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Free Trade and Social Damping: 
Lessons from the Regulation of 
IS. Interstate Commerce 
Brace Elmslie and William Milberg 
As free-trade agreements 
spread around the globe, 
and encompass more 
developing countries, the 
pressure to reduce health, 
safety, and environmental 
as well as wage standards 
will grow more intense. The 
authors look to America's 
own history of interstate 
trade to provide a guide that 
might help us maintain 
standards around the world. 

BRUCE ELMSLIE is Associate Professor of 
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recent political battles in 
the United States over the 
merits of NAFTA and the 

World Trade Organization (WTO), 
established in the GATT Uruguay 
Round Agreement, centered around 
the question of "national sover- 
eignty." While proponents of these 
trade liberalization agreements ar- 
gued - correctly - that U.S. sover- 
eignty could not be lost since only 
the Congress has the power to make 
U.S. laws, their argument missed 
the point. The fear of the opponents 
of NAFTA and the WTO was not of 
some abstract principle learned in 
civics class, but of the real threat of 
downward pressure on wages and 
labor, health, safety, and environ- 
mental standards that results from 
trade liberalization in a world of 
internationally mobile capital. This 
fear was expressed recently by Gary 
Hufbauer, senior economist of the 
Institute for International Econom- 
ics. In an April 7, 1995, Wall Street 
Journal article, he was quoted as 
saying, "In the wake of Mexico, you 
can feel the pulse of people being 
nervous about further integration 
with poorer countries." Hufbauer 
went on to argue that this nervous- 

ness would be reduced by pursuing 
a trade alliance with Europe be- 
cause of its high wages and more 
similar social institutions. 

In the absence of some interna- 
tionally agreed upon set of stand- 
ards, the determination of minimum 
social standards is placed in the 
hands of "the market." This mar- 
ketization of social standards is 
generally viewed favorably by 
economists, who tend to prefer mar- 
ket outcomes to those regulated by 
"short-sighted" and "self-inter- 
ested" national governments ("le- 
viathans," in the current lexicon of 
economists). But to the extent that 
multinational firms are willing and 
able to locate production where 
conditions are most favorable, the 
"market solution" does not solve 
the problem of sovereignty loss, it 
simply transfers the power of sov- 
ereignty to multinational corpora- 
tions. Free international competi- 
tion puts pressure on nations to bid 
down their social standards toward 
the level of the lowest-standard 
country. While free trade tends to 
harmonize standards for labor and 
capital across countries, in the cur- 
rent economic and institutional cli- 
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mate, international trade liberalization gives this har- 
monization process a downward bias. It was the fear 
of downward pressure on social, environmental, 
health, safety, and labor standards that loomed so large 
in the recent debates over NAFTA and the WTO. 

While the effect of NAFTA and the Uruguay Round 
Agreement on social standards in the United States has 
not yet been felt, an example of the downward pressure 
on social standards that results from international trade 
liberalization can be found in Canada's experience 

Free international competition puts 
pressure on nations to bid down their 
social standards toward the level of the 

lowest-standard country. 

with the U.S.-Canadian Free Trade Agreement. Since 
1 989, when the agreement went into effect, Canada has 
experienced a substantial decrease of foreign capital 
and a shrinkage of its corporate tax base. This has 
contributed to the pressure on the Canadian govern- 
ment to reduce its high standards for health care pro- 
vision and welfare benefits. The level of unemploy- 
ment insurance benefits as a percentage of the average 
weekly wage fell from 37 percent to 27 percent be- 
tween 1989 and 1994. While one might want to mini- 
mize the importance of this case on the grounds that 
Canada is a small country with higher social standards 
than the large country (the United States) with whom 
it formed the free trade area, it is worth noting that this 
represents a microcosm of the current global situation 
in which a relatively small share of the world's popu- 
lation exists in industrialized countries and enjoys 
relatively high social standards. 

In amore recent example relating directly to the new 
WTO dispute resolution system, Venezuela and Brazil 
received a favorable ruling in a complaint against the 
United States for "unfairly" restricting gasoline im- 
ports. The complaint centered around the Environ- 
mental Protection Agency's rules, developed as part 
of the 1990 Clean Air Act, which require "reformu- 
lated" gasoline to be sold in nine large metropolitan 
areas, and include an "antidumping" resolution for 
conventional gasoline. Gasoline sold in the major met- 
ropolitan areas must meet higher standards than that 
which is sold in the rest of the United States. All 
gasoline, imported or domestically produced, must 
meet these higher standards. The complaint alleged 

discrimination because most imported gasoline sold in 
these markets must meet "statutory" standards that are 
higher than those of some U.S. refiners.1 If the Vene- 
zuelar-Brazil victory is not reversed on appeal (and as 
of the time of this writing the Clinton administration 
had not even filed for an appeal), then the average 
levels of sulfur, olefins, benzene, etc., in both reformu- 
lated and conventional gasoline sold in the United 
States are expected to rise. The GATT panel in fact 
ruled against the United States in mid- January. 

OBSTACLES TO UPWARD 
HARMONIZATION 

Efforts to delink trade liberalization and the downward 
harmonization of social standards face three substan- 
tial obstacles. First, the GATT institutionalizes the 
downward bias. The problem is that the explicit goal 
of the GATT (and thus of the WTO that administers 
it) is trade liberalization and only trade liberalization. 
The main objective of the GATT, as stated in its 
preamble, is "the substantial reduction of tariffs and 
other barriers to trade and the elimination of discrimi- 
natory treatment in international commerce." The pri- 
mary principles of the GATT are nondiscriminati on 
and reciprocity, outlined in the Most Favored Nation 
Clause of Article I and the National Treatment Clause 
of Article III. The only mention of worker rights or fair 
labor standards in the current GATT is in Article 
XX(e), which permits nations to take action against 
"products of prison labor." Although the Uruguay 
Round Agreement contains provisions on technical 
standards and on standards of "sanitary and phytosani- 
tary measures" in agricultural trade, there is no men- 
tion of labor or environmental standards. And the 
recent ruling against the United States in its dispute 
with Mexico over its tuna fishing methods has de- 
pressed hopes of those expecting to use the GATT for 
an upward harmonization of international environ- 
mental protection standards. Strictly speaking, the 
GATT is mandated to pursue the goal of multilateral 
trade liberalization irrespective of questions of local 
standards, foreign investment, or sovereignty transfer. 
In a balance between the interests of free trade and 
national sovereignty, the GATT favors free trade. And 
regulations imposing standards on foreign producers 
must be viewed as "discriminatory" and, prima facie, 
unacceptable trade barriers under the GATT. 

The second obstacle to an upward harmonization 
strategy is the opposition expressed by the govera- 
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mente of many countries that have low standards. 
Developing-country governments have argued that to 
raise social standards would remove these nations' 
essential source of comparative advantage (i.e., their 
low-wage, lax-regulatoiy production environment). In 
many ways this view is in line with the principles of 
the GATT. Social standards constitute a barrier to 
trade for these countries, precisely at the moment, they 
argue, when developing countries are making signifi- 
cant gains in international competition in manufac- 
tured goods. 

The third obstacle is the pro-free-market ideology 
of many économiste. Economiste generally ignore the 
issue of sovereignty loss or forced standards reduc- 
tions in calculating the coste and benefits of trade 
liberalization. In theory, such calculations encompass 
all factors, including those external to the private 
market. The problem is most economists consider that 
"representative bodies" such as the Congress or 
elected officials such as the president inevitably serve 
the intereste of small, powerful groups. The relative 
ease of organizing a small group with a special vested 
interest resuite in a lobbying of elected officials that is 
biased toward the interests of these groups. The exten- 
sive protection granted to sugar producers in the 
United States is often cited as a prime example of how 
the general welfare of the populace is undervalued in 
favor of the increased welfare of small groups. As a 
result of this perceived inevitable bias in the actions of 
such "democratic" political institutions, a transfer of 
authority away from the government is viewed by 
many économiste as a benefit rather than a cost. To the 
extent that such a transfer leads to the marketization 
of such decisions and authority, there is, in theory, an 
efficiency gain. The market is viewed as correcting 
those distortions inherent in the political process. 

While the obstacles to reform are formidable, there 
does exist an institutional precedent for trade liberali- 
zation without an overall reduction in social stand- 
ards. This is the case of interstate commerce in the 
United States. The liberalization of interstate com- 
merce is generally recognized as a success precisely 
because so many aspects of production and commerce 
have been removed from competition, subject instead 
to a national standard. That is, the statutory or regu- 
latory guarantee of minimum social standards in a 
number of areas has made the liberalization of inter- 
state commerce and the concomitant reduction in 
states' sovereignty politically feasible. The creation 
of reasonably legitimate institutions and procedures 
for handling the transfer of sovereignty from the states 
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to the federal government was not accomplished over- 
night by statute but has involved years of debate and legal 
battles between state and federal authorities over the 
interpretation of the "Commerce Clause" of the U.S. 
Constitution. The debate continues today, as evidenced 
by the recent Supreme Court rulings invalidating a fed- 
eral law that prohibited the possession of guns near a 
school, the periodic flurry of downward bidding of busi- 
ness taxes by states seeking to attract private investment, 
and the recent welfare benefit reductions aimed at en- 
couraging the outward movement of recipiente. But the 
history of interstate commerce regulation and national 
standards may provide some lessons for the current 
concern with the globalization of competition. 

REGULATING INTERSTATE 
COMMERCE 
Article 1, Section 8, of the U.S. Constitution provides 
that: "The Congress shall have the power ... to regu- 
late Commerce with foreign Nations, and among the 
several States." This section of the Constitution, 

The problem is most economists 
consider that "representative bodies" 

such as the Congress or elected officials 
such as the president inevitably serve 
the interests of small, powerful groups. 

known as the "Commerce Clause," does not specify 
the exact relation between state and Congressional 
powers as it pertains to specific regulations, taxes, etc., 
which may have an impact on interstate commerce. 
The question of the extent of states' rights is constantly 
being addressed in the courts. 

The original intent of the framers of the Constitution 
when formulating the Commerce Clause was to elimi- 
nate what was thought to be damaging "beggar-thy- 
neighbor" policies between the states. States used their 
powers to erect barriers to interstate trade so as to 
protect the establishments operating within their bor- 
ders. In fact, Virginia originally called for a meeting 
that eventually became the Constitutional Congress to 
put an end to these destructive practices. Thus, the 
original intent of the framers was to restrict state 
sovereignty by seceding the power to regulate inter- 
state trade to the federal government. 
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But the extent of this loss of sovereignty was not 
spelled out in detail in the Constitution. Therefore, the 
matter has been left to the courts to determine the 
balance between states' rights in regulating public 
health and safety standards and intrastate commerce 
and the federal government's power to override these 
standards and regulate interstate commerce. The first 
major test of states' rights under the Commerce Clause 
came in Gibbons v. Ogden 6 Wheat 1, 6 L.Ed. 23 
(1824). In this case, the Supreme Court took a broad 
view of congressional power, giving Congress the 
authority to regulate all commercial interaction among 
the states. This ruling was so broad as to include all 
intrastate commerce that had any impact on other 
states. Thus, in the first test of the extent of the loss of 
state sovereignty to federal control, the Supreme Court 
gave almost total authority to the federal government. 

Much of the rest of the history of Supreme Court 
rulings involving the Commerce Clause can be viewed 
as an attempt to find a balance between state and 
federal authority over commercial affairs. Even 
though the modern Court has acted on the principle of 
creating a balance between states' rights and a strict 
interpretation of the Commerce Clause, the burden of 
proof over the necessity of state regulations has gen- 
erally fallen on the states. In this, the modern Court has 
often closely followed Justice Jackson's articulation 
in//. P. Hood & Son v. DuMond336 U.S. 525, 69 S.Ct 
657, 93 L.ED. 865 (1948). In that opinion Jackson 
clearly laid out the argument that state sovereignty is 
to be given less weight in the equation of balance: 

The Commerce Clause is one of the most prolific 
sources of national power and an equally prolific source 
of conflict with legislation of the state  This Court 
has advanced the solidarity and prosperity of this Nation 
by the meaning it has given to these great silences of the 
Constitution. [The] principle that our economic unit is 
the Nation, which alone has the gamut of powers neces- 
sary to control of the economy, ... has as its corollary 
that the states are not separable economic units  
[The] distinction between the power of the State to 
shelter its people from menaces to their health or safety 
and from fraud, even when those dangers emanate from 
interstate commerce, and its lack of power to retard, 
burden or constrict the flow of such commerce for their 
economic advantage, is one deeply rooted in both our 
history and our law. 

One example of the Court's use of Jackson's doc- 
trine that clearly supports a strong interpretation of 

federal authority under the Commerce Clause is Jus- 
tice Stewart's opinion in Pike v. Bruce Church, Inc. 
397 U.S. 137 (1970). Writing for a unanimous Court, 
Stewart said, "Where the statute regulates evenhand- 
edly to effectuate a legitimate local public interest, and 
its effects on interstate commerce are only incidental, 
it will be upheld unless the burden imposed on such 
commerce is clearly excessive in relation to the puta- 
tive local benefits. If a legitimate local purpose is 
found, the question becomes one of degree."2 

A clear pattern emerges from this brief history of 
rulings involving the Commerce Clause of the U.S. 
Constitution. The Court interprets the Commerce 
Clause as granting Congress ubiquitous control over 
interstate commerce unless states can demonstrate 
both a compelling interest and only incidental and 
nondiscriminatory effects on commerce. This broad 
pattern has been established based on the assumption 
that guaranteeing the freest possible trade in goods, 
services, and investment among states necessitates that 
states relinquish almost all of their sovereignty to the 
federal government. This pattern has held in cases 
ranging from transportation, taxation, and wages to 
regulations of mining, pricing, and hazardous waste 
disposal. The basic principle is that a loss of each 
state's ability to pursue independent policies is the 
price of free trade. 

But what is meant by the term "loss of sovereignty" 
for a state within the context of a democratic federal 
system? The original intent of the writers of the Con- 
stitution was to shift authority from the states to the 
federal government. Voters, as residents of a state, give 
up state control in return for increased federal control. 
It is understood that control is still held by a democratic 
institution. Control over items that could be said to 
define, in part, U.S. "nationhood," such as minimum 
health and safety standards, social safety nets, work 
rules, etc., is maintained through Congressional ac- 
tion. In order to maintain stability in minimal social 
standards, it is necessary that the dominant source of 
power be at the federal level. Where this is not the case, 
competition for investment between the states causes 
a tendency for social standards (i.e., nationhood) to 
erode. States that opt to erect more stringent require- 
ments than neighboring states are hampered by the 
mobility of labor, capital, and commodities. 

One example of this will suffice. The case involves 
the classic issue of child labor. Until 1906, states were 
given control over laws regulating the employment of 
children. This practice resulted in extensive differ- 
ences in child labor laws among the states. States with 
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more stringent laws, however, found their effect di- 
luted by competition from other states. If one state had 
stricter child labor laws than its neighbors, children 
were often "imported" by the lower-standard states. 
Moreover, differentials in labor costs that arose from 
differences in state laws made it attractive for firms to 
move from high-regulation to low-regulation states. 
Competitive forces acted to harmonize standards 
downward. Congress sought ways to reverse this trend 
by taking child labor out of competition, and after 
years of debate and several commissioned studies 
passed the Keating-Owen bill in 1906, which used 
powers granted under the Commerce Clause to pro- 
hibit interstate (and international) trade in many goods 
produced with child labor. 

Whenever competition was determined 
to be socially destructive, the Congress 
has acted to set minimum standards that 

take precedence over trade 
considerations. 

The passage of the Keating-Owen bill quickly led to 
legal challenges that Congress had overstepped its con- 
stitutional authority by prohibiting such trade. In Ham- 
mer v. Dagenhart 247 U.S. 251 (1918), an antilabor 
Supreme Court prohibited Congress from restricting the 
interstate transport of goods produced by child labor. The 
logic of the ruling was that the evil was in the employ- 
ment of children, not in interstate trade. 

After its defeat in Hammer v. Dagenhart, Congress 
quickly changed strategies and sought to limit the use 
of child labor by utilizing its taxing authority. As part 
of the Revenue Act of 1919, Congress levied a 10 
percent profits tax on milling, manufacturing, and 
mining establishments that employed child labor in 
violation of federal standards. Again, in Bailey v. 
Drexel Furniture Co. 259 U.S. 20 (1922), the Court 
ruled that this was an unconstitutional infringement on 
states9 rights in regulating child labor. 

The issue of federal regulation of child labor did not 
disappear, largely because of the marked deterioration 
of state child labor laws after the federal laws were 
overturned by the Court. The support of minimal fed- 
eral standards allowed states to strengthen their own 
standards as well, but once this support was removed, 
state standards were again relaxed Thus, after several 
more acts that were held unconstitutional by the Court, 
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and a failed attempt to pass a child labor amendment 
to the Constitution, Congress passed the Fair Labor 
Standards Act in 1 938. This act finally provided direct 
provisions that set minimum ages for employment in 
both manufacturing and nonmanufacturing industries 
and set minimum standards for the employment of 
youths in producing goods for interstate and foreign 
trade. In an era of a more liberal Court, the constitu- 
tionality of the Fair Labor Standards Act was unani- 
mously upheld in United States v. Darby 3 1 2 U.S. 1 00 
(1941). Thus, whenever competition was determined 
to be socially destructive, the Congress has acted to set 
minimum standards that take precedence over trade 
considerations. In the United States, the Congress has 
moved to limit what it deems to be socially destructive 
competition. The tendency for downward harmoniza- 
tion of treatment of child labor was reversed by Court 
and Congressional action. Another, less dramatic, ex- 
ample of the tendency for downward harmonization 
due to interstate competition is that of corporate tax 
rates. Several recent studies have shown that state tax 
rates are harmonized downward by increased compe- 
tition with neighboring states. 

LESSONS FOR GATT REFORM 
The Jackson doctrine clearly establishes the bias of the 
Supreme Court in favor of free trade, which has existed 
throughout the history of rulings involving the Com- 
merce Clause. In cases where states have enacted 
legislation impacting interstate commerce in almost 
any form, such laws have been struck down. More- 
over, as seen in the child labor example, even when 
the Congress attempted to use its powers to eliminate 
or tax interstate commerce involving goods manufac- 
tured with child labor, the Court repeatedly ruled in 
favor of free trade. This free trade bias is analogous to 
the preamble of the GATT. Each institution has free 
trade as its primary concern. (In fact, the WTO is now 
often referred to as the Supreme Court of trade.) De- 
spite this bias and the almost complete liberalization 
of interstate commerce, social standards in the United 
States have generally been raised over time. To be 
sure, states continue to compete, to attract firms, with 
the use of corporate and real estate tax breaks, for 
example. (This has led to calls for Congress to act to 
end the state bidding wars attempting to attract busi- 
ness away from other states.) But in general, social 
standards have been maintained through provisions at 
the federal level. While the sovereignty of states has 
been sacrificed, this has not resulted in a reduction in 
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social standards. It is the guarantee of a minimum level 
of standards on a variety of social issues that has 
cleared the way politically for states to narrow the 
scope of their sovereign power. And, of course, the 
legitimacy of the federal government has been an 
essential contributing factor in states' gradual accep- 
tance of this narrowed authority. 

The absence of these features in the regulation of 
international trade has resulted in the linking of trade 
liberalization and the reduction of standards. World 
trade regulation is caught in a Catch-22: The fear of 
sovereignty loss has been an impediment to the reform 
of the GATT or the creation of an alternative body 
responsible for implementing and enforcing a set of 
international standards. Yet without such a body - 
with a democratized decision-making apparatus - the 
reduction of social standards will continue to offset the 
positive effects of trade liberalization. Only a demo- 
cratic and legitimate dispute-resolution mechanism 
and a guarantee of social standards will break the 
vicious cycle of downward harmonization. 

On both these counts, NAFTA and the WTO fall 
short. The side agreements on labor and the environ- 
ment contained in NAFTA were in fact brought on by 
an explicit concern about "social dumping" in Mexico, 
whereby corporations move or threaten to move to the 
region with the lowest-cost norms, standards, and in- 
stitutional practices and thereby pressuring the United 
States to reduce its standards in order to compete. The 
side agreements do not go so far as to establish mini- 
mum standards for labor relations or environmental 
protection; they are much more modest, allowing only 
for complaint if a country is deemed to have violated 
its own standards or regulations. Given the status of 
labor union rights, minimum wage laws, and environ- 
mental protection in Mexico, and the cumbersome 
dispute-settlement mechanism, such a stipulation does 
not present much promise for protection against down- 
ward harmonization. 

While the labor and environment side agreements 
of NAFTA can be criticized for their lack of teeth, the 
new GATT agreement does not even address the issue 
of standards on labor and the environment. This is in 
keeping with the traditional narrowness of the focus of 
the GATT on trade liberalization alone. Moreover, 
while the dispute-resolution mechanism of the WTO 
has considerably more bite than that of its predecessor 
in the GATT, and an enhanced appeal process, it still 
needs a heavy dose of democratization if it is to gain 
legitimacy. 

The task of delinking trade liberalization from the 

forced downward harmonization of social standards 
will require, as it has in the case of interstate com- 
merce, considerable political struggle and compro- 
mise. But the downward bias cannot be avoided by 
bilateral free trade agreements or unilateral proclama- 
tions. The problem with the bilateral approach to the 
establishment of standards is that it leads to circum- 
vention, simply creating an incentive for social dump- 
ing in third-world countries. To the extent that NAFTA 
imposes strict and enforceable labor standards, for 
example, this encourages production in and export 
from those countries that are not bound by the side 
agreements. The bilateral approach is analogous to a 
case of two states - for example, New York and New 
Jersey - making an agreement to disallow real estate 
tax abatement as enticements for corporate invest- 
ment. The result is that corporations will have in- 
creased incentives to move to Connecticut, assuming 
Connecticut is not part of the agreement and continues 
to offer the tax abatement. 

The point is not that there is a need for a "world 
government," simply that if trade liberalization is to 
continue and if perpetual and destructive struggles for 
sovereignty are to be avoided, then the effects of trade 
liberalization on social standards must be regulated 
and negotiated. What is required is a democratic and 
legitimate regulatory agency. 

REFOCUSING THE DEBATE 
International trade economists have misstated the is- 
sue of free trade by contrasting it with some monolithic 
evil called "protectionism." The same slippage rarely 
occurs in the debate over interstate competition. Few 
would argue today that federal child labor laws or 
occupational safety regulations constitute protection- 
ism. In fact, an argument could be made that these 
standards promote more efficient interstate commerce 
by leveling the field of competition, focusing compe- 
tition in areas where it is most socially beneficial (e.g., 
in promoting technological innovation or improved 
product quality), raising living standards, and even 
reducing uncertainty. But this level of nuance is absent 
from the endless debate over "free trade versus protec- 
tionism" in the international context. The history of 
interstate commerce regulation shows that this is a 
false dichotomy. Representation or trust in federal 
authority has generated the established national stand- 
ards, which have not only spurred interstate commerce 
but have required upward harmonization of standards. 
A broadening of the charter of the WTO to include 
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concerns over standards will help to secure a similar 
outcome from increased international trade. 

The continuing struggle that defines the sovereignty 
transfer process in the interstate case should not act as 
a deterrent to international efforts but should instead 
highlight the importance of institutional legitimacy, 
due process, and guarantee of minimum social stand- 
ards, which should be the focus of future multilateral 
trade negotiations. What is needed is an international 
institution that not only guarantees free trade, but that 
also deals with its consequences. The debate in the 
next round of GATT negotiations should focus not just 
on further trade liberalization, but on the minimum 

To order reprints, call 1-800-352-2210; 
outside the United States, call 717-632-3535 

requirements for an international regulatory body pro- 
moting the upward harmonization of standards as freer 
trade is pursued. 

NOTES 
1. The Venezuela case is extremely complicated, but the case 
rests mainly on the issue of how gasoline can be stipulated as 
meeting the standards. Domestic and foreign producers that have 
adequate 1 990 data may use their 1 990 levels of various particu- 
lates to determine their baseline. The rules differ for domestic and 
foreign producers only if reliable 1990 data is not available. 
Domestic producers may use data on gasoline produced as close 
to 1990 as possible. Foreign producers must meet a "statutory" 
baseline, which is based on the national average of particulates in 
gasoline in 1990. Details and the EPA's reasoning for the refer- 
ential requirements are given in the Federal Register, vol. 59, no. 
32. 
2. Increasingly, the modern Court has turned to the question of 
the "discriminatory effect" of a law on interstate commerce when 
making a determination of the "burden" imposed on commerce. 
See Oregon Waste Systems, Inc. v. Department of Environmental 
Quality of the State of Oregon (1994). 
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GEORGE DEMARTINO and STEPHEN CULLENBERG, "Economic Integration in an Uneven World: An 
Internationalist Perspective," International Review of Applied Economics 9, 1 (1995). 
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