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International Trade and Finance
Instructor: Mark Tomass

Class Notes 4

Free Trade and Arguments for Protection

The theory of comparative advantage demonstrates that for the world as a whole free trade leads to a higher level of production and consumption than otherwise.  However, many contemporary economists are reluctant to support free trade without some reservations.  Economic theory cannot demonstrate that under all circumstances free trade will improve economic efficiency or enhance economic welfare.


The long series of arguments for protection may be classified into four categories: 

1. Fallacious Arguments: these arguments rely on emotional appeal rather than economic logic.  They are:


a. Keep Money at Home Argument: The utter fallacy of this argument is rooted in the mercantilist theory which maintained that money is wealth in itself.  Money paid for imports will return eventually either in payment for exports or as investment, since it has no redemption value except in the country of its issue.


b. Develop a Home Market Argument: This argument is a fallacy because it stems from the fact that any shift from imports to domestic production is ultimately offset by a contraction of production for exports because of an increase in the cost of production.


c. Equalization of Production Costs Argument: This argument states that a country should raise tariffs in order to offset any advantage that a foreign producer has over the domestic producer such as lower taxes in their countries, cheaper labor, or other lower costs.  This is a fallacious argument because not trading with a country that has lower costs leads to the elimination of the benefits from trade.


d. Low-wage Argument: This argument claims that a high wage country cannot afford to trade with low-wage countries without risking a reduction in its own wages through competition with low foreign wage level, thereby jeopardizing its standard of living.  The low-wage argument is wrong when it infers that high prices necessarily result from high wages and low prices from low wages.  High wages in the U. S. are a consequence of the high productivity of American labor that is aided by the availability of raw materials, massive capital equipment, advanced technology, sophisticated management, and an elaborate infrastructure of communication, transportation, etc.

2. Questionable Arguments: these arguments, although not entirely fallacious, represent an inferior policy or easily lend themselves to abuse: 


a. Employment Argument: The basis of this argument is that the restriction of imports in times of cyclical unemployment (demand deficient unemployment) will increase domestic production.  Moreover, since imports are payments to foreigners, they cause a leakage in the domestic income stream.  Therefore, restricting imports will generate more domestic expenditure.  There are three responses to this argument: (1) Gains in employment must be contrasted with losses from a decrease in trade and specialization.  (2) There are other fiscal and monetary policies of stimulating employment that do not require restricting imports.  (3) The restriction of imports will lead to unemployment in foreign countries and to a reduction of their national income.  Foreign countries will, in turn, be able to buy less of our goods.  They may also pursue a retaliatory trade policy that will reduce the exports of the nation that initiated import restrictions. 


Trade restrictions are also suggested to remedy structural unemployment (unemployment that stems from the changing structure of industries that abandon old skills).  It should be noted that the capacity of an economy to adapt to change and thereby minimize structural unemployment depends on the degree of the mobility of resources, i.e., whether labor and capital move quickly or slowly out of declining industries into growing industries.  Protection could be justified only if resources are relatively immobile or suffer from very slow mobility.


b. Antidumping Argument: Selling foreign goods in domestic markets at prices below the prices at which they are sold in the foreign exporting country may benefit or harm the domestic economy depending on the intentions of the foreign companies that practice dumping.  If the intention is to acquire a larger market share, then consumers at large benefit on the expense of the domestic manufacturers who in this case suffer like other manufacturer who lost their comparative advantage.  However, if dumping was of the predatory kind that is intended only to drive domestic producers out of business in order to raise prices in the future then administrating a cost efficient means for protection is justified.  


c. Bargaining and Retaliation Arguments: It is argued that if a country imposes import restrictions, then it can have more bargaining power and be in a better position to pressure other countries to eliminate their barriers.  Although this policy may work in practice, its drawbacks are: (1) the country will not benefit from international specialization and (2) domestic industries end up pressuring their governments to keep the protective measures indefinitely thus permanently hurt consumers.

3. Qualified Arguments: these arguments for protection find their justification either in non-economic considerations or in expectation of long-term economic benefits that will more than compensate for the immediate costs of protection such as:


a. National Security Argument:  The argument that a nation should not be dependent on foreign sources in times of war is a political argument that has serious economic implications.  The probability of a future war should be carefully calculated before protecting industries for national security questions.  Such protection, however, does not guarantee that a country can become militarily superior through protectionism.


b. Infant Industry Argument: This argument stresses the necessity of protecting domestic markets in order for economies of scale to develop in the long run and enable them to compete in international markets.  Economists concede that infant industries may need some encouragement from the government, but propose that subsidies may be a more efficient means to promote the infant industry than protection because subsidies are not likely to become permanent while temporary protection may turn into permanent protection thus hurt consumers.


c. Diversification Argument: This can be divided into two arguments: (1) Diversification for export growth: This argument is valid only when export diversification requires the prior development of new industries to produce goods that are presently being imported from foreign countries.  In this case it becomes an infant industry argument.  (2)  Diversification for domestic growth: This argument rests upon the doctrine of balance economic growth that asserts the necessity for a simultaneous or parallel development of all industries throughout the economy.  By abandoning considerations of comparative advantage, this argument often leads to policies that inadvertently promote noncompetitive and high cost industries, thus leading to a national loss in economic efficiency.


d. Stability of Communities Argument:  If we conceive of the process of the creation of goods to be nothing but the cooperation of people and nature, then the rapid pace of change caused by the globalization of markets will subject this cooperation to greater uncertainty dictated by external markets, thus intensifying the periodic and indiscriminate disposal of obsolete skills.  However, in disposing of people's labor, we are also disposing of their moral and psychological powers.  As a result, the ensuing economic growth will be accompanied by cultural disintegration caused by the forceful change in human habitat that is triggered by innovative cycles.  Indeed, higher average numbers for economic growth will not inform us of the real state of the human condition.  According to Mark Twain, if one puts one foot in boiling water and the other foot in freezing water, then on average, he must be OK.  Protection leads to a relative insulation from world market conditions thus more stability, but on the other hand, to a lower standard of living.

4. Two Sophisticated Arguments: these arguments may justify import restrictions under certain conditions: 


a. The Terms of Trade Argument: this argument rests upon the position that at least part of a duty imposed on imports is absorbed by foreign suppliers.  This is because the imposition of a duty on imports raises the domestic price of the imported good by less than the amount of the duty as foreign suppliers lower their prices in an attempt to maintain sales in the tariff levying country.  Hence, a country experiences an improvement in its terms of trade:  The price it pays foreigners for the import good falls while the price it charges foreigners for its export goods remain the same.  This national gain from an improvement in the terms of trade must be compared against the national loss resulting from the trade effect of the tariff, which reduces the volume of trade.  In some cases, the entire duty is absorbed by suppliers.  This is when the supply of the good is perfectly inelastic, thus all the effect of the tariff will result in an improvement in the terms of trade.


b. The Theory of Second-Best Argument: this may be traced to the proposition that free trade will not necessarily achieve in an improvement in the world-wide allocation of production and consumption when private monopoly, government policies, and externalities create divergences between private and social costs and benefits.  If policy makers cannot eliminate these divergences to pursue the first-best policy of free trade, then a second-best policy may require the introduction of new distortions such as tariffs that will neutralize or offset the existing distortions.  For example, in the case of farm subsidies in the U. S., the government administers price support programs that artificially raise the price of farm products and guarantee farmers a high price.  The government does this by purchasing massive amounts of farm products and stores them.  The outcome of this program is that the domestic farm prices are much higher than world prices and domestic equilibrium prices.  If free trade was to be allowed, then domestic importers or foreign exporters would purchase farm products at the world's low prices and sell them in the U. S. at the domestic inflated prices.  This forces the government to purchase even more farm product in order to prevent prices from falling below the guaranteed prices to farmers.  However, since the government has a limited budget, it can not support farmers indefinitely.  As a result, instituting high tariffs on foreign farm products in order to restrict imports from being sold in domestic markets at low prices becomes an acceptable option.  By imposing tariffs, the government is therefore adding more distortions to existing ones.  Therefore, if there are distortions present in an economy that keep it from achieving perfect competition, then it may be best for governments to undertake policies that add more distortions in order to neutralize the effects of existing distortions.


The theory of the second best is applicable to all economic policy, not only to trade policy   It recognizes that at any given time, policy makers may confront many constraints that run beyond the constraints assumed by the theory of trade such as factor supplies, tastes, technology, and foreign supply/demand conditions.  Given the existence of constraints such as subsidies and taxes, the optimum values of other variables in the economy will differ from their values in perfectly competitive markets.  That is to say, there will be a second best optimum.  The theory of the second best is pertinent to policy making whenever market prices that guide the actions of producers and consumers fail to indicate the real opportunity costs of the economy and thereby cause discrepancies between private and social costs.

