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SUMMARY

SELECTED ISSUES IN TRADE
AGREEMENTS ACTIVITIES IN 1987

The volume of world merchandise trade
grew by 4 percent from 1986 to 1987, the second
largest increase in the 1980°’s and a full percent-
age point more than the growth in world output.
The trade performance of the most heavily in-
debted developing countries improved signifi-
cantly, growth in world agricultural trade
resumed, and trade growth was more balanced
among major country groups—the developed, de-
veloping, and nonmarket economy countries.
Significant imbalances in the trade performance
of leading industrial countries—particularly Japan,
Germany, and the United States— persisted, how-
ever. The United States registered its fifth con-
secutive record deficit in merchandise trade,
totaling $171.2 billion on a c.i.f. basis. West Ger-
many and Japan continued to record substantial
trade surpluses.

Chapter 1 of this report highlights three de-
velopments in 1987 that are likely to have a sig-
nificant impact on U.S. trade: (1) realignment of
exchange rates; (2) conclusion of an agreement
providing for free trade between the United
States and Canada; and (3) the entry into force
of the Harmonized Commodity Description and
Coding System (the Harmonized System).

In September 1985, finance ministers from
the major industrialized countries essentially
agreed to support a realignment of their curren-
cies. By 1987, however, the dollar’s continued
depreciation became a source of concern and de-
bate in leading capitals. Discussions centered on
appropriate levels for exchange rates and on the
importance of adopting macroeconomic policies
consistent with sustaining them. Despite some
movement towards greater coordination of eco-
nomic policies, such fundamental changes were
difficult to achieve. West Germany refused to
adopt stimulative measures, and efforts to reduce
the U.S. budget deficit produced mixed results.
Attention turned to other factors causing a slow-
down in U.S. import growth, including the willing-
ness of foreign suppliers to incur losses in order to
preserve their market shares and structural fac-
tors that might slow the process of switching from
overseas to domestic sources.

The U.S.-Canada Free-Trade Agreement
was initialed on December 9, 1987. Among
other things, it provides for the elimination of tar-
iffs on all bilateral trade over a 10-year period,
reduces nontariff barriers, liberalizes constraints
as to services and investment, and sets up a new
mechanism for resolving bilateral disputes related
to unfair trade practices. Whereas the pact is
more likely to give a greater relative boost to
Canada’s overall economic performance than to
the United States’, given the difference in the size

of the two economies and the importance of the
U.S. market to Canadian growth, it is expected to
enhance opportunities for U.S. companies and
reduce prices for U.S. consumers. Perhaps most
importantly, the agreement represents a major
advance toward establishing international rules
covering services and investment, a key U.S. goal
in the Uruguay Round of multilateral trade nego-
tiations.

The United States has played a major role in
drafting the Harmonized System, a new nomen-
clature which will replace the sometimes disparate
tariff classification schemes of signatory govern-
ments with a single, basic framework for describ-
ing products for customs, tariff, statistical, and
transportation document purposes. Most of the
world’s leading trading nations, including the
European Community, Canada, and Japan, com-
pleted preparations in 1987 for implementing the
new system on January 1, 1988. The United
States was the exception, as Congressional action
on the Omnibus Trade Bill, which contains
authority to implement the HS, bogged down.
The delay in U.S. implementation is likely to re-
sult in extra paperwork costs for U.S. businesses
engaged in foreign trade. It will also make it
more difficult for the U.S. Government to moni-
tor trade agreements and to collect and analyze
compile internationally comparable trade statis-
tics.

THE GENERAL AGREEMENT ON
TARIFFS AND TRADE AND THE
TOKYO ROUND AGREEMENTS

The General Agreement on Tariffs and
Trade (GATT) is a multilateral agreement
drafted 41 years ago; it sets forth general rules of
conduct for trade between signatory countries.
GATT activities for 1987 are reviewed in chapter
2. The GATT has become both a comprehensive
set of rules governing most aspects of interna-
tional trade and a formal organization and forum
for multilateral trade negotiations and the resolu-
tion of disputes among the Contracting Parties.
GATT membership continued to grow in 1987,
reaching 95 Contracting Parties by yearend, with
applications for accession from 10 other countries
under consideration.

In 1987, Uruguay Round discussions moved
from considering organizational issues early in the
year, to the tabling of negotiating proposals in the
ensuing months. Intensive work began in the
14 negotiating groups on goods-related trade is-
sues and on trade in services. In one notable de-
velopment, the negotiating group on agriculture
received a far-reaching U.S. proposal for liberali-
zation in this sector.

Besides the Uruguay Round negotiations,
work of the GATT committees and actions taken
under the General Agreement continued, but
with less intensity because of the negotiations.
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These activities, plus notifications and other ac-
tions taken under GATT articles, and activities
under the nine Tokyo Round agreements, are
also reviewed in chapter 2. Six of the Tokyo
Round agreements establish rules of conduct gov-
erning the use of nontariff measures (codes on
subsidies and countervailing duties, government
procurement, standards, import licensing proce-
dures, customs valuation, and antidumping), and
three are sectoral agreements covering trade in
civil aircraft, bovine meat, and dairy products.

TRADE ACTIVITIES OUTSIDE
THE GATT

In addition to the GATT, several other inter-
national organizations deal with international
trade issues. The Organization for Economic Co-
operation and Development (OECD) and the
United Nations Conference on Trade and Devel-
opment (UNCTAD) provide forums for consulta-
tion and policy coordination on issues including,
but not limited to, trade. Their work often com-
plements the work done in the GATT. Other
bodies such as the Customs Cooperation Council
(CCC) and the international commodity organiza-
tions coordinate and regulate certain specific as-
pects of international trade. Chapter 3 discusses
1987 activities in these organizations and also
covers the U.S. bilateral investment treaty pro-
gram, the U.S.-Israel Free-Trade Area Agree-
ment, the U.S.-Soviet Grain Agreement, and
progress on trade agreements in the services sec-
tor.

Important developments at the OECD annual
ministerial in May 1987 included a commitment
made by the ministers to advance reform of agri-
cultural trade and a pledge by West Germany to
expand its domestic economy. On agricultural
trade, the ministers urged member countries to
develop a more rational approach in their domes-
tic agricultural policies and agreed that price guar-
antees or other production support measures
should be replaced by direct farm income sup-
port.

In its recent work on agricultural support
programs, OECD has developed measures of the
relative levels of assistance to producers and con-
sumers in member countries. The findings were
presented at the ministerial meeting. The study,
which used so-called producer and consumer sub-
sidy equivalents, determined that in 1985 the sub-
sidy equivalent represented 70 percent of the
value of output of major agricultural products in
Japan, 20 percent in the United States, and 40
percent in the EC. Overall, it found that, during
1979-81, the subsidy equivalent represented an
average of about 32 percent of the sales value of
the 11 commodities examined.

Another study published by the OECD in
1987 noted two major developments in interna-
tional direct investment. The first was the growth

of the United States as a host of international in-
vestment. The second was a fall in direct invest-
ment in developing countries following the
1981-82 recession.

The seventh quadrennial UNCTAD confer-
ence was held in Geneva from July 7 to August 3,
1987. Marathon bargaining sessions between the
developed and developing countries finally re-
sulted in a mutually acceptable declaration 3 days
after the conference was scheduled to end. The
United States sought to redirect UNCTAD discus-
sions to a constructive exchange of ideas and pol-
icy dialogue on economic development, a role
from which the United States believes the organi-
zation has strayed in recent years. Of key impor-
tance to the United States was the recognition in
the conference’s Final Act of the “critical role”
of the GATT Uruguay Round negotiations to the
international trading system, though no specific
role for UNCTAD in the Round was defined.
The conference also recognized the opportunity
presented by the Uruguay Round for improving
market access.

At the end of 1987, the United States was
participating in six international commodity
agreements, those covering coffee, sugar, wheat,
jute, natural rubber, and tropical timber. The
United States completed ratification procedures
for the new International Wheat Agreement,
which was renegotiated in 1986. Also, a new
agreement for cocoa entered into effect, and con-
sensus was reached on a renegotiated natural rub-
ber agreement. The agreement covering tin has
ceased to function for all practical purposes since
the collapse of the price of tin in 1985.

The U.S.-Israel Free-Trade Area Agreement
concluded its second year of operation in 1987.
In terms of total dollar value of trade, U.S. ex-
ports to Israel grew modestly. The total reported
value of U.S. imports under the FTA was $763
million, or about 29 percent of total U.S. imports
from Israel. The bilateral trade balance remained
in Israel’s favor for the second year.

The current U.S.-Soviet 5-year Long-Term
Grain Agreement (LTA) spans the period Octo-
ber 1, 1983-September 30, 1988, and calls for
purchases by the U.S.S.R. of at least 9 million
metric tons (mmt) of U.S. grains during each
agreement year. During the fourth agreement
year (October 1986-September 1987), total
U.S.S.R. purchases amounted to 8.24 mmt, fall-
ing short of the 9.00 mmt overall minimum re-
quirement. In April 1987, the U.S. Department
of Agriculture (USDA) announced the Soviet
Union'’s eligibility for the subsidized purchase of 4
mmt of wheat under its Export Enhancement pro-
gram (EEP).

For several years, the United States has ad-
vocated liberalizing services trade. In 1987,
GATT discussions on trade in services intensifi€d!
with substantive proposals for establishing rules



advanced by the United States and the European
Community.

International trade in services showed signs
of continued growth in 1986, the latest year with
available data. However, a study published by
the OECD in 1987 suggests that data reporting
the increasing importance of services in the world
economy may be exaggerated. The study noted
that a narrower definition of services, excluding
government activity, more closely corresponds to
common perceptions of services. Using this defi-
nition, OECD estimated that the average share of
gross domestic product (GDP) accounted for by
services falls from 58 percent to 44 percent, or
about the same average proportion as that for
goods. Also, it noted that when in-house provi-
sion of services is replaced by contractors, de-
mand for services may show an expansion that
does not actually represent a change in the
amount or type of service provided.

Other developments in internationally traded
services are included in the chapter 3 sections on
the related work in the GATT and UNCTAD.
Activities in three major services sectors (tele-
communications, maritime services, and insur-
ance) are also reported.

DEVELOPMENTS IN MAJOR U.S.
TRADING PARTNERS

In 1987, the U.S. merchandise trade deficit
was $158.2 billion, of which $130 billion (82 per-
cent) was with the countries under review in this
report: the European Community (EC), Canada,
Japan, Mexico, Taiwan, the Republic of Korea
(Korea), and Brazil. The largest bilateral mer-
chandise trade deficit in 1987 was with Japan
(857 billion, or 36.1 percent, of the total U.S.
merchandise trade deficit), followed by the EC
($23 billion, or 14.5 percent), and Taiwan ($17.6
billion, or 11.1 percent). The U.S. merchandise
trade deficit with the NIC’s of Asia covered in
this report totaled $27 billion, or 17 percent, of
the total U.S. merchandise trade deficit.

U.S.-EC trade relations were strained by the
threat of a major trade war erupting over EC en-
largement. The dispute was finally settled after
threats of retaliation and counterretaliation were
fired. The long-term dispute over pasta was re-
solved during the year, but new disputes erupted
over the oilseeds sector and U.S. meat exports to
the EC. Nonagricultural issues of concern to the
United States were Community subsidies to Air-
bus Industrie and the attainment of improved ac-
cess to the European telecommunications
markets.

During much of 1987, the free-trade-agree-
ment negotiations dominated bilateral issues be-
tween the United States and Canada. The
agreement was concluded in October. Bilateral
disputes focused on Canada’s imposition of coun-
tervailing duties on imports of U.S.-grown corn

and allegations that Canadian potash producers
were dumping their products in the United States.

U.S.-Japanese relations were again strained
by numerous trade disputes intensified by another
record trade deficit. During the year, the United
States took several retaliatory measures against
the Japanese. In an early action, the President
announced sanctions in the form of higher tariffs
on certain Japanese electronic components for
failure to enforce some provisions of the 1986
semiconductor agreement. Later in the year,
Congressional legislation was introduced banning
the importation of Toshiba products after that
company violated export control regulations and
sold sensitive equipment to the U.S.S.R. Despite
a seemingly endless series of confrontations, the
two countries maintained a strong relationship,
managed to exercise restraint, and continued to
consult with each other to resolve trade disputes.

Bilateral relations between the United States
and Mexico have been improving ever since the
latter joined the GATT in 1986. Closer ties were
made in 1987 when the two countries concluded
a broad “framework” agreement on principles
and procedures of bilateral trade.

Although Taiwan made significant progress in
improving access to its market during 1987, it is
still far from being an open economy. Continuing
issues of concern to the United States include tar-
iffs, nontariff barriers, access to Taiwan’s beer,
wine, and tobacco markets, and intermodal ship-
ping.

The United States intentionally did not press
Korea on trade issues during that country’s highly
sensitized Presidential campaign. Following the
December vote, however, trade frictions esca-
lated rapidly as the United States sought to re-
solve several longstanding disputes. Major areas
of friction involved currency revaluation, beef,
cigarettes, insurance, and advertising.

Strained relations between the United States
and Brazil continued in 1987. Although Brazil
made some progress in lowering its trade barriers,
many disagreements failed to be resolved. Bra-
zil’'s February decision to suspend interest pay-
ments on its foreign debt further aggravated
tensions. Another dispute culminated in a sec-
tion 301 case against Brazil in the area of phar-
maceuticals. Brazil’s informatics policies
continued to be a major area of contention.

ADMINISTRATION OF U.S. TRADE
LAWS AND REGULATIONS

Chapter S reviews activities related to the ad-
ministration of U.S. trade laws in 1987. Actions
under import relief laws, unfair trade laws, and
certain other trade law provisions are included.

In 1987, the U.S. International Trade Com-
mission did not undertake or complete any ifiés-
tigations under a major statute safeguarding U.S.
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industries from import injury (sec. 201 of the
Trade Act of 1974). The Commission did, how-
ever, conduct two investigations under section
203 to determine whether or not to extend import
relief already in place under section 201. Follow-
ing receipt of the Commission’s advice, the Presi-
dent extended the relief on stainless steel and
alloy tool steel and terminated the relief on
heavyweight motorcycles. The Commission also
conducted an investigation under section 406 to
determine whether imports of an article produced
in a Communist country are causing market dis-
ruption. The Commission found that imports of
ammonium paratungstate and tungstic acid from
the People’s Republic of China (China) had dis-
rupted the domestic market. The President sub-
sequently negotiated an orderly marketing
agreement with the Chinese.

The U.S. Department of Commerce and the
Commission continued to have large caseloads of
antidumping and countervailing duty (CVD) in-
vestigations during the year. Commerce com-
pleted 43 final antidumping investigations in 1987
compared with 49 investigations in 1986. The
Commission completed 20 preliminary and 51 fi-
nal antidumping investigations. Antidumping du-
ties were imposed as a result of 38 of these
investigations on a total of 15 products from 26
countries. Commerce completed 21 final CVD
investigations compared with 24 investigations in
1986. The Commission completed 3 preliminary
and 19 final CVD investigations. Countervailing
duties were imposed as a result of 13 of these in-
vestigations on a total of 7 products from 12
countries.

The Commission completed 21 investigations
under section 337 of the Tariff Act of 1930.

Xiv

Three violations were found, and three exclusion
orders were issued.

In 1987, private parties filed four section 301
(of the Trade Act of 1974) petitions and the
President self-initiated one investigation. Bilat-
eral settlements were obtained in three 301 cases
initiated prior to 1987: Canadian softwood lum-
ber, EC enlargement, and EC export subsidies on
pasta.

The U.S. Department of Commerce initiated
two investigations in 1987 under section 232 of
the Trade Expansion Act of 1962, which was de-
signed to protect the national security of the
United States. These investigations cover imports
of anti-friction bearings and imports of crude and
refined petroleum.

Changes in the GSP program resulting from
the 2-year general review took effect on July 1,
1987. As a result of this review, the President
reduced the competitive-need limits on 290 prod-
ucts from 9 advanced developing countries. ' The
results of the 1987 annual review also became ef-
fective on July 1, 1987. As a result of the annual
review, products accounting for $18.6 billion in
1986 imports from 16 countries were excluded
from GSP eligibility under the statutory-need pro-
vision.

Duty-free imports entering the United States
under the Caribbean Basin Economic Recovery
Act (CBERA) preferences totaled $906.1 million
in 1987, or 14.7 percent, of overall U.S. imports
from the region. This figure compares with $690
million, or 11.2 percent, in 1986. Beef was the
leading product imported free of duty under
CBERA during 1987 as well as in 1986.
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OVERVIEW: THE
INTERNATIONAL ECONOMIC
ENVIRONMENT IN 1987

TRADE AND ECONOMIC POLICY

Trade relations in 1987 were characterized
by two divergent forces: highly visible bilateral
confrontations on the one hand, and quiet move-
ment towards liberalizing trade in the GATT and
elsewhere on the other. The climate in Western
capitals was often charged, with trade disputes
one after another escalating to near crisis propor-
tions. The United States played an especially ac-
tive role, as disputes with Japan, the EC, Korea,
and Brazil neared the boiling point. Finance and
budget ministers, meanwhile, had a substantial in-
fluence on the trading environment as efforts to
stabilize exchange rates and harmonize macro-
economic policies took on greater urgency in the
wake of October’s stock market collapse.

The U.S. Congress spent long months craft-
ing omnibus trade legislation intended to advance
U.S. negotiating aims abroad and tighten U.S.
trade law, particularly those provisions relating to
granting import relief and foreign barriers to U.S.
commerce. The bill also contained provisions to
implement the Harmonized Tariff Schedule of
the United States and to grant the President
authority to negotiate agreements to reduce tar-
iffs. Prospects that the bill might require the
President to retaliate against foreign barriers to
U.S. exports added a note of uncertainty to U.S.
trade relations in the year.

Despite mounting bilateral tensions, the
United States did take several major steps in the
direction of trade liberalization in 1987. A
pathbreaking free-trade arrangment with Canada
was agreed upon, and talks on expanding trade
with Mexico proceeded apace. Significant pro-
gress was also made on the multilateral front.
The negotiating groups for the Uruguay Round of
multilateral negotiations progressed, and several
new countries sought accession to the GATT, a
testimony to the GATT’s vitality on its 40th anni-
versary. In other fora, the OECD moved closer
to a consensus on the need to end extensive sub-
sidization of agriculture, and the required number
of signatures was received to allow the Harmo-
nized Commodity Description and Coding System
to go into effect.

WORLD TRADE IN 1987

According to preliminary GATT estimates,
the volume of world merchandise trade grew by 4
percent from 1986 to 1987, the second largest in-
crease in the 1980’s and a full percentage point
more than the growth in world output.! At $2.45

' Preliminary report by the GATT Secretariat on World
Trade in 1987 and Prospects for 1988, GATT Press
Release No. 1432, Feb. 29, 1988.

trillion, the value of world merchandise trade was
15-1/2 percent greater than that in 1986, reflect-
ing volume increases and a firming of prices, par-
ticularly those for oil and other primary
commodities. The trade performance of the most
heavily indebted developing countries improved
significantly, growth in world agricultural trade re-
sumed, and the anticipated crisis in global con-
sumer confidence failed to materialize. (Indeed,
preliminary data show a pickup in trade growth in
the final quarter of 1987.) Trade expansion in
1987 was also more balanced across the three
major economic groups—developed, developing,
and centrally planned economies.

The trade performance of the developed
countries, which as a group accounted for 70
percent of world trade in 1987, was uneven.
However, the United States continued to register
record deficits in its merchandise trade account,
and it remained the world’s largest debtor, a title
it “earned” in 1986. Germany recorded another
record merchandise trade surplus ($66 billion),
and Japan’s surplus, at $80 billion, declined mod-
estly. The combined trade deficit of four other
major European countries, the United Kingdom,
Spain, France, and Italy, widened substantially,
from $34 billion in 1986 to $55 billion in 1987.

Imports by the developed countries were the
dominant force in world trade expansion; and in
developing countries, exports remained the most
dynamic in terms of volume. The growth in im-
ports by Western Europe and Japan more than
offset a slowdown in the volume of U.S. imports.
The trade performance of 15 heavily indebted
countries?2 improved significantly, with healthy
gains in both exports and imports. Although their
trade expanded less rapidly than world trade, the
1987 experience compares favorably with that in
1986, when merchandise imports by these 15
countries declined by 1 percent and exports fell
by 15 percent.

Manufactures trade, which accounted for
two-thirds of total merchandise trade, paced the
expansion in world commerce, increasing by §
percent on a year-to-year basis. Developed coun-
tries accounted for the lion’s share of the expan-
sion in manufactures trade. The newly
industrialized countries of Asia also emerged as
key importers, with the volume of their imports of
manufactures increasing by more than 20 percent
over that in 1986. Despite a reduction in world
agricultural output for the first time in 37 years,
global agricultural exports increased by 4 percent
in terms of volume. Higher trade in those two
sectors more than offset a slight contraction in the
volume of trade in mining products.

2 The countries are Argentina, Bolivia, Brazil, Chile,
Colombia, Cote d'Ivoire, Ecuador, Mexico, Morocg¢g,
Nigeria, Peru, Philippines, Uruguay, Venezuela, an
Yugoslavia.
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GATT analysts found a strong correlation be-
tween recent changes in exchange rates and ex-
port growth in 1987. Countries such as the
United States and Canada whose currencies de-
preciated on a real effective basis from 1985 to
1986 recorded strong growth in export volumes
during 1987.1 The exports of countries with ap-
preciating currencies, particularly Germany and
Japan, showed notable declines. However,
GATT analysts were unable to demonstrate a
clear link between real effective appreciation and
import growth. In Germany, for example, the de-
pressing effect on imports of lower domestic de-
mand apparently outweighed the stimulus of a
stronger mark.2 The analysts concluded that the
exchange rate mechanism alone was not sufficient
to achieve more balanced trade among the major
industrialized countries: appropriate fiscal poli-
cies were needed as well.

U.S. TRADE PERFORMANCE

The U.S. trade deficit widened sharply, by
9.8 percent, in 1987, reaching a record $171.2
billion on a c.i.f. basis, up from $156.2 billion in
1986. (The deficit was $153.0 billion on a cus-
toms basis compared with $139.3 billion in
1986.)8% Despite the dollar’s depreciation, im-
ports continued to rise for much of the year, off-
setting healthy gains in U.S. exports.

U.S. exports were valued at $252.9 billion,
representing an increase of 11.5 percent over
those in 1986. Notable gains were registered in
U.S. shipments of office machinery, aircraft, mo-
tor-vehicle parts, chemicals, paper, glass, bever-

' Preliminary report by the GATT Secretariat on World
Trade in 1987 and Prospects for 1988, GATT Press
Release No. 1432, Feb. 29, 1988, p. 10. For the pur-
pose of their analysis, GATT economists defined the
change in a country’s real effective exchange rate as the
movement of the currency against those of 18 other in-
dustrial and 22 developing countries, adjusted for differ-
ences in inflation between the home country and those
same trading partners.

2 In fact, the import volumes of countries with appreciat-
ing currencies (Germany, Italy, the Netherlands) in-
creased by less, or at least not more, than in countries
with depreciating currencies (such as Canada and the
United Kingdom). /Ibid., p. 11-12.

3 Unless otherwise noted, all data in this section are
official data from the U.S. Department of Commerce, as
reported in Summary of U.S. Export and Import Mer-
chandise Trade, December 1987 and January 1988.
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ages, and tobacco. By region, U.S. exports to
developed countries increased by 9 percent, with
U.S. exports to the EC up by 14 percent; those to
Canada up by 8 percent; and those to Japan up
by 5 percent. U.S. exports to developing coun-
tries rose by 16 percent over those in 1986, with
significant gains in U.S. exports to Mexico, Ko-
rea, and Taiwan.

Imports, at $405.9 billion, were up by 10.9
percent over those in 1986, with increases regis-
tered in all major product categories. The surge
in imports of capital goods (which rose at a 33
percent annual rate in the first three quarters of
the year) and oil was particularly noteworthy.
Imports of office machinery, electrical machinery
and apparatus, textiles and apparel, semiconduc-
tors, and cars also recorded above average gains.
Developing countries accounted for most of the
increase in the value of U.S. imports, with U.S.
imports from the newly industrializing countries
(NIC’s) of Asia up by 25 percent over those in
the previous year; those from China up by 27 per-
cent; and those from Mexico and Brazil up by 50
percent and 60 percent, respectively.

Despite a 15-percent increase in U.S. ex-
ports, the U.S. deficit in manufactures widened
from $134.3 billion in 1986 to $140.1 in 1987.
The U.S. deficit in petroleum and selected prod-
ucts also grew, from $31.8 billion in 1986 to
$38.4 billion in 1987. On the other side of the
ledger, the U.S. surplus in agriculture widened,
from $4.5 billion in 1986 to $8.0 billion in 1987.

The United States registered deficits in mer-
chandise trade with virtually every country group.
However, largely as a result of increases in U.S.
exports of manufactures, the United States saw
significant improvements in its trade balances with
the EC and Canada. Its trade deficit with Japan
widened slightly. Continued high levels of manu-
factured imports and a leveling off of exports of
food accounted for the worsening of the U.S.
trade deficit with the NIC’s,4 particularly Taiwan,
Korea, and Hong Kong, and a firming of petro-
leum prices accounted for the deterioration of
U.S. trade with members of OPEC (Organization
of Petroleum Exporting Countries).

4 The NIC’s are Brazil, Hong Kong, Mexico, Sin-
gapore, South Korea, and Taiwan.

Xvi



CHAPTER 1

SELECTED ISSUES IN TRADE
AGREEMENTS ACTIVITIES
IN 1987

INTRODUCTION

This chapter examines three developments in
1987 that are likely to have a significant impact
on U.S. trade: (1) the realignment of exchange
rates among the major industrialized countries;
(2) the conclusion of an agreement providing for
free trade between the United States and Canada;
and, (3) the entry into force of the Harmonized
Commodity Description and Coding System.

In September 1985, finance ministers from
the major industrialized countries essentially
agreed to support a realignment of their curren-
cies in an effort to achieve more balanced trade
and economic performance. By 1987, however,
the dollar’s continued depreciation, particularly
against the West German mark and the Japanese
yen, became the subject of intense debate in
Western capitals. - Discussions centered on appro-
priate levels for exchange rates and on the impor-
tance of adopting macroeconomic policies
consistent with sustaining them. Against a back-
drop of record U.S. trade deficits, economists
also began to take a closer look at more funda-
mental factors affecting trade flows. The fact that
many foreign suppliers were not raising prices in
the U.S. market was examined, as were structural
changes in the United States that might slow the
process of reducing U.S. imports. This chapter
examines each of these issues in greater depth.

In 1987, the United States and Canada in-
itialed a far-reaching pact providing for the elimi-
nation of tariffs on bilateral merchandise trade
and a reduction in nontariff barriers to goods,
services, and investment. The pact will substan-
tially liberalize the world’s most significant bilat-
eral trading relationship (in terms of value) and
may provide a model for present efforts within
the GATT to address “new” issues such as serv-
ices and investment. The main elements of the
agreement, as well as its likely economic impact,
are discussed below.

The groundwork was laid in 1987 for the en-
try into force of the Harmonized System (HS).
The new nomenclature will replace the sometimes
disparate tariff clasification schemes of signatory
governments with a single, basic framework for
describing products for customs, tariff, statistical,
and transportation document purposes. The
European Community (EC), Japan, and Canada
are among the signatories that implemented the
new system on January 1, 1988. The legal provi-
sions to permit implementation of the HS in the
United States were contained in the omnibus
trade bill. The purpose of the HS and its organ-

izational underpinnings are discussed in the final
section of this chapter, as are its implications for
U.S. trade and business.

EXCHANGE RATES

Introduction to the Issues

The value of the dollar on foreign-exchange
markets declined sharply during 1987, continuing
in a descent that began in February 1985 and was
endorsed as official policy by key finance minis-
ters in the Plaza Accord in September of that
year. As the dollar’s sharp decline continued
during 1986 and into 1987, foreign and domestic
policymakers began to press for more stability in
the dollar’s exchange value. The dollar’s value
became a recurrent focus of attention as industri-
alized countries attempted to coordinate their
macroeconomic policies. The United States was
pressed to reduce its enormous trade and budget
deficits, and Japan and West Germany were
called upon to stimulate their economies.! Poli-
cies consistent with these goals were not immedi-
ately implemented, however. For most of the
year, little progress was made in reducing the
U.S. Federal budget deficit. West Germany con-
tinued its adherence to a relatively contractionary
monetary policy, raising discount rates unilaterally
and sterilizing monetary expansions that would
otherwise have resulted from exchange market in-
tervention.2 Japan was faulted for not opening its
markets further to foreign imports.

Much of the dollar’s decline over the year
came in the wake of October’s stock market
crash, as investors traded U.S. assets for foreign-
denominated substitutes. Then, as throughout
the year, foreign central banks intervened exten-
sively to prevent a disorderly decline. According
to one estimate, central banks purchased $190
billion during 1987, largely in efforts to stabilize
the dollar.® This intervention provided the largest
source of external financing to cover the shortfall
in U.S. aggregate savings during 1987.

Despite the dollar’s third year of sharp de-
cline, 1987 marked the fifth successive year of
record U.S. current account deficits, the emer-
gence of the United States as the world’s largest
debtor, and growing concern that its economic
policymaking was increasingly being held hostage
to the constraints implied by debtor status. Nev-
ertheless, as the year closed, it appeared that the
U.S. trade picture was poised at last for a turn-
around. The stock market collapse and sluggish
growth in the U.S. economy’s retail sector im-
proved prospects for a slower pace of import

' IMF Survey, Oct. 19, 1987, p. 310.

2 Sterlization refers to the process by which open market
sales (or purchases) of bonds by the central bank to the
public are used to offset the effects of central bank
intervention in the foreign exchange market. 1

3 “World Economic Outlook,” IMF Survey, Apr. 118_ ,
1988, p. 126.
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spending. The dollar’s cumulative decline
seemed at last sufficient to give a boost to the na-
tion’s manufacturing sector, which was enjoying a
resurgence in foreign demand. Concerns were
expressed, however, that industrial capacity had
fallen during the period of the strong dollar and
that export growth might therefore not be sustain-
able.

Foreign investors responded to the lower
priced dollar during 1987 by significantly increas-
ing their direct investment in U.S. industry, rais-
ing concern in certain quarters and providing a
new target for protectionist sentiments. Such for-
eign investment is likely to result in the continued
growth of some import categories, particularly
capital goods.! On the positive side, new invest-
ment will add to productive capacity that will help
generate the trade surpluses ultimately required to
repay foreigners who have invested in the United
States.

Measuring the Dollar’s Descent in 1987

The value of the dollar declined sharply rela-
tive to most of the world’s major currencies dur-
ing 1987. Over the 12 months ending December
1987, the dollar declined on a nominal basis by
21 percent against the yen, 17 percent against
major European currencies, 10 percent against
the currencies of the newly industrialized coun-
tries (NIC’s) of east Asia, and 5 percent vis-a-vis

! According to the Bureau of Economic Analysis imports
of capital goods increased to a $120 billion rate in the
fourth quarter of 1987, increasing from $93 billion in
1986 and $69 billion in 1984. Adjusting for changing
exchange rates, this represents a trend increase in real
imports of capital goods over the period.

Table 1-1

the Canadian dollar. Adjusting for inflation to
obtain measures of real-exchange-rate shifts,
similar results are obtained. For example, the
dollar declined in real terms by 19 percent against
the yen, 16 percent against European currencies,
and 8 percent against the east Asian NIC’s (table
1-1).

Measuring the Dollar’s Cumulative
Decline

From a peak in February 1985 through De-
cember 1987, the dollar’s real value declined by
22.6 percent on a trade-weighted basis, as calcu-
lated by the Dallas Federal Reserve Bank. With
respect to the Japanese yen and major European
currencies, the dollar’s cumulative depreciation
totaled 48 percent and 44 percent, respectively.
Overall, the dollar’s depreciation since 1985
more than offset its cumulative appreciation
against these same currencies during 1980-8S5.
However, on a weighted-average basis, the dol-
lar’s international purchasing power at yearend
1987 remained at least 10 percent above the
yearend level of 1978, a period of previous dollar
weakness. The dollar’s gain in strength vis-a-vis
the Canadian dollar and Latin American curren-
cies accounts for this effect.

Policies Concerning the Dollar’s Decline

The steepest declines occurring in the value
of the dollar came in January, November, and
December. In November 1986, Treasury Secre-
tary Baker and Japanese Finance Minister
Miyazawa agreed that the dollar had fallen

Indices of real exchange rates for U.S. dollar against currencies of Canada, Japan, Europe, newly-indus-
trializing countries of east Asia and Latin America, 1980-87

(January-March 1973=100.0)

Period Canada Japan Europe NIC’s? L.Amer.2 TotaP

December:
1980 ....... 118.4 72.6 82.4 84.1 92.3 87.1
1981 ....... 114.0 78.9 96.3 88.7 92.0 92.4
1982 ....... 113.2 88.9 107.2 95.9 110.2 100.5
1983. ....... 113.1 87.8 121.1 105.4 117.3 106.7
1984 ....... 120.1 94.0 137.5 110.9 120.3 115.4
1985 ....... 126.1 78.7 114.0 116.0 133.8 112.1
1986 ....... 121.1 63.9 97.3 116.7 166.1 106.2
1987 ....... 115.6 51.6 81.7 107.4 (4) 93.5

References:

Jan.-Mar.’73¢ . 100.0 100.0 100.0 100.0 100.0 100.0

Oct. 1978¢ .... 112.3 55.3 76.1 77.0 98.8 82.2

Mar. 19857 .... 125.5 98.8 145.8 112.3 121.5 120.8

' Newly-industrializing countries of east Asia.

2 Latin America; includes countries of the Caribbean.

3 Includes other countries; 101 countries represented in total.

4 Not avallable.

¢ Base period.

¢ Lowest value for monthly total real dollar index over 1973-87.

7 Highest value for monthly total real dollar index over 1973-87. 1-2

Source: Federal Reserve Bank of Dallas.
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enough, and that dollar stability was more impor-
tant than further decline. Further declines in the
dollar soon thereafter prompted finance ministers
from the Group of Seven countries! to convene at
the Louvre in February. Agreement was reached
that a smaller U.S. budget deficit was necessary,
and that Japan and West Germany would make
greater efforts to stimulate their economies.
These commitments were reaffirmed at the eco-
nomic summit in Venice. At the same time, Ja-
pan announced that it would adopt a $35 billion
package of tax cuts and public spending pro-
grams.

Nevertheless, the U.S. trade deficit remained
stubbornly high, and progress on reducing the
U.S. Federal budget deficit had stalled. Germany
persisted with its restrictive monetary policy,
which required tightening of U.S. monetary policy
and consequent increase in interest rates for ex-
change-rate stability. Perceptions that Japanese
trade practices remained an obstacle to global re-
adjustment intensified. Collectively, these devel-
opments resulted in growing uneasiness among
financial analysts that problems were not being
resolved. The official announcement in mid-Oc-
tober that the U.S. trade deficit for August was
unexpectedly high added to investor wariness.
Another steep decline in the dollar followed the
October 19 global stock market collapse, as for-
eign investors sold dollar-denominated assets to
minimize capital losses in anticipation of further
dollar declines. Renewed concern over the dollar
prompted another conference of finance minis-
ters late in December.

Continued Growth in the Trade Deficit

Contrary to most expectations, the U.S.
trade deficit increased further in 1987, totaling
$171.2 billion, compared with $156.2 billion in
1986. Indeed, monthly trade statistics revealed
growing trade imbalances through October, for
which a record deficit of $17.6 billion was re-
ported. Not until data for November and Decem-
ber were released were there grounds for
optimism that the trade deficit was narrowing.
Steady improvement in U.S. export performance
was matched by rising import expenditures until
October. The data clearly indicated that the rise
of the yen had begun to slow U.S. imports of
Japanese products, but imports from the NIC’s
continued to rise. Imports from Korea, Taiwan,
Hong Kong, Singapore, and Thailand rose by
25 percent in 1986.

' The Group of 7 consists of the major industrial coun-
tries whose heads of state meet annually at economic
summits. The members are Canada, France, the Fed-
eral Republic of Germany, Italy, Japan, the United
Kingdom and the United States.

Explanations of the Apparent Inefficacy
of Exchange-Rate Policy

Much of the trade policy debate during 1987
concerned the apparent failure of dollar deprecia-
tion to reduce appreciably the U.S. trade deficit.
Explanations shifted away from the discredited
optimism of “J-curve” dynamics toward an ex-
amination of exchange-rate passthrough, and a
view based on structural irreversibilities described
as “hysteresis.”

Traditionally, exchange-rate (devaluation)
policies are expected to induce expenditure-
switching by raising import prices relative to do-
mestic goods and reducing export prices for U.S.
merchandise to foreign buyers. This would then
be expected to reduce domestic spending on im-
ports and increase foreign purchases of U.S. ex-
ports, albeit with a lag.2 However, recent studies
on exchange-rate passthrough indicate that im-
port prices have risen much less than the dollar
has fallen (or equivalently, as the yen or deutsche
mark have risen). Consequently, the price com-
petitiveness of domestic substitutes for imports
has not improved as much or as quickly as previ-
ously expected. Imports are unlikely to decline,
nor the trade deficit narrow significantly, until the
relative price of imports increases substantially.

Theory of Exchange-rate Passthrough

The rate of passthrough for exchange-rate
changes into import prices depends on a number
of factors. The relative proportions of labor,
capital, and traded material inputs used in pro-
duction by foreign producers are among the prin-
cipal determinants. @ The extent of product
homogeneity and the degree of global competition
in the industry also matter. Nontariff import bar-
riers can also break the link between foreign-ex-
change rates and import prices, since they drive a
wedge between domestic and world prices. The
extent to which an industry is able to reduce costs
by modernizing its technology can also allow price
adjustments that contrast with exchange rates. .

First, exchange-rate changes will more likely
be passed through into U.S. import prices the
larger the share of total costs represented by for-
eign labor value added. For example, as a result
of the yen’s appreciation relative to the dollar,
Japanese labor costs in dollar terms have risen.
These must either be passed on in the form of
higher dollar prices on exports (to the United
States) or, if not passed on, export profitability
must decline. The potential for high rates of
passthrough also exists for firms that are highly
capital intensive. However, in the short run,
capital-intensive firms can price their exports be-
low average total costs and still cover variable
costs.

2 Hence the J-curve effect, as the volume of exports and
imports adjust slowly while the cost of foreign exchange

used to purchase imports rises. The net result is ap in-
itial widening of the trade deficit, prior to its narro iglg

as trade volumes adjust in desired directions.
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Conversely, foreign firms that use significant
amounts of tradable material inputs (e.g., petro-
leum, iron ore, petrochemicals) can be expected
to have lower rates of passthrough. These traded
inputs are priced in a world market, with prices
equated internationally. Therefore, exchange-
rate changes do not directly affect foreign pro-
ducer’s cost in dollars of using these materials for
reexport to the United States as part of a finished
product.

A second factor affecting a foreign firm’s
capacity to avoid passing through exchange-rate
changes concerns the structure of international
competition in its industry. A foreign producer
that behaves in accordance with the purely com-
petitive model must, in the long run, fully recoup
its total production costs (that are unchanged
when calculated in local currency, but which in-
crease when converted into dollars) following lo-
cal currency appreciation (i.e., dollar
depreciation). Yet as a price taker in the U.S.
market (demand facing this producer is assumed
to be perfectly price elastic), passing its higher
costs on to import prices would result in the loss
of its market share to producers from countries
whose currencies have not appreciated relative to
the dollar. Therefore, in the short run, the com-
petitive  foreign producer is unlikely to
passthrough higher (dollar) costs. In the long
run, they leave the market in the absence of
other effects.

At the other end of the spectrum, oligopolis-
tic or monopolistic firms face less than perfectly
elastic demand for their products. Consequently,
they can exercise market power by passing
through exchange-rate changes in the short run,
without completely losing market share. To the
extent that market power derives from product
differentiation, foreign firms also gain some addi-
tional latitude to raise prices because of ex-
change-rate changes without fully losing market
share.

In some cases, foreign producers were pre-
cluded from increasing their share of the U.S.
market beyond certain levels because of voluntary
restraint agreements (VRA’S).? During the pe-
riod of dollar appreciation, these producers in-
creased unit profits on exports to the United
States. Some analysts therefore argue that for-
eign producers had a cushion of unusually high
unit profit rates that allowed them to continue to
supply the U.S. market profitably following home
currency appreciation without attendant price in-
creases. Some of these analysts suggest, however,
that further declines in the dollar would most
likely result in higher import prices because the
cushion of excess profits is probably gone and
firms have exploited most of the cost-cutting op-
portunities that were available.

' Autos, footwear, and steel exemplify this case.
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The Structural Problem, or “Hysteresis”

The hysteresis argument suggests that in-
creased import competition resulting from the
dollar’s high value during 1983-86 prompted or
accelerated the movement offshore of significant
portions of the U.S. manufacturing sector. Other
industries were lost in their entirety to foreign
competition. The dollar’s recent decline cannot
quickly reverse these structural changes. For ex-
ample, because the United States no longer has
an industry domestically producing color televi-
sion sets, the dollar’s return to its previous level
cannot reverse this trade imbalance in the near
future. Furthermore, many domestic firms that
increased their reliance on offshore facilities to
cut costs have seen this strategy backfire now that
the dollar has weakened.

Theories of Exchange-rate Equilibrium

Finance ministers from the major industrial-
ized countries have convened frequently since the
Plaza hotel meeting of September 1985 to discuss
currency realignment and stabilization consistent
with promoting adjustment and preserving eco-
nomic growth. However, there are competing
views on suitable exchange rates.

The traditional method of calculating equilib-
rium exchange rates is based on purchasing power
parity (PPP), or the law of one price. Strictly
interpreted, PPP suggests that exchange rates will
tend towards equilibrium levels that equate the
costs of a representative bundle of goods and
services across countries. For example, if in long-
run equilibrium a given basket costs DM258
(deutsche marks) in West Germany, $100 in the
United States, and Y20,300 (yen) in Japan, then
PPP would imply that a dollar should be valued at
2.58 deutsche marks and 203 yen. Economists
with Goldman Sachs in London used Organiza-
tion for Economic Cooperation and Development
(OECD) prices to estimate precisely these values
for PPP exchange rates.?

However, most economists contend that ex-
change rates also reflect international movements
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