Gaining With Trade?

Among the nation's dite, the merit of liberdized tradeisavirtud article of fath. In fact,
sometimes it isliterdly an article of faith, aswhen aNew York Times article began: "Free trade means
growth. Free trade means growth. Free trade means growth. Just say it 50 more times and al doubts
will melt away" ("How Free Trade Prompts Growth: A Primer”; 12-15-93, Al).

This strong belief in the gains from trade has led economists, politicians, and reportersto
countenance even the most outlandish claims made in support of recent trade agreements. For example,
when it was promoting NAFTA in 1993, the Clinton Adminigtration repeetedly referred to a study done
by the Indtitute for Internationa Economics (Hufbauer and Schott ,1992), which showed that NAFTA
would increase the United States trade surplus with Mexico and thereby create 200,000 new jobs. In
1994, the President's Council of Economic Advisors assured the public that the Uruguay Round of
GATT would led to an increase in annual GDP of $100 to $200 billion by 2004 [0.9 to 1.7 percent of
projected GDP](Economic Report of the President, 1994, p 234).

Of course, in the years snce NAFTA's passage, the United States trade surplus with Mexico
turned into a deficit, with the direct effect being alarge loss of jobs. Given thisturn of events, even
proponents of NAFTA readily acknowledge that the earlier claims about job cregtion were absurd. The
post-NAFTA assessments acknowledge that trade, according to economic theory, is primarily about
increasing economic efficiency, and has only aminima impact on job crestion.

Most economists ftill dlaim that the Uruguay Round of GATT led to gainsin GDP, but the gains
are not of quite the same magnitude as the numbers touted to justify passage of the treaty. Even the
President's Council of Economic Advisors (CEA) now uses consderably smdler numbersin its efforts
to promote future trade dedls. In arecent paper it estimated the gains from the Uruguay Round at
between 0.4-0.6 percent of GDP, less than haf the benefits projected by the CEA five years earlier
(Council of Economic Advisors, 1999, p 22). To put this change in perspective, if the current numbers
from the CEA are correct (they are probably il greetly exaggerated), then someone claming thet the
Uruguay round would lower annual GDP in the U.S. by $30 billion would be as accurate the 1994
estimate from the Council of Economic Advisors. In short, the proponents of liberdized trade have used
numbers rather crestively to advance their cause.

In fact, sandard economic theory does provide abasisfor claming thet liberaized trade will
increase GDP and employment. However, the magnitude of this effect is considerably more limited than
proponents of trade liberalization are anxious to acknowledge. The reluctance to accurately convey the
results of economic research may stem from the belief that trade provides benefits in ways that
economigts can't fully recognize and measure (Rodrick, 1997) or it may smply be an effort to
manipulate the political process. Regardless of motivations, the public needs to understand the nature
and magnitude of the effects that sandard economic theory predicts from liberdized trade.

Before directly discussing the ways in which trade liberdization can lead to economic benefits, it
isworth briefly digressing to correct acommon misperception about the definition of trade liberdization.



In conjunction with efforts to reduce or diminate tariffs, quotas, and other barriers to trade, the United
States has aso pushed hard to strengthen internationa conventions for protecting copyrights, patents,
and other dlamsto intellectud property. The effort to increase protection for these clamsto intellectud
property cannot be considered trade liberdization. In fact, it is precisaly the opposite. Patents,
copyrights, and other forms of intellectua property are barriersto trade. In a free market, anyone could
produce any drug they chose and sdll it for whatever price the market would bear. Smilarly, as aresult
of advancesin technology, music, videos, and software could be reproduced and circulated at near zero
cost.

Patents and copyrights obstruct the working of the free market by assgning a government
enforced monopoly to patent and copyright holders. Anyone who attempts to produce a drug subject to
patent protection without the permission of the patent holder or to distribute music subject to copyright
protection without permission of the copyright holder is subject to arrest, fines, and even imprisonment.
Thisis not afree market.

Thereisan obvious rationae for patent and copyright protections. they provide an incentive to
innovate and carry through research in the case of patent protection, or to undertake crestive and
artistic work in the case of copyright protection. But, the fact that patents and copyrights have an
economic rationale doesn't mean that they're not forms of protectionism. In fact, they are tremendoudy
costly forms of protectionism. It is unusud for current day tariffs or quotas to raise the price of products
by more than 15-20 percent. By contrast, patents or copyrights can raise the price of products by
severa hundred or even severa thousand percent. Many drugs subject to patent protection would sl
for one or two dollars per prescription in afree market; their patent protected price can run into
hundreds of dollars per prescription. Smilarly, music or videos that could be costlesdy transferred via
the Internet in afree market can instead sdll for $10-30 if they are subject to copyright protection.

The high cost associated with patent and copyright protection may be justifiable if the patent and
copyright system provide the most efficient means to promote research, innovation, and credtivity.
However, there are two points worth noting here. Firg, it isimportant to recognize that there are other
way's to support research and creative work. At present, more of this work is supported by the
government, and private foundations, charities, and universities than by patents and copyrights. Second,
the economic merits of patents and copyrights cannot change their status as forms of protection. The
fact that advocates of trade liberdization ingst on treating these forms of protectioniam as an integra
part of their agenda points to the lack of honesty and intellectud rigor in the public debate over this
agenda.

The Badc Arithmetic of Gains From Trade

The basic arithmetic of trade isfairly ample. By lowering tariffs, quotas, or other barriers,
consumers are able to buy products more chegply than would otherwise be the case. Understanding this
logic makes it possible to gppreciate the magnitude of the potentiad gainsinvolved.



Suppose that sted sells on internationa markets for $200 per ton including shipping costs.
Suppose that in the United States there isa 10 percent tariff on dl sted imports. This would mean the
cost of buying aton of imported stedl in the United States is $220 ($200 for the stedl, plus $20 to cover
the tariff). Asaresult of raising the price on imported stedl by $20 per ton, the tariff dso raises the price
of sted produced in the United States by gpproximately the same amount. If sted consumers must pay
$220 to buy aton of imported sted, then they would be willing to pay approximately the sameto buy a
ton of sted made in the United States. Alternatively, if they could buy imported sted for $200 per ton,
then they would only be willing to pay $200 aton to buy aton of sted produced in the United States. In
thisway, atariff raises the price of both foreign and domestically produced sted.

To cdculae the potentid gains from diminating the tariff, imagine that the United States uses
100 million tons of stedl each year, with 80 million tons produced domesticaly and 20 million tons
imported. If the tariff were diminated, this would save sted consumers $2 hillion per year on the sted
they were buying ($20 per ton on 100 million tons). However, thisis not the size of the gain to the
nation aswhole. Thefdl in the price of domesticaly produced sted isagan to consumers, but alossto
the workers and corporations that had been producing this sted. Every dollar saved by consumersis
coming directly out of the pockets of stedl producers. The net gain to the nation from this price declineis
zero.

The declinein the price of theimported sted is adso not anet gain to the nation. Sted consumers
had been purchasing 20 million tons per year, and they will now save $20 on each ton for atotd savings
of $400 million. But, this $400 million was tariff revenue collected by the government. When the tariff is
diminated, it means that the government has lost $400 miillion that it must make up through other taxes.
Thereisno net gain to the nation from this price decline ether.

The actud gainsto the nation, according to trade theory, stem from increased purchases of
gted, which may result from lower prices. At $220 per ton, sted consumers wanted to buy 100 million
tons per year. At alower price of $200 per ton, sted consumers may opt to buy 120 million tons of
ded. At the lower price, they may use stedl in place of other materias, sSinceit is now cheaper.

It is easy to get arough estimate of the Sze of these gains. Consumers have decided to purchase
an additiona 20 million tons of sted because its price has falen by $20 per ton. In no caseisthe gainto
consumers more than $20 per ton, because then they aready would have been purchasing the stedl. In
some cases, the gain might be dmost zero. At the new lower price, Some consumers might decide that
ded isatiny bit better than duminum or other dternatives, but if the price of e weretorissby evena
few cents, they would switch to some other materid. Since the biggest gain to any of these new stedl
buyersis $20 per ton, and in some cases the gain isdmost zero, then the average gain is presumably
closeto $10 per ton. Multiplying this by the 20 million ton increase in the demand for sed yiddsatotal
gain of $200 million.

Thisbasic logic can be gpplied to the remova of any tariff or other trade barriers more
generdly. Asthe price of importsfals, people will gain from having the chance to buy goods at lower
prices. For the most part, the gains are offset by losses to domestic producers or by the loss of tariff



revenue to the government, but insofar as the lower price leads to more of the goods being purchased,
then there will be gainsto consumers.

The same arithmetic used in this example can be applied to the economy as awhole to get an
idea of the potentia gains from removing barriersto trade. Much of the economy consists of services,
such as medicd care, education or rent on housing for which trade is not directly rlevant. There dso
are many types of goods where trangportation costs make imports prohibitively expensive, such as
concrete or coa. As arough guess, the total vaue of goods that are subject to import competition is
probably in the neighborhood of $4.0 trillion ayear, or a bit less than 40 percent of the economy.*

The average tariff on importsto the United Statesis currently lessthan 5 percent. If this tariff fell
to zero, then consumers would save $200 billion annualy on the goods they currently buy which either
are imports or compete with imports. The same amount, $200 billion, would be logt ether to domestic
producers or to the government as aresult of the lower tariffs. However, consumers would gain from
the opportunity to buy goods at alower price. The 5 percent reduction in the price of these goods
might reasonably be expected to lead consumers to purchase approximately 5.0 percent more, or an
additiond $200 billion worth. The average gain to consumers on these purchases would be
goproximately haf the sze of the reduction in the tariffs, or 2.5 percent. Thisgainis equd to
approximately $5 hillion per year (2.5 percent of $200 hillion).

It is possible to congtruct a smilar story of gains from trade on the export sde. For smplicity,
the gains can just be doubled to include the benefits on the export sde. Thiswould bring the total gains
to the United States from removing al trade barriers to gpproximately $10 billion per year. While this
number may appear large, it isimportant to remember that the U.S. economy produces more than
$10trillion annudly in output. A gain of $10 billion isdightly lessthan 0.1 percent. If thisgainis
distributed equally to everyone, it would add about $45 per year to atypica family's annua income, less
than $1 per week.

In fairness to advocates of more open trade, thisisavery crude way of modeling the gains from
trade. There are some reasons for believing that gains could be larger.? There also are reasons for
believing that the gains could be lower. For example, if the workersin an industry that loses jobs to
import competition never find new employment, then this will offset some of the gains from having
access to lower cost imports. But this smple caculation should give the gpproximate order of magnitude
of the potentid gains from trade liberdization in the United States.

! This estimate is ailmost certainly a significant overstatement of the share of GDP that potentially competes with
imports. Manufacturing isonly equal to 16.1 percent of GDP, and even this includes some goods, such as concrete,
that are effectively protected from import competition. While many services are subject to import competition, most
arenot.

2 The gains would be larger insofar as some tariffs are brought down more than others. Average tariffsare
approximately 5.0 percent, but tariffs on some goods are considerably higher while tariffs on other goods are already
at or near zero. There are also non-tariff barriers, such asimport quotas, that can have the equivalent impact of avery
high tariff.



In some economic models, the relatively smal gains suggested by this arithmetic are inflated to
be severd times aslarge (e.g. Stoecke, Pearce, and Banks 1990). Thisis usualy done by mixing in
other effects that are not necessarily related to trade policy. For example, acut in tariffsisaso atax cut.
In agtandard Keynesian modd, a cut in taxes (or an increase in government spending) will simulate
demand in the economy, and lead to more output and growth. In thisway, trade liberalization can be
made to gppear to be a more powerful instrument to promote growth, when what is redly modeled is
amply atax cut. In such models, acut in taxes for low income wage earners would have approximatey
the same effect on growth asa cut in tariffs of the same magnitude.

Another way to show larger gains from trade is to assume that the efficiency gainsled to large
increases in savings and investment. Thisis the same assumption that motivates supply-side tax cuts.
Mot evidence shows that savings and investment are very unresponsve to the smdl additiona
incentives that would be implied by liberdized trading arrangements. Nonetheless, if substantial
increases can be dipped into modds, then it will be possible to show large gains from trade. Smilarly, in
some moddls, labor supply is assumed to be very responsive to smal increases in the red wage. With
such an assumption, modest gains from trade can be considerably magnified. For example, if a1.0
percent increase in the real wageis assumed to lead to a 0.5 percent increase in labor supply, then the
gainsin GDP cdculated in amode can be increased by 50 percent. Of course, treating this higher GDP
asthe sze of the gains from trade is rather dubious, since it requires that people work more hours.

Economigts have worked hard to find ways to make the extremely modest gains suggested by
the standard trade model appear considerably larger. For the most part, these efforts require
assumptions that they would regject in other contexts. The basic story is that economists can show that
trade will lead to gainsin GDP, but these gains would appear quite smal by amost any measure.

The Cost of the Gainsfrom Trade

To fully understand the logic of the slandard economic theory of trade, it is necessary to more
closely examine the source of gainsin this modd. In the sted example, the price of dl sted fell by 10
percent due to the dimination of the tariff. In the case of imported sted, the price decline was directly
attributable to the dimination of the tariff. In the case of domegticaly produced sted, the price was
forced down by the availability of low cost imports. Aswas noted before, this price decline comes
directly out of the pockets of domestic producers of stedl. It lowers the profits of sted manufacturers
and reduces the wages of sted workers. It will so lead to the loss of jobsin the stedl industry, as
imported sted will to some extent displace domestically produced stedl. For sted producers, the
liberdization of trade is unambiguoudy bad news.

Thiswill be the case for the workersin any industry thet is anet loser of jobs as aresult of the
liberaization of trade. According to standard trade theory, since the United States is a nation that has a
relatively well trained and educated workforce, the less educated portion of the workforce will be the
losers as the result of liberdized trade. Disproportionately, these workers will be the ones that |ose their



jobs as aresult of the remova of trade barriers. When they look for new jobs, these less educated
workers are likely to earn lower wages, since so many of them have been displaced as aresult of trade.

Asapractica matter, it gppears that "less-skilled" in this context gpplies to anyone without a
college degree, including many workers with some college or technical training beyond high schooal,
gpproximately 70 percent of the workforce. These are the workers that have seen their wages fall
relative to the rest of the population over the last two decades, as the United States has experienced a
sharp increase in wage inequdity. As aresult of thisrise in inequdity, the wage of atypical worker has
been virtudly stagnant over the last two decades, as most of the gains from growth have gone to those
a the top end of the income digtribution.

It isimportant to recognize that growing inequdity is not an accidental outcome of trade. In fact,
according to standard trade theory, it is the bass for there being any gains at dl. The basisfor the gains
from trade is the change in relative prices. The price of goods like sted and textiles, which require
relatively large amounts of less-skilled labor, fal relative to the price of goods that are more skill
intensve. When the price of these goods fall, the wages of the workersin the industry fall. If trade did
not push down the wages of less skilled workers, then there would be no gains from trade.

Other Sourcesof Gains From Trade

Proponents of trade, especidly non-economists, often cite other ways in which expanded trade
provide gains for the economy. For example, it is often argued that trade is advantageous because it
alows greater economies of scale. Trade can be away of increasing competition in an industry that is
dominated by a smal number of firms. It aso can be amechanism of technology transfer where new
and better techniques and products can be brought into the country. All of these clams have some truth,
but their impact should not be exaggerated -- particularly in alarge industridized country like the United
States.

In the case of economies of scale, the United States dready has avast internd market. It so
has well developed trade relations with the other mgjor industrialized countries. The extent to which it
can achieve further economies of scae by removing barriers to trade with developing nations, or
reducing further the barriers with Europe and Jgpan is minimdl.

Of course, developing nations with reaively smal internd markets may experience consderable
economies of scae from having access to alarger market, but there are many different waysin which to
expand the size of the market. For example, severd nationsin Latin America are constructing
"Mercosur" afree trade zone within the region. This sort of trading zone alows the nations of the region
to have a broader market on which to sdll their goods without surrendering as much control over their
economy to the extent that is usudly required in trade agreements with industridized nations. The United
States has explicitly promoted the extension of NAFTA to therest of Latin Americaas away of
undermining the growth of Mercosur.



Trade can promote competitiveness under some circumstances, but so can effective anti-trust
policies. It isamogt certainly the case that a surge of Japanese imports forced the United States auto
manufacturers to begin producing better carsin the eighties. This was clearly a positive effect of trade.
On the other hand, the fact that the domestic industry had been alowed to consolidate to the point that
three firms were respongible for virtudly al domestic production can be seen as afallure of anti-trust
policy. Tradeis at best only atemporary substitute for real anti-trust policy. If the current wave of
mergers leads to a consolidation on the internationa level comparable to what the United States
previoudy saw domestically, then the economy will again be deprived of the benefits of vigorous
competition between firms.

The last frequently touted source of gains from trade is technology transfers between nations.
These transfers are mostly from the indudtridized nations, where most research on new technology takes
place, to the developing nations. While thistransfer of knowledge is often very vauable for developing
nations, this has not dway's been the case. For example, many corporations have fredy sold pesticides
and fertilizersin developing nations which were dready known to be harmful, and were therefore
banned in industridized nations. In addition, multinationa corporations have often introduced export
crops to devel oping nations which have displaced traditiona food crops. In some cases, the agricultura
techniques used to produce these crops are not sustainable, and quickly destroy farm land. Effortsto
use bio-engineered crops, which may pose environmental dangers, in developing nations, are another
example of atechnology trandfer that may prove harmful in the long-run.

Even where there are clear benefits to developing countries from technology transfers, it is not
clear that the current round of trade agreements help this process. In previous decades, developing
nations have often made "performance requirements' a condition on foreign invesment by multinationa
corporations. This usualy meant that corporations were forced to train domestic workersto fill a certain
portion of the technical and managerid jobsin the local operation. These requirements also often
dipulated that an increasing portion of the parts used as inputs would be produced domegticdly, giving a
boost to local industry. The conditions set in agreements such as NAFTA sharply curtail the extent to
which nations can use performance reguirements to encourage technology transfer and promote
development.

The application of U.S. type patent and copyright protections to developing nations will dso
impede the transfer of technology. Severd developing nations, such as India, Brazil, and Argentina, had
farly wel developed pharmaceutica industries. In many cases, thelr industries relied on producing drugs
that are till subject to patent protection in the United States. Requiring these nations to enforce drug
patents filed by the U.S. pharmaceutica industry will not only lead to alarge hike in drug pricesto
consumers, it may aso sgnificantly set back the progress of the domestic pharmaceutica industry.
Similarly, the enforcement of U.S. copyrights will impose an enormous burden on businessesin
developing nations. According to the U.S. software industry group, 95 percent of the software sold in
Chinaisnot licensed. This means that full enforcement of copyright protection on software would lead
to a 2000 percent increase in the amount that China pays for software. Thiswill be a huge expense for
any sgnificant user of computer software.



In short, trade can be amechanism for trandferring technology from industridized nations to
developing nations. However, itisnot at al clear that the current round of trade agreements are likely to
fecilitate, rather than impede, this process.

Scoring the Gains From Trade

While the basic arithmetic of trade theory suggests that the gains from trade to the economy asa
whole may be too smdl even to be measured accurately -- even the higher measures now being touted
by proponents of new trade agreements do not appear particularly large compared with other costsin
the economy. For the example, the midpoint of the revised estimates from the President's Council of
Economic Advisors places the gains to the U.S. economy from the Uruguay round of GATT (avery
large trade agreement) at 0.5 percent of GDP, or gpproximately $47 billion ayear. By contrast, if the
pay of doctorsin the United States could be brought down to the average for other industridized
nations, it would save consumers more than $70 billion ayear. The gains would severd times aslarge if
the pay of other professionas were made competitive with comparable workersin other nations.

Similarly the exploson in the Sze of financid markets has been ahuge drain of resources from
the rest of the economy. In 1977, the nation was able to accomplish the task of trandferring savings from
individuas to firms wanting to invest using just 0.4 percent of GDP. By 1997, the cost of running these
markets had risen to 1.1 percent of GDP, an increase equal to 0.7 percent of GDP or $70 hillion ayear
at present. If the country implemented policies to reduce this drain, such as amodest tax on financid
transactions, the potentia dividend is larger than CEA's most recent estimate of the gains from the
Uruguay round of GATT.

To take one more example, the potentid digtortions from alowing Internet commerce to remain
tax free, while other goods are subject to a sdes tax, are comparable, if not larger than any distortions
resulting from current trade restrictions. The preferentia trestment of Internet salesislogicaly equivaent
to dapping a5 percent tariff (the average retall sdestax in the United States) on al goods sold in
traditiona brick and morter retail outlets. As noted before, the average tariff on imports to the United
Staesis presently less than hdf this sze, so the distortions created by trade barriers would be small in
comparison.

It is Striking that mainstream economists devote so much effort to arguing againg trade barriers,
when other measures that seem to lead to comparable or larger distortions largely escape their atention.
It is aso worth noting that they frequently fed the need to resort to ad hominem argumentsin this
debate. Given the potentid magnitudes of the gains that can be expected from trade liberdization, it
seems that the behavior of many economigts in this debate may be motivated by something other than
conclusions derived from economic theory or the results of empirica research.
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