cant levels of production of the goods covered by the agreement became a part of the accord. 
Other countries chose to participate when they saw the demonstrable benefits of lowering the cost 
of goods and technology that were key to their global competitiveness.

Either option—reciprocal negotiations, or liberalization consistent with an ITA-style agree-
ment—is open to WTO members on goods, services, investment, and technology that are capable 
of lowering their CO2 emissions. Both would raise significant challenges in defining the scope of 
such an agreement. But an ITA-style agreement would offer a means calculated to overcome the 
constraints imposed by the conventional mercantilist approach to bargaining within the WTO 
that was highlighted above and would ensure an agreement that reached beyond the lowest com-
mon denominator.

One of the main reasons for pursuing an agreement of either type has to do with the funda-
mental equation between energy and economic growth. Melendez-Ortiz pointed out two salient 
facts that will shape the economic environment faced by any climate change arrangement. First, 
for the foreseeable future, “fossil fuels will remain the dominant source of energy in the world.”65 
What this strongly suggests is that “83 percent of overall increasing energy demand between now 
and 2030 will have to be fulfilled by fossil fuels.”66

Second, according to both the Intergovernmental Panel on Climate Change and the Inter-
national Energy Agency, any gains the world community makes with respect to mitigating CO2 

65.  Ministry of Foreign Affairs, Next Frontier, 88.
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emissions between now and 2030 will come largely from gains in energy efficiency.67 This means 
that as much as 80 percent of the success of the effort will depend on “either demand-side fossil 
fuel efficiency measures or demand-side electricity efficiency measures, or improved efficiency on 
fuel switching in the power sector.”68

Drawing those two threads together underscores the importance of pursuing an agreement 
that would eliminate barriers to trade in goods, services, and technology and that simultaneously 
would improve energy efficiency and reduce CO2 emissions. It is here that the immediate gains 
would lie, but pursuing these gains means dropping the costs of goods, services, and technology 
globally so that every individual has the opportunity to make a better choice in terms of emissions. 
A WTO agreement to eliminate barriers to trade in such goods and services is the surest way to 
drop their cost and extend their reach globally. 

Facilitating the Functioning of Carbon Markets ■
A second way in which the WTO could contribute more positively to meeting the challenge posed 
by climate change involves expanding its current limited agreements on investment and financial 
services to ensure the successful implementation of any carbon market. The challenges are signifi-
cant.

Developing countries have traditionally opposed liberalizing their capital markets for a variety 
of reasons. There are sound prudential reasons for their stance, given the relative lack of adminis-
trative capacity and legal structure needed for the oversight of such markets. Recent events in U.S. 
capital markets will undoubtedly be read as a further cautionary tale regarding the risks of open-
ing capital markets and liberalizing financial services.

That said, the effective implementation of a carbon market need not imply the wholesale 
liberalization of a country’s capital market. What is needed in this context is, in the first instance, a 
market structure that would guarantee producers access to information regarding the carbon con-
tent of what they produce and its value.69 This implies the liberalization of financial information 
services, at least to the extent necessary to make this information on price available to all market 
participants.

Beyond ensuring that the information regarding carbon and its value is broadly dispersed, a 
nation requires a means of issuing carbon permits and the legal infrastructure needed to allow 
producers and other market participants to trade these permits. This need not imply a broader 
liberalization of financial services unrelated to these transactions. 

In this sense, this liberalization is more akin to the interest that all WTO members have in 
ensuring that their producers have access to trade finance, because every transaction in goods 
requires at least two counterpart financial transactions (i.e., a means of securing payment, such as 
a letter of credit; and a means of exchanging one currency for another if the buyer and seller oper-
ate in markets without a common currency). The WTO’s members would seem to have a similar 
interest in allowing their producers access to the financial services that will prove essential either 
to opening up a new stream of income for their producers (i.e., by allowing them to participate in 
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the sale of CO2 emissions permits), and because it may ultimately prove essential to ensuring that 
their goods have access to foreign markets.

As a consequence, the WTO and the global trading system generally could contribute to meet-
ing the challenge of climate change by providing a forum within which the WTO’s members could 
launch an initiative designed to liberalize those financial services needed to allow a carbon market 
to flourish.

Creating a “Grand Bargain” ■
The final way in which the WTO and the global trading system could contribute positively to 
international efforts to meet the challenge of climate change is more far-reaching. It involves a bar-
gain between developed and developing countries over trade that would allow the implementation 
of a replacement for the Kyoto Protocol.

Although it is not cast in these terms, the negotiations leading up to the summit meeting in 
Copenhagen in late 2009 are, in fact, trade negotiations. The negotiations’ objective is described 
in terms of setting limits on CO2 emissions, but the focus of the preliminary discussions is on the 
economic repercussions and the impact of such an agreement on the competitiveness of industries 
in countries accepting limits versus their competition in countries that avoid limits. 

Progress in these negotiations may require acceptance of this fact. Seeing the talks for what 
they are might open the possibility of creating a trade deal that allows all parties to benefit. It 
could also offer a clear opportunity for the WTO to play a more constructive role in the process of 
delivering a more profoundly beneficial CO2 emissions agreement.

Trade negotiations are explicitly designed to allow progress, even where the benefits from an 
agreement and the costs of adjustment fall on different domestic political constituencies. Thus, in 
the case of the Doha Round, the elimination of U.S. agriculture subsidies, which benefit a rela-
tively small proportion of U.S. farmers that focus on certain crops, depends heavily on the ability 
of such an agreement to deliver increased market access for other sectors of U.S. agriculture. Such 
an agreement would allow its proponents to build political support for its implementation even 
though a significant constituency would bear most of the costs of adjustment.

The negotiations over climate change suggest that a similar sort of logic might improve the 
prospects for an agreement and for its successful implementation. Though the negotiators have 
thus far focused almost exclusively on reaching a universal agreement on acceptable CO2 emis-
sion limits, they have ignored the potential for a broader bargain. What the logic of prior WTO 
agreements suggests is to be willing to trade the acceptance of emissions constraints in industrial 
markets for a broad global liberalization of trade in environmental goods, services, investment, and 
technology. Though adjustment costs will undoubtedly flow from the acceptance of emissions con-
straints, the political economy of implementing these constraints would be eased by the benefits 
such an arrangement would hold for a variety of other industries through improved market access.

A Coda on Dispute Settlement
In the end, there was one issue discussed at the conference on which there was near universal 
agreement—an issue that ought to motivate urgent action designed to define the relationship be-
tween the trade and climate regimes before potential conflicts lead to measures inconsistent with 
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the WTO’s rules and a request for a review of these measures within the WTO’s Dispute Settle-
ment Body. Trade and environmental conflicts have led to many of the most problematic conflicts 
brought before this body. Consistent with the old adage that “hard cases make bad law,” these 
conflicts have led to some of the most confusing WTO panel and WTO Appellate Body decisions.

None of this bodes well for the WTO if its members have not figured out how to grapple  
with such underlying conflicts before they metastasize into broad trade disputes. As Charnovitz 
cogently put it at the conference,

If you have a big climate case at the WTO and it goes against climate, it’s going to be disastrous 
for the WTO. If it goes for climate, it’s going to undermine the WTO’s legitimacy too among…
a lot of countries that think they should go slower on climate than the EU, for example.70 

One way of avoiding such a result, of course, is to do the hard work of fashioning rules within 
both the climate and trade regimes that eliminate the potential for conflict to the maximum extent 
possible. Charnovitz, however, suggested another approach that might serve either as a comple-
ment to a broad agreement eliminating the potential for conflict or as an alternative in the event 
that no such agreement could be reached.

This alternative would take the form of a “peace clause” akin to those used elsewhere in the 
GATT’s and WTO’s collective history, where members agreed not to take certain trade conflicts to 
dispute settlement under the WTO rules for a period of time. The most significant case was one 
that suggests some parallels to the circumstances presented by a future climate change agreement. 
As part of the agreement to reduce agricultural “supports” (i.e., subsidies) in the Uruguay Round, 
the United States and the European Union (the two most significant providers of such subsidies to 
their farmers) bargained for a period of years during which their respective programs would not 
be subject to review by the WTO’s dispute settlement mechanism.

The parallel here is that the circumstances presented by a future climate change agreement and 
the economic adaptation involved present fundamental problems of adjustment. No participating 
country will readily give up the economic tools needed to facilitate this adjustment, because of 
the need to reduce the human cost of adjustment in ways that will ultimately ensure broad public 
support for the climate change agreement. Not unlike the circumstances the European Union and 
the United States faced in adapting to the Uruguay Round constraints, the ability to take those 
steps needed to facilitate adjustment to climate change could be hindered by the regular resort to 
WTO dispute settlement to address issues that the negotiators could not work out at the negotiat-
ing table.

70.  Ibid., 120.
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3 keynote address
dr. paul krugman

The Swedish minister for trade, Dr. Ewa Björling, introduced the conference’s keynote speaker, Dr. 
Paul Krugman, the winner of the 2008 Nobel Prize in Economics. Björling noted that Krugman’s 
receipt of the 2008 Nobel Prize was predicated on his work in international trade and that it was, 
therefore, “most appropriate to invite him to address” the conference.

Krugman focused his remarks on the relationship between the current global financial crisis 
and trade policy. He began by highlighting the potential for the financial crisis to “set off a new 
wave of protectionism.”1 He indicated that those concerns are, “to some extent, justified,” given 
the “real economic and political pressures that tend to push us towards protectionism” in times of 
severe economic stress.

Krugman expressed confidence that governments would not take that course because the les-
sons of the Great Depression are “relatively fresh in the minds of policymakers.” He suggested that 
we “are unlikely to see that kind of crude protectionism.”

At the same time, Krugman pointed out that there are very real reasons to be concerned about 
what is going on. He noted that “many of the same issues that arose during the Great Depression 
are present now, both with regard to fiscal policy, monetary policy, and trade policy.” 

In particular, the Great Depression “was associated with a drastic increase in trade barriers, 
which had been drifting away from open trade even before the Depression hit.” Krugman empha-
sized, however, that the Smoot-Hawley Tariff Act and higher trade barriers imposed in response 
to the U.S. Congress’s action were not, in fact, the cause of the Depression, as is commonly argued. 
The ultimate cause lay in contractionary monetary and fiscal policy following the initial disconti-
nuity in financial markets. The sharp increase in trade barriers came after the onset of the Depres-
sion itself. Thus, “world trade collapsed in the early years of the Great Depression because the 
world economy was collapsing,” not, in the first instance due to a rise in trade barriers. He noted 
the parallel to our current economic state, in which trade flows have contracted sharply despite the 
absence of “any major protectionist moves so far.”

The danger, according to Krugman, lies in the resort to trade measures in response to the 
weakening global economy. As he put it, “What is true during the Great Depression is that there 
was a rise of trade barriers, not so much in the early stages, not so much as part of the collapse at 
the Depression, but thereafter.” The “large increase in protectionism…was a consequence,” rather 
than a cause, of the global economic downturn.

1.  All quotations in this chapter are from Ministry of Foreign Affairs, Next Frontier, 130–166.
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Given this history, Krugman asked, rhetorically, “Why should we be worried about protection-
ism?” He offered a two-part answer.

In the first instance, protectionism represents a significant threat because “the standard case 
for free trade remains true.” Open markets “are a source of world efficiency,” which drives gains in 
productivity, national incomes, and standards of living.

These effects are “crucial to economic growth for poorer countries.” As Krugman pointed out, 
“all of the development success stories we’ve seen in the past 30 years have been tied to export-led 
growth.” 

Just as important, “while the cost of protectionism to the United States’ economy [or] the 
economy of the European Union is arguably very small now and would be fairly small even if bar-
riers went [up] substantially, the disruption of smaller economies [and] more vulnerable econo-
mies would be severe.” Krugman underscored that it is invariably “the poorest countries…that are 
literally keeping their heads just above water by their ability to export, that are crucially at risk if 
we should become more protectionist.”

The second reason to be concerned about protectionism is equally compelling. As Krugman 
highlighted, “even though world economies recovered a good part of the ground lost from 1929 
to 1933, during the rest of the 1930s world trade came nowhere close to recovering to its original 
level.” The proximate cause was, in this instance, the increase in trade barriers that followed the 
onset of the Great Depression, starting with the Smoot-Hawley Tariff Act.

As history has shown, “it took a couple of generations to undo the damage to the world trad-
ing system.” Krugman emphasized that

what we know from history is that achieving this relatively open world trading system that we 
have now took a very long time…[The] origins of our modern relatively open world economy 
go back to Franklin Roosevelt and the Trade Agreements program in the 1930s, but it took 
around 70 years…to undo the damage of the protectionist measures.

Indeed, as Krugman pointed out, we “have no guarantee…that it would even work again.” The 
process of negotiating trade rounds has, in his view, proved “extremely successful but has always 
relied on a very delicate balance of trying to pursue a more or less mercantilist strategy in terms of 
the actual politics, even while working towards a goal of quite free trade.”

It is not clear, according to Krugman, that a similar strategy would work today. The lack of 
progress to date on the Doha Development Agenda in the World Trade Organization offers some 
ground for skepticism. Yet even if it were possible, “what history tells us is that if you smash the 
system we now have, it’ll take generations to put it back together, if we ever can.” We would not, in 
Krugman’s view, “want to be waiting around until 2079 to have a relatively open world economy 
again.” 

For Krugman, this underscored the importance of avoiding protectionism “in the face of the 
current crisis, just as it would have been a much better world if the world had managed to avoid 
extreme protectionism during the 1930s.” That being said, “the temptation becomes clear” in the 
face of the current downturn. 

Krugman went on to explain the reasons for that temptation in the case of the Great Depres-
sion. He pointed out that, “[with] the conditions that many countries labored [under] during the 
1930s, protectionism did at least appear to offer some short-run gains.” A nation that opted to re-
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main on the gold standard and could not, as a consequence, devalue its currency found its export 
competitiveness eroded when other countries went off the gold standard and allowed their curren-
cies to depreciate in the face of a sharply declining world economy. 

In that case, as Krugman pointed out, “protecting your industries with tariffs, import quotas, 
and foreign exchange controls looked like not such a bad thing to do.” He referred to the work of 
Barry Eichengreen at the University of California–Berkeley, which demonstrated that those coun-
tries that went off the gold standard recovered more quickly than those that opted to remain on it. 
But the work of Eichengreen and others also showed that

those countries that chose not to go off the gold standard, at least not to engage in simple de-
valuation, but did in fact try to rebuild their economies behind exchange controls and trade 
controls, did do somewhat better than the countries that adhered both to the gold standard 
and to free trade. 

There is, as a consequence, every “reason to be concerned that we might repeat…history.” 
Krugman then addressed how the global economic community might avoid that mistake. 

What the current crisis calls for, in Krugman’s view, is “strong economic policies,” both as a re-
sponse to the underlying causes of the economic crisis and as a way of reducing the political pres-
sure for protectionist responses. What concerns him is “the inadequacy of the response” to date. 

The initial response took the form of radically lowering interest rates and injecting massive 
amounts of liquidity into the banking system. At this point, however, monetary policy, the “nor-
mal first line of defense against demand side slumps, has pretty much run out of room.” The major 
industrial economies are now stuck in a “liquidity trap,” in which their central banks cannot “actu-
ally push rates any lower.” 

Given this fact, Krugman favors a far more significant fiscal stimulus than most countries have 
proved willing to provide thus far. As he recounted, “we all are turning to varying degrees to fiscal 
policy,” because it is the only “remaining available tool” to stimulate the economy. In effect, he 
was presenting the conventional Keynesian analysis of the Great Depression, arguing that, if “the 
private sector won’t spend,” the government should step in to “do the spending.”

Krugman acknowledged that a fiscal stimulus, particularly in the absence of coordinated 
action with other states, has some potentially negative consequences. In the first instance, in the 
absence of a coordinated push by all the major global economies, “the benefits of any one country’s 
fiscal expansion do spill, to some extent, abroad.” The effect is more pronounced in any setting 
where the trade linkages are strong (e.g., within Europe), but it can have a significant spillover ef-
fect, “even across the Atlantic or across the Pacific.”

In terms of political economy, two potential problems emerge from the spillover effect of an 
uncoordinated fiscal stimulus. The first is that the stimulus gains significantly less traction in the 
target market, producing less of an effect on demand than would otherwise be the case. 

The second is the obvious free rider problem—where taxpayers in one country are implicitly 
paying for the cost of stimulating another state’s economy. As Krugman explained, one of the 
blunter arguments against the U.S. stimulus package was that China would reap the benefits (i.e., 
the U.S. taxpayer runs up the debt but does not see the benefit). Though that crude description is 
not an accurate picture of what the stimulus would produce, Krugman acknowledged that it was 
“not entirely false.”
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Beyond that, a fiscal stimulus has longer-term costs. A stimulus of that sort implicitly borrows 
growth from the future to provide additional demand now as a way of cushioning the economy’s 
fall. Krugman alluded to the ongoing political debate about the recent U.S. stimulus package, ac-
knowledging that there is “a trade-off between higher future debt and greater demand right now.” 
To the extent that higher future debt translates into higher real interest rates, the economy will see 
less growth in the future as a result of the amounts spent on a stimulus now.

Krugman noted that his call for a significantly greater fiscal stimulus was not shared by the 
majority of economists, and he recognized that the trade-off between a current stimulus and lower 
future growth represented a “major concern.” He noted further that the “trade-off is made worse to 
the extent that your fiscal policy spills abroad,” which would exacerbate the political challenge of 
implementing any greater stimulus package. 

For Krugman, the appropriate answer lies in coordination, with all the large nations agreeing 
to boost their economies at the same time. In economic terms, coordinated action would effec-
tively “internalize the externalities” associated with confronting the stimulus effort alone. Though 
there would still be leakages or spillovers, they would be reciprocal—“each of us is, in effect, taking 
account of the benefits we convey to others and receiving benefits ourselves in turn.”

Krugman went on to explain that coordinated action could also reduce the long-term cost to 
the stimulus effort in terms of the trade-off between current and future growth. According to his 
estimates, the cost of coordinated action “in terms of additional debt of a given amount of fiscal 
stimulus…is probably only about half as large for a coordinated European expansion as for an 
expansion by even one of the larger European economies acting on its own. In other words, there 
is a significant “divergence between what makes sense to do if you are just doing your own policy 
or if you were doing a coordinated policy.”

According to Krugman, this logic applies with equal force, if slightly less effect, between the 
United States, Europe, and Japan. Indeed, the effect may be more “than our standard calculations 
suggest,” due to the interdependence of the major world economies. 

Echoing the theme of the conference’s first session, Krugman suggested that economists would 
have to rethink their understanding of interdependence in the global economy. According to him, 
“the revealed interdependence of our economies is turning out to be…very much larger than any-
one realized.” 

Krugman pointed to the “way world trade has responded to the crisis” as evidence of that fact. 
The sharp decline in world trade reflected a “trade flow interdependence on a scale that we haven’t 
quite appreciated.” This interdependence tends to reinforce the notion that “each economy’s at-
tempts to rescue itself are, to some extent, dissipated to other economies.” By the same token, if 
“we were all acting together, strong action would look a lot more attractive than if we each try to 
make policy selfishly and separately.”

Krugman emphasized the nexus between an inadequate macroeconomic policy response 
and the pressure for protectionism. He pointed to the instinct in the U.S. Congress to attach “buy 
American” restrictions to any stimulus spending on the theory that, if the money was to be spent, 
it should be spent in the United States to maximize its stimulative effect. 

Krugman indicated that the Congress’s logic makes sense if “you look only at the short-run 
macroeconomics” and ignored what “the world trading system [will] look like five years from 
now.” Again echoing one of the themes highlighted in the conference’s first session, he noted that 
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“there’s a real sense in which the success of globalization is actually an impediment to…dealing 
with the current crisis.” This tends to encourage politicians to think that the solution lies in “undo-
ing some of the globalization” in order to make responding to the crisis easier.

This approach, of course, would come at a significant cost because any temporary gains would 
be more than offset by the losses to a nation’s potential growth resulting from its isolating itself 
from the global economy. Thus, the better approach, both from the perspective of the cost of 
stimulating the global economy and from the perspective of salvaging the global trading system, is 
to pursue complementary fiscal policies that will restore economic growth without sacrificing the 
trading system in the process. 

In Krugman’s view, the Group of Twenty would ideally come out with a consensus statement 
committing all the major global economies to “strong measures” (i.e., fiscal stimulus) to come to 
grips with the economic crisis. One of the principal benefits of such an agreement would, in his 
view, be “that it would to some extent reduce the lure of protectionism in these troubled times.” 
In short, a “coordinated G-20 macroeconomic response to the crisis” would reduce “the appeal of 
doing something that disrupts the world trading system.”

Krugman once again expressed his optimism that the global economy would avoid “a ma-
jor outbreak of protectionism.” He acknowledged the questions that many have raised about the 
direction of U.S. policy, particularly in light of “things that President Obama might have said on 
the campaign trail” and statements by “some Democratic congressmen and senators.” He further 
acknowledged that a Democratic-controlled Congress would be more responsive to organized 
labor, which has traditionally favored protectionism. 

Krugman suggested, however, that these factors must be balanced against the fact that “we 
also have a very international administration that is very aware of the importance of holding to 
your agreements.” He opined that the United States is unlikely to “see a major backslide” in its 
trade policy as a result. He expressed a similar confidence that “the other major players” would 
avoid doing anything “truly disruptive” to the trading system.

However, Krugman ended his prepared remarks on a cautionary note, indicating that, though 
he is optimistic for now, rising unemployment in the United States and a prolonged recession might 
alter his view about the course of U.S. trade policy. In his view, this underscores the importance of a 
coordinated response to the economic crisis. He emphasized that “this all comes back to the essen-
tial point—the best thing we can do for trade policy right now is actually to get our macroeconomic 
policy in order and deal with” the most profound economic crisis in our experience. 

Following his remarks, Krugman took questions, the first of which returned to the topic of 
trade and the future course of the global trading system. The questioner asked him to look beyond 
the current crisis toward the next frontier in trade cooperation. 

The issue raised was whether the World Trade Organization’s’ traditional focus on border 
measures is adequate or appropriate in light of the globalization of the world economy and its 
implications for the organization of production on a global basis. The question was about what the 
changes in the global economy mean for the trade agenda.

In response, Krugman suggested that the changing world economic landscape pointed to-
ward the need for “deep integration,” along the lines of the European Union’s 1992 Single Market 
initiative. But he indicated that he saw little political support for such a “visionary” initiative in the 
context of “global trade negotiations.”
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Krugman noted that “deep integration in Europe has been crucially dependent on the fact that 
the Europeans are already so close” in terms of geography, culture, and, of particular importance, 
“level of development.” This makes deeper integration both economically rational and politically 
feasible. “Even so,” he pointed out, “it’s very hard to do. 

Accomplishing something similar would involve some “significant sacrifice…of national 
sovereignty.” As Krugman pointed out, it “took a long time even for Western Europe to reach that 
stage,” which suggests that anything like integration on that scale is unlikely for the foreseeable 
future.

Krugman was then asked to comment on the notion that Europe’s social safety net provides 
a strong set of “automatic stabilizers,” which provide a countercyclical stimulus, and, therefore, 
obviate the need for any additional fiscal stimulus. He responded by pointing out that, because 
the European Union governments are together spending roughly 12 percentage points more of 
their gross domestic product than the U.S. government, Europe gets “sort of an extra kick of 0.12 
percent of GDP stimulus” for each percentage point of that gap. 

What this suggests to Krugman is that, “given the size of the gaps we’re talking about, [the 
effect of] the automatic stabilizers…is overstated.” In other words, though “European fiscal policy 
looks a little more adequate than the headline numbers on the discretionary stimulus would sug-
gest,” the actual additional push provided by the automatic stabilizers amounts to a “half a percent 
of GDP, not enough to make a huge difference to your evaluation of what’s going on.”

Where these stabilizers have had an effect, in Krugman’s view, is in reducing “the amount of 
human suffering…in European countries because people don’t lose their health insurance [and] 
the unemployment benefits are more generous.” This “may make people less anxious to respond 
promptly to the economic crisis.”

But Krugman stated bluntly that “Europe is, in fact, not pulling its weight in the stimulus 
sphere.” He said that, while the “United States is not doing enough,…Europe is doing substantially 
less.”

Krugman expanded on this point by addressing the arguments against an additional stimulus 
package, principally that the money would not be well spent if there was a rush to push it out into 
the economy with all possible haste. He appealed to John Maynard Keynes—arguing that, “if we’re 
desperately concerned to keep the economy from slumping too much, actually we don’t want to 
worry too much that the money is spent well.” It is “better that it be spent well, but the trade-offs” 
are low, because the resources being used “would otherwise be unemployed.”

Krugman suggested that, in macroeconomic terms, the global economy had “gone through 
the looking glass,” entering “Alice in Wonderland territory,” where “none of the normal rules apply, 
where being careful about how you spend your money is a vice, not a virtue, where prudence and 
being cautious, is a bad thing.” He explained that it is “very hard for people to get into that mind-
set.”

He also indicated that, “four or five years from now,” policymakers will have the opposite 
problem. They will have to “get back out of that [mindset] and get back into a mindset where…
resources are scarce again.”

Krugman was then asked about the extent to which global economic interdependence is “dol-
lar dominated”—both the “global finance system” and global trade, by virtue of the fact that most 
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trade financing is conducted in dollars. The questioner raised the prospect that “economies with 
big reserves, such as China, can start thinking about schemes of trading in other currencies” or 
that the world might benefit from a global financial system increasingly denominated in the Inter-
national Monetary Fund’s Special Drawing Rights.

Krugman responded by pointing to the history of the IMF itself, in which “the [Special Draw-
ing Rights] experience more or less proved” that “simply dictating that people are going to use 
some currency basket rather than actual live currency” does not work in practice. He pointed out 
that there is no international treaty compelling the use of the dollar, either as a numeraire or for 
transactions. Instead, according to him, market participants prefer the dollar “because of the li-
quidity of the markets and the fact that other people use it.” Altering these economic fundamentals 
could not be done by fiat, in his view.

Krugman indicated that he had assumed that the global financial system had been “heading 
towards a tipping point where the euro would become at least a somewhat coequal currency.” But, 
in his view, “we appear to have…retreated back from that tipping point because of the weaknesses 
of the euro zone,” particularly the fact that the euro zone lacks “a full-depth” European govern-
ment bond market. Government debt in the euro zone is issued by the individual governments 
and, even though it is denominated in euros, the debts of France, Germany, Italy, and Greece are 
“not regarded as perfect substitutes for each other.” Because this perception rests on the underly-
ing economic policies in each market, “having some agreement is not going to change that,” in his 
view.

With respect to economies like China holding significant reserves, Krugman suggested that 
they are unlikely to move precipitously toward diversification away from the dollar. The reason is 
that a unilateral decision to “diversify their reserve holding[s] substantially to euros and possibly 
other currencies…would inflict an enormous capital loss on themselves.”

Krugman concluded his response by noting that it had proved impossible, “even in the days 
when we had relatively limited movements of capital [in] a relatively controlled system,…to legis-
late what the reserve currency would be.” That prospect is still more remote, in his view, in a global 
economy “with the wide-open world financial markets.”

Krugman was then asked about the mix of monetary and fiscal policies that has been used to 
date to respond to the global economic crisis. The questioner noted that neither monetary policy 
nor global fiscal coordination was “working terribly well,” which has led to some unconventional 
monetary policy approaches that are now commonly referred to as “quantitative easing.”

In responding, Krugman noted that “one of the things about this crisis that is, in a way, 
disheartening, is that we did not come into this intellectually unprepared.” He said that there is 
a group of economists—particularly at Princeton University, including the current the Federal 
Reserve chairman, Ben Bernanke—whose members have “thought a lot about the Japanese experi-
ence and how we would deal with it if anything comparable seemed to happen in the United States 
or in the euro zone.”

Bernanke’s belief is that “these unconventional monetary operations,…changing the composi-
tion as well as the size of the Fed’s balance sheet, could be an effective tool of monetary policy.” 
That is, in fact, the approach that the Fed has adopted in the face of the current crisis, in large 
part because the conventional means of easing monetary policy (i.e., lowering interest rates) had 
significantly less “traction…than a lot of people had imagined.”
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The effect of the Fed’s policy shift has been to triple the size of its balance sheet and radically 
alter its composition in terms of the securities it holds. In other words, the changes in its balance 
sheet have been qualitative as well as quantitative, making it “utterly unlike what it was before-
hand.” 

These actions have, in fact, managed to reduce some of the risk spreads that have threatened 
the financial system as a whole. For this reason, Krugman indicated that—despite his misgivings 
about specific Fed funds, such as the Term Asset Loan Facility (under which the Fed could eventu-
ally buy up to $1 trillion in financial assets, effectively making the Fed the secondary market for 
such securities)—he feels that the Fed’s actions, nonetheless, have been “very much the right thing 
to do.”

The problem, according to Krugman, is that the Fed’s quantitative easing has not been “re-
motely enough” to deal with the current crisis. He suggested that Bernanke and others “were just 
way too optimistic about how much you could achieve through changing the composition of the 
balance sheet.”

By way of explanation, Krugman pointed to a recent estimate by the investment bank Gold-
man Sachs, suggesting that the normal conventions of monetary policy would dictate that the “Fed 
funds rate [i.e., the key interest affected by the Federal Reserve’s policies] ought to be minus eight.” 
Given the Fed’s inability to charge negative interest rates, this estimate implies the need for a “$10 
trillion of quantitative easing to achieve what we really should achieve through monetary policy.” 

The effect of such measures would mean that the Fed would end up “owning about 20 percent 
of the entire U.S. market, which would expose the Fed to enormous risk.” As Krugman pointed 
out, even “buying long-term treasuries is exposing the Fed to a lot of risk, because if interest rates 
go up, then they take a capital loss,” which means that even the current monetary policy measures 
have begun to blur the lines between monetary and fiscal policy.

The final question for Krugman focused on the specifics of the sort of stimulus package he 
had proposed in his prepared remarks. He responded by explaining that we have “a pretty good 
sense of what has got the biggest bang for the buck” in terms of a fiscal stimulus. This includes 
“public spending on goods and services.” Such purchases are “actually creating demand because 
the government itself is spending the money” currently. In his view, “if there were no constraints, 
you’d want the whole program to consist of ” such purchases to maximize the stimulative effect of 
the government spending. 

The trouble with this, according to Krugman, is that every country has legitimate infrastruc-
ture needs that require longer-term public investment. Though such spending is “productive, and 
it’s got a strong stimulative effect,…a lot of the things that you might want to do in terms of public 
spending just take too long.” Given that the crisis may last as much as two years or three years, in 
his view, there is less reason to be “insistent that spending materialize in the near future,” as many 
people would recommend.

Krugman indicated that “financial aid to the most distressed individual” can also prove “quite 
effective.” This could take the form of enhanced unemployment and health insurance benefits. 
There is, nonetheless, “only so much you can do with that” sort of an approach. In a U.S. context, 
federal aid to state and local governments can also operate quickly because, “while it takes a long 
time to start new spending, it doesn’t take much time to prevent cuts in spending” by state and 
local governments.
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Krugman suggested that other countries might have to adopt stimulus programs that are 
appropriate to their particular economic circumstances. For example, the “European equivalent 
of the state and local government aid” might take the form of “aid to the distressed economies of 
Europe in loans, or aid to the Baltics,” which would serve “much the same function.”

Krugman then addressed himself to the particular circumstances confronting Europe. He 
suggested that the European Union is suffering from a problem of multiple currency crises. Refer-
ring by analogy to the Asian financial crisis of 1997, he likened “the European core” to Japan and 
the “European periphery” to Thailand and Indonesia. In 1997, Japan suffered due to the financial 
collapse of two of its most significant export markets. The trade linkages brought the economic 
consequences of these two nations’ financial collapse to Japanese shores. 

In this sense, the current crisis confronting many of the new European Union members has 
begun to affect the EU’s core economies. As Krugman pointed out, given the “huge interdepen-
dence” among the EU members, “a crisis in the rest of Europe quickly turns into a collapse of…
exports” and also of economic growth in the core of Europe. 

By the same token, however, an effort to aid the economies on the European periphery would 
redound to the benefit of the European core. According to Krugman, assisting the newer mem-
bers of the European Union financially at this stage—something that the major EU governments 
have thus far resisted—would, in fact, have a stimulative effect on their economies, much like U.S. 
federal assistance to state and local governments.
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The third session of the conference explored how, regardless of the outcome of the Doha Develop-
ment Agenda of the World Trade Organization (WTO), the global trading system can contribute 
more positively to reducing poverty and improving economic conditions throughout the develop-
ing world. The discussion was led by

Kimberly Elliott, senior fellow, Center for Global Development; ■

Antoni Estevadeordal, manager, trade and integration, Inter-American Development Bank; ■

Alberto Trejos, former minister of trade for Costa Rica and now professor of economics,   ■
INCAE Business School; and

Alan Larson, former U.S. undersecretary of state for economic affairs and now senior interna- ■
tional policy adviser at the law firm Covington & Burling.

Given its focus, the Doha Development Agenda provided a natural starting point for discuss-
ing the potential contributions the global trading system could make to reducing poverty and 
deepening economic development. 

In beginning the discussion, Elliott cited Michael Finger, formerly with the World Bank, for 
the proposition that the trading system suffers from an “imbalance overhang.”1 Finger coined this 
term to describe the perception among a number of developing countries that they got far less 
from the Uruguay Round’s commitments on agriculture and textiles, while accepting a variety of 
new burdens like the Trade-Related Aspects of Intellectual Property Rights agreement.2

Elliott suggested that the impasse in the Doha Round flowed, in part, from the need to ad-
dress the perceived imbalance overhang before progress could be made. She argued that address-
ing this imbalance was, in fact, the central role of the Doha talks, rather than significant trade 
liberalization that would be a part of any conventional trade round. In other words, rather than 
accepting the arguments of some that WTO members “should just scrap it and start over,” the key 
contribution of the Doha Round could be dealing with some of this imbalance overhang and…
clearing the table, including on agriculture, even if it is not that commercially significant, so that 

1.  Ministry of Foreign Affairs, Next Frontier, 170–171.
2.  Ibid.; also see Kimberly Ann Elliott, “U.S. Trade Policy and Global Development,” in The White 

House and the World: A Global Development Agenda for the Next President, ed. Nancy Birdsall (Washington: 
Center for Global Development, 2008), 194–195.

bargaining for development
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we can then move forward on new issues and new ways of thinking” with respect to trade and 
development.

Trejos underscored the importance of completing the Doha Round. He said that trade repre-
sents “the best shot that we have for development to happen,” asserting that expanding trade was 
“what the WTO was created for, and developing countries need it more than anybody else.”3

Trejos pointed out that, over the past decade, for the first time “two-thirds of the population of 
the world either lived in a country that had a comparatively high income or a comparatively high 
income growth” thanks largely to trade.4 The economic evidence supports the notion that export 
growth, investment attraction, and trade promotion were among the key ingredients that made 
a difference in those developing countries that began to catch up.5 The lesson, in his view, was an 
overwhelming need to keep “the ball rolling despite the recession… despite the protectionism that 
might come with the recession” and “despite the deadlock in WTO.”6

For Trejos, however, “keeping the ball rolling” also meant looking beyond the Doha Round. In 
his view, progress on development demanded progress on the whole trade agenda, “not only the 
WTO” but also on aid for trade, bilateral trade agreements, trade promotion, and trade facilita-
tion.7 He argued that progress on a broad front was needed, not simply because “trade creates jobs 
or currency or demand for Keynesian growth, but more importantly because development is not 
only a process of making small bigger, it is also a process of making simple more complex.”8 

Trade liberalization is necessary to allow this process to unfold because it expands the op-
portunities for specialization, which are essential to the productivity gains that drive development 
and raise standards of living. As Trejos pointed out, expanding trade opportunities encouraged the 
“process of discovery and fast productivity growth associated with the emergence of new activities 
and sectoral change,” as well as facilitating the “process of technological transfer and sophistication 
of ” production in developing countries.9 

The goal, as a consequence, is not simply liberalizing trade in the conventional sense but also 
“generating linkages and becoming part of a global value chain, not as the provider of the raw 
material at the beginning and the assembly in the end but, rather, in a more interesting, more valu-
able way.”10 Given the progress many developing countries have already made in overcoming this 
hurdle, according to Trejos, “the worst thing that can happen here is simply [that we] get stopped 
in our tracks.”11

What this suggests is an evident—indeed, urgent—need to look beyond the Doha Round 
even while supporting its rapid conclusion. This will require a broader vision of the relationship 
between trade and development, as Trejos suggested, and an effort to gear the trading system and 
trade policy as a whole toward the goal of reducing poverty and encouraging development.

 3.  Ministry of Foreign Affairs, Next Frontier, 186.
 4.  Ibid., 186–187.
 5.  Ibid.
 6.  Ibid.
 7.  Ibid., 188.
 8.  Ibid.
 9.  Ibid.
10.  Ibid., 187.
11.  Ibid.
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Trade’s Role in Economic Development
The global trading system’s contribution must be measured against the goals adopted at the Mil-
lennium Summit in New York in September 2000. There, world leaders committed themselves 
in the Millennium Declaration to the eradication of poverty and significant improvements in the 
health and welfare of the world’s poor by 2015.12

The goals enumerated in the Millennium Declaration have been buttressed by a number of 
other efforts, including the launch of the Doha Development Agenda and the commitments by 
donor countries in support of the declaration’s goals.13 Yet, based on the progress to date, it is clear 
that the world will not meet the Millennium Development Goals (MDGs) by 2015. According to 
the German Marshall Fund’s Taskforce on Development, the record of progress toward the goals 
identified in the declaration is mixed at best.14 Though economic growth in the early part of the 
decade brought a remarkable reduction in poverty and though there have been equally remarkable 
improvements in certain areas (e.g., the expansion of primary education), the overall record of 
progress toward the eight goals enumerated in the declaration has stalled in many areas.15 

The work of the WTO and the trading system generally is critical to achieving the goals of 
the Millennium Declaration in two respects. First, as the Taskforce on Development’s report 
highlights, “strong, sustained economic growth in the developing world is a prerequisite for the 
achievement of the MDGs” by 2015.16 The discussion above has illustrated the important role that 
trade liberalization can play in promoting economic growth. The current economic crisis only 
reinforces this message.

Second, wholly apart from the role trade liberalization can play in stimulating economic 
growth, it also creates an enabling international economic environment that is essential to expand-
ing the developing world’s participation in global trade, which is itself one of the primary goals 
of the Millennium Declaration and the agreements reached in 2002 in Monterrey and in 2005 in 
Paris. Here again, the current economic crisis should serve as a wake-up call. The rising tempta-
tion toward protectionism, highlighted by the recent debate over “buy national” policies, would do 
the greatest harm to the developing world.

12.  The Millennium Declaration agreed to at the New York summit established eight goals: (1) the 
eradication of extreme poverty and hunger; (2) achievement of universal primary education; (3) promotion 
of gender equality and empowerment of women; (4) reductions in child mortality; (5) improvement in ma-
ternal health; (6) combating HIV/AIDS, malaria, and other infectious diseases; (7) ensuring environmental 
sustainability; and (8) developing a global partnership for development. United Nations, “United Nations 
Millennium Declaration,” UN General Assembly Resolution 55/2, United Nations, New York, adopted Sep-
tember 18, 2000.

13.  See, e.g., Organization for Economic Cooperation and Development, “The Paris Declaration on Aid 
Effectiveness: Ownership, Harmonisation, Alignment, Results and Mutual Accountability,” Organization for 
Economic Cooperation and Development, Paris, 2005. 

14.  German Marshall Fund Taskforce on Development, Toward a Brighter Future: A Transatlantic Call 
for Renewed Leadership and Partnerships in Global Development (Washington: German Marshall Fund of the 
United States, 2009), 10–12. The Task Force, cochaired by former U.S. representative Jim Kolbe and Gunilla 
Carlsson, Sweden’s minister for international development cooperation, sets out a number of useful recom-
mendations that would, if adopted, contribute to achieving the MDGs by 2015. As they relate to trade, the 
Task Force recommendations express frustration with the lack of progress in the Doha Round.

15.  Ibid.
16.  Ibid., 11.
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Both factors should underscore the urgency of completing an ambitious Doha Development 
Agenda and even more far-reaching progress on integrating trade and development goals through-
out the trading system generally. Achieving this progress, however, will require a fundamental 
reconsideration of how members bargain within the WTO.

Most important, this will require starting with the objective of development in mind. Rather 
than approaching trade liberalization as the goal, bargaining for development must start at the 
other end of the process. It must take the individual country’s strategy for development and pov-
erty reduction as a point of departure and then integrate trade liberalization as a tool to achieve 
these goals.

In effect, bargaining for development starts with the question of which trade policy choices 
will best promote development. Any number of factors contribute to development (i.e., improve-
ments in public health, the expansion of public education). In each instance, there are ways in 
which trade policy can make a positive contribution to lowering the cost of delivering these ser-
vices, while improving the ability of individuals in the developing country to take advantage of the 
opportunities that the access to the trading system creates.

The Doha Development Agenda was launched with the specific goal of enhancing the partici-
pation of developing countries in the world trading system and ensuring a broader sharing of the 
gains from trade globally. Even under the most optimistic scenario, however, it appears that the 
agenda will make only limited progress toward these goals despite the manifest benefits of reach-
ing an ambitious agreement.

Trejos put this into perspective by asking what it means to negotiate a “development round,” 
According to him, the “WTO is built around the idea that trade is good for countries and that all 
unilateral opening is a bold, intelligent, first step for development.”17 In the event, however, the 
Doha talks are not “asking commitments from… least-developed countries and less commitments 
from developing countries.”18 The commitments that developing countries might “have to face 
come in later or lower” under the current negotiating texts in the Doha Round, which makes sense 
if one accepts the proposition that most developing countries may need a longer period to adjust 
to the competitive pressure that flows from liberalization.19

Having said this, Trejos pointed out that “there are actually quite a few developing countries, 
including mine, that attest to” the idea that liberalization is essential to achieving their develop-
ment goals. In this sense, the idea that Doha offers developing countries “a round for free… gives 
us a very bad start because this means in this round we are not going to push for the one thing that 
could help the poorest countries the most, which is push them to improve their own policies for 
themselves.”20

For Trejos, the current talks “also start in the wrong place” by focusing on traditional border 
measures, which are the core of the WTO agreements and the current Doha Round, because the 
barriers that developing countries face are, in fact, deeper and lie beyond the border.21 They are 
also more complex.22

17.  Ibid., 189.
18.  Ibid. 
19.  Ibid.
20.  Ibid.
21.  Ibid., 190.
22.  Ibid.
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Just as important, by offering a “round for free,” the current talks do not address developing 
countries’ own internal trade restraints or distortions, which represent “barriers that are tougher 
in the transformation processes that developing countries need to achieve.”23

Looking Beyond Doha: Rethinking the  
Nexus between Trade and Development
As Trejos pointed out, the reason for the seeming contradiction between the focus of the Doha 
Round negotiations and those internal reforms that would contribute most to development lies in 
the negotiations’ focus on border measures, particularly in the case of agriculture, with the ex-
pectation that trade liberalization will contribute indirectly to development. In effect, though the 
negotiations were launched with the goal of development, they have been conducted in a very con-
ventional way—subject to the mercantilist bargaining that normally takes place within the trading 
system for very practical reasons (i.e., the need to develop political constituencies in support of 
implementation that will invariably entail adjustment costs).24

Looking beyond Doha, further success in drawing the developing world into the trading 
system and encouraging a broader sharing of its benefits will require a far more fundamental 
rethinking of the nexus between trade and development and what this implies for bargaining with 
the WTO. It will also require a means of integrating trade and development goals that help iden-
tify priorities in terms of development assistance (i.e., “aid for trade”) as well as trade liberalization 
goals.

In this regard, it helps to start with first principles, as Trejos suggested. Both the nature of 
development and the role of international trade in this process have been the subject of consider-
able scholarly and political debate. Though development economists have come up with a variety 
of answers to explain the divergent paths followed by developed and developing countries, as well 
as the process of development itself, none of them have proven wholly satisfactory.25 

23.  Ibid.
24.  Seung Wha Chang provides a useful summary of the Doha Development Agenda negotiations 

from their launch in 2001 through the ministerial meetings in Cancun and Hong Kong to the present. S. W. 
Chang, “WTO for Trade and Development Post-Doha,” in The Future of International Economic Law, ed. 
W. Davey and J. Jackson (New York: Oxford University Press, 2008), 117–122. Chang accurately describes 
the tension between the bargaining positions of most of the developed world, which focused on reciprocal 
market access consistent with prior negotiations for the General Agreement on Tariffs and Trade, while the 
developing world sought to expand the special and differential treatment available to them under the exist-
ing WTO rules. In the event, neither approach actually started from the perspective of what trading arrange-
ments would best serve development. Rather, the positions simply extended a dynamic between industrial-
ized and developing countries that has shaped the trading system and multilateral trade negotiations under 
the auspices of the General Agreement on Tariffs and Trade since its inception in 1948.

25.  See, e.g., G. Meier, Biography of a Subject: An Evolution of Development Economics (New York: Ox-
ford University Press, 2005), 1; M. Todaro and S. Smith, Economic Development, 8th ed. (Boston: Addison 
Wesley, 2003), 15–20; and D. Perkins, S. Radelet, D. Snodgrass, M. Gillis, and M. Roemer, Economics of 
Development, 5th ed. (New York: W. W. Norton, 2001). Also see W. Easterly, The Elusive Quest for Growth: 
Economists’ Adventures and Misadventures in the Tropics (Cambridge, Mass.: MIT Press, 2001); and W. East-
erly, Reliving the ’50s: The Big Push, Poverty Traps, and Takeoffs in Economic Development, Working Paper 65 
(Washington: Center for Global Development, 2005). 
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Within this context, trade was often seen as a constraint on development.26 Indeed, the opera-
tion of markets—how buyers and sellers come together—domestically and internationally was 
largely ignored.27

Although the early approaches to development have given way to a fuller appreciation of the 
role that markets can play in development, mainstream development economics has only re-
cently begun to appreciate that the necessary starting point for analysis is the individual and the 
incentives or disincentives he or she faces in raising his productivity and, thereby, contributing to 
development. 

An individual’s freedom to engage in exchange is critical to this process. As one of the most 
trenchant critics of early development theory, Peter Bauer, put it, 

In the absence of opportunities for exchange, there is little scope for the division of labor and 
emergence of different crafts or skills. The lack of commercial links with a wider society ob-
structs or precludes the inflow or emergence of new ideas, methods, crops and wants.28

Therein lies the appeal of the Nobel laureate Amartya Sen’s concept of development as free-
dom and its relationship to trade. According to Sen, the expansion of individual freedom, par-
ticularly the freedom to engage in exchange, is essential to “the process of change that transforms 
a subsistence or near-subsistence economy to an exchange economy.”29 Trade, both domestic and 
international, is, as a consequence, critical to the development of an exchange economy that liber-
ates individuals to specialize, and thus to raise their productivity and standard of living, which is 
what ultimately drives all economic development.

What Sen’s analysis—best captured in his 1999 book Development as Freedom—suggests is a 
different way of understanding the connection between trade and development goals. He defines 
development in terms of expanding the substantive freedoms an individual enjoys and the capac-
ity he or she has to make the most of the opportunities these freedoms create.30 

Among these freedoms, Sen attaches particular importance to the freedom to engage in ex-
change (i.e., the ability to participate in markets both as a buyer and seller).31 Limiting the free-

26.  Trade between developed and developing countries was perceived variously as displacing domestic 
investment in industrialization or structured in ways that created an inherent continuing dependence by 
developing countries on their developed country trading partners. See R. Prebisch, The Economic Develop-
ment of Latin America and Its Principal Problems (New York: United Nations Economic Commission for 
Latin America and the Caribbean, 1950), 14; and H. Singer, “The Distribution of Gains between Investing 
and Borrowing Countries,” American Economic Review 40 (1950) 473–485.

27.  See P. Bauer, From Subsistence to Exchange and Other Essays (Princeton, N.J.: Princeton University 
Press, 2000). Bauer’s basic point was that most economists, including those who focused on development, 
had lost sight of “internal trade (i.e., wholesale and retail trade) as one of the engines of growth”; he under-
stood that “in emerging economies the activities of traders promote not only the more efficient deployment 
of available resources, but also the growth of resources” (p. 3).

28.  Bauer, From Subsistence to Exchange, 7. This aspect of Bauer’s analysis flows directly from Adam 
Smith’s discussion of the division of labor. Smith’s genius lay in pointing out not only that specialization 
led to significant gains in productivity and an increase in wealth but also that markets “liberated” people to 
engage in exchange and free themselves from the tyranny of an existence on the margins of human life. A. 
Smith, An Inquiry into the Nature and Causes of the Wealth of Nations (London: Methuen, 1776).

29.  A. Sen, “Introduction,” in From Subsistence to Exchange by Bauer.
30.  A. Sen, Development as Freedom (New York: Oxford University Press, 1999).
31.  Sen, Development, 6, suggests that “freedom of exchange and transaction is itself part and parcel 

of the basic liberties that people have a reason to value.” The individual’s ability to participate in markets as 
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dom of exchange deprives individuals of the “economic opportunities and favorable consequences 
that markets offer and support.”32 For Sen, this is not simply a question of economics—“the more 
immediate case for the freedom of market transaction lies in the basic importance of that freedom 
itself.”33

It is not difficult to see the value of Sen’s perspective on the freedom to engage in exchange as 
a basis for a renewed effort to extend the benefits of the global trading system to the developing 
world. If development flows, as Sen suggests, from the freedom of individuals to engage freely and 
constructively in all aspects of their society and economy, then any effort to integrate trade and 
development goals must start from this basic fact. 

Development as a Process of Economic Change
Translating Sen’s approach into a workable methodology requires an exploration of another strand 
of economic theory, which involves the work of another Nobel laureate, Douglass North, concern-
ing the process of economic change. North’s work, best summarized in his recent Understanding 
the Process of Economic Change, conceives of economic change as a process of reconceiving “the 
institutional framework that defines the deliberate incentive structure of society” (i.e., the eco-
nomic incentives facing individuals, firms, governments, and other actors in the economy).34 

North defines institutions as the “formal rules, informal norms, and their enforcement char-
acteristics” that order economic competition.35 How these constraints are structured will largely 
define whether a given economy tends toward “increasing economic efficiency or stagnation.”36 
In North’s view, “the structure that humans create to order their political/economic environment 
is the basic determinant of the performance of an economy,” because it “provides the incentives 
which shape the choices humans make” and dictates “the kinds of skills and knowledge perceived 
to have the maximum payoff.”37 

The question that North’s analysis poses for development as defined by Sen is: What institu-
tional framework would maximize the perceived payoff from the expansion of freedom and its 

both buyer and seller is particularly important in any effort to integrate trade and development goals. The 
reality is that most of the immediate benefits of trade, whether internal or external, flow to the poor in any 
society in their capacity as consumers via the price effect of increased competition (i.e., access to higher 
quality goods at a lower cost). Allowing the price effect to reach the poor (or, put another way, allowing 
the poor to capture the benefits of trade) starts with expanding their freedom to engage in exchange. More 
profoundly, it is the freedom to engage in exchange as a consumer that liberates individuals to specialize. By 
engaging in exchange, they are free to raise their own productivity and reap the reward of their initiative and 
effort. The productivity gains that flow from that specialization contribute to development.

32.  Ibid., 26.
33.  Ibid., 112: “We have good reasons to buy and sell, to exchange, and to seek lives that can flourish on 

the basis of transactions. To deny that freedom in general would be in itself a major failing of a society.”
34.  D. North, Understanding the Process of Economic Change (Princeton, N.J.: Princeton University 

Press, 2005), 1.
35.  Ibid., 48. North points out that the dominant fact of economic life is scarcity and the competition 

for scarce resources is the key to the process of institutional change. For him, it is the competition for re-
sources that stimulates the drive by individual entrepreneurs, whether of an economic or political variety, 
to continually invest in the skills and knowledge needed to succeed and survive. It is “the structure of con-
straints we impose to order that competition [that] shapes the way the game is played” (p. 59).

36.  Ibid.
37.  Ibid.
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exercise? Or to put it another way: How might we organize the institutional incentive structure in 
the global economy in ways that systematically favor the exercise of human freedom? Thinking of 
development in these terms, rather than as a macroeconomic approach that analyzes development 
from the perspective of overall economic growth, requires one to consider the existing incentive 
structure within a developing economy and within the global trading system and how these incen-
tives would need to be changed to expand the opportunities available to individuals and firms in 
developing countries.

The reason for this focus on North’s analysis is its nexus with Sen’s definition of development. 
The freedoms Sen describes are the result of the “institutional framework” to which North alludes. 
The “deliberate incentive structure of society” may either favor or disfavor the acquisition and 
exercise of those freedoms, but the process by which these incentives are set within a given society 
and economy will largely define the extent to which the society’s members benefit from them and, 
therefore, contribute to economic development.

Translating this into the language of Sen yields a powerful conclusion. Denying the poor 
access to markets—both as producers and as consumers—denies them the freedom to become 
agents of change in their own lives, which necessarily hinders their ability to contribute to the 
process of institutional change and, therefore, to the process of economic development.

Seen in this light, the nexus between trade liberalization and development lies in its contri-
bution to changing the incentive structure facing individuals in the developing world. In other 
words, it involves aligning trade policy objectives, including the rules of the global trading system, 
in ways that systematically favor the freedom of individuals to connect to markets, both as pro-
ducers and as consumers. 

Thinking of trade and development in these terms also helps explain the role of trade negotia-
tions in the process. Access to open and contestable markets is a powerful tool in encouraging in-
titutional change. The competition they encourage helps drive the process of revising institutional 
incentives in a positive way.38 

At the same time, the implication of this statement for the way in which bargaining is done 
within the WTO is stark. What this suggests is that the mercantilist approach to bargaining that 
has served the process well as a means of encouraging trade liberalization is inapposite to the 

38.  Ibid., 21. If development involves a process of economic change and that process requires resetting 
the basic institutional arrangements in the trading system and within countries, then the principle obstacle 
negotiators must confront is path dependence—“the way by which institutions and beliefs derived in the 
past influence present choices.” The point being that, whatever the initial choice of rules governing a society 
or economy, economic life will have organized itself around that particular set of institutions and incentives. 
These institutions become obstacles to change that would free individuals to participate more fully in the 
global trading system. These institutions include domestic arrangements in both developed and developing 
countries, as well as the rules of the global trading system itself. A recent analysis of participation by Viet-
namese firms in global value chains in the textile and apparel industry highlights the importance of thinking 
of development in North’s terms. Though market access barriers in consuming markets remain significant 
even after the end of the Multi-Fibre Arrangement and the quotas it authorized, the factors that most af-
fected the ability of Vietnamese firms to participate in global value chains were, in fact, domestic (i.e., the 
institutional incentives that firms faced in their domestic economy accounted for both the success of certain 
firms and the failure of others to tap global markets). See L. Thomsen, “Accessing Global Value Chains? The 
Role of Business–State Relations in the Private Clothing Industry in Vietnam,” Journal of Economic Geogra-
phy 7 (2007): 753–776.
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process of bargaining for development.39 As emphasized above, bargaining for development 
within the trading system requires starting with the appropriate end—development—in mind and 
then reasoning to the outcome that best serves that goal in terms of trade policy. Therefore, future 
efforts to reduce poverty and integrate the developing world into the global economy must start 
from the other end of the equation—with development, rather than trade liberalization, as the 
primary objective—and then determine what sort of bargain might most successfully contribute to 
achieving these development goals. 

Alternative Models 
The process of experimenting with different models for integrating trade and development goals 
is, in fact, already under way. Unsurprisingly, those countries that have already undertaken sig-
nificant liberalizations and have benefited from this approach economically have not been content 
to wait for the conclusion of the Doha Round to press ahead with their trade and development 
strategies.

Indeed, most successful experiments for incorporating trade into a country’s development 
strategy have started with developing countries themselves. For Trejos, this represents the pri-
mary reason to quit talking about the “tension between bilateral or regional agreements and the 
multilateral deal.”40 Acknowledging that there can be a significant tension due to trade diversion, 
if “you only make one free trade agreement and you pick your partner at random,” he pointed out 
that most developing countries “entertaining regional agreements” were not, in fact, making that 
mistake.41 They “neither are picking their partners at random, nor are they limiting themselves to 
a small number of partners,” which substantially reduces the potential for trade diversion.42 

Examples like the Association of Southeast Asian Nations (ASEAN), the Central American 
Common Market (CACM), and others bear this out. In the case of integration in Southeast Asia, 
ASEAN has been the prime mover behind new trade arrangements with Japan, China, and India. 
Similarly, the CACM was integral to launching the Central American Free Trade Agreement 
with the United States, to which the Dominican Republic was later added. Significantly, in each 
instance, the focus was on major trading partners within their region, rather than a partner that 
would have created substantial trade diversion.

39.  The mercantilist approach to bargaining with the WTO derives from the political economy of trade 
liberalization. The logic of collective action ensures that entrenched economic interests will organize to 
protect their interests and resist trade liberalization, whereas the more diffuse interests of consumers who 
would benefit from liberalization remain unorganized and unable to overcome the resistance of the inter-
ests benefiting from protection. See M. Olson, The Logic of Collective Action: Public Goods and the Theory 
of Groups (Cambridge, Mass.: Harvard University Press, 1971). Bargaining for export market access in the 
context of trade negotiations in the WTO helps overcome the constraints imposed by the logic of collective 
action. Securing greater export market access for import constituencies in one’s own market helps create a 
political counterweight to the entrenched interests pressing for continued protection. In short, the mercan-
tilist approach to bargaining serves the purpose of fostering trade liberalization—the proof lies in the suc-
cess of the General Agreement on Tariffs and Trade and the WTO in reducing trade barriers over a period 
of six decades.

40.  Ministry of Foreign Affairs, Next Frontier, 192.
41.  Ibid.
42.  Ibid.
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The same could be said of efforts by individual developing countries engaged in bilateral deals. 
Peru represents a particularly significant model in this regard because of the way it has integrated 
a vision of trade in a globalized, knowledge-driven world economy into its development strategy. 
Peru has negotiated a web of free trade arrangements with the United States, the European Union, 
and China, as well as its regional trading partners, but not simply to ensure market access for its 
goods in these markets. Rather, understanding that it must become a part of a value chain serving 
global markets, Peru hopes to become a primary source of what they sell because of the scale of 
market access they can offer buyers that purchase Peruvian goods and services. 

Peru’s strategy is both a significant departure from prior approaches to trade and develop-
ment and one of the most forward-looking in its understanding and integration of the changes in 
the structure of trade in a global economy. Estevadeordal helped explain the dynamics of moving 
countries like Peru, as well as groups like ASEAN and CACM, to pursue alternative models of 
liberalization. 

Although economists still debate the impact of trade liberalization on growth and develop-
ment, most developing countries themselves have opted to pursue liberalization based on the 
demonstration effect provided by other developing countries.43 Estevadeordal pointed to a recent 
example in Latin America—the Arco Pacífico Latinoamericano (known as Arco)—that bears this 
out. 

Arco was developed as a means of coordinating the participation of the 11 Latin American 
countries that form the eastern rim of the Pacific. It was, initially, designed as a means of interface 
with the Asia-Pacific Economic Cooperation forum (APEC) and its annual meetings. Arco has 
since taken on a life of its own. In part, this has flowed from the model of economic success that 
Arco’s Asian trading partners represent and the fact that the Asian region has become a source of 
significant demand for Arco’s exports. But Arco’s approach has drawn equally from the countries’ 
experience in APEC and its ASEAN member countries, both of which tend to focus much more 
on trade cooperation and facilitation than on the negotiation of trade agreements as convention-
ally defined.

Among the Arco countries, the process of engagement in APEC and with their ASEAN trad-
ing partners has led to both a broader and deeper level of cooperation on trade and economic 
development. They engage in joint working groups and ministerials where the discussions allow 
them to discuss the full gamut of issues they confront economically.44 Thus, they discuss labor and 
financial issues within the framework of the discussion about their trade issues, without making 
those topics part of specific “trade” agreements or commitments.45 They are not, as Estevadeordal 
put it, a “part of the same bargaining set,” but nonetheless their issues can be discussed “around 
the same table.”46

This question of what is part of the “bargaining set” reflects Estevadeordal’s central point 
about the alternative models that developing countries have been pursuing. Clearly, developing 
countries have been seeking arrangements that would allow for a great deal of cooperation on a 
much broader front in their bilateral and regional structures. They have not, in this setting, felt 

43.  Ibid., 217–218 .
44.  Ibid., 181.
45.  Ibid.
46.  Ibid.
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constrained by the conventional notion of what constitutes the “bargaining set” in the WTO or in 
traditional free trade agreements, which principally focus only on the reduction of border mea-
sures and other restraints on or distortions of trade.

Thus, within ASEAN, the participating countries are, as Estevadeordal noted, “thinking in 
a much more comprehensive way” about how to approach these conjoined issues of economic 
development, including how to “bargain these things in the same setting.”47 This is also true, to an 
extent, of the arrangements that the European Union and Japan have negotiated with select devel-
oping country trading partners, of which “part of the negotiating set is not only the trade part but 
is also part of some political cooperation and general cooperation issues, so it… is really a package 
on development.”48

What this suggests is that many of the initiatives under way in the developing world have 
already begun to explore what is better described as a development relationship, rather than trade 
agreements alone. At a global level, the only counterpart to this approach takes the form of the 
aid-for-trade initiative launched in Hong Kong in 2005 by the WTO. The aid-for-trade initiative 
represents a positive first step for the WTO in that it consists of a “development type of agenda.”49 
It is, of course, linked to the Doha Round in a broad political sense, but it operates on a separate 
track. Thus, unlike the other examples noted above, the aid-for-trade effort is “not completely con-
nected or integrated with the trade liberalization efforts under way in the WTO.”50

How best to capture the success of the alternative models that are being developed remains an 
open question. The discussion suggested a number of issues that would need to be addressed in 
any effort to develop a more constructive approach. For starters, there is a need to develop a bet-
ter sense of “the mechanisms and the dynamics between” conventional trade arrangements and a 
broader, more cooperative approach to building “development relationships.”51 Another key is the 
bargaining set (i.e., defining “the boundaries of negotiations in each of these realms—in the trade 
realm, in cooperation, in development”).52 Developing a more constructive alternative will also 
require rethinking the “technology for bargaining,” which includes both the “principles for nego-
tiation we should have in order to” ensure efficiency and the issues that the current WTO talks 
confront (i.e., “the issues of the consensus, the critical mass, the variable geometry” involved in 
reaching an agreement).53

Adopting this approach, moreover, raises a series of challenging questions that have not yet 
been discussed in any depth. One involves sequencing. Should, for example, developing countries 
pursue a trade agreement first and then pursue more complex cooperation agreements? Or can 
they, and the world community, pursue them in tandem or even leap over the initial step altogeth-
er and pursue a fundamentally different approach to bargaining for development?

Similarly, an effort to move toward the models that Estevadeordal highlighted would raise 
significant questions regarding institutional architecture.54 Though ASEAN and CACM have long-

47.  Ibid.
48.  Ibid.
49.  Ibid.
50.  Ibid.
51.  Ibid., 178.
52.  Ibid.
53.  Ibid.
54.  Ibid.
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standing institutional arrangements, for example, it is not at all clear that they are adequate for 
coordinating the integration of further trade liberalization with approaches to development on a 
regional basis. In short, “what type of institutions we need to do that” remains an open question.55

The institutional questions also raise important issues about the “intervention level.” In other 
words, the appropriate institutional arrangement will likely depend to a significant degree on the 
level at which the “intervention” or policy implementation takes place—whether, global, regional, 
subregional, national, or subnational. These issues will force policymakers to face the issue of 
subsidiarity that has been confronted by the European Union and those pursuing other efforts at 
regional integration.

Creating a More Constructive Approach
The central point of the third conference session’s discussion was that progress on integrating 
trade and development implies a very different approach to bargaining than the one convention-
ally employed in trade negotiations. As Estevadeordal stressed in his presentation, trade negotia-
tions focus on market access to create a political constituency in favor of liberalization. In this 
sense, they are tools to overcome the path dependence of the countries involved in the negotiation, 
as well as the path dependence of the system as a whole.

Can this approach be transformed into one that more powerfully delivers on the promise of 
development? To do so requires focusing on more than border measures. It also requires a more 
direct approach to bargaining for the changes in institutional incentives that would favor the exer-
cise of economic freedom by individuals throughout the developing world. Significantly, it further 
requires rethinking the definition of aid for trade.

There is, in fact, a working model of how these negotiations might be structured. The Euro-
pean Union, in response to WTO actions brought by India, the Andean countries, and the United 
States, among others, has been forced to renegotiate the means by which it extends trade prefer-
ences to the countries in Africa, the Caribbean, and the Pacific with which its members have close 
historical ties. The framework for this approach is the Cotonou Agreement and the negotiation of 
economic partnership agreements (EPAs) with the eligible countries.

These EPAs involve reciprocal trade liberalizing agreements that will eventually lead to free 
trade between Europe and the countries in Africa, the Caribbean, and the Pacific and cover sub-
stantially all trade, as is required by Article XXIV of the General Agreement on Tariffs and Trade 
of 1994. But they also involve commitments by the European Union and its member countries to 
provide significant levels of development assistance intended to make the EPAs work. In effect, 
by linking the negotiations on trade and development assistance, the EU has created a working 
model of how to integrate trade and development goals—one that broadens what is available to its 
developing-country trading partners and makes the negotiation of the reciprocal trade liberaliza-
tion more tractable.

The EPA model has its detractors, but it represents a significant advance over earlier nego-
tiating agreements that were designed to deliver on development as well as trade. What changes 
would be needed to improve this model and expand its application beyond the narrow confines of 
the Cotonou Agreement?

55.  Ibid.
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One step is analytical. Clearly, other developed countries without the historical ties Europe has 
with many developing countries might ask how this is in their interest. The answer lies in redefin-
ing what market access means in economic terms.

Trade economists have become extraordinarily adept at measuring the static gains from a 
percentage cut in existing tariff levels. Unfortunately, much like the economic analysis of trade 
and globalization generally, what is missing is any sense of the dynamic effects of liberalization. 
Therein lies the potential rationale for a broader bargain based on the EU’s model.

In reality, broader market access flows not simply from a cut in tariff levels or other trade 
barriers. It flows as much or more from increases in income and buying power within the market. 
Thus, even from a purely mercantilist approach to trade negotiations, there is an advantage in 
bargaining for more than the liberalization of border measures where such an agreement would 
contribute to rising income as well as lower barriers to trade. In effect, the bargain that needs to be 
struck lies in those steps that would contribute most to development (i.e., systematically revis-
ing the institutional incentives within economies and within the trading system in ways that free 
people both as producers and as consumers to participate effectively in local, national, and global 
markets).

Paul Applegarth—who was the first head of the U.S. Millennium Challenge Corporation 
(MCC) and is now chief executive officer of Value Enhancement International, which invests heav-
ily with entrepreneurs in the developing world—reinforced this point in his intervention during 
the conference discussion. He suggested taking “some of the same concepts [used at] MCC and 
bring it to trade policy” in order to offer a “greater package of trade incentives and trade openness” 
when a developing country has “taken the kind of policy steps that we think both act as an incen-
tive for [and] will really promote growth.”56 What this suggests is using “the trade regime to really 
have the same incentive effect on good policy that MCC has had.”57

Creating such a model, much less implanting it within the WTO, will prove a significant chal-
lenge. But, as Larson pointed out at the third conference session, the future lies in finding “a better 
way to combine [aid] with the trade policy of the country so that you can really concentrate on 
working in countries where trade liberalization has opened up opportunities for growth that can 
be accelerated by the intelligent use of development assistance.”58 He echoed the support for using 
the model of the MCC. He suggested that, in the formation of the MCC, the United States “tried 
very hard to have a focus on the way that development assistance could work in tandem with the 
forces of private sector development by being selective about the countries in which you work, by 
putting a focus on economic freedom along with good governance and the commitment to social 
and educational well-being.”59

Such an approach might even create synergies that helped conclude the Doha Round. The 
discussion generally recognized the importance agriculture played in the current talks, whether 
in terms of “clearing the table” of prior trade rounds or in creating a broader liberalization that 
would serve the interests of the developing world’s principal production sector. Larson pointed 
out that, in his experience, “there has been too little emphasis… on measuring your rate of return” 

56.  Ibid., 213–215.
57.  Ibid.
58.  Ibid., 207.
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on development initiatives.60 Measuring a rate of return, however, requires something more than 
“just a wish” or a generalized statement of objectives.61 Rather, it requires “a commitment and the 
requirement that you are going to lift as many people out of poverty as you possibly can with the 
money that you have available to spend.”62 In the case of the MCC, this had meant “focusing on 
the best projects,” most often in agriculture, and on “the countries that were most prepared to” 
make the necessary commitments to reduce poverty and foster economic growth and develop-
ment through their own policies.63

What this suggests is that the judicious use of such an approach might facilitate progress on 
agriculture where it has, thus far, been stymied. Estevadeordal noted that, at least in the case of the 
European Union, this approach has already been employed.64 In the EU’s EPAs, “countries commit 
to specific policies, join the club, and they get some specific transfer of resources.”65

Estevadeordal pointed to other examples that, although not representing a direct analogy to 
the EU’s EPAs or the idea of adapting the MCC’s approach to development assistance to trade, 
nonetheless offered important lessons for progress in creating a new paradigm on trade and de-
velopment. In particular, he highlighted the aid-for-trade initiative launched as part of the WTO’s 
Hong Kong ministerial meeting in 2005. 

Estevadeordal suggested that the aid-for-trade initiative had led to a series of “very valuable 
experiments” that represents a part of a broader “process of discovery” in helping countries dis-
cover the types of bottlenecks that constrain their trade and define the types of interventions that 
they need.66 He pointed to the Inter-American Development Bank’s recent work in Latin America 
as a model. The process involved recognizing that, as Elliott pointed out, “developing countries are 
really a heterogeneous lot”—each confronts different challenges and requires a different develop-
ment strategy.67 Thus, in the Latin American context, “when you talk to the Peruvians, for Peru 
aid for trade is about transforming the state and using trade for changing institutions,” whereas, if 
“you look at Honduras, they need a different thing… building consensus, building basic produc-
tive capacity, and so on.”68

In Estevadeordal’s view, it is precisely “this process of discovery” that both development and 
trade policymakers should foster. He suggested that aid for trade has provided an opportunity for 
a “new dialogue with the donor community” and that the pursuit of an alternative model that bet-
ter integrates trade and development goals and methods is an essential “part of the experimenta-
tion that we need to do.”69

60.  Ibid.
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5
The final session of the conference focused on the role that the World Trade Organization (WTO) 
should play in any new international economic architecture. It was designed to build on the discus-
sions at the earlier sessions, which identified three distinct types of challenges for the trading sys-
tem and the WTO as a part of a system of global economic governance. The discussion was led by

Susan Schwab, professor, University of Maryland School of Public Policy and, most recently,  ■
the U.S. trade representative;

John Jackson, University Professor, Georgetown University Law Center, and director of the  ■
Institute of International Economic Law;

Ken Dam, Max Pam Professor Emeritus of American and Foreign Law, University of Chicago,  ■
and, most recently, the U.S. deputy secretary of the Treasury; and 

Patrick Low, chief economist and director of economic research and statistics, WTO. ■

The first three sessions of the conference addressed a number of issues that imply significant 
challenges for the WTO and how it operates. Beyond those challenges, however, lie a series of 
structural issues regarding the WTO’s organization, decisionmaking structure, and dispute settle-
ment process with which trade policymakers must grapple. These are the institutional challenges 
the trading system faces in the effort to remain relevant to a rapidly evolving world economy. 

As Schwab stated, in kicking off the session’s discussion, the purpose of the final session was 
to “shift gears from the immediate challenges to the broader institutional issues, structure, shape 
of the trading system, [and] how it integrates in terms of the broader international economic set of 
circumstances.”1 

Providing Context
The institutional challenges facing the WTO have been the subject of a number of high-level 
reviews in recent years, which culminated in a series of reports on the structure of the WTO and 
the issues that should be a part of its future agenda.2 Each, in its own way, has addressed part of a 

1.  Ministry of Foreign Affairs, Next Frontier, 223.
2.  See, e.g., World Trade Organization, The Future of the WTO: Addressing Institutional Challenges in 

the New Millennium—A Report of the Consultative Board to the Director-General, Supachai Panitchpakdi 
(Geneva: World Trade Organization, 2004); Ernesto Zedillo, Patrick Messerlin, and Julia Nielson, Trade for 
Development, Report of the UN Millennium Project Task Force on Trade (New York: United Nations, 2005); 
and Warwick Commission, The Multilateral Trade Regime: Which Way Forward? First Warwick Commission 
Report (Coventry: Warwick Commission, 2007). 
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far more fundamental question—what should the WTO and the “constitution” for international 
commerce that it lays down look like in light of the fundamental changes under way in the global 
economy and the goals the trading regime is designed to achieve?

There is, however, one issue that none of the previous reviews have addressed adequately: the 
increasing complexity of the substance of the trade agreements that make up the WTO, and the 
complexity of the institutional machinery needed to orchestrate a negotiation. As Schwab put it in 
opening the final session of the conference, it is an open question whether the “cathedral is so… 
complicated that leaders cannot, in fact, implement or impose their will on their ministers and/or 
bureaucracies, no matter how much they want to” pursue further liberalization.3 All of this raises 
the question of whether the WTO as an institution can address the challenges outlined in the 
conference’s earlier sessions without adding to the complicated architecture that already inhibits 
progress toward its main objectives.

In beginning to answer these questions, it is worth emphasizing, as Matthew Slaughter had re-
minded the conference participants, that for all the criticism leveled at the WTO, its creation and 
early years ushered in an era of the strongest growth the world economy has witnessed in more 
than three decades.4 The world’s annual economic growth peaked in 2004 at 3.8 percent—more 
than double the growth rate of the 1990s. Even the recent downturn in growth due to tighter com-
modity markets, principally petroleum, and then the financial crisis has yet to undermine above-
trend global economic growth in the developing world.5

Given this record, the WTO plainly is worth preserving. Indeed, it has “the potential to be-
come a key pillar of global governance.”6 This might reasonably lead to the question of whether, if 
it is not broken, why fix it?

The most direct response to that question is that the slow progress on the Doha Development 
Agenda offers reason enough to reexamine how the WTO functions as a vehicle for encouraging 
trade liberalization and economic integration. Furthermore, as discussed above, rethinking the 
WTO’s contribution to global challenges like climate change and reducing poverty is essential to 
buttressing support for the institution and the process of trade liberalization. The WTO needs to 
be seen confronting the global challenges nations face, as well as ensuring a broader sharing of the 
benefits of participation in the global trading system.

Recent events in financial markets and the increasing prospects for a global recession, how-
ever, should further sharpen the focus of government policymakers, business leaders, and other 
stakeholders. At a minimum, current events ought to lead participants in the trading system to 
check under the WTO’s hood to ensure that it is running well as a vehicle for discouraging a resort 
to protectionist measures that would exacerbate the current downturn and precipitate a broader 
adjustment, much as the U.S. Smoot-Hawley Tariff Act of 1930 did in the past century.

This check, however, is not enough. The real question is what role the WTO should play in the 
context of a more globalized, knowledge-driven economy where the other institutions that consti-
tute the existing international economic architecture seem in need of substantial reform. 

3.  Ministry of Foreign Affairs, Next Frontier, 225.
4.  World Bank, Global Economic Prospects 2005 (Washington: World Bank, 2005), 1.
5.  World Bank, Global Economic Prospects 2006 (Washington: World Bank, 2006), 3–4.
6.  M. Bronckers, “More Power to the WTO.” Journal of International Economic Law 4, no. 1 (2001): 41.
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The WTO’s Substantive Focus
As noted at the outset, changes in technology and the integration of world markets have reshaped 
both how firms trade and how they compete. Less and less trade, domestic or international, 
involves an arm’s-length transaction between independent buyers and sellers. Instead, much 
of world trade is driven by and takes place within the companies operating on a global basis or 
within the network of suppliers, distributors, joint venture partners, agents, and representatives 
that they use to compete in the global economy.7

Yet, although the conduct of trade and the opportunities for investment have changed mark-
edly, the structure of the current trading system and the way in which bargains are struck have 
not. The WTO and the current negotiating agenda remain largely focused on industrial tariffs and 
agricultural subsidies, even though those sectors make up a smaller and smaller share of the world 
economy and trade in general. 

The global financial crisis has forced a reassessment of the institutions of global economic 
governance in light of their failure to keep pace with a rapidly evolving global financial market. 
Fundamental changes in the nature of trade and the structure of international competition, as well 
as the challenges faced in reaching a Doha Round agreement, suggest the need for a similar reas-
sessment of the role of the WTO in the international trading system.

Ironically, for all the focus by the WTO’s critics on its contribution to globalization, the actual 
scope of its agreements is narrower than most understand.8 The figures highlighted above may 
overstate the contribution that trade liberalization—as opposed to trade itself—has actually made 
to the process of globalization. 

Agriculture, for example, which continues to be the major stumbling block in international 
trade negotiations, was left almost entirely outside the General Agreement on Tariffs and Trade 
(GATT) until the Uruguay Round of negotiations.9 The United States’ original draft of the GATT 
agreement imposed relatively strict disciplines on trade in industrial goods but considerably less 
strict rules on agricultural trade, leaving extraordinarily high protective tariffs in place and impos-
ing no restrictions on the massive U.S. agriculture subsidy programs.10

 7.  B. Dymond and M. Hart, “Navigating New Trade Routes: The Rise of Value Chains, and the Chal-
lenge for Canadian Trade Policy,” C. D. Howe Institute Commentary, no. 259 (March 2008): 13.

 8.  One of the reasons for this misunderstanding is that most discussions regarding the WTO’s effec-
tiveness focus on the WTO’s decisionmaking structure (i.e., consensus decisionmaking; transparency; le-
gitimacy, participation of civil society, etc.) and the procedural aspects of dispute settlement, rather than its 
substantive goals. Peter Van den Bossche and Iveta Alexovicová illustrated this point in describing the dif-
ferent perspectives the WTO’s opponents and proponents bring to these discussions, noting that “critics of 
economic globalization argue that the WTO is ‘pathologically secretive, conspiratorial and unaccountable to 
sovereign states and their electorate,’” while “traditional proponents of economic globalization are… equally 
as critical of the WTO, questioning “whether the WTO is at present sufficiently equipped to fulfill its mis-
sion of managing and regulating economic globalization.” P. Van den Bossche and I. Alexovicová, “Effective 
Global Economic Governance by the WTO,” Journal of International Economic Law 8, no. 3 (2005): 667–690, 
quoting G. de Jonquières, “Prime Target for Protests,” Financial Times, September 24, 1999.

 9.  Ibid.
10.  See, e.g., J. Jackson, World Trade and the Law of the GATT (Indianapolis: Bobbs-Merrill, 1969), 

quoting the Australian representative to the GATT on the “glaring and invidious comparison between weak 
limitations on subsidies of primary products [i.e., agricultural commodities] as compared with the ban on 
subsidies of manufactured goods” (p. 372); and highlighting the exemptions industrialized nations included 
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Even those limited disciplines proved too much for the U.S. Congress, which not only rejected 
any formal recognition of the United States’ participation in the GATT but also passed a series 
of measures in the early 1950s that violated the GATT rules.11 This forced the United States to 
demand a waiver of its obligations with respect to the GATT’s agriculture trade disciplines.12 The 
irony is that the U.S. waiver set a precedent for the treatment of agricultural trade that allowed 
the then–European Economic Community to introduce the Common Agricultural Policy, which 
precipitated the agricultural subsidy equivalent of an arms race between the United States and 
Europe, with predictable effects on agriculture elsewhere, particularly in developing countries.

The Uruguay Round of GATT negotiations, which created the WTO, began to set upper 
bounds on agricultural tariffs and subsidy payments, at least for many developed countries, but 
those limits have had little practical effect.13 Developing countries have remained free of these 
bindings as a practical, if not legal, matter.14 The continuing problems faced by agricultural 
producers in Brazil and South Africa, and also in Australia, New Zealand, and the United States, 
that export to a number of markets around the world reflect the fact that the barriers to trade in 
agricultural goods remain high.15

In other words, agricultural trade remains largely outside the trading system’s disciplines. Fig-
ures on the growth of trade published by the WTO recently bear this out. According to the WTO, 
since the early 1950s, trade in manufactured goods has grown at an annual rate of 7.5 percent, 
while trade in agricultural goods has grown at less than half that rate, 3.5 percent.16 

The same holds true for trade in services, which, for example, now makes up roughly 80 per-
cent of the U.S. and European economies and a considerable share of the world economy as well. 
The WTO’s figures indicate that at current prices, world merchandise trade continues to increase 
faster than trade in commercial services—16 versus 12 percent—despite the fact that services 
makes up a far larger share of the world economy.17 Even accounting for the fact that many ser-
vices are not tradable (e.g., hairstylists; chiropractors), these figures suggest that the lack of inter-
national disciplines does hinder trade in services.

for safeguard measures designed to protect their agricultural markets, while rejecting developing country 
efforts to interject similar exemptions from the disciplines on industrial goods that the developing country 
representatives argued were essential to protect infant industries (p. 629).

11.  Ibid., 733–740.
12.  Ibid.
13.  Organization for Economic Cooperation and Development (OECD), The Uruguay Round Agree-

ment on Agriculture: The Policy Concerns of Emerging and Transition Economies (Paris: OECD, 2001), 21–22, 
citing the Uruguay Round as a “watershed” in that it drew agriculture back under international trade rules, 
but noting what, “in practice turned out to be only limited liberalisation of trade in agricultural products 
[sic]” with a “modest economic impact” on trade in agricultural products.

14.  See, generally, ibid., 31–42.
15.  The United States is both the largest exporter of agricultural products in the world and the biggest 

importer of these products. The success of America’s farmers, however, has come in the face of steep barriers 
to trade in foreign markets—whereas U.S. tariffs on farm products are high, at roughly 12 percent on aver-
age, the tariff barriers American farm exports face are still higher, at 62 percent. See American Farm Bureau, 
FBNews, July 28, 2008, 6.

16.  World Trade Organization, International Trade Statistics 2007 (Geneva: World Trade Organization, 
2007), 2.

17.  Ibid., 4. 
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Until the conclusion of the Uruguay Round, the international trade rules had no disciplines 
on the barriers that governments could introduce to protect their service providers, whether in 
financial services, telecommunications, health care, or other service industries.18 Even after the 
Uruguay Round, the new disciplines had little actual bite. Though the major industrial countries 
did introduce some serious liberalization measures, there were major gaps in coverage and little 
liberalization even in those areas that were covered.19 The developing world, including major 
emerging economies, remained almost entirely outside those commitments.20

Significantly, even developed-country trade preference programs, which are intended to open 
markets to the developing world without asking for trade concessions in return, have done little in 
the way of reducing barriers to trade in the goods that developing countries actually produce. For 
example, the United States’ barriers to trade with the developing world, even taking its preference 
programs into account, remain far higher than those it imposes on its trade with the developed 
world.21 

In short, even with respect to traditional targets of trade negotiations, there remains much to 
be done. 

The Gaps in the Architecture
Yet, the challenge of creating a WTO that meets the needs of the global economy reaches consid-
erably farther. The accelerating integration of world markets confronts the trading system with 
a number of structural issues that will need to be addressed in the decades ahead, including the 
issues of investment, competition policy, and labor.

In a world economy driven as much by private capital flows as trade, for example, it is surpris-
ing that the current trade regime lacks a coherent set of rules regarding either portfolio or direct 
investment.22 The limited agreement on trade-related investment measures is aimed at measures 

18.  See J. Barton, J. Goldstein, T. Josling, and R. Steinberg, The Evolution of the Trade Regime: The Poli-
tics, Law, and Economics of the GATT and the WTO (Princeton, N.J.: Princeton University Press, 2006), 127; 
and R. Self, “General Agreement on Trade in Services,” in The World Trade Organization: Multilateral Trade 
Framework for the 21st Century and U.S. Implementing Legislation, ed. T. Stewart (Chicago: American Bar 
Association, 1996), 523, indicating that, despite U.S. efforts beginning in the late 1970s, no agreement on 
disciplines was reached until the conclusion of the Uruguay Round in 1993.

19.  Barton et al., Evolution of the Trade Regime, 127–134; see also G. Hufbauer and S. Stephenson, “Ser-
vices Trade: Past Liberalization and Future Challenges,” in The Future of International Economic Law, ed. W. 
Davey and J. Jackson (New York: Oxford University Press, 2008), 172–173.

20.  Hufbauer and Stephenson, “Services Trade,” 173, note that the General Agreement on Trade in Ser-
vices negotiators adopted a cautious approach to liberalization, opting for a “positive list” approach, which 
requires liberalization only for those services that members affirmatively put on the list and allows members 
complete freedom in regulating trade in those services not included on the list.

21.  See E. Gresser, “Toughest on the Poor: America’s Flawed Tariff System,” Foreign Affairs, November–
December 2002, 9–14.

22.  The publicity surrounding the proposed CNOOC investment in UNOCAL, a U.S. energy com-
pany, and the acquisition of Peninsular and Oriental Steam Navigation Company, a United Kingdom port 
operator, by Dubai Ports World, which included the transfer of several port management contracts for U.S. 
ports to Dubai Ports World’s control brought the issue of investment restraints into sharp focus in recent 
years. Those proposed investments led to amendments in the United States’ investment review mechanism 
and also highlighted the extent to which other countries impose similar review mechanisms or outright re-
straints on foreign investment, particularly in certain “strategic” industries. See U.S. Government Account-
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that distort trade—a far cry from a common set of principles regarding investment and capital 
markets.

Proponents of reform of the International Monetary Fund, the Bank for International Settle-
ments, and the World Bank might suggest that these topics are best left for finance ministries. But 
this, of course, ignores the impact that a broad WTO agreement on financial services and invest-
ment rules might have on extending the reach of the financial system’s prudential rules and the 
adoption of best practices by financial institutions throughout the global financial system.

The existing WTO system also lacks any means of ensuring that international markets remain 
competitive and of preventing domestic market imperfections from encroaching on international 
commerce. The WTO’s members rely on domestic competition policies to police the competi-
tiveness of their own markets, and there is some limited cooperation among competition policy 
officials.

The extent of this cooperation should not be overstated, however. Though there is relative 
agreement on basic issues, such as the damaging consequences of price fixing or cartel-like ar-
rangements, competition policy authorities in different legal jurisdictions have failed to agree 
even on the basic purpose of such a policy and who it is designed to serve (e.g., the regular debate 
among U.S. and EU regulators whether size alone matters or whether the ultimate test of any com-
bination is its impact on consumer welfare).

As noted above in the discussion of trade and development, it is not sufficient to reduce 
border measures; borders must be open and contestable to provide the development punch that is 
needed, as well as ensuring that WTO members receive the benefit of the bargains they reach on 
border measures themselves. This, together with the potential pitfalls from inconsistent regulation, 
ought to be enough to foster work on competition policy within the framework of the WTO.23

The substantive coverage of the WTO is incomplete in two other important respects. To the 
extent that globalization has encouraged greater trade, it has also brought the risks associated with 
lax product regulation into sharper relief. The WTO rules are designed to prevent such product 
regulations from becoming trade barriers, as they should. At the same time, if the purpose of the 
world trading system is to deliver higher-quality, lower-cost goods and a rising standard of living 
to consumers globally, there should be room for the adoption of common standards with respect 
to health and safety standards.

Today, that work is done largely, if at all, through the cooperative efforts of national authori-
ties and international organizations like the Food and Agricultural Organization and the World 
Health Organization, without the benefit of common standards. Needless to say, this approach is 
not ideal. In the meantime, the continuing inability to come to grips with traffic in unsafe products 

ability Office, Foreign Investment: Laws and Policies Regulating Foreign Investment in 10 Countries, Report 
GAO-08-320 (Washington: U.S. Government Printing Office, 2008). Even a cursory review of those mecha-
nisms reveals the need for a common set of rules. As noted above in the discussion of trade theory, invest-
ment and trade represent alternative forms of market access. Investment rules can distort trade as easily as 
tariffs and quotas as a consequence, with the same sorts of negative effects on employment and growth that 
more traditional forms of trade protection or market-distorting subsidies that are currently subject to WTO 
rules would impose.

23.  See, e.g., J. Levinsohn, Competition Policy and International Trade, NBER Working Paper 4972 
(Cambridge, Mass.: National Bureau of Economic Research, 1994), arguing that trade theorists have largely 
ignored the interplay between competition policy, the contestability of markets, and trade policy. 
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shapes the perception of consumers worldwide about the “rules” of the world trading system. This 
suggests the need, at a minimum, for greater coherence in approach between multiple internation-
al organizations and their members. 

The other gap in the trading system’s architecture involves the lack of any coherent approach 
to labor. Though many developing-country members see attempts to introduce labor standards 
into trade agreements much like they do the debate over trade and environmental goals (i.e., as a 
cover for protectionist measures), it remains the case that the current rules do not meet the mini-
mum standards of a humane world order.24

Under current rules, a WTO member can block the import of goods produced with prison 
labor.25 It cannot, however, block the entry of goods made with slave labor. This situation cannot 
be consistent with an international trading system that is supposed to systematically set incentives 
in ways that encourage the exercise of freedom.26 

At issue is not whether countries in the developing world should adopt U.S. minimum wage 
standards or French limitations on the work week. Rather, it is whether the trading system can 
reinforce the agreements that member countries have otherwise reached in organizations like the 
International Labor Organization regarding basic minimum standards of human decency. 

This does not imply a supervening right to limit trade for the purposes of protecting particular 
industries or economic interests, but it does suggest the need for a more thoughtful and thorough-
going inquiry into the nexus between trade and labor rules in the international trading system. 
More broadly, the trading system must come to grips with the fact that a system that encourages 
trade in goods, services, investment, and ideas cannot function without rules that address the mo-
bility (or immobility) of workers. Today, an estimated 175 million people, making up as much as  

24.  This is not to underestimate the difficulty in establishing certain minimum standards regarding 
labor conditions in the context of the WTO or in bilateral agreements. See A. Brown and Robert M. Stern, 
What Are the Issues in Using Trade Agreements for Improving International Labor Standards? Research Semi-
nar in International Economics Discussion Paper 558 (Ann Arbor: Gerald R. Ford School of Public Policy, 
University of Michigan, 2007), for a review of the myriad issues that can arise in the context of linking trade 
and labor standards. The continuing difficulty in securing congressional passage in the United States of bilat-
eral free trade agreements is indicative of the opposition to trade liberalization in the absence of minimum 
labor standards, whereas the difficulty in negotiating those agreements reflects the opposition to including 
such minimum standards among the United States’ trading partners. This stands in contrast to the relative 
success of the European Union in attracting new members, while at the same time ensuring that the social 
clauses, including those with respect to labor, are a part of any accession to the EU.

25.  General Agreement on Tariffs and Trade (GATT), “The GATT 1994 Articles,” available at http://
www.wto.org/english/docs_e/legal_e/legal_e.htm 1994, art. XX(e); P. Van den Bosche, The Law and Policy 
of the World Trade Organization: Text, Cases, and Materials (New York: Cambridge University Press, 2005), 
615, noting that the exception provided for in Article XX(e) of GATT 1994 would allow a WTO member 
solely to “ban the importation of goods that have been produced by prisoners.”

26.  Significantly, much of the discussion above with respect to trade and development applies with even 
greater force to the issue of labor in the global economic system. Amartya Sen’s conception of development 
as freedom implies the right of an individual to bargain freely for the full value of their labor and the pro-
ductivity gains they create. Indeed, in the absence of rules that ensure the ability of the individual to bargain 
for the full value of their labor and the productivity gains to which they contribute, there is little incentive to 
specialize and raise their productivity. In that sense, both global and domestic rules that vindicate this basic 
human freedom represent a further articulation of the basic principle of comparative advantage that lies at 
the heart of the trading system and all economic development, rather than an exception to that rule as critics 
of such initiatives imply. See A. Sen, Development as Freedom (New York: Oxford University Press, 1999).
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3 percent of the world’s workforce, are employed in a country other than the one of their nationali-
ty.27 And this trend is likely to accelerate.28

As is true of a number of other substantive areas inextricably related to trade, such as invest-
ment and competition policy, “there is no comprehensive international legal framework governing 
the cross-border movement of people.”29 The developing world’s focus on Mode IV of the General 
Agreement on Trade in Services in the current Doha Round services negotiations highlights this 
fact.

That said, the issue of labor mobility is not one in which the developing world is the sole 
demandeur. As noted above, the basis of competition between firms and their supply chains in the 
global economy increasingly turns on access to capital, talent, and ideas. Globally engaged firms 
“want to be able to move personnel around as needed and may be more inclined to invest in coun-
tries that facilitate this.”30

All of this suggests a need for a more comprehensive approach.31 Tackling the issue of global 
labor mobility, however, necessarily implies taking on sensitive issues of immigration.32 However, 
the question is whether the international system is better off establishing minimum standards that 
reinforce the ability of individuals to lead constructive lives or whether the current absence of 
standards that erodes confidence in the equity of the trading system is preferable.

Concerns Regarding Structure and Process
Wholly apart from the substantive coverage of the WTO and its future negotiating agenda, its 
members must confront a number of substantial questions regarding structure and process. 
Perhaps the most significant is the future of the most-favored-nation (MFN) principle, which 
lies at the heart of the current global trading system. This principle has, for more than 60 years, 
proved remarkably effective in liberalizing trade by multilateralizing the benefits of any agreement 
reached under the auspices of the GATT and WTO.

In reality, however, the MFN principle has been honored only in the breach. The proliferation 
of bilateral and regional trade agreements, though perfectly permissible under Article XXIV of 

27.  OECD, Trade and Migration: Building Bridges for Global Labour Mobility (Paris: OECD, 2004), 12.
28.  A number of factors suggest that migration, particularly from low-income to high-income coun-

tries, will continue to rise, including increasing income inequality between countries, changing demograph-
ics (particularly in the industrialized West), ease of global communications and transport, converging edu-
cation and skill levels, and the globalization of production processes. Ibid., 11–12.

29.  Ibid.
30.  Ibid., 13.
31.  To date, the international legal framework consists largely of multilateral agreements designed to 

protect refugees and migrant workers and combat human trafficking and slavery. Ibid., 12. There are a num-
ber of bilateral or regional arrangements, often paralleling individual bilateral free trade agreements, that go 
farther, including the Asia-Pacific Economic Cooperation Business Travel Card, enhanced access for certain 
types of service providers under the North American Free Trade Agreement, and the Caribbean Communi-
ty rules on the movement of highly skilled persons. Ibid., 12–13. Virtually all these arrangements, however, 
deal solely with temporary travel rather than the actual migration of labor. The only agreement that goes 
further is the European Union’s arrangements with respect to the mobility of workers within the EU.

32.  Ibid.
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the GATT of 1994, deeply undercuts the value of the principle. The broad system of preferences 
offered to developing countries also erodes it.33

At the same time, the MFN clause can work against further progress on trade liberalization. 
The very fact that they must offer liberalization on an MFN basis to all WTO members inhibits 
any number of developing countries from agreeing to liberalization at all.

The MFN principle can also limit the necessary experimentation that will be needed to expand 
the substantive coverage of WTO disciplines to the new issues highlighted above. The Tokyo 
Round agreements, which involved a plurality of GATT members, proved an important step to-
ward the more widespread adoption of the principles they incorporate—in a more refined form—
as part of the Uruguay Round agreement establishing the WTO.

What may well be needed now is a mechanism that allows members of the trading system that 
wish to pursue further liberalization, particularly in some of the areas outlined above, to begin the 
process without stumbling across the free rider problem that the MFN principle encourages, in 
many respects. This has led a number of observers to suggest the need for a more “variable geom-
etry” in the obligations that nations assume—that is, a mixture of approaches that allows for WTO 
members to proceed at different speeds.

Finally, the WTO and the trading system will be obliged to confront a challenge that is much 
broader than either trade or international economic law as a whole. This is the challenge that a 
globalizing economy presents to a structure of global governance that appears increasingly inad-
equate to the task. 

The WTO, like all international institutions, assumes the basic structure of international law 
as its foundation. For its part, international law is what the term implies—a body of law govern-
ing the relations among sovereign states. At its core lies a relatively strict Westphalian definition of 
state sovereignty—one in which all states retain the exclusive power to govern within their borders 
and no state is bound by international law unless it agrees to accept such principles and conform 
its conduct to them.34

However, these concepts no longer seem wholly apposite to the economic world we inhabit. 
The forces driving the economic integration of global markets have softened the boundaries of the 
nation-state, while at the same time confronting it with challenges, such as climate change and 
reducing poverty, that no state can successfully address on its own. 

This argues for strengthening institutions like the WTO to provide the governance that a 
truly global economy demands, while increasing the participation in its decisionmaking processes 
needed to ensure that it is responsive to the needs of individuals throughout the world community. 
If the WTO is to remain a pillar of the new international economic architecture, it will be forced 
toward greater transparency and broader participation in its decisionmaking functions. 

33.  This is precisely why the GATT contracting parties had to enact the Enabling Clause and Part IV 
of the GATT. In the absence of that action, the grant of preferences to developing countries would have vio-
lated Articles I and II of the GATT.

34.  The current nation-state system, and much of what we know as international law today, emanates 
from the Treaty of Westphalia, which ended the Thirty Years’ War in 1648. Under the treaty and the develop-
ment of international law that has followed, a state has the exclusive power to govern within its borders, all 
states are equal in terms of their ability to make international law, and no state is bound by international law 
unless it agrees to accept such principles and conforms its conduct to them.
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There is no doubt that meeting these challenges of transparency and broader participation will 
slow the process of achieving a consensus, as we have already experienced in the Doha Round. 
This may simply be the price for broadening public support for the trading system, enhancing the 
ability of the WTO to function as an institution of global economic governance, and delivering the 
manifest benefits that a more liberal trading regime can provide.

Perspectives on the Path That Lies Ahead
Offering her perspective on the institutional challenges facing the WTO and the trading system 
generally, Schwab suggested that the experience of negotiating the Doha Round illustrates the 
challenges confronting “the WTO and the state of governance in the WTO today.”35 First and fore-
most, the challenge of the WTO lies in building a consensus among its 153 member countries. The 
arrangements guiding the Doha Round negotiations call for a “single undertaking,” meaning that 
“nothing is agreed until everything is agreed by everyone.”36 In practical terms, this “means all you 
need is one country or a handful of countries” to block progress.” Schwab pointed out that a simple 
look at the diversity of economic and political interests among the members of the WTO provides 
“a sense of the governance challenge” the institution faces.37

The inability to negotiate directly among 153 member states in one room “has led to the rise 
of… affinity groups,” such as “the G-20, the G-10, the NAMA-11,… the Africa Group, the Small 
and Vulnerable Economies, the G-33, and so on and so forth.”38 These affinity groups stake out 
positions supported by their constituent member countries. In this sense, they represent a founda-
tion, at least in terms of enumerating the issues negotiators must confront, on which the rest of the 
process can work to refine, under the best of circumstances, a final consensus.

This process of refining requires smaller groups of countries—in effect, a “decisionmak-
ing cluster of countries.”39 This might start with a core group, such as the Group of Four—India, 
Brazil, the European Union, and the United States—and build out from there.40 The remainder of 
the group generally includes Japan, China, Australia, and a variety of other countries, depending 
on the specific issues at play, in a “green room” process where, at least, tentative decisions can be 
made, pending review and agreement by the WTO’s membership as a whole in the form of the 
Trade Negotiations Committee (i.e., the WTO’s General Council—including all WTO members—
sitting for these purposes as an overseer of the specific talks under the ambit of the Doha Develop-
ment Agenda).41

The evident complexity of the negotiating process demands a response by the WTO as an insti-
tution designed to facilitate the process of refining initial positions and driving the group toward a 
successful conclusion. This has led to the appointment of “negotiating chairs,” which are frequently 
called on to produce texts that represent their best effort to determine where an agreement may lie 

35.  Ministry of Foreign Affairs, Next Frontier, 223.
36.  Ibid.
37.  Ibid.
38.  Ibid.
39.  Ibid.
40.  Ibid.
41.  Ibid.



72  |  rethinking the global trading system: the next frontier

among the varied positions of the members as a whole.42 Needless to say, this role also confers a 
significant degree of power in shaping the eventual outcome.

Having explained this, Schwab reminded the conference participants that there was still ample 
room for the broader political issues to drive the process. In her view, the Doha Round would 
ultimately come down to three main issues: (1) the definition of development, (2) the distinction 
between developed countries and developing countries, and (3) agreement on “the appropriate 
role and responsibility—and contribution—that the advanced developing countries need to make 
[and] should be expected to make to the global trading system as a stakeholder and important 
beneficiary of that system.”43 

Jackson picked up on a number of the themes articulated by Schwab and other participants 
in his overview of the institutional issues. He stressed, at the outset, that first the GATT, and now 
the WTO, has proved “remarkably successful as an international organization.”44 In particular, 
he cited the WTO’s “success… on the dispute settlement side,” where the process yields “a degree 
of predictability to a lot of decisions that entrepreneurs have to make because the beneficiaries of 
this system are not just governments,” but, ultimately, “the entrepreneurs, the market players, the 
market activists, and so on.”45

Reflecting on the complexity to which Schwab had alluded, Jackson suggested that the process 
was further complicated by “a very strong evolution of a power shift away from the core devel-
oped countries, the Quad and then other Green Room facets, toward a much broader representa-
tion particularly of the major emerging economies.”46 In his view, the shift began at the ill-fated 
WTO ministerial meeting in Seattle in 1999 and proceeded in steps “time after time after time” to 
the current state of play in which the role of particular developing countries has become pro-
nounced.47

This shift has created the obvious problem of building a consensus among 153 members, all 
of which now feel empowered to say “no.” The fact that “the consensus idea gives… vetoes” to 153 
member countries means that the definition of “consensus has to be rethought,” but, at the same 
time, Jackson suggested that the need to build a “consensus has a real value”—it has the “value of 
making sure that even the smallest and the most unpretentious part of the world can at least have 
some say” and therefore a stake in the world trading system.48

On a separate but related front, the same complexity of reaching agreement among 153 mem-
bers has forced many to “rethink the MFN clause,” which requires that any preference extended 
to one WTO member must be extended to all members on the same terms.49 The reciprocal effect 
of the MFN clause is the bar it creates to groups of countries pursuing more rapid liberalization 
without encouraging the problem of “free riders” in the system. This inhibits anything other than 
the lowest-common-denominator approach, even when a large plurality of WTO members might 
otherwise prefer to move more quickly to liberalize trade.

42.  Ibid. 
43.  Ibid.
44.  Ibid., 229.
45.  Ibid.
46.  Ibid.
47.  Ibid.
48.  Ibid.
49.  Ibid.
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This MFN situation, according to Jackson, has led various commentators on and participants 
in the Doha Round negotiations to suggest that groups should be allowed to move faster, an idea 
that is expressed with a curious term—“variable geometry”—that Stuart Eizenstat used in the 
conference’s opening session.50 What Jackson took this term to mean is the ability to “get affinity 
groups… empowered to move ahead even though the rest of the world is not prepared or some of 
the rest of the world is not prepared to do so.”51

There are, as Jackson pointed out, a number of ways in which countries already can move 
faster and have a track record of success within the WTO on that front. He pointed specifically 
to the success, “shortly after the Uruguay Round finished, with the telecoms agreement and the 
financial services agreement, using a scheduling approach.52 The Information Technology Agree-
ment, referred to earlier at the conference, represents another model of this sort. So, too, do free 
trade agreements and customs unions that satisfy the terms of Article XXIV of the GATT of 1994, 
although these sorts of arrangements tend to be viewed by their critics as an alternative to, rather 
than an agreement consistent with, the purposes of the WTO.

Jackson suggested that, on balance, there was cause for optimism on institutional change. 
However, this optimism flowed not from any conscious effort on the part of the WTO’s members 
to address its institutional infirmities. Rather, it flowed from the perhaps more powerful politi-
cal reality of “the last four or five months” in which it was a broader “G-20 meeting and not a G-8 
meeting” that had become the basis on which the world’s economic challenges were discussed.53 
In this view, the general recognition that, in all things economic, the world now needs a “broader 
composition at the table” could well redound to the benefit of governance within the WTO as 
well.54

Dam focused the group on a quite different challenge—that of the WTO’s role in any new in-
ternational economic architecture, particularly in relation to the changing roles of the two primary 
international financial institutions, the International Monetary Fund and the World Bank.55 He 
illustrated the relation between the trade and financial institutions by reference to what he called 
“Newton’s Law of Trade” (i.e., the notion that, “for every trade transaction, there is an equal and 
opposite financial transaction”).56 

Dam drew two corollaries—one at a broad macroeconomic level; the other more specific to 
the institutional challenges that the WTO faces. As to the first, he made the point that, “when 
finance is scarce, there are going to be fewer trade transactions.” In that, he was echoing points that 
had been made earlier at the conference by Paul Krugman regarding the precipitous decline in 
trade flows due to the global credit freeze and worldwide recession.57

More specific to the WTO’s institutional challenges, Dam stressed “the symbiotic relationship 
between finance and trade, both in principle and in theory, but also in practice” because of dif-
ficulties that disruptions in financial markets can cause for the conduct of trade.58 The solution, in 

50.  Ibid., 232.
51.  Ibid.
52.  Ibid.
53.  Ibid.
54.  Ibid.
55.  Ibid., 238.
56.  Ibid.
57.  Ibid., 240.
58.  Ibid.
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his view, is to ensure that the institutional structures reinforce the need and the ability of finance 
and trade ministries to collaborate “in their work, in the policies they promote, and so forth.” As 
he pointed out, we know that “specialization is a good thing” generally, “but it is also possible to 
have too much specialization in our bureaucracies.” The issue is whether the international in-
stitutional arrangements, both within the WTO and the international financial institutions and 
between them, can reinforce the ability of the trade and finance policymakers to work toward 
common goals in a far more complex global economy that demands such collaboration.

Low took a quite different tack. He argued that the WTO’s institutional challenges were trac-
table as long as there was a sense among its members of shared purpose. Unfortunately, he indicat-
ed that it was difficult to identify a period in his 30 years of experience “when there has been such 
a lack of a shared sense of purpose in terms of international cooperation.”59 In his view, “we have a 
real problem here, arguably because we need this kind of cooperation more than we ever did.”60

In this regard, Low suggested that the WTO had been “very good at legislating and litigating” 
but that it had not served as a particularly useful forum in which governments could “sit down in 
a nonlitigious, nonnegotiating framework and to start talking about what their interests are.”61 

Low’s remarks seem particularly relevant to the challenges the WTO now faces as an institu-
tion, given the accelerating pace of economic change in the global economy. This pace of change, 
which has reshaped the structure of international trade and the organization of production on a 
global basis, demands a different institutional framework and different sets of rules to ensure that 
trade proceeds in an undistorted way so that it yields the benefits that theory and history suggest it 
can provide.

Building this structure depends on political leaders and policymakers who will sit down to 
reshape the basic institutions that govern the global economy from a common perspective and a 
sense of shared purpose, as Low highlighted. This challenge cannot be addressed through the nor-
mal means of bargaining within the WTO. Nor can it be met through the process of litigation that 
unfolds regularly before the WTO’s dispute settlement panels and Appellate Body.

Low also addressed the idea of “variable geometry,” which he defined as “a multispeed system 
where not everybody has to sign onto the same set of commitments and obligations.”62 His per-
spective was stark. He asked, rhetorically, whether the system could allow such arrangements on a 
non-MFN basis “and still expect the WTO to survive,” and he indicated that his “answer to that is 
you cannot.”

Low went on to explain that what variable geometry or multispeed trade regimes really im-
plied was “a reshaping of the balance between rights and obligations in the system.”63 However, to 
make such a modification of rights and obligations “even halfway palatable to large countries,” he 
suggested that at least a “critical mass” of countries had to agree.64 In light of those constraints, he 
suggested that progress would depend less on modifying the MFN requirement than it would on 
redefining “the notion of a free rider.”65 In his view, the idea of a free rider is only relevant in the 

59.  Ibid., 248.
60.  Ibid.
61.  Ibid.
62.  Ibid., 251.
63.  Ibid.
64.  Ibid.
65.  Ibid.
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sense that a party “is capable of destabilizing a contract.”66 In effect, his dictum is the reciprocal 
of the concept of “critical mass”—if an agreement gains a sufficient consensus (i.e., critical mass) 
so that no outside party could destabilize it, then such parties do not represent free riders in any 
meaningful sense.67 Under these circumstances, the countries should proceed with the agreement 
on an MFN basis without worrying about the parties outside the contract.68

Low concluded the final session by highlighting the WTO as a system of rules, as opposed to 
a web of bargains among trading states on trade barriers. He asked whether it is “worth preserving 
a universal set of rules as the baseline for doing business,” arguing in reply that “it is, for all sorts 
of reasons” that reinforce the need to maintain the MFN principle at the core of the institutional 
arrangements governing global trade.69 

The value of the WTO as a system of rules, however, goes considerably further in Low’s view 
than simply the MFN principle and what this implies for a discussion of “variable geometry.” His 
premise, which he acknowledged “probably sounds… heretical,” is that the GATT and the WTO 
have “not been hugely successful at opening markets.”70 The “big success story is industrial coun-
tries’ tariffs on manufacturers over a period of four or five decades,” but the GATT and WTO have 
“done almost nothing in agriculture [or] services.”71 Equally, the GATT and WTO have demanded 
very little from developing countries in the way of real liberalization, and that has been done 
largely in the context of accession negotiations as a “price of getting into the institution,” rather 
than in the course of successive rounds of negotiations.72 Arguing the negative implicit in this 
statement, Low asserted that the real value of the WTO remained the rules of the road, rather than 
the liberalization.73

In the discussion that followed, Ricardo Melendez-Ortiz noted that negotiations have, to a 
large extent, “hijacked” or, at the very least, preempted the WTO’s ability to serve its role as a 
forum for governance of trade.74 This augurs in favor of separating the two types of activities (i.e., 
holding ministerials that were designed to address the institutional issues that the WTO confronts, 
as opposed to being focused solely on negotiations).75 Jackson, in response, pointed out that you 
cannot totally “separate the WTO institution from the negotiation process,” even if it were desir-
able to provide a forum for discussion along the lines that Melendez-Ortiz and others suggested 
throughout the final session.76 

The reason for Jackson’s stance, however, is instructive. He argued for progress on the Doha 
Round of negotiations as a step toward grappling with the WTO’s institutional issues because of 
the tension between the success of its dispute settlement system and the lack of progress in the 
negotiations. In the absence of progress in the negotiations, he suggested that there would be an 
increasing temptation to push difficult issues into the part of the WTO that works: the dispute set-

66.  Ibid.
67.  Ibid.
68.  Ibid.
69.  Ibid.
70.  Ibid.
71.  Ibid.
72.  Ibid.
73.  Ibid.
74.  Ibid., 263.
75.  Ibid.
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tlement process.77 This could prove extraordinarily counterproductive if it also led to a breakdown 
in this process, which might be a distinct possibility if the dispute involved substantial issues of 
policy disagreement, such as the response to climate change.78 In Jackson’s view, it is thus essential 
that these issues “should be negotiated,” which in the end will depend on making the negotiating 
process work.

77.  Ibid.
78.  See, e.g., ibid., 120. 
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6
Let me touch briefly on four key points that I am taking with me from our conference today. The 
first is the need for a new narrative on trade. Today’s discussion has demonstrated how significant-
ly the world has changed—in terms of the accelerating integration of global markets, the organiza-
tion of production on a global basis, and the deeper interaction among firms at all levels in global 
networks that account for an increasing percentage of international trade. We need a narrative 
that explains how those changes have reshaped global trade and what our nations’ respective trade 
policies and institutions like the World Trade Organization must do to remain relevant in the face 
of those rapidly changing currents.

The second key point is the need to articulate how trade liberalization can serve the interests 
of all countries, but most particularly those at the bottom of the economic pyramid. Their interests 
should be paramount in politicians’ and policymakers’ minds as we rethink how the global trading 
system is organized and how the incentives within the system are aligned.

The third key point is that the global trading system must prove capable of contributing to the 
solution of broader global challenges, such as climate change, if it is to remain relevant and earn 
the public support it needs to survive. Plainly, trade liberalization for its own sake is not sufficient, 
either in terms of the contribution trade could make to solving global problems or in terms of 
commanding the public support that the trading system needs going forward.

The fourth key point is perhaps of greater urgency. Reducing the barriers to trade can make 
a significant contribution to global economic recovery. With the global financial and economic 
crisis of 2008–2009, the events of the past several months have demonstrated how interconnected 
countries are and regions are within the global trading system. And though certain countries are 
likely to perform better economically in the short run and others will adjust more quickly and 
return to powerful growth, no country is immune from the economic downturn. And we should 
use every tool possible to get the global economy working again.

What we have faced instead is a temptation toward protectionism. If there is anything that 
this conference should tell politicians and policymakers like me, it is that there is no protection in 
protectionism. Getting the global economy moving again will require cooperation and joint effort. 
Building walls rather than tearing them down is simply the wrong approach.

With these four key points in mind, this conference marks the first step in a process that I 
hope will make a significant contribution to finding a new way forward on trade, one that can 
press back rising protectionism and instead create a broader constituency in support of trade 
liberalization.

conclusion
DR. EWA BJÖRLING
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Our goal for the conference was to explore a number of the challenges that globalization 
presents to the trading system and to trade policymakers. We wanted to encourage new thinking 
about old problems precisely because we can see that the world has changed in ways that demand 
new answers. I know from my own experience that the one sure way to get the wrong answer is to 
start with the wrong question, and I thank the conference participants for helping to ask the right 
questions.

I hope that the international community can move from identifying the challenges to address-
ing how we meet them and how we craft the strategy that will allow us to move forward on trade. 
Our work at this conference will help enormously in that effort. By highlighting the challenges 
confronting the world’s nations and by offering your thoughts on how we best can meet those 
challenges, you have provided a foundation on which we can build.

In closing, if I may reflect my own background in science, I want to underscore the impor-
tance of psychology to how we come out of the current financial crisis. I think that part of our ef-
fort must be dedicated toward changing the perception globally, but particularly here in the United 
States, from one of fear of trade and globalization to one of cooperation in reaping the benefits of 
successful engagement in the world economy.

I would like to thank Jonas Hafström for his hospitality in hosting us in the House of Sweden 
today, and to also thank the Embassy’s tremendous staff and my own trade team in Stockholm for 
their time and effort in putting together such a successful program. Special thanks to Paul Krug-
man and the discussion leaders for their insights. And, of course, I want to thank all of you for 
your active participation and contribution to the discussions, which I know will help us as we are 
easing our way toward a new approach to trade and a stronger inter national trade regime. I look 
forward to remaining in touch with you as we undertake that work.
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