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1. Introduction

One of the major goals of the World Trade Organization (WTO) is to reduce policy barriers to international trade. Yet, its dispute
settlement system allows members to raise tariffs in response to trade violations committed by other members. Although
retaliation is permitted only as a last resort, the fact that the WTO even permits tariff increases appears to be a direct contradiction
of its goal of freer trade. This contradiction as well as the fact that many small countries cannot effectively retaliate via tariffs have
lead to calls for alternative trade dispute remedies.
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There are at least two possible reasons why the WTO's Dispute Settlement Understanding (DSU) permits tariff retaliation. First,
the threat of retaliation might encourage members to comply with WTO rules: in the absence of any fear of foreign retaliation,
members would be tempted to raise their trade barriers whenever so urged by their import lobbies. Second, tariff retaliation may
allow an injured country to obtain partial compensation by either improving its terms-of-trade and/or by benefiting those import
competing sectors that are favored due to political economy considerations. Of course, even if tariff retaliation helps enforce
cooperation and/or enable compensation in trade agreements, it may not necessarily be the optimal instrument for achieving these
objectives. In principle, monetary fines payable by a country that violates WTO rules could have both a deterrent effect and a
compensatory one while simultaneously avoiding the well-known inefficiencies of tariffs. Our goal in this paper is to evaluate
whether the use of fines and bonds can improve upon the WTO's current dispute settlement system based on retaliatory tariffs.

The idea that trade disputes be settled via financial compensation has gained substantial attention in recent years with several
new proposals to reform the DSU in the Doha Round, which is still under way.* Similar proposals were made in the early 1960s by
Uruguay and Brazil who wanted less developed countries to be provided with financial compensation for GATT violations
committed by developed countries. Moreover, as .Dam (1970) notes, the principle of financial liability to injured parties underlies
domestic laws across the world and its use in international law seems natural.

Desirable as it may seem, the implementation of financial compensation faces important hurdles. We address what we think is
the major hurdle: enforcing such a system. How does one ensure that the required fine, whatever it is ruled to be, is actually paid by
aviolating country? While an injured country can implement retaliatory tariffs without requiring any cooperation from a violating
country, such is not the case for fines. Ultimately, a violating country has to agree to pay the fine and it will only do so when it is in
its best interest since there exists no supra-national authority that can enforce the payment of the fine.> This enforcement problem
with financial compensation is clearly reflected in the current DSU — it allows for compensation but does not specify the form it
must take. Article 22.2 of the DSU states that the compensation must be mutually agreed upon and if it is not, an injured country
can apply for retaliation. The only case that we know of where a dispute resulted in monetary compensation was when the US was
found guilty of non-payment of royalties by US firms to the EU. This shows that while financial compensation is possible under the
DSU, it simply has not been agreed to in most trade disputes that have come before the WTO0.®

An important objective of this paper is to analyze the effectiveness of alternative dispute remedies in maintaining relatively low
trade barriers. We also analyze the effectiveness of the different systems from the perspective of compensating injured countries.
In so doing, we argue that one needs to account not only for how a remedy is able to enforce cooperation but also how the remedy
itself can be enforced. For fines to succeed in enforcing low tariffs and providing compensation, it is crucial that they be backed by a
supporting instrument that is not controlled by a violating country. Retaliatory tariffs are the obvious choice for such a supporting
instrument. However, we show that a system where retaliatory tariffs are used to support the payment of fines yields no more
cooperation than one that uses tariffs alone to retaliate against violations.

The equivalence of fines and tariff retaliation in terms of enforcement suggests that both mechanisms yield the same payoffs.
However, we show that this is only true if there are no deviations from cooperation. When such deviations occur, and they clearly
do in practice, we show that fines supported by tariffs have an advantage over tariff retaliation as a primary remedy. Namely, the
payoff to an injured country is higher under fines even though the cost of the penalty for a violating country is unchanged. Thus we
show that switching to fines generates a Pareto improvement in the presence of shocks that result in disputes. The underlying
rationale for this result is that tariffs are an inefficient form of compensation: the welfare gain they generate for an injured country
with market power is always less than the welfare cost they impose on the country that commits the original violation.”

Given the aforementioned result regarding the equivalence of fines and tariffs from an enforcement perspective, it is important to
ask whether alternative financial mechanisms can help sustain greater cooperation. To this end, we ask whether international
cooperation can be sustained by a system where countries exchange bonds of a given amount, with the understanding that a country's
bond will be forfeited in case it commits a trade violation. We find that the exchange of bonds between symmetric countries does not
improve enforcement relative to a system based solely on retaliatory tariffs. This is because a deviating country has no incentive to
return the other country's bond and the extra benefit of deviating on bonds is exactly offset by the cost of losing one's own bond.

Our paper is related to the literature on the enforcement of trade agreements, early contributions to which are reviewed in
Staiger (1995). Since then there have been several important contributions and here we briefly note some that are particularly
relevant for our paper. Park (2000) studies cooperation between a large and a small country (which has no market power) and
shows, among other things, that trade agreements where the small country can make direct transfers can enforce lower tariffs. This
is because the threat of terminating the transfer payment gives the small country more leverage than a tariff retaliation. The
“purchase” of market access to a large country by a small one is an interesting and relevant result when this transfer is understood

4 For example, Bronckers and Van Den Broek have argued strongly in favor of financial compensation as a means of settling trade disputes (see editorial in the
Financial Times, 06/24/04 and Bronckers and Van Den Broek, 2005).
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Hudec (2002).
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