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1.0 Introduction ‘

1.1 Abstract

Despite the historical trend towards trade liberalization, states have increasingly
implemented protectionist trade policies, often to induce some political change. This report
analyzes historical case studies of trade conflict since the 1940s, to distill insights regarding the
introduction, evolution, and development of trade weaponization. Said insights are subsequently
applied to present-day conflicts, to better understand this trend’s continued evolution in
geopolitics. Countries weaponize trade tools to impose economic pressure on a target, inducing a
change in trade patterns in service of political or broadly-economic objectives. If the target country
retaliates by also weaponizing trade, the conflict potentially escalates into a trade war. To
understand the motives underlying trade wars, we have organized our case studies by the following
variables: country leadership, administratively-led vs. public-led policies, political and geo-
strategic goals vs. economic concerns, and implications for technical development. Other variables
considered for an analysis of the results include: within vs. across alliances, symmetric vs.
asymmetric economic/political/military capabilities. We will consider trade weaponization within
the institutional context of international trade organizations and regimes, namely the WTO and
GATT. With these variables, we aim to specify the factors that provided the winners with an upper
hand, thereby creating a foundation for the team to assess ongoing and future trade wars.

1.2 Executive summary

Over the last three years, rhetoric about trade wars has become more salient as the United
States (US) and China - two major economic powers - have engaged in tariff escalations within
the context of broader economic and financial conflict. Although disputes involving trade have
been taking place periodically since Ancient Greece, there has been growing concern that the
current structure of global trade is more conducive to trade weaponization, defined as the
employment of trade tools to induce a trade partner to change its practices in any issue-area
(including economic policy and diplomatic relations) by exploiting its economic vulnerabilities.
Albeit usually welfare-enhancing, international trade also generates relations of asymmetric
interdependence; one party may accordingly lose more than the other if economic ties are
suspended. This makes the weaponization of trade possible.

This report proposes a theoretical framework to analyze the weaponization of trade, which
draws mainly from the Realist perspective of trade and interdependence. We employ quantitative
analysis to bolster the insights gleaned from an extensive literature review. Compiled data reflects
potential power sources of the involved parties — such as GDP, population size, and bilateral trade
as a share of GDP — as a proxy for the level of vulnerability. As corroborated by the case studies,
trade weaponization is usually initiated by the less vulnerable party, except when the aggressor
holds a dominant position in the market of certain strategic goods (i.e. oil and rare earth).

A quantitative approach alone is insufficient for analyzing the outcomes of trade
weaponization. Therefore, we introduce four axes of qualitative analysis: actors’ vulnerability,
objectives, diplomatic ties, and international institutions. First, to assess the parties’ vulnerability



to trade weaponization, we analyze the political strength of domestic interest groups negatively
affected by trade restrictions — the “commercial fifth-columns." Second, we categorize objectives
as predominantly economic or geopolitical. We argue that when it comes to geopolitical issues,
especially security-related ones, the “pain threshold” of the aggressee tends to be higher, and so
the weaponization of trade is more likely to escalate to other areas of bilateral relations and even
lead to war. Purely economic disputes, however, tend to be settled within an institutional
framework. Third, we assess the status of diplomatic relations between the parties and classify
it as either inter-alliance or across-alliance. States tend to consider “security externalities" when it
comes to weaponizing trade. This explains why trade conflict between allied countries is less likely
to escalate, as the parties are not willing to inflict too much economic pain on a partner on whom
its national security relies. Finally, we consider that a strong multilateral trade regime can
facilitate negotiations. This is more likely in low-stakes economic conflicts with no relevant
geostrategic repercussions.

To test our framework, we selected eleven trade disputes that occurred throughout the 20™"
century. Our objective was not to draw a random sample, but rather to choose a group of cases
with enough variation in the aforementioned variables. Since our framework includes several non-
hierarchical components, it is not meant to predict the onset or the outcomes of episodes of trade
weaponization. Still, it proved successful in helping explain the selected cases. We found that
states weaponize trade when they feel strongly about their objective - either due to pressure from
domestic interest groups or because of high-level strategic interest. Moreover, weaponization is
likely when the asymmetric interdependence plays in their favor. Historical evidence corroborates
the relevance of our four analytical axes in the evolution of trade disputes.

With a theoretical framework and the conclusions we derived from the case studies, we
briefly present an assessment of the evolution of structural variables in the international system,
before proceeding to an analysis of two on-going trade conflicts: the US-China trade war and the
Japan-Korea trade war. Our view is that international trade is now much more complex than it was
until the early-2000s, with high-level economic interdependence among countries in different
security alliances and in different stages of economic development. This is different from the
mainly Transatlantic trade during the early years of the GATT. This situation is inherently unstable
- reflecting a unipolar world that emerged from the Cold War that no longer exists. Eventually,
countries will seek to reduce their vulnerabilities. However, while the adjustment takes place, trade
weaponization tends to occur more often leading to less predictable outcomes, especially when
high-stake political objectives are on the table. The US-China trade war exemplifies this trend. As
the conflict includes high stake objectives - potentially, economic and technological dominance -
and involves non-allied countries, it tends to escalate in spite of periodic truces, with almost no
influence of the WTO. The case of Japan and South Korea is different since, albeit rivals in some
specific issues like historical grievances, both parties are in the same security alliance. Their
willingness to inflict reciprocal damage is limited. Moreover, as medium-sized countries in the
system that rely a lot on an open trade system, they are more likely to accept WTO arbitration
rather than break up with the multilateral trade regime.



1.3 Introduction

Rhetoric regarding trade wars has become more salient in recent years. Nonetheless,
disputes involving restrictions on cross-border exchanges of goods and services are not novel
phenomenon. In fact, trade conflict can be traced back to the Peloponnesian War, when Athens
banned the Mergarians - citizens from Mergare, a Sparta ally - from its ports in 430s BC in an
episode that is recounted by Thucydides in the History of Peloponnesian War (Pomeroy et al.,
1999). Still, it seems that an unprecedented network of economic interdependence - sometimes
among countries engaging in increasing geopolitical rivalry - may create a structural situation that
is more conducive to the political exploitation of trade restrictions. It is therefore necessary to build
an analytical framework that allows us to interpret episodes of trade weaponization.

In order to build such a framework, we begin with a comprehensive literature review,
covering prior conceptualizations of trade wars and trade weaponization, a brief overview of the
economic and political economy theories on international trade, and a contextualization of the
academic debate on foreign trade, interdependence, and international regimes. Then, drawing
mainly on the arguments presented by Hirschman (1980) and Krasner (1976), we propose an
analytical model based on four axes: 1) objectives of the aggressor; 2) relative vulnerability of the
parties; 3) diplomatic relations between the two sides; 4) role of international organizations.

We test and calibrate said framework by using it to interpret eleven historical episodes of
trade weaponization. The selection of the sample of cases was not meant to be random; rather, it
sought to cover situations with enough vulnerabilities of the variables related with our analytical
stages. Our analytical approach was proved successful in providing very insightful interpretations
of the revisited historical episodes.

In the following part of this report, we will employ our theoretical and empirical findings
to the analysis of ongoing trade war. In order to do that, we will start with an overview of the
historical evolution of the world trade system, seeking to identify changes in the structural
variables that underpin it. Afterwards, we will approach the on-going US-China and Japan-Korea
trade wars. Our basic conclusion is that the former is more likely to escalate, and even spillover to
other domains of bilateral relations, whereas the latter tends to be settled in an institutional
framework.

2.0 Literature review ‘

Foreign Trade, Protectionism, and Power Politics

Since the end of World War 11, global trade has grown at an unprecedented pace. From
1950 to 2007, trade grew by 6.2% on average, far exceeding GDP growth rate (World Trade
Organization, 2008). From 4.16% in 1945, the value of total exports as a share of global GDP
peaked at 26.23% in 2007 (Ortiz-Ospina). These six decades of trade liberalization coincided with
very substantial GDP growth and poverty reduction. Indeed, as we will see, global economic
integration can enhance economic performance through several channels such as increased
competition and economies of scale.
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In spite of the benefits of international trade, the world seems to be on the verge of a
reversal in the liberalizing trend embodied by the 1947 General Agreement of Trade and Tariffs
(GATT). The collapse of the Doha Round, the shutdown of the WTO Appellate Body, and a wave
of “trade wars” alongside renewed protectionist discourse seem to indicate that the years of trade
liberalization may have come to a halt. Moreover, countries have been increasingly using - or
threatening to use - trade tools to force their economic partners to accept their political or economic
demands; this is trade weaponization. In what follows, we will explore the literature on trade,
protectionism, and interdependence from a multidisciplinary perspective, seeking to understand
what drives countries to turn to protectionism and, more importantly for the purposes of this report,
to trade weaponization.

In the first part of this section, we will discuss terminology, focusing on the debate over
what is loosely called a “trade war,” and proposing our definition of trade weaponization. In the
second part, we will briefly discuss the case for trade as elaborated by economic theory. In the
third part, we will explore two sets of arguments that seek to explain protectionism: the first
invoking economic justifications for activist trade policy, and the second focusing on the role of
interest groups in the determination of trade policy. Understanding why countries adopt certain
practices regarding imports and exports is important because trade weaponization usually arises in
response to activist trade policy. In the fourth part of this section, we will focus on the international
relations debate on trade and interdependence. As we shall see, the Liberal school views trade as
a force for peace, as it increases the opportunity cost of war. On the other hand, the Realist school
suggests the opposite: interdependence creates vulnerabilities that can be politically exploited,
which can lead the weaker side to resort to military means to reduce its vulnerability. The idea of
asymmetric interdependence provides valuable insights about how countries can exploit
vulnerabilities stemming from trade in order to pursue economic or political objectives. Finally, in
the fifth part, we will discuss the role of international regimes in constraining trade weaponization.

2.1 Concepts and definitions

The term “trade war” is broad and has loosely been applied in a variety of ways and
contexts over the years, particularly in the media and in the political debate. Broadly speaking, any
dispute involving trade can be called a trade war, analogizing armed conflict aiming to inflame
nationalist discourses. In the academic literature, the concept appears usually in reference to
episodes of escalating protectionist measures primarily motivated by economic concerns. For the
scope of our paper, we have opted to narrow our focus to the analysis of “trade weaponization,”
which we define as the adoption of trade restrictions aiming to induce changes in the behavior of
a trading partner in any domain of bilateral economic and political relations. It is worth illustrating
with an example. Country B may increase tariffs to either boost its growth prospects or please a
given politically powerful domestic sector; this is not trade weaponization, since its objective is
not to change policies of other countries but only to pursue a domestic economic or distributive
goal. If country A, however, retaliates against B to pressure tariff removal, that is trade
weaponization; this can also lead to a trade war. For the rest of this paper, we will be using the
terms “trade war,” “trade disputes,” or “trade conflicts” interchangeably, with greater emphasis on
the ways in which the conflicts employ methods of trade weaponization.



Before further elaborating on the concept of trade weaponization, it is worth going through
the use of the concept of “trade war” in academic literature. A World Trade Institute (WTI) report
defines “trade war” as a “breakdown in cooperative trading relations between countries, or
coalitions of countries, involving substantial increased protectionism across a range of goods and
services” (Bekkers et al., 2019). They distinguish between “trade wars” and “trade skirmishes,”
which are defined as relatively small-scale trade disputes that are often sectoral in nature and are
resolved through the WTO’s dispute settlement mechanism as well as a host of other preferential
trading arrangements. Tracing back its roots to the earliest forms of mercantilism, trade wars are
considered comprehensively as that which may be a part of hostile relations between countries
more generally — thereby stressing a need to clarify between each party and decision maker’s
objective function vis-avis commercial objectives versus geostrategic objectives. Although we
will not be distinguishing “trade war” and “trade skirmishes,” we will classify trade weaponization
based on their underlying objectives, as we will explain in the theoretical framework.

John Conybeare takes a narrower approach by defining “trade wars” primarily with regards
to economic objectives “directly related to the traded goods or service sectors of their economies,
and where the means used are restrictions on the free flow of goods and services” (Finger, 1988).
He distinguishes between two types of bilateral trade wars: (1) trade wars between two equally
large countries represented as a prisoner’s dilemma scenario, where cooperation is beneficial only
when both parties participate and non-cooperation can be a dominating strategy, but if both parties
implement a strategy of non-cooperation, both parties lose (e.g. 1962 Chicken War between the
US.and the EEC); and (2) trade wars between a relatively large country and a smaller country,
whereby the outcome results in the large country benefiting and the small country losing, facing a
decrease in overall welfare (e.g. 1886 France-Italy conflict, 1892 France-Switzerland conflict,
1893 Germany-Russia conflict).

Along similar lines, Mark Melatos, Pascalis Raimondos-Moller, and Matthew Gibson
define a “trade war” as occurring “when all countries choose levels of protection that maximize
their own welfare given the trade barriers of other nations” (Melatos et al. 2007). They apply
optimal tariff theory to specify the circumstances under which a country is able to win a trade war,
arguing that a country wins a trade war if it experiences higher welfare in a world of optimal
protection than it would under free trade. By simulating a 2-country, 2-good, 2-factor general
equilibrium model of world trade, they conclude that: (1) a country sufficiently larger than its
opposing party will win in a trade war; (2) in a Heckscher-Ohlin model of trade, the magnitude of
a country’s welfare gains or losses from a trade war will shrink the more similar its relative factor
endowments are to those of its trading partner; (3) a country with a sufficiently large degree of
substitutability in its preferences will win a trade war; (4) a small country can win a trade war
against a larger country if its elasticity of substitution in consumption of the traded goods is
sufficiently high relative to that of its rival.

As the literature suggests, the concept of “trade war” is generally associated with the
escalation of tariffs for the pursuit of economic objectives, such as terms of trade improvements.
As previously suggested, the concept of “trade weaponization” differs from the above definitions
of a “trade war” in the sense that it refers to the objective of a country to push for a change in a
trading partner’s policies, which do not necessarily have to be strictly in the domain of foreign
trade. For example, trade can be weaponized to induce a country to change its security alliances,
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such as in the case of the 1973 oil embargo. Building on the notion that trade has increasingly
shifted from an “implicit tool of coercion to an explicit means through which foreign policy
objectives are achieved”, Rebecca Harding (2017) considers trade weaponization as the
transformation of trade from a benign instrument to a “tool of strategic and political influence.”
Although our definition is similar, it is not identical since we conceive that the objective of trade
weaponization is necessarily to push for a change in the behavior of the targeted country - instead
loosening the reference to “strategic and political influence.” Our definition of trade weaponization
is derived from the literature on trade and interdependence, particularly from the Realist
perspective.

Several economic policy instruments can have relevant effects on trade. For example,
exchange rate manipulation and Foreign Direct Investment (FDI) restrictions can have a direct
impact on bilateral trade. However, for the purposes of this report, we are considering as trade
tools only the traditional imports and export restrictions, namely tariffs and non-tariff barriers such
as quantitative restrictions (bans and quotas) as well as technical barriers.

Key definition

Weaponization The use, or threat of use, of trade tools to exploit economic vulnerabilities
of trade and asymmetries in order to force a change in the behavior of a country, in
any domain of bilateral and/or political relations

2.2 The gains from trade

Until the 18th century, international trade was viewed as a negative-sum game. In the
Mercantilist view, what mattered for the wealth of nations was their stock of gold — which could
only increase if they ran trade surpluses. Therefore, only one side could gain. In 1776, Adam Smith
came up with the notion of absolute advantage, implying that two countries can be better off if
they specialize in the production of the goods they produce more efficiently. In the early 19%"
century, David Ricardo produced the definitive argument for free trade: the theory of comparative
advantage. He demonstrated that two countries benefit from trade — in the sense that they can
afford to buy more goods — even if one of them produces all goods more efficiently. More recently,
economists have been suggesting extra benefits from trade that go beyond efficiency enhancement
stemming from specialization. For example, incorporating the assumption of increasing returns to
scale and product differentiation, trade promotes a reduction in product costs and a fall in prices,
combined with an increase in the variety of goods and services available to consumers (Feenstra,
2015; Irwin, 2015). With all these benefits from trade, the puzzling question is why countries resort
to protectionism and trade weaponization.

2.3 What drives countries to adopt protectionist policies?

Although international trade offers mutual benefits and opportunities for economic growth,
it is nearly impossible to disentangle the political implications of trade policy. The reasons often
cited for states’ protectionist behavior can be largely broken down into three camps: economic
arguments, society-centered arguments, and national security arguments.



2.3.1 Economic arguments

Initially proposed by Alexander Hamilton, the infant industry protection argument has
been guiding trade policy for centuries. As demonstrated by Ha-Joon Chang (2010), industrialized
countries such as the United Kingdom (UK) and the US applied some type of avant-la-lettre infant
industry protection in the early phases of their development trajectory. More recently, newly-
industrialized countries such as South Korea and Brazil also relied on some degree of infant
industry protection in the pursuit of their catching up strategy (P. Evans, 1995).

In its modern economic fashion, the infant industry argument posits that protecting
industries with high externalities may be beneficial for the entire economy. By accumulating
knowledge and “learning-by-doing,” a firm refines its production techniques, and its production
costs arguably reduce over time (Krugman, 2015). Thus, with infant industry protection, the
government’s temporary protection for burgeoning industries arguably helps them gain experience
and “level the playing field” with more established competitors who have already attained a higher
level of accumulated output.

Expanding the infant industry argument, Peter Evans (1995) suggests that countries should
implement policies to protect specific sectors - namely, those which are technology intensive - that
can create “multidimensional conspiracies” in favor of development, “inducing entrepreneurial
energies, creating positives spillovers to the rest of the economy, and molding political interest
groups into a development coalition”. From this perspective, a country should not passively accept
its “comparative advantages”, since it often reduces “the prospects of progressive change”; rather,
it should aim at reaching qualitative improvements in its position in the international division of
labor. Therefore, active industrial policy, consisting of infant industry protection and subsidies,
can play an essential role in a country's development trajectory.

Another argument in favor of active trade policy relies on the excess returns reaped by
firms in oligopolistic markets. According to the strategic trade policy argument, governments
attempt to skew the markup returns in an oligopolistic international market towards domestic
firms, either by changing the position of individual firms or by changing the relative position of
their economies in the international division of labor (Krugman, 1996). Governments often apply
strategic trade as a means to support and protect the growth of domestic high-technology firms. In
fact, “government intervention can help new firms enter an established high-technology industry
to challenge, and eventually compete with, established firms” (Oatley, 2015).

However, Ralph Ossa proves that although a country can gain at the other’s expense by
imposing unilateral optimal tariffs through strategic trade policy, the opposing country is likely to
retaliate, and following an escalation of conflict, both countries will lose in a prisoners’ dilemma-
type scenario, like the Boeing-Airbus case for example (Ossa, 2014). In order to avoid such a
mutually harmful scenario, Krugman suggests establishing “rules of the game” for trade policy
that keep harmful actions to a minimum and that these rules be clearly defined (Krugman, 1987).

Another motivation for protectionism - summarized in the optimal tariff theory - suggests
that a country can improve its terms of trade by imposing tariffs. Terms of trade is a relative
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average price, calculated as the price of a country’s exports over the price of its imports.
Theoretically if a country were to raise its terms of trade, that country’s imports would become
relatively cheaper than its exports, allowing it to buy more imports given its level of exports. From
this idea stems the optimal tariff theory, which argues that a relatively large country can positively
affect its terms of trade by imposing a tariff for some key commodity exports that it maintains
monopoly power over in the market. However, “few countries have the clear-cut ability to
manipulate their terms of trade to much advantage” (Irwin, 2015) and the terms of trade as a
justification for protectionist trade policy is largely ineffective in practice (Krugman, 2015)
particularly because unilateral optimal tariffs are likely to result in retaliatory tariffs from an
opposing, large country, ultimately leading to an escalation of conflict that hurts both sides. The
notion of “optimal tariff warfare” simultaneously making both countries worse off may also serve
as potential justification for a rules-based international trade regime (i.e. GATT/WTO).

Strictly economic objectives - that is, aiming to improve the aggregate income of a country
- underlie some justifications for protectionism. Yet it is important to note that these policies can
be beggar-thy-neighbor, in the sense that they make other countries - and some interest groups
within these countries - worse-off. Therefore, activist trade policies - aiming to protect infant
industries, to secure the position of domestic firms in oligopolistic markets, or to improve terms
of trade - usually trigger the reaction of third-countries, which can resort to trade restrictions in
retaliation, giving rise to episodes of trade weaponization. To be clear, activist trade policy is not
trade weaponization - since they do not aim at forcing other countries to change their policies.
However, trade policies implemented by country B can trigger the reaction of country A, and so
A can respond with trade tools aiming to push B to change its policies.

2.3.2 Society-centered explanations for protectionism

The famous Heckscher-Ohlin model demonstrates that foreign trade increases the
aggregate welfare of the two parties engaging in it - provided that some assumptions are met. A
consequence of the model — the Stolper-Samuelson Theorem — implies that these gains are not
evenly distributed within countries. The Stolper-Samuelson Theorem demonstrates that free trade
benefits the factor of production that is relatively abundant and harms the locally scarce factor,
regardless of the industry in which it is employed. As a result, the holders of the scarce factor of
production (e.g. labor) will tend to oppose trade liberalization, while holders of the abundant factor
of production (e.g. capital) will tend to promote trade liberalization. Ronald Rogowski applies the
Stolper-Samuelson theorem to the analysis of political coalition formation, making the case that
the relatively abundant factors of production will form a coalition in favor of trade liberalization,
while the relatively scarce factors oppose greater liberalization. Stephen Magee makes an
additional clarification to the Stolper-Samuelson theorem by accounting for sector-specific
divisions along domestic trade policy constituents. His empirical analysis highlights cases where
different factors of production within one industry united to oppose alliances of factors of
production from different, sometimes opposing, industries (Brawley, 2005).

The domestic distributive effects of trade have relevant implications for the domestic
political economy. Trade policies are also formulated to appease domestic interest groups or to
raise the welfare of specific groups rather than the country in aggregate. Grossman and Helpman,
for instance, apply the role of domestic political agendas to trade policy under the assumption that
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national leaders are concerned not only with maximizing welfare but also with collecting campaign
contributions from special interest groups (Grossman, 1995). In another empirical study, Mayer
shows that voters’ preferences affect trade policy formation (Mayer, 1984).

Robert Putnam’s (1988) argument that the politics of international negotiations can be
viewed as a two-level game is also applicable to trade: “at the national level, domestic groups
pursue their interests by pressuring the government to adopt favorable policies, and politicians
seek power by constructing coalitions among these groups; at the international level, national
governments seek to maximize their own ability to satisfy domestic pressures, while minimizing
the adverse consequences of foreign dependents.” In order for a trade deal to be ratified, agreement
must be reached at both levels of negotiation.

Thus, these types of society-centered explanations for protectionism help inform the role
of domestic political institutions in our analysis of trade conflicts, by indicating who gains and
who loses when a given trade policy is implemented and can be useful in shedding light on the
motivations of countries to weaponize trade and to respond to attempts of trade weaponization. In
our analytical framework, we will consider that if strong domestic interest groups have a high stake
in trade disputes - losing or gaining from a given trade restrictions - that can influence the outcome
of the conflict, as we will explain in detail in the theoretical framework.

2.3.3 National security arguments

The national security argument maintains that protectionism is justifiable when protecting
domestic industries that produce defense-related goods, thereby ensuring its self-sustainability in
the case of war. Origins of this argument can be traced back to 1776, when Adam Smith named
national defense as one of the two justifications for engaging in domestic industry protectionism:
“There seem, however, to be two cases in which it will generally be advantageous to lay some
burden upon foreign for the encouragement of domestic industry. The first is when some particular
sort of industry is necessary for the defence of the country” (Smith, 1776). Smith argues that the
British Navigation Acts, which prohibited imports on foreign ships, were useful for keeping
domestic ships ready in the case of possible war. He also suggests that it may be justifiable for a
country to subsidize certain strategic defense-related domestic industries (e.g. gunpowder
manufacturing).

The GATT/WTO legal framework takes the national security argument into account.
Article XXI outlines the security exception that states can take permissible protectionist action in
cases which it “considers necessary for the protection of its essential security interests” (WTO,
“Article XXI7). The WTO’s history of case rulings indicates that there is a general understanding
that the article’s exception should not be so broad as to allow for countries to “under the guise of
security, put on measures which really have a commercial purpose.” However, one common
critique of the WTO’s framework is that it has failed to properly define the exception’s boundaries
of what properly constitute an “essential security interest,” and the argument’s scope leaves too
much room for interpretation.

There is a degree of debate over the extent and scope to which the national security
argument ought to be applied, while some argue that its existence itself should not be permissible.

12



Others claim that “the question is not whether domestic firms producing products that actually go
into national defense should be protected, but whether products consumed by civilians should also
be protected at a net cost to the entire country” (Cheng, 26). With the increasing prevalence of
trade weaponization, the scope of our report falls within the broader debate surrounding the
national security argument.

Traditional explanations for protectionism

Economic arguments 1. Infant industry: tariffs to protect burgeoning industries
from competition of mature industrialized countries

2. Optimal tariff: a large country reduce the world price of
imported goods by applying an “optimal tariff”, improving
its terms of trade

3. Strategic trade policy: a country can help domestic firms
to get into oligopolistic markets (and, thus, to get markup
returns) by granting exports subsidies

Society-centered Trade-liberalization is welfare-enhancing but it brings about
approach losses to some sectoral groups, which will try to influence the
making of trade policy and skew it to favor protectionist

National security concerns Countries seek a certain degree of autonomy in the
production of goods and services that are essential for their
national defense (more broadly, concerns about economic
vulnerabilities and technological leadership can also lead to
protectionism)

2.4 Trade, interdependence, and power politics
2.4.1 The Liberal view: trade as a force for peace

As detailed above, economic theory suggests that trade is welfare enhancing. Drawing
upon the lessons of Smith and Ricardo, John Stuart Mill went further and argued that international
trade is also a force for global peace, as it creates interdependence among nations (apud
Hirschman, 1980). In a classic pre-war pamphlet, Norman Angel (2011) argued that in a world in
which prosperity comes from economic relations — through trade and credit — that extend beyond
political frontiers, “military power is socially and economically futile.”

Drawing upon these optimistic views of trade and economic interdependence, the
neoliberal tradition in international relations theory argues that growing economic interdependence
between states reduces the likelihood of conflict. (Keohane and Nye 1977, 1987, 1998; Keohane,
2002; Doyle, 1986). Power is derived from economic gains rather than solely from military
superiority. Since war necessarily leads to the interruption of cross-borders exchanges of goods
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and services, and, in this sense, it is welfare destructive, starting them is highly costly for states.
As summarized by (Copeland, 2014), “the opportunity costs of waging war are high when trade
levels are high, and this serves to restrain actors who might otherwise have an incentive for war.”

In the same vein, John R. Oneal and Bruce Russett’s (1999, 2001) famous “Kantian
Triangle” predicts that perpetual peace could be achieved by interdependence, democracy, and
international regimes. Similarly, Rosecrance (1986) argues that the growing economic
interdependence has effectively transformed states into “trading states" that opt for more trade
rather than military power for national advancements. Drawing on the examples of the 1973 Qil
Crisis, he argues that the increasing trading options can lead to more peace and that military and
territorial expansion as a state’s option for advancement have been diminished.

A more recent body of literature grounded in the Liberal perspective relaxed the
assumption that the sovereign state behaves as a unitary actor. In this approach, trade benefits
certain groups within nations, and these groups have a vested interest in the maintenance of the
status quo. In this sense, as suggested by McDonald (apud (Copeland, 2014) , trade lowers the
probability of armed conflict only for the liberal capitalist state, because in those special interests
potentially affected by a trade suspension can operate as strong pressure groups.

2.4.2 The Realist view: interdependence and war

Even though the Realist perspective does not contend that foreign trade is welfare
enhancing, it emphasizes a fact that the Liberal perspective overlooks: Precisely because trade
entails economic gains, countries can inflict economic pain in their trade partners by interrupting
their own exports and imports (see, for example, Waltz (2010), Hirschman (1980), and Gilpin
(2001). Indeed, a sudden stoppage in trade “obliges the other countries to find alternative markets
and sources of supply and, should this prove impossible, it forces upon them economic adjustments
and lasting impoverishment” (Hirschman, 1980).

Bringing a closer look into the structural variables and economic interdependence
propelled by trade, Waltz (2010) argues that economic interdependence fosters conflict rather than
bringing peace as nations seek to hedge against growing dependence on other nations. Waltz
further argues that interdependence is not received equally among nations and that the concept of
interdependence should be regarded as “vulnerability” rather than “sensitivity.”

While growing interdependence would lead states to become more sensitive to external
economic conditions, because costs adjust to the market at an increasing rate, states do not
necessarily become more vulnerable to external conditions. The level of a vulnerability is thus not
determined by economics alone but by the political variable as well. Waltz argues that
interdependence suggests some level of reciprocity among states and a state’s reliance on others’
strengths that could impact domestic politics and economy. Simply put, states are interdependent
if they depend on each other equally, and when the cost of breaking the economic relations,
naturally trade, is equal for all parties. In an anarchical system that the international order is,
according to Waltz, states are interdependent on an unequal level, which provides a state with more
power room to sever economic relations as it sees fit. In the end, states are all constrained to some
level but not equally.
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Indeed, the idea of asymmetric interdependence, initially proposed by (Hirschman, 1980)
and then further elaborated by other authors in the Realist tradition, such as Waltz, can help us to
understand why countries engage in trade disputes and it will be a key concept in the rest of this
report. Since trade is welfare enhancing, its reduction brings about losses to both sides - except for
the special case of the optimal tariff, but even then the gains can be annulated if it triggers the
retaliation from other parties. Stated otherwise, trade weaponization is - at least in most of the
cases - costly for the aggressor nation too. For example, in 2018, the United States generated
economic uncertainty, risk of inflation, and supply chain disruptions, in a bid to exert economic
pressure over China. Why do countries accept this type of welfare losses? Gains from trade can be
- and usually are — asymmetrical: A and B benefit from trade B can benefit more than A. Under
these circumstances, A can inflict more pain to B than to itself it decides to shut down their trade
relations. Therefore, the asymmetric interdependence concept provides a neat logic for trade
weaponization: if country A can inflict more harm to B than to itself, B is vulnerable to A and,
hence, a potential target of trade weaponization by A.

There is, however, a paradox in this argument. In the Realist view, the core objective of
sovereign states is to maximize their own security. Therefore, what matters the most for them is
their relative position — that is, their strength vis-avis competing countries (Gilpin, 2001).
Following a strict security-maximization strategy, A would not accept to trade with B. From B's
perspective, the relationship is also potentially harmful, since it exposes it to the influence of A.
Therefore, there would not be any trade between sovereign states — which is obviously not
sustained by reality.

To address the apparent contradiction between the pursuit of opulence — which would
prescribe complete trade liberalization — and defense goals — which would drive countries to
complete autarky — the realists argue that economic puissance is a precondition for political power,
since “without a strong and vibrant economy, great power cannot sustain their position in the
system” (Copeland, 2014). To fix ideas, let us assume that we have an international system with
three countries. If country A decides not to trade at all, fearing either the relative losses or
vulnerabilities, it gives up reaping the absolute benefits from trade, so it gains zero. Countries B
and C, though, do trade with each other, in an asymmetric relationship. If B gains 3 and C gains 2,
country A has a relative loss vis-a&vis both B and C, so its strategy is not optimal from the
perspective of relative gains. Therefore, countries do engage in trade, creating a network of
interdependence and vulnerabilities that can be politically exploited and even lead to armed
conflict — rather than boosting peaceful relationships.

Still, countries weigh the economic gains and increased vulnerabilities when it comes to
their trade policies and the choice of their trade partners. Indeed, (Krasner, 1976), an important
neo-realist scholar associated with the Hegemonic Stability Theory, argues that sovereign “states
seek a broad range of goals”, namely: economic growth and aggregate national income, political
power, and domestic stability. Trade can affect these objectives differently depending on “the
relative size and economic development of states" in the international system. For example, let us
denote two large rich countries by the letter A and B. They both have an abundant endowment of
production factors, adequate production scale, and essential natural resources, so they can do
relatively well without trade. When it comes to small countries — denoted C and D - they usually
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depend much more on trade for their economic development and, hence, for their domestic
stability. Therefore, they tend to accept a certain level of political vulnerability vis-a-vis a
dominant power. With this framework, Krasner concludes that an open trade regime is more likely
to exist in a hegemonic system, with a single dominant power and a multitude of smaller countries.
This is the setting that saw the rise of the GATT/WTO system, centered on the economic and
political leadership of the United States. The below table summarizes the conclusions of Krasner's
model, for different structures of the international system. This model is useful not only to evaluate
the evolution of structures that underpin the international trade system, but also to understand the
propensity of countries to engage in bilateral trade based on a multidimensional assessment of
costs and benefits. Therefore, the model developed by Krasner will be an essential building for our
analysis.

Probability of an open trading structure with different distributions of potential
economic power

Size of states

Relatively equal Very unequal
Small Large
Level of Equal Moderate- Low- High
economic high moderate
development _
Unequal Moderate Low Moderate-high

In a similar vein, (Hirschman, 1980) suggests that powerful countries tend to consider
strategic aspects when establishing their trade partnership, aiming “to create conditions which
make the interruption of trade of much graver concern to its trading partners than to itself”. Since
“a stoppage of trade would [...] generally cause much more real loss to the poor than to the rich
nation”, great powers seek to limit its trade with other mighty countries “to a certain maximum
limit which it will think unsafe to exceed” and to “direct trade toward poor countries” (Hirschman,
1980). According to this view, and in line with Krasner's argument, a multipolar world would tend
to be split into different spheres of influence when it comes to trade, each with a great power and
its satellite subject countries — similarly to the setting of the age of colonialism.

Another relevant Realist view on trade comes from (Gowa & Mansfield, 1993). Their
argument is built upon the security externalities of trade. Concurring that trade “enhances the
potential military power of any country that engages in it”, the authors argue that “trade with an
adversary produces a security diseconomy; trade with an ally produces a positive externality”.
They try to explain the adoption of free trade policy with these assumptions. Since, by trading with
an ally, country A obtains a benefit for itself and for a member of its security alliance, the aggregate
gains from trade are higher and so free trade is more likely, whereas the opposite is also true.
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Moreover, the argument indicates that trading with an adversary may create vulnerabilities that
countries prefer to minimize.

2.4.3 Trade expectations theory

An interesting model that partially incorporates the Realist perspective includes “trade
expectations” as a key explanatory variable. Concurring that interdependence leads to
vulnerabilities and that these vulnerabilities can still be accepted given the economic benefit that
they promote, (Copeland, 2014) argues that “expectations of the future trade and investment
environment [...] will push states towards either relatively peaceful behavior or hardline policies
and war”. To state it differently, leaders incorporate in their calculus an assessment of the
probability of a sudden cut-off in their access to vital goods and markets. In this sense, B will
accept some vulnerabilities if country A presents itself as a reliable partner and so there can be
steady trade even among great powers — such as among European countries in the 1920s.
Expectations, though, can rapidly shift. If A signals that it can impose restrictions to its trade with
B (for example, because B, benefiting from relative gains, starts to look more threatening), the
latter will “worry about its ability to access the raw materials, investments, and markets needed to
sustain its economic growth”. This is to say that B’s expectations regarding trade with A will fall,
so it will take actions to reduce its economic vulnerability by turning to other economic partners,
sometimes within the A’s sphere of influence or even to by securing markets and supplies through
armed interventions. To illustrate his argument, Copeland refers to the United States-Japan conflict
in 1941. When the United States imposed an embargo against Japan in 1941, feeling threatened by
Japan’s emergency — it triggered a spiral that ended up in full-blown war. Feeling economically
vulnerable, Japan started a campaign to achieve economic self-sufficiency by conquering new
territories in Southeast Asia, which eventually led to Pearl Harbor.

Although the narrative is compelling, “trade expectations” is a vague concept that can
ultimately be manipulated to make any real world events fit into the mode. For example, the lack
of trade between the United States and the Soviet Union and the trade between the United States
and China can both be loosely explained ex post by recurring to the concept, in a tautological way.
It seems to us that it is more useful to refer to structural variables in the international system -
namely, the relative size of the most important players - to understand the evolution of the trade
system and trade weaponization, in line with the Realist view. In this sense, trade expectations can
be seen as an endogenous variable.

Foreign trade in International Relations Theory

Neoliberal view: interdependence is a force for peace since it increases the opportunity cost of
war (interruption of welfare enhancing trade flows)

Neorealist view: countries engage in trade because economic gains are important for military
power; economic interdependence entail political vulnerabilities that can be exploited

Trade expectations theory: countries accept some degree of economic interdependence, but if
they feel threatened about being excluded from international trade they will seek to reduce
their vulnerabilities - sometimes turning to armed means
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2.5 The role of institutions

The debate about cooperation in the anarchic system is one of the most prolific in the field
of international relations. As we indicated in section 2.3, countries have incentives to implement
trade policies that go against the interest of their trade partners, either in response to domestic
sector interests or in the pursuit of aggregate economic benefits. If A decides to impose a tariff on
imports from B or to subsidize exports to B, B would retaliate, in a way that causes both sides to
lose. This is represented in a prisoners' dilemma scenario - in which free-trade is the cooperative
behavior and protectionism is defection. In the Nash equilibrium - in which each player maximizes
their gains given the expected play of its opponent - both countries would resort to protectionism,
in a solution that is Pareto suboptimal - since A and B would gain if they move to the cooperative
solution.

Country A
Free-trade Protectionism
Country B Free-trade 2,2 3,0
Protectionism 3,0 1,1

According to regime theory, mostly grounded in the neoliberal perspective, international
regimes - “sets of implicit or explicit principles, norms, rules, and decision-making procedures
around which actors’ expectations converge in a given area of international relations” (Krasner,
1982) - can lead to a cooperative equilibrium. If A knows for sure that it will be punished for
defecting and if it can anticipate B’s actions, due to the enforcement and information sharing
mechanisms of international organizations, A may decide to cooperate. The GATT/WTO trade
regime “has rules and decision-making procedures that limit protectionism and increase
transparency” (Cohn, 2015). These rules and procedures are likely to constrain actors from
resorting to protectionism and trade weaponization.

The WTO’s authority is established through a rules-based international
agreements/international organizations framework. By membership in the WTO, states agree to a
set of governing principles and rules, to participate in an intergovernmental bargaining process,
and to accept rulings, through various enforcement and appeals processes. The WTQO’s dispute
settlement mechanism in particular rules on cases when a member state believes another party is
violating the terms of its agreement or commitment made within the WTO. Theoretically, the
WTO framework rules “constrain the policies that governments can use to control the flow of
goods, services, and technology into and out of their national economies” and “by accepting these
constraints, governments shift international trade relations from the anarchic international
environment... into a rules-based system in which governments have common rights and
responsibilities” (Oatley, 2015). By authorizing retaliation against violation of its norms, the WTO
makes defection more costly for its members, making cooperation possible.
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In opposition to the regime theory, traditional realists “do not accept the idea that regimes
have an important role in international political economy, because they believe that states are
mainly concerned with survival, security, and power” (Cohn, 2015). From this perspective, the
existence of international regimes would be seen as epiphenomenal, simply reflecting the interests
of dominant countries. As summarized by Cohn (2015): “The most powerful states establish
regime principles, norms, and rules that further their national interests, and they do not adhere to
the principles, norms, and rules when they conflict with their interests”. In this sense, the
GATT/WTO system simply reflects the interest of the United States, as the most powerful after
World War II.

In a midground position, the neo-Realist version of the hegemonic stability theory (HST)
concurs that international regimes can foster cooperation in some issue-areas, but only if it is
backed by an hegemonic power. The HST posits that a hegemon fully maintaining its position will
opt to foster a liberal trade regime to consolidate its power by offering its dominant economic size
and market as “goods” for other states (Keohane 1997; Gilpin 1987). However, a hegemon
critically challenged by a rising power would seek to curtail liberal trade due to geostrategic
calculations. Applying the theories presented by Krasner (1976) and Gilpin (2001) to the case of
the US, it seems the US as a gradually declining hegemon should have reverted to protectionism
much earlier than it has been in the recent years. Various scholars have noted such features of
international institutions and regimes as a key variable to achieving “trade peace” under the
umbrella of interactive trade theory (Mayer 1981; Riezman 1982; Harrison and Rustrom 1991).
Interactive trade theory posits that the economic or trade policy of a state has an inevitable effect
on the policy options of the other states (Francois et al. 2019). Similar to Waltz’s (2010) argument
that states are unequally interdependent, interactive trade theory also suggests that states must have
a significant economic size to effectively influence and alter the prices of goods that they trade,
and, accordingly, the collective economic welfare of its trading partner (Francois et al. 2019).

Therefore, the extent to which these rules effectively constrain states’ behaviors in practice
is up for debate. Further, being based on a membership system, countries outside of the system
will not face similar constraints. John Barton (2006) for one, argues that the “authoritative gap”
from the regime’s national leaders in their willingness to actively participate in the process of trade
liberalization “reflects the regime’s inability to recast its rules and norms of behavior in line with
the changing interests and power of its members” and the evolving circumstances of international
trade (Barton, 2006). Further, “the rules chosen in 1947 to open trade generated political challenges
for the organization in the ensuing decades” (Barton, 2006). From the lengthy, time-consuming
intergovernmental bargaining at and between each WTO ministerial meeting round and the
growing complexity of the negotiation issues as well as the growing diversity of interests among
WTO member governments, the WTO faces a number of challenges going forward. In light of
such challenges, the increasing proliferation of trade weaponization poses an ever-greater risk to
the current trade regime.
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3.0 Analytical framework

Borrowing from the realist perspective, we assume that the cross-borders exchange of
goods and services entails economic vulnerabilities. The employment of trade tools with the
objective of pushing a country to change its behavior by exploiting these vulnerabilities is what
we will be calling trade weaponization. In what follows, we will establish a framework to guide
us through concrete cases of trade weaponization that have taken place in the past eighty years.
Our approach is based on four analytical pillars: objectives, vulnerabilities, diplomatic/military
relations between contenders, tools, and underlying institutional framework.

3.1 Assessing the objectives

As suggested by our literature review, the trade weaponization can be motivated by either
economic goals or political concerns. We define economic goals broadly as the introduction of
trade restrictions aiming ultimately to either increase the aggregate income of a country or simply
to benefit some interest group by supporting an industry or group of industries. Typical examples
of this type of conflict would include the Chicken War and the Boeing-Airbus cases. Politically
motivated trade weaponization, on the other hand, seeks non-economic objectives, often related to
security concerns but sometimes also with other objectives such as human rights. This kind of
trade weaponization is exemplified by the first US-Japan case (1941) and the Oil Embargo (1973).
In order to describe the objectives and classify them into these two categories, we will rely on
historical analysis, using the best-available secondary sources on each of the historical episodes.

At this point, one clarification is relevant. The distinction between the economic and
political trade weaponization is sometimes not trivial. As we saw in our literature review, the
political power of a country is closely related to its economic strength. In this sense, it can be hard
to tell whether a trade measure is seeking ultimately to maximize domestic welfare and promote
sectoral interests, or to inflict economic harm to another nation in order to avoid an eventual
economic or technological catch up that would shift the prevailing balance of power. For example,
one can argue that the United States fought a “trade war” against Japan in the 1980s not to achieve
any welfare gain but rather to slow down the technological catch up of Japan — arguably seen as a
potential security threat in the long run. Given this potential difficulty, we will rely on more than
one source of historical reconstruction for each case study, trying to present different
interpretations when necessary.

The distinction between these two categories - economically vs. politically motivated - is
important because, according to our theoretical perspective, the conflict tends to evolve in
fundamentally different ways depending on the type of trade weaponization. When sovereign
states pursue purely economic objectives, they will stick to the logic of either sectoral or aggregate
economic gains. Under these circumstances, a liberal view on trade is more likely to be applicable,
and international regimes tend to play an important role in the dispute settlement, avoiding the
escalation of the conflict and the involvement of other issue-areas.

Things would tend to evolve differently when it comes to political trade weaponization. In
those cases, the willingness of the aggressee to endure economic damage is higher, since, in line
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with the Realist view, security concerns prevail to any other objective in the political calculus of
sovereign states. Therefore, the “pain threshold” (Nephew, 2017) of the aggresse is higher: even
when it loses more than the aggressor, it may still be willing to endure the economic harm. In the
Oil Embargo (1973) case, for example, the Arabs tried to force the United States to choose between
cheap oil and Israel, a key regional ally. Given that cutting off their military supplies to Israel could
entail a victory of Egypt and Syria — supported by the Soviet Union — it made sense to endure
economic pain for months in order to avoid a shift in the regional balance of power in favor of its
main rival, especially in an area to which Western countries were heavily dependent for their
energy supply. Clearly, the United States could have reduced its economic loss by staying out of
the Yom Kippur war, but that would have a political price that was certainly higher in the view of
American policy makers.

From our theoretical perspective, the results of economically motivated trade disputes are
more predictable: the side that can inflict more economic damage to the other is more likely to
win, the conflict tends to be shorter in duration, and the dispute tends to be contained to the issue
of trade itself. When it comes to politically motivated trade weaponization, especially when
security concerns are involved, countries can endure more economic harm, and so economic
pressure may be less effective, and the evolution of the events can be unpredictable - sometimes
even evolving to armed conflict as in the case of United-States Japan in 1941.

3.2 Assessing vulnerabilities

Drawing predominantly upon the Realist view of International Relations, we concur that
interdependence, and more specifically asymmetric interdependence, generates vulnerabilities that
can be politically exploited. An asymmetric interdependence relationship - which is what can
determine the effectiveness of the trade weapon - is characterized by a situation in which country
B will do anything - or almost anything - in order to maintain its trade with country A, whereas
country A - albeit also incurring in welfare losses - can stand relatively well (Hirschman, 1980).
In general, a country A would only weaponize B if B is economically vulnerable. However, that
is not all that matters for the outcome of a trade conflict. A country can be vulnerable and still
endure economic damage if the stakes are high.

3.2.1 Comparative Size and Economic Development

As suggested by Krasner (1976), vulnerabilities are strongly correlated with the size and
economic development of countries. Since a large rich country (A) can do relatively well without
trade, and a poor small country (B) desperately needs to trade with A to for the sake of its domestic
stability, country B will do whatever country A asks it to do to keep their trade relations. In this
case, country A would almost always win trade wars against B — except in the case of demands
that would threat the existence of B as a sovereign state. From this perspective, we will be
compiling date on GDP, per capita GDP, and population size as variables that can give us some
clues about relative vulnerabilities.
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3.2.2 Bilateral Trade Data

Clearly, though, that would not be enough information to assess an interdependence
relationship. Indeed, “a country menaced with an interruption of trade with a given country has
the alternative of diverting its trade to a third country; by so doing it evades more or less completely
the damaging consequences of the stoppage of its trade with one particular country” (Hirschman,
1980). As such, if there is another large rich country, C, and/or a myriad of other small poor
countries D, E, and F, willing to exchange goods and services with B, the influence of A is muted.
Therefore, in order to assess the vulnerability of B, we need to incorporate into our analysis
variables that indicate the benefit it gets from trading with A and the difficulty it would face to
divert exports and imports from Ato C, D, E, and F.

A reasonable way to assess the benefit that B gets from trade, albeit simplistic (in the sense
that it does not incorporate gains such as efficiency enhancements, reduction in price of tradable
goods, and product diversification), is to take the amount of its gross exports to country A over
its GDP. If country B’s exports to A are high as a share of its aggregate income, B will find
“greater difficulties of diversion and thereby find itself in an inferior bargaining position”
(Hirschman, 1980). In this sense, a export over GDP is an indicator of vulnerability because it is
associated with both the benefit that a country gets from trade and the difficulty of adjustment.

Another variable that can help us to measure the potential length and painfulness of
adjustment that country B would face to substitute A as a market or supply source depends “not
only on the absolute amount of A’s trade with B, but also on the importance of its trade relatively
to B’s total trade” (Hirschman, 1980). Indeed, a large rich country A can have its ascendency over
B mitigated if the latter trades with a myriad of countries. In this sense, the higher the ratio of the
volume flow (exports + imports) between A and B to the total trade volume (exports + imports) of
B, the more vulnerable B is to A.

A more specific indicator of vulnerability, referring to export restrictions only, is the total
exports of country A of a good x over the total supply of x. This indicator is useful to assess the
vulnerability of B to the threat of A to restrict its exports of x, as it effectively happened in the
case of the 1973 Qil Crisis, for example. Interestingly, we find that A can weaponize trade if it has
a dominant position in the supply of certain goods, even if it is small and poor relative to B. When
it comes to import restrictions, though, only the large rich country is also the one who weaponizes
trade in the first place.

3.2.3 Domestic interest groups that benefit from trade with A are politically strong

As we discussed in the literature review, trade has relevant distributive impacts across
different domestic groups. This is to say that a trade relationship between A and B will benefit
some social sectors — usually those who sell goods and services to B. If A decides to suspend trade
with B, those social sectors will side with A and try to convince their own government to accept
the demands of A. If this “commercial fifth-column” (Hirschman, 1980) is politically strong,
country B is more likely to capitulate, even when geostrategic national goals are at stake. Indeed,
“in its pursuit of the national interest, the state may also have overcome resistance from domestic
groups” (Krasner, 1979). The degree of influence of fifth columns in economic policy decisions is
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related to the strength of the state, as defined by Katzenstein (1978). If decision-making in B is
fragmented and influenced by different sectoral voices, B is a weak state, and so it is more
vulnerable to A’s pressures. In this sense, democratic regimes — being more open — have a
disadvantage in trade wars in terms of vulnerability. Therefore, we will also consider whether a
country is a democracy or not in the case studies.

3.3 Within alliance vs. across alliance

As introduced in the literature review, Gowa & Mansfield (1993) argued that free trade is
more likely within, rather than across, political-military alliances, given positive (negative)
externalities of trading with an ally (foe). It is possible to use a similar reasoning to understand the
effects of trade restrictions. When A imposes trade restrictions against B, it inflicts economic harm
to B (and to itself, unless the restrictions influence the terms of trade). If B is within the same
alliance as A, the economic harm to B is a negative externality for security purposes. Conversely,
if country A and B do not have any military partnership, the opposite is true: doing harmto B is a
positive externality. In the first case, a “trade war” will only take place if the potential economic
gains are very high. Moreover, the risk of massive escalation is mitigated by the fact the both
countries are unwilling to do too much harm to the other. Therefore, the parties are likely to agree
upon an institutional solution, with the arbitrage of multilateral organizations. The opposite is true
when it comes to across-alliance disputes.

3.4 International regimes

For the scope of this paper, we will adopt a position that is closer to the Realist formulation
of the HST, positing that the multilateral trade regime does play a role in fostering cooperation -
limiting the escalation of trade disputes by providing an institutional arena for their settlement -
but that it is also contingent to the structural variables in the international system. As previously
discussed, Krasner (1976) suggests that the international system can be more or less conducive to
the existence of an open trade system depending on the distribution of power resources. With a
hegemon and several smaller states - as in the Western block following World War 11 - free trade
was in the interest of the dominant power, so openness tended to prevail over autarky.

In our view, strong international regimes can lead to a faster settlement of conflicts and
avoid escalation. However, their effectiveness depends on the willingness of countries to accept
their rulings - since, in the limit, the WTO do not have means of coercion other than the
authorization of trade retaliation. In this sense, when a trade dispute is related to political objectives
of high geostrategic importance, the existence of international regimes may be of little dissuasive
power, since countries will be willing to endure economic retaliation and even the reputational
cost of going against internationally-agreed rules. Therefore, our hypothesis is that international
regimes tend to have an influence in the outcome especially if the conflict is centered on purely
economic objectives and the countries involved are in the same military alliance.
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Overview: We approach historical episodes of trade weaponization across four analytical pillars: classification of objectives,

Analytic framework

economic vulnerabilities, diplomatic ties, and institutional mediation

Axis of analysis

Details of analysis

Why this matters

Objectives of trade
weaponization (i.e.
employment of trade
restrictions to force a
change in the behavior
of another country) can
be classified as:

Relative vulnerability
of the parties (i.e.
Country B is vulnerable
if it displays a
willingness to withstand
high degrees of pain to
maintain its trade with
country A)

Diplomatic relations

International
institutions
(GATT/WTO/others)

Economic: aggregate or sectoral economic goals (e.g.
reaction against infant industry protection or optimal tariff

policy)

Geopolitical: broad range of non-economic goal (e.g.
diplomatic disputes, concerns about economic and
technological catch up)

Sources of vulnerability:

Relative size (population)/economic development (GDP
and per capita GDP): if B is a small poor country, its
relies more on trade, so it is more vulnerable to the large
rich country A

Economic dependency: if gross exports A as a share of the
GDRP is high, B is vulnerable

Substitutability: If trade flow with A is high relative to the
trade flow with the rest if the world, it is harder for B to
divert trade to third-countries, so it is more vulnerable

Market power (for export restrictions): share of total
exports of good x by country A as a share of the global
supply of x

Political regime: if a country has an open political system
where sectoral interests have strong political influence,
domestic interests affected by trade weaponization can act
as “commercial fifth-columns”

Security externalities: Since economic strength and
economic power are correlated, if a country imposes
welfare-destructive trade restrictions against an ally it will
harm its own security coalition.

In the presence of strong multilateral regimes, conflicts are
less likely to take place, and if they do, they are less likely
to escalate. The institutional framework’s governing rules
and procedures make defection more costly for its
members, enhancing cooperation and constraining actors
from resorting to protectionism and trade weaponization.

Narrow economic disputes tend to
be solved in institutional arenas as
countries seek to avoid economic
painful escalation; in geopolitical
disputes, the pain threshold is
higher, and so there is more risk of
escalation (sometimes to other issue-
areas)

The more vulnerable country B is,
the more likely it is to give up to
economic pressures by country A -
although the pain threshold can vary
if geopolitical concerns are involved.

Countries are more likely to avoid a
escalation in trade conflicts against
an ally, and so institutional solutions
tend to be more common

Politically motivated and across-
alliance conflicts are more likely to
take place outside the scope of
regimes. On the other hand,
relatively low-stakes economic
conflicts with fewer or no
geostrategic repercussions are more
likely to reach a negotiated
agreement within the institutional
framework.

Working hypothesis: If B is vulnerable to A, it will be more likely to accept the demands of A. If objectives of A are non-
strictly-economic the conflict triggered by trade weaponization is more likely to escalate and to involve other issue-areas.
Institutions can play a disuassive role - but less likely so in the case of politically-motivated across-alliances conflict.
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4.0 Historical case studies and analysis

4.1 Introduction

This report strives to understand how and why trade weaponization emerges, develops and
ultimately concludes. These insights can accordingly inform one’s hypotheses regarding the
outcome and development of current and future trade conflicts, while simultaneously providing an
analytic framework with which to assess and understand trade weaponization. This report analyzes
a collection of trade conflicts from 1940 until today, to understand recent developments in
international trade and assess whether the theoretical explanations of such conflicts are salient. As
laid out in our Analytic Framework, trade conflicts are analyzed along four key axes: (1) the
objectives of the parties (geopolitical vs. economic), (2) the parties’ relative vulnerability, (3)
diplomatic relations, and (4) whether international institutions such as the WTO were involved in
solving the conflict.

These four analytical axes inform our understanding of the three key predictors of a trade
conflict’s outcome, as described in the Theoretical Framework: (1) vulnerability to trade
restrictions, (2) willingness to endure economic pain and (3) the possibility of solving a trade
conflict over strong and potentially even institutional diplomatic/institutional channels.

Figure 1: Levels of analysis

The subsequently analyzed cases of trade conflicts were chosen to provide a holistic
overview regarding objectives, actors, tools and institutional involvement (see figure 2). The
selected cases also reflect key historic developments in international trade, as described in the next
paragraph. For each key period, cases are assessed.
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Key
Geopolitically-motivated cases Ledby [proxy for objective] O
US-Japan, 1940s @ Administration  [geopolitical] O
Chicken War 1960s @ * Public [economic]
0il Crisis 1973 O O Alliance structure
US-Japan 1980s O O Across
Natural Gas 1981 ® ® Within
Rare Earth 2010s [ ] O WTO/GATT relevant for conflict resolution
Actor power - economic and political
Economically-motivated cases Symmetric ®
Pasta War 1985 @) ® Asymmetric O
Textile Conflict 1980s O O
US-Brazil 1980s @ O
Banana War 1990s O L
Steel Tariffs 2002s O ®

Figure 2: Selected case studies provide insight across a variety of trade weaponization structures.

Several broad shifts in states’ propensity towards trade weaponization have emerged over
the past few decades. In the decade before WWII countries mainly engaged in trade with countries
they were politically close to those within their political (and colonial) sphere of influence (see
Japan-US case, 1941). After the war, however, the US and its allies installed an international trade
regime under GATT to open up trade between a larger bloc of countries, constituting the “Western
world.” Subsequently, as trade dependencies with third countries were small, trade disputes with

narrow economic goals were more prevalent (see
EEC-US cases, 1960s and 1980s). In the 1970s,
international trade grew and countries in Latin
America and Asia began to industrialize. The US and
others increasingly weaponized trade (compare for
example US-Brazil, 1985, as well as US-China,
1980s and US-Japan, 1980s),until the establishment
of the WTO and the inclusion of all major global
economic powers. Trade weaponization from the
1990s on was accordingly limited (compare EU-US
Steel Tariffs, 1990s, as well as China-Japan, 2010.

A first glance at the underlying
vulnerabilities of the conflict partners already reveals
insights into the complex correlation between
political relations between nations, the propensity to
apply trade weaponization against allies vs non-
allies, and the relevance of specific resources. In
Figures 3-5, one can perceive that within alliances,
States will also weaponize trade if their economic
power is not completely superior to their opponent,
whereas across alliances, one perceives only clearly
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Figure 3: Vulnerabilities with resource
dependency (green = less dependent)
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dominating States to weaponize trade. Dependencies on strategic resources grant States further

power to weaponize trade against stronger opponents.

II. Trade War - Within Alliance
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Figure 4: Vulnerabilities within alliances
(green = less dependent)
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Figure 5: Vulnerabilities across alliances
(green = less dependent)

As noted above, differentiating between purely economic and purely geopolitical motives
of countries engaging in trade conflicts is not always straightforward. This report nevertheless
identifies seven cases with mainly geopolitical and strategic reasons for the outbreak of the
conflict, as well as five cases with a clear focus on narrow economic objectives. Since
understanding their development requires less historic background knowledge of these cases, they
will be presented in a more condensed form than the cases of geopolitical trade weaponization.

Moreover, as explained above, our definition of trade weaponization encompasses a harrow
definition of trade tools as measures directly aiming to restrict imports and exports. Those include
tariff and non-tariff barriers, such as quantitative restrictions (bans and quotas) and technical
requirements. For the sake of clarity and simplicity, we opted for not including indirect trade tools,
such as currency manipulation and FDI restrictions. This section will proceed as follows: First, the
geopolitically-motivated cases of trade weaponization will be presented, each highlighting the
specific reasons for outbreak, development and outcome of the conflict. Second, the mainly
economically-motivated cases will be assessed, each in turn explaining the same facets. Finally,
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all cases will be summarized and their findings compared to the theoretical findings presented
earlier in this report.
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4.2 Geopolitically-motivated case studies

US-Japan 1940s

Summary

In the 1850s, visits by Commodore Matthew Perry’s American warships opened Japan to
international trade. And by the 1920s and 1930s, Japan was on its way to becoming a major
industrial power. After World War 1, Japan replaced Britain as the largest producer of yarn, and
the country’s trade balance began moving into surplus. However, Japan lacked many natural
resources such as oil, rubber, copper, and more. Japanese political leaders accordingly relied on
territorial expansion to other countries in East Asia, like Korea and China, from which to acquire
natural resources and expand its market for selling manufactured products, emulating the Western
imperialist model. By the 1930s, Japan was exporting textiles, oil, canned fish, tea, and pottery to
the United States, and importing cotton, oil, wheat, and scrap metal.

Simultaneously, Japan was building its power as a military-industrial complex. Japan’s
naval and army strength allowed it to project its power into East Asia and the Pacific (namely
Korea and northern China). Beginning with Japan’s invasion of Manchuria in 1931, leading into
the 1937 Sino-Japanese War, and Japan’s 1940 invasion of French Indochina, the country’s
increasingly expansionist goals gave America cause for concern.

Meanwhile, in the US, Franklin D. Roosevelt had been elected president in 1933. As the
US became further involved in matters of European diplomacy, the Roosevelt administration
worked with the British and the French to oppose German expansion leading into, and throughout,
World War II. Japan’s expansionist plans were in direct conflict with American interests in Asia,
particularly China. Washington favored an Open Door Policy toward China. It wanted to keep
China's natural resources and markets free from control by Japan or any other nation. Another
reason the US was critical of Japan’s imperialist expansion was Japan’s “Greater East Asia Co-
Prosperity Sphere” project. Japan wanted to use this project to build its own economic and military
bloc in Asia against the US and all other Western countries. To curb Japan’s strength and obstruct
its strategic goals, Secretary of War Henry L. Stimson strongly advocated the use of economic
sanctions; Treasury Secretary Henry Morgenthau and Interior Secretary Harold Ickes further
endorsed this policy. As a result, the Roosevelt administration began imposing a series of
increasingly stringent economic pressures on Japan to obstruct its expansionist goals in Asia.

Beginning in 1939, the US broke off treaties with Japan, imposed export restrictions, and
froze Japanese assets in the US. Trade relations between the two parties were effectively severed,
and tensions multiplied. Said tensions came to a head on December 7, 1941 when Japan attacked
Pearl Harbor and both countries became part of a world war, fighting on opposing sides. The
Japanese decision to attack Pearl Harbor involved a complex web of geostrategic and economic
goals, though one key objective was to attack the US Pacific Fleet in order to prevent them from
interfering with Japanese expansion into the Dutch East Indies and Malaysia. Japan’s decision to
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move into Southeast Asia was exacerbated by its need for resources in the face of the economic
strain caused by US trade weaponization.

Actors

The US-Japan bilateral relationship had been deteriorating since the breakdown of the
Four-Power Treaty, signed between the US, Britain, France, and Japan during the 1921
Washington Naval Conference to reinforce disarmament. The Treaty maintained that each party
would uphold the status quo in the Pacific region by respecting each country’s territories and not
seeking further territorial expansion. However, the Treaty contained “no commitment to armed
force, no alliance, no written or moral obligation to join in defense” (Kissinger 373).

In 1931, when Japanese forces occupied Manchuria, legally a part of China, and turned it
into a satellite state, European countries had no mechanism for enforcing even the economic
sanctions briefly contemplated by the League of Nations (article 16). In fact, “no country was
prepared to fight a war against Japan (or was in a position to do so without American
participation)” and “even if the machinery for economic sanctions had existed, no country was
willing to curtail trade with Japan in the midst of the Depression” (Kissinger 286). Meanwhile, the
US “introduced a sanction of its own — the policy of refusing to recognize territorial changes
brought about by force — which at the time seemed like an evasion but which a decade later, in
Roosevelt’s hands, turn[ed] into a weapon for forcing a showdown with Japan.” (Kissinger 377,
emphasis added). Originated by Stimson in 1932, the sanction was invoked by Roosevelt in the
fall of 1941 to demand that Japan withdraw from Manchuria and all of its other colonized
territories. In response to Japan’s occupation of Indochina in July 1941, Roosevelt “abrogated the
US commercial treaty with Japan, forbade the sale of scrap metal to Japan, and encouraged the
Dutch government-in-exile to stop oil exports to Japan from the Dutch East Indies (present-day
Indonesia)” (Kissinger 392).

The US, which acted as the aggressor country in this case, had more economic leverage
over Japan in terms of its ability to impose pressure by weaponizing trade. Stated otherwise, the
economic interdependence between the two countries generated vulnerabilities to Japan that the
United States could politically exploit. In 1937 and 1938, the US share in world exports to Japan
for commodities essential to the war effort totaled 54% and 56% respectively. Following the
outbreak of World War II, and Japan’s signing of the Tripartite Pact with Fascist Italy and Nazi
Germany, Japan’s need for American goods increased, since it could no longer rely on imports
from the belligerent countries. In 1938, Japan’s imports from Europe totaled 376 million yen;
almost half of these imports were from Germany, while 17% were from Britain. With these imports
cut off due to the war, Japan needed to rely more on the US in order to sustain its level of
production needed to continue the war effort thereby increasing the relative importance of the US
exports to Japan. Furthermore, the nature of US exports to Japan were heavily centered towards
goods like petroleum and petroleum products, machinery, scrap iron, copper, aircraft, and
automobiles. In fact, in 1938, the US supplied 67% of Japan’s total imports of metal-working
machinery.
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Meanwhile, the principal Japanese exports to the US were superfluous luxury goods like
raw silk, types of seafood, china and porcelain, and flowers. In addition, the US maintained a trade
surplus with Japan; in 1938 for example, US exports to Japan totaled $239 million, while Japanese
exports to the US amounted to $128 million. Further, the relatively lower degree of substitutability
of goods Japan was relying on from the US further increased Japan’s vulnerability. Much of the
metal, oil, and other materials Japan was using for its war effort in China came from US imports,
and when the British and Dutch followed suit by embargoing exports to Japan from their colonies
in Southeast Asia, this further reduced substitutability of these exports to Japan. The analysis of
their bilateral trade relations indicate that Japan had much more to lose from the imposition of
trade restrictions. Therefore, according to our definitions, it was vulnerable to economic pressures
by the United States.

TABLE 1—UNITED STATES SHARE IN WORLD EXPORTS TO JAPAN,
EssenTiAL For War PurposEs
(Value in U. S. Dollars)

1937 1938
Commodity World Exports U. S. Share World Exports U. S. Share
Value ;:‘r‘ Value c]:enrt Value C‘:f";_ Value ;;‘;_
Total 317,209,688|100.00|173,009,621| 54.54|306,393,950,100.00|171,574,167| 56.00
Petroleum and
Products ® 71,598,824| 22.57, 44,900,486| 62.71| 81,034,885| 26.45| 53,135,672| 65.57

Metal-working
machinery ¢ 17,578,766 5.54| 12,223,524| 69.53| 36,448,527| 11.90| 24,454,707) 67.09
Scrap or old iron
and steel 44,752,546| 14.11| 39,385,832| 88.01| 24,407,089 7.97| 22,061,212 90.39
Copper 20,184,773 6.36| 19,212,434| 95.18| 24,385,546 7.96) 22,163,778} 90.89
Aircraft and parts®| 3,538,757| 1.11] 2,483,946| 70.19| 22,692,655| 7.41| 17,454,477 76.92
Other iron and
steel semimanu-
factures 49,218,217| 15.52| 32,676,320( 66.39| 20,973,343 6.84 11,251,804) 53.65
Automobiles,
parts, and ac-

cessories ® 16,456,036 5.19| 15,206,231]92.41] 18,635,299] 6.08| 12,050,536| 64.67
Rubber 28,678,611| 9.04] 171,362| 0.60| 14,864,069) 4.85 249,792 1.68
Aluminum 4,808,810) 1.52 280,061| 5.82| 13,095,231 4.27 476,345 3.63
Hides and skins 12,832,580| 4.04| 2,690,983|20.97| 7,916,835 2.58 2,652,482 33.50
Nickel 5,740,697 1.81 218,638 3.81| 6,624,440 2.16 157,317 2.38
Lead 7,708,198 2.43 754,358 9.79| 4,613,888/ 1.51| 2,100,054 45.52
Ferroalloys 1,717,712 0.54] 1,366,062 79.53| 2,819,420] 0.92 2,331,979 82.71
Zinc 4,967,672] 1.57 53,997] 1.09| 2,794,622 0.91 26,768 0.96

Internal combus-
tion engines * 1,139,630{ 0.36 538,555/ 47.26] 1,658,875 0.54 542,637| 32.71
Arms and ammu-
nition 2,626,918 0.83 49,038 1.87 696,186] 0.23 100,365| 14.42
Leather 2,562,460 0.81 702,942 27.43 528,369 0.17 44,676] 8.46
Metals and alloys,

not elsewhere
specified 158,406, 0.05 94,852| 59.88|  321,711] 0.10| 319,566 99.33
All others ¢ 20,940,075| 6.60, None None| 21,882,960| 7.15| None None

s Including shipments to Manchuria; excluding kerosene.

b Including shipments to Manchuria; U. S. A. figure for 1938 includes shipments to
Shanghai.

¢ Including ores, tin, antimony, mercury, mica, and asbestos.

Figure 6: American trade and Japanese aggression statistics
(Bisson).
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TABLE 2—CLASSIFICATION OF UNITED STATES EXPORTS TO JAPAN
(In 1,000 dollars)

January to November
1937 1938 1939
Value Per cent Value Per cent Value Per cent
Total 271,948 100.0 211,093 100.0 203,719 100.0
War materials 157,041 57.8 142,235 67.4 142,230 69.8
Raw cotton 59,876 22.0 47,179 22.3 35,852 17.6
Others 55,031 20.2 21,679 10.3 25,637 12.6

Figure 7: American trade and Japanese aggression statistics (Bisson)

TABLE 5—CoMposITE UNITED STATES—
Jaran TrADE
(In 1,000 dollars)

U. S. U.S. Gold Silver
Year | Exports | Imports | Purchases | Purchases
to Japan |from Japan| by U.S. | by U.S.

1937 | 288,558 | 204,201 | 246,470 | 1,273
1938 | 239,575 | 126,820 | 168,740 | 2,929
1939 | 231,405 | 161,196 | 165,606 | 4,234

Totals| 759,538 | 492,217 | 580,816 | 8,436

Figure 8: American trade and Japanese
aggression statistics (Bisson)

Objectives

The US decision to terminate its 1911 Treaty of Commerce and Navigation with Japan in
July 1939 had the geostrategic and foreign policy aims of protecting Western interests in China,
supporting British efforts following the 1939 Tientsin incident, and indicating disapproval for
Japan’s increasingly expansionist territorial policies and violation of the Nine-Power Treaty. The
decision also had strong backing and approval in Congress, even including congressmen who had
more Isolationist stances on the US role in world politics. In July 1940, the US signed the Export
Control Act, which effectively imposed a trade embargo on war materials to Japan. It was again
motivated by the desire to increase pressure on Japan and to obstruct its expansionist goals in Asia.
After war broke out in Europe and Japan signed the Tripartite Pact with Nazi Germany and Fascist
Italy in September 1940, to continue pressurizing Japan and to support the Allies’ war effort in
Europe, the US made the decision to freeze Japanese assets in the US and embargoed the export
of oil and gas that was still in commercial flow to Japan, effectively bringing all commercial
relations between the two countries to an end. The British and Dutch, allied with the US, soon
followed suit, embargoing exports to Japan from their colonies in Southeast Asia. Though the US
acknowledged that “measures short of force in a world at war look rather puny...it is well to
remember that very great changes have occurred in the world [and] Japan’s need for American
goods has certainly been increased” (W.H.M., 1940). Thus, it shows an early indication of US
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understanding that it could use Japan’s trade dependence and vulnerabilities to impose economic
harm for a geostrategic goal, i.e. trade weaponization. The US is the aggressor in this conflict,
deliberately choosing to weaponize trade, knowing it has the upper hand in trade dependency.

Beginning in July 1937, Japan was embroiled in a series of military conflicts with China
today jointly considered the Second Sino-Japanese War. Japan was striving for broader territorial
expansion in the region, largely driven by its need for natural resources, as well as its desire to
establish a new order in East Asia, under the “Greater East Asia Co-Prosperity Sphere” project.
Japan wanted to use this project to build its own economic and military bloc in Asia against the
West. Japan’s invasion of French Indochina was driven by its desire to prevent China from
importing war supplies, like arms and fuel, from the US through French Indochina. Under
increasing strain from sanctions imposed by the US and its allies, Japan faced an existential threat.
According to an intercepted cable sent to Admiral Nomura, the Japanese Ambassador in
Washington, Japan must in order “to save its very life, must take measures to secure the raw
materials of the South Seas. It must take immediate steps to break asunder this ever-strengthening
chain of encirclement which is being woven under the guidance of and with the participation of
England and the United States” (US Department of State, 1941).

Tools

On July 26, 1939, the US terminated its 1911 Treaty of Commerce and Navigation with
Japan (effective: January 25, 1940). The treaty had provided most-favored-nation (MFN) treatment
between the signatories, and established the legal basis for commerce, navigation, property rights,
residence, travel, protection of laws, and access to courts of the nations of each country in the
territories of the other. Much of the metal, oil, and other materials Japan was using for its war
effort in China came from US imports, and the treaty’s termination placed Japan in a difficult
position.

On July 2, 1940, President Roosevelt signed the Export Control Act, authorizing him to
license or prohibit the export of essential defense materials. Under this act, on July 31, the US
restricted exports of aviation motor fuels, lubricants, No. 1 heavy melting iron, and steel scrap. In
a move aimed specifically at Japan, Roosevelt imposed an embargo (effective: October 16, 1940)
on “all exports of scrap iron and steel to destinations other than Britain and the nations of the
western hemisphere.” Later in that year, on December 17, President Roosevelt proposed a new
Lend-Lease initiative. The US would provide Great Britain with the supplies it needed to fight
Germany, but not ask for immediate payment. Instead, the US would “lend” the supplies to the
British, deferring payment.

In July 1941, the US froze Japanese assets in the US and embargoed the export of oil that
was still in commercial flow to Japan, effectively bringing all commercial relations between the
two countries to an end. The British and Dutch, allied with the US, soon followed suit, embargoing
exports to Japan from their colonies in Southeast Asia.
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Negotiations between the US and Japan continued through 1941, but tensions remained
high. Japanese Foreign Minister Teijiro Toyoda communicated to Ambassador Kichisaburo
Nomura on July 31, 1941 that “commercial and economic relations between Japan and third
countries, led by England and the United States, are gradually becoming so horribly strained that
we cannot endure it much longer. Consequently, our Empire, to save its very life, must take
measures to secure the raw materials of the South Seas.”

US military officials captured secret messages from Japan, and learned Japan was planning
an attack on the US unless there was a change in US trade policy. Back in Washington, officials
expected the attack to occur south of Japan. Instead, Japan had planned a surprise attack on
America’s main Pacific military base at Pearl Harbor. The trade conflict effectively “ended” with
the outbreak of war, following Japan’s surprise attack on Pearl Harbor on December 7, 1941.

International institutions

From World War | to World War Il, international trade between countries rested largely
on a framework of preferential trading blocs and agreements, namely the most-favored nation
(MFN) principle established through the 1860 Cobden-Chevalier Treaty. Extant literature has
focused on the proliferation of inter-war trading blocs, as well intra-bloc trade shifts aligning with
the political interests of countries along their alliance structures. This period is marked by the
absence of an overarching international trade regime, which was later established in the post-
World War 1l era through the GATT/WTO framework.

Key takeaways

The conflict initially began with an aggressor country (US) employing a series of
increasingly stringent trade restrictions (tools used: export controls, trade embargo) motivated
primarily by political, rather than economic, considerations. The US advocated the use of trade
tools, via economic sanctions, to obstruct Japan’s expansionist goals in Asia. The conflict “ended”
with the outbreak of war, with Japan’s attack on the US Pacific military base at Pearl Harbor on
December 7, 1941.

In the absence of international trade regime, the alliance between two nations is fragile. It
may easily break down when one party’s interests were harmed by the other. This was also the
case for the Neutrality Pack signed by Japan and Soviet Union in 1941 while in 1945 Soviet Union
denounced the pact and entered the war against Japan. Further, the US had more leverage over
Japan in terms of trade, whereas Japan was more economically vulnerable. Much of the metal, oil,
and other materials Japan was using for its war effort in China came from US imports, and when
the British and Dutch followed suit by embargoing exports to Japan from their colonies in
Southeast Asia, this further reduced substitutability of these exports to Japan. This case provides
an example of geopolitically motivated trade weaponization across alliances in the absence of a
clearly delineated international institutional framework. It also is a case in which the escalation of
trade tensions culminated in the outbreak of military warfare. Indeed, our theoretical framework
suggests that conflicts with these characteristics - geopolitical motivation and across-alliances -
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are more likely to escalate and to spill-over other dimensions of bilateral relations. Also, in spite
of Japan being relatively more vulnerable, the United States did not manage to constrain its
expansionism by weaponizing trade. A potential explanation for that - suggested in our theoretical
framework - is that the pain threshold of Japan was higher because the demands of the United
States were essentially political. Since Japan saw its expansion in East Asia as essential to reduce
its vulnerability to imported sources of strategic goods and, hence, as a security-related issue, it
would hardly change its course of action because of economic pressure. In fact, if the trade
expectations argument is correct, the sanctions made it even more urgent for Japan to overcome
its vulnerability, which may actually have accelerated the evolution of bilateral conflict towards
full-blown war.

Chicken War 1960s

Summary

In 1957, the “Common Market” (France, West Germany, Italy, Belgium, Netherland, and
Luxembourg) founded the European Economic Community (EEC) to eliminate trade barriers and
implement common policies regarding transportation, agriculture, and economic relations with
nonmember countries. During the 1950s, European countries were still recovering from the
aftermath of World War Il, while in the United States, rapid post-war development of new
industrial farming methods led to a huge increase in agricultural productivity. The US thus became
the largest agricultural-product exporter to Europe at the end of the 1950s (Walker 1964, 678). The
EEC prioritized integrating European member countries alongside promoting internal stability and
prosperity. In order to achieve these goals, EEC countries began employing common policies and
escalating trade barriers against other countries under cover of unifying the Union’s external
tariffs. One such measure was implementing tariffs on agricultural imports.

The EEC’s protectionism had detrimental effects on countries in and beyond Europe, including
its ally, the US, who supported the EEC’s integration. After several rounds of failed negotiation,
even requested by GATT, the EEC refused to lift its trade barrier on agriculture. The trade conflict
broke out in 1962 when EEC raised tariffs on poultry imports from the US. The US, in turn,
threatened retaliatory tariffs of $46M. The US leveraged its retaliatory tariff to push EEC to the
negotiating table, but diplomacy failed. In the end, the US submitted to GATT arbitration and its
total calculated loss due to tariffs was $26M. The US accepted GATT’s offer in 1964 and
announced an increased tariff on trucks, brandy, dextrin, and potato starch, amounting to $26M.
An armistice was reached.

Actors

In 1949, the US and European countries, including the six countries which founded EEC
later, co-founded the North Atlantic Treaty Organization (NATO) and signed the North Atlantic
Treaty. NATO was the start of the US pursuing multilateralism in Europe and helped to shape the
postwar political development and economic recovery under the US umbrella (Cha 2009, 158-
161). Therefore, from the beginning, the United States supported the integration of the EEC, and
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a legal framework of Euro—American trade links were established under the General Agreement
on Tariffs and Trade (GATT). The EEC quickly became the world’s second-largest economic
entity after the United States. In 1962, US President John F. Kennedy proposed an Atlantic
partnership between Europe and the United States (Digital Research in European Studies). The
main purpose of the US’s “Atlantic framework” was to ensure that a united Europe is friendly to
the US (Lundestad 2003, 78). The stronger partnership between the US and EEC increased the
interdependence of the two economic entities. Trading agreements ensured the reciprocity between
them.

However, for the EEC, their main focus was narrower: on building peace within the six
EEC member countries. To bind the six countries, EEC concentrated on recovering the economy
and solve the major disagreement among them, which was agriculture. Protectionism was EEC’s
first move. The EEC took the chance of unifying the Union’s external tariffs. To recast the existing
duties, they needed to recast the rates that constituents had signed contracts preventing them from
changing. Those were recorded as “bindings” in the GATT (Walker 1964, 673). If the EEC wished
to increase specific tariffs, the EEC would need to cut some other tariffs, and third parties involved
must be satisfied. With a lag in agricultural technology, the EEC lowered rates of industrial goods
but imposed the variable import levies, which were higher than the constituents’ old tariffs (Walker
1964, 676). However, the US kept trying to open the European market for a more liberal trade
regime. The pressure from the US caused the EEC’s reaction. Coppolaro (2009) argued that the
Common Agricultural Policy itself was formulated in response to the US’s push for trade
liberalization while the EEC would like to decide “how liberal it wanted to be”. The US Committee
on Foreign Affairs also stated in the hearings that the Common Agricultural Policy discriminated
against the US agricultural products (Committee on Foreign Affairs 1985,172).

The two parties studied in this case have almost the same size, either from population or
economic perspective. The real GDP and per capita real GDP of EEC and US was 116.96 and
107.86 in 1961, respectively. It would be difficult to find the vulnerability of one country.
According to Krasner, more detailed bilateral trade data need to be studied.

Even though the United States possessed an advantage in agriculture technology, its main
export destination was Europe. In 1961, the EEC took 23% of total U.S. agricultural exports. The
dollar value of U.S. exports to the EEC was up to 51% of the total U.S. export value in 1961 (Porter
and Bowers 1989, 6). For the poultry export, in 1962, the US exported around $75.8 million to the
world, out of which $50.3 million was to EEC countries (USDA 1964, 75). Therefore, the US
agriculture export depended mostly on the EEC market, while EEC countries could easily shift
their imports to Denmark, which was the primary source of poultry imports before the US (Patel
2017, 33), or other European countries. The EEC also depended on the US for industrial goods
export, which accounted for 50% of total EEC’s export to the US, amounting to $1.1 million.
However, the US exported more industrial goods to the EEC, $1.4 million, and the overall trade
balance of the US against the EEC was a deficit of $1.5 million. The US has a growing dependence
on the EEC while not vice versa (Committee on Ways and Means 1962, 1171).

The interdependence between the two economic entities deteriorated as they were

interdependent on an unequal level. A restrictive trade policy on agriculture thus has a larger
impact on the US economy than the EEC. In 1963, the US poultry exports to the EEC decreased
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to $23.7 million, or by 55% compared to 1962. While the EEC successfully met the increasing
consumption of poultry in 1963 by self-production and imports from East European countries
(Warden 1965, 24-30).

Objectives

After World War 11, Western European countries were recovering from the war. European
countries invested substantially in machinery to boost the development of agriculture. For
example, in Germany the average size of farms increased by 19% from 1949 to 1962 (Dam 1967,
211). However, US agriculture was still more efficient than that of Europe. The advancement was
due to changing technology. New machinery sharply reduced labor requirements in harvesting.
Electrification greatly improved the efficiency of livestock feeding. Moreover, significant post-
harvest innovations were found in food processing and food distribution (e.g. frozen foods)
(Conkin 2008, 200-212). Thus, the conflict has its roots in the gap of technological development
(Talbot 1978).

American advances in technological development lead to agricultural overproduction. As
supply increased, the price of US agricultural products decreased, alongside the price of exports.
Low-priced chicken in the European countries hurt domestic farmers. Thus, many countries started
blaming the US, concerning hormones and arsenic used to raise chicken (Time 1962). Moreover,
protectionism was the prerequisite for French participation in Common Market (White 1998, 139),
since France is the largest poultry producer and had almost half of the active agriculture land of
the EEC (Dam 1967, 213). However, the lag of agricultural technology caused further impacts
than just hurting the farmers.

In the late 1950s, agriculture was the most controversial field among EEC constituents as
each country adopted its own policy and was hard to cooperate. The decreasing importing prices
of agricultural products affected the EEC constituents differently as some were agriculture
exporters, who strongly opposed the idea of free trade, and some were importers, who would
welcome such a price decrease. Agriculture gradually became the main issue for the EEC and the
impediment of the EEC integration (Porter and Bowers 1989, 7). In line with the Realist view, the
core objective of the EEC was to maximize its own security. Thus, the EEC began drafting the
Common Agricultural Policy, with the main purpose of securing the peace within the EEC and
protecting the Common Market’s agriculture from competitive North American exports. Even
though economically, the Common Agricultural Policy was not beneficial to the EEC, it was
politically important unifying the six constituents (Gilbert 2010, 174). Thus, raising the tariff on
poultry in 1962 is only a sign of an overall restrictive trade policy on agriculture for Western
European countries.

A strict security-maximization strategy from the EEC harmed the US because the US was
exposed to the influence effect of the trade. In 1961, the US exported over 68% of all US poultry
exports to the EEC, amounting to $67 million (USDA 1961, 15 and CIA 1963, 1). The increase in
poultry tariff reduced the US chicken exports, hurting the American agriculture industry.
Moreover, the US feared that increasing tariffs on poultry was the EEC’s first step of a protectionist
trade policy for agriculture. In 1961, the US agricultural exports to the EEC amounted to $1.157
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million, which was 56.6% of total exports to Western Europe and 23% of total US exports (USDA
1964, 74). A decrease in exports was likely to worsen America’s international payment position
(Committee on Finance 1962, 1192).

For the US, the protectionism action had a society-centered explanation that national
leaders were also concerned with the support from special interest groups whose preferences might
affect trade policy formation. After the EEC announced an increased tariff on poultry, the US
administration faced enormous pressure from the domestic interest groups. Kennedy’s allies,
important chicken states, warned that if the president did not stop EEC’s protectionism, the Trade
Expansion Act would be rejected (White 1998, 149). Therefore, the US fought back with a $46
million retaliatory tariff. In the meanwhile, the US auto industry was suffering its own trade crisis
due to competition from growingly popular foreign cars and trucks, such as Volkswagen from
Germany. Therefore, trucks were added into the retaliatory tariffs to persuade the United
Automobile Workers Union (U.A.W.) not to strike (Longley 2019).

In addition to retaliation, the US utilized retaliatory tariffs to get the EEC to the table for
the Kennedy Round, which was initiated after the enactment of the Trade Expansion Act. Kennedy
Round thus acted as a measure to open up the Western European market as access to the European
market determines the effectiveness of US’s Atlantic trade policy, which is the critical part of the
US’s general foreign policy (White 1998, 150). Therefore, the Chicken War itself was only a small
conflict, but it was a tactic in a larger game (Wolfe 1997, 60).

Tools

Tariff was the primary tool that was used in this case. The conflict originated from the
foundation of EEC as EEC needed to come up with a uniform external tariff. EEC intended to
change from fixed-rate tariffs to variable import levies. In the meanwhile, EEC’s Common
Agricultural Policy was still in progress. However, the overall purpose of the Common
Agricultural Policy was to protect EEC’s agriculture from its competitors. Thus, EEC predicted
that the import fees could be higher than the old tariffs.

Both the EEC and the US approached negotiations. From Putnam’s two-level game, to
achieve a trade deal, an agreement must be reached at both the international level between states
and the national level among government and domestic interest groups. From the late 1950s, the
EEC and the US had multiple rounds of negotiation, including the Dillon Round, around the new
import fees. All those negotiations failed as the EEC insisted on the trade barrier. The only way
for the EEC to lower its barrier was to earn substantial gain from trade with the US, which means
a sizable overall tariff cut by the US (White 1998, 140). To respond, President Kennedy tried to
obtain the tariff-cutting authorities in the Trade Expansion Act (Hedges 1964, 381). However, the
US hesitated to meet EEC’s demand as the protectionist in the US lobbied against the Dillon
Round. Another important reason is that the US did not want to lower its trade protection on
manufacturing products from West Europe and lose its advantage on technology (White 1998,
140). The failure of the negotiations can be predicted as the US did not reach agreements at both
international and national levels.
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In 1962, President Kennedy ran up against the EEC because US farm states pressured the
president to fight the restriction, and President Kennedy feared that he would lose their supports if
the EEC’s protectionism continued (White 1998, 149). However, the EEC’s high variable import
fees were determined later in 1962, and all constituents substituted it for old fixed tariffs. Thus,
the US placed a retaliatory tariff of $46 million for the trade balance that was influenced by the
tariffs increase. 1963, GATT appointed a panel to evaluate US poultry export to be $26 million
(Walker 1964, 680). The US considered its right had been integrally preserved and acted
accordingly. This announced the end of the tariff battle. Even though both the EEC and the US
lifted the tariffs imposed on each other gradually over time, the tariff on trucks imposed by the US
has not been lifted since 1964 due to the high pressure from U.A.W., who was also the main force
leading to the conflict between the US and Japan in the 1980s.

International institutions

GATT was involved in this case from the beginning. Even though the EEC planned to
impose protectionism actions under the rule of GATT, it faced difficulties raising tariffs on
agricultural products and reaching an agreement with the US. According to GATT article XX VI,
negotiation among interest parties may be called for if one party wishes to modify or cancel any
binding. Negotiation between the EEC and the US lasted for 18 months, but still, many unsettled
areas were carried over to find a mutually acceptable solution. Those areas included wheat, rice,
corn, sorghum, and poultry (Walker 1964, 675).

GATT was established in 1947, only ten years before the conflict broke out. As GATT
signatories, the US and the EEC largely follow the commitment they made in GATT. Even the
retaliatory tariff of $46 million announced by the US was compliant with GATT (Walker 1964,
678). However, the restraint of GATT was limited. When EEC decided to protect its own
agriculture, it refused to follow the GATT article to compensate affected third parties, including
the US, by lowering trade barriers on agriculture. The US acceptance of GATT arbitration was not
a success of GATT but a compromise made by the US since President Kennedy had to make
actions quickly when facing the pressure from domestic interest groups and wishing to realize his
political goals to win the 1964 election. Therefore, it is possible that this conflict between the EEC
and the US could be more widespread and prolonged without GATT as EEC may impose more
restrictive trade policies, and the US would not compromise soon.

Key takeaways

In a bilateral trade relationship, the party threatened by the advancement of technology
from the other is more likely to initiate the conflict by imposing a restrictive trade policy against
the other. In this case, the lag of agriculture technology in the EEC compared to the US was the
root cause of the EEC’s protectionism. We also find a similar pattern in the trade conflicts after
this. For example, the US-Japan conflict in the 1980s was to slow down the technological
development of Japan. The US-China current trade war also proved this argument as the US was
threatened by the technology development in China and initiated the conflict by restricting China’s
investment in the US technology industry.
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Moreover, in a trade conflict, if the two parties are symmetric in terms of economic and
political power, the aggresse may utilize retaliation measures to achieve its own economic or
political goals. In this case, the US intended to use the retaliatory tariff to protect its auto industry,
open the European market, and to realize the national leader’s own political goals. In the Natural
Gas and Energy case in 1980 among the US, the EEC, and the USSR. The US announced unilateral
sanctions against the construction of the pipeline. While as the aggresse, the EEC “retaliated” by
continuing to support the pipeline construction to reach its economic goals: either cooperated with
the USSR for oil benefits or bargaining with the US for new trade policy. The welfare
maximization logic can justify the action by the aggresse, as explained in the framework. In a trade
conflict, the aggresses are mostly impacted economically, whether to retaliate or not largely
depends on the net economic benefit of retaliation. In a trade conflict with symmetric aggressor
and aggresse, the aggresse is not entirely more vulnerable than the aggressor. Thus, the economic
cost of fighting a trade conflict may not necessarily exceed the benefits, especially when the
aggresse could achieve other political goals through retaliation.

The outcome of the case was that two parties ended with a tie, each imposing a tariff
amounting to $26 million to the other. It was difficult to identify who was the more vulnerable one
in this case. However, the EEC acted as the more hawkish one while the US mainly sought
negotiation, instead of retaliation, as the counter-measure. The EEC took the protectionism on
agriculture as the way of integrating its constituents (Patel 2017, 36), while the US was pursuing
its “Atlantic framework”, incorporating Europe as a partner but under US's leadership. The new
trade relationship with Western Europe was significant to the US foreign policy (Lundestad, 2003).
Moreover, the US depended on the EEC in agriculture export as the EEC accounted for more than
half of US exports to Europe, and the US had a net import of industrial goods and an overall trade
deficit from the EEC (Committee on Ways and Means 1962, 1168). Thus, the US hesitated to act
against the EEC. Both parties took losses for a bigger picture. The EEC had to increase its support
for agriculture to account for the import decrease of $130 million in 1963 (Warden 1965, 27).
France alone increased its support by nearly $90 million (Food and Agriculture Organization 1963,
68). On the other hand, the US accepted the loss of $26 million offered by GATT, $20 million less
than the US estimated, and made $8.5 billion tariff concessions during the Kennedy round, but
strengthened its partnership with the EEC (Norwood 1969). The actions taken by both parties were
in line with the Realist view analyzed in the framework that countries tend to endure the welfare
losses from trade if they could gain other economic benefits or achieve certain political goals.

Oil Crisis 1970s

Summary

On October 17, 1973 - the “energy Pearl Harbor Day” (Ikenberry, 2018) - the United States
and its allies were attacked in an unusual way. The oil ministers of Arab states gathering in Kuwait
City agreed to an oil embargo against the United States and its allies, establishing a schedule of
production cuts for the upcoming months. Three days later — after Richard Nixon announced a
$2.2 billion military aid package for Israel — Saudi Arabia consented with the complete ban of all
oil exports to the United States and its closest allies. The oil embargo, carried out by all the Arab
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oil-producer countries, remained in effect for six months, until March 17, inflicting acute economic
and political harm in the United States and the Western alliance. The deployment of the “oil
weapon” aimed ultimately to punish the United States for its open support to Israel, particularly in
the context of the Yom Kippur War. Although the United States did not cease its support to Israel,
the “oil weapon” gave political leverage to Arab countries — eventually leading to territorial
rearrangements in the Middle East and to a split in the Western Alliance. The “oil weapon” was
effective because the United States and the other Western countries were heavily dependent on the
Arab oil and could not shift their energetic needs to alternative sources in a short period of time.

Actors

The relations of the United States with the Arab countries in the decades following World
War 1l were complex. Still, we can say that the United States was an ally of the most relevant
OPEC country in terms of oil-exporting capacity: Saudi Arabia. From 1945 to 1973, two
fundamental pillars of the American foreign policy were the security oil supply — not only for itself
but also for its allies — and the containment of the global influence of the USSR (Krasner, 1979).
As such, the Middle East played a pivotal role in the American foreign policy after World War 1.
The attainment of its strategic global goals relied on the maintenance of friendly conservative
regimes in the Middle East, particularly in Saudi Arabia. Therefore, the most relevant OPEC
country was a close ally of the United States. However, other OPEC countries — namely, Libya,
Irag, and Algeria — had an opposition stance against the role of the United States and the American
major oil companies in the Middle East. Those three countries, alongside Egypt and Syria, had
been advocating for the use of the oil weapon at least since early 1973 (Yergin, 2011), but they
could not be successful without the support of Saudi Arabia, which had become the global oil
supplier of last resource in the early 1970s.

The Saudi regime opposed the mix of oil and politics since it relied on the United States
for its own stability, in a context of growing Soviet influence in the region and emergency of
radical nationalist political movements. Moreover, in 1967, the Arab countries had engaged in an
attempt to weaponize trade restrictions. Back then, though, they were unsuccessful, as the United
States still had idle capacity to increase its own production and so secure the supply of the Western
block (Keohane, 2005). The result was a large loss in income with no political gain (Yergin, 2011).
The Saudi kingdom did not want to repeat the same mistake, which also explains its opposition to
the employment of the “oil weapon”.

The Saudi stance evolved rapidly in October 1973, when the United States sent a cargo
airplane full of military supplies to Israel in the daytime during the Yom Kippur War. As analyzed
by Yergin (2011), it became politically impossible for the Saudi government not to react to the
active role of the United States in a war between Israel and other Arab nations. The American side
tried to convince the Saudi that the American support to Israel should be taken as part of a conflict
against the USSR - and not as anti-Arab provocation. However, pressures from the domestic public
opinion and other Arab countries - especially Egypt, which could look for Soviet support if left
unassisted by the Saudi government - pushed King Faisal to act (Yergin, 2011).
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Therefore, although the United States and Saudi Arabia were allies, the intricate political
networks in the region ended up leading the Saudi kingdom to side with the other Arab countries
and aim the “oil weapon” at the United States. Probably because the two most relevant sides in the
dispute were politically close, the United States refrained from using military or economic means
to put pressure into the regime. A strong reaction - such as armed or economic retaliation - could
be counter-productive for the most high-level priority of the United States in the Middle East
during the Cold War: Limiting the communist global influence (Krasner, 1979). A weak regime
in Saudi Arabia could have made the most important oil exporter an easy target for the spread of
radical regimes. As Keohane (2005) described the situation, “Arab nationalisms, the increasing
sophistication of indigenous Middle Eastern Armies, and the rise of Soviet political influence and
ability to project military power in the area all made a difference”. In this sense, the concept of
security externality is useful to explain the response of the United States. The United States
refrained from imposing harsh economic retaliation because the Saudi regime was an important
regional ally, and so inflicting economic harm to it would have a negative impact in its broader
strategy for the Middle East. That is arguably why the conflict did not escalate.

The Arab oil-exporters were, even when taken together, were economically small in
comparison to the United States and its allies. However, they managed to inflict massive economic
pain in the Western alliance. The reason for that is that the dependence of the United States,
European countries, and Japan to the Gulf oil increased rapidly after World War 1l. Rapid
economic growth in these countries and a cheap supply of oil from the Middle East led them to
neglect policies to limit their energetic vulnerability. Domestic interest groups prevailed politically
against the need of economically costly, but strategically important, measures to limit dependence
on foreign oil. For example, the United States maintained until 1973 a policy of import quotas to
protect domestic producers, which led to a rapid reduction in the domestic reserves of oil.

In 1967, the United States was already a net oil importer, but it still had idle capacity
amounting to 25% of its yearly consumption. In a six-year span, that changed dramatically: the
American net position (imports minus domestic excess capacity) had reached 25% of its yearly
consumption (Keohane, 2005). Although there had been internal alerts about the vulnerability of
the United States to the politicization of oil trade (Yergin, 2011), the country opted for not
incurring into a preemptive economic adjustment - by either reducing dependence on oil or
stimulating alternative domestic sources. Keohane (2005) argues that this was because the broader
national interest of having energy autonomy did not resist the pressures of smaller societal interests
- such as the demands of small oil producers for quotas and efforts to fight inflation by capping
energy prices. The fact is that, in 1973, the United States was vulnerable to economic pressure by
relatively small countries.

Objectives

The main objective of the oil embargo was to punish the United States for its support to
Israel in the Middle East. This is a very clear example of trade weaponization aiming at foreign
policy interests. After the United States sent a cargo aircraft to resupply Israel during the Yom
Kippur war and a $2.2 billion military aid package to Israel, it became politically untenable for the
Saudi Arabia not to show support to the Arab side in the war. The oil weapon was the instrument
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the Saudi government employed to show support to Egypt and Syria, and hence leverage its
regional influence.

Egypt and Syria, the belligerent countries in the war and main advocates for the embargo,
ultimately wanted to reestablish negotiations with Israel, which would only be possible if the war
ended at least in a draw - reverting the humiliation suffered in the Six-Day War in 1967. According
to Yergin (2011), Egypt was in economic ruin in 1973, with military expenditure mounting up to
20% of its GDP. Anwar Sadat — the Egyptian president who succeeded Gamal Abdel Nasser in
1970 — “wanted to break out the cycle of conflict with Israel, and out of stalemated diplomacy”.
Somehow ironically, the strategy he set to attain this objective was to go to war against Israel, in
order to go back to the negotiation table in a better position.

The weaponization of trade, in that case, precipitated the end of the Yom Kippur War,
opening the way for leveled negotiations. Therefore, Egypt managed to attain its political
objectives. Similarly, with the “oil weapon”, Saudi Arabia managed to convince the United States
to start negotiations with Syria on the Golan Heights issue. These developments - opening talks
on Sinai and Golan Heights, important territories occupied by Israel in 1967 - were crucial and
signaled a new stance of the United States vis-a-vis the Arab countries. Indeed, in June 1974,
Richard Nixon visited not only Israel and Saudi Arabia, but also Syria and Egypt - showing the
new diplomatic status of the two countries. Saudi Arabia, on its turn, proved the political might it
got from its oil reserves.

Tools

The Arab oil-exporters initially restricted and eventually banned all the exports of oil to
the United States and some of its closest allies — namely, the Netherlands, Portugal, South Africa,
and Rhodesia. The oil embargo followed the formula described by the Saudi Minister of Oil and
Mineral Resources Ahmed Zaki Yamani: “If you are hostile to use you get no oil. If you are neutral
you get oil but not as much as before. If you are friendly you get the same as before,” meaning that
all countries could potentially be targeted for their stance - and even for neutrality - vis-a-vis the
Arab countries.

By being able to target specific countries and securing supply to “friendly countries”, the
Arab oil-exporters managed to split the Western alliance in the acutest way since World War 1.
Indeed, as put by Keohane (2005), the American hegemony among those countries was partially
built upon its capacity to secure their access to oil. In the Suez crisis, for example, the United States
managed to secure access to oil to the UK and France, by using alternative sources in the United
States itself and Venezuela. Once the United States became itself a net oil importer, that created
vulnerabilities for its allies as well. Western Europe imported 60% of its energy needs, where in
Japan this percentage was as high as 80% (Keohane, 2005). Following the embargo, the United
Kingdom and France adopted a friendly stance vis-&vis the Arab countries, “putting pressure on
the United States or Israel” (Yergin, 2011). In November 1973, the European community adopted
a resolution declaring its support to the Arab position in the Arab-Israeli conflict. Japan also
changed its foreign policy lines, shifting from alignment with the United States to a pragmatic
“resource diplomacy” (Yergin, 2011) and adopting a “pro-Arab declaratory policy” (Keohane,
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2005). In this sense, the “Oil Weapon” was successful in isolating the United States in the Middle
East and forcing its allies to shift their foreign policy stance. This can be seen as a relevant
achievement for the Arab countries, as it improved their negotiation position in regional matters.

The United States avoided a conflict escalation because the prevailing geopolitical
conditions were not conducive to a firm response against Saudi Arabia. As such, its first initiative
was multilateral, by encouraging the coordination of industrialized countries in energy issues. The
idea, sponsored by Henry Kissinger, was to set a “floor price” on which importer and exporter
countries would agree. That would open the way for more constructive negotiations with the
OPEC, and create the price-stability needed for long-term investment in energy sources (Ikenberry,
2018). Europeans countries, though, did not agree with such a strategy — as they would have to
bear the adjustment cost with no prospect of developing their own oil production. These debates
resulted in the creation of the International Energy Agency (IEA), whose mission was centered on
emergency sharing system, demand restraint, and stockpiling policies (Keohane, 2005). The
agency, however, was not successful in coordinating the response of its members, as shown in a
run for stockpiling oil following the second oil crisis in 1979, which was responsible for the price
hike following the Iranian Revolution.

The main proponent of the oil weapon, Anwar Sadat, ended up becoming “the chief
advocate for its cancellation” (Yergin, 2011). With the opening of talks with the United States and
Israel, the continuity of the embargo would only make the progress of negotiations harder. For
Saudi Arabia, having proved its support for the Arab cause and expanding its regional influence,
long-lasting economic warfare with the United States would also be politically and economically
irrational. On March 18, the Arab oil ministers agreed to put an end to the embargo.

International institutions

Although the GATT s article XI banned export quantitative restrictions, that was not a
relevant constraint for the OPEC countries, since they were not members of the agreement. Saudi
Arabia, for example, joined the WTO in 2005 only. Because of the political motivations of the
conflict, which involved high-stake territorial disputes, it is probably that even a strong
international trade regime would do little to avoid the conflict - as the Arab states would probably
be willing to accept some degree of economic retaliation to push for a status quo change in the
region.

Key takeaways

The oil crisis showed that small countries can inflict substantial economic harm onto big
countries, change regional political dynamics, and even promote a long-lasting split into the
leadership role of the hegemon. The vulnerability of the United States and its allies to the oil
weapon was built over years of deepening asymmetric interdependence, in which the blessing of
cheap oil ended up turning into a curse. As Hirschman (1980) wrote, “fortuna est servitude” when
it comes to foreign trade. As Keohane (2005) suggests, the strategic interests of the United States
did not have the upper hand domestically against sectoral domestic interests, such as the inflation
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fighting and protecting small oil producers. Indeed, when there is no binding restriction, countries
can simply postpone costly adjustments and allow vulnerabilities to grow bigger.

In the case of the oil dependence, it was not on the top of the political agenda until the
embargo was effectively announced. Just a few days before the oil embargo, Henry Kissinger told
advisors that “it was unlikely that the Arabs would use the oil weapon against the United States”
(YYergin, 2011). Although some agencies within the US government were aware of the risk of
energetic dependence on Gulf sources, that view did not prevail in the American foreign policy
decision making. Rather, the policy adopted in the 1950s and 1960s aimed to protect small
domestic producers, by introducing an import quota, which not only encouraged collusion among
foreign producers but also led to a faster usage of domestic reserves, increasing the United States
dependency on foreign oil.

From a strictly Realist perspective, a security-maximizing state would not have accepted
such a degree of vulnerability to other countries. It turns out that policies have some degree of
inertia. As put by (Krasner, 1976), “once policies have been adopted, they are pursued until a new
crisis demonstrates that they are no longer feasible” because “states become locked in by the
impact of prior choices on their domestic political structure”. In this case, in a span of only six
years the United States moved from the position of the oil supply of last resort to a position of
dependency on foreign sources. Since several interests benefited from the status quo - i.e. big oil
acting in the Gulf, small oil taking advantage of higher prices stemming from the import quota,
and even the foreign service establishment that wanted to promote the economy of some key
Middle Eastern partners of the United States - policy simply did not change to address the
increasing external vulnerability. A binding shock, though, led countries to start an overdue
adjustment process. Indeed, after 1973, countries of the Western alliance started to reduce their oil
dependence in several ways. The United States started the implementation of the so-called
Independence Plan, which involved massive federal finance to investment on alternative energy
technologies. However, as put the Ikenberry (2018), the scheme of price controls established in
efforts to limit inflation disincentivized domestic production, despite the State-support to R&D in
the energy sector. Still, the Establishment of the Strategic Petroleum Reserve, in 1975, improved
the American position in future crises in the Middle East, such as the Iran-lraq War - although the
practice of uncoordinated stockpiling ended up causing the price hike following the Iranian
Revolution in 1979. Other initiatives - such as the 1980 Energy Security Act - aimed to promote a
switch from oil to alternative energy sources, such as hydropower. All these developments,
combined with the emergence of other oil suppliers around the world, including Russia, mitigated
the political vulnerability of Western countries vis-a-vis the Arab oil exporters.

A key takeaway of this case study - which somehow deviated from our more structural
approach - is that situations of rapid shift in structural variables affecting economic
interdependence - in this case, the loss of energetic autonomy of the United States at the end of
1960s and a shift in the stance of Arab states - creates opportunities for trade weaponization.
Conversely, trade weaponization in these situations can accelerate economic adjustment aiming to
mitigate the effects of asymmetric interdependence. To some extent, this can give us relevant
insights to analyze future trade wars.
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On the other hand, this case also reinforces the relevance of security externalities in the
evolution of trade-related conflicts. Even without a multilateral framework, there was no
retaliation by the United States, which arguably wanted to avoid inflicting economic harm on an
ally in the context of a very competitive security-system during the Cold War. The hypothesis that
in geopolitically motivated trade weaponization countries tend to be willing to endure more
economic harm is also backed up by the example of the Oil Crisis of 1973. This may explain why
the United States - albeit vulnerable - did not give up to the OPEC pressures and continued to
support Israel at a very large economic cost.

US-Japan 1980s

Summary

At the start of the 1980s, the Japanese economy was booming whereas the United States
was experiencing a recession. In 1980 Paul VVolcker - the Chair of the Federal Reserve - raised the
Federal Funds Rate to its highest level in history, responding to US double-digit inflation. This
became known as the Volcker Shock, and was followed by President’s Ronald Reagan’s economic
policy, or Reaganomics. In addition to tighter monetary policy, government spending, federal
income and capital gains taxes and government regulation were reduced (Henderson). Throughout
this time period, Japanese exports grew rapidly, increasing competition with US goods namely in
the auto manufacturing industry. US market shares held by imported Japanese goods increased, as
the US trade deficit with Japan widened (Katzner 3-4; Samuelson). Moreover, the Japanese were
suspected of manipulating its currency to improve competitiveness of exports, widening the trade
deficit. Responding to US concerns, Japan agreed to voluntary export restraints (VERS) in 1981
and the removal of tariffs on US automobile parts (Katzner 10-11). Yet the trade imbalance and
strain on US manufacturers remained. The US accordingly employed protectionist trade policies,
including tariffs and import quotas on Japanese export industries, namely automobiles (Bransteter;
Crandall 271). Japan did not retaliate with protectionist measures of its own, and by the end of the
1980s Japan had entered a recession.

Actors

Both the US and Japan were GATT signatories (WTQO). Nevertheless, the trade tensions of
the 1980s were underpinned by the recent history of Japanese protectionism. Throughout the 1960s
and 1970s, the Japanese economy had flourished; and in the twenty years following the end of
World War 11, Japanese annual GNP was second only to that of the US (Katzner 4). The Japanese
growth strategy relied heavily on protectionism. In 1967, Japan levied a tariff of 30-40% on foreign
auto imports, to which a 15-40% domestic commodity tax was added. As a result, in 1966 Japan
imported only 15,732 vehicles, compared to total domestic production of 2,286,399 vehicles
(Katzner 5). The next 25 years of US-Japanese relations were preoccupied with efforts to reduce
trade barriers and increase Japanese import of American cars. Therefore, the conflict of the 1980s
continued a history of protectionism.
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The US continued the trend of protectionism initiated by the Japanese, but the economic
composition of the two countries meant these pressures were felt differently. Not only was the US
economy larger than that of Japan, but the latter’s economy was much more sensitive to trade
restrictions, given the composition of its GDP from trade. In 1981, US GDP measured in current
dollars was over 2.5x as large as Japanese GDP. However, per capita GDP, again measured in
current dollars, was more comparable; US GDP per capita was approximately 1.4x that of Japan.
However, the countries did differ significantly in their sensitivity to trade. The US trade-to-GDP
ratio was 19.4%, whereas that of Japan was 27.63% (World Bank). Moreover, consider the
following graph of bilateral imports and exports as shares of total imports and exports for the US
and Japan, sourced from the Peterson Institute for International Economics (PIIE).
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Figure 9: US and Japanese relative export and import dependence

In 1981, approximately 10% of US exports were to Japan whereas approximately 25% of Japanese
exports were to the US. Approximately 15% of US imports were from Japan, whereas
approximately 20% of Japanese imports were from the US. In terms of bilateral trade, the US
economy was less dependent on Japanese trade than was the Japanese economy on US trade.
Therefore, the same trade restrictions imposed on Japan and the US would be more likely to impact
the Japanese economy. Overall, the US had the economic upper-hand at the time of the trade
conflict. Despite low US penetration of its car industry, Japan was economically dependent on the
US, resulting in limited bargaining power to counteract the US (Griffiths). Thus, despite similar
protectionism from Japan in earlier decades, US policies may be anticipated to impact its target
differently.

In addition to being grounded in a history of similar policies, protectionism against Japan
was supported politically by US citizens. Addressing trade concerns with Japan via protectionist
trade policy was viewed in the US as politically favorable, and not only for domestic auto
manufacturers who themselves would be protected. US President Ronald Reagan politicized the
car industry both in the 1980 and 1984 presidential elections. In 1980, he campaigned on the
promise of a tougher stand on Japanese imports (Katzner 10-11). And in 1984, then-presidential
candidate Walter Mondale, campaigning against President Reagan, famously asked: “‘What do we
want our kids to do? Sweep up around the Japanese computers?’” (Samuelson).
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Objectives

The US weaponized trade in service of both narrow sectoral and broad economic aims. Of
course, these policies aimed to appease US automobile manufacturers, a key domestic
constituency. At the start of the 1980s, the US was in a recession; unemployment was rising
towards 10% and inflation was high. US companies, particularly car companies like Ford, General
Motors and Chrystler, sought protection from foreign competitors like Toyota and Nissan
(Gillespie). US politicians accordingly wanted to provide domestic producers with breathing room
to adjust to changes in the world market conditions (Crandall 278).

However, concerns for auto manufacturers were situated within broader economic
concerns regarding the country’s trade deficit with Japan. The US was concerned about the
magnitude of the bilateral trade imbalance, and hypothesized that it was unfairly exacerbated by
currency manipulation. The US accordingly weaponized trade to pressure Japan to open its
markets and address said currency manipulation. In 1985, the US sold $190 million worth of car
parts to Japan, while Japan exported $5.2 billion worth of Japanese parts to the US (Katzner 17).
And in addition to trade balance concerns, the US Government claimed that Japan had unfairly
depreciated the yen to further increase the attractiveness of Japanese imports. The US aimed to
end this unfair trading practice, and in turn address its concerns regarding its trade deficit. Between
1979 and 1985, the real value of the U.S. dollar appreciated by roughly 60% (Crandall 271). As
US exports became more expensive relative to foreign-produced goods, their competitiveness
declined. This was exacerbated by concerns that Japan had further, and unfairly, depreciated its
currency against the dollar. Moreover, American automobile manufacturers complained that the
weak Japanese yen relative to the dollar gave superior profit margins to Japanese motor companies
selling cars in the US (Katzner 14). Therefore, US trade restrictions aimed to pressure Japan to
address its devaluation of the yen.

The US’s weaponization of trade was motivated both by narrow and broad economic aims.
Protectionist tariffs on auto imports did protect domestic manufacturers. And in service of broader
economic aims, weaponization successfully compelled Japan to address unfair currency practices.
Arguably, objectives were geopolitical, as the US may have viewed its trade imbalance with Japan
as undermining its relative power. Perhaps the US was threatened by the perceived imminent
industrial and technological catch-up of Japan, motivating trade weaponization. Despite its broader
objectives, weaponization was not wholly successful. While it reduced the trade deficit, it did not
eliminate it. In 1985, Japan signed the Plaza Accord with the US, West Germany, France, and the
United Kingdom. The agreement devalued the US dollar against the Japanese yen, making US
exports relatively more attractive. The US successfully reduced its trade deficits with many
Western European countries, however that with Japan persisted (Griffiths). Still, appreciation of
the yen was achieved. Despite the more favorable exchange rate, the US trade deficit with Japan
did not disappear. However, it did decline. Trade was weaponized to protect a domestic
constituency (auto manufacturers) and to address the broader economic concern of a sizable trade
deficit. In the short term, the narrow economic objective was reached but the broader economic
objective continued to plague the US.
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Tools

Throughout the 1980s the US employed the following trade tools: constraining Japanese
imports via VERs, and import tariffs. Coupled with these trade tools were diplomatic tools, namely
the negotiating and signing of the Plaza Accord. In 1981, under pressure from the Reagan
administration, Japan agreed to limit the number of cars it sold to the US, known as a voluntary
export restraint (VER). The Japanese agreed to institute a three-year export quota of 1.68 million
vehicles. However, this was not far below the total level of Japanese car imports in 1980, of 1.98
million. (Samuelson; Katzner 11-12; Crandall 274). In 1984, the restraints were extended for one
year at 1.85 million passenger cars, and in 1985 they were extended again for one year at 2.3
million units. (Crandall 274). However, these measures did not do much to lower the trade deficit,
and American trade policy against Japan became increasingly protectionist.

After addressing suspected currency depreciation in 1985 with the Plaza Accord,
America’s trade deficit with Japan remained. And in 1987, the US accordingly imposed 100%
import tariffs on $300 million worth of Japanese imports, effectively blocking them from the US
market. These included Japanese computers, power tools, and TVs. Soon after, the yen continued
to appreciate. The country’s central bank attempted to suppress the yen's value, but in doing so
sparked a stock price bubble, helping to push the economy into recession (Griffiths). The Accord
and the tariffs, were not solely responsible for Japan’s economic downturn, but certainly
contributed to the strain on Japan’s economy.

Throughout the conflict, Japan did not retaliate with protectionist trade policies of its own.
As mentioned above, Japan was an easy target for the US given its political and economic
dependence on the US. Therefore, it had limited bargaining power to counteract the US (Griffith).
Moreover, perhaps its ability to respond was further eroded by its weakened economic position at
the end of the 1980s. After more than three decades of incredible growth, Japan’s equity and real
estate bubbles burst beginning in the fall of 1989, ushering in what came to be known as the “Lost
Decade.” Still, after President Reagan left office in 1989, the US trade deficit in Japan continued.
And in 1991, the deficit was approximately $43.4 billion, accounting for approximately 66% of
the entire world-wide U.S. trade deficit. Three quarters of the deficit with Japan was directly
related to automobiles and car parts (Katzner 21).

International institutions

Both the US and Japan were GATT signatories. Under GATT, countries are more likely to
use bilateral agreements (i.e. VERS) to substitute for tariff increases that could not be imposed
unilaterally under the agreement (Crandall 272). It follows that GATT likely constrained US trade
restrictions at the start of the conflict, as it relied on VERSs in the early and mid 1980s. Additionally,
the US sought a diplomatic resolution with Japan via the Plaza Accord. However, these measures
proved ineffective at eliminating the trade deficit and helping US manufacturers. Therefore,
despite having signed the GATT, the US levied import tariffs on Japan in 1987. Without GATT,
it is possible that the US would have sooner levied tariffs, as opposed to relying on VERs and
diplomatic agreements. GATT did have an effect in terms of constraining the aggressor, but only
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up until a certain point (when the US deemed non-tariff measures ineffective). Now, as a member
of the WTO, America’s ability to apply unilateral trade sanctions to individual trading partners is
limited (Bransteter).

Key takeaways

The US weaponized trade to achieve both sectoral economic concerns (protect the domestic
automobile industry) and macroeconomic concerns (reduce the sizable trade deficit with Japan).
To reduce said deficit, the US pressured Japan to further open its market to US exports, and to
appreciate its currency relative to the dollar. The US imposed tariffs on Japan, to which the latter
did not retaliate. Nevertheless, this case was not a resounding “win” for the US. While the US
succeeded in addressing alleged currency manipulation via the Plaza Accord, the trade deficit
persisted. Key takeaways include that weaponization emerged within the context of historical
protectionism. Prior to this trade conflict, Japan had in place protectionist measures against the US
similar to the studied US tariffs. Secondly, the US employed weaponization only after other means
of achieving its aims - VERs and diplomacy - proved ineffective.

As explained in the Analytic Framework, the effectiveness of trade weaponization is
determined in part by asymmetric interdependence. This interdependence is a function of
comparative size and economic development, and bilateral trade. The economies of Japan and the
U.S. were not balanced, such that Japan was relatively more vulnerable to weaponization. This
was magnified by their bilateral trade relationship; Japan’s exports and imports to and from the
US were greater in percentage terms than those of the US to and from Japan. Our framework
accordingly predicts that Japan would therefore be vulnerable to weaponization, supported by the
signing of the Plaza Accord and lack of Japanese retaliation against tariffs.

But in spite of US economic preponderance and Japanese vulnerability to weaponization,
the US failed to achieve its goal of reducing its trade deficit with Japan. Perhaps this was not an
example of ineffective weaponization but rather of unrealistic goals. According to research by the
Federal Reserve Bank of San Francisco, the large trade imbalances between the two nations were
primarily due to basic macroeconomic factors (i.e. savings) rather than any existing trade barriers
imposed by the Japanese, for example lower unit labor costs (Burton-Christie). Even if
vulnerability suggests weaponization would be effective, the underlying goals of the aggressor
must be realistic.

Natural Gas and Energy 1980s

Summary

The US had double standards in dealing with the USSR: it both tried to prevent technology
and hard currency from flowing into the USSR, while at the same time it was keen on selling its
agricultural products to the USSR’s starving population (Keefe et al., 1991). It thus in July 1982
used the declaration of Martial Law in Poland (which had been declared to contain labor unions’
strikes) to impose sanctions against all companies taking part in the construction of the Urengoy
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gas pipeline from Siberia to Europe. To stop the pipeline construction, it ended all exports of
relevant technology for the pipeline to Europe. The USSR had not received this material before
anyhow.

These sanctions were fueled by US fears that Europe grew dependent on Soviet gas and by
the wish to keep capital and advanced technology out of the USSR, while deterring it from
intervening in Poland. The applied measures stood in line of a series of US political developments
since the end of World War Il, to use trade tools for the furtherance of foreign policy objectives.
However, its measures were unsuccessful and quickly strapped (just four months after imposition).
Applying our Analytical Framework’ analysis tools, the key variables determining the US’ loss in
this trade war become clear:

Europe’s determination to achieve its goal, low economic pain inflicted on it by the US
sanctions due to little European dependency on the restricted US products, strong trust within the
Western alliance and a diplomatic way out through NATO’s negotiation facilities won the day.

Europe was determined not to abandon the pipeline project, as it was keen on getting
independent from Middle Eastern oil and gas, as well as on developing a better relationship with
the USSR. This political objective granted it a high economic pain threshold. Meanwhile, its
domestic industry could replace the now-missing US materials. The interest groups in Washington
D.C. on the other hand, who had lobbied for the sanctions to harm the USSR’s economy and attack
it in non-military ways, got their will through a new “East-West policy” on trade with the USSR.
This policy was agreed upon by all NATO members and included strengthened checks on exports
of technology and finance to the USSR.

Actors

In the 1980s, the Cold War was raging. The USSR had invaded Afghanistan in 1979 and
the US had boycotted the Olympic Games in Moscow in 1980. On both sides of the Iron Curtain,
policy-makers weighed every decision they made, taking into account benefits and disadvantages
it might bring about for the opponent on the other side (Braathu, 1983). In this setting, Western
Europe was clearly allied with the US, last but not least through the North Atlantic Treaty
Organization (NATO), founded in 1949 with the goal to “keep the Soviet Union out, the Americans
in, and the Germans down.” (Lord Ismay, n.d.). However, several European countries, among them
Germany and France, were interested in a déente with the USSR (Nephew, 2019).

Despite this constant conflict, the USSR and US remained trading partners, albeit at a
modest degree. Trade between the United States and the Soviet Union averaged about 1% of total
trade for both countries through the 1970s and 1980s. It peaked in 1979 at US$4.5 billion, exactly
1% of the United States’ total trade of the time (Braathu, 1983). Due to superior quality of US
agrarian produce (which made up % of US exports to the USSR) and technology (¥4) and the
USSR’s need for both, the bloc faced a trade deficit with the US when the presently analyzed trade
conflict took place.
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In general, the USSR was little exposed to trade, since its currency, the Ruble, was not
convertible (Keefe et al., 1991). However, it also was able to borrow dollars through its banks in
Europe. This came in handy when the USSR faced grain shortages in the early 1980s and needed
to import large amounts of wheat and corn. At the time, the USSR’s economy was down and
growth was stagnating (Braathu, 1983). The bloc thus put quite considerable hope on trade in fossil
fuels with Europe.

Before building the pipeline, in 1980, West European exports to the USSR were marginal.
They accounted for less than 0.5% of the combined GNP of the OECD. Western Europe also was
almost completely independent from the USSR’s petrofuels: Soviet oil provided 3% and natural
gas 2% of all energy consumed in Western Europe (Braathu, 1983). However, from 1970 to 1986,
USSR gas exports rose from 1% to 15% of all USSR exports to the West.

This rise in energy supply, a potential improvement of relations between the EEC and the
USSR, combined with the USSR receiving hard currency, pumping equipment, and large-diameter
pipe, worth billions of US$ (Nephew, 2019), was the apple of discord between the US, the USSR
and the European Economic Community (EEC). West Germany for example lent the Soviet Union
$4.75 billion toward the total cost of $10 to $15 billion of building the pipeline (Gwertzman, 1982).

While the EEC wanted to trade more with the USSR, its exporters were already
considerably dependent on the US market. In the beginning of the 1980s, the US’s trade deficit
with Western Europe ballooned from $16.2 billion in 1981 to $121.9 billion in 1985 (U.S. Census
Bureau, n.d.), concurrent with this trade conflict. From 1981 to 1982 it jumped by 49% to $24.2
billion, due to the strong US-Dollar. Western Europe benefited handsomely. Trade with France,
Germany, Italy and the UK accounted for nearly 40% of the US’ trade deficit in 1985 (U.S. Census
Bureau, 2020). This gave the US a lot of leverage over the EEC, should it decide to limit imports
from the EEC, which in this case it did not do.

Meanwhile, political tensions within the Soviet bloc became more and more obvious. In
1980-81, Polish workers pushed their demands for independent trade unions and the right to strike.
Due to the threat of invasion by Soviet forces, Polish security forces began to quell disturbances
and the government declared martial law. In light of these events, the USSR needed economic
success and an inflow of foreign capital to showecase its strength and advantages to its own
population. Fear of dissolution of the bloc had already caused it to militarily intervene in Hungary
and Czechoslovakia (Nephew, 2019).

This inner conflict in the USSR did not go unnoticed in the US, where two different
approaches to trade fought for influence in foreign policy-making. The first was the dogma of free
trade, the second one the use of trade tools to achieve strategic foreign policy objectives, such as
weakening the USSR. Since the 1930s, the US political fault line on trade had been economic. US
policy-makers even sought out “trade winners” like exporters and got them engaged politically.
Overall, free-trade advocates won out against the “slippery slope” of protectionism (Destler, 2016).

However, in 1979, Congress passed the Export Administration Act. It allowed for trade

controls on the basis of *foreign policy’ considerations. These added to the regulations related to
‘national security’ controls. This new tool gave the US the opportunity to not only impede Soviet
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economic and/or military capabilities, but also to signal displeasure and concern over the foreign,
or even domestic, policies of the Soviet Union.

This stance was extensively propelled by a group of neo-conservative and influential
intellectuals, who had formed the “Committee for the Free World”. It was their declared goal to
further the Soviet Union’s “disintegration from within”, by denying Eastern Europe and the Soviet
Union "Western loans, Western grain and, above all, Western technology." (Hearing, 97th
Congress, 1983).

This policy stance had caused several rifts between the US and the EEC already before
1982:in 1962 the USA almost caused a constitutional crisis in Germany, when the governing CDU
party under chancellor Adenauer had to walk out of the quorum to stop a vote from happening. It
did so in order to secure support for a US embargo against selling pipes to Russia for another
pipeline (Braathu, 1983). EEC politicians also deemed the cooperation with the USSR in energy
politics beneficial for ongoing peace efforts (Director of Central Intelligence, 1982).

Objectives

As explained above, the geopolitical objective of harming the Soviet Union by denying it
Western technology and capital lay at the heart of the US’s sanctions against the pipeline.
Additionally, it was fixated on keeping Europe independent from Soviet fossil fuels and deterring
the USSR from intervening in Poland (Nephew, 2019). Adversely, the USSR was in desperate
need of precisely this capital to build the pipeline and to get petroleum revenue to cross-finance
its economy. Its main objectives thus were of economic and domestic politics nature. The access
to Western petroleum technology additionally was both an economic and a security consideration.
Meanwhile, it could exploit the rift within NATO over the pipeline project and indeed strengthen
Europe’s energy dependence on Eastern gas (Director of Central Intelligence, 1982). Western
Europe, on the other hand, struggling with an economic downturn in the aftermath of the two
energy crises in the 70s, was more focused on getting independent from OPEC oil than worrying
about possible future Soviet energy blackmailing (Director of Central Intelligence, 1982). The
additional cash from selling pipeline material came in handy as well (Nephew, 2019).

The pipeline was built, constituting a clear failure for US policy-makers. However, a new

“East-West trade policy” was introduced after NATO-led negotiations. This new policy made
future cooperation between Western Europe and the USSR considerably more difficult.

Tools

The first US step to prevent the pipeline’s construction were diplomatic: The US offered
alternative energy supplies to Germany, such as coal or nuclear power. Both offers were rejected
in summer 1981. Shortly after martial law was declared in Poland on December 11, 1981, on
December 29, the US announced unilateral sanctions against the construction of the pipeline.
Besides several direct measures against the USSR, such as suspending Aeroflot flights to the US,
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it prohibited US-based companies from participating in or licensing material for the pipeline’s
construction. This measure did not bear fruit.

In July 1982, as Europe continued to support the construction of the pipeline, the US thus
turned its sanctions into a full-fledged export ban on technology for the transmission and refining
of oil and natural gas: any foreign company using or licensing US-made equipment for the
construction of the gas pipeline would be prohibited from making business in the US, or even face
financial penalties, as for example the French company Dresser. However, these measures were
hardly effective. As the US-industry put it, who were losing out on $2 billion worth of contracts:
“The Soviets get the equipment, the French get the sale, and the US gets left out” (Braathu, 1983).

In addition to political and economic tools, the US even applied intelligence measures.:
The CIA unsuccessfully tried to sabotage the pipeline. The agency delivered malfunctioning
products to the USSR, causing parts of the gas pipeline to blow up. It failed, however, to grind the
construction down to a halt. The only answer critical of the restrictions came from the French
government, calling the US sanctions illegal. Other than that, everybody just proceeded building
the pipeline.

Despite basically no public resistance by the EEC against the export restrictions, the US
scrapped them in November 1982, only four months after it had imposed them. This announcement
was combined with a new “East-West” policy on trade, declaring that from now on: (1) The
transfer of strategic items to the USSR would be controlled more sharply, and (2) Procedures
would be established to monitor financial relations with the Soviet Union, in order to harmonize
the alliance's "export credit policies.” (Hoffman, 2004).

International institutions

GATT didn’t play arole in this conflict. No side took the international institution’s rulings
into account.

Key takeaways

The use of trade tools for non-economic and strategic purposes is not an invention of the
last two decades, but was previously employed by US policy-makers in their fight against the
Soviet Union. In this specific case, the USA did not have leverage over its direct opponent, the
Soviet Union, due to very low trade dependencies between the two countries. The US thus tried to
pressure its own allies into submission with its own foreign policy goals by applying export
restrictions.

This was not effective due to a handful of reasons. First, The US did not weaponize its
economic clout and Europe’s dependency on the US as a major market for European exports. The
US’s few export restrictions for pipeline construction technology were not effective, as the EEC
could substitute those goods from European companies.
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This low US-American aggressiveness may be explained by the fact that the conflict
between EEC-US took place within the most important security alliance of both sides. The US
likely hesitated to adversely harm the economy of an important ally and thus refrained from more
hurtful trade weaponization.

NATO as a negotiation platform and common value system also played an integral role in
overcoming the conflict. Across the Atlantic, the US and the EEC had a strong incentive to
overcome the trade war to remain focused on defense cooperation. In the end, a NATO agreement
solved the conflict.

The US trade weaponization also was not effective, as the Europeans were very determined
about their political objectives. This gave them a high economic pain threshold. The little pain
inflicted by US sanctions did not make up for getting independent from Arab petrofuels and
achieving closer relations with the USSR. The difference in interpretation of possible trade
between the EEC and the USSR s stark: while the US mainly feared the potential dependency of
the EEC, the EEC saw the potential lock-in of friendlier relations with the USSR.

Another reason besides their ineffectiveness to quickly scrap the sanctions was that US
industry representatives pushed hard for being allowed to compete with European companies for
contracts with the pipeline. This strongly influenced US decision-making, as oil and gas companies
had large influence in the White House.

Meanwhile, GATT was not involved in solving the conflict. The Europeans could have
brought the US’s trade weaponization before the organization, but decided not to trust in the US
following its rulings and did not feel enough economic pain through the US’s export restrictions
to genuinely consider the move.

Finally, it might be considered that one of the objectives of the US sanctions was to

pressure the Europeans into a new “East-West Policy” on trade - beyond stopping the pipeline —
and thus finally successful. But this amounts to speculation (Gwertzman, 1982).

Rare Earth 2010s

Summary

China had been the leading supplier of rare earth materials, necessary components for
high-tech manufacturing industries, supplying nearly 95% of the world’s demand by 2010. As
such, countries like Japan had been dependent on the export of Chinese rare earth for hybrid car
engines, cell-phone batteries, and satellite communication devices (Hurst 2010). However, the
supply of Chinese rare earth was set to be impacted by Chinese domestic policies. The Chinese
government determined the environmental cost too high compared to its benefits, prompting them
to gradually reduce its production. This would increase the market price, preserve its environment
and workers’ health, and transfer the nation’s manufacturing structure to high-tech industries by
increasing investments (Armstrong 2013).
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Within this context, a geopolitical issue arose in September 2010 that complicated the flow
of rare earth due to tensions around the disputed territory of the Diaoyu/Senkaku islands in the
East China Sea. As both China and Japan claimed sovereignty over these islands and its
surrounding waters, tensions escalated when the Japanese Coast Guard apprehended a Chinese
fishing boat near the islands. China viewed this as an encroachment on Chinese sovereignty,
resulting in Chinese suspension of high-level contracts with Japan. Among its retaliatory actions
was to weaponize the export of rare earth to leverage against Japan. Soon after the incident, rare
earth import shipment to Japan had been delayed due to reshipment checks (Inoue 2010).

This action was not lost on Japan, as it reacted to the attack on its supply chain. Given its
weaker position vis-&vis China, Japan re-aligned its position by building rare earth supply chains
outside of China, developing production mechanisms with greater efficiency on the use of rare
earth, jointly filing a complaint with the EU and the US against China to the WTO, and
ameliorating the diplomatic situation by releasing the Chinese fishermen. While Japan had released
the fishermen, ultimately China did not get the apology or the resolution to the territorial dispute
that it wanted. Thus, Japan, even as a dependent on rare earth, was able to undermine the stronger
Chinese position through diversification and shifting its production capabilities. As a result, China
once again returned to the status quo of its rare earth exports before the incident.

Actors

The relationship between China and Japan, the third and second largest economy in the
world, is one that is complex and nuanced, especially as historical issues continue to serve as
impediments to political and economic cooperation. In Asia, the memories of Japanese colonialism
and modern attitudes towards its transgressions from the past remain very relevant to ongoing trade
and political issues. This is no different when considering the territorial dispute of the
Diaoyu/Senkaku Islands. China maintains its sovereignty over the islands, claiming ownership
since the Qing Dynasty until it had been forcefully taken over by Japan during the imperialist
period. Meanwhile, Japan claimed its possession of Senkakus with the support from modern
international treaties, referring back to the 1895 Treaty of Shimonoseki and 1951 San Francisco
Peace Treaty (Dan 2018). With this context, Japanese action that directly confronts this issue could
not be ignored by China, as its inaction could be a negative signal, at worst acquiescing to Japan’s
colonial history and undermining Chinese pre-eminence and sovereignty.

In this light, more so than preserving the bilateral trade with Japan, China’s priority
revolved around resolving the incident around the Diaoyu Islands in order to not lose face with
respect to the Japanese. This is particularly poignant given the recent ascension of President Xi
Jinping whose “Chinese Dream” sought to re-establish Chinese pre-eminence in world affairs.
Thus, the Chinese government prioritized the projection of a stronger China, proving not only its
economic but also its political power, where it sought to strengthen nationalism as a tool to fortify
the administration’s hold on power.

Meanwhile, the Japanese economy has benefited from the increased demand for high-tech

goods. Japan is a major producer and exporter of sintered rare earth magnets, nickel-metal hydride
batteries, auto catalysts, digital cameras, and the largest global producer of hybrid electric vehicles
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(Hurst 2011). As a necessary component to manufacture these goods, Japan has become
increasingly dependent on the import of rare earth, which China has become a major exporter to
the country, developing an unequal trading partnership vis-avis rare earth material.

Objectives

Although China had already taken steps to reduce the production of rare earth due to
environmental and safety concerns, the incident around the Diaoyu Islands precipitated its actions
in at least delaying the export of rare earth to Japan. For China, the priority was not on maintaining
this trading relationship but on its external signaling against Japanese assertive behavior with
regard to what it considered its sovereign territory. This was the approach of the Chinese
government, due in part to the political structure of China, where the Communist Party as the sole
party must encourage domestic support for its policies. Retaliating against Japanese actions that
served to undermine China’s position was one way to do this, helping to unite the public through
nationalistic rhetoric and action to support the government.

During this incident, China sought to use its economic power to compel Japan to acquiesce
to an apology, reparations, and the release of the captain. With the understanding of Japanese
dependence on rare earth, China withheld shipments of this export during the dispute while
awaiting these demands, as it had a clear upper hand in this particular resource, initiating a trade
war.

Tools

Trade between Japan and China have been increasing over the past 45 years from $1 billion
to $317 billion, China representing more than 20% of Japan’s total trade and Japan becoming
China’s third largest trading partner (West 2020). Thus, the major tool used by China was export
restriction of rare earths and delaying exports by thorough inspections. Under the WTO rules of
fair trade, any official banning of exports is prohibited and would permit Japan to file a formal
complaint with the WTO. However, China issued an administrative halt to shipments for three
weeks, which simply prevented the loading of exports to Japan and is much harder to prove under
WTO rules (Bradsher 2010). Later when Japan complained about the coincidence between the
incident near the contested waters and shipment delays, Chinese officials denied its responsibility
and instead blamed the overzealous Chinese suppliers as the cause (Jha, 2010).

To overcome the situation, the Japanese government decided to set aside 53.3 billion yen
for the following measures to reduce dependence: 19.7 billion towards developing rare-earth
minerals abroad, 1.6 billion towards recycling, urban mining and developing alternative
technology by the government and the private sector, 16.3 billion towards developing offshore oil
and gas in Japan, 8.9 billion towards a pre-feasibility study on methane hydrate deposits, and 6.8
billion towards a study on cobalt rich crust and other undersea reserves (METI 2011). Furthermore,
Japan also diversified its supply chains by expanding their trade partners other than China. State
efforts originated in the Japanese Ministry of Foreign Affairs (MOFA), the Ministry of Economy,
Trade, and Industry (MET]I), and the Japan Oil, Gas, and Metals National Corporation (JOGMEC).
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MOFA and JOGMEC focused on creating new supply chains, by increasing rare earth imports
from Canada and the US. It also increased rare earth wastes from Vietnam, extracting rare earth
from recycling the waste. METI devoted efforts into developing technologies that would reduce
Japan’s reliance on rare earths. For example, Toyota and Tesla Motors jointly developed an
induction motor that did not rely on such elements. Hitachi Metals also developed a technology
that could reduce the amount of dysprosium used in electric motor magnets without affecting
performance (Shida 2019).

In addition, Japan filed a complaint against China to the WTO regarding the rare earths.
Understanding the futility of a suit against China for delaying exports, Japan instead targeted
China’s overall control of rare earths. Thus, Japan jointly filed a complaint with the US and the
EU. They argued that Chinese companies had been unfairly subsidized by the Chinese government
as Chinese companies could buy rare earth for lower than market price while the other companies
had to pay an increased price due to China’s export quotas. This would result in a lower price for
products given the cost advantage in raw materials.

International institutions
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Figure 10

The US, Japan and the EU, protested China's improper conduct on restricting the
production and international trade of rare earths. These countries were critically affected by
Chinese restriction as their high-tech industries were dependent on imported rare earth. These
countries sued China at the WTO and argued that, first, China’s export taxes on rare earth products
should be removed as primary rare earth materials were unlisted in the Protocol on the Accession
of the People’s Republic of China. Second, China was violating the WTQO’s terms and protocols
by substantially restricting the export of rare earths. Third, China’s regulation and allocation of the
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export permit was also violating the promises made in WTO protocols. On the other hand, China
claimed that its policies were justified by Article XX and Article XI of the GATT 1944, as the
purpose was to protect nonrenewable resources, the environment, and human health. Nonetheless,
China lost the WTO rare earth dispute case as the export restrictions did not meet the requirements
of the exceptions in the Protocol.

Key takeaways

First, as a result of the WTO decision, China canceled its export quota and export tax on
rare earth products in 2015 (Shen et al. 2020). Moreover, China could only accomplish parts of
its objectives. China was successful in the release of the detained Chinese fishermen, but did not
receive any apologies from Japan nor could they resolve the territorial dispute in its favor.
Arguably, since the conflict involved high stake territorial issues, both sides were willing to endure
a significant level of economic hardship in the dispute.

It is important to note that China had used its monopoly power to halt exports of their
natural resources. In November 2009, the US, the European Union, and Mexico filed formal
complaints with the WTO against China for limiting access to yellow phosphorus and eight other
materials. (Blakely et al. 2012) China is increasingly using its highly valued natural resources to
influence non-economic issues. There is a high chance that China will use its upper hand in natural
resources as a weapon against other countries in the near future.

Japan learned a lesson that China possesses a powerful economic instrument to employ
against nations that depend on Chinese resources to sustain their economic livelihood, and this
lesson can also be applied to other countries in the future. As a result of this trade war, Japan
reduced its dependence on Chinese rare earths to 55% in 2015, compared to the 86% in 2010
(Vekasi 2018). Although naturally, the country in the more powerful position would be expected
to gain from the trade war, the country in the weaker position could undermine this position if it
has the ability to shift the dependence through alternative sources, through changing production
methods, or a combination of both. This is precisely what happened in this particular case as
Chinese delay of exports led to Japan decreasing its dependence on Chinese exports as it sought
alternative exporters (US, Canada, Vietnam, and Australia) and further developed efficiency in
material processing.

4.3 Economically-motivated case studies

Pasta War 1980s

In 1975, the US imported approximately 54 million pounds of pasta, of which 10 million
pounds were from Italy. By 1985, pasta imports had skyrocketed to 175 pounds, of which 110
million were from Italy. Responding to this surge, the American Pasta Association filed a petition
against the imports with the US Trade Representative in 1981. The petition argued that European
pasta makers were unfairly advantaged compared to American producers, as the European
Economic Community (EEC) gave pasta makers between a 5-12% subsidy per pound of pasta
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exported. The Reagan Administration responded favorably, and in 1984 imposed import tariffs on
European pasta. These tariffs aimed to punish the EEC for unfair pasta production practices, and
for prior concerns regarding US citrus exports to Europe. Moreover, they protected domestic US
noodle-makers, whose 2 billion pound pasta production was forecasted to be rapidly taken over by
European imports (Time; Molotsky). When the Pasta War was resolved in 1986, the EEC agreed
to reduce its export subsidies. The US in turn agreed to stop contesting the EEC’s citrus trade
practice (UPI; Raum).

The Pasta War emerged within the context of preexisting trade tensions between the U.S.
and the EEC. Tariffs on European pasta imports intended to, in part, retaliate against Europe’s
treatment of US citrus exports. The EEC had imposed more favorable tariffs on lemons and
oranges supplied from countries around the Mediterranean, including Morocco, Algeria, Tunisia,
and more (Time; Molotsky). According to Willy De Clercq - the EEC’s Commissioner for External
Relations in Brussels - preferences on citrus imports aimed to contribute to the economic and
political development of these Mediterranean countries, and did not benefit the EEC economically
(Molotsky; UPI). Despite the stated aim of such practices, in 1985 the US imposed import tariffs
on European pasta exports; tariffs were 40% on the value of imported eggless pasta and 25% of
pasta varieties made with eggs (Time; Molotsky). The ECC accordingly unilaterally retaliated by
imposing tariffs on American lemons and walnuts (Geyelin). Tariffs lasted for seven months until
August 11, 1986, when the US and the EEC agreed to end the conflict. Both agreed to dismantle
the trade restrictions on pasta, lemons, and walnuts introduced in November 1985 (UPI). The EEC
agreed to reduce European pasta export subsidies by 27.5% (Raum). And the US conceded to no
longer contesting the EEC’s preferential deal with Mediterranean countries (UPI).

Three key takeaways from this conflict include (1) the employment of a trade
weaponization as a domestic political tool, (2) when countries are economically balanced,
achievement of all objectives is unlikely, and (3) the weakness of international institutions. Media
coverage and commentary by US politicians seemingly escalated the rhetoric about a “trade war,”
evidencing the politicization of this term that continues today. In an interview with then Vice
President George Bush, he said that he had “‘never seen Congress so up in arms’ about foreign
competition,” despite the fact that the recent US trade history was full of similar trade conflicts
(Geyelin). Moreover, the US did achieve its aim of reducing the EEC’s export subsidies for pasta
manufacturers. However, it accordingly agreed to no longer contest the EEC’s preferential
treatment of Mediterranean exports in the citrus industry. The US did not resoundingly “win,”
perhaps due to the fact that the aggressor and agresse were more balanced economically. As stated
in the Analytic Framework, the effectiveness of trade weaponization is determined in part by
asymmetric interdependence. The size and development of the US economy compared to that of
the EEC were balanced, as was bilateral trade. Interdependence was accordingly symmetric, which
can explain the ineffectiveness of weaponization in this case. Lastly, throughout the conflict the
US continually disregarded GATT dispute settlement provisions, and both the US and EEC
imposed tariffs without GATT approval, evidencing the weakness of international institutions
(Zangl).

Still, the conflict did not escalate to a full-blown trade war or to a broader political conflict;

instead, both parties limited tariff-hikes to a few commodities. According to our theoretical
approach, this may be due to the aggressor's motivation for weaponization, which was narrow
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sectoral economic concerns rather than broader geopolitical goals. Moreover, since the parties
were close allies, an escalation of the conflict could have produced negative security externalities
for both. Given said externalities and relatively low stakes, both sides were unwilling to start a
full-blown trade war, despite the absence of strong multilateral trade institutions.

Textile Conflict 1980s

On January 1st, 1979, the US and China established full diplomatic relations. One side is
the economic and political hegemony of the world, the other side is a developing country that just
started to open up. Two governments moved to eliminate the remaining legislative and
administrative hurdles to commercial relations (Sullivan, 376). In July 1979, the US and China
signed the agreement on trade relations, establishing normal economic and trade relations.
However, in the same year, the US unilaterally announced to restrict the quota growth rate on
seven categories of textile that China exported to the US (Weidenbaum, 91). In 1983, they walked
to the point of a bilateral trade conflict: because the US government expanded the restricted
categories from seven to thirty-six in the textile imported from China, the Chinese government
quickly reacted to reduce the imports of cotton, chemical fiber, and soybeans from the US by two-
third, compared with the import amount in 1981 (Wang, 227). The trade dispute ended with an
agreement that the US government allowed China's exporting growth rate to increase from 1.5 %
to 3.5% each year covering 34 textile items.

The main purpose of the US is to protect its domestic textile industry. In China, the textile
industry had been reformed and became the pillar industry after the Chinese economy opening up
in 1978. The decline of the US textile industry offered a golden opportunity for Chinese textiles to
enter the US market. From 1978 to 1982, Chinese textile exports to the US increased sevenfold
(Shen, 58). The domestic American textile manufacturers suffered a huge loss and pressed the
government to restrict Chinese textiles. Also, at that time, the relations between two countries was
not very stable (Lukin, 1151), with political and economic frictions in various fields. Moreover,
President Ronald Reagan was conservative and a protectionist that supported protecting the
domestic textile industry by restricting external competitors.

Chinese textile had strong competitiveness worldwide because it had advantages over other
low-cost producing countries: a highly skilled work force and its own production of natural and
synthetic fibers (Hughes). At that time, such cost-effective and fast-growing textile factories were
mainly available in China. For the US, the feasibility of transferring textiles imports from China
to from other countries was limited. For China, textile exports grew rapidly to 18.7% and became
the largest single export item in 1983; one of the main importers was the US. The overall capacity
in China far exceeded its domestic demand which made seeking overseas markets inevitable.
Chinese exporters even competed for the American market. Therefore, China would not
compromise on the US’s restriction and quickly unilaterally retaliated by reducing American
agricultural imports. The opposition has grown louder in the US. China's retaliation put the US
into a dilemma between the pressure from senators of textile states and the pressure from
congressmen of farm states (Yan 26). Agricultural exports played a critical role during the 1970s-
1980s farm boom and financial crisis in the US. Finally, in 1983, the US congressmen of farm
states came to mediate the domestic interests dispute and promoted the US government signing a
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5-year agreement that increased China's textile exporting growth level. China, therefore, withdrew
the restriction on agricultural imports from the US.

The Reagan administration has failed to achieve its economic objectives. Agriculture was
the dominant industry of the US economy and had power to pressure the government to offer a
concession. Therefore, as our theoretical model would suggest, powerful vested interests can play
a relevant role in the definition of the outcome of trade disputes, sometimes reinforcing the
economic pressure imposed by the aggressor. Although it was quite weak in terms of GDP, China
successfully seized on the weakness of the importance of agriculture to the US economy and
quickly fought back, forcing the US government to compromise. It represents the asymmetric
interdependence between the US and China, which the US agriculture is dependent on Chinese
purchasing and Chinese textile is dependent on American purchasing. In this across-alliance case,
both sides were hurt in varying degrees from this dispute. It is obvious to learn that when two
countries are asymmetric interdependent, any restriction on one imported good will very soon
affect another exported good. Protection of a selected industry is costly for the rest of the economy.
Governors should normative consider the economy as a whole and then decide what trade policy
and strategy to pursue.

Computer and Software 1980s

In 1985, on September 7, the Brazilian Independence Day, then US-president Ronald
Reagan declared tariffs against Brazil’s main exporting industries. His stated goal was to open up
the Brazilian market to US computer and software producers, which had been allegedly banned
from both selling and producing in Brazil by the Brazilian “IT Law” just one year earlier. The US
tariffs mainly hit the strongest exporters of Brazil: producers of shoes, food, small airplanes and
car engines. These sanctions caused Brazil to change parts of the IT Law. However, the US also
scrapped its sanctions because Brazil’s economy tanked. The US administration wanted to protect
a “friendly” democratic country in Latin America (P. B. Evans, 1989).

The US in 1985 was a far stronger and economically more potent nation than Brazil (GDP
p.c. in constant 2010 US$ of $32,132 in the US vs $7,864 in Brazil, and the US having a population
of 237.9 million vs. Brazil’s population of 135.3 million). Yet, in the years from 1980-1985, the
US global trade deficit had ballooned from $16 billion to $150 billion. The trade with Brazil had
shifted from a minor surplus to a deficit of $4.3 billion (US Census Bureau Foreign Trade, n.d.). The
US now took off 26% of Brazil’s exports (Bastos, 1994), the industries of which Brazil had
protected and nurtured before. US lawmakers thus were on a mission to project strength to their
voters, shrink the trade deficit and prevent the “leakage” of industries and capabilities to other
countries, like with the semiconductor industry to Japan (P. B. Evans, 1989).

In light of its international trade deficit, US lawmakers thus pushed all around the globe
for the opening up of markets they knew US producers had an advantage in (e.g. agricultural
products in Europe, insurance services in South Korea, computers to Brazil) (P. B. Evans, 1989).
This push was motivated by US domestic politics and in non-compliance with GATT regulations
(Brazil actually had the right to nurture an infant industry, which was also deemed to be critical
for national security), not supported by US Trans-National Companies (TNCs) like IBM who had
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already found a way around the IT law (scrapping the Brazilian IT law would have led to only $60
million additional computer exports) and didn’t foresee the stark political outcry about “economic
colonialism” it caused in Brazil (Bastos, 1994).

Meanwhile, Brazil was undergoing a change from military dictatorship to democracy in
1984/5, while also being hit by a worldwide economic crisis after the oil shocks in the 70s, in what
is usually called the “Latin American Loss Decade”. The Brazilian population saw itself as a
developing nation, in desperate need of high-tech knowledge, such as computer technology, to
catch up with advanced industrialized nations. Its computer industry was led by the governmental
“Special Informatics Secretariat” (SEI), whose main goal was to preserve the industry (Bastos,
1994).

The sanctions against Brazil’s main exporting industries did cause these industries to lobby
against the IT law within Brazil, but only made some minor gains possible, such as protecting
software under the IP law (P. B. Evans, 1989). However, besides the sanctions, other important
changes took place in the Brazilian public political sphere: With the end of the military rule,
disagreements about the IT policy within the government, the industry and between different
ministries became apparent and could be voiced. The Ministry of Communications saw it as a
barrier for the modernization of the telecommunications infrastructure and the Ministry of Finance
worried about a fall in exports to the United States in the context of the Brazilian debt crisis, both
undermining the SEI’s tough stance on the law (Bastos, 1994).

When US computer TNCs also started to lobby in the US against the sanctions because
they undermined their relationship with Brazilian partners and Brazil’s economy began to falter in
1988, the US scrapped its tariffs. Protecting a conservative and democratic government in South
America was deemed more important than domestic politics demanding tough action against the
trade deficit (P. B. Evans, 1989).

This case study underlines two key findings from our theoretical background analysis: the
roles of trade dependency and of determination for the outcome of a trade conflict. The US had
the upper hand and large economic leverage over Brazil, as Brazilian exporters depended on the
US market to sell their products. However, the effects of this dependency on the Brazilian
negotiation position were severely limited by its strong determination to develop its own computer
industry. This stance was supported both by the Brazilian public and the executive government.
Only when the Brazilian political system liberalized and more opposing views were admitted —
especially from the business sector and other ministries than the foreign and security ministry —
did Brazil offer trade concessions. Trade weaponization is thus more likely to be successful if the
targeted country’s bureaucracy has to accommodate different policy preferences and is relatively
open to demands of sectoral interests, as is more usual in a democracy.

The US’s determination was largely bolstered by public opinion demanding a lower trade
deficit. This call for tariffs could not withstand the opposing tide of the US computer industry’s
lobbying against the tariffs and the political interest of the US administration to support an ally by
lowering the tariffs again (although Brazil is not a NATO member, it was back then an important
regional ally). This case took place within an alliance, facilitating the timely end to the conflict. In
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the end, the large US economic clout did thus not succeed completely in opening up the Brazilian
market.

Banana War 1990s

The European banana market was the world’s largest in the 1990s, where approximately
5.5 million tons of bananas were imported on a yearly basis, more than 70% of which came from
Latin America and 17% from the African, Caribbean, and Pacific (ACP) countries (BBC News).
Due to a European Union trade practice of giving preference to its former colonies in ACP, on July
1, 1993, a common banana trade regime (BTR) was introduced by the EU (Bustamante, 53). It
differentiated among three types of banana imports, using a tariff rate quota system: ACP banana
producing countries, non-ACP banana producing countries, and the third-party countries (Harris
etal., 182). This regime allowed ACP countries duty-free access to the EU while restricting exports
from non-ACP countries by imposing a duty. Since the US companies, Dole and Chiquita, owned
a majority of banana farms in Latin America, they launched an aggressive and costly lobbying
campaign in Washington and urged the US government to file eight separate complaints to the
World Trade Organization (WTO) (Bucheli 2005). The EU agreed in 2009 to gradually reduce
tariffs on bananas from Latin America, however, it was not until 2012 that the EU and ten Latin
American countries had signed an agreement that formally concluded all the eight WTO cases,
ending the 20-year longstanding trade war. What was interesting and ironic was that the US & the
EU, the two loudest dissenters in this lawsuit marathon, were even not producers of bananas for
mass trade.

Before 1993, countries in Europe pursued their individual trade regimes (Guyomard& Le
Mouel, 150; Read, 260). The Single European Market established in 1992 made it possible to
eliminate internal border restrictions that aimed at achieving the free flow of goods, people, capital
and services, and a tariff rate regime that consisted of the solution finally adopted in 1993. The
disputed issue on bananas was the consequence of the EU trade practice which gave preference to
its former colonies. Subsequently, in the WTO Panel inquiry of regime legality, WTO condemned
these preferences violating international trade rules on many occasions, and later even authorized
the US and Ecuador to take retaliatory actions such as slapping tariffs on some EU exports.
Besides, the WTO has also been working to enhance the protection of interests of developing
countries, which was the reason why it supported the propositions of the US and the farms in Latin
America.

In September 1997, the WTO ruled that the EU's banana import regime was inconsistent
with WTO rules. After further consideration, the EU introduced a new banana import regime in
January 1999. In April 1999, however, the WTO again ruled that this new regime was incompatible
with the EU's WTO obligations. It was at this stage that the WTO authorized the US to impose
sanctions up to $191.4 million per year on EU products entering the U.S. market and granted
Ecuador authorization to impose sanctions up to $201.6 million per year on EU exports to Ecuador
(WTO 2005). This case is merely 1 of 7 out of 315 cases that have reached the stage where the
WTO has authorized retaliatory penalties.
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In this case, the main problem of the WTO is its inability to enforce its rules. The WTO
has ruled the EU’s banana regime illegal twice, however, it was unable to make the EU submit to
its decisions, simply because its rules on compliances were rather unclear.

It was a trade war within alliance and had comparable economic strength that the GDP was
$6.859 trillion in the US and was $7.837 trillion in the EU. The economic symmetries between
aggressor and agresse led the trade war to last 20 years to resolve. Chiquita and Dole were highly
dependent on the EU market, but the EU had a good alternative source of imported bananas from
ACP countries. Although the US was more vulnerable on the banana trade, it successfully used
the WTO’s regulation on political preferences to make a legitimate appeal. It is clear to see those
big multinationals possess strong influences over the government in taking actions to solve a trade
dispute so as to gain favors. Both the US and the EU are perfectly capable of fending for
themselves in international trade. The US was involved mainly to satisfy Chiquita and Dole as
well as avoiding troubles at its borders; while the EU was trying to protect the benefits of its old
colonies and therefore maintain a sort of “Sphere of Influence” in those parts of the world. Both
parties were making decisions based on their domestic interest groups, directly or indirectly. By
studying this case, we can easily see how the international mechanism and organization interact
with major powers in settling disputes. While multilateral arrangements designed to address
conflicts among countries or blocs are already in place in order to prevent escalations, the influence
of such mechanisms is still relatively limited, and the power of nation states still mighty.

Steel Tariffs 2000s

Even before 2002, there had been an overproduction of steel. Consequently, the glut of
steel put downward pressure on the price of steel, decreasing dramatically, and had the potential
to cause serious harm to the steel industry, which could not decrease production costs. The steel
industry itself was largely unprofitable. However, governments continued to subsidize this
industry in many countries given desires to prop national steel industries. For many countries, steel
was essential to all domestic industries. Allowing them to shutter would increase trade
vulnerabilities as these industries would now become dependent on foreign imports. Tangentially,
as national steel industries were positioned firmly within many domestic supply chains, the loss of
such industries would inevitably lead to a loss of jobs, increasing unemployment, and have the
potential to affect other industries, leading to a domino effect in the national economy.

This was the experience of the US steel industry, whose problems were made even more
acute by the increasing numbers of steel companies listing bankruptcy. In an effort to promote
domestic production of steel from the oversupply for international steel, the US imposed tariffs on
EU steel in March 2002. However, the tariffs were not able to bring about its intended goal, as the
EU responded with a retaliatory tariff on US steel products and other goods and filed a complaint
to the WTO over the issue.

In doing so, the US attempt to protect its national steel production backfired due to the
EU’s retaliatory tariffs, affecting a range of major US industries. In addition, the WTO’s ruling in
favor of the EU enabled additional EU tariffs on US goods. The US lost interest in its tariff policies
and ultimately withdrew its tariffs in November 2003.
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Ultimately, the US tariffs had failed and left the US states that President Bush intended to
help in a worse position. The employment gains in factories that made raw steel were outweighed
by job losses in other industries, especially in those companies that used raw steel into parts for
cars and appliances. While the tariffs allowed for higher steel prices in the US, up to 200,000 jobs
were lost in industries that used steel as an input component, leading to material shortages,
production delays, and increased costs. The biggest job losses were in California (19,000) and
Texas (16,000), but Rust Belt states like Ohio, Michigan, Illinois and Pennsylvania also suffered.
19% of the burden from increased prices was passed along to consumers and 32% of
manufacturers, including automakers, reported production delays (Palmer 2018).

The US administration was concerned about its collapsing steel industries. Since the 2000
Presidential election, 21 US steel companies entered bankruptcy proceedings, including the two
largest steel companies, Bethlehem Steel and LTV, which represented about half of the US
steelmaking capacity and jobs (Hufbauer & Goodrich 2002). Protecting these industries had been
a campaign promise of the Bush administration and the Republicans, allowing them to win over
the steel industry and winning in a Democratic stronghold West Virginia after promising to look
out for steelworkers’ interests. Thus, the Bush administration felt the need to deliver on this
campaign promise with strong government intervention.

On the other hand, the EU wanted the US to resolve the steel crisis without using trade
barriers but to diagnose the foundation of the problem. Pascal Lamy, the trade commissioner of
the European Union, stated that the EU was willing to reduce its steel capacity and output if the
US refrained from imposing trade restraints and took parallel measures to reduce high-cost
capacity. (European Commission 2002) However, as the US announced temporary tariffs on
European steels, the EU decided to impose retaliatory tariffs on US steel and other goods.

For the US steel workers, 98% of the US steel consuming sectors employed less than 500
workers. (York 2018) Considering that the majority of the manufacturers were small businesses,
the US steel industries were composed with price takers who had to accept the higher input costs
caused by the tariffs, not with price influencers. The effect was apparent after the steel tariffs that
nearly 200,000 jobs were lost in the steel consuming sector, which was larger than the loss of
187,500 jobs in the steel producing sector.

The temporary tariffs were imposed to prop up the US steel industry from foreign dumping.
Although national security advisors worried that the tariffs would strain US-EU relations, the
administration believed that further damage to those ties would be outweighed by the scope of the
crisis in the steel industry. Thus, the Bush administration hoped to create breathing space for the
steel industry to overhaul itself, and to force Europe to shut down excess production capacity,
rather than directing the stress of the industry onto US steel plants, which would have to close as
a result of diminishing profitability. The EU was willing to negotiate with the US on how to
efficiently manage the overcapacity of steel products but the US initiatives to impose tariffs
countered the EU’s diplomatic efforts. Thus, the EU imposed retaliatory tariffs against US goods
to first protect its steel industries and to terminate the US tariffs.
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In an effort to protect the domestic steel industry, the US imposed temporary tariffs from
8% to 30% on a range of imported steel products. These tariffs affected products used by US steel-
consuming manufacturers, including producers of fabricated metal, machinery, equipment,
transportation equipment, and parts; chemical manufacturers; petroleum refiners and contractors;
tire manufacturers; and nonresidential construction companies (Francois & Baughmen 2003).

In response to the US tariffs, the EU imposed retaliatory tariffs on US goods, especially on
textiles, steel, and citrus products. The EU chose industries in politically important states,
including Florida, Pennsylvania, West Virginia, and Wisconsin that would get the president’s
attention. In specifically targeting the goods from these states, the EU would undermine President
Bush’s popularity in these states, critical during the presidential election, to compel Bush to
capitulate. Moreover, these were the states which would have benefitted from the US tariffs on
imported steel, according to EU officials.

The EU also filed a complaint with the WTO and published a list of American products
that it would threaten to tax up to 100%. In November 2003, the WTO ruled against the US steel
tariffs, saying that they had not been imposed during a period of an import surge - steel imports
had actually dropped a bit during 2001 and 2002 — and that the tariffs therefore were violation of
America’s WTO tariff-rate commitments.

The US-EU steel tariff case was filed by the EU with the WTO. The WTO ruling authorized
more than $2 billion in sanctions; the largest penalty ever imposed by the WTO against a member
state. (Ackman 2003) Nonetheless, even after receiving the verdict, the US administration declared
that it would keep the tariffs. In retaliation, the EU threatened to counter with tariffs of its own on
products ranging from Florida oranges to cars produced in Michigan, with each tariff calculated to
likewise hurt the President in a key electoral state. Therefore, in December 2003, the US backed
down and President Bush withdrew the tariffs.

The benefit of using protectionist policies to save very few steel-making jobs in the short
run had been significantly outweighed by the unintended consequences of higher prices and job
losses in other industries. In making future policies to revitalize manufacturing, policy makers
should also consider the effects across other industries. The lessons learned from 2002 should also
be applied in President Trump’s new tariffs on steel and aluminum products as the EU already
planned to retaliate against Kentucky and Harley-Davidson motorcycles. (Long 2018) Similar to
how the EU responded in the past, Kentucky is the home state of Senate Majority Leader Mitch
McConnell, and Harley’s main production factories are in Pennsylvania, Wisconsin and Missouri,
key states that voted for Trump. Again, the EU is attacking the major industries of states which
support the current US administration.

This case also illustrates that the presence of vocal interest groups can affect the outcome
of trade wars. Although the United States, as a large rich country, could in principle endure the
economic impact of $2 billion in sanctions, the sectoral impact was politically untenable —
especially since the conflict did not involve high-stake geopolitical goals. That corroborates the
hypothesis presented in the theoretical framework that strong vested interest — the “commercial
fifth-column” — in a weak state can be a source of vulnerability.
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4.4 Summary and analysis
4.4.1 Why states weaponize trade

Among the key takeaways from our case studies is the fact that states weaponize trade for
either geopolitical reasons (often motivated by foreign policy objectives of government officials)
or economic reasons (often motivated by industry or consumer lobby groups, or by more narrow
economic concerns). In order to understand the “willingness to suffer economic pain” and thus the
determination of the country to win a trade conflict, it is important to understand the objectives at
the core of escalating trade conflicts. As we have found, states with geopolitical objectives are
more resilient towards economic pain, and a compromise is not always reached. Examples are the
US not achieving its objectives in the gas pipeline conflict in 1982 and the US sustaining large
economic losses throughout the Oil Embargo in 1973 while not giving in to the Gulf States’
demands.

Understanding states’ objectives is further relevant, as economic concessions by the
aggresse might not solve the conflict if they are not combined with a simultaneous political
compromise, in case the aggressor does not have economic, but political objectives in mind.
Official statements might not always reveal the actual geopolitical motivations in a trade conflict.
In the Banana War between the US and the EU, for example, official language was focused
completely on unfair tariffs, whereas behind the scenes European countries wanted to keep their
influence in former colonies.

Over the past decades, economic reasons for trade weaponization have been accompanied
and often caused by the shift in economic balances between trading partners. Sometimes, they
even break out due to announced policies that might possibly shift the trade balances. Such policies
are called “beggar-thy-neighbor” policies. Propensity and intensity of such trade conflicts in the
studied cases often were caused by the loudness with which impacted industries could voice their
concerns to their states’ governments. Two main reasons for such a trade dispute can be identified:

1. Countries can resort to protectionism as a way to promote their infant industries, improve
their terms of trade, secure the domestic supply of defense-sensitive goods (as in the case
of BRA-US, 1985), or simply to benefit relevant domestic interest groups (as in the
Chicken War between the EU and the US in 1962) These protectionist policies can trigger
trade weaponization, when an economically stronger trade partner tries to break them up
to open the market for its own producers, as happened in both mentioned cases.

2. Just opening up other markets is however not the only objective of countries with strong
and dominant industries. In the analyzed cases of (US-JPN, 1980) and (US-CHN, 196), the
US also feared that Japan’s and China’s new industries would put US companies out of
business, and so it put economic pressures on those countries for force them to shift their
export-promotion strategies. This economic objective often is borderline political and
might even have a security component. Right now, the Corona pandemic shows that even
textile industries may be relevant for a nation’s security: as in the production of personal
protection equipment for the healthcare sector. Many other industries like refineries, steel,
or computers more clearly fall into both security and economic categories. Moreover, it is
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difficult to distinguish between the geostrategic component and a purely economic logic,
when a dominant power uses trade weaponization to keep the technological and
economical gap between itself and potential contenders to its hegemony.

Already before WWII, countries also engaged in trade conflicts to more purely pursue
geopolitical goals, such as when the US restricted Japan’s access to iron and oil in 1941 to deter
its military expansion in Asia. However, the analyzed cases point to two developments concerning
this objective over the past decades:

1. States started to deliberately use the dependency of others on their resources (consumers
markets and strategic goods) for their political goals — and even started to purposefully
build up such dependencies. The dependency of the world economy on fossil fuels became
apparent when the Arab Gulf states caused a global economic crisis by restricting oil
exports in the 1970s. This tactical usage of strong dependency on a specific good forced
importing countries to adjust to the reality of the oil sector, causing a rapid international
search for alternative sources of energy. It also found imitators in other industries: China
deliberately created a monopoly in rare earths in the late 1990s and early 2000s, finally
using Japan’s dependency on Chinese exports of rare earths to pressure the Abe
government over the nationality of the “Senkaku Islands”.

2. Another development was the surge in bloc tactics. The US had seen in 1941 that its export
restrictions against Japan were only then fully successful, when it could convince the UK
and the Netherlands to stop petroleum exports to Japan as well. While the US’s trade
weaponization in this case did not have the desired effect of curbing the Japanese empire’s
expansion, the US nevertheless saw the great effect its trade tools had on the other side’s
policy decisions. It thus began to use its economic clout to pressure its allied trading
partners into a unitary and coherent aggressive political stance against the USSR during
the Cold War, such as in (US-USSR, 1982).

It should be noted that all of the assessed cases by their very nature only represent trade
conflicts and thus cannot inform the reader on the benefits of trade, which in theory outweigh its
downsides. However, several of the cases show how parties to a trade conflict think differently
about these perks of trade: either accepting the overall benefits of trade and bowing to the WTO’s
ruling (China-Japan, 2010), hosting domestic debates about whether the benefits of export
restrictions outweigh the economic pain inflicted on oneself (US-USSR-EEC, 1982) or just
blatantly ignoring trade benefits and forcing one’s will on the other party as e.g. in (US-China,
1980s).

4.4.2 How states weaponize trade

Generally, States do not apply trade tools as a measure of first resort in a dispute with
another country, especially if it is an intra-alliance conflict. Instead, aggressors will first reach out
through diplomatic channels. The case studies instead confirm what has been explained in the
theoretical background: trade measures are rather a “continuation of politics by different means”
(Clausewitz). The US for example offered Germany several alternative energy sources before it
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decided to block the pipeline from the USSR to Western Europe by applying export restrictions in
1982.

While allies might go somewhat easier on each other as in the US-USSR-EEC case of
1982, usually States try to hit the counterparty where it hurts them the most, both economically
and politically, when conflicts escalate to the actual weaponization of trade. If the other side
depends on a State’s markets for their exports, the State will apply import restrictions. If they
depend on their goods, States can curtail their own exports. China for example specifically targeted
US farms in the 1979 textile trade conflict, while in another conflict, the US put tariffs on Brazil’s
shoe exports to the US to gain access to Brazil’s electronics market. In both cases, politically strong
interest groups were targeted as a way to enhance the effectiveness of the weaponization of trade.
During and after a trade conflict, States will thus strive to lower their dependency on the other
side, as did the West after the Arab oil embargo in 1973, or Japan after China had restricted its
exports of rare earths in 2010. The cases also showed that aggresses reach out to their partners
within alliances, to see whether they can substitute exports or imports, as Japan did in its 2010
conflict with China.

Finally, the past three decades have seen a surge in trade conflicts brought to the WTO,
where the proportionality and legality of the tariffs were subsequently decided. Before, the mostly
weaker aggresses had not bothered to call to the impotent GATT for help, such as in the “Pasta
War” of the 1980s or in the case of BRA-US in 1985. WTO rulings on the other hand, often
actually led to a solution of even geopolitically-motivated conflicts, as in the steel conflict of the
US vs EU in 2002-2003, or in the case of CHN vs JPN in 2010.

4.4.3 How weaponization of trade concludes

As noted in the Theoretical Framework, key factors determining the outcome of a trade
conflict are asymmetric interdependence (in line with the substitutability of the traded
goods/consumers market), the determination of the parties to reach their political or economic
goal, the political relation between the countries and also whether or not the international
institutions, especially the WTO, can act as mediators.

As explained above, asymmetric interdependence is important since it gives states the
power to inflict higher pain on an adversary through trade tools. Key questions to ask are: Can the
traded good be replaced by another good? Can it be supplied from another country? Maybe even
from within the country hit by the export restrictions? How important is it for value production
within the targeted country? Vice versa, one can look at possible alternative export markets, if the
off-taker country applies import restrictions.

A strong additional cause of pain is that countries sometimes take too long to adapt to
changes in structural variables, allowing vulnerabilities to grow to untenable levels. For example,
in the Oil Crisis of 1973, the policies of the United States to the oil industry and to the Middle East
was no longer suitable to a scenario where it had lost its role of last resort supplier of energy and
Gulf countries were going through rapid political transformation, with an increasing regional
Soviet influence. Until there was a binding constraint, the United States did not adjust its course
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of action to new reality, accepting a level of economic vulnerability that would be otherwise
unthinkable. This type of policy lock-in is useful to explain deviations from the Realist approach.

The Oil Embargo also showcases that an asymmetric interdependence is not only defined
by broad economic power measured by GDP and trade balances. Countries with key resources or
goods, on which the economy of their trade partners disproportionally depends, have a large
advantage in trade conflicts.

Meanwhile, if the broad economic power of both trading partners is on a comparable level,
trade weaponization will reap less benefits, as shown in many of the analyzed EU-US trade
conflicts over the past decades. While the US arguably had more economic clout than the EU, the
EU’s market was large enough to weather most of the US’s trade tools’ impacts and could hit back
with force itself. Therefore, the aggressors in these cases mostly did not achieve their goals.

The fact that the US and the EU have been in a defense alliance since World War 11 also
helps us to explain why the countries have never engaged in a full-blown trade war, even though
they took part in several trade conflicts against each other. For both sides, inflicting heavy
economic hardship to a close ally would have significant negative security externalities. This is
why the conflicts mostly remained at lukewarm temperatures and did not spill-over to other
dimensions of their bilateral relations.

This dependency needs to be heard and felt in the circles making foreign policy and trade
decisions. This is why trade tools will be more successful if the targeted industry has a strong
lobby in public opinion and/or among government decision-makers, acting as what Hirschman
(1980) called a “commercial fifth-column”. In the US-BRA case of 1985, US sanctions only began
to show effects, when the Brazilian government turned from a military regime to a more
democratic representation. It thus allowed for the impacted Brazilian exporting industries to voice
their economic problems at government levels. Also, when China in retaliation to US tariffs on
textile imports from China targeted the US agriculture industry, the far stronger lobbying power
of the agricultural industry drove textile manufacturers’ concerns out of the US congress. The US
scrapped its textile tariffs to please the farmers.

This also applies vice-versa: A state deploying export restrictions will harm its own
industry as well. If the harmed industry has a strong lobby, it might weaken the restrictions or
cause them to end early, as happened in the US-USSR-EEC case in 1982. US construction
companies fought the export restrictions for pipeline material, as they wanted to participate in
building the EEC-USSR gas pipeline.

Therefore, as suggested in the theoretical framework, strong domestic interest groups also
influence a country’s determination when responding to trade weaponization, or formulated
differently: how much economic pain a country is willing to tolerate in order to achieve its goal.
In the end, this boils down to an analysis of domestic interest groups:

1. How strong is the voice of the industry harmed by the trade conflict within a country? Does

the political system allow them to be represented? Does it have the organizational
capabilities to make itself heard?
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2. On the other hand: how important is the political or economic goal which is targeted by the
tariffs? One again has to ask: which are the political interest groups? How strong is their
voice?

In the US vs EU pipeline case of 1982, the US had a determined lobby pushing for
geopolitically-motivated sanctions against the pipeline. This lobby group first out-maneuvered
said US businesses who would have liked to participate in the pipeline’s construction. On the other
side in Europe, the political determination to build the pipeline was too large to be impacted by
the US export restrictions.

Equally, the US would not have accepted the risk of a victory of Soviet-backed Egypt and
Syria in the Yom Kippur war. It thus stood with Israel and sustained the economic damage of the
oil embargo, in spite of its widespread harmful effects in the American economy. Therefore, when
it comes to geopolitical objectives, the pain threshold seems to be higher and so countries are
willing to endure more economic hardship.

Additionally, weaponization of trade develops differently whether the trade parties are
within or across alliances. As suggested in our theoretical framework, trade weaponization against
an ally (non-ally) brings about negative (positive) externalities. This is why the US often refrained
from using all its economic clout over Europe in their various trade conflicts, while in the case of
its trade war with Brazil in 1985, it lowered its pressure on the Brazilian economy as soon as it
realized that it was harming a befriended government in a time of need. Intra-alliance conflicts
also benefit from a plethora of negotiation platforms, first and foremost with GATT, but also
through NATO, where the 1982 trade conflict between the EEC, the US and the USSR was solved.

In the last decades, WTO rulings were able to overcome international trade’s structure of
dependency and determination, as long as all sides adhered to its rulings. Examples from the
analyzed cases are the steel conflict in 2002-2003 between the EU and US, as well as the rare
earths trade war between China-Japan in 2010. In these cases, the WTO was not only able to solve
an economically motivated trade dispute (steel case), but also a politically motivated case of
weaponization of trade (rare earths).

However, as the WTO has no power to enforce its rulings - except by authorizing retaliation
to its members, its impact depends entirely on the willingness of trade conflict parties to adhere to
them. A willingness, which has come ever more in doubt. The US regularly undercut the
organization’s legitimacy, for example said steel conflict, when it did not adhere to its ruling to
scrap tariffs on European steel for a while, until the EU actually implemented the retaliation
measures the WTO had allowed it to use. Over the past years, the WTO also often needed several
years to rule on a conflict, in theory making it possible for a stronger country to overpower a
weaker trading partner before the WTO could condemn its behavior.

Therefore, although the multilateral trade regime is certainly not an epiphenomenon as
suggested by a traditional Realist view, its effectiveness is fundamentally contingent to the
sovereign decision of states to follow the rules. In the rare earth case of 2010, for example, China’s
political calculus came to the conclusion that not complying with the ruling of the panel would
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harm its trade relations with all WTO members, which would revert in a significant reputational
and economic loss. Indeed, in 2010 - less than ten years after its accession to the WTO - China
was seeking to build the image of a responsible player in the international system, and so it
accepted to give up in a diplomatic conflict whose actual stakes were rather symbolic. The WTO,
hence, constrained the behavior of a member in a politically-motivated episode of trade
weaponization. The fortunate circumstances of this event should make the reader cautious about
overestimating the effectiveness of the multilateral trade system in limiting trade weaponization.

Lastly, it shall be noted that trade aggressors’ goals are not always realistic. Sometimes,
even sophisticated tariffs and import quotas can’t overcome the structural advantage of a trading
partner with an abundance of natural resources (oil, rare earths) or cheap labor. Weaponizing trade
tools to achieve a policy change in the other state thus cannot have an effect, as these structural
differences will not disappear. Similarly, and oblivious to economic facts, the US in its 1985 trade
war with Brazil imposed tariffs on several billions’ worth of imports, only to gain access t0o a
computer market worth $60 million.

5.0 The future of trade weaponization

5.1 Summary

With historical case studies, we will apply our analysis and insights into current trade
conflicts and future ones, trying to answer the question: how current and future trade conflicts will
develop and what role the WTO will play in those conflicts.

In historical case studies, we have observed how weaponization of trade evolved since
World War 11 and how it was implemented among different variables, such as economic/political
objectives, within/across alliances, and symmetric/asymmetric sizes. The theoretical framework
well explained the outcomes of historical cases in terms of vulnerability, economic pain threshold,
and the effectiveness of international institutions. However, whether current or future trade
conflicts will fall within the framework remains to be assessed. Thus, an overview of
weaponization of trade in current days will extend our analysis chronically and be helpful to
provide reasonable projections.

The international trade today has changed enormously with the evolution of technology.
Rapid technology development transformed the trade patterns, such as shifting the comparative
advantages in traditional goods, but raised concerns over security at the same time (WTO, 2018).
Meanwhile, the multilateral trade regime is losing its significance as increasingly more trading
groups emerged, especially from developing countries. Moreover, the classic trade theory that
international trade will benefit all has been challenged by disadvantaged domestic sectors.
Therefore, the entangled economic and political dynamics behind each country’s evaluation of
today’s trade relationships will shape international trade development in the future.

To understand current trajectories of trade weaponization, we chose two ongoing trade

conflicts, the US-China case and the Japan-South Korea case. Utilizing the same analytical
methods, we will study the two cases on four key axes, objectives, actors, trade tools, and the
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involvement of international institutions. The US-China case was between two great powers,
focusing on the economy and technology, but stemmed from the political objectives of restraining
the development of a potential world leader. The Japan-South Korea case offers different insights
from a trade conflict between two non-hegemonic countries with a political nature and historical
grievances. Though different in background, the two cases both show intertwined economic and
political objectives and a weakening international trade regime.

After analyzing both cases, we will compare key variables in the current two cases with
historical case studies. In the meanwhile, we will assess whether our findings align with the
theoretical framework. Based on this, our projections will cover the short-term development of
current trade conflicts and a long-term perspective, including the role of international institutions.

5.2 Evolution of the trade system structure

This report covers a period of 79 years from the first United States-Japan dispute in 1941
to the ongoing trade disputes between the United States and China and between South Korea and
Japan. Over that period, the international trade system changed dramatically, with the creation and
evolution of the multilateral trade system first centered on GATT and then, after 1995, the WTO.
In 1941, when the first of our case studies took place, countries were moving rapidly towards
autarky. Following the Great Depression and the collapse of the Gold Standard, the United States
resorted to protectionism by imposing the infamous Smoot-Hawley Tariff in 1930. Other major
countries, such as the United Kingdom and Germany followed suit. In a span of eight years from
1929 to 1937, “the volume of world trade halved” (Rodrik, 2011). The 1930s saw the Realist
interpretation of trade interdependence at its historical apex, with countries trying to avoid
economic vulnerabilities by relying on military expansion rather than on peaceful trade relations,
as described by Hirschman (1980). It was in this context that the United States tried to exert
economic pressure against the Japanese militarism, eventually aggravating its militaristic impetus.

It was against this backdrop that Western countries established GATT in 1947. In the years
that followed, at least until China’s accession to the WTO in 2001, the United States was the
dominant economic power in the world. In 1948, its GDP accounted for 65% of the total world
income (Barton, 2006). It managed to lead a wave of trade liberalization and of shared prosperity
in the advanced industrialized world. Indeed, as Krasner (1976) would indicate, a system with a
single hegemon tends to be conducive to the rise of an open trade system. Still, the system that
was put in place in 1947 was rather limited in scope and membership, with most of the contracting
parties being “developed, capitalist economies” (Barton, 2006). Indeed, from 1955 to 1973, most
of the growth in global trade took place between North America and Western Europe (Ruggie,
1982), that is, within the Western alliance and among advanced industrialized countries. Our
framework would suggest that trade weaponization in these conditions would be relatively rare
and involve relatively-low-stakes, such as in the Chicken War in 1962.
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In 1973, with the Oil Crisis and the collapse of the Bretton Woods system two important
pillars of the American hegemony broke down. Moreover, the patterns of global trade started with
the rise of labor-abundant newly-industrialized countries. Indeed, in the 1980s, the United States
started a trade offensive against countries such as Japan and Brazil. In the 1990s, with the creation
of the WTO, the trade system achieved a new level of complexity. The United States and its
European allies seemed to believe that by promoting the accession of former communist countries
and of China they would be able to generate interdependence networks that would ultimately create
vulnerabilities that could be politically exploited. However, China, in particular, benefited very
smartly - and probably in a way that had not been anticipated by the United States - from the
economic relative gains, accelerating dramatically its catch up with the advanced Western
countries. That is, from a clearly hegemonic intra-alliance trade system, we now seem to be moving
towards a context of a bipolar (or multipolar) trade system encompassing countries from different
security alliances and even different structures of domestic political economy.

Structurally speaking, the interest of the United States in supporting the system tends to
fade, since it will now see it as conducive to the economic catch-up of potential challengers to its
global hegemony. It is therefore not surprising that the United States is leading the WTO Appellate
Body to a shut down and trying to bring its trade disputes to bilateral negotiations. China and other
emerging economies still rely disproportionally on global trade for their economic development,
and in this sense are vulnerable to trade weaponization. Small and mid-sized countries, in general,
will tend to be willing to preserve the multilateral trade system, usually complying with WTO
rulings, since they depend a lot on an open trade system and they cannot bear the cost of standing
up against it. As China gets closer to the United States in terms of economic development, it will
arguably seek to reduce its vulnerability - as the balance between economic gains and political
vulnerability will at some point shift. In other words, we project that China will eventually change
its economic model in order to rely less on exports to advanced economies and more on its own
domestic markets and some smaller countries, some of them now in the American and European
spheres of influence, in a potentially politically sensitive process. The weaponization of trade by
the United States is likely to accelerate this process, which can take several years to unfold given
the level of economic interdependence.

5.3 Present-day case studies

Chinavs. US

Summary

In recent years, China began pursuing its new “Belt and Road” Initiative, continuing
expanding its foreign economic relations/markets. There have been concerns in the US regarding
the high trade deficit with China, which was believed as the result of China’s “unfair trade
practices” (Kwan 2020, 58), and the increasing importance of China in the international system,
which may weaken the US hegemony. Beginning in 2018, President Trump imposed tariffs on
imports from China. China quickly retaliated by raising tariffs on imports from the US. In addition
to tariffs, the US restricted the technology transfer to China as the US policymakers worried about
China’s widespread cyber economic espionage against US firms (Morrison 2018). The US
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established laws against the transfer of technologies to other countries and banned the direct
investment of Chinese firms. During the trade war, both parties actively searched for negotiations
to reach an agreement. A temporary truce was agreed in 2020 when China and the US signed the
US—China Phase One trade deal.

Actors

Since the start of the rapprochement of the United States with China, started in 1972, the
US had cooperated with China in economic development for several decades. Since Nixon
administration, the State Department and the Defense Department had espoused the idea that the
engagement of China into the world economy and multilateral institutions would turn it into a
“responsible stakeholder,” a player that would contribute to rather than challenge the political and
economic status quo (Etzioni 2011, 1101). In 1995, the United States became an enthusiastic
supporter of China’s accession to the WTO (Tooze, 2018), which eventually took place in 2001.
From 2000 to 2009, China’s trade surplus with the United States surged from $83 billion to $227
billion (Blustein, 2019). The situation generated growing concerns in the American political
establishment. Barack Obama, for example, warned in 2006 for the risks of high deficit and
reliance of foreign creditors (Tooze, 2018). Once the United States got into the Great Recession,
it became more apparent that China was not going to adopt a Western capitalist model any time
soon, which changed the US’s approach to China's rise. Under Obama’s administration, the US
government started to put in place restrictions to imports from China, approving 35% tariffs on
imported Chinese automobiles and light-truck tires.

However, the Trump administration went further and shifted the America China policy to
decoupling, aiming to prevent China from threatening US leadership in the world by constraining
China’s behavior and economic growth (Kwan 2020, 60). While in 2017, the US-China
relationship had a significant improvement during the meeting at Trump’s Mara-Lago estate in
Florida as both countries were ready to tackle disputed aspects constructively (Larres 2020, 109).
Late in 2017, President Trump visited Asia and believed that he achieved three goals: “to unite the
world against the nuclear menace posed by the North Korean regime”, “to strengthen America’s
alliances and economic partnerships in a free and open Indo-Pacific”, and “fair and reciprocal
trade” (The White House 2017). However, President Trump’s attempt failed as China was pursuing
its own trade alliance, The Regional Comprehensive Economic Partnership (Ono and Yasoshima
2017). Thus, the Trump administration started penalizing China for its robust trade practices
(Larres 2020, 118).

Taking into account the historical bilateral relationship, we can classify the trade war
between the US and China as across alliances. Even though the two countries opened to each other
in trade, they were never political-military alliances. Additionally, there are vast differences
between the two countries’ political regimes, making it harder for the two countries to achieve
comprehensive cooperation. For the US, trade weaponization has positive security externalities,
meaning that by inflicting economic hardship to China, the US is also constraining the economic
and hence potentially military power of China. Therefore, the conflicts between the USA and
China arose not only within the economy but also policies, such as political systems and foreign
policies (the Belt and Road Initiative). Moreover, according to a speech by Vice President Pence
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in 2018, the US is ready to confront China not only on the economic front but also by reinforcing
the military and strengthening cooperation with Indo-Pacific nations that share values with the
USA (Pence 2018).

When the trade war broke out, the US had the upper-hand, while China has already become
the world's second largest economy. Their basic economic index before the conflict are shown
below:

Aggressor (US) Aggresse (China)
Population (million) 325 1,421
Real GDP (million USD) $19,485,394 $12,237,700
Territory (square kilometers) 9,833,520 9,600,000
Trade-to-GDP ratio 27.09% 38.15%
Intra-industry trade index 20.0% (from China) 8.0% (from the US)

China is still a developing country with only $9770.85 GDP per capita compared with the
US $62794.59. However, it is not a particularly small economy, the national GDP in total is the
second of the world. In fact, in purchasing power parity terms, it is the world’s largest economy
and will surpass the US economy at market exchange rates within the next decade (Summer 2019).
In terms of trade, both countries are highly dependent on bilateral trade. According to the office of
the US trade representative, in 2018, U.S. goods and services trade with China totaled an estimated
$737.1 billion; exports were $179.3 billion; imports were $557.9 billion; the U.S. goods and
services trade deficit with China was $378.6 billion. China is currently the US largest goods trading
partner. While the US is experiencing the current account deficit, China tries to expand current
account surplus through trade which increases its dollar reserve.

For China, before the trade war, it was already facing challenges of transition from its
current high dependence on cheap manufacturing to the production of higher value-added goods.
The competition of the manufacturing industry is intensifying as more and more American
companies seek Southeast Asian countries, other than China, as their outsourcing factories. Also,
the slowdown of economic growth added pressure on China. What makes China more difficult is
that while it has been opening up and attracting US investments to set up factories in China, more
and more companies are trying to leave China since the trade war due to the much higher costs. In
a recent survey of 200 corporate executives that have business in China, 42% of them expect to
purchase materials from other countries, and 25% indicate that they are redirecting investments
out of China (Rampulla 2020). Therefore, in the very long run, China exports are at the risk of
being replaced eventually by the exports of Southeast Asian countries. Although keep in mind that
each of Southeast Asian countries, such as Vietnam, is a far smaller country, so it would probably
take multiple countries to fully replace China.
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For the US, more costs are passed on to US businesses and consumers since Chinese
companies bear the growing tariff payments. According to J.P. Morgan, the rise of tariffs will cost
the average American household an additional $1,000 per year (Fitzgerald 2019). And the US
agricultural industry has slowed down immensely since the beginning of the Trade War. According
to the U.S. International Trade Administration, the U.S. agricultural exports to China decreased by
63% from $15.8 billion to $5.9 billion from 2017 to 2018. The farm states were devastated with a
decrease of 82.5% in Louisiana and of 57.2% in Washington (Chinn and Plumley 2020). To keep
the businesses stable, the Trump administration has offered billions of dollars subsidies to those
farms that were hurt by its trade policies. But it also generates a political cost that the fiscal
conservative supporters are unwilling to accept and believe it is not a long-term plan. Although
the US keeps its economy strong, with job growth and GDP growth, China has another strategic
advantage that could turn the current situation around—waiting for Trump’s presidency to over
(Hankla 2019). But it should be noted that when the US hegemony is challenged, the containment
to China perhaps becomes a bipartisan consensus, no matter what tools to use.

While the U.S. has economic and corporate clout against China, China has large chips of
its own (Curran 2019). In terms of specific products that would be influenced, for the US,
electronic products, agriculture products, and the industry that needs rare earth are the most
vulnerable segments; and for China, the wood and cork products industry, electronic products,
mainly Huawei and Hikvision, and steel industry are most influenced by the higher tariff and
sanctions (Erken, Giesbergen, and Nauta 2019). It is almost inevitable that China is and will
continue to shift its exports and switch the markets from the US to Europe, Asia, and its own huge
domestic market.

Objectives

The trade war between the US and China originated from the US growing concerns about
China’s rise. There are hot debates on whether a rising China will seek to change the rules of the
liberal world order and challenge the US as the hegemon (De Graaff and Apeldoorn 2018, 113).
The hardliners in the US view China as an existential threat to US security and interests (Sachs
2019). President Trump did not hesitate to attack China and accused China of raping the USA by
persuading US companies to transfer factories and thus jobs to China (Diamond 2016). Professor
Jeffrey Sachs of Columbia University, for example, writes: “The Trump administration’s conflict
with China has little to do with US external imbalances, closed Chinese markets, or even China’s
alleged theft of intellectual property. It has everything to do with containing China by limiting its
access to foreign markets, advanced technologies, global banking services, and perhaps even US
universities” (Sachs, 2018). Taking action against China’s growing economic and political
influences, maybe Trump’s attempt to reassert the US’s leadership role in international affairs and
to “make America great again.” (Mantzopoulos, S.J. 2019, 106).

The major battlefields of this trade war are economy and technology. The US experienced
a bilateral trade deficit with China since the early 1980s, which jumped to $419.2 billion in 2018
(US Department of Commerce). By the end of 2018, China held $1.17 trillion worth of US
Treasury bills and bonds (US Department of the Treasury). The statistics show that China could
have a significant impact on the US economy. Current account imbalances can play an essential
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economic role, but when they become excessive, they carry risks, including the risk of generating
trade disputes (Obstfeld 2018). In the US, the imbalance of trade has caused slower growth and
rising public debt (Dave 2019, 21). Therefore, decreasing the trade deficit was one purpose to
realize for the US in this trade war.

On the other hand, the US administrations had continually complained that China violated
intellectual properties (IP). Thus, section 301 of the Trade Act of 1974 became a weapon in this
trade war (Mantzopoulos, S.J. 2019, 108). In 2017, the United States Trade Representative (USTR)
conducted investigations into China’s policies and practices under Section 301 of the Trade Act.
The report was mainly focused on technology transfer, rather than on the trade imbalance. The
report mainly stated the points that China pressured technology transfer from the US, supported
theft from the US networks, and restricted US investment via technology licensing (Office of the
United States Trade Representative, 2018a, 2018b). In light of the results from the report, the US
officially involved the technology sector into the trade war.

Even though in the US-China trade war, the US utilized trade tools against China in the
name of reducing the trade deficit and protecting national security to force China to change its
economic model, the analysis indicated that the US was weaponizing trade to realize its political
objectives of slowing down China’s development both economically and politically.

Tools

The primary tool implemented in the trade war is the tariff. In 2018, three rounds of
additional tariffs had been implemented on each other by both sides. The total US tariffs applied
to China amounted to $250 billion, with a tariff rate of 25% for the first two rounds totaling $50
billion, and 10% for the third round amounting to $200 billion. The total Chinese tariffs applied to
the USA amounted to $110 billion, with a tariff rate of 25% for the first two rounds totaling $50
billion, and 5% or 10% for the third round amounting to $60 billion (Kwan 2020, 62). In 2019, the
US hiked tariff rate imposed on the $200 billion of Chinese goods covered by the third round, and
China retaliated by raising tariff rates as well.

In addition, to curb the technology transfer from the US to China, the US established laws
and banned Chinese firms from the US market. President Trump signed the National Defense
Authorization Act (NDAA) in 2018, which contains the Foreign Investment Risk Review
Modernization Act (FIRRMA), providing countermeasures against the transfer of critical US
technologies to other countries. Although the laws did not specify any countries, it is widely
believed that these new laws are “tailor-made” for China (Kwan 2020, 64).

The US has publicly treated Huawei as a threat to national security since 2012, claiming
that the Chinese government will use Huawei’s access to the US communication network as an
espionage platform (Morell and Kris 2018). The US government has taken a series of steps to
block Huawei from US markets. However, the US ban also hurt Huawei’s suppliers, many of
which are US companies. In 2018, Huawei spent $70 billion on component procurement, within
which $11 billion went to US firms (Jiang and Martina 2019). Considering the significant negative
impact, President Trump promised to remove some restrictions on Huawei in 2019.
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The increasing protectionism in the US expanded to education. Chinese scientists’ visas
were being delayed. Visas for Chinese graduate students studying topics such as robotics or
advanced manufacturing were shortened to one year from five. Workers at technology companies
were charged with stealing trade secrets. To retaliate, China geared up to use its dominance of rare
earth to hit back (Rogers, Stringer and Ritchie 2019). In 2019, China also announced that it would
establish its own “list of unreliable entities” (Kwan 2019).

However, the trade war harmed both economies. In the US, producer and consumer losses
are estimated at $68.8 billion (0.37% of GDP). After including tariff revenues, it was found that
the trade war in the short run reduced US welfare by $78.0 billion (Fatma and Bharti 2019, 270).
Therefore, both parties made efforts to end the trade war through negotiations. In the meeting in
December 2018, the US agreed to give China a 90-day reprieve from additional import tariffs. On
January 18, 2019, China announced that it would take steps to reduce the US trade deficits with
China. In February, President Trump announced that he would extend the March 1 trade deal truce
deadline. However, the short-term peace ended in May 2019 when President Trump announced a
plan to hike the tariff rate. After that, they still had several rounds of negotiations trying to solve
the issue. Finally, in January 2020, China and the US signed the US-China Phase One trade deal,
and a truce was reached.

International institutions

China joined WTO in 2001, and that helped China to grow even faster afterward. Until
2018, WTO dealt with over 20 cases between the US and China, such as export duties and quotas,
subsidies, and restrictions on market access to service sectors (Schott and Jung 2019). Even though
the Trump administration contended that the WTO has failed to protect its interests and also not
allowed the US to protect its own interests (Fatma and Bharti 2019, 273), the results showed that
the US won most of the cases (Schott and Jung 2019).

However, WTO did not help with the dispute settlement in the current US-China trade war.
The tariff imposed by the US on China was based on Section 301 of the Trade Act, which allowed
the USTR to fight against foreign country’s unfair trade activities. The unilateral tariff raised by
the US undermined WTO. The retaliation measures by China and the US’s counter-retaliation
measures were all not justified. Dr, Hufbauer answered in an interview that “there have been no
findings by the WTO that China’s actions as discriminating or unjustified or unreasonable. So,
until the US actually makes that case in the WTO, there is no basis for it to impose the tariffs.
Likewise, there is no basis for China to impose its tariffs.” (Japan SPOTLIGHT 2018, 23).

Although both China and the US initiated dispute settlement procedures or filed complaints
with WTO, they did not wait for WTO’s decision before they took protectionist acts (Adekola
2019, 3). Even the achievement of the US-China Phase One agreement did not rely on an
arbitration through WTO, but was reached through diplomacy. The neglect of the dispute
settlement system of the WTO by both parties raises questions of the WTO framework to settle
disputes among WTO members (Jones 2018) since WTO members relied more on themselves
without recourse to the rules and procedures of the WTO (Adekola 2019, 9).
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The WTO is losing significance in this trade war as it was difficult to solve the dispute.
The dispute settlement system works in a complicated way and is influenced by the affected
parties. In the US-China case, it was hard from the beginning to find panelists for consultation
since both the US and China may object to the panelists, let alone how to ensure sufficient appellate
body members to deal with the appeal (Japan SPOTLIGHT 2018, 23). Since the Obama
administration, the US government criticized the cross-subsidies among state-owned banks and
enterprises. However, the appellate body in the WTO argued against this statement as the US did
not have strong evidence (Blustein, 2019). Thus, the US began blocking the appointment of judges
to the appellate body to protest, and in December 2019, only one judge left in the office. Without
at least three judges to open new cases, the multilateral trade regime faced raising concerns of its
continuity. Moreover, the US took national security exception under Article XXI of GATT.
Whether the WTO would actually look at the substance of the US’s claim was in question, which
left the impression that each member country is the final authority to decide if their actions were
for national security (Dave 2019, 30). The loophole in the WTO investigation process leaves
countries chances to weaponize trade against any other countries in the name of national security.

The global trade nowadays is moving to digital while the rules of WTO stays twenty years
ago. The weaponization of trade became easier. Therefore, the improvement of WTO’s rule-
making and dispute settlement system is essential to WTO’s long-term development. According
to both Krasner and the hegemonic stability theory, a hegemonic system is more likely to lead to
a free trade regime, and thus we saw the rise of GATT and WTO under the leadership of the US.
However, with the increasing significance of China in the world, the US hegemony was challenged
and might not foster a liberal trade regime anymore. Thus, we can observe the ineffectiveness of
WTO in the US-China case. In addition, in the game theory perspective, the US-China case is like
the prisoner’s dilemma, where both countries could obtain a higher payoff by cooperating and
embracing a free trade regime, while the only Nash equilibrium is that both countries would defect
and choose protectionism. If the two big economic entities lean further away from free trade,
whether the international free trade regime would sustain is the question that needs more study.

Key takeaways

Even though the US-China Phase One trade deal was signed, it was not the end of the trade
war. Our projections will be mostly based on the analysis of historical case studies and key
variables from the framework so as to assess a potential development of the US-China trade war
in the short term and how weaponizing trade would evolve in the long term.

The conflict was focused on the economy and technology, where the US imposed tariffs to
force China to reduce the trade surplus with the US and change its economic model, and
established laws to restrict China’s investment in US’s technology. However, according to the
realist view, a country’s key objective is to maximize its security. Indeed, the US initiated
protectionist acts under Section 301 of the Trade Act with the reason of national security,
considering the successful experience in the 1980s against Japan. With the rising position of China
in the international society, it is believed that the US’s purpose of the trade war was to slow down
the development of China as China threatened the US hegemony (Sachs, 2018).
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When the US hegemony is challenged, the containment to China perhaps becomes a
bipartisan consensus, no matter which party comes to power and what tools to use. Therefore, the
US initiating the trade war, between the top two economies in the world, seems inevitable.
Considering the US initiated the trade war and the Phase One trade deal was tilted towards US
favor, the US has the “upper hand” and successfully grasps the high dependence of China’s
economy on exports to the US (In 2017, China's exports to the US account for 18.7% of its total
exports; U.S. exports to China account for 7.2% of overall U.S. exports; the US is China's second
largest trading partner). However, as the results of the historical cases (e.g. textile trade conflict)
implies, winning in one industry means losing in another.

In the very long run, on the one hand, Chinese exports are at the risk of being replaced
eventually by the exports of Southeast Asian countries. Keeping in mind that each of Southeast
Asian countries, such as Vietnam, is a far smaller country, so the US would probably take multiple
countries to fully replace the exports that come from China. On the other hand, it is almost
inevitable that China is and will continue to shift its exports and switch the markets from the US
to Europe, Asia, and its own huge domestic market, in order to reduce the loss from the trade war
and open up potential markets elsewhere. If the US cannot find other comparable manufacturing
exporting countries and trade at a low tariff level, the US citizens will bear higher product prices.
Improving the vulnerability problem is a matter of time.

Align with the hegemonic stability theory, the decline of the US hegemony resulted in the
weakening of the multilateral trade regime. With a weakening international trade regime, it is
easier to weaponize trade in a “legitimate” way. However, no one wants to be the one initiating a
conflict with the risks of losing reputation. In the US-China case, the US successfully implemented
its trade act against China for its national security, while this reason was only justified by the US,
not the WTO. This fact could lead to the situation that aggressors in future trade conflicts will find
rules or articles to prove that they are the victims, and they have to protect themselves. As
discussed in the framework, the diversity of interests among WTO members is increasing while
the WTO rules could not recast its rules to adapt to those changes. The result would be that the
WTO members are not willing to participate in the WTO regime. Without the constraining power
of WTO, every country can find some ways to legitimize their protectionism actions. Weaponizing
trade will become increasingly easier in the future.

In terms of the major “actors” in future trade conflicts, the US and China may be the center
with the US as the aggressor and China as the aggresse. For the US, it feels the threats not only
from China but also from the EU. Economically, the US was upset about the $101 billion trade
deficit against the EU, especially Germany, which accounted for 60% of the total deficit and
cooperated with Russia on the pipeline construction, reducing the US revenue. Politically, the US
officially supported Brexit with the intention of dividing the EU (Larres 2020, 4-22). Besides the
EU, more developing countries are emerging and taking more power in the world. The US
hegemony will be challenged more frequently in the future and lean more towards protectionism,
according to Krasner and the hegemonic stability theory. Thus, it is possible that the US may
continue to weaponize trade in the future to consolidate its hegemonic position. For China, many
countries have trade deficits with China. With the case of the US, it is possible that other countries
will attempt to challenge China with trade. In the meanwhile, China is pursuing its own trade
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partnership, which is in line with Krasner that a multipolar world would be split into different
spheres, each with one great power and its subject countries. Whether the trade partnership
centered with China be accepted by the US-led countries stays in question, and hence China could
become the aggresse in future trade conflicts.

Additionally, technology could become the primary topic in future trade conflicts as the
rules on digital trade are insufficient. In historical cases, we have seen several trade conflicts
originate from technology: chicken war (EEC’s lag of agricultural technology) and US-Brazil in
the 1980s (computer and software). In a most recent case, Japan-South Korea, Japan imposed trade
control against South Korea with concerns over information leaking. The increase of trade for
goods and services has slowed down while the digital trade is growing fast and estimated to affect
up to 70% of all global trade (Ketels, Bhattacharya, and Satar, 2019). However, WTO’s rules are
still at where they were 20 years ago, so no rules are covering the new form of trade. A potential
long-term projection is that even though the WTO is now having an influence when a trade conflict
is centered on purely economic objectives, the WTO could lose almost all of its constraining power
in the international trade regardless of the objectives if it failed to adjust its rules to the trade
development.

Japan vs. South Korea

Summary

The conflict initiated in July 2019, when Japan announced its decision to impose export
controls on three chemicals (fluorinated polyimide, photoresists, hydrogen fluoride) indispensable
for the key South Korean computer chips industry. Japan cited the leak of sensitive information
from South Korea to North Korea as their reason for imposing the trade controls. However, South
Korea deemed the move economic retaliation for the South Korean Supreme Court decision in
October 2018 ordering two Japanese steel companies to offer reparations for Koreans who worked
in their factories during Japan’s occupation of the Korean peninsula during WWII. The conflict
further escalated in August 2019, with Japan’s removal of South Korea from its “white list” of
countries eligible for fast-track exports, which was followed by an announcement from South
Korea that it would be terminating its military intelligence-sharing pact with Japan and also
bringing the case to the WTO. In addition, the Korean public has been effectively boycotting
Japanese products like cars and alcoholic beverages in response to the conflict’s escalation.
Simultaneously, there is increasing usage of, and media rhetoric surrounding, the question of
Japan’s trade weaponization against South Korea (Farrell & Newman, 2019; Mulgan, 2019;
Suzuki, 2019).

Actors

The conflict stands in line of a long historic feud over Japanese reparations to Korea after
WWII. After the war, it took the two countries 20 years to reestablish diplomatic relations and
Japan only agreed to pay compensation to Korean “comfort women” as late as in 2015 (and
subsequently scrapped this agreement due to the current conflict).
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The fact that both countries are key US allies in the region, and face shared hostility from
North Korea as well as a vast trade dependency on China has not prevented them from engaging
in this mutually harmful trade war. Both sides face strong constituencies who can make their voice
heard in the democratic governments of the two adversaries.

Japan also has quite some economic leverage over Korea, disposing of two and a half times
its population and a 20% higher GDP per capita. Korea also receives 11% of its imports from
Japan, whereas the share of Japan’s imports which is Korean is only 4.3%. Meanwhile, 7% of
Japan’s exports go to Korea, and 5.2% of Korea’s exports to Japan. South Korea is also more
vulnerable to trade restrictions than Japan is, considering the general makeup of its economy. In
2018, South Korea’s trade as percent of GDP was 83, while Japan’s trade as percent of GDP for
the same year was 37, less than half of South Korea’s (see: graph 1).

However, Japan also has “much to lose” economically by escalating this dispute: in
addition to directly reducing Japanese market share for the production and export of chemicals as
Korean companies look to alternative suppliers, because some of the Japanese suppliers produce
these materials from factories in places like Taiwan, Singapore, and Korea, the trade conflict could
negatively affect Japanese makers of manufacturing equipment due to lower demand overall from
Korean customers in the long-run (Jang, 2019).

2018 data Aggressor (Japan) Aggresse (Korea)
Population (million) 126,529,100 51,606,633
Real GDP (millions USD) 6,189,778.13 1,381,859.69
(constant 2010 USD)

GDP per capita 39, 290 31,362
Territory (square kilometers) 378,000 100,363
Trade-to-GDP ratio 37% 83%
Objectives

Though Japan was the first to initiate the trade conflict by imposing export controls over
chemicals to South Korea, the conflict’s tension points drive further back, to the Korean Supreme
Court decision’s ruling that Japanese steel companies are to be held responsible for providing post-
war reparations. If so willing, the conflict’s roots can be traced even further back to the underlying
historical grievances between the two countries with regards to the Japanese occupation of the
Korean peninsula between 1910 and 1945.

Japan’s primary objectives for initiating the conflict seem to be both political, as well as

economic. The supreme court ruling, which itself would only have cost Japanese companies
$340,000, opened up the possibility of further Korean claims against Japanese companies worth
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$20 billion (Matsuro & Kim, 2019). However, the Japanese stance also has a strong political side
to it, judging by both Japan’s publicly stated aim of arms control against North Korea, and the
trade weaponization’s widely regarded aim as retaliation against the illegitimacy of the South
Korean Supreme Court’s ruling. In the case of the latter in particular, Japan had been calling for
arbitration under the terms of the 1965 Treaty of Basic Relations between Japan and ROK, but
South Korea’s refusal to appoint an arbitrator left no other obvious path to reaching a settlement.

South Korea’s retaliatory actions have tended towards diplomatic and military means,
rather than through a mode of direct trade weaponization. Korean objectives in this case are
motivated by both economic and political considerations: because the materials that Japan has
imposed export controls over target such a critical industry, and the potential losses Korea’s
economy will sustain are much greater due to the relatively low substitutability of the goods in
question, economic motivations play a major driving role in Korea’s objective functions. However,
its political considerations also play a considerable role. As mentioned in our theoretical
framework, countries may be willing to endure a higher pain threshold for existential or security-
motivated conflicts. Thus, if it were not for the underlying historical grievances and political nature
of the dispute, it is possible that the conflict would already have met a resolution since Japan has
inflicted sizable economic damage to the Korean side and Korea may have been more willing to
negotiate a conclusion to the conflict.

Tools

Although our Theoretical Analysis shows that it is generally assumed that it is easier to
replace import sources than export off-takers, Korea’s key vulnerability is its semiconductor
industry’s dependency on Japanese chemicals. Korea imports 94% of its fluorinated polyimide,
92% of its photoresists, and 44% of its hydrogen fluoride from Japan. Thus-produced
semiconductors and related parts account for 30% of total Korean exports, further augmenting
Korea’s vulnerability to weaponization of trade tools in this industry. There is also a lower degree
of substitutability of these chemicals for Korea since Japan produces 90% of the world’s supply
of fluorinated polyimide and photoresists; and 70% of the world’s supply of hydrogen fluoride.

These are precisely the materials whose exports were restricted by Japan, although it did
make some shipments possible, therefore not existentially threatening the world semiconductor
supply chain.

The Korean public accordingly boycotted Japanese products. Sales of Japanese cars were
allegedly down by 57% in August 2019 from a year earlier, Japanese beer sales by 97%.
The Korean government and its manufacturers are now actively looking to produce the Japanese
chemicals themselves or source them from other countries.

South Korea also threatened to walk out of a security intelligence-sharing agreement

between the two countries concerning North Korea, but reversed this decision last minute. The
threat is pending.
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International institutions

South Korea has initiated a complaint at the WTO against the Japanese export restrictions.
It remains to be seen whether a WTO ruling can overcome the hostile atmosphere in both countries,
potentially creating a framework in which the two countries can come to terms not only with their
current economic conflict, but with its underlying political reasons as well.

Gowa & Mansfield (1993) argue that free trade is more likely within, rather than across,
political-military alliances, given the positive externalities of trading with an ally. If a country were
to impose trade restrictions against an ally, it would be doing so by inflicting economic harm on
said ally as well as inflicting harm on itself. In fact, because of the alliance structure binding the
two countries together, the economic harm serves also as a negative security externality for the
country imposing the trade restrictions. The theoretical framework therefore hypothesizes that the
risk of massive escalation is mitigated by the fact that both countries are unwilling to do too much
harm to the other because of their potential mutual losses within a constraining alliance structure.
As South Korea and Japan, along with the U.S. are bound by a trilateral security alliance against
North Korea, this conflict falls within the bounds of a trade conflict occurring within alliances,
therefore making it more likely that the conflict’s conclusion will play out in an institutional setting
like the WTO’s dispute settlement mechanism.

Key takeaways

This conflict is still ongoing, yet by applying our analysis of historical case studies and the
key variables from our theoretical framework considered most critical for analyzing trade conflicts,
we can begin building our set of core assumptions to tentatively project the direction of the conflict
and its evolution.

Considering that the balance of power in this scenario is tilted in Japan’s favor, and Japan
seems to have more of an “upper hand” in this particular trade conflict stemming from Korea’s
higher dependence on its exports and lower substitutability of the goods (i.e. chemicals) in
question, it is unsurprising that Japan initiated the conflict via weaponization of trade. As we’ve
seen in prior historical cases (e.g. US-Japan 1939), the country with the upper hand tends to take
the first aggressive action in initiating conflict by weaponizing trade; While in the cited case the
country with a higher degree of vulnerability and less economic leverage (Japan back then, South
Korea now) responded with a military response, South Korea today has a whole set of other
diplomatic and economic tools to counter the Japanese trade weaponization. So far, South Korea
has threatened to terminate its military information-sharing pact with Japan and mobilized its
citizens to boycott the Japanese economy without any formal trade restrictions like tariffs or import
quotas. This was only possible, as Japan and its present and historic relationship to South Korea is
still at the forefront of the Korean public’s minds (Kudo et al., 2019).

The conflict’s conclusion will play out against the institutional backdrop of the WTO’s

dispute settlement mechanism. Depending on the WTO’s ruling, we are likely to see both countries
adhere to the WTO ruling. The WTO has a good chance of successfully constraining this case
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because of the reputational risk at stake for both countries . In the assessed case of China-Japan in
2010, the aggressor (China) accepted the WTO’s ruling to scrap its tariffs, which had been (similar
to this case) motivated by a geopolitical goal. Japan is equally eager as China in 2010, to be
perceived as a reliable trading partner, and to follow international trade rules.

Taking into consideration the global balance of power and that the conflict is taking place
between two East Asian neighbors allied against a hostile North Korea, it seems unlikely that this
trade conflict will escalate into overt war or simply spiral into further aggression. Both
governments would also face no difficulties selling a WTO agreement to their own populations,
as both peoples strive for better relations with the other side (Kudo et al., 2019).

A potential longer-term impact from the fallout of this conflict’s conclusion, despite a
settlement within the WTO, is that South Korea may be looking to reduce its economic and trade
dependence on Japan to lessen its vulnerabilities in the future: “These actions create incentives for
Korean chipmakers to significantly lessen their sourcing from Japanese suppliers, not only in
specialized chemicals, but throughout the entire semiconductor supply chain.” (Goodman et al.,
2019). This is particularly true as we see more and more instances of trade employed as a weapon
for strategic and foreign policy goals. This is true particularly in light of the longstanding historical
grievances between the two countries and the volatility of the relation stemming from such a past
(particularly in the public sphere) that is unlikely to be resolved completely in the near future.
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Figure 11: Trade as a percentage of GDP for South Korea and Japan, 1970 to 2018 (World
Bank).
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Figure 12: Breakdown of key South Korean imports
by source in 2019 (Ezell).

5.4 Takeaways regarding the future of trade weaponization

From the two on-going trade conflicts, it is not hard to observe that the reason why
countries weaponize trade today has further evolved from the historical cases. In historical cases,
we can find clear economic (Steel tariffs 2000s) or geopolitical (Qil crisis 1970s) objectives for
each state. However, in the two current cases, the objectives were intertwined. In the US-China
case, even though the conflict was around economy and technology, it is believed that the primary
cause was that rising China challenged the US hegemony and the US intended to slow down
China’s development (Kwan 2020). For the Japan-South Korea case, Japan imposed export
controls for both the economic loss from and illegitimacy of the South Korean Supreme Court’s
ruling, while the Korean objective was even related to the historical grievances. Therefore,
geopolitical supremacy could be a key variable seen in future trade conflicts. Right now, the US
is also threatened by the EU, both economically and politically, and intends to divide the EU
(Larres 2020). With the countries in the emerging market gaining more power in international
society, it is possible to observe more conflicts over geopolitical motives.

It is worth noting how international institutions played differently in these two cases. In
line with the Realist view and the hegemonic stability theory, a hegemon will opt for a liberal trade
regime and establish rules to consolidate its power (Keohane 1997; Gilpin 1987; Cohn 2015). In
this sense, the multilateral trade regime would mostly reflect the great power’s interests. The US
and China are the two great powers and possess an influence on the WTO. Even though both
parties filed complaints with the WTO, the dispute settlement hardly worked as it was hard to find
panelists for consultation at the beginning since both the US and China may object (Japan
SPOTLIGHT 2018, 23). We also observed the insignificance of the WTO in this case where both
parties took unjustified protectionist acts without recourse to the rules. However, the constraining
power of the WTO in the Japan-South Korea case was stronger, not just because the two countries
are of smaller sizes than the US and China, but also because they are strategic allies against North
Korea. Overall, we project that the influence of the multilateral free trade regime will continue to
fade away, especially without the appellate body as the last resort. However, it could still help
solve disputes if the countries involved are allies, and the conflict is more on economic issues.
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In addition, technology played a role in both cases. In the US-China case, the US claimed
that China unfairly transferred technology from the US and was a threat to national security.
Similarly, Japan imposed controls on chemical exports, which harmed the South Korean chips
industry, with a reason for leaking sensitive information South to North Korea. The technology
was not just a representative of more advanced development but connected to national security.
The increment of trade for goods and services has slowed down while the trade for data and online
transactions are booming. With fast-growing digital trade, which could affect all global trade in
the future, technological leadership will be crucial to all countries. According to the realist view
that countries tend to maximize their own security, a potential projection is that countries will
invest more in technological development and tend to take protectionist acts over technology.

6.0 Conclusion ‘

This report analyzes the development of trade conflicts since the onset of World War 1I,
and presents a framework with which to guide further study of trade weaponization. Research was
developed to answer three key questions: (1) Why do states engage in trade weaponization? (2)
How do states employ trade weaponization? (3) How does weaponization of trade conclude?

First, we examined academic literature on trade to determine the key variables across which
case studies would be analyzed. From this, we determined four key variables for analyzing
weaponization: (A) the parties’ vulnerability to trade restrictions, (B) their willingness to endure
economic pain, (C) the potential security externalities, and (D) the possibility of solving a trade
conflict over strong and potentially even institutional diplomatic/institutional channels. To assess
these four variables, we organized four key axes along which to assess trade conflicts: (1) the
objectives of the parties (geopolitical vs. economic), (2) the parties’ relative economic and political
vulnerability, (3) diplomatic relations and (4) the inclusion of international institutions such as the
WTO in said conflict. We tested the relevance of these axes with historic case studies, analyzing
eleven cases from the mid-20th century onwards.

We generally found mutual dependency, the substitutability of exports and imports, as well
as the willingness to withstand economic suffering to be quite helpful to project the outcome of
trade conflicts. However, the cases also showcased the difficulty of weighing dependency and
determination against each other. The stronger and less dependent country might not always
achieve its goals in a trade conflict. On the contrary, if a small state can rally its constituency
behind an economic goal that justifies economic suffering, it can withstand the larger country’s
trade weaponization for a long time, possibly even overcoming it. If, additionally, international
institutions can curtail the stronger state’s aggressions and the conflict takes place within an
alliance, a mutually beneficial solution is well achievable.

However, the relevance of international institutions like the WTO is currently under
pressure. Assessing two of the most prominent contemporary trade conflicts (US-China and Japan-
South Korea), we found the following two insights: First, while smaller countries still trust and
need a rule-based framework of international trade, the US has lost faith in the WTO’s possibility
to turn China into a democratic and liberal market economy. Second, China on the other hand until
recently still adhered to the WTO’s rulings, itself still relying disproportionally on trade and thus
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being vulnerable to trade weaponization. However, we project that China will also begin to reject
the WTQO’s rulings, as it gets economically more independent. At the same time, China is likely to
seek to reduce its dependency on the US consumers market by reaching new markets and boosting
its own domestic demand.

Accordingly, a key trend to analyze in the future is the perception of trade both from the
public and from government officials, especially in China and the USA. Is interdependence a
weakness, in line with the Realist view? Alternatively, as the Liberal view suggests, is
independence a strength insofar as political proximity reduces the likelihood of conflict?
Whichever view dominates will influence the development of the WTO and the international trade
system more broadly. This analysis is also relevant against the backdrop of politicians requesting
more independence from international supply chains for medical equipment. The current struggle
to get enough masks and other medical protection equipment might be grist for the mills of those,
who have always seen trade interdependence as an inherently negative and disadvantageous
situation.

To continue related study of trade weaponization, we would recommend the introduction
of more quantitative measures of analysis to deepen one's understanding of how key trade variables
presented here are associated with the emergence, development and outcome of weaponization.
These quantitative measures could also take into account further economic tools which can be
weaponized, such as visa and tourism restrictions, the curtailing of foreign direct investments and
currency manipulation.
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