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“There is no such thing as free trade in steel; what
we're trying to obtain is fair trade.”

This comment by the chairman of Armeo, Inc., made
during U.S.-European steel-export negotiations, seems
to capture a growing attitude among Amertcan busi-
ness leaders: although they do not like protectionism,
more and more of them are concluding that too many
countries are stacking the deck against American coms-
petitors.

The severe recession of 1980-33 and its lingering
effects in certain regions and business sectors; unem-
ployment stuck at record-high levels; the decline of such
industries as steel and autos: all these have brought
pressure oh leaders of industrial countnes to protect
their inrluqtrie:. from international competition.

Inthe .S, the high value of the dollar has added fuel
to protectionist fires, As foreign poods beeame less
expensive in dollar terms, they displaced domestie
woods, leading to a large balance-of-trade deficit and to
further pressures for protectionism,

In only a few cases have these protectionist responses
been the traditional tariffs or quotas. More often. there
have been informal agreements to restrict competition;
for example, voluntary restrictions on the number of
Japanese cars imported into the U.S. and UK., or the
suggested har munuatit}n of pricew of food exports from
Em‘upe and the TS A United \Lﬂ,mrh report calls
these “measures of ﬂe.\lme protection,”

What Does “Fair Trade™ Mean?

The phrase “fair trade” appears often in the current
free trade vs, protectionizm debate, but so far it has not
been convineingly defined. There is only an intuitive
feeling that the market needs to be protected against
manipulation or unfair practices. In fact, expressions of
concern for fair trade are often little more than
attempts to give a veneer of respectability to a protec-
tionist lobhy.
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" Underlying the rhetoric, however, are substantive
issues that deserve our attention. The range of policies
'governments have used to intervene in markets has
“expanded dramatically, and these measures do under-
mine competition. In addition to tariffs and quotas,
which are supposedly controlled by the General Agree-

. ment on Trade and Tariffs (GATT), there are export
" subsidies, regulatory policies which give an advantage
! to domestic firms, and indirect subsidies through sup-

. port of R&D, to mention only a few. Calls for fair trade
J often emerge in response to the proliferation of such

e

practices, which are viewed as subjecting other pro-
ducers to unfair competition.

We are used to measuring 4 country’s position in
the world market against two polar benchmarks: the
open or liberal economy, with no trade restrictions
and with extensive participation in international
markets, and the closed economy, with trade
restrictions and minimal involve-
ment in trade.

But in the evolving world econ-
omy, this traditional dichotomy of
open and closed economies has lost
much of its meaning and i= no longer
adequate. A country with a small
number of substantial but carefully
gelected trade restrictions may be
more active in world trade than one
with few or no restrictions.

Japan is the best example. It 18 a
major plaver in world trade, but it
has stringent restrictions in certain
sectors, such as finance. Korea and
Taiwan are also leading export-
oriented economies, but, as the
economist Amartya Sen has noted,
no states cutside the Socialist bloc
have ever exercized as much control
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over their economic resources as these two countries.

On the other side, Chile, in the 1970s and early 1980s,
adopted an open trading policy, but it has not increased
its participation in international markets. More liberal
policies do not necessarily mean more trade.

There is another reason why the old liberal vs. pro-
tected distinetion is no longer particularly informative.
A free trading regime used to be associated with bal-
anced and efficient trade patterns; however, with the
emergence of new technologies, this association has
weakened. Protectionism does not provide the answer
here either. There is an obvious need for new concepts,
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and the interest in fair and orderly trade reflects this
need.

The Classical Argument for Free Trade
Reconsidered

Classieal theories explain that trade arises from com-
parative advantages and leads to efficiency; everybody
does better when there is trade than where there is
none, according to this model.

Different countries or regions have different
resources, or in the economists’ phrase, different factor
endowments—eapital, labor and other productive
inputs—and can thus produce goods at different costs.
[f trade stems from such differences, and the most effi-
cient producer of widgets or autos trades with the most
efficient produeer of shoes or machine tools, then every-
body is better off.

This model explains very well why the TS exports
food, while the UK. imports food: the U.S. has more
land and can produce at lower costs.

But the theory of comparative advantages cannot
explain why Europe imports and the U.S. exports com-
puters and aireraft, or why Japan exports automobiles
or electronies to other industrial eountries. Such trade
has little to do with comparative advantages in the tra-
ditional senze; it has much more to do with who entered
the field first, whose R&D programs have been most
suceessful, and who has manaped to get costs down fur-
thest through mass production and the successtul
exploitation of economies of scale.

More can be said about competitive international
markets. The “invisible hand,” an informal term for the
process of market adjustment, leads, under appropri-
ate conditions, to prices at which markets clear —
where there is a buyer for every good to be sold at a
given price. [t also leads to an efficient distribution of
resources. This means that no other distribution of
resources can make somebody better off without some-
one else being worse off. Under certain conditions, effl-
ciency is also assoeclated with the maximization of
profits. Under the right cireumstances, no intervention
is needed to achieve all this; these are the natural out-
comes of the free working of the market.

So where does fair trade fit into this? Fair trade usu-
ally means trading practices that are consistent with
competitive markets, leading to optimal outcomes.
Unfair competition typically refers to practices that
may hinder the achievement of optimal outcomes. For
example, low import prices, which are achieved by for-
eign governments’ intervention, are deemed to be artifi-
cial and to hinder the achievement of efficiency by
competitive markets.

Confusion arises because for certain imports—oil or
other extractive resources, for example—the problem
is the opposite: prices are too high, not too low. It is not
true that Japanese cars compete with domestic produe-
tion while OPEC oil does not. In both the U.S, and the
U.K., oil imports compete with domestic production; in
other industrial countries, oil competes with eoal and
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other domestic energy sources,

It seems clear, then, that fair competition cannot be
characterized only by the level of import prices. The
level of prices is but a “proxy” for the main economic
coneern: the appropriate functioning of markets. We
want the invisible hand to do its job. So the issue is not
free trade vs. protectionism; it is which trade policies
are conducive to market clearing and the efficient dis-
tribution of resources.

Efficient Trade and Economies of Scale

We noted (1) that under certain conditions the invisible
hand leads to trade balanee and to efficient allocation of
resources; and (2) that classical theories of international
trade give a pood explanation of certain types of trade
(food, for example), but not of others (certain industrial
products). These two observations are related.

The invisible hand works well when businesses func-
tion with decreasing returns to scale; that is, small-
scale production is as efficient (or more efficient) than
large-scale production. But the invisible hand does not
work when there are increasing returns to scale.

In fact, economies of seale are clearly sipnificant in
many flelds important in international trade; indeed,
this is typically the case in precigely those areas where
traditional trade theory seems most lacking in explana-
tory power: the manufacture of computers, aircraft,
autos and electronies.

In all of these cases, there are reasons why large-
scale production leads to lower costz and to a break-
down of “invisible hand” arguments. The reasons may
be purely technological, or they may derive from the
high fixed costs of R&D, as in the case of computers, or
they may be partly managerial and organizational, as
with automobiles and the information industries. In
any event, classical trade theory assumes away all such
effects; this is a crueial step in its ability to derive the
well-kmown propositions about market clearing, effi-
ciency and gains from trade. The distortionary effects
and welfare losses associated with interventions in the
market, through tariffs and quotas, are also demon-
strated under the assumption of decreasing returns to
zcale.

When scale economies in production are taken into
account, the applicability of the elassical theory is
greatly limited. If one admits increasing returns to
scale, the usual conclusions about the gains from unre-
stricted trade and the working of the invisible hand
must be heavily qualified.

In particular, a coneept of orderly trade emerges nat- =

urally because there are conditions under which active =
management of trade flows is needed to ensure that =
markets clear and that all countries gain, The invisible

hand no longer suffices.

In an international economy with increasing returns,
all of the gains from free trade may accrue to just one
trading partner, the other partners possibly being net
losers. Active management of trade flows may be




mnagement of trade flows typically involves care-
7 coordinated limits on imports or on exports, or
mvolves some mutually agreed-on and compensating
‘transfers from the gainer to the losers.
" A framework emerges within which one ean evaluate
ternative trade policies and find analytical equiva-
lents to such phrases as “undue market penetration” or
#unfair competition” Both of these phrases will still
refer to deviations from market clearing and efficiency,
" but the comparison now is with the efficient market-
clearing outcomes arising from managed trade, rather
“than from free competition.

It is important to differentiate between managed
trade and protectionism. The two terms are very differ-
ent, the former being a far more construetive approach
to international economic relations. While protection-
ism prevents specialization and limits trade, managed
trade may in some cases encourage specialization and
allow trade to expand. To see this, it is helpful to look in
more detail at the working of the invisible hand in mar-
kets with economies of scale.

o

The Invisible Hand and Large-Scale Technologies
It is often overlooked that with scale economies in pro-
duction, there may be no price at which it is possible for
all partners to gain from trade. and for trade also to
balance. This is true even when prices are fully flexible
and markets perfectly competitive.
With scale economies in production, price adjust- Adam Smith: Do new technologies in production
ments in response to market forces may never be able  today require the intervention of u “visible
to balance supply and demand. hana?”
The conclusion, then, is that to achieve gains from
trade and also balanee between supply and demand, we
may need a “visible hand”; the invisible hand (price
adjustments that follow supply and demand) is unable
to do this work adequately. The management of prices,
of trade flows, or of a combination of both, may be
needed to achieve efficiency and to clear markets at the
same time,
Consider two countries and two produced goods.
each manufactured under conditions of economies of
scale. Each country produces most efficiently by ape-
cializing in one good and meeting its needs for the other
by trade. If each country were to produce all of its
requirements for both products, there would be
smaller-scale and thus less-efficient production.
FProduetive efficiency requires specialization in trade,
each country exporting the good in which it specializes,
and importing the other. This familiar argument cer-
tainly applies to economies of scale; however, the argu-
ment neglects an important point.
We have looked so far only at the supply side of the
problem, rather than at overall feasibility. From the
point of view of supply or productive efficiency, it would
be desirable to specialize and trade. But is this feasible?
Will there be a market for the goods thus produced?
This is a crucial question. Without such a market, pro-
ducers obviously cannot sell their products, and the
output levels, which are a priori productively efficient,
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would not be produced.

Specialization is feasible only if the international mar-
ket can clear: that is, if the amount that each country
wishes to export of the good in which it has specialized
equals the market prices of what the other one wishes
to import.

This sounds like a remarkable coincidence, and
indeed it is. The coincidence does oceur in markets with
constant or deereasing returns, one of the striking roles
of the invigible hand. But in markets with increasing
returns to scale, this is not a typical outcome. With
scale economies in production, price adjustments may
not equate demand and supply and ensure that markets
clear No matter how flexible prices are, a free-market
equilibrium may fail to exist: the potential gains from
specialization may never be realized.

The reason for this failure is that the level of produc-
tion of an industry with economies of scale does not
adjust, continuously In response Lo price movements or
to shifts in demand. It typically changes in quantum
jumps, and thus may persistently fail to match demand.

For a given set of prices, thereis a level of production
below which it is not efficient or profitable for such
E Y% - oF industries to operate. Now, at such prices, demand may
Geoffrey M. Heal and Graciela Chichilnisky be mugﬂer than the mimimum lgvel ‘mf_nutput. If produe-

; tion were to take place at this minimum level, there
would be excess supply, which is obvionsly not a sus-
tainable outcome. The alternative is for producers not
to produce at all; intermediate outcomes lead to losses.

If producers do not produce, however, there will be
excess demand; markets again will not clear.

As prices change, demand shifts up and down, and it
does so in small increments. By contrasc, the
inereasing-returns firm can only produce either above a
minimum efficient level of vutput, or at zero, The mar-
ket thus jumps from excess supply to excess demand as
prices change and as the producer switches between
somewhere above the minimum feasible output and
zero output. The market may remain persistently in
disequilibrium positions. This cannot happen in
decreasing-returns economies, because supply adjusts
continuously to changes in demand and prices; the
requirement of positive profits places no minimum con-
straint on output, . z

Consider, as an example, the trading relationship #
between the U.S. and Japan. It is characterized by a 2
persistent need to face the Japanese with quantitative &
constraints on their exports if trade between the two &
countries is to be held in balance, or even in an accept- 1
able degree of imbalance. The constraints are “volun- &
tary quotas.” typically imposed on goods whose ]
production is characterized by increasing returns,§
namely automobiles and consumer electronics, B

Another example may be the excess demand forg
industrial goods exported from industrial to developing &
countries and produced under increasing returns. AR
measure of this excess demand is shown by the persist-}
ent balance-of-payments deficits of the importers, suc
as the U.S.A. :
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- Managed Trade is Not Protectionism

- Trade management, as defined here, may be quite dif-
- ferent from other forms of market intervention, such as
protectionism.

Protectionism is designed specifically to prevent spe-
cialization that would naturally occur as a result of mar-
ket forces. An example is the multifiber agreements.
These seek to delay the trend toward specialization of
the textile industry in developing countries, which pre-
sumably offer better prices and products. The agree-
ment attempts to prevent or reduce specialization, and
is therefore conducive to inefficiency. Less explicit poli-
cies of this sort exist in other industries, such as steel
and various light manufactures. The purpose of protec-
tionism is frequently to protect inefficient industries
from competition, and it generally does this by reduc-
ing trade.

In contrast to protectionism, our vision of managed
trade would aid market clearing and promote overall
efficiency, leading to optimal outcomes in markets
where the invisible hand alone cannot ensure such out-
comes. In certain eases this procedure may lead o
more rather than less specialization, and to more trade
rather than less.

Efficiency may require appropriate policies to phase
out rather than to protect obsolete parts of an industry.
An example is the European policy toward steel, where
incentives are offered to ease the phasing-out of plants
in sectors of the industry that have a large, minimum-
efficient scale of operation, and that cannot compete
with Taiwan or Korea, while encouraging the produc-
tion of more specialised products. This caze shows
clearly the difference between managed trade and pro-
tectionism. It also illustrates the fact that managed
trade policies cannot be formulated in isolation from
other domestic policies. Indeed, the management of
trade should be seen as a natural extension of existing
sector-gpecific policies in the international arena.

In general, us our examples suggest, a coherent man-
aged trade poliey would not involve techniques or insti-
tutions that, on their own, are fundamentally novel. It
would, rather, involve the coordinated application of
existing domestic policies to those sectors of the econ-
omy that are in international trade, with, of course, the
understanding that such policies be well designed and
efficiently implemented, something that has not always
been the case.

New approaches to government regulation, involving
competition as well as control, could be applied to the
International sector, as well as to purely domestic sec-
tors. Of course, this would require overall eongistency
of policies, as well as an internationally agreed-on set of
rules and praetices, which would be a modifieation and
extension of the existing GATT framework.

With inereasing government involvement in and
encouragement of high-technology and export-oriented
industries, there is a clear need for a revision of the
institutional framework governing international trade
in order to define acceptable goals and limits for

:
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So the 1ssue 1s not free
trade vs. protectionism,
1t 18 which trade policies
are conducive to market
clearing and efficient
distribution of resources.
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involvement. Such a revision will automatically consti-
tute a definition of trade policy, and it must be devel-
uped with consideration of the above issues.

Structural Change and New Technologies ina
Changing Economic Environment

In an evolving economic environment, the ability of an
economy to adjust to change is erucial to its suceess. Yet
the very productivity and technological innovation that
assure the supremacy of industrial nations in the inter-
national order lead to inflexibilities and strains in their
economies. The less-productive and less-innovative
developing countries have a compensating virtue: they
can adapt faster to a changing environment. In the
capital-rich industrial countries, both trade imbalances
and inadequate structural flexibility are associated
with economies of scale.

With scale economies, it is only when operating at
high-output levels that a firm is efficient and produc-
tive. Thus, it becomes impossible to ensure the gradual
contraction of declining industries and the gradual
expansion of their suecessors.

The difficulty arises because productivity increases
with the seale of operation, then decreases when this
seale is reduced. Onee an industry is uncompetitive and
unprofitable, any contraction will reduce its productiv-
ity and will make its position deteriorate further. Since
contraction is a natural conseguence of an uncompeti-
tive position, there is a vicious circle of decline here.
Loss of competitive position leads to eontraction, which
leads to further loss of competitive position, and so on.

Only through expansion can the firm with scale econ-
omies break out of this evele. But expansion is emphati-
cally not a natural consequence of loss of
competitiveness. Such expansion would require some
visible hand to overcome the natural cutcome of market
forces, Because of the risks involved and the public-
good aspects of the problem, policy intervention may be
optimal.

This phenomenon should be contrasted with the tra-
ditional case of diminishing returns and diseconomies
of large-scale operations. Here, productivity rises as
output is eut back. Small-scale production avolds the
diseconomies of large-seale production. Under these
conditions, an uncompetitive industry will naturally
reduce its scale. This will then raise its productivity
and help to restore its competitive position. The firm is
“leaner but fitter”” A loss of competitiveness, therefore,
sets in motion forces that tend to compensate for loss
and that to restore the original positivn, rather than
forces that lead to cumulative decline. In the case of
diminishing returns, industrial structures have a
degree of inherent stability and will change smoot hly.

In the case of increasing returns, however, industrial
structures may be innately unstable and will respond
erratically to changes in the economic environment.
They may also amplify the effects of external shocks,
making the transition to a new technology an economi-
cally costly and difficult operation. This tends to oceur
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more often in older industrial countries with a large
number of increasing returns sectors. The newly indus-
trializing countries can adapt faster and thrive in a
changing world environment, as they have in the last
decade.

Conclusions

The technical improvements in industrial economies
that led to greater efficiency and productivity also led
to instability and to increased costs of adjustment. Per-
sistent trade imbalances and problems of structural
adjustment both have roots in changes in technology,
which have led to the greater competitive efficiency of
large-scale organization.

Both of the issues of fair competition and orderly
trade appear in the search for trade patterns that are
conducive to trade balance, that permit efficient pro-
duction patterns and that lead to industrial adjust-
ments with minimal soeial costs, These patterns will
typically not emerge from market forces, but will
require conscious and selective intervention.

The ultimate conelusion from this analysis is that,
short of abandoning the great benefits of new technolo-
gies, one cannot recommend, as an objective of interna-
tional policy, a return to the pursuit of a trade regime
that is as uniformly liberal as possible. With increasing
returns, the invisible hand cannot ensure harmonious
and efficient outcomes.

Newer technologies have great potential payolffs, but
they require more sophisticated forms of social organi-
zation. There is a need for institutions that facilitate
patterns of trade consistent with balanced markets,
and with the smooth necurrence of any necessary struc-
tural changes.,

International economie policies must be coherent
with domestic economic structures, especially when
the trading economies exhibit increasing returns to
scale. For developing countries this means a realistic
appraizal of the limits on export prospects for many of
their labor intensive products or raw materials, and a
reorientation towards local markets, or towards
exports of more ecapital-intensive goods, perhaps to
other developing countries.

For industrial countries, more sophisticated and real-
istic policies toward the new large-scale technologies
are needed, The major technological innovations of our
time require increased sophistication of our economic
institutions. With increasing returns, unaided markets
cannot be expected to perform perfectly. &

Graciela Chichilnisky is a professor in the economics
department of Columbia University. Geoffrey M. Heal
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Business School. This article is based on a chapter
from their book The Evolving World Economy pub-
lished by Cambridge University Press. (Reprinted with
permission.)



