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Role of Remedies in the WTO System

An inherent tension exists in the drafting of trade rules. On the one hand,
precise formulations, which are explicit about purpose and clear about
meaning, facilitate implementation and adjudication. On the other hand,
vague formulations, open to a variety of interpretations, facilitate agree-
ment and adoption. By convention, major WTO decisions require a con-
sensus, and since members often have differing views and interests, it is
not at all surprising that the rules are characterized by what is some-
times called constructive ambiguity. The result is that agreements are
subject to very different interpretations that reveal more about the per-
spectives of the interpreters than about the meaning of the text. This is
particularly the case when those approaching the WTO have strong nor-
mative preconceptions that color their views of what the system should
be. Three sets of such preconceptions are considered in this chapter. They
relate to the legal nature of the system, the purpose of WTO dispute
settlement remedies, and the relationship between the systems for ob-
taining and enforcing agreements.1

1. Had this study focused on the specifics of panel findings, I would have emphasized
another preconception that relates to the very strong presumption that the General Agreement
on Tariffs and Trade (GATT) was intended to promote a liberal trade ethos, regardless of
what might have been written in the text. Robert Howse (2000, 39) argues that this per-
spective heavily colored the panel findings in the Tuna-Dolphins case. He also quotes
Robert Hudec, who states that “GATT rulings often expressed an intuitive sort of law
based on shared experiences and unspoken assumptions.”

 Another powerful notion, discussed below, relates to the idea that the GATT has suc-
cessfully channeled mercantilist folly to the purposes of achieving freer trade.
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This chapter starts by outlining these preconceptions. It then describes
the central role the paradigm of reciprocal concessions plays in the WTO
both when negotiating agreements and when responding to violations.
Finally, it considers rationales for the system’s design and the degree to
which the system actually accords with the preconceptions about how it
is supposed to work.

Preconditions

Perspectives differ radically on the nature of the WTO rules and, in par-
ticular, the consequences of their breach. In a public international law
sense, the WTO agreement is a treaty, and WTO obligations are obliga-
tions under public international law. But should the implications of
breaching WTO rules be treated like breaches of a commercial contract—
albeit among countries—or should they be treated as infractions of obli-
gations of more traditional legal codes? Leading legal scholars can be
found on both sides of this debate.2 Informed by their perspectives, they
hold very different views on the nature of WTO commitments and the
manner in which remedies should be applied.

One side of this debate emphasizes that the WTO agreement resembles
a commercial contract.3 Proponents of this view sometimes point out that
members of the General Agreement on Tariffs and Trade (GATT) were
referred to as “contracting parties.” Similarly the process is called “dis-
pute settlement” rather than adjudication. Those with this view would
see the WTO commitments as reciprocal obligations like those assumed
in commercial contracts.4 The parties agree to constrain their behavior
because they believe it will be mutually beneficial. If, subsequently, one
of the parties decides compliance is no longer in its interest, it can pro-
vide adequate compensation and be relieved of its obligations.

2. Kenneth Dam (1970, 251), in his pioneering study of GATT, emphasized that it was an
unusual international agreement. “The fundamental decision was taken at the very be-
ginning to refrain from the adjudicatory approach to dispute settlement. The General
Agreement contains no provision for references of disputes or questions of interpretation
to the International Court of Justice. Nor is there any provision in the General Agreement
for an internal tribunal to . . . promulgate authoritative interpretations on questions of
interpretation.” “Illegality” in GATT is “an uncertain and ambiguous concept. Although
the substantive provisions . . . are drafted in conventional terms, including a rather liberal
use of prohibitory language, the remedy provisions are not drawn in terms of sanctions.”
“A failure to respect a tariff concession is usually not regarded as a transgression to be pun-
ished but rather as an event giving contracting parties the privilege, subject to the approval
of the Contracting Parties, of suspending reciprocal concessions” (Dam 1970, 352).

3.  See, for example, Bello (1996) and Schwartz and Sykes (2002). For a different view,
see Jackson (1997).

4. For an argument that WTO obligations are reciprocal, see Pauwelyn (2002).



ROLE OF REMEDIES IN THE WTO SYSTEM 15

In this construct, the party that runs afoul of an agreement might be
likened to a renter who breaks a lease. Such a breach is not an act of
negligence nor is it a crime or infraction that should be punished. Con-
tracts are, after all, not social obligations. Breach is a matter between the
parties and does not violate commitments to the community (members)
as a whole. Once it provides adequate compensation, the promisor in a
contract is usually fully relieved of its obligations. To be sure, its reputa-
tion and future credibility may suffer as a result of the breach. However,
if it decides that it would be better off by breaching the contract, and if
the promisee can be left in a position that is no worse than had the
contract been fulfilled, the society benefits from allowing such a breach.

 The other side has a different perspective on WTO rules—that they
are binding in the same way as other international agreements. Implic-
itly, therefore, parties should comply with WTO rules even when contin-
ued performance of the agreement is no longer in their interest and even
if their behavior has no measurable impact on the trade of other mem-
bers. In particular, even if a losing member provides compensation, is
subject to retaliation, or strikes some other political bargain that leads
the plaintiffs to drop their case, it is not relieved from the obligation to
comply with the original agreement. Viewed from this orientation, viola-
tions are akin to statute infractions. They are ultimately committed against
WTO members as a whole—technically obligations are multilateral, or
erga omnes partes—and not simply against members with a direct interest
in the matter. The proponents of this view would like the WTO system
to evolve even further in the direction of legalization and constitutionali-
zation.5 One argument is that this would create greater certainty for pri-
vate economic rights, broadening the institution’s purview from an agree-
ment that is only among nation-states. Some would like the WTO Dispute
Settlement Body (DSB) to follow precedent and establish a common law.
Some others advocate responses to violations that exceed the impact on
the trade of a complainant—provide for reparations, induce compliance,
and even punish the violator.

The tension between the views on the purpose of the responses to
violations has a long history. John Jackson’s (1969) authoritative descrip-
tion of the preparatory work for the original GATT Articles XXII and
XXIII notes that drafters had different positions. He observes, “Domestic
law analogies to these two positions might be the law of contract dam-
ages on the one hand (redressing the damage done to expectations but
generally banning punitive damages) and the criminal or tort law on the
other hand (whereby sanctions or punitive responses are authorized and
not limited by the actual amount of damage caused)” (Jackson 1969,
170).

5. See, for example, Pauwelyn (2001). For a cautionary note, see Goldstein and Martin
(2002) and Howse and Nicolaides (2001).
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These differences in perspective may have important policy implica-
tions. In particular, those with the contract view will be more likely to see
the WTO as more compatible with national sovereignty, less inclined
toward punitive retaliatory responses, and more willing to see a role for
diplomatic solutions to conflict. By contrast, those endorsing the alterna-
tive perspective see a greater role for international legal rules and are more
likely to endorse stronger and even punitive responses to infractions.

Why Remedies?

Differences on how to respond to violations come out clearly in a related
dispute about the purpose of retaliation in the WTO system. Since the
purpose is not spelled out explicitly in the agreement, this creates lots of
opportunities for disagreement. In one case, the WTO talks of allowing
“appropriate countermeasures.”6 But what is “appropriate”?

Compliance

6. See WTO Agreement on Subsidies and Countervailing Measures (SCM) Article 4.10.

7. The theoretical literature usually models compliance with trade agreements as a re-
peated game in which each country weighs the benefits of deviating from its commit-
ments against the costs implied by the responses of other countries. In this system, the
amount of liberalization is determined by how severe and credible the likelihood of pun-
ishment is. See Staiger (1995).

Some naturally presume that retaliation should be a trade sanction im-
posed to induce compliance. This view follows naturally if the system is
presumed to be similar to other enforceable rules-based systems, such as
codes of criminal law, although in principle it is also compatible with
the idea of the WTO rules as a contract in which there are consequences
for breach. This perspective certainly meets the political needs of the
officials from a country that wins a trade dispute but is unable to obtain
a satisfactory response from the loser. It also fits naturally into the classic
prisoner’s dilemma paradigm used by economic theorists, which assumes
that self-interested parties that could benefit from breach must be in-
duced to comply with the prospect of punitive consequences in response
to infractions.7

Those who express concerns about the erosion of national sovereignty
generally take the punitive nature of the system for granted. The com-
plaints of Ralph Nader (cited in chapter 1) and others exemplify this
view, which is shared by those who experience what Steve Charnovitz
(2001) aptly terms “sanctions envy” and would like the WTO to enforce
their particular rules such as environmental or labor standards.

 But others argue that punishing sovereign nations is both ineffective
and unnecessary. Abram Chayes and Antonia Chayes (1995), for example,
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suggest that compliance with international agreements is generally pre-
ferred for three principal reasons: (a) it enhances efficiency by saving on
transaction costs, (b) it occurs because treaties reflect national interest,
and (c) there is a widely held social norm that the law should be obeyed.
An additional reason is the concern that countries have about their repu-
tations (Kovenock and Thursby 1992). Breaching an agreement even when
the specific costs of compliance are greater than the benefits can none-
theless do long-term damage to a nation’s ability to obtain future agree-
ments. It could also damage its nontrade relationships with other countries.

The relationship between the severity of retaliation and compliance
may not be linear. If enforcement were made too strong, and a country
were to retaliate in a manner viewed as wholly disproportional, this could
spark (unauthorized) counterretaliation by its trading partner and result
in an escalating trade war.8 Thus, paradoxically, keeping responses within
bounds is another role of the system.

Compensation

A second preconception is that retaliation is meant to provide compen-
sation for the wronged party. Indeed, as will be discussed in greater
detail, some adopt the contracting perspective, arguing that with retaliation,
the equivalent of “expectation damages” are provided to the promisee
in the event of a contract breach. Viewed from a mercantilist perspec-
tive, this notion appears justified. If the defendant has improved its bal-
ance of trade as a result of the violation, it is only proper that the plain-
tiff be allowed to recoup its losses by raising barriers of its own. To be
sure, this view is resisted by those who see mercantilism as folly and the
impact of protectionism as harmful to the retaliating country. In particu-
lar, it is hard to square the idea that allowing the plaintiff to “shoot itself
in the foot” is a mechanism for providing compensation. But as noted
later, countries may indeed incur both political and economic costs in
making agreements and may reduce these costs through retaliation.

Legal Breach

A third and less common notion is that WTO remedies should provide a
legal mechanism for countries to escape from their commitments. Mem-
bers may commit to agreements in good faith, but if circumstances change,
they may find compliance too onerous. Proponents of this approach ar-
gue that the system should allow countries to escape from such burdens
under certain conditions.9 To be sure, these conditions should not be too

8. This possibility, characterized as “off-equilibrium path retaliation,” is discussed in Bagwell
and Staiger (2000).

9. See, for example, Rosendorf and Milner (2001).
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lenient since this might undermine compliance. But they should also not
be too onerous since this might discourage members from negotiating
agreements in the first place.

Balancing Concessions

A fourth notion is that retaliation is simply a mechanism to maintain the
balance of concessions negotiated through the WTO. WTO members are
presumed to accept obligations only because they have received rights
in return. In particular, they have agreed to reduce their own trade bar-
riers and in return have received increased access to other members’
markets. When a member violates an agreement in a manner that nulli-
fies concessions to which it has agreed, it is only fitting that others be
permitted to withdraw concessions they have made.10

An Integrated System?

10. As elaborated later, balancing concessions is not the same as providing compensa-
tion. Compensation could be expected to leave the injured party in a condition no worse
than had the agreement been fulfilled. In contrast, the balance of concessions could be
achieved either through providing new concessions or restoring the status quo ante.

Another preconception in many discussions of the WTO system is that
the system for dispute settlement can be considered separately from the
system for negotiations. Some of the concerns about the system of retali-
ation described in chapter 1 have this character. For example, some who
portray retaliation as a penalty neglect to consider that parties losing a
WTO case have in principle reneged on an agreement in which others
made concessions. As elaborated in greater detail below, when plaintiffs
retaliate, they are not applying a punishment but returning to the status
quo before the original agreement.

Similarly, those who express concern that smaller countries have greater
difficulties in retaliating sometimes overlook that retaliation is the mir-
ror image of (a) the advantages these countries might enjoy from free
riding in a negotiating system based on the most favored nation (MFN)
principle and (b) the advantages developing countries might enjoy from
the special treatment that allows them to receive the benefits of WTO
concessions without being required to make reciprocal concessions.

Those who advocate making the enforcement either stronger or weaker
sometimes fail to understand or consider that the mechanisms used in
the dispute settlement system will affect the negotiations system by in-
fluencing the extent to which members are willing to liberalize in the
first place. On the one hand, if the dispute settlement system is too weak,
it could discourage liberalization by raising concerns about the likeli-
hood of compliance and the credibility of commitments.
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On the other hand, if it is too strong, it could create disincentives to
make commitments because of concerns of the costs of breach when circum-
stances change. Stronger penalties, for example, are presumed to improve
compliance, but if they put a damper on new negotiations, their impact
could actually be perverse because ongoing negotiations encourage com-
pliance. Members comply, in part, because maintaining a reputation for
compliance is important not only to preserve existing agreements but
also to extract concessions in the future.

In sum, the WTO system is complex and subtle. The merit of the criti-
cisms of the dispute settlement system and suggestions for the reform of
dispute remedies will depend on the kind of legal system that should be
implemented, the purposes that the remedies should serve, and the links
that are desirable between the dispute settlement and negotiations sys-
tems. Thus far, however, the discussion has dealt with preconceptions
about what the system should do. Let us now analyze what it actually
does and then evaluate the degree to which the system accords with the
preconceptions.

A central conception in the paradigm is that when a country agrees to
reduce a trade barrier, it is making a concession. Article II of GATT, for
example, is not entitled “schedules of tariff reductions” but “Schedules
of Concessions.” This idea is fundamental to how the WTO operates.
Since reducing import barriers will generally increase national welfare,
economists sometimes scoff at this notion of a concession. Why should a

The preamble to the Agreement Establishing the World Trade Organiza-
tion lists the goals of parties to the agreement. These include “raising
standards of living, ensuring full employment and a large and steadily
growing volume of real income and effective demand, and expanding
the production of and trade in goods and services.” It notes the parties’
desire to achieve these goals “by entering into reciprocal and mutually
advantageous arrangements directed to the substantial reduction of tariffs
and other barriers to trade and to the elimination of discriminatory treatment
in international trade relations” (emphasis added). Thus WTO agree-
ments are presumed to result from countries making concessions on a
reciprocal basis. This presumption lies at the heart of what I shall term
the WTO paradigm, the crucial notion that guides both agreements and
dispute settlements.

Concessions

The Reciprocity Paradigm
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measure that is in the nation’s interest and should in any case be adopted
unilaterally be considered a concession?

Mercantilism. Some see this talk of concessions as a brilliant subter-
fuge that harnesses mercantilist sentiment in the name of free trade.11 In
this view, as vividly spelled out by Paul Krugman (1997), the WTO tac-
itly accepts the naïve (and incorrect) notion that “exports are good” and
“imports are bad” and therefore treats measures that increase imports as
concessions. Economists sometimes rationalize playing along with mer-
cantilist views when they see these serving a greater good. But their
deeply held view that this perspective is fundamentally misguided some-
times leads them to not take certain elements in the WTO system very
seriously. In particular, the ideas that trade liberalization entails a con-
cession and that retaliation could actually operate as a form of compen-
sation for the winner of a trade dispute appear highly questionable.12

Terms of Trade. There are, however, alternative explanations that rest
on more solid conceptual grounds. Tariff reductions will improve do-
mestic efficiency, reducing distortions to consumption and production
decisions. Under competitive conditions, therefore, if a small country re-
moves tariffs, it will raise national welfare. However, for countries large
enough to affect prices in world markets, the calculation is more compli-
cated because tariff reductions may also worsen a nation’s terms of trade.
When a large country lowers a tariff barrier, it increases demand for the
product on world markets. This increased demand makes its imports
more expensive to the country.13 Moreover, to pay for these imports and
restore balanced trade, the country will have to export more, and this
could reduce export prices. These responses will reduce the nation’s terms
of trade (the ratio of export to import prices) and offset the welfare ben-
efits that occur through the greater efficiency associated with reducing
the trade barrier.14 Thus countries reducing trade barriers could be mak-
ing “concessions” in the sense of taking actions that, everything else be-
ing equal, could reduce their welfare.

11. Krugman (1997) observes in GATT-think: “(1) exports are good; (2) imports are bad;
and (3) other things equal, an equal increase in imports and exports is good. In other
words, GATT-think is enlightened mercantilism.”

12. According to Krugman (1997, 115), “If economists are sometimes indulgent toward
the mercantilist language of trade negotiations, it is not because they have accepted its
intellectual legitimacy but either because they have grown weary of saying the obvious
or because they have found that in practice this particular set of bad ideas has led to
pretty good results.”

13. The domestic price will equal the world price plus the tariff. When tariffs are re-
duced, the world price will rise but the domestic price paid by consumers will generally
fall.

14. For an analysis of how tariffs affect the terms of trade, see Krugman and Obstfeld
(2003, 195–96).
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Domestic Politics. The third explanation is based on domestic poli-
cies. Reducing trade barriers could create losers as well as winners. With
lower import barriers, consumers will gain but import-competing pro-
ducers will lose. Under competitive conditions, the gains to consumers
will outweigh the losses to producers. However, producers are generally
well organized politically, while consumers face serious problems in acting
collectively. Accordingly, policymakers may find liberalization politically
painful. From their standpoint, the creation of losers among producers
who compete with imports could therefore represent a concession.

Realpolitik. A fourth explanation reflects international concerns of the
realist school of international relations. Conventionally, economists assume
the goal is only to maximize absolute national incomes, but in “realist”
political views, countries are also concerned with their relative incomes.15

Realists see states as living in an anarchic world in which competition and
conflict are inevitable. The win-win character of trade, which economists
find so pleasing, actually presents a problem from this perspective. Re-
ducing import barriers may raise domestic incomes, but it could also raise
incomes abroad by more than it raises incomes at home. In this frame-
work, any measure that risks enhancing foreign welfare by more than it
raises welfare at home could therefore be seen as a concession.16

Reciprocity

A second key notion in the WTO system is the paradigm that all conces-
sions in the WTO are made on a reciprocal basis.17 What does “reciproc-
ity” mean? According to economists Kyle Bagwell and Robert Staiger
(2000, 37), “The principle of reciprocity in GATT refers to the “ideal” of
mutual changes in trade policy, which bring about changes in the vol-
ume of each country’s imports that are of equal value to changes in the
volume of each country’s exports.”

Thus concessions are balanced or reciprocated when they result in equal
trade flows. Although it is nowhere defined explicitly, implicit reciprocity

15. For a more detailed description, see Grieco (1990) and Stein (1990).

16. A fifth reason is that by signing an agreement (that binds tariffs at a particular level
or accepts certain rules), countries are agreeing to limit their future policies, even if cir-
cumstances change. Such limitations are concessions from countries that could otherwise
change their policies freely.

17. Dam (1970, 58) recalls that the Havana Charter emphasized “no Member shall be
required to grant unilateral concessions.” He later notes, “from the formal legal principle
that a country need make concessions only when other contracting parties offer recipro-
cal concessions considered to be mutually advantageous has been derived the informal
principle that exchanges of concessions must entail reciprocity” (p. 59). Thus while the
GATT does not formally require that negotiations produce balanced concessions, it is
implicitly assumed that they have done so.
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in the WTO is thus used in a specific sense. WTO members are neither
required to completely remove their trade barriers nor generally required
to have the same tariff levels, either on average or in specific commodities.
Instead, as a result of each negotiation, members are expected to give, in
value, the same new trading opportunities as they receive. Such a system
is based on what Jagdish Bhagwati (1991) has termed “first difference”
reciprocity. Countries take their initial starting positions as given and then
establish equivalence between the levels of concessions, not the overall
level of trade barriers.18

For example, the United States agrees to lower its tariffs on imports of
a product—say, a particular type of industrial chemical sold only by Po-
land. In return Poland agrees to lower its tariffs on a product the US
exports—say, a particular type of computer that is made only in the United
States.19 If the concessions are balanced and the lower Polish tariffs on
computers result in an extra billion dollars’ worth of US exports, then
the lower US tariffs on industrial chemicals should result in an extra
billion dollars’ worth of Polish exports.

The value of trade induced by a tariff reduction will reflect (a) the
volume of trade covered by the reduction, (b) the size of the tariff reduc-
tion, and (c) the behavioral responses these reductions will induce. In
practice, however, some negotiators may never actually estimate these
variables. Instead, some may simply use readily available proxies such
as trade coverage—the volume of trade covered by the tariff reductions—
taken alone or each multiplied by the percentage reduction in the rel-
evant tariff. Since they are incomplete, such measures may be flawed.
Other negotiators may prefer not to be precise about their estimates so
that they can apply different political weights to particular concessions
(Dam 1970, 59). (Returning to the example, if the US industrial chemi-
cals lobby is strong, an additional billion dollars of computer exports is
worth only half a billion dollars of industrial chemicals imports.) None-
theless, the idea of reciprocity through balanced concessions plays a crucial
role in the WTO paradigm. Countries that consent to a trade agreement
are presumed to have received “concessions” that offset exactly those
that they have made.20

Reciprocity plays an important role not only in the negotiations for
new trade agreements but also in negotiations for new memberships. As
Joost Pauwelyn (2000) emphasizes, the WTO differs from many other
international agreements in that membership does not simply entail a

18. Ironically, the idea that agreements are supposed to be balanced does not stop politi-
cians from implying that they will boost aggregate employment and create jobs!

19. Typically, these concessions are made to several principal suppliers, and the conces-
sions received may be from other parties.

20. For more on this, see Bagwell and Staiger (2000). For skeptical views on reciprocity,
see the papers in Bhagwati (2002).
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willingness to accept certain obligations in return for certain rights. Ac-
ceding members are required to make concessions when joining in order
to balance the concessions that existing members are presumed to have
made.

The principle that countries are not expected to make concessions un-
less other nations provide them with reciprocal benefits comports with
the interpretations of concessions already discussed. From a mercantilist
view, if imports are bad, they should be increased only in return for
additional exports. In this view, agreements that increase the trade bal-
ance are particularly good, while those reducing it are especially bad. If
a country obtains an agreement that boosts its trade balance, others must
be experiencing declines. However, a system that preserves balanced trade
is more plausibly fair for all.

 From an economic standpoint, reciprocity takes care of the terms-of-
trade problem that large countries face when liberalizing unilaterally. As
Bagwell and Staiger (2000) have emphasized in a model with two large
countries, world relative prices will remain unchanged if the value of
increased imports due to an agreement is offset by an equal value of
exports.21 Thus negotiations based on reciprocity allow countries to set
their tariffs in a manner that is desirable from a domestic viewpoint without
having to worry about their terms of trade.22

From a domestic political standpoint, reciprocity helps deal with the
collective action problem that hinders unilateral liberalization because
consumers are poorly organized. The reduction in foreign trade barriers
generates support from producers in export industries, which can offset
the opposition of producers competing with imports.23 From an interna-
tional political viewpoint, reciprocity appears to be a rough-and-ready
way of ensuring that relative gains are similar.24

21. Bagwell and Staiger (2000) show that if two countries act independently and take
each other’s tariffs as given, they will reach a Nash equilibrium that is not Pareto opti-
mal. Each is reluctant to liberalize further because it will be hurt by the associated de-
cline in its terms of trade. However, in a cooperative negotiation based on reciprocity,
each can be sure that its trading partner’s actions will keep the terms of trade constant.
This allows both countries to liberalize further, and they will achieve an agreement that
is Pareto optimal.

22. If the countries are simply maximizing domestic welfare they will move to free trade.
If, for political reasons, they apply different weights to output, they may prefer to have tariffs.

23. In the formal economic explanation that relies only on the terms-of-trade effects,
there is no need for a separate domestic politics rationale for reciprocity. However, de-
spite the very impressive theoretical accomplishment of Bagwell and Staiger (2000) there
remains considerable skepticism about explanations giving terms-of-trade effects a domi-
nant role particularly since these are almost never mentioned (and rarely recognized) by
trade policymakers. See the discussion on the practical relevance of terms-of-trade con-
siderations in Bagwell and Staiger (2000, chapter 11).

24. Actually, even if concessions are balanced this way, the gains could be very different.



24 CRIMES AND PUNISHMENTS?

 Politically, relative gains may matter. In a bilateral trade negotiation,
if nation A receives some benefits, but the benefits to nation B are per-
ceived to be even greater, then nation A may sense that the deal is unfair.
In addition, if the other side is left with large benefits, the negotiators
for nation A may face complaints that they have not done as well as
they might have. Reciprocity helps quell these concerns and aids in the
normally difficult relationship between negotiators (the agents) and their
domestic constituents (the principals).

Making reciprocity a foundation for negotiations also has a practical
side. As John McMillan (1988) has pointed out, multilateral trade negotia-
tions are extremely complex, and members may have to consider a wide
variety of outcomes. But if the principle of reciprocity is taken as the basis
of the negotiations, only those options that yield balanced trade need be
evaluated.25 Drawing on the work of Thomas Schelling (1963), McMillan
argues that reciprocity serves as a focal point that limits potential options
for agreement. He comments that even if the notion is inherently arbi-
trary, it serves to reduce transaction costs and thus facilitate agreement.

To be sure, there are some departures from reciprocity in the WTO
rules. Developing countries, in particular, are supposed to enjoy “special
and differential treatment.” This principle is enforced in many areas relat-
ing to rules. Also, developing countries are not expected to make recipro-
cal concessions and are allowed to obtain special preferences under the
Generalized System of Preferences (GSP), which is separately adminis-
tered by developed countries and does not require reciprocal conces-
sions.26 In addition, in practice, since the WTO is based on unconditional
MFN treatment, small countries may be able to free ride on reductions in
tariffs negotiated by others.

However, basing negotiations on reciprocity also has a downside for
these countries. With reciprocity, what nations get is determined by what
they give. It is therefore no surprise that the most significant process in
reducing trade barriers has been in the products that are of concern to the
developed countries—that is, tariffs on industrial products. In contrast,
barriers remain significantly high in agriculture, textiles, and other labor-
intensive manufactures produced by developing countries.27 Moreover, as

25. According to McMillan (1989), “In the case of GATT talks the focal point is generally
nothing more than a measure that takes into account the relative size of different coun-
tries and is simple to calculate using data that are readily available.”

26. The WTO ministerial declaration on the Doha Round, for example, states, “the nego-
tiations shall take fully into account the special needs and interests of developing and
least-developed country participants, including through less than full reciprocity in re-
duction commitments.” www.wto.org/english/thewto_e/minist_e/min01_e/mindecl_e.htm.

27. To be sure, the failure to liberalize these sectors reflects the domestic strength of
protectionist forces in developed countries in addition to the reluctance of developing
countries to negotiate.
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elaborated later, the inability to retaliate is inversely related to the ability
to free ride.

Violations

28. In a case brought by Uruguay in 1962, as noted by Jackson (1998), a panel argued
that “any violation of the GATT would be considered a prima facie nullification or im-
pairment.” This represented a shift in the direction of rule orientation rather than simply
facilitating settlements. Jackson also notes that in 1988, in the Superfund case, the United
States conceded that it had violated the national treatment provisions of Article III by
imposing a higher tax on imported products. However, it tried, unsuccessfully, to have
the case rejected on the grounds that the tax had had no measurable impact on trade
flows. However, in that case, the panel said that such a violation created a presumption
of nullification that was not rebuttable. More recently, the US 1916 Anti-Dumping Law
was held to be a violation even though it had never been applied.

What role does reciprocity defined in terms-of-trade effects play in the
response to violations? It is important to distinguish between a breach of
a legal obligation or rule and the “nullification and impairment of ben-
efits” that result from such a breach. The former refers simply to the act
of violating the agreement; the latter is generally interpreted to refer to
its impact on trade.

 As John Jackson (1998, 332) has documented, “Originally the key to
invoking the GATT dispute settlement mechanism was almost always
‘nullification and impairment.’” However, this changed over time and
Article 3.8 of the Uruguay Round Understanding on Rules and Proce-
dures Governing the Settlement of Disputes (DSU) states, “In cases where
there is an infringement of the obligations assumed under a covered agree-
ment, the action is considered prima facie to constitute a case of nullifi-
cation and impairment. This means there is normally a presumption that
a breach of the rules has had an adverse impact on other Members’ par-
ties to that covered agreement, and in such cases, it shall be up to the
Member against whom the complaint has been brought to rebut the charge.”

 Jackson observes, “This makes the presumption of nullification and
impairment derive ipso facto from a violation, thus almost discarding
the nullification and impairment concept in favor of a focus on whether
or not a ‘violation’ or ‘breach’ of obligation exists.”28

Nonetheless, even if violation does create a presumption of nullifica-
tion and impairment, the trade effects of the nullification play a critical role
in determining the responses that are allowed because of such viola-
tions. Indeed, the manner in which the WTO responds to violations in
the agreement follows quite naturally from the manner in which the agree-
ment was negotiated in the first place. Reciprocity is a central principle
not only in negotiations but also in allowed responses under the DSU.
Such allowed responses, particularly retaliation, relate to nullification and
impairment of benefits between the parties rather than violations of the
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rules in general. As Joost Pauwelyn (2000) observes, “What is actionable
under the WTO is not so much the breach of obligations, but the upset-
ting of the negotiated balance of benefits consisting of rights, obligations
and additional trade concessions” (emphasis added).

Although reciprocity is a desired outcome, and negotiations are pre-
sumed to result in reciprocity, it is not formally required in negotiating
rounds. There are no officially published estimates of the trade volumes
granted and received. Indeed, since WTO agreements increasingly relate
to the acceptance of obligations to adhere to rules rather than to reduce
tariffs, the reciprocity paradigm has less relevance. The agreements re-
lating, for example, to Application of Sanitary and Phytosanitary Mea-
sures (SPS) and Technical Barriers to Trade (TBT) do not readily fit into
the reciprocity framework. However, reciprocity is formalized in the re-
sponses the WTO allows other members to make when agreements are
violated.29 (See box 2.1.)

If a defendant is found to have nullified its commitments, the agree-
ment would no longer provide reciprocal benefits. How could the agree-
ment be rebalanced? There are three ways: (1) the defendant could eliminate
the regulation and comply with the agreement; (2) the defendant could
grant the plaintiff another concession (compensation); or (3) the plaintiff
could withdraw concessions to the defendant (suspension of concession).
Any of these three options could achieve a rebalancing.

The WTO seeks the first solution—having the defendant comply with
the agreement. As noted in Article 3.7 of the DSU, “A solution mutually
acceptable to the parties to a dispute and consistent with the covered
agreements is clearly to be preferred.” If, however, immediate withdrawal
of the offending measure is “impracticable,” compensation (in the form
of other concessions) can be provided. “The last resort . . . is the possi-
bility of suspending the application of concessions or other obligations
under the covered agreements on a discriminatory basis vis-à-vis the other
Member.” However, DSU Article 22 emphasizes:

Compensation and the suspension of concessions or other obligations are tem-
porary measures available in the event that the recommendations and rulings
are not implemented within a reasonable period of time. However, neither com-
pensation nor the suspension of concessions is preferred to full implementation
of a recommendation to bring a measure into conformity with the covered
agreements.

29. The rules for dispute settlement in the WTO build on those enshrined in Article
XXIII of the GATT. WTO members typically bring complaints in one of two forms—
either they allege that a specific WTO discipline or negotiated commitment has been
violated or they claim that although no specific WTO rule has been violated, a govern-
ment measure has nullified a previously granted concession (a so-called nonviolation
complaint). There is also a catch-all third possibility, a so-called situation complaint, in
which a member argues that “any other situation” not captured by the other two catego-
ries has led to nullification or impairment of a negotiated benefit.
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Box 2.1 Settling disputes

According to the Uruguay Round Understanding on Rules and Procedures
Governing the Settlement of Disputes (DSU), the parties to the dispute are
first required to engage in consultation and, if they wish, to ask the director-
general to mediate in their dispute. If these consultations are unsatisfactory,
within 60 days a complainant can request the establishment of a panel to hear
the case. The WTO Dispute Settlement Body (DSB) would establish such a
panel (drawing on its roster of potential panelists nominated by WTO mem-
bers). The panel would then examine the case, and after an interim report,
issue a final report with conclusions and, if they so decide, with suggestions
as to how to comply. If the panel finds that a member has failed to comply,
absent an appeal by that member,1 it could make a recommendation as to
how it could comply. If it is impractical to comply immediately, the member
would be given “a reasonable period of time to do so” (DSU Article 21:3). The
finding could then be appealed. If the member loses the appeal and fails to
act within this period, the rules call for the parties to negotiate compensation,
“pending full implementation” (DSU Article 22:2). Compensation is, however,
“voluntary” (DSU Article 22:1). Moreover, it is generally understood that any
compensation provided should be on a most favored nation (MFN) basis.2 If
after 20 days compensation cannot be agreed, the complainant may request
authorization from the DSB to suspend equivalent concessions.3 In particular
“the level of the suspension of concessions . . . shall be equivalent to the
level of nullification and impairment” (DSU Article 22:4). The DSB determines
the magnitude of the retaliation generally on the recommendation of the origi-
nal panel. Arbitration, to be completed within 60 days, may be sought on the
level of suspension and the procedures and principles of retaliation (DSU Ar-
ticle 22:6). Conspicuous by its absence in this approach is a requirement that
the violating country provide “compensation” for the trade that has been lost
over the period before the resolution of the dispute settlement case. Adjust-
ments have almost always been prospective.4

1. Panel reports must be adopted within 60 days, unless a consensus exists not to
adopt, or a party appeals the findings. Appeals are limited to issues of law and
legal interpretation and are heard by an Appellate Body composed of seven mem-
bers. Appeals proceedings must be completed within 90 days.
2. DSU Article 22:1 states, “Compensation is voluntary and, if granted, shall be
consistent with the covered agreements.” This is generally understood to require
that it be based on MFN principles. See Anderson (2002).
3. According to DSU Article 22:3, the complaining party should first seek to sus-
pend concessions with respect to the same sector as that in which the panel body
has found a violation. If that party considers it is not practicable or effective it may
seek to suspend concessions in other sectors under the same agreement (if this is
not practicable or effective, then obligations under another covered agreement may
be suspended).
4. According to Pauwelyn (2000, 337, footnote 21), “In six of the GATT panel
reports that addressed either antidumping or countervailing duties against alleged
subsidies (only three of which were adopted), the panel found in one way or the
other that duties levied in breach of the rules had to be reimbursed.”
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Two observations on the suspension of concessions are in order. First,
rebalancing restores the “balance of concessions,” but it is a rough mea-
sure and does not precisely restore the status quo ante. WTO negotiations
are multilateral, but suspending concessions in response to violations
is bilateral or at most plurilateral and is therefore discriminatory. (In
contrast, compensation is supposed to be provided on an MFN basis.)
Whereas reciprocity may be diffuse, retaliation occurs only between prin-
cipal suppliers to the violating member. A country that retaliates may well
rebalance its bilateral trade with the defendant country, but it could well
experience new inflows from third parties. Moreover, members are not
obligated to respond by raising tariffs on the same products as they origi-
nally provide concessions. Instead they are required to consider suspen-
sion first in the sector in which the violation occurred,30 second in the
agreement (e.g., GATT), and only then in other covered agreements (e.g.,
the Trade-Related Aspects of Intellectual Property Rights [TRIPs] or the
General Agreement on Trade in Services [GATS]).

Second, the WTO also allows countries to suspend concessions under
circumstances in which there are no disputes or violations. On these oc-
casions, reciprocity again plays a key role as responses are allowed in
order to maintain the balance of concessions. One circumstance occurs
under GATT Article XXVIII, which allows countries legally to modify
their tariff schedules. If a country withdraws concessions it has previ-
ously granted, principal suppliers of the product on which tariffs have
been raised are allowed to obtain permission to respond (on an MFN
basis) with higher tariffs of their own. Clearly, in this case, no attempt is
being made to compel the country to restore the tariffs it has modified.
The purpose here is simply to permit the injured suppliers to rebalance
their concessions. Yet the magnitude of the response is commensurate
with the response to Article XXIII (nullification) violations.31

A second circumstance occurs in response to safeguard actions under
GATT Article XIX (Emergency Action on Imports of Particular Products).
If a member finds that “as a result of unforeseen developments and of
the effect of obligations it has incurred” imports are (or threaten to be)
“a cause of serious injury,” the member may “to the extent and for such
time as may be necessary to prevent or remedy such injury suspend the
obligation or modify the concession.” Again, with certain qualifications,

30. DSU Article 22:3 (f) defines “sector” as “all goods” with respect to goods and refers
to a list of 11 sectors with respect to services and several categories with respect to trade-
related intellectual property rights.

31. Another important difference between rebalancing under GATT Article XXVIII and
rebalancing under Article 22 of the DSU is that renegotiations under GATT Article XXVIII,
in addition to being done on an MFN basis, are permanent, whereas suspensions under
DSU Article 22 (and GATT Article XIX) are expected to be temporary and are under-
taken on a discriminatory basis.
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suppliers affected by a safeguard have the right either to obtain com-
pensation through MFN tariff reductions in other sectors or to rebalance
concessions through raising tariffs discriminatorily or suspending obli-
gations elsewhere.32

The similarities between the escape clause and GATT Article XXIII are
not coincidental. John Jackson (1969) notes that in its 1946 proposal for a
draft of the International Trade Organization (ITO) charter, the United
States included an article on nullification and impairment. He adds, “This
article was placed in close proximity to the escape clause article and
discussions at the London session indicated the opinion that there was a
strong resemblance [between] the purposes of the escape clause emer-
gency relief from obligations (in cases of serious injury from imports)
and the ‘nullification and impairment clause’ (where expected benefits
under the agreement were not materializing)” (Jackson 1969, 167).

 In the case of rescheduling both negotiations and safeguards, there is
obviously no punitive purpose.33 It is significant, therefore, that if an agree-
ment is nullified or impaired and not brought into compliance, the re-
sponse is of a magnitude similar to that when countries legally modify
their tariff schedules under Article XXVIII of the GATT and when they
implement a safeguard action under Article XIX.34 Responses under GATT
Articles XXVIII and XIX are both required to be “substantially equivalent”
to the trade opportunities lost in response to rescheduling or safeguard
actions, respectively. Responses under DSU Article 22 are required to be
“equivalent” to the level of nullification and impairment.35

32. As a result of the Uruguay Round Agreement on Safeguards, compensation is not
required, nor a suspension of concessions allowed if the safeguard is limited to three
years and if the injury results from an absolute increase in the quantity of imports.

33. Standing to retaliate also differs in these cases. For actions taken under DSU Article
22 eligibility is confined to parties that bring the case. Any substantial supplier (typically
a supplier with a 10 percent share) may retaliate in response to an Article XIX safeguard.
Principal suppliers, substantial suppliers, and the member that originally negotiated the
concession may participate in Article XXVIII renegotiations.

34. DSU Article 22:4 states that “the level of the suspension of the concessions or
other obligations authorized by the DSB shall be equivalent to the level of the nullifi-
cation or impairment.” Article XXVIII:4 (d) of GATT states that if a contracting party
withdraws a concession, other parties can withdraw “substantially equivalent” conces-
sions initially negotiated with that contracting party. Article XIX:3 of the GATT talks
of allowing affected parties to suspend “substantially equivalent concessions or other
obligations.”

35. In practice, responses to renegotiations and safeguards are undertaken on a duties-
collected basis—i.e., the increase in tariff times the average trade in that item for the last
three years. In contrast, retaliation in response to nullification and impairment could
entail more sophisticated economic reasoning. I am indebted to Amy Porges for clarify-
ing this for me.
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WTO Dispute Settlement Remedies:
A Deconstruction

When parties breach a contract, they are generally required to provide
compensation. This requirement actually accomplishes three tasks simul-
taneously. It provides an incentive for compliance by the promisor; it pro-
vides compensation to the promisee in the event of breach; and it also
permits breach by the promisor if circumstances warrant. How well, then,
do the remedies provided for in the WTO system meet the goals that
participants generally ask of it? In particular, how successful is it as a
means for inducing compliance, providing compensation, affording an
escape clause, and maintaining reciprocity?

All four of these goals may be desirable in practice, and any system
that could simultaneously achieve them all would be particularly suc-
cessful. However, to hit four targets, one generally needs an equal num-
ber of instruments. If one has just one instrument, unless the targets just
happen to be aligned in a particular way, some compromises may
have to be made. Similarly, some trade-offs may have to be made if
one mechanism—rebalancing concessions—is used to accomplish all
these tasks. In addition, the instruments that are practicable and avail-
able in an international setting are different from those that might be
feasible domestically. In particular, parties that are sovereign govern-
ments face some constraints—WTO rulings have no direct legal effect
on domestic laws, and force cannot be used to ensure remedies are
implemented.

It should not be surprising, therefore, that several of these goals are
not completely achieved. Nonetheless, rebalancing concessions in re-
sponse to violations helps improve compliance, mitigate some of the costs
that violators impose on other countries, provide a legal mechanism to
permit at least temporary breach of WTO rules, and ensure that reci-
procity is maintained. But it does not compel (or ensure) compliance.
Nor does it fully compensate other countries for their losses. Its role as
an escape clause remains controversial, and it maintains reciprocity fairly
imprecisely and sometimes only with considerable delay.

Economic theory suggests that rebalancing through the suspension of
concessions eliminates the encouragement the WTO system might other-
wise provide to large countries to engage in violations that improved
their terms of trade. But rebalancing does not necessarily punish viola-
tions, and theory also predicts that if the internal benefits outweigh the
costs, countries will violate the agreement, a practice WTO remedies do
not necessarily prevent.36

Compliance
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Suppose, for example, a tenant rents an apartment on a month-to-
month basis (without making a security deposit) and then fails to keep
up on the rent payments. The landlord responds by evicting the tenant.
Has the tenant been subject to a punitive sanction? No, the landlord and
tenant have both taken actions with equivalent value. It’s simply that
the arrangement has collapsed, and the landlord has been able to restore
the status quo ante. To be sure, the tenant is more likely to pay the rent
knowing that eviction is an option; the threat of eviction induces compli-
ance. But eviction is clearly not a surefire method of ensuring compli-
ance, and the tenant may prefer eviction to paying the rent.

The WTO’s “suspension of concessions” operates in a similar fashion.
It has the effect of restoring the balance of concessions that existed be-
fore the adoption of the rule (or agreement) that has been nullified. It
does not entail punishment, particularly when trade flows of similar value
are assumed to be equivalent. Indeed, the WTO never speaks of sanc-
tions or penalties. It describes retaliation simply as the “suspension of
concessions.” Moreover, it restricts the value of trade eliminated by sus-
pension to the value of trade nullified by the violation, an amount im-
plicitly equal to the trade value of concessions initially provided by the
plaintiff.

In calculating whether or not to defect in a system without any retali-
ation at all, a country might only weigh the benefits and costs of defection
to itself. One of the costs is the impact of the higher trade barriers on the
efficiency of resource allocation. Another is the damage that defection will
inflict on the country’s reputation—which could make other WTO mem-
bers less likely to provide it with concessions in the future and which
could do more damage to its international relations generally. Included in
the benefits would be the perceived (political) advantages of raising trade
barriers and shifting resource allocation toward favored domestic con-
stituents.37 In addition, however, on the benefit side, a large country could
also see an improvement in its terms of trade. This would provide an added
incentive to commit the violation. Therefore, if suspending concessions

36. In his study of the preparatory work on GATT Articles XXII and XXIII, John Jackson
(1969, 170) notes, “It was clear that the draftsmen had in mind that Article XXIII would
play an important role in obtaining compliance with the GATT obligations. The custom-
ary international law analogy of retorsion was used but throughout the various drafting
sessions, there seems to have been some conflict as to the nature of the role that Article
XXIII should play, particularly with respect to whether the ‘suspension’ provisions should
be limited to the equivalence of the damage done by the action of an offending state or
whether they authorized more extensive suspensions in the nature of a sanction. . . . In
some statements, draftsmen suggested the need for ‘more rigorous retorsion’ if the of-
fending action is ‘abusive.’ Yet other statements were made to the effect that measures
under the article were not ‘sanctions’ and were not ‘punitive.’”

37. Countries could have noneconomic reasons for preferring more production (or less
consumption) of a particular product. See Johnson (1965).
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were not allowed, the system could reward violators at the expense of
members that adhered to their commitments and this could actually en-
courage violations. To offset such a loss in its terms of trade, the plaintiff
member would have to respond with tariff hikes of its own in a manner
that reduced its imports by the same volume as its export loss valued at
original world prices. This is precisely the amount of retaliation that WTO
rebalancing allows. As Bagwell and Staiger (1997, 3) show, “GATT’s insis-
tence on reciprocity in this circumstance can guide governments to effi-
cient politically optimal outcomes, since by neutralizing the world-price
effects of a government’s decision to raise tariffs, reciprocity eliminates
the externality that causes governments to make inefficient trade policy
choices.”

 While they may not actually be encouraging defection, the absence of
punitive responses renders WTO remedies rather weak instruments for
compelling compliance. Indeed, in this regard several trade theorists have
come to quite negative conclusions about the role of the dispute settle-
ment system. In models typically used in this literature, low tariff levels
can result when tariffs are determined noncooperatively, provided that
participants fear that tariff increases will result in retaliatory responses
that lead to lower payoffs.38 In these models, introducing a dispute settle-
ment system that limits and delays punitive responses makes potential
retaliation less likely and thus leads to less liberalization (Ludema 1990).
As Wilfred Ethier (2001a, 12) observes, “Trade theory focuses virtually
exclusively on punishments as trigger strategies to sustain agreements
for significant liberalization. [Since it does not allow for punishment]
actual practice is inexplicable from this view.”

One definition of an economist is “someone who sees something work-
ing in practice and wants to know if it works in theory.” In general, nations
seem on the whole to comply with WTO rules (Hudec 2002), but the
absence of more punitive retaliatory responses in the WTO puzzles theo-
rists. Dan Kovenock and Marie Thursby (1992) have posited an additional
“sense of international obligation” to explain why widespread defections
are not a feature of the system. They demonstrate that if the dispute
settlement system increases the value of such an “obligation cost,” it could
serve to enhance compliance and encourage the negotiation of lower tar-
iffs. But these benefits could be obtained from a dispute settlement system
that simply rendered public judgments and without retaliation at all.

All in all, therefore, it appears that WTO remedies are likely to make
some modest contribution to compliance.39 When combined with the fact
that in practice most members are unlikely to retaliate and that in addi-
tion an extensive period could pass before retaliation, the system ap-

38. For an excellent survey of this literature, see Staiger (1995).

39. See Bown (forthcoming) and Bown (2003) for evidence that concerns about retalia-
tion under the GATT/WTO did affect behavior.
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pears particularly poorly designed for this purpose. From some view-
points, however, this is not necessarily a bad feature of the system. In
particular, it implies that countries generally will comply only when they
believe that compliance is in their interest. This level of compliance is
actually quite healthy for a system in which sovereign nations are meant
to cooperate. (See box 2.2.)

Steve Charnovitz (2001) has claimed that the WTO has become more
punitive than GATT. Charnovitz recognizes that the GATT dispute settle-
ment system was based on a “rebalancing paradigm” designed to main-
tain a balance of concessions. However, he claims that the legal provisions
of the Uruguay Round moved away from this paradigm and established
a system based on “sanctions intended to achieve compliance.” Charnovitz
provides an impressive amount of evidence that policymakers widely
perceive the system to endorse (punitive) sanctions. But his efforts to find
actual textual support in the DSU and other appeals body statements for
his claim that the purpose has been changed are less convincing.

 While there are some subtle differences in language between GATT
Article XXIII and the DSU, which Charnovitz interprets to indicate that
the intent of suspension has been altered, he offers no evidence that larger
suspensions would now be authorized under DSU Article 22. Yet, re-
gardless of the language used, suspension has always provided both an
incentive for compliance and a mechanism for maintaining reciprocity
through rebalancing. The dual function of the system as facilitating re-
balancing and inducing compliance has long been recognized. As Ken-
neth Dam noted in his study published in 1970, “The essence of the
GATT system lies not in the abstract legal relationships created by a
tariff concession but rather in the enforcement mechanism.” Charnovitz
reads great significance into the statement by the arbitrators in the ba-
nanas case: “We agree with the United States that the temporary nature
[of countermeasures] indicates that it is the purpose of countermeasures
to induce compliance.” However, it then goes on to state, “But this pur-
pose does not mean that the DSB should grant authorization to suspend
concessions beyond what is equivalent to the level of nullification and
impairment. In our view, there is nothing in the [DSU] that could be
read as justification for countermeasures of a punitive nature.”

In fact, authorized retaliation under the DSU could well be less puni-
tive in the new system than it might have been under GATT. With the
important exception of the way in which prohibited export subsidies are
handled,40 the magnitude of the authorizations to retaliate in response to
violations is actually now more tightly constrained in the Uruguay Round
rules than it was in GATT. The DSU eliminated any possibilities that
may have existed under GATT to allow the response to the suspension
of concessions to exceed “substantially equivalent measures.” The original

40. For a more complete discussion of this exception, see chapter 3.
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Box 2.2 Prisoner’s dilemma in trade negotiations

Trade negotiations are sometimes modeled in game theory as a prisoner’s
dilemma.1 The essence of this game is the ranking of payoffs in a game be-
tween two countries. Let C denote the home country cooperating, C* the for-
eign country cooperating, D the home country defecting, and D* the foreign
country defecting. The home country’s ranking would be DC* > CC* > DD* >
CD*. The foreign country’s ranking is the opposite and symmetrical. Each side
would prefer to defect, provided the other side complies (DC*). One way of
justifying this is that such actions lead to improvements in the terms of trade.
But mutual cooperation (CC*) is preferred to mutual defection (DD*). Worst of
all is compliance when the other party defects (CD*).

If the game is only played once, both parties will defect. This way each
avoids its least desirable outcome. But if the game is played repeatedly, coop-
eration may become more attractive. Players will factor in the effect of defec-
tion today in the likelihood that their partners will defect tomorrow. The more
the future is taken into account, and the more costly future defection is likely
to be, the greater the likelihood of cooperation today.

Robert Axelrod (1984) has conducted several contests in which players en-
gaged in such multiperiod prisoner’s dilemma games. It is interesting that he
found those that played tit for tat were generally the most successful in achieving
the most cooperative solutions over time. If each party can be assured that if
it complies, the other party will do likewise, then by complying it will raise the
likelihood of mutual compliance—an outcome it prefers to mutual defection.
Conversely, parties will be discouraged from defecting if they realize that de-
fecting raises the possibility that their trading partners will defect in the future.
It is striking, therefore, that a system with rebalancing is in fact institutionaliz-
ing responses that are tit for tat. WTO members do indeed interact continu-
ously. There is reason to believe therefore that to the degree the prisoner’s
dilemma model accurately captures national preferences, rebalancing will simi-
larly lead to cooperation over time.

But the prisoner’s dilemma assumes parties rank outcomes in a particular
manner. In particular, they value mutual cooperation (both do not confess)
above mutual defection (both confess). However, this may not always be the
case. In some circumstances, parties may prefer mutual defection to coopera-
tion. For example, it could well be the case that European governments prefer
to ban hormone-treated beef even if the ban subjects them to US retaliation.
Under these circumstances, the United States cannot compel compliance by
simply withdrawing equivalent concessions. More punitive responses are more
likely to overcome such a deadlock. But they need not. In any case, they
could only do so at the risk of undermining reciprocity.

1. The name stems from a game in which two prisoners are each given the choice
to confess or not to confess. If neither confesses, they will both be convicted, say
for two years each. However, if only one confesses, he will obtain a lighter sen-
tence of one year, and the other receives four years. If both confess, their sen-
tences will both be long, say three years. If the game is only played once and they
are not allowed to collude, the optimal strategy is to confess. If the other prisoner
confesses, the first does better to confess (three years) than not to confess (four
years). If the other does not confess, the first still does better to confess (one year)
than not to confess (two years). Since both think alike they both confess and do
worse than if they both did not.
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GATT Article XXIII that covered nullification and impairment used more
expansive language. In response to nullification violations, GATT Article
XXIII spoke of allowing such suspensions of concessions as the GATT
Contracting Parties “determine to be appropriate in the circumstances.”
In contrast, Article XXVIII (Rescheduling of Concessions) spoke of pro-
viding “substantially equivalent concessions” in response to tariff re-
scheduling. These differences in wording led the legal adviser to the
director-general of GATT to argue that in responses under Article XXIII
“other factors could be taken into account.” Implicitly, therefore, the re-
sponse could be greater than equivalent to the amount of trade subject to
nullification and impairment by the violation.41 However, the DSU elimi-
nated this discrepancy and made it clear that retaliation can be no larger
than the nullification and impairment resulting from the violation.42 Spe-
cifically, Article 22:4 of the DSU states that “the level of suspension shall
be equivalent to the level of nullification and impairment.” In addition,
while retaliation was constrained in the GATT, no mechanism existed
for subjecting the size of such retaliation to review.43

The DSU also established a provision allowing for binding arbitration
when retaliation through suspending concessions was authorized. In par-
ticular, if a member objects to the level of the suspension of concessions,
or the principles and procedures by which they have been determined, the
agreement calls for binding arbitration within 60 days, either by the origi-
nal panel if available or an arbitrator appointed by the WTO director-
general.44 By affording defendants the ability to argue for limitations on
retaliation, the DSU raised the possibility that these could be smaller than
would have occurred under GATT.45

In sum, it is hard to square this tightening of the system in the Uruguay
Round with the idea that the intention was to have a system more oriented
toward inducing compliance. Finally, it is instructive to recall that under
the DSU, the same procedures (of compensation and suspension of con-
cessions) are applied to cases where members violate an agreement as

41. For a more complete discussion, see GATT Analytical Index: Guide to GATT Law and
Practice, 696–700.

42. According to Friedl Weiss (2000, 389), “[The ITO Charter originally made] clear that
retaliation was not to exceed the amount needed for the harm done.” He observes that
“the DSU text thus returns to the final intentions of the GATT/ITO negotiators.”

The arbitrators in the EC-Bananas case emphasize that the equivalence standard re-
quired by DSU Article 22:7 is stricter than under GATT (paras 6.3–.5).

43. Chad P. Bown (2002) analyzes the implications of giving countries more scope for
responses in retaliation to violations than to safeguards.

44. DSU Articles 22:6 and 7.

45. Indeed, in the Canada-Aircraft II case (Article 22:6), Brazil requested authorization for
countermeasures against Canadian aircraft export subsidies valued at $3.36 billion. The
arbitrator eventually authorized $247.9 million.
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when they take measures that nullify and impair benefits even when such
measures do not violate or conflict with any provisions of a covered
agreement.46 When nullification and impairment are found to result under
“nonviolation complaints,” the DSU makes it clear that a member is not
obligated to remove the offending measure.47 However, members experi-
encing nullification and impairment under violation complaints are en-
titled to respond in the same way under violation complaints as they do
under nonviolation complaints.48 This suggests that in violation complaints,
responses are not designed to induce compliance.

46. For an elaboration of this distinction, see Hoekman and Kostecki (2001, 75).

47. DSU Article 26:1 (b) states, “Where a measure has been found to nullify or impair
benefits under, or impede the attainment of objectives, of the relevant covered agree-
ment without violation thereof, there is no obligation to withdraw the measure.”

48. Article 26:1 notes that in cases of nonviolation “the procedures in this Understand-
ing shall apply.”

The ability to retaliate in response to a violation by suspending conces-
sions could compensate a country for losses brought about by the im-
pact of the violation in worsening its terms of trade. However, offsetting
this benefit would be the losses in efficiency inflicted by the higher tar-
iffs. While a large plaintiff can therefore offset its external (terms-of-trade)
losses, it cannot recoup the internal efficiency benefits it would have enjoyed
had there been no violation. In other words, it is not fully compensated for
the effects of the violation, and in effect the best it can do is to return to
the status quo ante the original agreement. Since small countries gener-
ally face terms of trade that are fixed, retaliation may provide them with
no compensation at all. Responding with increased tariffs of their own
will lead to less efficient levels of production and consumption and no
offsetting terms-of-trade improvements. Such countries will be unable to
receive any compensation at all.

Warren Schwartz and Alan Sykes (2002) have undertaken an interest-
ing analysis of the WTO system using the economic theory of contract
remedies. They note that in an efficient enforcement system

a party will be induced to comply with its obligations whenever compliance
will yield greater benefits to the promisee than costs to the promisor, while
allowing the promisor to depart from its obligations whenever the costs of
compliance to the promisor exceed the benefits to the promisee.

One mechanism for doing this is the award of what are termed “ex-
pectation damages” that place the promisee in as good a position as it
would have been if the promisor had performed (Schwartz and Sykes

Compensation?
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2002).49 If the promisor is obliged to make the promisee no worse
off than she would have been had the contract been fulfilled and can
fulfill this obligation even while breaking the contract, then breach is
efficient.

Schwartz and Sykes (2002) claim that the WTO provisions respecting
the settlement of disputes over breach of obligations are carefully de-
signed to facilitate efficient social adjustments to unanticipated circum-
stances. But the WTO system is not actually efficient in this sense. By
allowing victorious plaintiff countries to rebalance their concessions through
suspension of concessions, the WTO does not actually provide them with
“expectation damages.”50 As already noted, the DSU states (Article 22:4),
“The suspension of concessions should be equivalent to the level of nul-
lification and impairment.” To be sure, taken at face value, this language
is compatible with an interpretation that suggests full compensation for
the plaintiff, but that does not happen in practice when the statement is
taken to refer to trade volumes rather than welfare. Rebalancing trade
volumes leads to equivalence only in a mercantilist sense of allowing the
plaintiff to eliminate the “bad” of imports. If politicians are concerned
only about the trade balance, they may feel compensated, but in terms
of economic welfare, only (external) harm done to the plaintiff country
due to the decline in its terms of trade can be taken care of by suspen-
sion. If it retaliates, the plaintiff country will not be compensated for the
(internal) efficiency losses that will result from its higher tariffs. Instead
of being in the position it would have been had the agreement been
implemented, the plaintiff will find itself in the position it was before
the negotiation that resulted in the agreement.

It is therefore not certain that the outcome is efficient in the sense that
the benefits to the defendant exceed the costs to the plaintiff. The basic
problem with drawing the analogy between the WTO and a system of
contracts is that with contracts, payments for damages are assumed to
involve “lump sum” financial payments that have no additional impact
on resource allocation. By contrast, tariff changes do.

The analogy also fails to capture how tariffs actually work. The more
money a plaintiff receives in compensation, the better off she will be. But
any increase in tariff beyond optimal levels could actually make the plain-
tiff worse off. There is an inherent limit therefore to the amount of com-
pensation that can be provided through higher tariffs alone. If the WTO
were to institute an efficient system based on “expectation damages” that
operated through suspension, in addition to permitting the plaintiff to

49. They state that “expectation damages thus deter inefficient breach, because the promisor
will not wish to violate and pay expectation damages unless the promisor gains more
from the breach than the promise loses, in which case the breach is inefficient.”

50. Actually it entails restitution—i.e., the equivalence of getting the promisee’s money
back in the event there is a breach.
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retaliate, the system would have to require additional compensation equal
to the efficiency costs the plaintiff incurs when retaliating by raising its
border barriers. In such a system, the defendant would supplement such
action with financial considerations or some other side-payment.51 Alter-
natively, if the WTO did not allow for suspension of concessions and
could compel defendants to compensate plaintiffs with reductions in
other barriers to their exports, the system could come closer to achieving
expectation damages.

It is also noteworthy that the rebalancing the WTO allows is prospec-
tive. Plaintiffs receive no consideration for the losses due to violations
that they may have suffered before authorization. The obligation vio-
lated by the foreign sales corporation (FSC) came into effect in 1995, yet
Europe was authorized to retaliate only in 2002. Clearly, this practice
could render the compensation seriously inadequate. What explains this
provision? It could be the desire to attract participants to make agree-
ments in the first place. Indeed, the best way to think about this WTO
approach is analogous to a money-back guarantee. “Buy our product,”
proclaims the advertisement, “and if you’re not satisfied, you can return
it at any time and you will get your money back.” Suppose you buy the
product, find its performance wanting, return it, and get your money
back. You have been compensated in the sense that you are back to the
status quo ante. But you are not left in as good a position as you would
have been had the product actually worked, and you are not compen-
sated for the transaction costs, inconvenience, and forgone interest you
might have earned on your money. Similarly, when a country is given
permission to suspend concessions in response to nullification of an
agreement, it is able to restore the status quo before the agreement, but
it is not left in as good a position as it would have been had the agree-
ment been fulfilled.

This analogy also points to a consideration that could detract from the
inducement to sign an initial agreement. If transaction costs are significant,
you will be less impressed by a simple money-back guarantee. If your
trading partner is unreliable, and these costs are significant, you will be
less likely to sign in the first place. Therefore, when these costs are large,
compensation will have to be larger.

Let’s illustrate some of these points with the example of the United
States and Poland. Assume that initially the United States and Poland
each set their tariff levels independently. (Assume both are large coun-
tries.) Taking American tariffs as given, Poland did its best when setting
its computer tariffs, and the United States likewise set its tariffs on chemicals
at their optimal levels, taking Polish tariffs as given. At that time, each

51. If the system required punitive tariffs in retaliation, it could force the defendant to
take into account the additional efficiency losses the plaintiff incurred. However, such
tariffs would not be optimal from the standpoint of the plaintiff.
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was prevented from reducing its tariffs further by the adverse effect on
its terms of trade. By negotiating a reciprocal agreement, however, they
managed to eliminate this effect, and the United States agreed to reduce
its tariffs on chemicals in return for a reduction of Polish tariffs on com-
puters. They were now able to move to a new situation in which both
were made better off.

However, assume circumstances changed for the United States (or it
misunderstood the terms of the original agreement), and it chose to nul-
lify the agreement, in effect raising its protective barriers back to their
original levels. Assume that after winning its case at the WTO and being
granted authorization, Poland retaliates. Trade barriers have now re-
verted to the original situation. The United States persists with the vio-
lation. Apparently, circumstances have changed, and the United States
no longer wants the deal.52 By revealed preference, therefore, the United
States is better off without an agreement. If circumstances have not
changed for Poland, however, it is now worse off than it was with the
agreement. Poland has clearly not been fully compensated for the break-
down in the agreement, but its retaliation has at least allowed it to offset
the worsening in its terms of trade that resulted from the US violation.
Poland is no worse off, though, than had there been no agreement in the
first place.

Strictly speaking, therefore, allowing for suspension removes the ad-
ditional incentive that the terms-of-trade improvement would otherwise
provide for violations. It also allows Poland to offset the loss it would
otherwise experience from the decline in its terms of trade due to the
violation. But Poland is not as well off as it would have been had the
United States stuck to the agreement. Therefore rebalancing through sus-
pension expunges the impact of the agreement and allows the system to
revert to the status quo ante. Benefits are “rebalanced” in the sense that
neither side benefits from the agreement.

In sum, breaches that occur through this mechanism will not necessar-
ily be socially (or globally) efficient, since the gains to the violator could
be less than the costs to the plaintiff. Nonetheless, setting compensation
at a relatively low level could have the desirable effect of encouraging
those members that fear that they may have to breach, to sign agree-
ments in the first place. However, members who believe that breach by
the other side is likely may be less willing to sign than if they believed
the other side would suffer more serious consequences. In particular, if
the transaction costs of signing agreements are substantial, the failure to
provide adequate compensation could also serve to discourage agree-
ments by some members. 

52. In this case, the original Nash equilibrium is also Pareto optimal and the best deal
that can be sustained without making one of the parties worse off.
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Safety Valve?

WTO remedies have weak effects in inducing compliance and do not
require full compensation of loss for the plaintiff. Paradoxically, how-
ever, these features actually enhance the system’s ability to provide a
safety-valve mechanism.

Safety valves are useful. Modification of Schedules (under GATT Article
XXVIII) and escape clause actions under GATT Article XIX (Emergency
Action on Imports) are generally viewed as desirable attributes of the
WTO system. Both are designed to assuage the legitimate fears of mem-
bers that circumstances could change after they have signed an agree-
ment. Rescheduling (GATT Article XXVIII) permits members permanently
to opt out of tariff concessions that they no longer view to be in their
interests. Escape clause actions (Article XIX) permit a member to obtain
a temporary respite from its obligations in the face of unforeseen devel-
opments. By providing these mechanisms, the system encourages mem-
bers to make concessions they would not otherwise make and to avoid
commitments that no longer serve their interests. Yet similar provisions
for “escaping” from other types of WTO obligations appear to be con-
spicuously absent. For example, what if a country finds its adherence to
the provisions of the Agreement on Trade-Related Aspects of Intellec-
tual Property Rights (TRIPs) unexpectedly causes serious injury? What
if a member is genuinely surprised to find that its understanding of a
particular provision is different from the ruling given by the WTO DSB?
Under these circumstances, a member may find that its preferred option
is to violate the agreement and deal with those who complain through
the dispute settlement system.

 It has already been noted that the suspension of concessions allowed
by the WTO in response to violations is substantially similar to that
allowed in response to escape clause actions and rescheduling under
Article XXVIII. The resemblance between suspensions under (DSU) Article
22 and (GATT) Article XIX is particularly strong, since both are expected
to be temporary. This suggests that de facto, accepting retaliation in re-
sponse to findings of violations may provide an escape clause route for
circumstances not covered by Article XIX. More controversial is the question
of whether accepting such retaliation could serve as a more permanent
opt-out mechanism similar to Article XXVIII.

Legal scholars are divided over the precise nature of the obligation to
comply with the rulings of the DSB. The DSU language clearly states
that compliance is “preferred.” It also states that rebalancing through
either compensation or suspension of concessions is meant to be tempo-
rary. Unlike tariff reschedulings, the suspension of concessions under
Article 22 of the DSU is undertaken bilaterally rather than on an MFN
basis, reinforcing the idea that this departure from a basic WTO norm is
a temporary measure. In addition, provisions in DSU Article 22 require
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the DSB to keep such cases under surveillance. According to John Jack-
son (1997), ultimately the obligation to comply is the same as any other
binding obligation under international law.53 Scholars such as Judith
Bello, Warren Schwartz, and Alan Sykes provide an alternative view (Bello
1996, Schwartz and Sykes 2002). They place more significance in the phrase
“compliance is preferred” and argue that it is significant that the phrase
“compliance is required” is never used. They also emphasize that al-
though rebalancing is meant to be temporary, no specific time limits are
placed in its exercise.

As an economist who lacks legal training, it lies beyond my compe-
tence to choose between the eminent legal authorities on this issue. How-
ever, I would note that the practical significance of the argument about
an ultimate requirement to comply is relatively small. Although the ap-
plication of remedies is “intended to be temporary,” the practical effect
of not providing for a firm date for compliance could be to allow the
defendant legally to sustain the practice indefinitely.54

The potential benefit of such a mechanism for indefinite breach has
increased as the dispute settlement system has become increasingly power-
ful and the scope of WTO rules increasingly broad. It is no surprise that
the agreements contain gaps, ambiguities, and inconsistencies. Yet it is
not easy to change them. Negotiating new agreements has become in-
creasingly time consuming. Even if the Doha Round ends as scheduled
in 2005, for example, 12 years would have passed since the end of the
Uruguay Round. The DSB, by contrast, now acts fairly rapidly. Its cases
must meet time guidelines, and members cannot prevent the appeals
body from issuing binding rulings.

 In a recent study, Claude Barfield (2001) argues that a mismatch
now inevitably produces excessive judicial activism. “The internal flaw is
between the WTO’s consensus-plagued inefficient rule-making procedures
and its highly efficient dispute settlement system—an imbalance that cre-
ates pressure to ‘legislate’ new rules through adjudication.”55 The ability
to reverse rulings, which in domestic settings is provided to the legisla-
ture, is not effectively present in the WTO. Barfield is concerned, there-
fore, that the DSB interpretations will override preferences of sovereign

53. DSU Article 22:9 also states, “when the DSB has ruled that a provision of a covered
agreement has not been observed, the responsible Member shall take such reasonable
measures as may be available to it to ensure its observance.” This seems to reinforce the
principle of a legal obligation to comply. But it also states, “the provisions . . . relating to
compensation and suspension of concessions or other obligations apply in cases where is
has not been possible to secure such observance.”

54. To be sure, the DSB does monitor uncorrected violations permanently.

55. Article IX:2 of the WTO agreement states that “only the Ministerial Conference
and General Council are empowered to adopt definitive interpretations of GATT-WTO
texts.”
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national governments. The result of this imbalance will inevitably be an
erosion of the WTO’s legitimacy.

Barfield cites five cases to bolster his arguments. While his judgments
about whether panels have exceeded their mandates in individual cases
can be questioned, what is indisputable is that many WTO cases are
extremely controversial. Passions are bound to be inflamed when the
WTO makes rulings on hot topics such as the relationship between the
trade rules and the environment (tuna-dolphin and shrimp-turtle), food
safety (e.g., hormone-treated beef), nontransparent barriers (Kodak-Fuji),
US antidumping provisions (see Leibowitz 2001), tax subsidies (FSC/
Extraterritorial Income Exclusion Act), and now genetically modified
organisms.

How then should the WTO respond? One approach would be to weaken
the dispute settlement system. Indeed, Barfield’s solution to this problem
is to create mechanisms for short-circuiting and/or blocking the dispute
settlement process. Specifically, he advocates two changes to create “a less
rigid, more flexible dispute settlement system” (Barfield 2001, 13).

But it is by no means clear that the system would be improved by
adopting Barfield’s recommendations. They could actually prove counter-
productive. Imagine the cries of foul if, as Barfield advocates, the director-
general of the WTO (or a subset of WTO members) unilaterally made
the decision that a dispute was too controversial or political, or that the
language agreed upon by a consensus of WTO members was too vague
for the DSB to render a judgment. One can well imagine those who be-
lieve they have the upper hand in the dispute complaining vehemently
that their rights were being overruled by an unrepresentative group of
members or even worse a bureaucrat like the director-general of the WTO.
Likewise, it is hard to imagine that a victorious litigant would look fa-
vorably at his second recommendation—a blocking minority of mem-
bers overruling a decision. Adopting these suggestions might not only
reduce the WTO’s legitimacy but also impair its efficacy.

 Moreover, the proposition that it is better to have agreements that
are never authoritatively interpreted is highly questionable. Panelists per-
form invaluable services both in providing interpretations and in signal-
ing where clarification and amendment are called for. If countries could
no longer be sure that the dispute settlement system would be able to
make rulings on violations, they would be less likely to rely on it. This
lack of faith could produce less liberalization. It would also lead to an
increase in extra-WTO retaliation and thus reverse one of the great ac-
complishments of the Uruguay Round agreement.

The argument here suggests that the WTO already has in place a mecha-
nism to deal with the concerns raised by Barfield. Countries that lose
cases—as with the European Union and hormone-treated beef—need not
give up the sovereign right to determine their own laws. If they do not
wish to comply with DSB rulings, they can either pay compensation or
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accept retaliation. They can then try to have the rule changed or clarified
in the next trade round.

 De facto, therefore, the responses to violations under the DSU oper-
ate as an escape clause, although this is not generally acknowledged. As
long as retaliation is restrained, perhaps it is sufficient to simply allow
this mechanism to serve tacitly as an escape clause mechanism. How-
ever, if responses are increasingly allowed to follow the more punitive
approach and reasoning used in the FSC case discussed in chapter 3,
there may be pressures for a provision, analogous to Article XXVIII for
rescheduling tariffs, that could be explicitly invoked in the event par-
ticular rules become untenable. In both cases, other members could re-
spond by rebalancing their concessions.

56. Quoted in Charnovitz (2001, 801).

This review of three possible goals of WTO remedies suggests some role
for each. However, these attributes appear as by-products of a system
that is best explained as an effort to maintain reciprocity through rebal-
ancing. John Jackson (1969), in his study of the preparatory work done
for the original GATT and ITO, quoted one of the drafters as stating,
“What we have really provided, in the last analysis, is not that retalia-
tion should be invited or sanctions invoked, but that a balance of inter-
ests, once established, shall be maintained.”56 Similarly, in writing about
the original GATT agreement and its responses to violations, Robert Hudec
(1993, 7) observed, “The key value underlying this rather odd legal de-
sign was reciprocity. The legal procedures were not there to enforce ob-
ligations for the sake of enforcement. They were there to correct imbal-
ances that might arise in the benefits governments were actually receiv-
ing from the agreement. It was a diplomat’s concept of legal order.”

 This approach appears desirable when viewed from a mercantilist
perspective. If a country reneges on its promise to provide the “good” of
more exports for its trading partner, the partner should either be com-
pensated with other exports or be able to protect itself by reducing the
“bad” of its imports from that country by an equal amount.

Rebalancing also accords with the ideas of trade theory. By rebalanc-
ing, the plaintiff is able to eliminate any deterioration in its terms of
trade that might have resulted from the violation of the agreement. Re-
balancing therefore ensures that countries make their trade policy based
on the internal consequences of their decisions and denies them the abil-
ity to shift their costs onto their trading partners.

 Rebalancing also serves some important political functions by main-
taining reciprocity. If producers of exports are hurt as a result of foreign

Rebalancing?
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violations, at least import-competing producers can be rewarded by the
retaliation. Rebalancing also allows the claimant nation to prevent for-
eign countries from reaping extra gains from a trade agreement that it
violates (an important consideration for realists). Finally, it ensures that
the terms of the bargain cannot be abridged unilaterally without conse-
quences. This assurance gives agreements greater credibility. All these
elements are important in maintaining political support for the system.

57. This assumes there are no fixed costs associated with signing the agreement.

58. Assume that the original negotiations began with a Nash equilibrium. Both sides
were not cooperating and each side set its tariffs at the optimal level given the tariffs in

Agreement and Enforcement:
Interdependent Arrangements

It is well recognized in economics that barriers to exit can create barriers
to entry. Just as restrictions on firing workers, for example, can discour-
age firms from hiring workers, so could penalties discourage countries
from agreeing to WTO disciplines at all. This barrier is important be-
cause one role of the WTO system is to entice the parties to sign as
many agreements as possible. As Kenneth Dam (1970) noted in his classic
study of the GATT,

The GATT has a special interest in seeing that as many agreements for the reduc-
tion of tariffs as possible are made. Enforcement of tariff bindings is important
. . . but a system that made the withdrawal of concessions impossible would
tend to discourage the making of concessions in the first place. It is better, for
example, that 100 commitments should be made and that 10 should be with-
drawn than that only 50 commitments should be made and all of them kept.

My analysis of WTO remedies suggests that the WTO system operates
by offering parties close to a “no loss” or “get your money back” oppor-
tunity. If the deal looks beneficial today, you can sign it knowing that at
worst, if circumstances change, you cannot be worse off.57 After all, you
will only defect if you think defection makes you better off. However, if
your trading partner defects, you will be able to rebalance concessions
and at worst revert to the status quo ante, raising your tariffs to their
previous level, which is the best you can do given the other side’s viola-
tion. Even in this case, assuming there are no fixed costs associated with
signing the agreement (and no delays in enforcing it), you will not be
worse off than you would be without an agreement because you will
have enjoyed benefits until the violation was committed.

On the other hand, suppose that, instead of simply allowing the plain-
tiff to return to the status quo ante, the rules allowed it to exact an addi-
tional penalty.58 This could make the breaching party worse off than it
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was before the original agreement. Its terms of trade would end up lower
than before the agreement and thus the “externality” from breach would
now be negative rather than positive. Assume that before the agreement,
the plaintiff had set its tariffs at their optimal level, given the absence of
an agreement. If it were then required to impose a penalty, it too would
be worse off from participating in the agreement. While such penalties
might be more effective in inducing compliance, if they failed to do so,
both parties could be worse off and hence discouraged from entering
into the agreement in the first place.

In the discussion of compensation it was noted that once an agree-
ment is signed, the provision allowing retaliation to be equivalent to nulli-
fication and impairment does not lead to optimal breach. However, it
can be shown that the provision can lead to optimal agreements being
signed at the outset. Wilfred Ethier (2001b) has argued persuasively that
rebalancing with commensurate responses is an optimal approach when
countries negotiating trade agreements are subject to considerable uncer-
tainty about whether or not they could find themselves out of compli-
ance. “Each country knows that it might turn out to be either the accuser
or the accused. Thus it is in no country’s interest, ex ante, to agree that,
ex post, either the accuser should be unconstrained in its ability to punish
or the accused should be unconstrained in its ability to proceed without
punishment” (Ethier 2001b, 5). He argues, therefore, that central to multi-
lateral liberalization is an implicit agreement among countries to violate
agreed commitments if the violation implies no retreat from reciproc-
ity.59 He also demonstrates rigorously that a system with commensurate
responses to violations leads to an optimal degree of liberalization.

In sum, the ability of plaintiffs to suspend concessions in response to
WTO violations accomplishes several goals simultaneously. Above all, it
permits the plaintiff to maintain reciprocity. In addition, it reduces in-
centives for noncompliance, it offsets some of the losses the plaintiff in-
curs from the violation, and it may provide a (temporary) safety-valve
mechanism that permits breach. The system also encourages members to
enter into new agreements—indeed, it will lead to the optimal amount
of liberalization (Ethier 2001b).

The failure to appreciate that each of these considerations plays an
important role in the system can lead to misplaced criticism and poor

the other country. In this framework, if the violation restored the defendant’s tariff to its
original level, in the absence of its WTO commitments, the complainant would respond
by raising its tariff back to its original level as well. It would not want to respond with
an even higher tariff. Thus rebalancing accords with the response the defendant would
choose on its own.

59. An important assumption in proving this result is that verdicts are rendered rapidly
so no weight is given to the adjudication phase. Lengthening this phase will lead to less
liberalization. Ethier (2001b, 20) also derives conditions in which commensurate responses
remain optimal.
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advice. For example, those who claim that WTO retaliations are sanctions
forget where WTO agreements come from in the first place. WTO agree-
ments reflect concessions. When countries are found in violation, they
have in principle reneged on something for which they received consid-
eration. When plaintiffs retaliate, they are not applying a punishment but
returning to the status quo before the original agreement. Similarly, it is
true that smaller countries have greater difficulties in applying retaliation.
But in part this is the mirror image of the advantages they could enjoy
from free riding in a negotiating system based on the MFN principle.

The mechanisms used by the dispute settlement system will influence
what can be negotiated. For example, the WTO implicitly assumes that
members have acted in good faith. When findings of violations are made,
remedies are always only prospective. This certainly weakens compli-
ance incentives because it implies that there might be no consequences
for temporary violations, but it may also help facilitate agreement by
giving countries assurances that they will not be punished if they mis-
understand the agreement.

The system of negotiation also helps drive compliance. Members com-
ply in part because maintaining a reputation for compliance is important
not simply to preserve existing agreements but also to extract conces-
sions in the future.

When critics propose reforming the system, they often fail to consider
the impact of their recommendations on the other roles. It is certainly
possible, for example, to improve compliance with stronger penalties but
this could come at the expense of other goals. Stronger penalties would
disturb the balance of reciprocal concessions given by members, inhibit
members from exercising breach, and (in mercantilist terms) provide “ex-
cessive” compensation. Similarly, more lenient responses might allow
members to breach their agreements more easily, but this would again
disturb reciprocity and reduce incentives for compliance.

Conclusion

Three sets of preconceptions that observers bring to the WTO were laid
out at the start of this chapter. They concerned the legal nature of the
system, the purpose of WTO dispute settlement remedies, and the links
between the systems for obtaining and enforcing agreements. This discus-
sion of the system’s guiding principles and rules suggests that nuanced
judgments of the degree to which the system actually accords with these
preconceptions are warranted.

The system has several attributes that resemble a contract. Agreements
reflect deals struck by members on the basis of mutual interests rather
than global statutes enacted through legislative decisions. Responses to
violations are treated as a matter between the affected parties and not as
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infractions against the organization as a whole. Members rather than the
body as a whole bring cases. If participants in a dispute are able to strike
a bilateral deal by offering compensation, which is acceptable to those
affected by an infraction, members can maintain their noncompliance with-
out further economic consequences. If they are not able to obtain satisfac-
tory compensation, plaintiffs are not entitled to impose punitive responses
and do not even receive expectation damages. Nonetheless, the analogy
to a contract remains imperfect. Those who violate a contract may be
able to obtain permanent relief from their obligations by providing com-
pensation. However, even when compensation is provided, WTO mem-
bers cannot permanently evade their (legal) obligations to comply. Ulti-
mately WTO obligations are the same as those of any legally binding
international agreement. “Suspension of concessions” or compensation
are in principle only temporary measures. However, because no time
limits are placed on breach, the infraction could be maintained indefi-
nitely without further consequence. Moreover, members can buy off plain-
tiffs with compensation before a judgment and avoid incurring such an
obligation in the first place.

While WTO remedies achieve several goals simultaneously, the goal
achieved most precisely is maintaining reciprocity. The suspension of
concessions does operate to create an added inducement for compliance.
It may provide larger members with the ability to offset losses in their
terms of trade. In practice, by accepting retaliation, a defendant may
escape from its obligations, temporarily in principle and indefinitely in
practice.

Finally, a key feature of the system is that agreements and enforce-
ment are integrally linked. Conceptually, the principle of reciprocity guides
both the manner in which agreements are reached and the remedies that
result from violations, although in practice reciprocity is enforced more
precisely when concessions are suspended than when they are granted.
Operationally, responses to violations reinforce the ability to obtain agree-
ments by providing recourse but avoiding punishment. Conversely, the
need to maintain credibility in ongoing negotiations reinforces compli-
ance with dispute settlement rulings.

Nonetheless, while the paradigm of reciprocity fits neatly into a frame-
work in which concessions relate to border barriers, it does less well
when relating to rules. In particular, WTO members are obliged to ad-
here to rules, and violation of rules creates a presumption of “nullification
and impairment.” However, when faced with violations, other members
cannot seek compensation or authorization to retaliate unless they can
demonstrate that they have experienced nullification or impairment of
benefits—that is, trade effects. Thus the system is actually a strange hy-
brid in which the response to violations of obligations to adhere to rules
that have no impact on trade flows differs from the response to viola-
tions that affect trade.


