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INTRODUCTION

recent decades there has been an explosion in the number and importance of prefer-
tial trade agreements. As of 2012, more than 250 of these agreements are in effect, and
ozens more are under negotiation. Every country in the world has signed at least one,
File some have signed more than thirty-five. This increase has prompted many econo-
ts and political scientists to analyze the design of trade agreements.

ese agreements have a common objective—to promote international trade—and
[ operate independently of the multilateral trade regime. Yet they vary dramatically
‘their design. Some preferential trade agreements (PTAs) are bilateral, while oth-
are regional. Some impose shallow trade obligations, whereas others impose deep
bligations. Some exist only on paper; others have complex institutions. This variation
nggests two questions. First, how does the design of a PTA affect the behavior of its

mbers? Second, what designs are optimal for a given political-economic context?

‘Qur primary objective in this chapter is to distill the existing research on PTA design,
ostof this research focuses on the treaty level. That is, scholars have examined how the
esign of individual treaties shapes state behavior. Our secondary objective is to suggest
at future research should consider the design of PTAs at the system level. In addition
0studying agreements as isolated “observations” or data points, we should also ask how
hese agreements interact with one another and with the multilateral trade regime, pre-
usly manifested in the General Agreement on Tariffs and Trade (GATT) and now in
e World Trade Organization (WTO).

. A preferential trade agreement creates legal restrictions on its members trade poli-
. Such agreements aim to promote economic integration among member countries
mproving market access. For example, the North American Free Trade Agreement
NAFTA) creates a free trade area in which trade barriers are reduced or eliminated on
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products exchanged among Canada, Mexico, and the United States. In contrast, custgs;
unions like the Andean Community eliminate internal trade barriers and set COmy
tariffs for nonmember countries. Empirical scholars use the term “PTA” in slightly d(i?f
ferent ways. We use this term to denote any international agreement with limited men :
bership that restricts the trade policies of its members. This inclusive definiti 5
bilateral and regional agreements, free trade areas, customs unions, common
kets, and economic unions (Bhagwati 1993; Krueger 1999; Mansfield and Milner 2012)
While these kinds of agreements differ in certain respects, all constrain trade policy :
some way. :

We adopt a strategic, game-theoretic perspective to examine how a PTA changes the.

incentives, and hence the behavior, of its members. This perspective allows us to con
sider the relationship between an institution’s design and its effect. We focus on prefer
ential trade agreements because these instruments collectively illustrate broad variatio
in institutional design. Different design features constrain members in particular way
we leverage PTA variation to explain their potential effects on countries’ behavig
This chapter builds on insights from the literature on the multilateral trade regim

Over time, new design features have been incorporated into the GATT and now the:
WTO. Scholars have shown how changes in these design elements—flexibility, dispute

settlement procedures, scope, and so forth—can influence cooperation among W
members (Rosendorft and Milner 2001; Rosendorff 2005; Barton et al. 2008; Kucik an
Reinhardt 2008). We draw on these insights throughout this chapter, integrating o
study of institutional design with a discussion of institutional effects.

Throughout this chapter we use data from several sources, drawing primarily on the.
WTO’s Regional Trade Agreements Database, which includes all preferential trade agree: .'
ments notified to the WTO between 1951 and 2012. These agreements are reciprocaf,.: i
meaning that all members commit to granting market access to one another. Because .
the WTO records the date a PTA enters into force and whether it is active, we are ablé
to approximate the number of agreements in effect at a given time.! We supplement this - :':r:
information with data from Mansfield and Milner (2012). In addition, the Design of -
Preferential Trade Agreements data set from Kucik (2012) provides information on many
design features—flexibility, dispute settlement procedures, and so forth—for approxi-._f": 5
mately 330 PTAs signed between 1960 and 2008. For a measure of the depth and scope
of trade agreements, we refer to two additional data sets: Reciprocal Trade Agreemenfs’:'-
in Asia from Hicks and Kim (2012), which records the depth and pace of trade commit- .
ments in sixty-seven Asian trade agreements, and the World Trade Report 2011, which .
is an updated version of the data in Horn, Mavroidis, and Sapier (2010) that document'sg;

the scope of a sample of approximately one hundred PTAs.? :

We begin by focusing on the treaty level. We describe the immense variation in the .
design of PTAs and examine how this variation shapes the behavior of members. We.o
then step back and examine PTAs at the system level. We show that the proliferation of
PTAs has created complex networks of overlapping treaties and ask how these networks - -

might promote or hinder international trade cooperation.

on COverg:
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DEsIGN ELEMENTS

growing plethora of trade agreements has created immense variation in the design
£PTAs. In this section we discuss five major PTA design elements: depth, scope, mem-
ership, rigidity, and institutionalization.

referential trade agreements vary in depth, the extent to which a PTA constrains state
chaviot. Deeper agreements place more significant limits on state behavior. Depth
en refers to tariff bindings, which are the highest tariffs that a state can impose while
iill complying with the agreement. Lower tariff bindings require deeper cooperation
scause they grant a state less policy discretion. ,
_Depth can also refer to nontariff barriers, including quantitative restrictions. When
 state imposes a quantitative restriction, such as an import quota, it limits the quan-
ity of an imported good to protect domestic producers. For example, the United States
estricts sugar imports—especially from Mexico and Brazil—to protect US farm-
ts. Many PTAs prohibit quantitative restrictions or limit the circumstances under
which they can be used. Deeper agreements impose stricter limits on the use of these
estrictions.
: Preferential trade agreements also often address regulations that create barriers to
tade, such as customs procedures, licensing rules, product standards, and government

. pocurement rules. For example, states often require government entities to purchase

goods and services from domestic firms. The American Recovery and Reinvestment Act
of 2009 contained a “Buy American” clause that required fund recipients to purchase
goods and services from US companies {Uchitelle 2009). Preferential trade agreements
often limit government procurement rules like the “Buy American” clause to ensure that
foreign firms can compete for government contracts. Nearly 40 percent of trade agree-
ents address government procurement (World Trade Report 2011).

" In short, deeper agreements have lower tariff bindings and make it more difficult for
réaty members to impose nontariff barriers, such as quantitative restrictions and regu-
ations that restrict trade.

Preferential trade agreements also vary in scope, the number of issue areas covered by
the agreement, All PTAs regulate the trade of goods, but not all cover agricultural goods
.(_Davis 2003). Nearly 73 percent of the PTAs in our sample address nontariff barriers on
agricultural goods, but these provisions tend to differ significantly from one agreement
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11:31- t}};e nexti reﬂ;cting members’ domestic political concerns. In addition, roy
s regulate the trade of services, such as accounti ;
» nting and t icati
A g elecommunicati
. Tﬁese agreements can also address nontrade issues. Approximately half of PTA o
inte ;ctual property provisions (World Trade Report 2011), which typically rs hay
gl;;n ers t;) recognize t’:ll-]d protect copyrights, patents, and trademarks. Similar} o
: s regulate C(?mpf:tltton policy (53 percent) by prohibiting monopolies andY, e .
an priatect foreign investment (42 percent) by, for example, requirin e
.countrles to provide compensation to foreign investors. Trade agreeme
ingly address noneconomic issues, such as human rights and environmental
{Hafner-Burton 200s; Steinberg 2002).?
" On average, the scope of PTAs has increased over time. Whereas the average PTA
e 1970s regulated nine trade and nontrade issues, the average PTA in the 2000
S COV-

ghly halg,
0ns (Wory,

Protectigy

frs fifteen issues (World Trade Report 2011). There is some ambiguity in the empiricy) -
iterature about the difference (if any) between the depth and scope of a PTA (l;nc&:i'. :
orn,

) avroidis, and Sap.zer 2010; Baccini, Diir and Elsig 2012). From a theoretical petspe
ive, agreements with a broader scope place more constraints on state behaviori:é
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Membership

Traldf;) agreements vary in the size of their membership. The majority of PTAS are bﬂa.t:'-
eral, but there are also many important multilateral trade agreements (Mansfield anci

I‘I/lﬁlnef 2012). These vary dramatically in size. While NAFTA has only three members,
the Global System of Trade Preferences among Developing Countries has forty—ﬁve)'.' o

i\g;)st mu(l};ﬂate‘ral P.EAS are regional—they include members from the same geographi-
area (Baccini and Diir 2012). This is not particularly surprisi :
] rprising, b ies

tend to trade most with their neighbors. VIR, Decise conmre
t Some s;lcholar.s argue that there is a fundamental trade-off between the depth of a
reaty an iﬁle size of its membership. When an agreement has more members, they
ar%l.le, it will demand less because the agreement must be acceptable to the state least
willing to cooPerate. Agreements with more members may thus be shallower than
?g;;eements with fewer members (Downs, Rocke, and Barsoom 1998; Gilligan and
P?I‘ Es 20;:2). Agreements like the Association of South-East Asian Nations (ASEAN)
—which has many members and is very shallow—support these arguments.

However, many other trading agreements, like the European Union's single mat- -

i{}i progmgl“.ghi‘:h al;o has many members and is relatively deep—do not. There is-
s mixed evidence about whether agreements with f; :
commitments. g ewer members lead to deeper”
; 'ljhe rejl?atlonship betwf.reen membership and depth is likely to be influenced by ﬂie

esign of treaty commitments. When a PTA requires all members to commit to 2.

& Cxpr Opriating:
nts also incregs.
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nsmon policy, then more members may lead to shallower commitments following the
ed above. However, when a PTA allows different members to commit to differ-
olicies, then treaties with many members can generate deep cooperation, because
o states least willing to cooperate can accept shallow commitments without hindering

{hose states that want to make deeper commitments {Gilligan 2004}

Jogic gtat

gidity
Iere is also tremendous variation in the rigidity of trade agreements. Blexible agree-
ents sometimes allow states to violate their trading obligations without abrogating
¢ treaty, while more rigid agreements allow few (if any) opportunities for temporary
cape. For example, most PTAs contain safeguard rules that allow states to restrict trade
an import surge harms a domestic industry. Preferential trade agreements also often
oniain antidumping rules, which allow members to impose an additional tax—an anti-
umping duty—if a domestic industry is harmed by an import that is sold below its nor-
nal value. Similarly, roughly 28 percent of PTAs allow states to impose a countervailing
uty if a subsidized import harms a domestic industry (Kucik 2012). All three of these
echanisms reduce the rigidity of a PTA. -

Even among those treaties that do contain flexibility mechanisms, treaty rules vary
ramatically in the criteria and procedures that states must use to restrict trade and
o the limits on the duration and magnitude of these restrictions. In the case of safe-

“guards, some treaties require consultations between the importer and exporter before
afeguards can be used, whereas others allow states to take unilateral action. In addi-
jon, many (butxnot all) PTAs place strict constraints on the duration and magnitude

{ safeguard measures (29 percent and 66 percent, respectively). For example, the
US-Australian PTA only allows safeguards for two years and limits the size of the safe-
ard on certain products. By contrast, the Pacific Istand Countries Trade Agreement
allows four-year renewable safeguard measures and does not limit the size of these
afeguards.

" Some PTAs—often called “fair trade” agreements—also give states the discretion to
estrict trade to accommodate competing values. For example, many Kuropean PTAs

allow trade restrictions that are “necessary to protect human, animal or plant life or
health”* Similarly, some PTAs promote labor protection through rules on minimum
wages, child labor, and occupational safety (Kim 2012). These provisions all give coun-
ries flexibility to balance trade liberalization with other social objectives.

 Institutionalization

Finally, PTAs vary widely in their institutionalization. Some treaties simply articulate
goals for cooperation, while others create complex bureaucracies and dispute settlement

procedures (DSPs).
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When PTAs have bureaucracies, members can delegate the authori
create rules (Johns and Pelc 2014). Bureaucracies can also monitor
the treaty. For example, the European Union (EU) is a highly institutionalized Custony;
union with a bureaucratic entity—the European Commission—that monitors poli
implementation. The commission publishes annual implementation reportsand can g)
lawsuits against a state that violates its treaty obligations. ”

Most PTAs also contain DSPs, which are rules for trade disputes among membey.
These DSPs play a vital role in providing information about state behavigr
dinating informal enforcement of treaty rules (Johns and Rosendorff 20
2012).° Few scholars have examined DSPs in a comparative context, so there
dard method for measuring their institutionalization. Some DSPs are relat
mal and only require states to conduct good faith negotiations to resolve
disputes. Others allow members to refer disputes to the International Ch

compliance v

is no stap:

Justice.

Approximately 7o percent of PTAs currently in force contain formal dispute settle-
ment procedures (Kucik 2012). They usually allow an individual or panel to hear argy. S
ments from affected parties and then issue some form of opinion, The DSPs used vary. o
in the selection of individuals or panels, as well as the legal status of the opinion. Some -
DSPs only allow the individual or panel to make nonbinding recommendations; others * -

allow legally binding rulings. The latter sometimes have implementation
ensure the disputants adopt the decision in a reasonable period of time,

Most scholars believe that more formal DSPs make a treaty more rigid, but they dis- :
agree about how the existence of DSPs affects rigidity. We believe that this confusion -

stems from differences in how scholars conceptualize dispute settlement in the absence

of formal procedures. Some scholars believe that treaties without DSPs are sustained :
using grim-trigger punishment, which leads to the total collapse of a treaty if any state -

commits a single violation. For these scholars, the existence of DSPs reduces rigidity
because it provides opportunities for states to violate their substantive treaty obliga-
tions without abrogating the agreement (Rosendorff 2005; Rosendorff and Milner

2001). Dispute settlement procedures are therefore more “forgiving” than anarchy.
Other scholars assume (usually implicitly) that a treaty without DSPs continues tobein . -

force even if a state violates it. For these scholars, the existence of DSPs increases rigid-

ity because it allows for the punishment of treaty violations that would otherwise be . -

ignored {Goldstein et al. 2000; Smith 2000; Guzman 2002). They believe that DSPs are
therefore more “punishing” than anarchy. '

IMPACT OF DESIGN ON STATE BEHAVIOR =

Because the primary objective of trade agreements is to promote international trade,

most trade scholars care inherently about the causal effect of PTAs: the extent to which® ot

1y to modify g

and coop.
09; Johns

vely infor.: o
their trada 2
amber of
Commerce—which oversees international arbitration—or the International Court of -

proceduresto -
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. de agreements actually increase international trade. As Martin.(zo'n, 605) notes, [a]f
- eagff ct is stated as a counterfactual: how does state behavior in the presence o
_gau'sal f: :'on differ from the behavior that would have occurred in the absence of the
2 1'I15t1'tu 1?” Because it is very difficult, if not impossible, to measure something that has
Loy d—for example, how much aPTA member would have traded if it were not
o happeneb;rwe must rf;ly on theoretical tools like game theory, which allows us to
: PTﬁaIrI;eslgte behavior both with and without a PTA to understand the impact of PTA
‘com .

:(.-iefliflnccl);?;ff)? :};’E’?"j\ocrl-etermmes the extent to which a treaty requires a staie to d;e;nge
its be;avior. Ceteris paribus, a PTA will be mo;;e effr;_clztive w:;ei 311; :T:;z;sl j;ii ;e;g;e
tions for a broad scope of issues on ma'my rnen} ers. ﬂcljwe;lr t e e more
member states actually change the‘u' behavior. In the s ]:r e ,t Do b
ffective when members comply with ‘tr.eaty rules. In the long ! ,this o wil be
" i e regimes that endure over time. In

'::H;Zif Zi:’;if; z?i)izi?gflessrt::archgthat examines the impact of treaty design on
P

“compliance and stability.®

'-;']jomestic Political Pressure

. i iti in
_The study of trade agreements cannot be divorced from domestic politics (.G;))ids:lac1 "
" and Martin 2000). While trade agreements can generate aggregate econo;mc ﬁ:r;mm
~for a society, they have a distributional impact: some domestic groups e?ﬁat from
. ; " 0 » . s S
': i izati i ffer. This distributional impact mean
trade liberalization while others su neans thet
‘ itical implicati ts negotiate treati
litical implications. When governmen |
e palc ing interests of three domestic
ici t balance the competing intere
- choose trade policies, they mus of thee o
- ing i i umers. Import-competing
2 - ting industries, exporters, and cons
s e harmed | jzati de increases market com-
- i iberalization because free trade
industries are harmed by trade liber: . ; : et com
petition. They therefore want their government to impose high taflffs 0{}1 1111)1313t e
. goods. Exporters are not directly affected by their own governments 1t)an S o ty
. i iffsi tries, because -
i ization if it leads to lower tariffs in other coun _
support trade liberaliza et anods
i i kets. Pinally, consumers care abo p
ers want to compete in foreign mar e
ices i i not directly affected by the tari
and services in their country. Consumers are re : e o O
i ket competition that is created oy Ir .
countries, but they benefit from the mar isc ace
course the real world is considerably more complex than jnh1s simple ;c«:()\;ir‘lct,_
basic framework provides insight into the interests comp-etmg over trade p;). Z. e
The relative political power of these three groups will ﬂ'uctuate over Lm S s cle
cussed clsewhere in this volume by Rosendorfl, economic factors, suc 3‘1{0 ' g)tect
surges and changes in foreign production technology, can increase pressuref fnsum_
an import-competing industry from foreign competition atlthe efpin(sie fec;:ion o
imi iti h as a closely contested ¢ .
ets and exporters. Similarly, political factors, suc ; ‘ -
affect the VI:r‘ﬂlingness of a government to meet the demands of an 1mp(;rt CO}IEE amgi
industry. Finally, random and unexpected events—such as floods, droughts,
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fe ing i ies with-
hoose low tariffs because these will harm their 1mp0rt-competnzlg mdtlillstr;zs I;:; "
“ ’ iffs that reduce the
i i rs prefer low tari .
nefiting their exporters. Consume ' ‘ ! i
o be goodg and services, but they usually exert less influence than import-competing
ice i
; -ilustries which can lobby the government for protectlt;)n; ding benefits for cxporL-
o ’ i hey are implicitly “tradin
te trade agreements, they are imp .
When states Wi i i in another state, B, an ,
i t helps exporters in :
en state A lowers its trade barriers, 1 : A this i in
hSlr:f;ts own import-competing industries. State A is only wﬂlm§ to dcoooperation
o i ing A’s exporters.
' i thus benefiting p
tate B lowers its trade barriers, s if other
exchange * i illing to make trade concessions if othe
itional: one country is only willing
therefore conditiona tv violations when a state faces
' bers may want to allow treaty v,  stat
o bers do so as well. Mem ‘ : ation. o
i Ze rotect, but a treaty must impose a penalty for a rule Vl?
o Components . high press o i ) bout their true political pressure and the treaty will collapse
' ' ill di ble about their tr ¥ i
members wil dissem 8 t make two decisions: (1) Wil
; i So a treaty member mus
“mosendorff and Milner 2001). St o setile
(f\ O;mply with the treaty? and (2) If it does not comply, will it accept the penalty
ite o
ispute or leave the treaty regimes o . o 8o
' the disp theoretical models generate the equilibrium behavier shown in Figure .
Many litical pressure to protect, and the verti-

: ; : tic po .
2 horizontal axis represents domes : - hindine that is
”Ihleaxis represents the tariff. The dotted horizontal line shows the tariff binding

a

earthquakes—can also lead governments to temporarily protect domestic industrieg BY
imposing trade barriers. s
These changes in domestic political pressure from import~c0mpetingindustries, fels
tive to consumers and exporters, ensure that a leader’s incentive to cooperate fluctuate
over time. When states negotiate trade agreements, they know that domestic poli
cal pressure from import-competing industries will fluctuate in the future, But stateg
cannot perfectly anticipate the amount of future domestic political pressure; they wify
always be at least somewhat uncertain about the future difficulty of trade cooperatiop

Trade agreements must therefore contain at least two elements, First, a treaty must ¢re.
ate primary rules that specify appropriate behavior. Some examples of primary rules are
tariff bindings, the maximum tariffs that are permissible under the treaty; the prohibi. &
tion of quantitative restrictions; and government procurement rules. In the following. -
discussion we focus on tariff bindings, but our arguments apply to any primary rule that ©
constrains a government’s trade policy. The deeper the treaty, the more it constrains jtg
mermbers. When treaty members follow these primary rules, there is first-order compli- .
ance with the treaty. -'
Second, a treaty must create secondary rules about how members will respond when
a member violates its primary obligations. These secondary rules are usually created by
dispute settlement procedures” When secondary rules are relatively lax, the treaty is
flexible. As secondary rules grow stricter, the treaty becomes more rigid. In the interna-
tional system, states cannot be compelled to follow a treaty’s secondary rules. For exam-
ple, a state that violates a tariff binding can either abide by a regime’s secondary rulesor °

leave the treaty altogether. When treaty members follow these secondary rules, thereis
second-order compliance with the treaty.

Defection
tariff

- Settlement
tarifl i

In the following discussion we conceptualize DSPs as imposing a penalty for treaty vio- g:g
lations. Penalties can come in many forms, including trade retaliation, equivalent con- EE _
cessions, technical assistance, reputational costs, and even the cost of negotiations and -
litigation. The specific design of a DSP will affect a statc’s expected cost of second-order - :
compliance. Rather than modeling specific DSPs, scholars have focused on the underly: ‘Tariff
ing concept of rigidity; namely, more rigid treaties make it more costly for a state to vio- . binding

late first-order rules and remain a member of the regime, We therefore model the rigidity - ':.3.;
of a PTA by the size of the penalty that it imposes for first-order violations. :

Equilibrium Behavior with and without a PTA

Absent a cooperative agreement, a feader’s optimal action in each period is to choose the - :
tariff that maximizes his or her own one-period utility. This “defection tariff” increases - -
as the domestic political pressure to protect grows larger. Leaders have little incentive: -

Domestic political pressure

F. 181 Equilibrium Tariffs under a Trade Agreement.
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mandated by the trade agreement. The “defection tariff” line shows the state’s Optini;ﬂ
tariffs when the PTA is not in effect. The “settlement tariff” line shows the Optima]
tariffs if a state violates a PTA but then accepts the penalty to settle the resulting djs.

pute and remain a member of the PTA in future periods. The “settlement tariff” line

is therefore the “defection tariff” line shifted downward by the penalty amount, The
bold line denotes the tariffs that a leader will choose in equilibrium under the trade -
agreement, S

Suppose that domestic political pressure is low. If a leader were to choose the Optimal -
tariff without regard to the country’s international obligations, then the tariff he or she
would choose (the “defection tariff”) is lower than the treaty binding. In such situations, i
a leader’s trade policy is unconstrained by the treaty, and he or she complies. However,

as domestic political pressure increases, the defection tariff breaks the binding, To com-

ply with the treaty, the leader will need to choose the tariff binding, as shown by the fla¢ I

portion of the bold line. The full compliance region is shown in the bottom

portion of
the figure by region C. :

As domestic political pressure grows even larger, leaders are better off violating the

binding and then settling under the treaty’s dispute settlement procedures. The opti-
mal tariff in these circumstances, the “settlement tariff” rises with the level of domestic
political pressure. However, the settlement tariff is always less than the defection tariff,
because the treaty’s violation penalty tempers the magnitude of treaty violations, The
more rigid a treaty is, the larger the violation penalty. The settlement interval is indj-
cated by region S of Figure 18.1.

Finally, if domestic political pressure grows very large, leaders will no longer be will-
ing to settle trade disputes to remain within the treaty regime. It is instead optimal to
defect by reverting to the defection tariff and leaving the trade regime altogether. This
occurs in region D of the figure.

To understand how depth and rigidity affect the likelihood of full compliance and
stability, we must investigate how the design of the treaty affects regions C and D. As
region C expands, the likelihood of full compliance increases, because leaders are more
likely to choose tariffs at or below their binding, As region D expands, stability decreases

because a treaty member is more likely to defect by violating the treaty terms and exiting
the regime.

Impact of Depth on State Behavior

When a trade agreement grows deeper, it imposes stricter constraints on its mem-
bers. For example, a deep tariff binding requires lower tariffs than a shallow binding.
As a treaty grows deeper, it thus becomes more difficult for members to comply and,
not surprisingly, the likelihood of compliance decreases. 'This is the primary reason
we should not confound the concepts of compliance and effectiveness: if a treaty
places few constraints on states, it is unlikely to change behavior, even if we observe
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h compliance rates (Downs, Rocke, and Barsoom 1996). In addition, by requir-
émore from its members a deep treaty makes it more difficult for a state to tem-

‘sorarily violate its obligations and then settle the resulting dispute. If a state breaks

its binding, the magnitude of any violation—the difference between the chosen tar-
1 3

i and the binding—increases as a treaty grows deeper. 'This in turn makes it more

costly for a state to settle its dispute within the DSP. Accordingly, deeper treaties are

~inherently less stable than shallower treaties, because states are more likely to exit
1.

48-?; tr:: tllfiz shows the effect of lowering the tariff binding from a shallow to a deep
"l:)ind?:llg. 'This makes the agreement more demanding on the mfei.nb'er state;bzczg: 'gii
freaty requires deeper cooperation. The solid line denotes eo.thbrlum lr‘iarz1 S pees
hallow binding, and the dashed line shows equilibrium tariffs lunc‘iert e deep bi 1515
Zs the bottom portion of Figure 18.2 indjcates, when the tar‘iff bmclhng grows d(;:efpe? t c;
region of full compliance shrinks from Cto C and th.e region of 1nstab111.1ty (de ec;t(t)lrel"
rows from D to D. A treaty regime is stable if there is cither full compliance or f;
rgnent. Trade agreements that demand deeper cooperation thus lead to less compliance
(region C) and less stability (regions Cand S combined).
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tariff
s " Settlement.
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" mla. 182 Deep Agreements Reduce Compliance and Stability.
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Impact of Rigidity on State Behavior

When a treaty is flexible, it is relatively permissive of occasional defections and jryyr..
only small penalties on treaty violators. As a treaty grows more rigid, it becomeg 1:11)0'8?8
missive of these violations and imposes larger penalties on treaty violators Ing s
the rigidity of a treaty thus makes it more costly for a state to violate its l;ind
then settle the resulting dispute. When a leader faces relatively low domestic
pressure to protect, increasing rigidity makes full compliance more desirab]
to settlement. However, when a leader faces high domestic political pressure, i
makes defection more desirable relative to settlement. Rigidity—which make; it
difficult for a state to temporarily violate and then settle—thus increases the
of full compliance and decreases the stability of the regime.

Figure 18.3 shows the impact of moving from a flexible to a rigid design. The solid Jip,
denotes equilibrium tariffs under a flexible agreement, and the dashed line shows .
librium tariffs under a rigid agreement, The first thing to note is that states chooge lo(i:rm
settlement tariffs under the rigid regime: if a state is going to be more severely penalizeec;
for a violation, then it will violate less by choosing a lower tariff. For the settlement (8

region of the figure, states do not fully comply with either treaty, but the magnitude of .'

Defection
tariff

Flexible
< settlement tariff

~,

<" Rigid
settlement tariff
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16, 18.3 Rigid Agreements Increase Compliance but Decrease Stability.
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Jiolations—how much the chosen tariff varies from the tariff binding—is larger under

he more flexible treaty. In addition, as rigidity increases, the zones for both full compli-
ceand instability increase {from CtoC and Dto D, respectively), which demonstrates
that rigidity increases the likelihood of full compliance {region C}, but decreases stabil-
ty (regions Cand S combined).
" The specific design of a trade agreement changes the way its members behave. The
overall effectiveness of a treaty in reducing trade barriers is thus determined by the trea-
y's rules and how states respond to changes in domestic political pressure. This frame-
worl does not provide clear predictions about which specific designs will be optimal in
promoting trade liberalization. However, it does suggest that the design of a trade agree-

=

iment should be conditioned, at least in part, on the cost of leaving the treaty regime
‘(Johns 2015).

When a state leaves a treaty, it can no longer expect to receive the benefits of coopera-
tion. Yet some trade agreements are nested in political environments that increase the
cost of exit even further. If treaty membership is linked to a multilateral organization,
such as the WTO or the EU, exit should be more costly. In such situations treaty design-
ers can worry less about the impact of the treaty design on stability and write trade
agreements that are both deeper and more rigid. However, when trade agreements are
ot nested in such a political context, stability is a greater concern, and treaty designers
should thus be more likely to write shallow and flexible treaties.

NETWORKS AND COMPLEXITY

Tn this section we move to a system-level analysis of trade agreements. As the number of
‘PTAs has increased, an overlapping and complex network has emerged. We examine the
interaction among PTAs and ask how this complex network of agreements affects trade
liberalization.

TA Proliferation and Expansion

Preferential trade agreements have proliferated over time. As shown in Figure 18.4, the
‘first PTAs began to appear in the 1950s, and the number of PTAs in force grew ata steady
pace until around 1990. After 1990 the number of PTAs exploded. Figure18.4 also shows
‘that the number of countries participating in at least one PTA has increased over time."
European countries have contributed significantly to the proliferation of PTAs, but as of
‘this writing, almost every country is a member of at least one PTA.

" Several factors drive the global proliferation of PTAs. These agreements reduce
trade barriers and thereby lower the price of imports from member countries, which
enefits both exporters and consumers at the expense of import-competing indus-
‘tries. However, PTAs can generate negative externalities for exporters in nonmember
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—— Nuunber of PTAs in force
= — - Number of countries in (at least one} PTA

PTAs in force
Countries participating

1970 1980 1990

Year

¥1G. 18.4 Proliferation of PTAs over Time.

Source: Data from Kucilc (2012} and the World Trade Organization S

Regional Trade Agreements Database,

states {Chang and Winters 2002). All else being equal, a PTA lowers the profit of
nonmember exporters because they face higher tariffs than their competitors from

member states. Preferential trade agreements with deeper commitments or broader .

scope magnify this effect. Economists have shown that such trade diversion—to
members and away from nonmembers—encourages PTA membership (Grossman
and Helpman 1995; Krishna 1996). Moreover, the tariffs applied by PTA members
against nonmembers may be even higher than they were in the absence of the PTA
(Panagariya and Findlay 1996). By granting benefits to members and generating
los?ses for nonmembers, countries have an incentive to either create new PTAs or join
existing ones. '

Some scholars argue that when the membership of a PTA expands, incentives to
join intensify because larger PTAs magnify the trade diversion effect (Hoekman and

Kostecki 2009, 499). Remaining outside the regime becomes more costly. So each

Fime a country joins a PTA, the pressure on other countries to join increases, creat-
ing a “domino effect” (Baldwin 1995). The more countries are involved in a PTA and
the more effective that PTA is at generating in-group advantages, the more appeal-
ing it is for nonmembers to accede (Baldwin 2006). The EU exemplifies this “dom-

+ » . . :
ino effect” of PTA expansion. Originally a trade agreement among six countries, the

European Economic Community went through successive enlargements. By 2007

there were twenty-seven members and several other countries undergoing theacces: -

sion process.
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Number of PTAs each country has signed

r16. 185 Density of PTA Membership.
Source: Data from Kucik (2012); image created with R package “rworldmaps.
We only show PTAs in force and notified 1o the WTO.

 As PTAs proliferate and expand, nonmembers also encounter stronger incentives
to form their own trade blocs. Some scholars argue that PTA members might limit
accession of new members, prompting outsiders to create separate trade agreements
(Panagariya 2000). By cooperating with one another, these other countries strengthen
their multilateral bargaining position. For example, a primary objective of Mercado
Comtin del Sur (MERCOSUR) was to improve the bargaining power of its members
vis-3-vis NAFTA and the EU (Whalley 1998, 72; Bevilaqua, Catena and Talvi 2001, 153).
Tts members enjoy more bargaining leverage as a group than they would as individuals.
Some empirical studies show that MERCOSUR is not a unique case; countries decisions
to form PTAs are highly interdependent (Egger and Larch 2008; Baccini and Diir 2012).
us membership limits, an important design choice, can affect PTA proliferation.

Network Complexity

As PTAs have proliferated and expanded, a complex network has emerged. While some
countries enter only one or two trade agreements, others join many. Figure 18.5 shows
lobal PTA density by country. Darker colors indicate that a country has signed more
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PTAs. The most active users of PTAs to date are the European countries
India, and Chile. ’

Much (')f the recent growth in PTAs is through “hub and spoke” agreements, in whi h'.
an established trade regime (the “hub”) creates separate agreements with other cou;

Singapore,

tries outside the regime (the “spokes™)." These agreements usually vary in the b

and obligations created for the “spoke” members. For example, the EU functi cnedlts”.
“.hub” of members that have committed to a common market. Over time ﬂle(gltsjls L
signed many preferential trading agreements with non-EU countries, includin Chﬂas
Korea, and Mexico. These “spoke” arrangements vary widely in their depth, scogpe, ani{ ; 1:':'

rigidity, but none impose the same terms as the “hub” agreement. In addition PTAg

s}?metimes bind together two existing “hub” regimes, like the 2008 agreement between
the EU and CARIFORUM, a group of Caribbean countries that have committed to . |

regional integration.

Because each country can be a member of multiple agreements, and some of these -

agrefements are linked to other trade regimes, countries usually have complex and over
lippmg trade commitments. Figure 18.6 shows the PTA connections for four major
(*focal”) PTA signatories: the European Union, India, Japan, and the United States

Each of these four members has numerous trade agreements with other countries For

example, the United States has PTAs with Australia, Chile, Israel, and many others, I
addition, many nonfocal countries have trade agreements with multiple focal countir.ieIl
For.example, Chile has PTAs with all four of the focal members shown in Figure 18 ;
Individual countries often have overlapping treaties with multiple trade partners ar.lci
PTAs as a whole create a complex network of trading obligations. ’

FIG. 18.6 Overlapping PTA Networks.

Note: Each panel shows the PTAs between the focal countries {labeled}
and their trade partners (black dots).
Source: World Trade Organization Regional Trade Agreements Database.
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Perils of Complex Networks

While PTAs individually should increase trade cooperation, a network of overlapping
*pTAs can hinder trade cooperation by creating conflicting legal obligations. These con-

flicts can be most easily seen in the WTO, which has heard several cases over conflict-
ing WTO and PTA rules.™ For example, all WTO members are required to adhere to
- the most-favored nation (MEN) principle, which requires that if a member extends a
penefit to another WTO member, it must extend the same benefit to all other WTO

members. Yet Article XXIV of the GATT allows members to sign PTAs, which implies

" that benefits provided to PTA members do not bave to be extended to all WO mem-
" pers. There is thus a tension between a core tenet of the multilateral trade regime-—the
. MFN principle—and the proliferation of PTAs. One WTO panel report noted that this
" relationship between the MFN principle and Article XXIV “has not always been harmo-
" pious” and has led to numerous trade disputes.’

" For example, Turkey has signed multiple trade agreements with the Buropean
- Communities (EC) since 1963 that gradually developed into a Turkey-EC customs
* ynion." As part of this process, Turkey negotiated new agreements with its trading part-
 persin the early 1990s so that its textile rules would match those of the EC. India, a major
* textile exporter, refused to participate in these negotiations, and Turkey imposed unilat-

eral restrictions on textile imports from India in 1996. India quickly fileda WTO dispute
against Turkey, arguing that Turkey had violated multiple WTO rules.” Turkey argued
that it should be exempt from these rules under Article XXIV because it was changing
its laws to form a Turkey-EC customs union. Both the WTO panel and Appellate Body

© ruled against Turkey, stating that “Article XXIV does not allow Turkey to adopt, upon
. the formation of a customs union with the European Communities, quantitative restric-
- tions .. . which were found to be inconsistent wi " WTO rules.' This created a legal
* quandary: Turkey violated WTO rules by changing its policies to match those of the
. EC, but Turkey would have violated its agreement with the EC if it had not changed its

policies.

This example illustrates one of the perils of using PTAs to promote international
trade: they create complex and often contradictory networks of legal obligations, The
multilateral trade regime—first under the GATT, then under the WTO—has cre-
ated detailed legal obligations for its members, which now include almost every state.
'The growth of PTAs has created complex sets of rules that ovetlap with the multilat-
eral regime and even with other PTAs, Overlapping rules can create uncertainty about
legal commitments and prompt trade disputes, which hinder international coopera-
tion (Gilligan, Johns, and Rosendorff 2010). This complexity and uncertainty may be
-an inevitable, but acceptable, cost if PTAs promote aggregate international coopera-
tion. However, if PTAs merely divert trade, rather than increase it, the cost of PTAs may
outweigh their benefits. A network of overlapping bilateral and regional agreements
may be less beneficial than shallower multilateral cooperation or even no agreements
- whatsoever.
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Coml.ale.xity may be an inevitable result of the growing PTA network, but the i effects
of conflicting and uncertain legal obligations can be mitigated through the deSingti'
0

PTA_ DSP‘s. While DSPs can clarify ambiguous or conflicting legal commitmengs
proliferation of PTA-specific DSPs could be problematic if they adopt conflicting j

jurisprudence. If more PTAs were designed to share dispute settlement capacity, thep

contlicts over mismatched commitments might be more easily resolved. It may evenbe =
) ) - - e
optimal for states to create a single dispute settlement mechanism with jurisdiction tg -

hear all trade disputes involving the WTO and PTAs.

In addition, we suspect that more specialized PTAs could avert problems that arise - :

from overlapping commitments by restricting their obligations to a narrow domain For

example, new PTAs could be designed with narrower scopes that focus more precisely :

on particular trade issues like agriculture, inteflectual property, and technical barrie

Moreover, specialized PTAs could be designed to account for issue-specific cooperatirs;
problems, such as lenient safeguard measures for agriculture and greater institutio oln
ization for technical issues like intellectual property. We find little evidence, howeve?ao;

any such specialization; most recently signed PTAs have tended to be broader in scope

than their earlier counterparts.

Steppingstones or Stumbling Blocks to Multilateralism?

As the network of PTAs becomes increasingly tangled, many scholars question whether
these agreements promote or hinder multilateral trade cooperation.”® We unfortunatel

l_ack a clear answer. Preferential trade agreements may foster multilateralism if their ini)j
tial reciprocal tariff cuts allow export sectors to expand and thereby change the balance
of political power between import-competing industries and exporters (Baldwin and
Freund 20m1). In addition, many policy experts believe that successful PTAs may per-

suade nonmembers to support deeper multilateral cooperation by demonstrating the

benefits of international trade.’®

On the other ha‘nd, PTAs may hinder multilateralism. Members can leverage their .
n_larket power and increase their tariffs against the rest of the world, which makes mul- .
tilateral cooperation less attractive (Saggi and Yildiz 2010). Some scholars argue that ﬁ.

the economic context of a PTA determines whether it becomes a steppingstone or
stumbling block for multilateral cooperation.* However, this scholarship reaches no
clear conclusions, because its results are highly contingent on assumptions about the
\_structure of the member economies. The impact of PTAs on multilateral cooperation is
important but understudied. We hope that future scholarship, particularly in political

science, will address this topic. -

prudence. Some recent PTAs allow members to choose which DSP they will use w}irls_ H
Na o

conflict arises, effectively “outsourcing” dispute settlement to another institution Most =
c.om‘monly the WTO.7 We believe that this trend is promising because it increas’es t}f .
likelihood that trade disputes will be adjudicated under common legal principles ang 5

- Existing re
- on state behavior. This treaty-level analysis shows that PTAs must carefully balance their
“jmpact on compliance and stability. Agreements that are nested in political-economic
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CONCLUSION
search has provided many insights into PTA design variation and its impact

ontexts that make exit infeasible can impose deep and rigid constraints and create

pstitutions with the authority to monitor behavior and enforce obligations. However,
sereements that are nested in contexts that do not constrain exit must be more care-

~fully calibrated to the trade-off between compliance and stability. Deeper concessions
must be paired with less rigidity in order for these agreements to survive over time, and
*weaker institutions are best suited for promoting cooperation.

" We know relatively Jess about the effects of PTAs at the system level. The prolifera-

“‘tion and expansion of PTAs has created an increasingly complex network of overlap-

legal obligations. These agreements must also operate in the shadow of the WTO.
While it is reasonable to expect that more PTAs will lead to more cooperation, com-

- plexity comes with costs. Overlapping PTAs can create ambiguous and even contradic-
- torylegal obligations that provoke trade disputes. These disputes reduce the efficiency of
 the system as a whole and reduce stability. This suggests that PTAs with more members

* can have a multiplier effect on cooperation because they create more consistent—and
' hence more precise—rules than can be created by a network of overlapping bilateral and

 regional agreements. Multilateralism is more than just the sum of its parts.

NOTES

1. 'This is the most comprehensive current list of PTAs available, since almost all countries
are members or observers of the WTO.

5. Most PTAs in the World Trade Report 2011 data set involve the United States or European
Union as a member and have a large volume of trade.

3. See also the chapters in this volume by Aaronson and Barkin.

4. Some of these PTAs include: EC-Mexico 2000, EC-CARIFORUM 2008, and EC-Eastern
and Southern Africa 2012 Interim Agreement.

"5, See also the chapters in this volume by Rosendorfl (chapter 8) and Busch and Pelc

(chapter 5).

* 6. These arguments come from Johns {2014), which builds on Rosendorff (2005) and
Rosendorffand Milner (2001).

7. Like any institution, a trade agreement must create common beliefs about how members
should respond to first-order noncompliance, even if the treaty does not contain formal
DSPs (North 1990). The law of treaties, as articulated in the Vienna Convention on the
Law of Treatics, creates secondary rules for those trade agreements that lack formal DSPs.

* 8. Pelc (2009) provides an alternative account in which states can violate a treaty without any

penalty whatsoever. However, this account relies on the assumption that a treaty creates an

adjudicative body that can perfectly observe each state’s domestic pressure to protect and
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impose punishments on states that cheat. This account is therefore more compelling fo,

understanding a well-developed institution, like the WTO, than PTAs generally.

9. SeeJohns (2014, 2015). Rosendorff (2005) and Rosendorff and Milner (2001) present Sirﬁi- y f

lar models, but do not atllow settlement tariffs.

10. The occasional decrease in PTAs is due to EU enlargements in 2004 and 2007, _

1. This term refers to any arrangement in which one partner has “a network of radial bilater]
PTAs with some of these trading partners but these trading partners do not have PTAs
with cach other” (Baldwin and Freund 20131, 129).

12. For example, Argentina-—Poultry (DS241) and Mexico—Taxes on Soft Drinks (Ds3ogj
both addressed jurisdictional conflicts for dispute settlement. In other cases, countries
mvoking safeguards excluded their PTA partners, contrary to WTQ obligations: for exam.
ple, Argentina—=Footwear (DS121), United States—Wheat Gluten (DS166), and Unifed
States—Line Pipe (DSz02).

13. See the panel report for Turkey—Restrictions on Imports of Textile and Clothing Products,
DS34, para. 2.3. WTO Pocument WT/DS34/R.

14. This case summary is based on WTO records.

15. India invoked claims from both the GATT and the WTO Agreement on Textiles ang
Clothing.

16. See the Appellate Body report for Turkey—Restrictions on Imports of Textile and Cloth ing
Products, DS34, para, 64, WTO Document WT/DS34/AB/R.

17. Those PTAs that allow members to use the WTO’s dispute settlement body to resolve
conflicts include NAFTA, the Australia-Chile PTA, the Israel-Mexico PTA, and the
CARICOM-Costa Rica PTA. See also Busch (2007) on forum shopping in dispute
settlement.

18. For example, see Bagwell and Staiger {1998); Baldwin and Freund (2011); Bhagwati (1991);
Bhagwati and Panagariya (1999); Krueger (1999); Kono (2002); Limio (2006); and Liméo
(2007).

19. Remarks by Robert Zoellick, former US Trade Representative, at Princeton University on

November 29, 2012,

For example, see Bagwell and Staiger (2001); Freund (2000); Goyal and Joshi (2006); and

Saggi (2006).

20.
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