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( Key Themes

While the text has shown why, in general, free trade is a good policy, this chapter considers two controversies in trade policy that challenge free trade. The first regards strategic or activist trade policy. Proponents of such activist government trade intervention argue that certain industries are desirable and may be underfunded by markets or dominated by imperfect competition and warrant government intervention. The second controversy regards the recent debate over the effects of globalization on workers, the environment, and sovereignty. While the anti-globalization arguments often lack sound structure, their visceral nature demonstrates that the spread of trade is extremely troubling to some groups.

As seen in the previous chapters, activist trade policy may be justified if there are market failures.
One important type of market failure involves externalities present in high-technology industries due
to their knowledge creation. Existence of externalities associated with research and development and
high technology make the private return to investing in these activities less than their social return. This means that the private sector will tend to invest less in high technology sectors than is socially optimal. While there may be some case for intervention, the difficulties in targeting the correct industry and understanding the quantitative size of the externality make effective intervention complicated. To address this market failure of insufficient knowledge creation, the first best policy may be to directly support research and development in all industries. Still, while it is a judgment call, the technology spillover case for industrial policy is probably the strongest case to be made for active industrial policy.

Another set of market failures arises when imperfect competition exists in an industry. Strategic trade policy by a government can deter investment and production by foreign firms and raise the profits of domestic firms. An example is provided in the text which illustrates the case where the increase in profits following the imposition of a subsidy can actually exceed the cost of a subsidy to an imperfectly competitive industry. While this is a valid theoretical argument for strategic policy, it is nonetheless open to criticism in choosing the industries which should be subsidized and the levels of subsidies to these industries. These criticisms are associated with the practical aspects of insufficient information and the threat of foreign retaliation. The case study on the attempts to promote the semiconductor chips industry shows that neither excess returns nor knowledge spillovers necessarily materialize even in industries that seem perfect for activist trade policy.

The next section of the chapter examines the anti-globalization movement that gained momentum in the late 1990s. Particular emphasis is given to concerns over low wages and poor working conditions in developing countries. Standard analysis suggests trade should help poor countries, and, in particular, help the abundant factor (labor) in those countries. Protests in Seattle, which shutdown WTO negotiations, and subsequent demonstrations at other meetings showed, though, that protestors either did not understand or did not agree with this analysis.

The concern over low wages in poor countries can be framed using the types of arguments developed in Chapter 3. Analysis in the current chapter shows again that trade should help the purchasing power of all workers and that if anyone is hurt, it is the workers in labor-scarce countries. The low wages in export sectors of poor countries are higher than they would be without the export-oriented manufacturing and while the situation of these workers may be more visible than before, that does not make it worse. 

Practically, the policy issue is whether or not labor standards should be part of trade pacts. While such standards may act in ways similar to a domestic minimum wage, developing countries fear they would be used as a protectionist tool that will end up shutting the developing countries out of markets where they want to compete.

Finally, globalization raises questions of cultural independence and national sovereignty. Specifically, many are disturbed by the WTO’s ability to overturn laws which do not seem to be trade restrictions,
but which nonetheless have trade impacts. This point highlights the difficulty of advancing trade liberalization when the clear impediments to trade—tariffs or quotas—have been removed, yet national policies regarding industry promotion or labor and environmental standards still need to be reformed.

Anti-globalization protestors are by no means united in their cause. There are also strong concerns that export manufacturing in developing countries is bad for the environment. The final section of the
chapter examines the link between trade and the environment. In general, production and consumption can cause environmental damage. Yet, as a country’s GDP per capita grows, the environmental damage done first grows and then eventually declines as the country gets rich enough to begin to protect the environment. As trade has lifted incomes of some countries, it may have been bad for the environment—but largely by making poor countries richer, an otherwise good thing. In theory, there could be a concern of “pollution havens” where countries with low environmental standards attract “dirty” industries. There is relatively little evidence of this phenomenon thus far. Since the late 2000s, there has been a strong worldwide interest in environmental issues. One of the hotly debated issues for effective environmental protection in the context of trade is carbon tariffs. Some argue that if many major economies impose tariffs on imports from countries that fail to enact effective environmental policies, that would be helpful to alleviate environmental issues on the global scale. Others have skeptical views on such an initiative. In terms of its impact on trade, they are concerned that such a policy can be abused to function essentially as a protectionist policy or against international trade rules. Politically, it is expected to face much opposition.
( Key Terms

Define the following key terms:

1.
Externalities 



.

2.
Excess Returns 



.

3.
Strategic Trade Policy 



.

4.
Beggar-Thy-Neighbor Policies 
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.

5.
Brander-Spencer Analysis 




.

6.
Anti-Globalization 



.

7.
Environmental Kuznets Curve 



.

( Review Questions

1.
Strategic trade policy encompasses attempts by a government to encourage the shift of resources 
into particular, targeted sectors of the economy. Since there are limited resources available to any economy, this implies that the expansion of targeted sectors will occur at the expense of the contraction of other sectors.

a.
What is the significance of the existence of market failures for the formation of strategic trade policy?



.

b.
What mistakes are commonly made when a government chooses the particular sectors to be targeted?



.

c.
Should U.S. strategic trade policy target and encourage those industries which have been selected for promotion by other countries? Why?



.

2.
The existence of market failures in labor, capital, and final goods industries is more prevalent in less developed countries than in developed economies. In fact, the existence of market failures is much more difficult to establish for many industrialized nations.

a.
Discuss the types of market failures which are identified as relevant to the industrialized nations and to the formation of strategic trade policy.



.

b.
Discuss the meaning of knowledge creation as it relates to research and development in the high technology sector.



.

3.
How might the spectacular growth in Internet-related businesses, and the United States’ success in these industries be used as an argument against targeted industrial policies and strategic trade policies?



.

4.
If the United States banned the importation of computers made at factories that do not meet U.S. environmental standards, would this violate the WTO rules? What if only U.S. firms currently
meet such standards? How do these questions relate to protests concerning sovereignty or the environment?



.

5.
Who benefits from tighter labor standards in low-wage countries? Consider each group separately: rich-country workers, rich-country consumers, poor-country workers, poor-country consumers.



.

6.
In what settings are increased trade bad for the environment? Would a reduction of trade barriers between the United States and China have adverse environmental impacts? What would be the environmental consequences of a reduction of trade barriers between the United States and South Korea?



.

( Answers to Odd-Numbered Textbook Problems


1.
The main disadvantage is that it can lead to both “rent-seeking” and beggar-thy-neighbor policies, which can increase one country’s welfare at the other countries expense. Such policies can lead to a trade war in which every country is worse off, even though one country could become better off in the absence of retaliation. This is the danger in enacting strategic trade policy: it often provokes retaliation, which in the long run, can make everyone worse off.


3.
The results of basic research may be appropriated by a wider range of firms and industries than the results of research applied to specific industrial applications. The benefits to the United States of Japanese basic research would exceed the benefits from Japanese research targeted to specific problems in Japanese industries. A specific application may benefit just one firm in Japan, perhaps simply subsidizing an activity that the market is capable of funding. General research will provide benefits that spill across borders to many firms and may be countering a market failure, externalities present in the advancement of general knowledge.


5.
One argument you could make is the infant industry argument. Because US software firms are already established, European firms would not be able to compete given the relatively steep learning curve in this industry. With protection, the European industry could develop into an efficient scale and be globally competitive. Further, this is likely an industry characterized by external economies of scale, so once the industry develops, it will generate additional gains by creating a local hub of software firms. Of course this argument depends on European software firms eventually becoming competitive. If US firms have some natural comparative advantage, then the European industry may be perpetually in its infancy. We also need to consider whether this industry actually needs protection. Would European software firms be able to compete without protection? If so, then any protection that is afforded may be wrongly credited with growing the industry, the “pseudoinfant industry” effect. 
Another line of reasoning in favor of protection is that this industry needs support because of low appropriability. If the social gains from an investment exceed the private gains, then a firm making an investment will not be able to capture the full return on its investment and an inefficiently low level of investment will be made. To get over this market failure, the government could subsidize innovation. However, can the government accurately identify the right activities to support? Furthermore, how big will the gains from active targeting be?

7.
The French may be following an active nationalist cultural policy as an economic or strategic trade policy to the extent that cultural activities, such as art, music, fashion, and cuisine, are linked to other French major industries. Indeed, the fashion industry is tied to the huge textile industry, as well as 
to the retail sector and advertising services. One could argue that the promotion of fashion, art, and music will benefit both tourism, and these large strategic trade sectors of the French economy. However, the existence of market failures is not clearly documented in the cultural sector except to the extent that there are other less tangible externalities. Furthermore, the cultural promotions are not, in economic terms, the first best approach to supporting larger industries. 


9.
Suppose that there were no tariffs on imports in a country that had value added taxes. This would give an incentive for domestic firms to locate their production abroad and export their goods to that country to avoid the value added tax. Thus, a tariff on imports is necessary to maintain the same relative price between domestically produced and imported goods. Similarly, the carbon tariff is put into place to prevent domestic firms from moving their production to a pollution haven with lax environmental regulations. By imposing a carbon tariff on imports, this incentive is reduced and the overall level of pollution (especially important when dealing with transboundary pollution like carbon emissions) will be reduced. An objection over this tariff is that it may be discriminating between domestic and foreign goods. This would hold if it would be more costly for a foreign firm to reduce its carbon emissions than a domestic firm, thus giving an artificial advantage to domestic firms.







