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Puzzle(s) for Today

Trade is akin to a prisoner’s dilemma. How does it happen despite “cheating” as a dominant
strategy?
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Ugh…
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Production Alumina/Aluminum Steel

If you can see where the 'decimation' has happened in aluminum and steel production in the past 30 years, feel free to speak up.

Aluminum and Steel Aren't Exactly Industries in Crisis

Data: Board of Governors of the Federal Reserve System
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UPDATE: Oh for the love of…
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Trump complains
about 'decimation' of aluminum/steel;

announces tariffs
(March 1, 2018)
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Category Average Hourly Earnings in Manufacturing Manufacturing Employment

If the goal was to stop the 'decimation' of these industries, we can't discern a signal from the noise.

Trump's Aluminum and Steel Tariffs Haven't Had a Measurable Effect on Manufacturing Employment or Earnings

Data: U.S. Bureau of Labor Statistics, via the Board of Governors of the Federal Reserve System. Shaded areas indicate months in a recession.
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Tariffs haven't helped the industry as much as they've created a supply shock that's making aluminum more expensive.

LME Aluminum Premiums in the U.S. Increased 110% from the Start of 2018

Data: LME. LME aluminum premiums (monthly contracts going out to 15 months) work alongside LME aluminum contracts to allow market participants to hedge the all-in price and physically deliver or receive
premium aluminium warrants in non-queued LME premium warehouses. The data may not be perfect for this exercise but they're available.
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Jan. 22, 2018: Trump announces tariffs
on washing machines.

Mar. 1, 2018: Trump announces
aluminum/steel tariffs.
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Tariffs on washing machines (and aluminum, a critical component) substantially raised the price of this important household appliance.

Trump's Tariffs on Aluminum/Washing Machines Were An Own Goal

Data: Bureau of Labor Statistics
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A late rally at the end of the month prevented what was looking like the worst March in the stock market since 1980. It was still the worst March since 1997.

Tariff Fears Made March 2018 an Unwelcome 'March Madness' for the Stock Market

Data:  S&P Dow Jones Indices LLC
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Jan. 22, 2018: Trump announces tariffs
on washing machines.

Mar. 1, 2018: Trump announces
aluminum/steel tariffs.

Jun. 15, 2018: USTR finalizes first
tranche of China tariffs.

Aug. 7, 2018: USTR finalizes second
tranche of China tariffs.
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Whirlpool's CEO lauded Trump's tariffs as ''without any doubt, a positive catalyst for Whirlpool.'' It ended up disrupting the supply chain and squeezing profit margins.

The Joke's on Whirlpool Too: Its Stock Fell 36.38% in 2018

Data: New York Stock Exchange
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Jan. 22, 2018: Trump announces tariffs
on washing machines.

Mar. 1, 2018: Trump announces
aluminum/steel tariffs.

Jun. 15, 2018: USTR finalizes first
tranche of China tariffs.

Aug. 7, 2018: USTR finalizes second
tranche of China tariffs.
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Category Dow Jones Industrial Average NYSE Arca Steel Index

Bad days for the market were even worse for steel, which lost 24.5% of its value from the beginning to the end of 2018.

The Whole Steel Industry Got Crunched in 2018 Because of Trump's Tariffs

Data: Yahoo Finance, investing.com
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“They Keep Coming to the Table, Always Bitching and Complaining”
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The U.S.-Brazil Cotton Dispute

Trade scholars find this dispute to be a hilarious illustration of the strategic problem of
trade. Background:

• Cotton farmers get around $4-billion in subsidies and income protection from the U.S.
(i.e. STAX)

• These include farms in almost all southern-half states from California to Florida.

• Brazil, which has a huge cotton-export industry (5th-largest in the world), contended
this is an unfair advantage (and it is).

Brazil filed a case against the U.S. in the WTO and won in 2004.

• However, the U.S. had not done anything to accommodate Brazil or the WTO in the
seven years after that decision.
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The U.S.-Brazil Cotton Dispute

Brazil decided it needed to go “nuclear” in retaliating.

• WTO rules let the winning country (i.e. Brazil) tax imports from the losing country.
• Brazil listed 102 products it was going to levy with an import tax and let those industry

reps know they had 30 days to force the U.S. hand.

Exporters in the U.S. (predominantly shoe-manufacturers and wheat-growers) pressured
the U.S. hard.

• However, STAX is a tricky program to eliminate.
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The U.S.-Brazil Cotton Dispute

The compromise: U.S. wouldn’t drop STAX (but did tweak farm bill afterward), but
convinced Brazil to drop its lawsuit after a $150-million-a-year settlement.

• In other words, American consumers are now “double-taxed” on cotton.

However, Brazil got something in return.
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How Do Countries Get What They Want?

Trade protectionism is largely driven by domestic concerns.

• Certainly countries can open or close their borders regardless of the action of others.

Still: trade is fundamentally a strategic problem.

• Countries condition mutually beneficial trade based on reciprocity from others.
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The Strategic Problems of Trade

Strategic problems in trade resemble a prisoner’s dilemma though applications are specific.

• Tit-for-tat tariffs
• Credible commitment problems

• These are routinely disguised as regulatory barriers

• Dumping
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Overcoming Problems of Strategic Interaction

There are generally four ways to overcome the prisoner’s dilemma in trade.

1. Small-numbers
2. Information
3. Repeated interaction
4. Linkage politics
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Small-Numbers

Coordination problems and free-riding follows large groups.

• Monitoring is costly.
• States have an incentive to cheat but get the benefit anyway.

Monitoring and enforcement are easier in small numbers.

• e.g. NAFTA, Mercosur
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Information

Prisoners “defect” in the prisoner’s dilemma because information is concealed. That’s less
true in trade.

• Common knowledge makes states more likely to cooperate.
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Repeated Interaction

Cooperation becomes more likely in repeated interactions.

• Again: recall the implications of the prisoner’s dilemma.

Repeated interaction also ameliorates information problem.
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Linkage Politics

Trade, like any policy, creates winners and losers.

• States might “give” in one area to “get” in another.
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The Importance of Institutions

Generally, institutions facilitate trade through two mechanisms

• Reciprocity (explicit or implicit)
• Most-favored nation status
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World Trade Organization

The most important IGO for trade.

• Grew From GATT (one of the original BWIs from 1947)

WTO facilitates negotiations among trading partners through “rounds” based on the norm
of reciprocity.

• Basically: to balance out dollar-value of concessions.
• Also facilitates dispute resolution (Dispute Settlement Body) and, importantly,

information (i.e. states are compelled to report trade-restriction initiatives).

Fun fact: the U.S. is the most frequent defendant in the WTO despite being its most
enthusiastic supporter.

• The U.S. usually honors its defeats based on its value for long-term cooperation.
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Conclusion and Implications

Let’s provide some answers to some motivating questions.

1. Why are some industries protected and others not?
2. Why have trade policies varied over time?
3. Why do some countries have higher trade barriers than others?
4. Why has the world been more or less open at different times?
5. What can we do about “losers” in trade policy?
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What Industries Get Protected?

Industries get protected relative to their endowment and ability to mobilize.

• See: farm and sugar in the U.S.
• Stolper-Samuelson (scarce factors) and Ricardo-Viner (specific industries) provide

some clues.

Recall: free trade is a diffuse benefit. The general public is a hard group to mobilize en
masse.

• This will also help us understand why some countries have higher trade barriers than
others.
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Why Does Trade Policy Change Over Time?

National trade policies change relative to interests and institutions.

• Democratization generally empowers consumers to demand cheaper, more varied
goods.

• Interests can change quickly too. See: U.S.

This, along with understanding the role and power of the U.S. will help us understand why
the world has been more or less open at different times.
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''Some people have suggested placing new limits on foreign imports in order to protect American jobs. Others say that such limits would raise consumer prices and hurt American exports.
Do you FAVOR or OPPOSE placing new limits on imports, or haven't you thought much about this?''

Protectionism is an Easy Sell, but We're Seeing a Partisan Shift on Limiting Imports to Protect Workers from Competition

Data: American National Election Studies (2012, 2016)
       Note: Most respondents don't know enough to respond to this question so attitudes are certainly malleable.
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What Can We Do About the Losers of Trade?

Two truisms from this week:

• Free trade is unequivocally a good thing for society and the world overall.
• Trade, like any policy, creates winners and losers.

It’s important to compensate the losers of trade.

• However, this historically assumes the form of social welfare spending.
• This becomes a difficult sell in some countries.
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