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FREE TRADE: A LOSS OF (THEORETICAL) NERVE?t 

The Narrow and Broad Arguments for Free Trade 

By PAUL R. KRUGMAN* 

Economists have a notorious, only partly 
deserved reputation for disagreeing about 
everything. One thing that almost all 
economists have almost always agreed 
about, however, is the desirability of free 
trade. 

Why are economists free-traders? It is 
hard not to suspect that our professional 
commitment to free trade is a sociological 
phenomenon as well as an intellectual con- 
viction, that is, that there is more to it than 
our altruistic desire to persuade society to 
avoid deadweight losses. After all, if social 
welfare were all that were at stake, we 
should as a profession be equally committed 
to, say, the use of the price mechanism to 
limit pollution and congestion. However, 
support for free trade is a badge of profes- 
sional integrity in a way that support for 
other, equally worthy causes is not. By em- 
phasizing the virtues of free trade, we also 
emphasize our intellectual superiority over 
the unenlightened who do not understand 
comparative advantage. In other words, the 
idea of free trade takes on special meaning 
precisely because it is someplace where the 
ideas of economists clash particularly 
strongly with popular perceptions. 

On the other hand, the contrast between 
what economists know and everyone else 
believes about trade creates special incen- 
tives for economists to turn apostate. In 
1986 John Culbertson was given prime space 
in The New York Times, not once but three 
times, to propound exactly the same confu- 
sion between comparative and absolute ad- 

vantage that Ricardo had exploded 170 years 
earlier. (On the strength of that perfor- 
mance he was then invited to publish an 
article in the Harvard Business Review). 
Lester Thurow's (1992) latest book is a 
best-seller because it seems to agree with 
the popular view of international trade as a 
struggle over market shares, even if some 
appreciation of general equilibrium is hid- 
den in the footnotes. And despite her con- 
siderable qualifications, does anyone think 
that Laura Tyson would have attracted the 
attention that has now made her the presi- 
dent's chief economic adviser if she had 
criticized conventional wisdom on health 
care or social security instead of trade pol- 
icy? 

Let me be clear from the outset that 
economists are basically right and the gen- 
eral public basically wrong about interna- 
tional trade. Those who criticize the pro- 
fessional conventional wisdom rarely do so 
because they have a serious alternative. 
Usually what their objections amount to is 
simply a failure to understand the idea of 
opportunity cost. And it is certainly disturb- 
ing when rewards are lavished on economists 
or self-described political economists who 
seem to pander to popular misconceptions. 

Yet there is still the question of what 
really is known about trade policy. Is the 
case for a free-trade policy really as over- 
whelming as the professional consensus 
might suggest? The answer, I will argue, is 
no: there is a case for free trade, but it is a 
more subtle and above all a more political 
case than we are used to making. 

I. What We Know about International Trade 

Since the late 1970's there has been a 
fundamental rethinking of the theory of in- 
ternational trade. This rethinking has not 
thrown out the grand tradition of trade the- 
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ory, but it has modified that tradition enough 
to create a new climate of doubt about what 
we actually know about trade and trade 
policy. What is the current state of play? 

The first thing that seems pretty clear is 
that international specialization and trade 
cannot be explained simply by an appeal to 
comparative advantage, that is, speaking 
loosely, by countries trading in order to take 
advantage of their differences. While com- 
parative advantage due to differences in 
resources and exogenous differences in 
technology is clearly important, so is spe- 
cialization driven by economies of scale and 
external economies. The importance of non- 
comparative-advantage sources of special- 
ization is not, or at any rate should not be, 
news: the importance of increasing returns 
has repeatedly been emphasized by acute 
observers of trade, including Bertil Ohlin 
himself. What has happened since the late 
1970's, however, is that the role of increas- 
ing returns has been codified in nice mod- 
els; since economists prefer to emphasize 
those aspects of the world they think they 
understand, this codification has made in- 
creasing-returns stories about trade and 
specialization much more compelling to our 
ears than they used to be. 

Once one has abandoned the assump- 
tions of constant returns and perfect com- 
petition, one has also abandoned the 
Arrow-Debreu world in which markets nec- 
essarily produce a Pareto optimum; so the 
"new trade theory" that legitimized imper- 
fect competition in positive discussion of 
trade also opened the door to possible argu- 
ments for government intervention. Also, in 
the mid-1980's there was a flurry of excite- 
ment over the idea, first enunciated by 
James Brander and Barbara Spencer (1985), 
that governments could successfully engage 
in "strategic" trade policies that would help 
domestic firms snatch excess returns away 
from foreign rivals. 

After several years of theoretical and em- 
pirical investigation, however, it has become 
clear that the strategic trade argument, while 
ingenious, is probably of minor real impor- 
tance. Theoretical work, has shown that the 
appropriate strategic policy is highly sensi- 

tive to details of market structure that gov- 
ernments are unlikely to get right, while 
efforts to quantify the gains from rent- 
snatching suggest small payoffs. (For surveys 
of this literature, see Elhanan Helpman and 
Krugman [1989] and Krugman and Alasdair 
Smith [1993]). Free trade is not the optimal 
policy, these studies suggest, but clever in- 
terventionist policies will do only a little 
better. 

These results apply, however, only to ef- 
forts to capture excess returns in oligopolis- 
tic industries. What about external econo- 
mies? International economists have long 
known that external economies could pro- 
vide an argument against free trade. Since 
we have little empirical evidence on the 
actual importance of external economies, 
however, it is difficult to know how impor- 
tant this arguments really is. My personal 
guess, based in part on looking at semi- 
plausible numerical examples, is that exter- 
nal economies will turn out to be a more 
important argument against free trade than 
excess returns, but that we will still be talk- 
ing about relatively small stakes. I propose 
the following question: suppose that the 
United States were to carry out a clever, 
completely antisocial attempt to corner the 
world market in high-externality industries, 
and that the rest of the world were to 
remain entirely passive as it did so. How 
much would this raise real income in the 
United States? I would guess less than 1 
percent. 

If this guess is right, then the widespread 
popular view that the economic future of 
the United States rests on its success in a 
"head-to-head" international competition 
over who gets the good industries is basi- 
cally if not totally wrong. However, to say 
that trade is not a zero-sum game is not the 
same as saying that free trade is the best 
policy. I have just argued that the new trade 
theory, while it refutes the position that free 
trade is optimal, does not suggest that any 
alternative will achieve great results. Still, 
why should free trade be the null hypothe- 
sis? There are, I think, two arguments 
for free trade that survive the revolution 
in international trade theory: a narrow 
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economic argument and a more compelling 
argument that is as much political as eco- 
nomic. 

II. The Narrow Economic Argument for 
Free Trade 

If markets were perfect, then laissez-faire 
in general, and free trade in particular, 
would be Pareto optimal. This is the sim- 
plest case for free trade, but it has a prob- 
lem: since markets are imperfect, it is clearly 
an untrue case in fact. 

There is, however, a much more sophisti- 
cated economic case for free trade. It is 
that, while markets are without question 
imperfect, the appropriate fix for their im- 
perfections rarely involves trade policy per 
se. What is wrong with markets is usually a 
domestic distortion, best fixed by a surgical 
policy aimed directly at the source of the 
market failure. 

The theory of domestic distortions was 
developed during the 1960's (see Jagdish 
Bhagwati [1971] for a classic exposition). 
The canonical example is a perfectly com- 
petitive economy distorted by an exogenous 
wage differential, say, between unionized 
and nonunionized industries. The first-best 
policy to deal with this distortion is a wage 
subsidy. A production subsidy is second- 
best. Trade policy, if it is the only tool, can 
raise welfare, but it is only a third-best 
policy. 

In the imperfectly competitive world of 
the new trade theory, it is not so easy to 
produce strong policy rankings. Nonethe- 
less, efforts to quantify strategic trade mod- 
els suggest that the presumption against 
trade policy as a preferred tool remains. For 
example, Avinash Dixit (1988), in a path- 
breaking if somewhat tongue-in-cheek anal- 
ysis of policies for the automobile industry, 
found modest gains to the United States 
from a small tariff. A subsidy to domestic 
production, however, was nearly as effec- 
tive, and when both tariff and subsidy were 
allowed, both the tariff rate and the incre- 
mental gains from the tariff were trivial. In 
other words, the real reason for interven- 
tion was almost entirely to correct a domes- 

tic distortion, rather than to exploit market 
power in trade. 

In practice, the theory of domestic distor- 
tion is rarely used to prescribe actual poli- 
cies. Instead, it is used as a debating point 
against interventionist trade policies. Sup- 
pose, for example, that someone argues for 
import restrictions to save jobs in some in- 
dustry. The economist can then make an 
argument something like this: "Well, if it's 
jobs that are the objective, then let's subsi- 
dize employment in that industry-the cost 
to the taxpayers will be about $xxx,000 per 
job saved. Oh, you're not willing to pay that 
price? But you know an import quota is 
even more expensive when you consider its 
true costs. So you must really not want 
one." 

However, while the theory of domestic 
distortions is an effective argument against 
particular protectionist proposals, it seems 
somewhat lacking as a positive argument 
for free trade. Is it possible to offer some- 
thing stronger? Only if one goes beyond 
narrow economic justifications and discusses 
political economy. 

III. The Broad (Political-Economy) 
Argument for Free Trade 

The broad argument for free trade, to 
which many economists implicitly subscribe, 
is essentially political: free trade is a pretty 
good if not perfect policy, while an effort to 
deviate from it in a sophisticated way will 
probably end up doing more harm than 
good. 

Let me offer two examples of how this 
might work. First, imagine trade between 
two countries that both have considerable 
market power. It is a familiar point that 
even in a world of perfect markets, each 
country has an incentive to try to exploit its 
market power with an optimal tariff. Yet if 
both countries impose unilaterally optimal 
tariffs, the resulting trade war will move 
them off their contract curve and (if they 
are not too asymmetric) leave both coun- 
tries worse off than if they had adopted 
free-trade policies. In this situation it would 
be in their mutual interest to commit them- 
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selves to free trade. They could, of course, 
commit to some other efficient set of poli- 
cies. One may plausibly argue, however, that 
among the set of efficient policies free trade 
would be uniquely easy to define and moni- 
tor and would thus stand out as a focal 
point for negotiation. 

Now suppose that a new trade theorist 
comes along and informs the countries that 
markets are imperfect, and free trade is not 
really an efficient policy after all. There is, 
however, no simple and easily defined pol- 
icy that can take its place, and the gains 
from optimal deviations from free trade will 
be small. What should the countries do? 

It seems quite reasonable to argue that 
the countries should stick with free trade 
rather than try something complicated that 
could easily lead to a breakdown in cooper- 
ation. The perfect may be the enemy of the 
good: free trade may be a reasonable, rule- 
of-thumb way of avoiding what could other- 
wise degenerate into a prisoner's dilemma, 
in which a seemingly more sophisticated 
strategy might fail. 

This first example may be somewhat lack- 
ing in force, since countries do not often 
seem to set tariffs in order to realize market 
power in trade. Instead, they seem to pro- 
tect in order to redistribute income to se- 
lected producer groups. Although there have 
been some attempts to model this political 
process, notably the clever recent effort by 
Gene Grossman and Helpman (1992), it is 
not yet possible to offer as neat a story as 
that of optimal tariff warfare. Nonetheless, 
it is not too hard to imagine that setting 
trade policy also amounts to a kind of pris- 
oner's dilemma: in a country in which each 
interest group gets the protection it wants, 
the net effect may be to make even the 
interest groups themselves worse off than if 
there had been a prior commitment to free 
trade. (This is more likely to be true if one 
thinks of policy as a Rawlsian process in 
which rules of the game are set before the 
players are sure whether or not their inter- 
est group will be one of the favored ones). 
As in the first example, free trade may not 
be optimal, in the sense that it is on the 
interest groups' contract curve, but it may 

be the best solution that is simple enough to 
be negotiable and enforceable. 

These examples suggest how one can be 
both a new trade theorist and a free-trader. 
That is, one can believe quite strongly that 
the international economy bears little re- 
semblance to the perfectly competitive, con- 
stant-returns world of pre-1980 theory and 
yet at the same time continue to support 
free trade as the best policy we are likely to 
get. That is indeed the position that I per- 
sonally hold. 

IV. The Political Economy of Trade Theory 

I think that I have just offered a coherent 
story of how one can combine a new-fan- 
gled view of the world economy with a tra- 
ditional view about trade policy. This then 
raises two questions. 

First is whether new thinking about trade 
may not itself do harm. In both of my exam- 
ples, one finds that it is a bad thing to try to 
be too clever. It follows that an economist 
who points out the weaknesses of the tradi- 
tional argument for free trade may end up 
reducing everyone's welfare. Does this 
mean, then, that it would have been better 
not to think these thoughts-or at least that 
challenges to free trade should have been 
treated like recombinant DNA, handled 
carefully so as not to contaminate the real 
world? On the other hand, if after all the 
rethinking of international trade all we end 
up with is a sadder but wiser endorsement 
of free trade, does the theory do anyone any 
good? 

The answer to the first question is, one 
hopes, that trying to understand how the 
world works is a terribly difficult exercise; it 
will be an impossible one if the economist is 
burdened with the additional responsibility 
of trying to avoid saying anything that may 
be misused. One might also add that in the 
long run even the cause of free trade is 
probably best served by having as sophisti- 
cated a model of trade as possible. For 
example, a few years ago it was common for 
advocates for aggressive trade policy like 
Bruce Scott (1985) to dismiss economists on 
the grounds that their theories neglected 
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"dynamic" aspects. We can now answer, 
truthfully, that we have looked pretty thor- 
oughly into those dynamic aspects and found 
their policy implications to be limited. 

It is, to be honest, somewhat disappoint- 
ing that a fundamental rethinking of theory 
can have such modest implications for pol- 
icy; but this does not mean that nothing has 
been accomplished. Even if the ultimate 
aim of economic theory is better policy, one 
does not best serve that aim by trying to 
make every journal article into a policy pro- 
posal. The immediate policy implications of 
a new idea are in the end less important 
than its intellectual contribution. There are 
plenty of people out there trying to change 
the world in various ways; the point of eco- 
nomic research is to understand it. 
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