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DOMESTIC REGULATION AND INTERNATIONAL TRADE:
WHERE:-S THE RACE?CLESSONS FROM
TELECOMMUNICATIONS AND EXPORT CONTROLS

Ronald A. Cass
John R. Haring™

INTRODUCTION

Critics claim that international trade undermines a nation-s ability to maintain an
independent national regulatory structure that would be chosen under
democratic-representative processes. The result supposedly is a Arace to the
bottom@ in protection of public interests. Paliticians and other commentators
frequently conclude that public welfare is reduced by open trade without some
mechanism to safeguard domestic regulation or otherwise to secure its ends.

The race-to-the-bottom metaphor builds on economic writings suggesting
that, at least under certain conditions, open trade in goods leads to factor price
equalization with reduced returns to factors that are relatively abundant in other
nations.! Thus, for example, if low-skilled labor is relatively abundant outside
the United States, open trade in products intensively utilizing such labor will
(according to this theory) lead to lower real income for low-skilled American
workers.? That conclusion has led to calls for restraining trade, for harmonizing
divergent nationa rules, or for adopting uniform transnationa regulatory
accords. Economists, however, debate whether this relationship actually
describesredlity, noting that the conditions from which factor-price-equalization
was deduced seldom occur.®

Even if trade does not bring about factor price equalization, its contribution
to competition in a domestic economy alters both economic and political activity.

8 Ronald A. Cass & John R. Haring 1998. Prepared for 1998 General Meeting of the Mont
Pélerin Society.

" Dean and Melville Madison Bigelow Professor of Law, Boston University School of Law;
Member, Vice-Chairman, U.S. International Trade Commission, 1988-90.

*%

Principal, Strategic Policy Research; Chief Economist and Chief, Office of Plans & Policy,
Federa Communications Commission, 1987-90.
! Stolper & Samuelson, 1941; Samuelson, 1948; Samuelson, 1949.
2 Murphy & Welch, 1991; Borjas, Freeman & Katz, 1992. But see Bhagwati, 1968 (trade-

linked welfare reduction, like growth-linked welfare reduction, traces to underlying welfare-
distorting policy, not independently to trade or growth).

3 Deardorff, 1986.
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The transmission of competitive effects from trade resembles the effects
predicted by the race-to-the-bottom metaphor, but tradess competitive effects
generally benefit both national economic welfare and individual liberty. One
effect could be a change in domestic regulation, including a change that would
generally be characterized as reducing the scope or bite of regulation. Contrary
to the race metaphor-s implication, such changes typically enhance national
welfare. The paradigm for tradess effects on domestic regulations, in other
words, is provided by Tiebout, not Gresham or Akerlof.*

That trade promotes competition, though generally good news for economic
welfare, is both good news and bad in the world of trade politics. Politics, after
al, isto some degreeCperhaps a very large degreeCaworld of rent creation, and
competition destroysrents. The tendency of palitics, hence, inevitably istoward
too little competition, including (especially) competition from imports.® That
tendency does not go unchecked, but the checks are not fully availing.

This paper explores both economic and political aspects of the relationship
between trade and domestic regulation, looking particularly at lessons that can
be drawn from regulation of communications and from export controls. We
underscore the importance of trade as a correctiveCthough only a partial
correctiveCfor ill effects of domestic regulation. Far from limiting the ability of
national polities to design regulation favored by each nation-s citizens, trade
serves (under most conditions) to counteract antidemocratic tendencies in
domestic governance, protecting individual liberty in aworld of diverse tastes.

Further, under some circumstances (ones that seem increasingly common),
trades competition-enhancing effects will be politically preferred to the
competition-limiting effects of trade restraints. Unfortunately, trade restrictions
till will be imposed too often, in part due to the bias inherent in democratic
politicsand in part due to personal stakes of decision-makersthat are less readily
deduced from interests tied to identifiable groups. Thislast point emerges from
examination of export controls (an apparently incongruous set of trade rules) as
well as from analysis of import restraints.

|. PRE-RACE REGULATION

Basics of Regulation: Public Interest vs. Public Choice

4 Compare Akerlof, 1970, with Tiebout, 1956. Although the Tiebout (voting-with-the-feet)
effect can only reach Pareto-efficient results under certain conditions, Buchanan & Goetz, 1972,
it suggests amechanism for achieving closer correspondence of preferences and public choices.

In that respect, it is closer to the trade paradigm than are the various incarnations of lemons
effects.

® E.g., Schattschneider, 1935 Baldwin, 1985: Destler, 1986: Bhagwati, 1988.
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The starting point for most discussion of trade and regulation is the unexamined
assumption that domestic regulation merits protection as the embodiment of
popular preferences or aternatively as consisting of normatively attractive
programs that advance public good. That isaxiomatic if public good is defined
as the outcome of governance processes or, perhaps, of governance processes
that comport with basic norms of public-democratic decision-making. If the only
test is the base acceptability of the governance process, the great bulk of
government regulation in the Afirst worldf passes muster.

This may be the proper test for government action in some settingsCperhaps
for most forms of judicia intervention, for exampleChbut it is hard to see its
appeal as an abstract normative standard. Actual acceptance by a majority of
citizens, creation of greater aggregate utility or value or wealth for society, or
promotion of individual liberty might be better normative goals for government.®

Unlike the assumption in the race metaphor, thereis little evidence that much
government regulation comports with those abstract norms.  Writings in the
public interest genre often assume that government regulation is both intended
to and in fact does promote widely accepted normative goals, such as efficiency,
but those writings do not explain the mechanism for creating public-interested
regulations nor do they serioudly assess the fit between government action in
practice and the posited norm.

Public choice writings, which see government action as the product of self-
interested individual behavior, predict systematic divergence of public actions
from general public interests.” On thisview, government action typically serves
the interests of individuals who can band together in sufficient number at low
enough cost to secure a favorable vote on an issue of relatively intense interest
to them® The interests of a majority of citizens can be served; just as
commercial markets composed of individual actors pursuing their individual
interests can produce public benefit, so too can government (under certain
conditions).’ For example, government can provide public goodsCnational
defense, interstate highways, legal recognition of property rights, protection of
public safetyCthat would be underproduced in private markets.

Even so, the public choice model finds relatively little probability of

® Wefind the concept of aggregate utility helpful despite frequently expressed reservations
about it. Those reservations go more to the mechanism for assessing aggregate utility (or changes
in aggregate utility) or to the choice of aggregate utility as the appropriate normative standard for
agiven decision than they do to the underlying notion that personal utility can have an aggregate
that is meaningful.

! See, e.g., Buchanan & Tullock, 1962.

8 e eg., Olson, 1965.

° Note impossibility under Arrow conditions. Arrow, 1963.
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beneficial government action. The opportunity to create rents for particular
groupsChenefitting a discrete group while doing much greater harm to the
broader public, though seldom visiting a concentrated harm on anyoneChas
enormous political attraction. The tendency to create rents (typicaly by
restricting competition) does not go unchecked. Three considerations act as
counterweights to rent-seeking by interest groups. First, one person:s rents are
another person:s costs. So far as the costs are visited on politically powerful
groups, they will act to constrain the rents. Second, though rents commonly are
more concentrated (on the supply side) than costs from them (the consumption
or demand side), rents can be dissipated in various ways and often will be
substantially smaller than costs.® Third, political decision-makers incentives
will not be fully formed by the balance of rents and costs; other factors will affect
the decisional calculus and may tilt it in a direction at odds with what many
versions of interest group theory would predict."* All of these considerationsCas
well as direct economic effectsCinfluence the politicd interaction between trade
and regulation.

With some regularity, however, government action produces concentrated
benefits for a relative few at greater cost to the many. Even where the
government seems to be producing public goods, its actions have questionable
benefit. In part that is because private markets, though underproducing public
goods, still produce a significant level of public goods.*? The comparison of
government to private action, hence, cannot counterpose a world with
government-provided public goods to a world bereft of public goods. Further,
where government acts to provide public goods, it is apt to provide too many,
largely because overprovision can generate private benefits that will be more
concentrated than the public costs.*®

In line with public choice predictions, writers who have examined regulatory
programs critically find that many of them suppress competition in an industry,
raising prices to consumers and returns to those who are in the industry.™ Often
the regulatory program combines rules that limit competition with ones that
mandate cross subsidies (redistribution of joint costs in a manner inconsi stent

10 See, e.g., Hufbauer, Berliner & Elliott, 1994; Buchanan, Tollison & Tullock, 1980.
M see Niskanen, 1971; McKean, 1972; Peltzman, 1973.

12 See, e.g., Coase, 1974. As Coase shows, the divide between ordinary goods and pure
public goodsisfictive. Markets produce many goods with significant public good characteristics.
13 Buchanan & Tullock, 1962.

14 See, e.g., Friedman, 1962; Spann & Erickson, 1970; MacAvoy, 1971; Gellhorn, 1976;
Hazlett, 1991.
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with Ramsey pricing) among services or customers.™ These regulatory schemes
are at odds with allocative efficiency and possibly with other attractive norms.

Effects of Government Regulation: Efficiency Concerns

Most serious inquiries into regulations congruence with public welfare have
used efficiency as the standard and have found a series of problems. For the
balance of this paper, we assume that the relevant norm is Pareto-efficiency or
efficiency under the Bergson-Samuelson social welfare criterion. Regulatory
initiatives that mandate (or induce) inefficient pricing tend to reduce outputCand
wealthCin the regulating nation. Regulation commonly misdirects resources
within the regulated industry.™® Under most conditions, that misdirection is not
simply an offset against other distortions in the economy (athough that is a
theoretical possibility).

In addition, regulation also commonly has indirect effects that reduce effi-
ciency, effectstied to the overdl level of government intervention rather than to
a specific single regulatory scheme.. Three such effects are rent-seeking, lower
returns to productive investment, and x-efficiency effects.

First, regulation induces what Professors Jagdish Bhagwati and Ted
Srinivasan have termed Adirectly unproductivef activities and others have termed
Arent-seeking@ activities. thoseClobbying, litigating, and so onCintended to
secure, enforce, or retain inefficient regulations.”” The higher the level of
inefficient regulation in a jurisdiction, the more resources are likely to be
diverted to unproductive activities. That will occur because the high level of
inefficient regulation most likdly will be taken as a signal of decision-makers:
greater propensity to enact inefficient regulation (which raises the expected
returns from lobbying, etc.). Moreover, some people who would not find it
worthwhile to invest in lobbying merely to move from a competitive arenato a
favorable regulatory regime (given their expectations about the magnitude and
durability of any rents that might be generated under such aregime) may make
adifferent calculusif they believe that they are choosing between investing in
gaining a favorable regime or failing to invest and facing a hostile regulatory
regime.

Second, high levels of inefficient regulation, and corresponding investment
in unproductive lobbying activities, reduce productive investment incentives.
The prevalence of regulation suggests a heightened propensity to regulate, with

% Eg., Posner, 1971.
16 See, e.g., Haring, 1984; Mitchell & Vogelsang, 1991.

7 Bhagwati & Srinivasan, 1980; Buchanan, Tollison & Tullock, 1980; Bhagwati, 1982;
Collander, 1984.
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a greater probability of future regulation and of the losses that regulation can
impose. The prospect of such losses must be considered in making investment
decisions.™ Of course, the prospect of gains from regulation will be offset
against the potential losses. The net in this calculation, however, should be
negative. The expected return on lobbying investment should be the competitive
rate of return, and gains from regulation generally should follow lobbying
investments; but the costs associated with regulation will be spread throughout
the economy, lowering the expected rate of return to investment generally. So
far as there are captive assets within the jurisdiction, their price will decline to
reflect the lower expected return so that, in equilibrium with fully mobile capital,
investment will generate the same real expected return. But these conditions are
unlikely to hold; capital restrictions and factor mobility will lead to real variance
in investment returns over time periods long enough to have consequence for
investment decisions.

Thethird indirect effect of high levels of inefficient regulation in apolity is
the creation of competitive dlack, referred to variously as x-efficiency, x-
inefficiency, or technical inefficiency. This will not be the result of all
regulation, but occurs as a by-product of regulation that reduces competition.

X-efficiency is a concept that is not universally accepted; some academic
commentary points out that, contrary to the notion of x-efficiency, even afully
protected monopolist has economic incentives to technical efficiency in
production.”® Indeed, because the monopolistic firm (or more broadly, the firm
with market power) is more likely than a firm operating in a fully competitive
market to capture the benefits of innovations that increase technical efficiency,
it is arguable that monopoly reduces such inefficiency rather than causing it.”

For similar reasons, Judge Richard Posner discounts the prospect of
monopoly inducing inefficiency through shirking. The common ground for both
sides of the debate is that the absence of competitive pressure systematically
produces not only higher monetary returns to producers but also higher non-
monetary returns. Presumably, these are offsets, one against the other: persona
utility functions include willingness to purchase a variety of goodsin exchange
for money, including a degree of protection against vigorous policing; and the
sdaries of the workers who enjoy decreased pressure to work hard should be
reduced commensurately to account for their increased slack. Judge Posner,
however, drawing on standard agency-cost analysis, observes that so far as the
reduced monitoring/increased shirking impairs efficient production and is not

18 K aplow, 1986.
¥ Eg., Posner, 1975.
20 |d.; Posner, 1998, at 304-05.
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offset by appropriate reductionsin pay (fully reflecting reduced productivity) an
efficient capital market will punish the firm and make it an attractive target for
take-over.”

The x-efficiency question in general, thus, is whether the increased dack
associated with market power will at any point affect the manner of production
so that productivity is decreased or product design isimpaired or innovation is
reducedCand, if so, whether such effects are efficiently monitored by and
reflected in capital markets. Those who doubt the reality of x-efficiency believe
that efficient capital markets and labor markets adequately control for the
potential effects of monopoly power on technical efficiency.

Regulation, however, is different from other bases for market power.
Regulation can reduce competition and inhibit full functioning of the normal
adjustment mechanisms. For example, regulation that constrains both entry and
rates of return can induce inefficient investment in systems redundancy or in
other forms of Agold-plating@ that can increase the base on which returns are
caculated.? If salaries for top managers are politically sensitive and affect
treatment by a regulatory authority, managers might substitute investment in the
managers offices for incrementa additionsto salary. In neither caseisit obvious
that the regulatory authority will perfectly police the investments, so that the
inefficiency could be consistent with maximizing returns to the regulated firm.?
Similarly, it is plausible to expect inefficient use of inputs by firms that are at
once protected from competition and denied full incentives to capitalize on their
market power. The normal take-over aption often is unavailable given regulatory
constraints on ownership as well as on entry. For these reasons, x-efficiency
effects are a likely by-product of regulation, even if not otherwise prevalent in
advanced economies.”

Regulation and Efficiency: End-Notes
Although we believe that regulation tends to generate inefficiency effects,
including x-efficiency effects, two caveats must be noted. First, we do not
equate the observation of atendency to inefficiency-inducing government action
with aconclusion that all government action is normatively unattractive. Apart
from the question of the right normative standard for judging government

2L 1d. at 480.
2 Averch & Johnson, 1962. A-JW effect literature.
% e eg., Kahn, 1988, vol. 2 at 49-59.

2% Our own belief is that advanced economies have sufficient distortions of efficiency-
inducing mechanisms, including take-overs, tha x-efficiency effects are not limited to pervasively
regulated industries.
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actionCwhich would require examination of our assumed standard of Pareto-
preferred or Bergson-Samuel son-preferred choicesCthat conclusion would have
to rest on a comparison of real-world aternatives, including alternative
ingtitutional arrangements. We have not made that investigation. We do,
however, conclude from our observations above that it would be wrong to deem
all government action normatively attractive. Contrary to the assumption behind
much rhetoric about trade and regulation, the mere fact that a regulatory regime
existsis not proof that it is beneficial to the public; that a contemplated action
undermines a regulatory regime is not proof that it isinimical to the public.
Indeed, our prior isthat, in many circumstances, the obverse more often istrue.
Second, even if the effects are not fully dissipated through various adjust-
ment mechanisms at any point, the effects of regulatory inefficiencies will be
equilibrated through labor and capital markets. Our comments on x-efficiency
are not to the contrary. Indeed, one major effect of high levels of regulation is
to lower real wages throughout ajurisdiction by acting as a drag on productivity.
The reduction in wages does not mean that wages in high-regulation
jurisdictions inevitably lie below wages in low-regulation jurisdictions. Given
its common adverse effect on productivity, we expect regulation to be correlated
positively with wealth and, hence, with productivity.”? High-regulation
jurisdictions will tend to be high-productivity jurisdictions, but high-regulation
jurisdictionswill have lower productivity than they would have but for excessive
government regulation. Aswe discuss below, recognition of that fact isimplicit
in much of the agitation for harmonization of regulation across jurisdictions.®
The question in the trade-and-regulation discussion, thus, is neither how we
prevent the erosion of domestic regulatory programs nor how we induce markets
to adjust to regulation. The question must be whether the effects of liberal trade,
which influence on-going market adjustments, are positive or negative in the
particular changes they induce in domestic regulation.

1. REGULATION AND BUSINESS DECISIONS

The lever commonly focused on for transmission of trades effectsis the decision
for businesses to locate production in a particular jurisdiction. The fear of some
commentators, and hope of others, is that businesses will move production
(locate productive facilities or increase production at such facilities) to
jurisdictions that regulate less. Open trade, on this hypothesis, leads to pressure
on governments to reduce regulations to levels consistent with exporting

% gee also Schumpeter, 1942; Olson, 1982.
% 5ee also Bhagwati, 1996; Cass & Boltuck, 1996; Leebron, 1996.
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jurisdictions. The hypothesis leads different commentators to advocate freer
trade, less free trade, or greater coordination of regulations across jurisdictions.

Before looking at the transmission mechanism, we pause to ask how regulation
intersects business interests.

Regulation and Business Desiderata

Business decisions depend primarily on the specific effects of regulation on a
particular business, not on overall levels of regulation or their efficiency effects
(though both considerations inform those decisions). From the standpoint of any
business, regulation can be good or bad. Regulation can increase or decrease
that businesss costs or its returns, and it can do so in a one-off manner or in a
way that affects margina costs or marginal revenue. Although alarge enough
one-time effect can ater production location decisions, those decisions generally
will turn on expectations for the marginal costs and marginal revenues of the
business.

Revenues might be increased, for instance, by rules that protect loca
production against competition. Most of these rules, while dampening
competitionCoffsetting an advantage a competitor who is unable (less able) to
influence regulation would have in an unrestrained marketCdo not keep
competition fully at bay. The rise of non-price competition among airlines that
were constrained in price competition under regulation is a frequently noted
example®” Similarly, location of inefficient-scale production in a nation too
small to sustain efficient-scale production on the basis of home market
consumption often reflects competitive adjustments to regulations that inhibit
imports and limit domestic competition.

On the cost side, regulation can help business by lowering marginal costs or
harm a business by raising those costs. Rules that reduce the chance of
disruptive labor unrest or currency instability or worker illness, that lower the
cost of transporting workers to factories or goods to market, or that make it less
costly to enforce contracts decrease businesses marginal costs. Regulation of
this sort helps attract business. In contrast, business incentives to locate in the
regulating locale are reduced by regulations that impose conditions on work
practices costing more than their benefits in greater safety, workers job
satisfaction, or other good; or by rulesthat limit production methods to achieve
gains not internalized by the business (such as environmental improvements that
the business will not receive credit for from its customersCat least not enough
credit to offset the costs of compliance plus the costs of aerting its cusomersto
the good deed it has done).

2 See Douglas & Miller, 1974; Bailey, Graham & Kaplan, 1986.
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Not al regulation that appears adverse to business interests will result in
higher marginal costs for business. In many circumstances, additional costs
imposed by regulation will be absorbed without affecting marginal costs of
production. Land use regulations, for example, tend to be capitalized into the
price of land, with new regulatory impositions effectively creating windfal losses
(or gains) to affected landowners.® By and large, however, the effects of
regulation will not be fully captured in waysthat do not affect on-going business
calculations.

Regulations that affect marginal costs and revenues typically divide between
sectoral business regulation and general, economy-wide regulation. Sectoral
regulation often will advantage a particular business, increasing revenues
through direct subsidies (to agriculture, for example) or restrictions on
competitive entry. The latter restrictions include direct limitations (as in
licensing schemes), import quotas (as with audiovisual industries outside the
United States and textiles including the United States), and entry-disadvantaging
technical standards.

Although these restrictions are sought by business and serve immediate
business interests, it is less clear that they promote long-run health in the
protected industry. Indeed, outside afew, narrowly circumscribed exceptions,®
unless they are effective at preventing trade (which often is an intended
consequence), competition-limiting sectoral regulations will tend to serve as
inducementsto trade by increasing the gap between the insulated industry=s firms
and firms producing the same good outside the protected jurisdiction that
compete in the global market.* Nonetheless, it seems fair, based on short-run
effects, to class sectoral regulation generally as marginal-revenue enhancing.

Environmental and Labor Regulation
In contrast to sectora regulation, which typically is friendly to the most
interested domestic business firms, much of the general, economy-wide
regulation in advanced economies raises marginal costs for domestic business.
Labor and environmental regulationsCthe focus of so much political attention
in the trade-and-regulation debatesClargely, but not entirely, fall into these
camps.

% Theterm Awindfall@ should be quaified here, as the losses/gains from regul atory actions
can be as predictable as losses/gains from changes in consumers: tastes or other matters that affect
business. See, e.g., Kaplow, 1986.

2 The protection of an Ainfant industry may be such an exception. See, e.g., Corden, 1971.

Undeniably, claims that conditions apposite to such protection obtain far exceed instances in
which such protection is beneficial.

%0 Bhagwati, 1988; Crandall, 1991; Cass & Haring, 1998.
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Let us start with the qualifying phrase, Anot entirely.f Some environmental
regulations may improve health and increase aggregate utility without raising
marginal costs, so far as the environmental gains are internalized within the
regulating jurisdiction and the regulatory program represents an efficient
mechanism for satisfying workers tastes for higher air quality or water quality
than would otherwise be provided.** Some set of labor rules, at least if treated
aswaivable, default rules, may fit the same model.* But, for the reasons given
in the public choice literature, these will be exceptional.

The divergence of environmental regulations from public interests follows
from the general disinterest of most citizens about environmental issues coupled
with intense interests of several groups. Three groups can be expected to play
a disproportionately (relative to voting population or overal value attached to
decisions) large role in setting environmental rules. Thefirst group consists of
people with unusually high taste for environmental protection. Their interests
will be represented both by political entrepreneurs and by individuals whose
profession is the representation of others with unusualy intense preferences for
environmental protection.® The second group consists of people whose liveli-
hood istied to activities congruent with those tastes for environmental protection.

That group includes people in firms engaged in environmental clean-up, in the
production of technologiesthat areCor, at leadt, that seem to beCenvironmentally
friendly, and those whose businesses use production methods that are less
efficient but more environmentally friendly (in some dimension) than their
competitors. The third group consists of people whose livelihood is closely tied
to activities especialy harmful to the environment, such as those in the leather
tanning industry. As Bruce Ackerman and William Hasder=s study of the
process that produced the economically and environmentally disastrous coal
scrubbing rulesillustrates, the compromises among these groups almost certainly
will produce rulesthat are neither efficiently tailored to environmental protection
nor representative of median citizen preferences.®

Labor regulations generally follow a similar course. The group most
intensely interested in labor regulations consists of people who, in amarket not
subject to those regulations, would not be able to secure the result mandated in

3 e eg., Stewart, 1993; Deardorff, 1997.

%2 For explication of therole of default rules from somewhat different perspectives, see, eg.,
Ayres & Gernter, 1989; Gillette, 1990.
3 public and private representatives of broadly held interests often are treated together as

political entrepreneurs, though we use the term solely for public representatives. See Shepde &
Bonchek, 1997.

i Ackerman & Hasdler, 1981.
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the rules® Thus, people who would not be hired or promoted or retained in jobs
but for alegal imposition have a greater interest in the lega order than those who
expect to be similarly positioned in any event. People who expect to be paid far
in excess of the minimum wage, who do not expect to face discriminatory job
actions, who expect to have the ability to secure employment settings with
appropriate pay and perquisites seldom invest in lobbying or other effortsin
respect of labor regulations. How many managers who now complain about, for
example, the Americans with Disabilities Act (or its state analogues) invested in
the legislative debate that framed the act?®®
Lobbying on labor rulesis not, of course, wholly one-sided. Business firms
and their representatives routingly contest against labor rules that organized labor
presses for, but the contest is uneven. The reason for that reflects the basis for
the increased concern over trade among organized labor=s representatives: while
labor, especidly low-skilled labor, is only modestly mobile, capital isimmensaly
mobile, isto some degree a substitute (as well as a complement) for labor, and
can seek other venuesiif labor rules become overly constraining. Hence, business
representatives do not have the same intensity of interest in the contest as
representatives of that segment of labor most affected by the rules. This does not
mean that the labor interest necessarily prevails. After al, the skew of interest
groups operates as an overlay on the dominant influence of the median voter.*’
But the skew generally will be in the direction of too much regulation to protect
organized labor interests. And, other things equal, the larger and more
prospgegous the regulating jurisdiction, the more exaggerated this skew is likely
to be.

I1l. LOSING POWER? TRANSMISSION PROBLEM S?:
BUSINESS LOCATION AND THE DEREGULATION RACE

Given the expected bias in favor of inefficient regulation in advanced
economiesCof revenue-raising, competition-inhibiting sectoral regulation and of
cost-raising regulation of labor practices and environmenta qualityCwhat will
the effect of liberal trade be? Will businesses locate production in other

% We do not here posit any particular set of legal rules or wealth distributions as defining
the pre-regulation market. We simply indicate that there is a status quo ante the regulatory
action, and whatever that is would not support the result desired by those who seek the
regulation. Were that not so, investment in securing the regulation would be pointless.

% For discussion of difficulties with this and other regulations, see Howard, 1994; Olson,
1997.

3" e, eg., Olson, 1965; Mueller, 1989.
3 see Schumpeter, 1942; Olson, 1982.
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jurisdictions in order to avoid the adverse regulations? And, if so, how will the
government of the regulating jurisdiction respond?

Underlying Assumptions

The argument that governments will be engaged in a deregulatory race to the
bottom contains implicit answers to these questions in that the race metaphor
necessarily rests on four assumptions. Firdt, it assumes that business location
decisionswill evidence a strong preference for avoiding many of the regulations
championed by political supporters of labor and environmental regulation.
Second, the argument assumes that open trade will transmit competitive pressure
from jurisdictions with less regulatory drag to jurisdictions with higher regulatory
cost. Third, it assumes that the response to that pressure will be movement or
threatened movement of production to the low regulatory cost jurisdiction. And,
finally, it assumes that, faced with that threat or redlity, the political balance will
tilt against regulation.

All of these are reasonable assumptions, subject to two gualifications. First,
they state directions of effects, not al-or-none absolutes; moreover, they indicate
ultimate directions, not necessarily immediate directions. Second, each of the
assumptions must be qualified by the standard ceteris paribus caveat, and ceteris
only rarely is paribus.

Checking the Assumptions. Building Pressure for Change

Let=s turn to the assumptions. Businesses generally will want to avoid cost-
raising regulations. The exception is when cost-raising regulations impose
greater inefficiencies on rivals than on the business at issue. But, other things
egual, cost-raising rules are dispreferred.  So much for the first assumption.

The second assumptionCtransmission of pressure from jurisdictions with less
regulatory cost to jurisdictions with greater regulatory costCis true as well, but
less self-evidently. The international trade theory that most directly suggests a
mechanism for such transmission is the Hecksher-Ohlin theorem. In its stark
form, the theorem posits that trade in goods between two nations (with immobile
factors of production) will be determined by differencesin factor endowments,
with each nation exporting the good that intensively uses the factor it has in
relative abundance and importing the good that intensively uses the factor it has
inrelative scarcity. Extensions of this theorem have given rise to many different
explanations of the way that firms and factors of production compete across
national boundaries.®* The Stolper-Samuelson theorem is the best known of
these. It assertsthat (in aworld of perfect competition and zero transportation

% See, e.g., Dixit & Norman, 1980; Helpman, 1985.



14 DOMESTIC REGULATION/INTERNATIONAL TRADE [DRAFT]

costs) with maobile goods and immobile factorsin trading nations, imports reduce
the price of the factor used intensively in the imported good to the point at which
factor prices in the two trading nations are equalized.” Although the stark
conditions of the Hecksher-Ohlin and Stol per-Samuel son models are not dupli-
cated in the real world, those models may be suggestive of real world outcomes
under many conditions.**

Whether the specific modelsindeed can be generalized isimportant for some
purposes. It is not, however, important to the central point: trade increases
competition. Even before Eli Hecksher and Bertil Ohlin, the connection to
competition was implicit in the work of Smith, Ricardo, and Mill. The Ricardian
notion of comparative advantage as the difference, not in factor endowment but
in labor-productivity with respect to particular goods, implies competition along
that margin under all but the most restrictive conditions. That competition can
be conceived simply as a rivalry over technical expertise, but it also can be
conceived as a contest among those whose productivity in a given capacity
determines the mix of imports and exports. Thus, even where factor-price
equalization does not occur, trade-linked competition among factors (among
workers) seems likely under any model of trade.”?

The competitive pressure from international trade is not uniform across
goods and circumstances. It does not invariably lead to full factor-price
equalization, at least not in aworld with many goods, many nations (but not the
same number as goods), diverse preferences, and limitations on both goods and
factor mobility.*®

Freer trade, however, clearly does transmit increased competitive pressure on
producers of the traded goods, and the result logically isincreased pressure on
all factors used to produce those goods.44 The pressure on businesses, thus, is
to obtain cheaper or more productive labor, lower-cost/higher quality physical
inputs, and so on, to facilitate more effective competition with those whose
goods now are available in the same markets.*®

This pressure does not mean, as the third assumption would hold, that
businesses production location decisions will adjust instantly or fully to take

40 Stolper & Samuelson, 1941; Samuelson, 1948; Samuelson, 1949.
4 See, e.g., Bhagwati & Srinivasan, 1983, chaps. 6-7.

42 See, eg., Jones & Scheinkman, 1977; Dixit & Norman, 1980; Grossman & Helpman,
1989. See also Becker, 1952; Lancaster, 1980.

43 See, e.g., Deardorff, 1979; Bhagwati & Srinivasan, 1983, chaps. 7-8.
* See Bhagwati & Srinivasan, 1983, chap. 33.

5 Alternativel y, businesses could ease the competitive pressure by persuading governments
toraisetheir rivals costs. See Salop & Scheffman, 1983; Krattenmaker & Salop, 1986.
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advantage of lower regulatory costsin agiven jurisdiction. Those costswill be
reflected in the cost of labor (if aregulation essentialy is atax on employment
or reduces labor productivity) or in the cost of capital (if aregulation functions
as atax on capital). The balance of those costs with other costsCthe costs of
communications, transportation, management, plant construction, energy, and
other factorsCwill determine where production is sited. In some instances, firms
rapidly can move production in response to small, discrete changesin asingle
factor=s costs. More often, the production location decisions are lumpy and will
not be driven solely by the cost of any single factor, such as regulation-related
Costs.

The modulated response of business production location to regulatory costs
resembles the findings respecting the migration of jobs to take advantage of
lower wages. The simplified model presented by trade troglodytes such as Ross
Perot or Dick Gephardt or Pat Buchanan (presidential candidates in three
political parties) isthat in aworld of open trade jobs migrate to the places with
the lowest wages, thereby sparking a race to the bottom in wages, especialy in
wages of the unskilled. (Note that this model does not explain how the race
stops shy of infinite payments to secure work, though we can be fairly confident
that it doesCit is a game with a beginning but without a defined ending.)

There is much argument about the effect of trade on wages of the unskilled,
but manifestly the effect does not come from massive job flight to the world-s
lowest-wage nations.*® The world:s production has not migrated to places like
Bangladesh or Burundi or Burkina Faso. Nor do most businessmen in the United
States or Europe spend much time worrying about moving to or competing with
production from those nations. A more common concern throughout the
industrialized world focuses on the impact of imports from countries that have
wage structures much closer to those of the importing nations than to
Bangladesh. Look at US businessmen:s worries over imports from Japan and
Germany in the 1980s or European businessmen-s worries about US and
Japanese exports. The concernis not exclusively with import competition from
high-wage nations, but that is afar larger concern than would be plausibleif the
world was engaged in the hypothecated wage race.

Even though there is no evident reason to believe that there will be araceto
the bottom in wagesCand no evidence that such arace istaking placeCthat does
not mean that the claim of arelation between trade and wages is utterly without
merit. Thereis evidence of a growing dispersion of wages in most devel oped
economies and evidence that returns to those in the lowest wage brackets in

% e Bhagwati & Kosters, 1994.
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developed economies have declined.*” Thoughtful commentary suggests that -
trade has played some part in the declining wages of less skilled workers, even
if other forces account for much more of the change.® The relation between
trade and wages suggests that, although businesses do not key production
location strictly to wages, wages (adjusted for productivity) do play arole in
those decisions, producing backward pressure on wage rates.

We should expect the same effect with regulation. Increased competition
from jurisdictions with lower regulatory drag will increase pressure against
inefficient regulations to which businesses are sensitive, either because the
domestically-located businesses will increase their investment in fighting the
regulations or because the support for the regulations will diminish as previous
supporters see their own positions or livelihoods threatened by adherence to
those regulations.

Regulatory Change: From Pressure to Diamonds?
This brings us to the last of the four assumptions underlying the race-to-the-
bottom prediction, the forecast of regulatory change. Although the forecast
seems to us generally accurate, it is accurate in the same way that along-range
weather forecast is accurate. We can predict with confidence that on average it
will be colder during the winter months than during the summer months, but we
have a great deal more difficulty specifying which day during the winter will be
balmy and which day wetll experience blizzard conditions. Suredly, the increased
pressure to alter inefficient regulations that raise businesses marginal costs will
have an impact on the regulatory process, and surdly the effect will be to restrain
some additional cost-raising measures that, without the added competitive
pressure, would have been adopted and to moderate some cost-rai Sing measures
now in place. But can we say more than that?
We offer three observations of regulatory response to competitive pressure.
First, we look at the overall picture in telecommunications services, tracing a
substantial pro-competitive effect transmitted through trade. Next we turn to
cable television, presenting a picture of regulatory resistance to attempts to
introduce substantial competition in ways that threatened an existing regulatory
structure. The cable story also illustrates how regulation changes, even under
those conditions. Finaly, we examine a telecommunications pricing problem
that pits efforts to gain competition-driven efficiencies running at cross-purposes
with resistance to the erosion of subsidies that depended on monopoly rents.
Telecommunications Services.  Telecommunications services have been

ar See, eg., Kosters, 1994.
8 \Welch & Murphy, 1993; Bhagwati & Dehejia, 1994; Deardorff & Hakura, 1994.
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regulated by every nation, largely through national monopoly control but also
through restrictions on private provision of telecommunications services. Inthe
United States, the verticaly-integrated Bell system which provided most US
telecommunications services on a monopoly basis, began losing monopoly
control over some service offerings as early as the late 1950s, though the assault
on the Bell monopoly did not significantly affect American telecommunications
until the 1970s. In 1984, the Bell system was dis-integrated, with local services
and long-distance (inter-exchange) services separated from each other and local
services separated as well from the entity that had provided equipment to the Bell
companies.*

Following the breakup, there was an acceleration of competition, both
domestic and foreign, in the US telecommunications market. Telecom-
munications imports to the US soared in the 1980s; prices for most
telecommunications services dropped dramatically; many attractive new services
and service combinations were offered, generally by two or more competitors;
and demand for telecommunications skyrocketed.®® From the mid-1980s to the
mid-1990s, radiopaging services in the US increased tenfold and cellular
telephone services showed a 10,000 percent increase.” Over this period,
American telecommunications providersincreasingly offered customers what by
world standards was an exceptional deal: exceedingly low prices, exceptional
service quality, an array of advanced services rarely available el sewhere, prices
that were far below those of almost all other telecommunications firms, and the
ability to package a variety of services together to handle a businesss needs
effectively under one roof.>

The contrast with telecommunications services in many other nations was
striking. While a few nations, most notably the United Kingdom, had moved
aggressively to induce competition in telephony, most nations were loth to
abandon the regulatory structures they had, with large numbers of state-paid
workers, state-produced or national champion-produced equipment, and
centralized control. The reasons for the resistance to change were the same as
underlie the reluctance of key decision-makersin the United Statesto let go of
the postal monopoly, which provides employment for roughly one-third of the
civilian federal workforce and spends a far higher proportion of its budget on

49 For background, see Brock, 1981; Evans, 1983; Faulhaber, 1987.
0 See Crandall, 1991; Cass & Haring, 1998.
L See e, Huber, Kellogg & Thorne, 1992, at 4.15-4.23; Cellular Tel. Indus. Assn, 1994,

52 Haring & Shooshan, 1993; Cass & Haring, 1998. AT&T was limited in its ability to offer
business usersafull, tailored, end-to-end package, a matter of dispute for someyears. See Haring
& Shooshan, 1994,
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personnel than any of its competitors®  And the results of the
telecommunications monopolies in most of the world, including nations with
advanced economies such as Germany, were, until quite recently at least,
appalling by US standards. In 1995, one commentator noted that, even then, the
German telephone provider, Deutsche Telekom, was a subject of derision: Aits
rotary dialing technology is a source of German jokes, and the company till
cannot itemize long-distance charges.§>

Many business firms that competed with American businessesCthrough
exports to the American market, against US imports into their home market, or
as mutual exportsto athird-country marketCfound themselves at a competitive
disadvantage because the American competitor had superior telecommunications
services at significantly lower prices. With telecommunications and related
information services of increasing importance in many lines of business, business
representatives in many different nations pressed for change in the structure of
telecommunications. What has followed is more than three dozen privatizations
of state-owned telecommuni cations monopolies announced or completed, with
concomitant metamorphosis of the service offerings and pricesin many nations.
At the end of the day, the threat to important, domestic, profit-seeking
businessesCwith the implicit risk that some would shift production
elsawhereCovercame resistance from public workers and their supporters. In
telecommunications, the pro-competitive ratchet, with trade as the essential
transmsisssi on fluid, has been working, producing welfare gains around the
world.

Asthe ratchet works its way around the globe, while the relationship to prior
changes remains strong, the exact reason for the change becomes less evident.

It seems plain that the change from monopoly provision by government to
private (and to some degree competitive) provision becomes more saleable to
governments as more governments make that change. But it is not clear whether
the later changes build on the signal that thisis what successful economies do,
from external pressure (e.g., from lenders, especially governmental and quasi-
governmental), or from domestic pressure.

Insofar as the change builds on signaling from early movers, the signals must
be difficult to interpret. The United States: telecommunications firms, though
initially disadvantaged by having to compete with other firmsin the US while
not enjoying access to their competitors: home markets, found themselves well-

%3 See Mayton, 1994, at 107; Priest, 1994; Sidak & Spulber, 1997.
> Nash, 1995.
* This story isgiven in greater detail in Cass & Haring, 1998.
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positioned to compete effectively as world markets opened.® The US experience
in that respect does not necessarily foretell similar success for other nations
telecommunications firms. Indeed, it is quite probable that the first moversin
this venture have been nations with the greatest opportunities to be homes to
telecommunications providers that are competitive in world markets as well as
being nations with great competitive pressure on firmsthat are major consumers
of telecommunications services>” As privatizations proceed, the politics of
competitive provison of telecommunications may become more
problematicCthe gap between the domestic telecommunications firms and the
international standard will be higher, making the gain from opening the market
to competition greater but raising the costs of change to the existing service
provider aswell. Still, for now, the symbictic relationship between trade and
welfare-enhancing deregulation holds.

Cable Tdevison. The same, positive story will not be repeated for every
regulatory arena. Indeed, often the response of regulatory authorities when the
industry they oversee faces increased competition is to find away to extend the
inhibition of competition to the new players. This tendency is sufficiently
common that it is known generically asthe Aregulatory tar-baby effect.§> We use
cabletelevision to illustrate the effect, despite the absence of atrade component,
because we find the regulatory response so predictable and the officia
explanation so implausibleCand the peregrinations of the regulatory process so
delightful, a sort of modern day Gullivers Travels.

The story begins with regulation of broadcasting, ostensibly because
broadcast spectrum space is scarce. Prior to Ronald Coasess article on the US
Federal Communications Commission, even economists regularly discussed
broadcast spectrum as though its scarcity somehow distinguished it from other
goods. Coase rightly pointed out that every good is scarce; in market economies,
price is our habitual mechanism for coping with scarcity.”® The broadcast
spectrum seemed different from the run-of-the-mine good, if at all, only because
the government had declared the spectrum to belong to the public, outlawed
formal property rights in the spectrum, and parceled out licenses at no explicit
cost. Thingsthat are given away without charge often seem in short supply.

Although Coase was not the first to observe the hollowness of scarcity as a
rationale for broadcast regulation, long after his publication the FCC and the
courts continued to accept scarcity as ajustification not merely for government

5 Crandall, 1991; Cass & Haring, 1998.
57 Seeid., chaps. 6-8.

%8 [phrase attributable to Kahn?]

¥ Coase, 1959.
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allocation of spectrum parcels but for government restriction of many aspects of
broadcast operation. Among the government-imposed requirements exacted in
exchange for holding a scarce communications channel as a Apublic trust@ was
the requirement that stations devote significant time to addressing important
public issues. Just as steamy novels tend to sell better than monographs on
economics (other than how to make money like Bill Gates or Warren Buffett or
whoever is the mogul du jour), the public didn-t really want broadcast stations
to spend timeCparticularly not when people would find it convenient to tune
inCdiscussing important public issues. The FCC Asolved the problem by
alocating a group of channds for non-commercial, educational use, at once
reducing the likelihood of real competition in many locales and making the
problem of scarcity, such as it was, more severe. If there arentt many channels
to begin with, how much better are we by preventing the few there are from
going to those who most want them or to the uses most wanted of them? In any
case, the courts accepted the rationale.

Then along comes cable television, at first only a minor player able to extend
the distance at which broadcast signals can be received, but later a serious
contender to be the primary route for entertainment and information direct to
your home. Cable appeared to solve the scarcity problem. Cable can deliver
hundreds of channels over a single cable, and the carrying capacity of the cable
is growing by leaps and boundsCadvances in only one element of the
transmission chain allowed the capacity of cable fibres aready in place to rise 50
percent per year for more than a decade.”

The regulatory reaction, surprisingly, was not a decision to declare victory
and go home. Instead, the FCC declared that cable had to be carefully regulated,
and its operations tightly restricted, to prevent it from undermining the scheme
for alocating broadcast channels. Of special concern was the prospect that
people would watch cable instead of broadcast television. The Commission
worried that cable television would fragment audiences, siphoning off viewers
from commercial television stations; the loss of audience then would reduce
revenues to those stations, making them unwilling to continue uneconomic
public affairs programming and diminishing the quality of broadcast services
(which, the Commission feared was the only television to which poor consumers
would have access). The Commission also worried that viewers would prefer
entertainment programs available over cable television to the offerings of
educational, nonprofit stations; as set forth above, allocations to these stations
had been supported in large measure to help solve the problem that time on the
scarce commercial channels was too economically valuable to use for extended

% pitsch, 1994.
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discussion of public issues. The FCC headline could have been: AAbundance
undermines rationing plan; new stores of grain burned to preserve plan.f®
Again, the courts gave the FCC:s response their blessing.®”

Over the next fifteen years, the FCC added new restrictionsto cable, largely
at the urging of broadcasters who saw cable as its primary competitor, then saw
the courts overturn severa regulations and the cable industry gain audience,
revenues, and political support. The FCC then began paring back regulations
that had not been overturned in court, going from aggressive regulation to near-
complete deregulation. Asthe cable industry began to expressits preferencesin
the political marketplace more effectively, federal legislation was enacted that
significantly constrained regulatory powers of local franchising authorities and
substantially relaxed government controls on cable service pricing.®®

Both cable regulation and deregulation appear to be examples of afocused
producer interest overcoming diffuse consumer interests. In the first instance,
broadcasters prevailed over both cable and consumer interests. Later, it wasthe
cable industry-sturn to gain at consumers expense. There was little consumer
(or other) opposition to cable deregulation in the early 1980s. Within a few
years, however, the run-up in cable prices that occurred after deregulation
sparked considerable consumer interest in re-regulating cable. Although the
cable industry vigorously opposed re-regulation in the early 1990s, consumer
interests (with both official and private champions) were at the forefront of the
march toward re-regulation. Cables broadcast and satellite competitors also
supported re-regulation, even though they are potential beneficiaries of higher
cable prices. Perhaps, as Tom Hazlett and Matt Spitzer urge, the inability of
regulators to control both the price and content of cable television packagesCto
control the size of the candy bar along with its priceCexplains the competitors
position.**

The Telecommunications Act of 1996 includes a provision for sunset of
cable rate regulation, and that sun has recently set despite the pronouncements

b1 See Cass, 1981.
®2 United States v. Southwestern Cable Co., 392 U.S. 157 (1968).
83 See Johnson, 1994; Hazlett & Spitzer, 1997.

® Their thesisis that the cable companies had sufficient market power to control price and
quality, so that in the face of a price constraint, cable firms would degrade the quality of the
packages they offered. This, then, would be consistent with the observation that price controls
did not shrink cable profits. The broadcast and satellite competitors may have felt that they
would benefit more from a change in the quality of cable television packages than from a
constraint on price. See Hazlett & Spitzer, 1997. It isnot evident, however, why the cable firms
optimum trade-off between price and quality would be simultaneously beneficia to their interests
and to those of competitors.
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of regulators that cable firms earn monopoly profits.® Thisvery likely setsthe
stage for another round of legidative intervention to mollify contesting producer
and consumer interests.

Three lessons emerge from this story that are relevant to the trade-and-
regulation context. One is that the response to competition that threatens to
undermine a regulatory regime often is to extend the regime to cover the new
threat. In the trade context, that requires the cooperation of other nations,
through agreement to adopt the same regulatory framework, or the exclusion of
goods that threaten to introduce disruptive competition. Both responses can be
seen in the European Union:s continuing integration. French officials, for
example, have endeavored to extend throughout the Union regulations that,
limited to France aone, would disadvantage its workers.® They also have
attempted to gain backing from the other member-states for Union-wide
regulations that would inhibit imports of American movies and television series.
These reactions are not peculiarly French. Officials in the United States have
tried to persuade other nations to embrace the restraints we have on certain
fishing methods that, while quite cost-efficient (viewed strictly from the
perspective of the fishermen), threaten species we like. And, barring foreign
acquiescence, the United States simply banned imports of fish caught with the
more efficient, |ess dol phin-sensitive methods.®’

The second lesson is that the regulatory response will change over time asthe
market facts change. Market change not only aters the perceived costs and
benefits of regulatory restraints on competition; it also shifts the politica
calculus. Cables growing success in the face of hostile regulation reflected the
rising value that a population increasingly attached to television and (with
increasing amounts of leisure time) placed on additional television choices.
Greater success gave cable entrepreneurs and suppliers increased incentives to
press for a more congenia regulatory environmentCand provided increased
amounts of ready cash to press withCbut also caused paliticians to reassess the
personal advantages of government policies that disfavored cable television.

Changesin market forces also played arolein substantia deregulation of the
airline and trucking industries in the US during the late 1970s and early 1980s,
following an ail shock that altered cost structuresin those industries and made
route realignment much more critical. The changesin costs came when business
support for the existing regulatory structure already had declined, as non-price

8 see FCC, 1996; FCC, 1997.
66 .
[cite]

" The bodies adjudicating treaty obligations under the GATT were not impressed with US
arguments, finding that US actions violated treaty provisions. GATT, 1991; GATT, 1994.
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competition eliminated rents from the old regulatory system for all but a few
segments of the labor force (most notably, pilots). A role may have been played
aswell by diffusion of understanding about theill effects of restrictive regulation
on public good, about which Milton Friedman and others have been preaching
for years. Education can be a powerful forceChbut it is much more powerful
when time and circumstance have eroded the rents it attacks.® Finally, the
individuals who held the regulatory levers should get some creditCbut not so
much as they might claim.®® After al, without the other changes, especially
market changes, it is unlikely that the deregulatory heroes would have been put
in positions of authority or given leeway to exercise it.

The final lesson from the cable story is that political imperatives revolve
around deal-making, not around efficiency. The hope of public interest theorists
that regulation and efficiency go hand-in-hand looks like the ghost of a bygone
era (or, more likely, a fantasy that never was) when seen beside the rough and
tumble of three decades fighting over cable. Elected politicians care precious
little whether a price constraint is inefficient when besieged with complaints
from constituents or with contributions from industry, and, care as they might,
those in the bureaucracy know who calls the tune.

Telecommunications Pricing.  Our third story of regulatory response to change
takes us back to the US telecommunications system. The system ran for along
time as aregulated, vertically-integrated monopoly, with numerous constraints
on pricing particular services that doubtless generated cross-subsidies across a
variety of service offerings and customer types.”® One subsidy ran from
customers in high-density/high-traffic locations to customersin low-density/l ow-
traffic (remote, rural) locations. Another subsidy ran from business to residential
consumers, and another yet ran from long-distance service to local basic,
telephone service.”

These subsidies often were discussed jointly under the heading of Auniversal
service.l The base notion, conceived before economists gave explicit attention

8 e eg., Cass, 1988

% For a sympathetic view of the role individuals can play, see Levine, 1987; a less
sympathetic view isin Cass & Beermann, 1991.

" Weusethetern cross-subsidy to indicate adivision of joint costs out of line with Ramsey-
pricing dictates (so that servicesusers with higher price easticity of demand bear
disproportionately high burdens and those with lower price elasticity bear disproportionately
lower burdens). Even though ordinary Ramsey-pricing must be adapted to account for
consumption externalities, it remains a useful benchmark. See Mitchell & Vogelsang, 1991,
chap. 4.

™ Brock, 1981; Faulhaber, 1987; Haring, 1995; Vogelsang & Mitchell, 1997.
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to network externalities, was that general public interests are served by having
everyone linked to a single, inconnected telecommunications system. The
subsidies wereCand till areCdefended as essential to that end.”

As competition has been introduced into the system, however, it has become
harder to maintain the cross-subsidies. Although initially competitive services
operated only at the margin, leaving almost everyone little choice but to use the
switched access system with its embedded subsidies, the spread of competition
to more and more parts of the system has changed that. Consumers now can
choose service aternatives that avoid one or another of the charges that form the
basis for the subsidies, as unbundled network elements are generally available
and can be combined to subgtitute amost completely for Ataxed@ network offer-
ings.”® To some degree, the competitive ratchet referred to earlier was facilitated
by the successive regulatory retrenchments as one after another part of the
network was under pressure from competition, and regulators unwilling to rein
in competition were impelled to relax regulatory inhibitions on firms offering the
taxed services. The regulators were never quite willing to free up al
competitors, but did give considerable ground.

The US Congress finaly dealt with this far-evolved field in its
Telecommunications Act of 1996." The Act promoted the expansion of compe-
titive alternatives, even in local telephony, but it did not abandon the imperative
for universal service. Indeed, it gave the universal service mandate both amore
secure statutory base and a broader definition than before.” Among other things,
the Act specifies that schools and libraries are to receive access to Aadvanced
telecommunication and information services) at affordable rates.

The Federa Communications Commission has been struggling with the
conflict between the Act-s directives. It decided to impose an additional charge
on telecommunications providers to underwrite internet access for schools and
libraries. AT&T and MCI both proposed to break this charge out separately,
identified as a federally imposed charge to subsidize schools and libraries. At
present, the FCC is debating whether to remove the charge to prevent having to
confront citizens (and their representatives) who are angry about the explicit tax.

In this arena, the regulators are caught between two important interests: those
of the firms being taxed to support a service that would not be provided in the
same way at the same price without regulatory command, and those of the public
who often resent specific cross-subsidies, even if they strongly support the

2 But see Mueller, 1997.

& See, e.g., Haring, 1995.

™ pub. L. No. 104-104, 110 Stat. 56.
" 1d., a * 254. See Mueller, 1997.
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imperative to keep charges on one service below market rates. The regulators
ingtinct, judging from their actions, has been to see new technologyCof which
the internet is merely the latestCas offering opportunities to impose new taxes
that enable the regulators to offer new subsidies. But the game only works if you
don:t get caught. Regulators depend on obfuscation of the costs such a subsidy
entails, as opacity with respect to costs allows an unambiguous best outcome for
the regulators.”

We draw three lessons from this episode. First, competition exerts pressure
on regulation to force greater efficiency in the way the government goes about
accomplishing itsobjective.  The further rates are from Ramsey-optimal, the less
efficient and aso the less sustainable in the face of competition. Second,
competition a so forces greater transparency in what government regulations do
and in what they are designed to do and greater accountability in government as
aresult. At times, that will preclude actions that regulators otherwise would
take. Efficiency in telecommunications pricing would dictate accounting for
network externalities by a direct subsidy, rather than by loading charges onto
users or services not based on costs imposed directly by those users or those
servicesCbut politics will not aways support direct subsidies. That brings us to
our third lesson: politicians (elected or appointed) typically look to make
decisions that will improve their standing with particularly vocal or well-
positioned groups, and those decisions rarely will be motivated by strong
concerns with efficiency. The FCC:s decision on internet access will not be
based on technical considerations or on estimates of the efficiencies gained or
lost from making internet services available to schools and libraries; it will be
based on the line-up of political forces and the intensity with which they press
their points.”” Whatever the long-term trend in regulation, any given decision
operates under political maximands that are informed by efficiency (because it
affects political positions) but that are not by any means equivalent to an
efficiency criterion.

Looking at the three episodes of regulatory response to changes in the market
or politica domain, it is difficult to sustain the conviction that auguries
respecting the race to the bottom contain: that trade-transmitted competition
threatens to undermine beneficial regulation. Increased competition will, as
generaly thought, lead to reduced regulatory strictures, but the form of the
regulatory response will vary with the balance of political interests. More
important, the regulatory response in a competitive environment will tend over
time toward efficiency, with respect to both the substantive objective for

& See, e.g., Shepde, 1972.
" See, e.g., Robinson, 1978; Wilson, 1989; Robinson, 1991.
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regulation and the manner in which the objective is pursued. Trade-induced
competition, like competition from other venues, promotes transparency in
government and restrains regulators from actions that yield politica benefits only
so long astheir effects remain opaque. The stories of regulatory change suggest
beneficial, not deleterious, effects of competition.

Sovereignty and Regulatory Reform
So far as claims for nationa sovereignty go, it should be plain that international
trade is no threat. At leadt, it is no threat unless sovereignty is defined as the
right of those who favor a current policy to maintain that policy without cost.
That is not a definition of sovereignty anyone would hold out for, but it is the
only definition (or closeto it) that makes trade a problem for sovereignty.

What international trade does is provide options not available under
autarkyCit does not take away any alternative for production that would be
present without trade. If anation has the money and materials and manpower to
make widgets or wines or silicon wafersin autarky, it possesses those capabilities
and more once trade is introduced.

Trade does, however, by lowering the cost of having some goods, make plain
the cost of their domestic production. |If a particular good is being produced
domestically today, just before trade is introduced, and it is more efficient to
import that good, the good will not be produced domestically tomorrow.

The issue is what happens next. In aworld of zero domestic distortions,
factors employed in the production of the newly importable good will quickly
and almost costlessly be redirected to other uses. But that, of course, is where
the problem arises, because that is not our world. In a world with many
impediments to the efficient transfer of resources within the domestic economy,
the substitution of imports for domestically produced goods will have costs that
may not be fully reflected in the price of the goods and, therefore, not accounted
for in the purchase decision.”

The fact that regul atory distortions, wage rigidities, mobility limitations, and
other domestic distortions of economic efficiency interact with trade to impose
costs on workers and others who own specialized resources does not mean that
it istrade that should be eliminated from the equation. Economists long have
understood that the efficient solution is not to reduce trade, but to correct the
efficiency-distorting government rules.” For those who understand and value
efficiency as an expression of the maximum vaue attainable by a group of

. This does not, of course, make the case for any particular claim of what is left out of

consumers calculations or of what policy responseisbest. See, e.g., Bhagwati & Ramaswami,
1963; Corden, 1974.

" Bhagwati & Ramaswami, 1963.
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people with diverse preferencesCwhich isto say, for economistsCthat isan end
to the question of what to do.®

It is not, however, sufficient answer for most people. The principal reason
issmple: stated in the abstract, the well-understood economics of trade lack the
appedl that agood story or saying hasCsuch as Ross Perot=s prediction that, if the
US approved NAFTA, we would all hear the Agiant sucking sound@ of low-wage,
low-regulation Mexico taking in what had been US jobs. That does not mean
most people would reject the economist=s concept of efficiency if explained
differently, perhaps through description of particular instances in which trade
restriction hurts more people than it helps, with losses to consumers (the group
harmed)Coften to the consumers who can least afford the additional costs they
must bearCsubstantially exceeding the additional gainsto producers (the group
helped by trade restraints).®

Consider, for example, that the biggest total costs to US consumers from
trade redtrictions are attached to impositions on food and clothing, goods on
which poor people spend a disproportionately large share of income. Barriersto
textile and clothing importsinto the United States, for example, are estimated to
cost consumers more than $24.4 billion each year, about $145,000 per job
protected.®? The net cost to the economy from these protections (subtracting the
gainsto textile and appardl workers, investors, government revenues, and so on)
is estimated to be more than $16 billion annually.® Other US import constraints,
although less harmful to the national economy, are even more costly per job
protected, with an estimated cost in 1993 exceeding $325,000 per job.®* Apart
from neurosurgeons, investment bankers, and very successful Wall Street
lawyers, not many people earned 1993 salariesin that range. It is apparent that
the actual gain to workers from import protection is quite small in comparison
to the cost to consumers. That means alot of poor people doing without a pair
of shoes or trousers or without enough milk or sugar for their familiesin order
to offer quite modest protection to investors and workersin the domestic textile
and clothing and agriculture industries.®®

8 Foran intelligent argument that this position does not adequately reflect the full array of
values that informs, and should inform, public decision-making, see Howse & Trebilcock, 1997.

81 E.g., Bhagwati, 1988; Hufbauer & Elliott, 1994. Making these costs clear, however, does
not guarantee that a majority would accept the notion that efficiency is a sufficient guide for
public decisions. Howse & Trebilcock, 1997.

8 Hufbauer & Elliott, 1994, at 15, 86-88.
8 |d. at 88-80.
8 1d. at 15.

& This point holds even though different estimates of the exact costs and benefits of trade
restrictions can be generated using different methodologies and different parameters. See, e.g.,
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Competition among producers, consequent to international trade, helps
redress the balance between import-sensitive producer interests and consumer
interests. As stated above, producers who aso are consumers of imported or
import-competing goods have an interest in working to reduce impediments to
those imports. The greater those producers exposure to international
competition, the greater the likelihood that they will actively oppose protectionist
measures and other regulatory impositions that increase prices for their key
inputs.

Far from being a stumbling block to sovereigntyCto governance that
comports to the will of the peopleCan increase in such activity makes it likely
that the political-regulatory system will more accurately reflect the interests of
the mgjority. That isthe most plausible implication of a correction to the much-
discussed producer bias in regulation of everything from imports to medical
licensure. Under most conditions, it is improbable that the increased
participation of business firms in the political-regulatory process, pushing for
greater sensitivity to consumer interests in competitive provision of goods that
areinputs to business activity and for reduced distortions of economic incentives,
will over-correct the bias toward rent-creation in public decision-making
(including the bias toward over-protection of import-competing industries).

It dlso isimprobable that the increased pressure from business firms worried
about competing in a global market will yield a single, uniform set of regula-
tionsCwhether sectora or economy-wideCacross al nations, unlessthat is forced
by other circumstances. All nations need not, in aworld of open trade, have the
samerules. If tastes differ across nations, workersin one nation will be willing
to trade more of their potential cash income for more in the way of environmental
or safety protection, for greater assurance that their health care needs will be
looked after or that their income during retirement will be assured.® In fact,
people in one nation will not only be prepared to trade different amounts of
money for different levels of safety (and so on); people in different nationswill
reveal differing preferences for particular kinds of protection. In some nations,
people are more sensitive to perceived risks from radiation, in others to such
risks from genetic engineering, and in othersto risks from bacteria infections (to
take three aternatives for the focus on food safety). Regulations responsive to
those differences could survive in aworld of open trade®” To the extent that
businesses shift production among locales, the shifts should better aign diverse

US International Trade Commission, 1990.
8 Bhagwati, 1996; Cass & Boltuck, 1996; Leebron, 1996.

8 e generally Bhagwati & Hudec, 1996. See also Revesz, 1992 (making same point in
domestic, interstate context).
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preferences, so that risks are distributed in accord with the different values
placed on avoiding particular levels and kinds of risksCa response no different
than movement of production to take account of other sources of advantage,
which, after all, is one of the cornerstones for gains from trade.®®

Sovereignty, Again: Trade, Spillovers, and Welfare

That is, however, only one possibility, though we think it the most likely. It also
is possible that open trade could undermine divergent regulatory regimes, even
though each regime is optimal for the particular nation in aworld without trade.®
That is especialy true for environmental problems that involve substantial
spillover effectsCas, for example, if smokestack pollution in Canada primarily
results in greater pollution for residents of the US or if pollution of the Rio
Grande river in the US primarily interferes with use of the river in Mexico.*

The existence of spilloversincreases the probability of underprotection against
harms occurring outside the nation, but it is not of itself a problem for trade.

Rather, the trade problem arises from differences among nations in the
degree to which effects of regulation are internalized. Such differences will
generate divergent incentives with respect to the harm at issue. The greater the
internalization, the more likely it is that a nation will behave in ways that are
jointly (globally) optimal. For instance, if harm from smokestack pollution in the
US fals amost entirely on US citizens while Canadian pollution falls aimost
entirely outside Canada, the US is apt to have far more stringent regulation of
pollution than Canada (other things equal). Open trade with Canada could
reduce US incentives to adhere to pollution regulation that is otherwise optimal
because Canadian producers would have lower pollution-regulation costs.

In that setting, both domestic and global welfare could be enhanced by
agreement between the nations, avoiding what often is referenced as a Prisoners
Dilemma-type problem.” In the absence of agreement, the threat of exclusion
of Canadian goods (at least those with lower margina costs by virtue of
production in ways would violate US pollution regulations) from the US market
or imposition of a tax to offset the advantage gained through suboptimal
regulation could lead to increased welfare.

We must be careful, however, in evaluating particular claims for welfare-

8 e, eg., Samuelson, 1962; Findlay, 1970; Deardorff, 1979.
8 Deardorff, 1997; Howse & Trebilcock, 1997.
% Deardorff, 1997.

% n fact, while agreement could reach welfare-improving results for both nations, the payoff
structure suggested by the hypothetical in text is not a Prisoners Dilemmagame. The Prisoners
Dilemma, however, is the best-known of games in which cooperation leads to welfare
improvement; hence, the typical reference to that game.
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improving trade restriction to correct differential spillover effects. Many, if not
most, domestic policy choices involve some spillover effects. The bulk of these
choices will have effects that differ across nations. US monetary policy, for
example, will affect other nations to a much greater degree than other nations:
monetary policies will spill over outside their borders. The question in each
instance is how much that difference in spillover effectsis reflected in national
regulations, how much of that difference passes through into prices of goods, and
how likely trade restraints are to appropriately re-balance goods prices.

The primary problem with arguments tied to adjustment for effects that
undermine incentives for optimal regulation is that we begin with aworld in
which those incentives are unlikely to exist. The point of the public choice
literature, in large part, is that for perfectly understandable reasons public
decisions congstently depart from the optimal. The possibility that the US in the
hypothetical above could achieve a welfare-improving result through trade
restriction is not by any means outside the realm of the plausible. But it isfar
more consistent with what we know of the world of palitics and regulation to
suppose that the incentives of politicians and regulators will diverge substantialy
from optimizing public welfare. To test this assumption, imagine a congressman
announcing hisview that closure of the military basein his district is preferable
to closing the base in another district, given the efficienciesinvolved in operation
of the Aforeignf baseCany doubt that youve just imagined a one-term
congressman?

If those who make and implement policy are (at least under an array of
ordinary circumstances) not likely to produce wefare-enhancing results, we must
proceed more slowly from the predicate of a possible welfare-enhancing move
to the conclusion that we know the right prescription for government action. As
with second-best arguments generally, the assertion here is not that we know
enough to say that trade restriction will push us in toward welfare reduction.
Instead, it is that we cannot draw the opposite conclusion from information that
asingle factor points toward the possibility of welfare-enhancing trade restraint.

To be fair, what is required for the spillover argument to support trade
restriction is not that the US policy (in our US-Canada pollution example) be
optimal for both parties (or more generally be globally optimal), only that it be
closer to optimal than the Canadian policy. But this does not avoid the problem
of second-best analysis. Given the other factors influencing public decision-
making, it will be difficult to project the difference in degree of proximity to
optima merely from the one variableCdifferencesin spillover effectsCidentified
here. We know the direction in which this variable moves decisions, but we
cannot know how close to or far from the ideal adecision will be.

In addition, the variance from optimal policy between the two nations may
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be much smaller than the focus on that one factor suggests. Recall that the
transmission mechanism for ill effects on welfareisadivergencein the US and
Canadian policies effects on product prices. Differences between the nations
with policies closer or further from the ideal (on a specific issue) largely should
be offset by changesin returnsto labor or capital in the regulating nation, rather
than flowing through to changesin price. If the regulations produce only dight
effects on price, the trade sanction would have to be quite finely tuned to yield
higher expected value.

Absent confidence that there will be large welfare effects of asymmetric
regulation (differing in the extent to which spillovers are captured) it is
dangerous to recommend trade restriction as a remedy. Trade regulation
unambiguoudly departs from welfare-maximization in the direction of too much
restriction, and the departuress effect generally is thought to be quite large.”
Those conclusions hold whether the trade restriction is legislated or subject to
administrative discretion.”® Hence, making trade restraint an option to combat
suboptimal environmental regulation by other nations generates a serious risk
that the option will be exercised too frequently with too great costs.

The problem is made worse by the difficulty of separating sources of
difference in environmental (or other, similar) regulationsCthe regulations that
provide the spillover argument for trade restriction. As postulated above, a
difference in externalities can lead to different regulations; but as we discussed
earlier, so can a difference in tastes or in wealth. Those cases are not readily
distinguished and are not likely to be distinguished in the application of trade
restraints.

Trade sanctions are apt to be triggered by differences in regulations rather
than by differences in the degree to which regulation is informed by a full
accounting for spillovers. For good reason, trade action cannot be tied to the
rationale articulated in defense of a regulation, and anyone whose business is
harmed by competition has an incentive to complain of the differential burden
of regulation, whether or not that has actual implications for global welfare.**

One last consideration reinforces the preceding caution. Combining what we
know about the politics of regulation generally with what we know of the
administration of trade laws yields the following unhappy prediction. Not only
will countenancing trade restriction as a corrective to unduly lax environmental

92 See, e.g., Finger, Hall & Nelson, 1982; Baldwin, 1985; Bhagwati, 1988; Hufbauer &

Elliott, 1994; Krueger, 1995.

% Finger, Hall & Nelson, 1982; Baldwin & Richardson, 1986; Goldstein, 1986; Cass &
Schwartz, 1990; Baldwin & Moore, 1991; Cass & Knoll, 1997.

94 See, e.g., Trebilcock, 1990; Nivola, 1993; Krueger, 1995.
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regulation generate too much restriction of trade; it also will produce too little
change in other nations environmental rules as well.* The forces that drive
dometic policies also influence other nations policies. Officias do not respond
to sanctions simply because such a response could increase global, or even
national, welfare. Threatening trade restriction at times will be justified and at
times will secure action that will advantage both the threatening and threatened
nation.*® But the threat will not always succeed. If the threatened action is an
optimal tariff on the imports, exactly offsetting the advantage conferred by
insufficient accounting for spillover effects, the tariff should beimposed directly.
In other cases, imposing the tariff or other restriction will increase the harm to
the restricting nation.

IV. EXPORT CONTROLS:
ANOTHER REGULATION, ANOTHER RACE?’

Almost all discussion of tradess intersection with regulation focuses on the
manner in which imports affect regulation or regulation affects importsCeither
domestic regulations are threatened by imports or foreign regulations operate to
frustrate imports (which we care about because those are our exports).
Economists view exports as necessary to pay for imports, much as giving away
something of value in a barter deal is needed to induce the other party to give
something of value to you. What makes the deal work is that each party gets
something he values more than what is traded away. From a national welfare
vantage, exports are good only so far as they make welfare-improving imports
possible. Therea good isimports.

In the politics of trade, things are reversed: the basic rule of trade politicsis
that imports are bad, but exports are good. Each of those claims responds to the
natural bias of public decision-making in favor of readily identified, easily
organized, groups of people intensely interested in an issue. That often trandates
to abiasin favor of producers of the good at issue. Domestic producers do not
want to face competition (from imports or otherwise) in their businesses, and are
more likely to achieve success in combating import competition than other
domestic competition.® Domestic producers also want to sell into other markets,
and (without opposition, at least not on an equal footing, in the domestic political
market) are likely to find domestic politicians sympathetic to that interest.

See, e.g., Bhagwati, 1994; Hudec, 1996; Cass & Haring, 1998, at 66-73, 157-95.
Sykes, 1990; Sykes, 1992.

Part IV is adapted from Cass & Haring, 1998, chaps. 4 & 9.

Baldwin, 1985; Bhagwati, 1988; Krueger, 1995.
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The Politics of Export Control

This account of the common tendencies of trade politics leaves us with a
question: if those tendencies explain import constraints and export promotion,
how can we account for export controls? Export controls generally provide gains
to abroad, diffuse, unorganized populace (so far as the controls are effective)
while the losses are borne largely by afew producers. That formula seemingly
should work against the imposition of controls, and yet export controls are im-
posed with some frequency, often in circumstances where, because of the
availability of close substitute sources of supply, they are seemingly incapable
of producing any beneficial consequences.® J. David Richardson estimates that
export controls cost the U.S. economy about $29 billion in lost export salesin
1991, and other commentators have given significantly higher estimates.’®

Export controls can be explained readily in only twoCCor maybe one-and-a-
halfCinstances. First are Avoluntary export restraints,i§ which are a combination
of import restriction and cartel facilitation.'® That fits the standard public choice
explanation of political decision-making. Similarly, export controls involving
restrictions on export of natural resources present a more traditional setting for
government action. In these cases, the principal consumers (for whom the
resources are inputs to production of other goods) frequently form a more
concentrated group than producers. Because export controls tend to reduce the
price of the exportable good, this may be a case of rdatively concentrated
benefits and more diffuse costs.'®

The more common sort of export controls, however, involving finished goods
appear to present the opposite situation. This poses something of a conundrum
for public choice theory. We offer two hypotheses that might bridge the apparent
gap between fact and theory.

Recalibrating Value and Cost
One hypothesis is that the apparent misfit between export controls and public

9 Hufbauer, Schott & Elliott, 1990.

100 Richardson, 1993. Richardson does not consider restrictions on the sale of Apure
weaponryf and does not estimate costs of compliance with government export controls.
Estimates of US losses from export controls on dual-use (military or civilian) technology run as
high as $125 hillion. See, e.g., Hearings on H.R. 2912, Sep. 1993, at 13-16 (testimony of Robert
E. Allen, Chairman & CEO, American Tel. & Tel.); BNA Specia Report, Sep. 1993.

11 Jones, 1994.

We are grateful to Henry Manne for making this point. For a description of the
economics of export restraints and their benefits to domestic consumers, see Corden, 1971, at
15B16.
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choice theory disappears on examination. The reason is that both the value and
cost of export controls might differ from what appears at first blush.

Let us start with the benefit side. Typically, the value assigned to export
controlsistheir effect at preventing negative externalities. That goal is served
most obviously by denying an enemy goods that are helpful to that nation and
harmful to the restricting nation. Alternatively, the goal is served by influencing
actions of aregime that is at least potentially hostile to the restricting nation.
Again, the obvious means of influence through export controls is to threaten
denia of access to important goods. Frequently, however, export controls are
imposed despite the fact that the restricting nation lacks the ability to deny the
target nation access to the restricted goods.'® On its face, these instances seem
to be al cost, no benefit government actions. Even for the most skeptical
observers of government, that is an implausible paradigm.

Thefirst place to look, then, to unravel this enigmais the supposition that the
control yields no benefit. If the exporting nation cannot deny technology to an
opposed nation, what is gained by export controls?

In addition to the goal of denid, export controls also could serve three other
goalsfor national policy: delay, cost-raising, or signaling. Where denial aimsto
prevent the target nation from acquiring the restricted good, delay seeks only to
maintain some tempora advantage in access to the restricted good. Thisgoal is
sometimes deridedCit is, on itsface, a strategy that results merely in being eaten
by the alligator dowly rather than dl at once. But, in many circumstances, it may
be preferable to be eaten by the alligator more slowly, especidly if dow and fast
are the only aternatives. To take an example from another context, a dominant
firm confronted by entry rarely has the option of maintaining its profits at pre-
entry levels, but it often can optimize the tradeoff between cutting prices and
losing market share.’®

Thethird god, cost-raising, is more modest yet. In some circumstances, even
delaying access to agood is difficult (i.e., too costly). Still, in many contexts,
competitors can gain an advantage from raising rivals costs.'® Restrictions on
export are likely to do this to some degree even if they are only partially
successful, in part for the same reason that trade theorists generally favor
multilateral liberalization and oppose reciprocal trade agreements. unimpeded,
trade will tend to take its most efficient route, while constraints that apply
differently to different sources or destinations for trade, even if they cause

103 Hufbauer, Schott & Elliott, 1990; Richardson, 1993; Burnham, 1994; Cass & Haring,

1998.

10% see eg., Stigler, 1964.

105 See Salop & Scheffman, 1983; Krattenmaker & Salop, 1986.
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minimal distortion in production, will cause trade to be diverted to second-best
channels.’® Inevitably, there is additional cost associated with trade diversion.

Further, if restrictions remove many of the most efficient sources of supply, the
effect on rivals costsCand competitive advantageCcould be significant. Some
observers have opined that the effect of the mulitnational export control regime
directed againgt the Soviet UnionCthe Coordinating Committee for Mulitlatera
Export Controls (COCOM)Clargely was of this provenance, increasing Soviet
expenditures for technology, including expenditures on espionage and bribery
to acquire technology from the west and expenditures on less efficient production
of similar technology at home. ™’

Finaly, even if utterly ineffective at any of the goals set out above, the Ages-
turef of restricting exports may possess (political) utility. The action servesasa
signal. It lets both domestic and foreign audiences know what we think of
particular nations at specific times. The signaling effect may be especialy useful
if it can be calibrated by the sort of goods in which trade is limited. When you
don't get F-18s or Minuteman missiles, that is one thing; when you're off the list
to receive silicon chips, that's another; when you stop getting potato chips, things
are redly serious. The signal of export controls is almost certainly more clear
than most diplomatic language and less dangerous than even very moderate
military options (such as calling up reserves or other steps toward mobili-
zation).'® A signal of this sort may well influence action by other nations
despite its hollowness as a serious constraint on acquisition of restricted goods.

The value of export controls as foreign policy tools, thus, may be
substantially greater than would appear from their ability to constrain access, but
that still does not answer the question, why would public decision processes
favor using thistool? Perhapsthisisan example of agenera public interest so
widely shared and deeply held that officials charged with the government's
foreign policy functionsCand elected officials whose assent is significantCgain
from acting as political entrepreneurs championing thisinterest.'® That seems
a plausible explanation for export controls aimed at the Soviet Union and
associated states. Aswith many issues of genera public policy, some members
of the public are apt intensely to favor particular policies while others strongly
oppose them. Palitical benefits from export controls flow not simply from
general public support but asymmetrically from those who are most intensely

106 Lindsey, 1960; Bhagwati, 1994. This does not, however, mean that all preferential

arrangements are trade-reducing. See Deardorff & Stern, 1994, at 27B75.
107" Artemiev, 1991; Hillenbrand, 1992, at 68; McDaniel, 1993, at 117.
198 McDaniel, 1993; Cass & Haring, 1998.
1% see eg., Ordeshook, 1986, at 184-87; Mueller, 1989, at 180-93.
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supportive of the particular controls.™® The analysis can be extended beyond the

decision to impose sanctions to the type of sanctionsimposed."™* Hence, even
if producer interests play a disproportionate role in decisions respecting export
controls, there may be sufficient incentive for officials to impose controls.

The other side of the cost-benefit equationCthe cost of export controls to
producersCmay be more amenabl e to these decisions than would first appear.
The principa effect of export controlsin manyChbut by no means allCinstances
will be to alter trade patterns rather than to change any firm's sales.

Consider the following hypothetical example. We begin with three, not
implausible, conditions: (1) a world market exists for the class of products at
issue, with neither production nor consumption concentrated in a single nation;
(2) economies of scale are exhausted at volumes of production below the level
of consumption (under current conditions and at current prices) in a large
economy; and (3) products in this class are differentiated but are reasonably close
substitutes. Under these conditions, products will travel across borders, with
some imports shipped even to nations that are net exporters of the products at
issue.

Let the principal producer-exporter nationsin this hypothetical be the United
States, Japan, and the members of the European Union. When export controls
are introduced by one nationCsay, a US restriction on salesto IraqCa short-run
shift in supply occurs in that nation as domestic (US) producers seek to sell
goods in the home market that previously were expected to be sold in the
embargoed market (Irag). Demand for imports of the product class from
noncontrolling nations (Japan and European nations) falls in the controlling
nation (the United States), but demand for these imports rises in the embargoed
nation (Iraq). Supply from other nations shifts from the controlling nation to the
embargoed nation (so that US salesto Iraq are replaced by Japanese or European
saleswhile similar sales of Japanese or European productsto U.S. customers are
replaced by sales from US producers). Although trade flows change, the new
equilibrium output for each firm need not differ appreciably from prior output
levels.

Under these conditions, although producers of the controlled products will
object to export restrictions, the objection may be quite muted. The restrictions
will have an adverse effect on the producers, but the effect need not be large.
Indeed, the less effective the government is at gaining international support for
the restrictions, the less harm may be done to domestic producers.

10 oee Kaempfer & Lowenberg, 1988.
111 see Spindier, 1995.
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Asymmetric Official Incentives

An aternative, and quite different, explanation for export controls is that self-
interested behavior of public officials, not serving broader public interests,
produces a bias toward overimposition of controls even though the controls
impose a real and serious cost on the restricted domestic industries.™? This
hypothesis tracks Sam Peltzman's explanation for the Food and Drug
Administration's bias toward too much delay in approvals for new drugs.**®
Peltzman observed that if a drug was approved that created significant harm to
those who used it, the officials who approved the drug would be castigated. If,
however, many people were harmed by delaysin approval of beneficia drugs,
that would lead to less criticism. One error produces costs that are quite readily
visible to the publicCthe Thalidomide scandal, for instanceCwhile the opposed
error does not.

With drug approvals, as with export controls, there is a concentrated harm
from the less publicly visible errorCthe companies that seek drug approvals lose
profits from the sales they would have made just as the would-be exporterslose
profits from the export sales forgone. But in neither caseisthe risk of offending
these firms as great a problem for the public official astherisk of public scandal
from an erroneous affirmative grant of authority. The public outcry over our
sales of scrap metal to Japan preceding World War Il and of arms to Irag
preceding the Gulf War areillustrative.

Perhaps in these circumstances the diffuse public interest in national security
is replaced by more personaCbut till very widespreadCconcern that the
offending action could be responsible for the loss of a loved one, a family
member or friend. Or perhapsin some instances public-interested considerations
have greater effect on citizens behavior than considerations tied more directly
to their private interests™* These are not matters as to which we have sufficient
information to draw definite conclusions. We suspect, however, that some aspect
of each hypothesis explains the seeming anomaly of export controls.

CONCLUSION
International trade offers the prospect of increased competition for many

businesses. That competition will increase complaints about trade, including
complaints that trade undermines domestic regulation. Indeed, trade does in

12 Cass& Haring, 1998. Seealso Long, 1989, at 69-107; Spindler, 1995.
13 peltzman, 1973.

114 see Kau & Rubin, 1979; Kalt & Zupan, 1984; Peltzman, 1984. See also Kaempfer &
Lowenberg, 1988.
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some instances undermine domestic regulation precisely because it increases
competition. Firms competing with businesses that are not subject to the same
regulation may agitate for regulatory change to reduce burdens that raise the
prices of domestic firms products, and in some instances they will secure the
kind of change they demand. The successive changes in the structure of many
countries: telecommunications services largely tells a story of thistype.

Such changes, though inevitably decried by some, generally will benefit the
public. Much of the regulation that will be altered is supported primarily by
intensely interested groups despite its costs to a larger portion of the
publicCcosts that tend to be significantly larger than gains to the regulations
proponents. Increased competition will help redress the political imbalance
between those who are helped and those who are hurt by much regulation.

Not all regulation isinimical to public interests, and some that will be under
pressure as aresult of trade could be regulation that is relatively helpful to public
welfare. These instances in the main will involve spillover effects captured to
different degrees in various nations. In such settings, there is a clear role for
international agreement to regulate harms that are not sustainably regulable by
individual nations with open trade. Even here, however, trade closure almost
surely will not be afirst-best solution and is not predictably the best second-best
solution.

The opposition to tradess effects, captured in the race-to-the-bottom
metaphor, mideads in arguing that there is asimple, direct connection between
trade and regulatory change, in arguing that the change leads to a single, low-
regulation system globally, and in arguing that the change impairs domestic
welfare. In fact, regulation will change at different pacesin avariety of ways,
at times moving against the grain that increased trade-generated competition
suggests. Traderarely will lead to asingle, uniform regulatory system. And the
change will tend to promote, not impair, welfare, as the strong tendency is
toward too much restriction of competition, including too much restriction of
tradeCeven in circumstances where trade restriction seems at odds with
conventional political dynamics, as with export controls. The one place the race
to the bottom seems to be occurring as trade expands is in the rhetoric used to
describe how trade and regulation interact.
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