


Free Trade Doesn’t Work

What Should Replace It and Why
 

by Ian Fletcher

 
Kindle Edition

 
Published by the U.S. Business & Industry Council

512 C St. NE

Washington, DC 20002

 
Copyright © Ian Fletcher 2010

 
All Rights Reserved

ISBN-13: 978-0-578-04820-8

 

 



In Bangalore…I [was] standing at the gate observing this
river of educated young people flowing in and out...They all
looked like they had scored 1,600 on their SATs and I felt a
real mind-eye split overtaking me. My mind just kept telling
me, ‘Ricardo* is right, Ricardo is right...’ But my eye kept
looking at these Indian zippies and telling me something else.

 
— New York Times columnist Thomas L. Friedman, The

World is Flat, p. 264

 
*David Ricardo (1772-1823), British economist who
formulated the theory of comparative advantage, cornerstone
of free trade economics to this day. See Chapter Five below
for why Ricardo was wrong.
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Foreword



by Edward Luttwak

 
Until the economic debacle of 2008, the power and moral
authority of the United States were sustained not only by its
political values, cultural magnetism, and military strength, but
also by its wealth. From its investment capacity as home of the
world’s most sophisticated financial system to its purchasing
power as the world’s largest importer, the U.S. had an
undoubted primacy. When the latter finally ruined the former
—for huge trade deficits tolerated for decades must
decapitalize as well as deindustrialize—American diplomacy
suddenly had to function without much of its accustomed
leverage.

Some Americans have always been displeased by the
magnitude of American power, probably because they project
onto the nation at large their own moral discomfort with its
exercise. For them, as for assorted dictators, Islamic fanatics,
and the few serious communists still breathing, the present
weakening of the United States is welcome. But for others,
including this writer, this weakening provokes an unwelcome
question: how much power can the United States retain
without this leverage? And what kind of Hobbesian world
order will we face in its absence? Whatever complaints of
competence or intent one may lodge against this power, the
world contains alternative hegemons with far fewer scruples.
A weakened American economy will embolden the enemies



not only of the United States, but of a stable world generally
—especially in Latin America, the Middle East, and East Asia.

One early sign of America’s weakening economic leverage
was the refusal of allies like France, Germany, Italy, and the
Netherlands to cooperate with the expansionary measures of
the newly arrived Obama Administration in early 2009. With
global economic activity sinking as declining demand dragged
down production, further reducing demand, only a Keynesian
jolt of public spending or tax cuts could break the downward
spiral. This much was agreed by all serious players, but every
major European government save Britain refused to join with
the United States in implementing such measures. Instead,
they tacitly proposed to let others carry the burdens of
reflation—mainly increased public debt and inflation risk—
knowing full well that their own exporters would nonetheless
benefit from the resulting increase in global demand.

Above all, these allies could not be brought to heel with the
threat of tariffs, quotas, capital controls, or other protectionist
measures. This was America’s natural card to play, but ruled
out by an elite consensus rigidly opposed to any form of
protectionism. This consensus—unshared with ordinary voters
—prohibits even the milder forms of protectionism permitted
under international agreements. Instead, it has a puritanical
horror of the very concept which refuses to view
protectionism as just another form of economic realpolitik, to
be coldly evaluated according to its merits and costs. Instead,



it is seen as a repudiation of the twin cardinal virtues of
competition and openness.

This is a fact of which both America’s friends and enemies
are well aware, and upon which America’s commercial rivals
base their own neomercantilist trade policies. The result has
been a prolonged failure to safeguard the American economy,
especially manufacturing, from foreign predation. The most
obvious tactic here has been currency manipulation, but this is
only the tip of an iceberg whose size America’s rulers still do
not appear fully to comprehend. This currency manipulation,
involving as it does a tidal wave of cheap foreign capital
propping up the dollar by soaking up American debt and
assets, has in recent years helped keep interest rates in the U.S.
abnormally low. It thus helped enable the speculative property
and mortgage bubbles which led to the financial collapse of
2008. Thus many of America’s recent economic problems,
both visibly trade-related and otherwise, are ultimately linked
with an underlying trade problem.

This book, unlike many previous critiques of free trade, is
no mere sulk about the harsh realities of capitalism or an
extended analytical misunderstanding of what those realities
are. Ian Fletcher, in fact, unequivocally favors capitalism—if
perhaps more broadly shared in its prosperity, more Fordist
(as in the $5 day), less dogmatic about free markets, better
supported by industrial policy, and less decadently plutarchic
than today. He favors free markets wherever the evidence



vindicates them. These remain the sovereign cure for
mediocrity and sloth, whose dynamism creates wealth and
compels improvements in management, production, and
distribution. Free markets stimulate innovation, the ultimate
root of economic growth. All these facts this book
comprehends, which should slow its dismissal by the usual
suspects.

Devotees of free trade celebrate its advantages for American
consumers. These are real enough. And even industry-
destroying free trade can sometimes do good, by shutting
down inefficient domestic production that misuses labor and
capital, freeing up resources for the industries of tomorrow.
But free traders celebrate these advantages and then just stop,
as if Americans could be consumers and nothing but, and as if
destroying obsolete industries did not beg the question of
what is to replace them. The vitality of America’s underlying
industrial base is either ignored or papered over with
questionable economic theory—if not sheer ideological
hectoring.

This is where Fletcher comes into his own, for he pries open
the dogmatic black box of received trade economics. Despite
the myth that serious economics vindicates free trade
simpliciter, he shows in meticulous detail how the mechanisms
which supposedly vindicate unlimited free trade under all
circumstances are in fact dubious intellectual contraptions
predicated upon unrealistic assumptions. The presumption of



free and unmanipulated currency markets is only the most
obvious example; there are many others. Fletcher also
elucidates recent theoretical breakthroughs in economics that
are finally bringing realism into the doctrinaire mathematical
world of academic trade economics, advances that are
undermining the intellectual respectability of conventional free
trade theory as now commonly understood.

These days, some of the leading practitioners of free trade,
the chief executives of the largest U.S. corporations, are also
quietly starting to reverse course. They, too, now proclaim
that the United States must manufacture more and export more
manufactured goods. Certain well-known firms are
bellwethers of this change. For example, over the past 15
years, Boeing executives made many a speech celebrating the
globalization of their company’s manufacturing operations.
They tirelessly invoked free trade’s logic of comparative
advantage to explain why they dismissed American engineers
and production workers while Boeing’s risk-sharing partners
were increasing employment overseas. They strove to impress
Wall Street analysts with their periodic downsizings of
thousands of workers at a time. These efforts to transfer
manufacturing and design overseas were crowned in the 787
Dreamliner, whose wing box and wings were made in Japan
and whose composite fuselage was mostly made in Italy—
leaving little for the United States but final assembly. That
overseas production might be cheaper merely because of
subsidies by foreign governments seeking a foothold in this



lucrative and strategic industry was irrelevant to Boeing,
which is not responsible for the economy at large, but merely
a business run for profit.

But Boeing’s self-congratulation came to a sudden halt
when the entire 787 program was crippled by devastating
development delays, most caused by gross manufacturing
errors overseas. The company had to change course drastically
to survive, promising Wall Street analysts to bring much
design and production back to the United States. With less
public drama, General Electric has also changed course: after
investing vast amounts in overseas manufacturing plants,
America’s single greatest industrial corporation is now
strengthening its domestic manufacturing base and its chief
executive, Jeffrey Immelt, has been publicly explaining why
the country as a whole must do the same.

The reality is that manufacturing is inescapable. Few
Americans can work in elite fields like corporate management
or investment banking, no matter how large these loom in the
consciousness of the governing class. Most service
employment, such as restaurant work, pays low wages.
Agriculture is a miniscule employer in all developed nations.
And for all the glories of high tech, it remains a modest
employer: during the auto industry wreck of 2009, Americans
discovered that Ford, General Motors and Chrysler, despite of
decades of decline, still employed more people than all the
famous names of Silicon Valley—from Adobe to Yahoo—



combined. As a result, the incomes and living standards of
nonpoor Americans must largely rise and fall with
manufacturing employment. Even if they do not personally
work in manufacturing, a strong manufacturing sector is
needed to support the labor market and the value of the dollar
on which an import-dependent America now relies for its
standard of living from garments to gasoline.

A new American economy is emerging, in which Americans
will consume less and save more to rebuild America’s capital
base, and import less and export more to start retiring
America’s now-vast foreign indebtedness. (Indeed, America
must do these things unless it intends to confiscate foreign
dollar holdings by devaluation.) And it is hard to imagine how
America can rebuild its manufacturing and rebalance its trade
without repudiating free trade—to some carefully chosen
extent. If nothing else, the need to neutralize foreign
mercantilism demands this.

This is not just a matter of concern for Americans, because
unless foreign demand increases, the global economy must
shrink in proportion to falling American demand. So
increased American exports are, in fact, the only way to
maintain current American imports and thus global demand. It
i s thus that a dose of American protectionism may soon be
precisely what the whole world needs.

 
Edward Luttwak, PhD



Chevy Chase, MD

November 2009

 
Dr. Luttwak is the author of Turbo-Capitalism: Winners and
Losers in the Global Economy (1999) and The Endangered
American Dream: How to Stop the United States From
Becoming a Third World Country and How to Win the Geo-
Economic Struggle for Industrial Supremacy (1993).



Introduction



Why We Can’t Trust the Economists

 
Oh yes, I know, we have recently been told by no less than
364 academic economists that such a thing cannot be...Their
confidence in the accuracy of their own predictions leaves
me breathless. But having been brought up over the shop, I
sometimes wonder whether they pay back their forecasts with
their money.

 
—Margaret Thatcher, 1981

1

 
America’s trade deficit. $696 billion in 2008. $701 billion in
2007. And a world-record seven hundred and sixty billion

dollars in 2006.
2
 Even if it did fall by half in 2009—a

temporary plunge seen in past recessions that probably
doesn’t signify underlying improvement—a $370 billion
deficit is still astronomical by any reasonable historical

standard.
3

To be fair, the trade deficit is not a perfect indicator of free
trade’s cost. A nation can always balance its trade by crude
measures like forcing down wages by political fiat. So,
hypothetically, we could have a small deficit and a large trade
problem. Plenty of impoverished Third World nations have



balanced trade, and a single year’s deficit means nothing. But
with numbers this high, the deficit is obviously a big problem
if it’s a problem at all.

And yet Americans remain afraid to do anything about it.
The dangers of protectionism are notorious, and questioning
free trade in an intellectually serious way runs into deep
waters of economics very fast. So we remain paralyzed in the
face of crisis.

This book aims to loosen that paralysis a little.

 
Over the last 20 years, Americans have bought over $6

trillion (that’s trillion with a “t,” six thousand billion, six
million million) more from the world than we have sold back

to it.
4
 That’s over $20,000 per American. Ironically, if the

U.S. were a developing country, our deficits would have
reached the five percent level that the International Monetary

Fund takes as a benchmark of financial crisis.
5

The U.S. economy has ceased generating any net new jobs
in internationally traded sectors, in either manufacturing or

services.
6
 The comforting myth persists that America is

shifting from low-tech to high-tech employment, but we are
not. We are losing jobs in both and shifting to nontradable
services—which are mostly low value-added, and thus ill-
paid, jobs. According to the Commerce Department, all our



net new jobs are in categories such as security guards,
waitresses, and the like.

The vaunted New Economy has not contributed a single net

new job to America in this century. Not one.
7

The mysteries of international finance that let America run a
seemingly infinite overdraft against the rest of the world looks
suspicious, too—because that’s what it means to endlessly
import more than we export. But where does the money come
from, at the end of the day? Can we really get something for
nothing forever? Or are we in for another crisis like the 2008
financial crisis? Subprime mortgages looked too good to be
true, and then they blew up. The aftershocks are still hitting
us. Is trade going to be the next shoe to drop?

Common sense seems to say that American workers are
going to have problems when we trade with nations, such as
China and India, where the average wage is a dollar an hour
or less (57¢ an hour for Chinese manufacturing workers, to be

exact).
8
 Corporate America even admits, with barely

concealed glee, that competition from foreign labor has
American workers pinned. As one Goodyear vice-president
put it, “Until we get real wage levels down much closer to
those of the Brazils and Koreas, we cannot pass along

productivity gains to wages and still be competitive.”
9

Brazils? Koreas? Our wages?



These nations and others are booming as exporters to the
United States. But they remain far too poor to take back
enough of our exports to balance our trade. Their combination
of dreadful wages and regulatory standards on the one hand,
and winning economic strategies on the other, has so far
produced nothing like the living standards needed to make
them significant importers of American goods. Despite recent
decades of economic growth, there are still over a billion

people in Asia earning less than $2 a day.
10

Working conditions are the flip side of low pay in
developing countries. Production methods long ago
abandoned in the developed world—many of them dangerous
and environmentally unsound—are still widely in use. In
India, for example, foundry workers often don’t wear socks,
shoes, protective headgear, ear plugs, or even eye protection.
Often wearing no more than boxer shorts, they squat on the

floor next to the roaring furnaces.
11

 Charles Dickens has
moved to Asia.

The environment is threatened. Thousands of foundries in
China run on industrial-grade coke with no pollution control
devices on their smokestacks, creating a plume of smoke that
stretches across the Pacific on satellite photos.
Chlorofluorocarbons (CFCs) are banned in the United States
but still used in China as a blowing agent for the production of
polyurethane foam cushions and the like, providing a



significant cost advantage for Chinese manufacturers.
12

None of this happens by accident. Foreign governments
treat trade as war and use every trick in the book—legal and
illegal under international agreements—to grab their industries
a competitive advantage. And even when they don’t cheat,
they are often more skilled in cultivating their industries than
we are. Toyota, despite its troubles, somehow didn’t go
bankrupt when GM did.

All these facts impinge upon America because of free trade.
But economists keep telling us everything will be fine.
According to them, free trade is good for us and they can
prove it. Ninety-three percent of American economists

surveyed support free trade.
13

 This inescapably raises the
question of whether they have been doing their jobs—and
whether America should stick with the policy they
recommend.

 
WHY ECONOMIC THEORY MATTERS

 
This is a book about real-world economic problems. Brutally
real problems. But it is also a book about economic theory
because in economics, raw facts don’t mean much without a
theory to interpret them. This is especially true for parts of
economics that are as controversial and theoretically unsettled
as trade. Wrong theories helped get America into its current



trade mess, so we will need the right theories to get us out of
it. Not only theories, of course, but we won’t be able to do it
without them.

Can’t we just find a practical solution? That’s the instinct of
many Americans, who find economic theory abstruse and
often baffling. (To be fair, sometimes it is.) Unfortunately not.
To just “do what works” is only an option when what works
is obvious, and in trade it isn’t. Common sense tells us that
airplanes shouldn’t crash, but it doesn’t tell us how to design a
plane that will actually fly. It takes a theory, called
aerodynamics, to do that. Luckily, the right economic theories
are not all that hard to understand, if one makes the effort.
And, as we shall see, all this theory has a payoff in the form of
an implied solution.

At an absolute minimum, ordinary citizens need to know
enough about the economics that supposedly justifies free
trade to hold their ground in confrontations with the experts
and not get ruled out of public debate on grounds of
ignorance. America can’t be a democracy if one side is
intimidated into silence on a question this important. So
ordinary citizens need to learn how to criticize the economics
of free trade in language that economists (and those who look
to them for policy advice) accept as legitimate—and will have
to take seriously.

But first, we’re going to look at why we shouldn’t just defer
to what economists tell us. Because if we can, then we should



just leave our trade problems to these experts, and books like
this one have no place. So understanding what’s wrong with
economists is our first step.

 
FREE TRADE ISN’T JUST BOUGHT

 
Some people believe economists are irrelevant, and that free
trade is American policy simply because big corporations and
other vested interests have the political muscle to impose it.
This is false. For a start, without economics, vested interests
can’t tell whether free trade benefits them or not, just as a
company can’t know whether or not it is profitable without
resort to accounting principles. Vested interests can indeed see
money piling up in their bank accounts under free trade. But is
this more or less money than what they would have gotten
without free trade? Without economics, they can’t tell. When a
policy has complex effects, it is not obvious who wins and
loses from it—even to the winners and losers themselves, and
especially in the long run. They have to analyze trade policy
to know this, and one can’t analyze any economic policy
without theories about how the economy works. This is why
the British economist John Maynard Keynes (1883-1946),
arguably the greatest economist of the 20th century, wrote
that:

 
The ideas of economists and philosophers, both when



they are right and when they are wrong, are more
powerful than is commonly understood. Indeed, the
world is ruled by little else. Practical men, who
believe themselves to be quite exempt from any
intellectual influences, are usually the slaves of some
defunct economist...I am sure the power of vested
interests is vastly exaggerated compared with the
gradual encroachment of ideas...But, soon or late, it
is ideas, not vested interests, which are dangerous for

good or evil.
14

 
Furthermore, vested interests are not infinitely powerful.

They have to persuade the rest of the country, especially
Congress, to go along with the policies they want. Despite
political corruption, all the money in the world couldn’t bribe
Congress to pass a law requiring people to roller-skate to
work; legislation always requires some non-laughable
justification. Therefore, lobbying successfully for free trade
requires credible economic ideas that support it. This is why
the famous liberal economist and New York Times  columnist,
Paul Krugman, winner of the 2008 Nobel Prize for his work
on trade and a thinker we will draw upon extensively in this
book, wrote of his stint in government:

 
What was more surprising was the way that even
strong political considerations could sometimes be



held at bay when a proposal seemed clearly without
a good analytical foundation. I know of one
corporation that had a demand widely supported by
other businesses and highly placed friends in the
government, yet got nowhere for more than a year,
largely because the company’s arguments were so
easily torn apart by government economists. In the
end the corporation hired some high-quality
economists to help produce a well-argued report, and

for that or other reasons finally got some action.
15

 
So even if free trade economics is largely a bundle of
rationalizations, these are still rationalizations the system needs
in order to function. It follows that if opponents of free trade
can debunk these rationalizations, these opponents can deprive
free traders of camouflage, credibility, and self-confidence
they can ill afford to lose. (That is one purpose of this book.)

ECONOMISTS KNOW MORE THAN THEY LET ON

 
To be completely fair, to some extent economists haven’t been
wrong about free trade at all. But the aforementioned seven
percent who know better have allowed a mistaken impression
of the disciplinary consensus to be foisted upon the public.
And when the other 93 percent say they support free trade,
this doesn’t necessarily mean they support it without



reservation.
16

 It often just means that they know it has
problems, but support it over any likely alternative—which
they fear would be worse.

Above all, economists fear that admitting the known
problems with free trade might provoke politicians into doing
something stupid. As the 19th-century American radical
economist Henry George put it, “introducing a tariff bill into a
congress or parliament is like throwing a banana into a cage of

monkeys.”
17

 The great fear is that if protectionism is
conceded any legitimacy, special interests will seize control
and economic logic will fall by the wayside. For example,
Congress might enact a 30 percent tariff on imported steel to
save Rust Belt jobs that would be disappearing soon due to
technological change anyway. This could cost $300,000 per
job per year, including the cost of making American
manufacturers pay more for steel than their foreign

competitors.
18

 Then every other industry would want in and
before we knew it, we would have a crazy-quilt industrial
policy set by Congressional logrolling and lobbyist bidding
wars. It would be a mess: based on political pull, embodying
no rational economic strategy, and costing our economy
hundreds of billions of dollars per year.

Fear of such a debacle gets most (not all) economists off the
hook for outright incompetence or dishonesty. But it reveals a
deeper problem: this fear is not actually a part of economic



science. It is just a somewhat cynical intuition about the
American political system. Economists are certainly entitled to
their political intuitions (which may even be true) but these
intuitions are not part of their actual knowledge as economists.
They are not something that they have PhD-level expertise in

and the rest of us don’t.
19

 They are thus not privileged over
the intuitions of ordinary informed citizens. The electorate has
a right to hear both sides of the debate and make its own
decision. That’s democracy.

Economists’ fears may also be false. Our government is
sometimes corrupt and stupid, but it is also sometimes
effective. The country wouldn’t still be here if it wasn’t. Some
foreign governments certainly seem to have had effective
protectionist policies in recent decades, using tariffs and
nontariff barriers to boost their economies. Japan clearly did
not become the second-richest nation in the world practicing
free trade. China is conceded from one end of the political
spectrum to the other to thumb its nose at free trade, but it is
booming.

Even Europe seems to handle these matters better than we
do: Germanic and Scandinavian Europe (Germany,
Switzerland, Austria, Holland, Belgium, Luxembourg,
Denmark, Sweden, Norway, and Finland) usually run healthy
surpluses, and the Eurozone as a whole has had its trade
within pocket change of balance since the euro was created in

1999.
20

 Thirteen European countries now pay their factory



workers better than we do,
21

 and Germany (not China!) was

the world’s largest exporter as late as 2008.
22

 Do all these
countries know something we don’t?

CORRUPT POLITICIANS, VOTERS AND
ECONOMISTS

 
Cynical comments about politicians are also an evasion. In
America, we elected them, so what they do ultimately reflects
what we want. If we voters are corrupt, and vote for short-
term gratification, something for nothing, and sweet deals for
our special interests, then the politicians we elect will be
corrupt, too. But if we wise up and a sense of national crisis
engenders a sense of national purpose, then we may demand
(and get) a trade policy sufficiently honest and rational to
work. This has happened on other issues before.

Economists can be corrupt, too. Some are simply paid shills
of special interests. Economics consulting firms like Global
Insight, MiCRA, and Strategic Policy Research basically retail
the service of providing whatever conclusions are required,
albeit with sufficient sophistication that nobody has to tell any

literal lies.
23

 Sometimes the corruption is more subtle,
cumulative, and unconscious; indeed, it is rarely a matter of,
“Say X and we’ll pay you $Y.” In order to win clients,
economists in private practice (the author used to be one) must
cultivate a reputation for saying the kinds of things clients



want to hear. Certain ideas, like rising inequality or the
problems of free trade, are just best avoided. They are not
“economically correct.” So they drop out of circulation and
don’t get the attention they deserve. A few years of that is all it
takes to skew the consensus, as ignoring facts is just as
effective as denying them. (Indeed, it is more so, as it avoids
starting a fight that might attract unwanted attention.) As a
result, the age-old question of whether bad policy comes from
corruption or bad thinking doesn’t really have an answer, as
these two phenomena are intimately entwined. Corruption
inexorably debases the quality of thinking over time, and a
nation that insists on being told what it wants to hear will
eventually lose the ability to figure out what the actual truth is.

And, of course, sometimes financial bullying and other
outright coercion does occur. Economist Paul Craig Roberts,
an Assistant Treasury Secretary under Reagan and today one
of the most distinguished critics of free trade, reports seeing,
when he was a fellow at the Center for Strategic and
International Studies in Washington, memos analyzing what
grants that think tank could obtain from the administration of

George Bush, Sr. in exchange for firing him.
24

 (He had
displeased the administration by criticizing its economic
policies.) Bush’s science advisor, Alan Bromley, was
forbidden to talk to the media for six months in 1991 after he
told The Wall Street Journal that America needed an industrial

policy.
25

 In 2003, the Defense Department temporarily shut



down its own Advisory Group on Electron Devices after this
group released a report detailing the destruction of U.S.

innovation capabilities in electronics by imports.
26

 And Bruce
Bartlett, one of the early figures of Reagan’s supply side
economics, was fired by the conservative National Center for
Policy Analysis in 2005 for denouncing George Bush, Jr. as a
conservative “impostor,” later publishing a book by that

title.
27

 Who pays the piper will certainly try to call the tune, no
government likes to hear bad news, and shooting the
messenger remains one of the favored ways of making bad
news go away.

Conversely, sometimes The Powers That Be simply avoid
the topic of trade problems entirely. For example, in the four
presidential and vice-presidential debates of the 2008
campaign, imports were never mentioned, the trade deficit was

never mentioned, and exports were mentioned only once.
28

China, by contrast, was mentioned 15 times, geopolitical
rivalry being much more exciting than economics.

This all raises an important question: do America’s rulers
secretly know that they’re making a mess with free trade—but
go on doing it for profit’s sake—or do they sincerely believe
in the policy? The author cannot pretend to be privy to
anyone’s private thoughts, but it seems to vary by individual.
Most such people, especially those whose professional
expertise isn’t in economics, genuinely believe in the free



trade consensus. They instinctively defer to the officially
anointed experts, and these all tell them free trade is correct.
And establishmentarians who are economists by training are
usually among the 93 percent who believe in free trade. Even
those who are among the seven percent who don’t, usually
keep their mouths shut for career reasons.

Change is also resisted simply because it is change; in the
words of Gregory Tassey, a senior economist at the National
Institute of Standards who has criticized free trade

economics:
29

 
Those with a stake in the status quo and their
defenders in government argue for old models of
competitive strategy and economic growth.
Specifically, factions with vested interests in
economic assets such as physical and intellectual
capital, existing labor skills, or simply a fear of the
trauma and the cost of change, resist adaptation.
This is the installed-base effect and it is

widespread.
30

 
But just as the best minds in the Kremlin never really

believed in Marxism, some members of America’s
establishment are well aware of the harm free trade is doing.
They are not stupid people, after all (especially when it comes



to money), and, as we shall see, the analyses that reveal that
free trade isn’t working aren’t that hard to do. One can
sometimes see glimpses of their awareness if one pays
attention. This book is littered with quotes from prominent
people who have obviously grasped one aspect or another of
the defects of free trade, even if they shy away from publicly
conceding any recognition of the whole. Eccentric billionaires,
who can afford not to care what other members of the
establishment think of them, are another highly visible
dissident group. Warren Buffet and Ross Perot in the U.S.,
and the late Sir James Goldsmith in the UK, are the best
known. (We will look at some of Buffet’s ideas in Chapter
11.)

 
ACADEMIC ECONOMISTS VS. THE REAL WORLD

 
Some academic economists are enervated by sheer ivory tower
indifference to the real world. They are trapped in a circular
system of publication and promotion procedures that tends to
reinforce groupthink: they get published by impressing more-
senior economists, and they get promoted based on how much
they publish. Their careers are determined by their ability to
impress other academics, so it is risky for them to wade into
the murky waters of public debate. Nobody gets tenure for
picking fights with The Wall Street Journal.

Academic economists often say things that people who



actually deal with the realities of trade for a living—
executives, diplomats, trade union officials—find they cannot
take seriously without risking their own unemployment. Even
economists employed by business schools are notorious for
being out of sync with other economists on trade. This is no
accident, as they have to peddle theories that actually work in
practice, which economics department economists generally
do not. Among other things, business school economists are
much more inclined to see international trade as a rivalry
between nations, with winners and losers, than are economics
department economists, who tend to see the jungle of
commerce as a beautiful rainforest (where everybody wins). If
engineers and physicists did not see eye to eye, might we not
start questioning physics?

For example, it has been obvious for 35 years now that
America’s economy needs to be internationally competitive.
But many academic economists disparage the very concept of
competitiveness, mainly because it has no accepted

definition.
31

 And indeed it hasn’t, for the simple reason that
all competition is defined by winning and losing, and there’s
no obvious standard for what it would mean for America to

“win” in international economic competition.
32

 But this
doesn’t mean America doesn’t have to be competitive.
Happiness doesn’t have a clear definition either.

 



SOPHISTICATED MATH DOESN’T EQUAL
SOPHISTICATED THINKING

 
When one scratches the editorial-page surface of economics
and comes face to face with its intellectual core, one finds a
mass of equations. This gives it the appearance of hard fact.
How could anything so mathematical be a matter of opinion?
(It also looks distinctly like something which people who
don’t understand it should keep their mouths shut about.) But
in fact, sophisticated math is actually overrated as an economic
tool, as hinted by the fact that hedge funds employing it fared

no better than others in the financial meltdown of 2008.
33

The overreliance of contemporary economics upon

sophisticated mathematics creates a number of problems.
34

The fundamental one is that because it is easier to mathematize
some ideas than others, some ideas appear truer than they
really are. But the presumption physics enjoys, that
mathematically “elegant” theories are more likely to be true,
simply doesn’t hold in economics, however much many

economists may want it to.
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 The aggressive use of
simplifying assumptions can deliver elegant math on demand,
but only at the price of misrepresenting reality.

Theories which favor free trade tend to be mathematically
neat—mainly because they assume markets are perfectly
efficient, which makes their outcomes predictable. Theories



which favor protectionism, on the other hand, tend to be
mathematically messy, mainly because they assume markets
a r e n o t perfectly efficient and thus not predictable. So
economists have often favored free trade simply because the
math is neater. As Paul Krugman once put it, “the theory of
international trade followed the perceived line of least

mathematical resistance.”
36

There is actually a serious paradox here, because intellectual
rigor (which math provides in spades) certainly sounds like a

self-evidently good thing.
37

 Unfortunately, intellectual rigor
can only guarantee that reasoning is internally consistent: its
conclusions follow from its premises. It cannot guarantee that
those premises were right in the first place, and with bad
premises, even the most rigorous reasoning will produce
nonsense. Premises don’t even have to be wrong to generate
false conclusions, they only have to be incomplete, and no set
of premises can prove its own completeness. The more
mathematically abstruse economics gets, the more basic truths
get obscured behind a blizzard of symbols, making it easy to
wander into falsehoods unawares for lack of an obvious sanity
check.

Formal mathematical modeling of the economy, where these
distortions reside, should be viewed as a tool, not as identical
with economics as such, an error common in the profession

since WWII.
38

 Sometimes modeling can be very revealing,



but sometimes it conceals realities that are hard to wrap math

around.
39

 Sometimes, it can even destroy knowledge, when it
prevents important facts from being recognized simply
because they are hard to mathematize. Some of the most
insightful recent work in economics—by thinkers like 2009
Nobelist Oliver Williamson, Harvard Business School’s
Michael Porter, Tokyo-based financial journalist Eamonn
Fingleton, and Norwegian economist Erik Reinert—barely

uses it.
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 The economic technocrats of Beijing, Tokyo, and
Seoul, who have produced amazing economic achievements in
recent decades, have shown almost no interest in it at all,

beyond basic statistics.
41

 
VALUE JUDGEMENTS VS. ECONOMICS

 
Economics has some problems understanding the effects of
free trade simply because it is a social science and therefore
value-free. Many people are surprised to learn this, but there is
actually nothing in economics that holds that prosperity is
better than poverty, any more than neuroanatomy holds that

pleasure is better than pain.
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 And yet economics uses terms,
such as “efficient,” which certainly s o u n d like value
judgments. So when economists say that free trade is efficient,
this actually has a narrowly technical meaning, with limited
connection to national economic well-being as most people



would understand it.

Conversely, economics also has its true believers, for whom
the infallibility of free markets, of which free trade is a part, is
a “beautiful idea,” a secular religion like Marxism once was.
The libertarian Cato Institute in Washington is their Vatican
and the old Ayn Rand cult of “objectivism” their
fundamentalist sect. But these people are trying to pass off
political ideology as if it were economics. It is simply not the
same thing.

A discipline dealing in observable facts, like economics, is
not an appropriate object of faith, which rightly pertains to
religious subjects and other nonempirical matters. If economic
facts are observable, then observation should determine what
we think about them. Nobody should have “faith” in free
markets (or their opposites); they should have evidence (either
way) or not hold an opinion. The Cold War gave Americans a
terrible habit of turning economics into a quasi-theological
clash of absolute values.

 
ECONOMICS TAKES DECADES TO GET THINGS
RIGHT

 
Economists have been criticizing free trade on and off since it
was first advocated near the dawn of modern capitalism 400

years ago.
43

 However, the current wave of academic critique



is relatively young. New trade theory, the blandly named but
pathbreaking critique that is the academic foundation of Part
III of this book, emerged in the late 1970s. But it only
achieved its breakthrough synthesis in 2000, with Ralph
Gomory and William Baumol’s brilliant little book Global
Trade and Conflicting National Interests  (whose ideas we will
explore in Chapter 10). Because it takes time to gather data
and think through objections, decades may pass before a new
insight becomes the general consensus of the discipline. So it
may still be a while before the economics profession as a
whole digests these innovations and changes its mind about
free trade.

Right now, the (slowly crumbling) consensus in economics
mainly derives from work that reached acceptance in the
1980s. This was the heyday of free-market economists, Milton
Friedman and others, who did brilliant work debunking the
liberal Keynesian consensus under which they grew up. That
consensus, which was gospel from the 1940s to the 1960s,
broke down under the stagflation of the 1970s and was a
product of the Great Depression. It had itself overturned an
even older consensus derived from the laissez faire gold-
standard world of the late nineteenth century. In the 1960s,
when the political consensus was Keynesian, the profession
was Keynesian. In the 1980s, when free markets resurged in
political popularity under Reagan and Thatcher, economics
was in eager support with so-called “efficient markets” theory.
Neither of these ideas, in its orthodox form, is taken seriously



by many economists today.
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 This suggests that economists
are suspiciously reliable sock puppets of the political status
quo, and that their reasoning is not as different from the
thinking of ordinary concerned citizens as their intimidating
academic facade might suggest.

 
A NONIDEOLOGICAL ECONOMIC NATIONALISM

 
Some economists give unhelpful answers about free trade
simply because they don’t think the national economic interest
matters. Technically, they are of course correct that choosing
America as the entity whose economic well-being one cares
about is arbitrary, from the point of view of pure economics.
There is nothing in economic science that privileges whatever
nation lies between the 49th parallel and the Rio Grande.

But this is an attitude of little practical use to a nation in
serious economic trouble. As economist Herman Daly of the
University of Maryland, best known for his work on
ecological economics, puts it, “Free trade makes it very hard
to deal with these root causes at a national level, which is the
only level at which effective social controls over the economy

exist.”
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 Because we have a national government, because
Americans care about what happens t o their economy, and
because it is the national debate on the question that will bring
changes (or fail to), our trade problems will be fixed in



Washington or not at all.

Globally, for good or ill, the nation-state is still where the
buck of political legitimacy stops. (Higher and lower political
entities, from Kansas to the United Nations, enjoy legitimacy
only because nation-states have given it to them.) So even if
other instruments for controlling the world economy can be
developed over time, the nation-state will be the bottleneck for
developing them. A blanket rejection of even the mildest
economic nationalism—an attitude common at both extremes
of the political spectrum—simply hands a blank check to
multinational corporations, foreign powers, and distorted
market forces to do as they please.

At an absolute minimum, economics should not be abused
to “prove” the inappropriateness of caring about national
economic well-being—something it does not do. From the
point of view of pure economics, internationalist assumptions
are as arbitrary as nationalist ones. People who reject the
national economic interest should do so openly, not hide
behind theoretical constructs that do this on the sly.

The ultimate value of nationalism vs. internationalism is a
value judgment beyond the scope of this book. A nonpartisan
“soft economic nationalism” is postulated herein simply to
make the critique tractable, as the problems with free trade
become clearest when one asks how a given nation may be
helped or harmed by it. The only thing this kind of
nationalism insists upon is that a nation’s economy should



basically be run for the benefit of its people.
46

 It has no
ideological commitments with regard to other usages of the
term “nationalism,” and leaves open to partisan debate the best
way to realize its objectives. As we shall see, the trade
solutions America needs could be implemented by either party
and painted in a wide variety of ideological colors.

Some of the analysis in this book is more relevant to other
nations than to the U.S., simply because it applies to economic
circumstances that obtain there more than here. We will, for
example, take a long hard look at why free trade is bad for
developing countries. Whether the policy implications of these
analyses are also good for America depends on the analysis in
question. This is not a univocally America First book, simply
because not every valid critique of free trade implies policies
that would be in America’s interests. Other nations have the
right to play the game for their own benefit and seek the well-
being of their own people, too. Free trade is so problematic
that easily half the world has something to gain by ending it.
There is no point foreclosing the scope of our analysis just to
avoid discovering holes in free trade that will help Costa Rica
more than ourselves. But don’t worry: America is going to get
plenty out of ending free trade.



PART I

 



THE PROBLEM



Chapter 1



The Bad Arguments for Free Trade

 
Before we delve into the defective economics of free trade, we
must clear away a considerable mass of accumulated
intellectual debris. The issue is bound up in the public mind
with a lot of extraneous questions, so we must disentangle it
from these if we are ever to think straight about it.

For a start, we are not debating whether cosmopolitanism is
a good thing. In many ways it is, but it is a cultural question
with little to do with the actual hard economics of international
trade. Neither are we debating the choice between, in the
words of New York Times  columnist Thomas Friedman, “the

Lexus and the olive tree,”
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 that is between the efficient but
soulless rationalism of the global marketplace and the rooted
particularism of nations and communities. The economics
itself of free trade is legitimately controversial, so there is no
justification for bracketing it as a settled question and turning
to imponderables like the relative value of prosperity vs.
heritage.

We are also not debating globalization as such (an historical
process) or globalism (the ideology that favors

globalization).
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 Though it has ramifications that affect almost
everything, free trade is, strictly speaking, a purely economic
question, and globalization involves a lot more than



economics. It includes cultural exchanges, population
movements, global governance, the global environment, and
many other things. So one can certainly oppose free trade and
support globalization with respect to its noneconomic aspects
(or vice-versa, for that matter).

Even a certain amount of economic globalization is perfectly
compatible with ending free trade. If every nation on earth
imposed a 10 percent tariff, this would end free trade by
definition, but the world would still be globalizing
economically—albeit in a slower and more controlled fashion
than today. It has been estimated that the spread of air freight
had the same effect as a tariff cut from 32 to 9 percent in the

U.S. from 1950 to 1998.
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 But no ideological energy is
expended on the problem of air freight pricing.

 
ECONOMIC GLOBALIZATION IS A CHOICE

 
Economic globalization is often debated as something that is
either “good” or “bad” and will either “succeed” or “fail.” But
framing the alternatives as binary is too crude, and tends to
force uncritical approval on both counts. It encourages the
assumption that we “must” make economic globalization
succeed, and as a unitary package, with no choice about its
different aspects possible. The better questions to ask are how
far will it go, what shape will it take, and what measures (if
any) should we take to influence either?



If economic globalization is a good thing, then it should be
able to survive our getting a choice about how far it is allowed
to go. Attempts to foreclose that choice betray a distinct
nervousness about what people might choose on the part of
those who would foreordain the outcome—usually in favor of
a radically laissez faire result. The tragedy of free trade is that
it gives up some of the best tools humanity has to shape what
kind of economic globalization we get: tariffs and non-tariff
trade barriers. There simply are not that many levers over the
world economy that are both feasible to pull and have a large
impact. If we rule out some of the best, we haven’t got many
left.

The fundamental message of this book is that nations,
including the U.S., should seek strategic, not unconditional

integration with the rest of the world economy.
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 Economic
openness, like most things in life, is valuable up to a point—
but not beyond it. Fairly open trade, most of the time, is
justified. Absolutely free trade, 100 percent of the time, is an
extremist position and is not. (The difference between the two
is rational protectionism.) Valid economics simply doesn’t
support the extravagant notion that, in the words of techno-
utopian Wired magazine:

 
Open, good. Closed, bad. Tattoo it on your forehead.
Apply it to technology standards, to business
strategies, to philosophies of life. It’s the winning



concept for individuals, for nations, for the global

community in the years ahead.
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Nations need instead a well-chosen balance between openness
and closure towards the larger world economy.

One giveaway sign that laissez faire in foreign trade (what
free trade is) is wrong is that laissez faire hasn’t been taken
seriously in America’s domestic economy for well over 100
years—since before the era of Teddy Roosevelt’s trustbusters
around the turn of the 20th century. Despite perennial
posturing to the contrary by free-market ideologues, we have,
in fact, found reasonable levels of regulation in most parts of
our economy to be best: neither outright state control nor
absolute economic freedom. It is no accident that regulating
international trade was well within the intention of the
Founding Fathers: Article I, Section 8, of the Constitution
explicitly authorizes Congress “to regulate commerce with
foreign nations.”

FREE TRADE IS NOT INEVITABLE

 
It is often said (or tacitly assumed) that in today’s world, free
trade is somehow inevitable. But if so, why do its supporters
bother arguing for it so aggressively? The inevitability of free
trade certainly does not follow from the apparent inevitability
of some form of capitalism, given the long history of
protectionist capitalist economies. (The U.S. itself used to be



one, as we will see in Chapter Six below.)

Contrary to myth, modern history has simply not been a
one-way escalator to ever increasing global economic
interconnectedness. Instead, this interconnectedness has ebbed
and flowed upon larger political currents. It was pushed up by
colonialism, but pushed down when former colonies, like the
U.S. and India, adopted protectionist policies of their own
after independence. It was pushed down by fascism on the
right and socialism on the left. But it was pushed up by the
Cold War. Prior to the 1970s, the peak of world trade as a
percentage of world economic output was in 1914—a peak to

which it did not return for two generations.
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This flux is not an idle curiosity of unrepeatable history:
anyone who assumes world trade can only go up in the long
run should consider what Peak Oil or tightening
environmental constraints may do to transport costs. Neither
has increased trade always correlated with increased prosperity
and its decline with the reverse: the world economy was
actually less globalized in 1960 than in 1910, but more

prosperous.
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Modern technology does not mandate free trade either.
While technology indeed favors the expansion of trade, by
reducing shipping and transaction costs, it does not mandate
that this trade be free, rather than subject to tariffs. Indeed, if
technology erodes natural trade barriers like distance, and



trade barriers are sometimes beneficial (as we will shall see),
then modern technology can, paradoxically, increase the
justification for tariffs.

All inevitability arguments are moral evasions, anyhow,
because offloading responsibility to the free market ignores
the fact that we choose whether, and how much, to regulate
markets. This is probably what the great protectionist
President Teddy Roosevelt was driving at when he wrote that
“pernicious indulgence in the doctrine of free trade seems

inevitably to produce fatty degeneration of the moral fiber.”
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THE NATION-STATE IS NOT IRRELEVANT

 
It is sometimes suggested that free trade is a moot question
because globalization has made the nation-state irrelevant. As
Doug Oliver of the Cessna aircraft company recently said, in
response to complaints about his company outsourcing its
entry-level Skycatcher plane to a firm that supplies China’s air
force:

 
Nothing is American any more. Nothing is German
any more. Nothing is Japanese any more. Harley-
Davidson sources parts from all around the world.

Let’s face it, we’re in a global economy.
55

 



This is all technically true (with respect to the sourcing of
parts at least), but it misses the point. Even if the
internationality of modern supply chains means that America’s
trade balance adds up at the component, rather than finished
product, level, we still run a deficit or a surplus. And even if
who builds which finished products isn’t the key to prosperity
anymore, who builds which components increasingly is.

In any case, the nation-state is a long way from being
economically irrelevant. Most fundamentally, it remains
relevant to people because most people still live in the nation
where they were born, which means that their economic
fortunes depend upon wage and consumption levels within
that one society.

Capital is a similar story. Even in the early 21st century, it
hasn’t been globalized nearly as much as often imagined. And
it also cares very much about where it lives, frequently for the
same reasons people do. (Few people wish to live or invest in
Malawi; many people wish to live and invest in California.)
For a start, because 70 percent of America’s capital is human

capital,
56

 a lot of capital behaves exactly as people do, simply
because it is people. Another 12 percent is estimated to be
social capital, the value of institutions and knowledge not

assignable to individuals.
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So although liquid financial capital can indeed flash around
the world in the blink of an electronic eye, this is only a



fraction (under 10 percent) of any developed nation’s capital
stock. Even most nonhuman capital resides in things like real
estate, infrastructure, physical plant, and types of financial
capital that don’t flow overseas—or don’t flow very much.
(Economists call this “don’t flow very much” phenomenon

“home bias,” and it is well documented.)
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 As a result, the
output produced by all this capital is still largely tied to
particular nations. So although, for reasons we will examine in
detail later, capital mobility certainly causes big problems of
its own, it is nowhere near big enough to literally abolish the
nation-state as an economic unit.

Will it do so one day? Even this is unlikely. Even where
famously dematerializing and globalizing assets like fiber
optic telecom lines are added—assets that supposedly make
physical location irrelevant—they are still largely being added
where existing agglomerations of capital are. For example,
although fiber optic backbones have gone into places like
Bangalore, India, which were not global economic centers a
generation ago, big increments of capacity have also gone into
places like Manhattan, Tokyo, Silicon Valley, and Hong

Kong, which were already important.
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 As a result, existing
geographic agglomerations of capital are largely self-
reinforcing and here to stay, even if new ones come into being
in unexpected places. And these agglomerations have national
shape because of past history; legacy effects can be extremely

durable.
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 Previous technological revolutions, such as the



worldwide spread of railroads, were at least as big as current
innovations like the Internet, and they didn’t abolish the
nation-state.

Ironically, the enduring relevance of the national economy
is clearest in some of the “poster child” countries of
globalization, like Japan, Taiwan, South Korea, Singapore,
and Ireland. In each of these nations, economic success was
the product of policies enacted by governments that were in
some sense nationalist. Japan industrialized after the Meiji
Restoration of 1868 to avoid being colonized by some
Western power. Taiwan did it out of fear of mainland China.
South Korea did it out of fear of North Korea. Ireland did it to
escape economic domination by England. In each case, the
driving force was not simply desire for profit. This exists in
every society (including resource-rich basket cases like
Nigeria, where it merely produces gangsterism), but does not
reliably crystallize into the policies needed for economic
growth. The driving force was national political needs which
found a solution in economic development.

There is no getting around politics. Politics is still mostly
practiced at the national level, and practiced with sovereignty
only at that level. And the reality for almost all people and
corporations is that national policies still matter. It matters
whether one has good physical infrastructure and basic
security. It matters whether one must constantly pay bribes to
get things done. It matters whether one gets cut out of the best



opportunities in favor of political cronies. It matters whether
the local education system produces quality employees. It
matters whether one has a sound currency to work with. It
matters whether the local population reveres things like
science, efficiency, and entrepreneurship. And it matters
whether the politicians in charge of all these things are wise
enough to keep them that way, and whether the voters (if the
country is a democracy) are wise enough to elect the right
politicians.

Globalization doesn’t make all these things less important—
let alone “irrelevant.” They are arguably even more important
in a more globalized world because the rewards for getting
them right (and the punishments for getting them wrong) are
larger. Without globalization, mediocre industries can just
sputter along for decades. But with globalization, these
industries can get wiped out. But they can also conquer the
world if they’re not mediocre. So national policies are
arguably more important than ever.

There is an important related factor: as Michael Porter, one
of the most distinguished faculty members of Harvard
Business School, has observed:

 
Competitive advantage is created and sustained
through a highly localized process. Differences in
national economic structures, values, cultures,
institutions, and histories contribute profoundly to



competitive success. The role of the home nation
seems to be as strong as or stronger than ever. While
globalization of competition might appear to make
the nation less important, instead it seems to make it

more so.
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So what we can call economic national character matters. One
sign of this is that even multinational companies are almost
always strongly tied to particular nations. Despite the myth of
the stateless corporation, only a few dozen firms worldwide

maintain over half their production facilities abroad.
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According to one study, multinational companies “typically
have about two-thirds of their assets in their home
region/country, and sell about the same proportion in their

home region/country.”
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 Another meticulous 2008 study
bluntly concluded that:

 
Globalization as popularly understood does not exist.
For example, there is no evidence that U.S. firms
operate globally. Instead, they both produce and sell
on a home region basis, as do MNEs [multi-national

enterprises] from Europe and Asia.
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So whatever else multinational corporations may be guilty of,



vanishing into denationalized thin air isn’t it.

Economic nationalism is usually held up by free traders as a
dumb and reactionary force. Sometimes, of course, it is.
Boneheaded economic nationalism belongs in the junkyard of
history with the other ideologies rusting there. Nothing in this
book is intended to defend it. But economic nationalism can
also be a smart, technocratic, forward-looking force—indeed
one of the key things that makes economic globalization work
—when implemented correctly. Nations with weak or
fragmented national cohesion, such as Nigeria, Afghanistan,
or Iraq, haven’t exactly seized the opportunities of the global
economy lately. Neither, in the U.S., have we.

THE MYTH OF THE BORDERLESS ECONOMY

 
The cliché that we live in a borderless global economy does
not survive serious examination.

Because the U.S. is roughly 25 percent of the world
economy, a truly borderless world would imply that imports
and exports would each make up 75 percent of our economy,
since our purchase and sale transactions would be distributed

around the world.
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 This would entail a total trade level
(imports plus exports) of 150 percent of GDP. Instead, our
total trade level is 29 percent: imports are 17 percent and

exports 12 percent.
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 So our economy is nowhere near
borderless. And as our trade is almost certainly destined to be



balanced by import contraction, rather than an export boom,
in the next few years, our trade level is almost certainly poised
to go down, not up.

A truly unified world economy would also mean that rates
of interest and profit would have to be equal everywhere (or
the differences would be arbitraged away by the financial
markets). But this is nowhere near being the case. Even
between adjacent and similar nations like the U.S. and Canada,
national borders still count: Canadian economist John
McCallum has documented that trade between Canadian
provinces is on average 20 times as large as the corresponding

trade between Canadian provinces and American states.
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 It
has been estimated that the average cost of international trade
(ignoring tariffs) is the equivalent of a 170 percent tariff, of
which 55 percent is local distribution costs and 74 percent is

international trade costs.
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 Much of international trade is
interregional anyway, not global, being centered on European,
North American, and East Asian blocs; this is true for just
under 50 percent of both agriculture and manufactured

goods.
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In reality, the world economy remains what it has been for a
very long time: a thin crust of genuinely global economy
(more visible than its true size due to its concentration in
media, finance, technology, and luxury goods) over a network
of regionally linked national economies, over vast sectors of



every economy that are not internationally traded at all (70

percent of the U.S. economy, for example).
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 On present
trends, it will remain roughly this way for the rest of our

lives.
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 The world economy in the early 21st century is not
even remotely borderless.

FREE TRADE AS FOREIGN POLICY

 
Free traders since 19th-century classical liberals like the
English Richard Cobden and the French Frederic Bastiat have
promised that free trade would bring world peace. Even the
World Trade Organization (WTO) has been known to make

this sunny claim,
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 which does not survive historical scrutiny.
Britain, the most freely trading major nation of the 19th
century, fought more wars than any other power, sometimes
openly with the aim of imposing free trade on reluctant
nations. (That’s how Hong Kong became British.) Post-WWII
Japan has been blatantly protectionist, but has had a more
peaceful foreign policy than free-trading America. In reality,
free trade sometimes dampens international conflict and
sometimes exacerbates it. It enriches belligerent autocrats and
helps them dodge democratic reforms. Today, it strengthens
the Chinese military by building up China’s economy and
expanding its access to military technology through both trade
and through purchases of American technology companies
with the money earned thereby.



Attempts to link free trade to counterterrorism don’t stand

up, either.
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 The U.S. is the world’s leading free trader, but
somehow the world’s biggest terrorist target anyway. Free
trade’s widespread global unpopularity combines with the
perception that America is behind it to antagonize peoples and
governments around the world as often as it rallies them to our
side. Occasionally, free trade may bribe foreign governments
to cooperate with the United States, but it also enriches
nations, like Saudi Arabia and Venezuela, whose elites are
knee-deep in funding terrorism and other international
mischief. Hard-coding free trade as a legal obligation, as the
WTO does, frustrates our ability to use trade concessions as

leverage to win foreign cooperation against our enemies.
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Ironically, the Central Intelligence Agency seems to grasp
many of these problems better than the supposedly
economics-oriented agencies of the U.S. government. In its
Global Trends 2015 report, the agency warns that:

 
The process of globalization...will be rocky, marked
by chronic financial volatility and a widening
economic divide...Regions, countries, and groups
feeling left behind will face deepening economic
stagnation, political instability, and cultural
alienation. They will foster political, ethnic,
ideological, and religious extremism, along with the



violence that often accompanies it...Within countries,
the gap in the standard of living also will
increase….Increased trade links and the integration
of global financial markets will quickly transmit
turmoil in one economy regionally and

internationally.
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Neither does free trade promote human rights. If China had

to rely upon domestic demand to drive its economy, locking
up its population as factory slaves would not be such a viable
strategy. The same goes in other nations, and free trade
agreements then frustrate attempts to impose sanctions on
human rights violators. The sanctions imposed on South

Africa in 1986 would be illegal today under WTO rules.
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FLASHY, EMPTY ARGUMENTS

 
Some arguments for free trade are sheer intellectual fluff—like
the idea we should engage in it because it embodies the spirit
of the age, the tide of history, or some other contemporary

repackaging of these shopworn ideas.
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 Magazines like the
l i b e r t a r i a n Reason, techno-utopian W i r e d , and
entrepreneurship-oriented Fast Company reveled in such
themes all through the dot-com boom years of the late

1990s.
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 The hallmark here is loose, breathless prose whose



actual analytical content dissolves among vague terms and
hyperbolic assertions. (Cf. the quote from Wired magazine in
Chapter 1.) The aim, above all, is to make free trade hip: the
wave of the future. But free trade’s hard economics is just
19th-century laissez faire, the economics of the iron law of

wages.
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 Its intellectual kernel is David Ricardo’s 1817 theory
of comparative advantage. Its rival, so-called new trade
theory, is, by contrast, a genuinely modern—indeed 21st
century—school of thought. Free trade is far too old to parade
itself as the latest thing.

Skepticism about free trade is often stigmatized with ad
hominem attacks. These mostly come down to variations on
the following:

 
“Protectionists are dummies, losers, incompetents,
hippies, rednecks, dinosaurs, closet socialists, or

crypto-fascists.” 80

 
Here’s free trader Barack Obama’s version, delivered to an
audience of campaign donors in the exclusive Pacific Heights
neighborhood of San Francisco while seeking the Democratic
nomination in April 2008:

 
You go into these small towns in Pennsylvania and,



like a lot of small towns in the Midwest, the jobs
have been gone now for 25 years and nothing’s
replaced them. And it’s not surprising, then, they get
bitter, they cling to guns or religion or antipathy to
people who aren’t like them or anti-immigrant
sentiment or anti-trade sentiment as a way to explain

their frustrations.
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 (Emphasis added.)

 
God forbid the unemployed of an old-line industrial state
should think trade has anything to do with their problems!

But economic logic isn’t even really the issue here, as these
arguments are really aimed at people who don’t even try to
understand economics, but do care immensely about their

social status.
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 The media are saturated with this attitude. Thus
magazine articles on trade problems focus on the unemployed,
implying that only life’s losers oppose free trade (and that
their unemployment is probably their own fault, anyway). The
careers of people whose jobs are being lost to offshoring?
Mere “drudgery.” Their lives are obviously nothing worth
worrying about. They’re not like us here in Pacific Heights.

This is largely just a chic veil thrown over class bias.
Despite the documented center-left preferences of most
journalists on social and cultural issues, on economic issues,

including trade, they lean right.
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 A late-1990s survey by the
watchdog group Fairness and Accuracy in Reporting found,



for example, that only on environment-related economic
issues were they to the left of the public. But on trade, they
were well to the right. For example, 71 percent of editors and
reporters supported Fast Track negotiating authority for the
North American Free Trade Agreement, while 56 percent of

the public opposed it.
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 As 95 percent of these editors and
reporters had incomes over $50,000, and more than half over

$100,000, this comes as no surprise.
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ARROGANCE AND INCOHERENCE

 
The media sometimes tell us that America’s labor force is so
much more skilled than other nations that free trade will cause
us to cream off the best jobs in the global economy. The next
minute, they tell us that our poor math skills and work ethic
are the root of our economic problems and that we should
only blame ourselves. These obviously can’t both be true.

Sometimes, we are told to stop being arrogant and face up to
the fact that the world isn’t our oyster anymore and that
Americans aren’t entitled to be richer than foreigners. Fair
enough: we’re not entitled to any particular living standard.
But we certainly are entitled to a government that seeks to
defend our prosperity, if that’s what we elected it to do.

Signs that America’s trade policies are dangerously wrong
are often reinterpreted as evidence that our economy is so
strong that it can survive even these problems. For example,



because we have survived a trade deficit which would have
produced a currency collapse in any other nation, trade
deficits must not matter. But that is like saying that because the
strong constitution of a patient has enabled her to survive
cancer, cancer isn’t a disease. If free trade is a cancer slowly
eating at our economy, we need to know now—especially if it
is a problem whose solutions have long lead times.

Our present complacent attitude is the same one taken by
past economic powers, such as the British, Spanish, and
Chinese Empires, which postponed economic reform until it
was too late. Consider the following piece of triumphalist free-
trade rhetoric:

 
Our capital far exceeds that which they can
command. In ingenuity, in skill, in energy, we are
inferior to none. Our national character, the free
institutions under which we live, the liberty of
thought and action, an unshackled press spreading
the knowledge of every discovery and of every
advance in science, combine with our natural and
physical advantages to place us at the head of those
nations which profit by the free interchange of their
products. Is this the country to shrink from
competition? Is this the country which can only
flourish in the sickly atmosphere of prohibition? Is
this the country to stand shivering on the brink of



exposure to the healthful breezes of competition?
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These words could have been spoken yesterday by an
American politician on either side of the aisle. In fact, they are
from a speech by British Prime Minister Sir Robert Peel—in
1846! (His soaring confidence turned out to be misplaced, and
Britain’s economic decline began shortly thereafter.)

America succeeded under free trade (albeit at mounting
cost) during the Cold War. But that was a world that was half
communist or socialist, and many other nations, as in Latin
America, practiced an inward-looking economics that took
them out of the game as serious competitors to us. So we
didn’t have to face true global free trade. Now we do. (Like
many ideals, free trade is more attractive when you don’t
really have to live by it.)

NUMBERS THAT DON’T PAN OUT

 
Many popular arguments for free trade sound persuasive until
real numbers intrude. For example:

 
“Free trade is good for America because it means a
billion Chinese are now hungry consumers of
American products.”

 



But America is running a huge deficit, not a surplus, with
China. ($227 billion in 2009, about 61 percent of our total, up

from 39 percent the previous year).
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 China deliberately
blocks imports, mainly with non-tariff barriers, in order to
decrease consumption, increase savings, and boost investment.
(This high investment rate is the main reason its economy is
growing so fast.) As a result, even the limited purchasing
power China’s mostly poor population does have rarely gets
spent on American goods. The dream of selling to the Chinese
functions primarily as bait to lure in American companies,
which are then forced by the government to hand over their

key technological know-how as the price of entry.
88

 They
then build facilities which they discover they can only pay off
by producing for export. The China market remains the
mythical wonderland it has been since the 19th-century era of
clipper ships and opium wars (when it was hyped as
aggressively as today, by the way).

A related myth is this:

 
“Other nations are rapidly catching up to American
wage levels. India, for example, has a middle class of
250 million people.”

 
But middle class in India means the middle of India’s class
system, not ours: a family income about a tenth of what it



would take here. India’s per capita income is only about
$1,000 a year; an Indian family with $2,500 a year can afford

servants.
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 For $5,000 a year, American corporations
offshoring work there can hire fresh computer-science

graduates.
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This myth is calculated to soothe American anxieties:

 
“Offshoring is a tiny phenomenon.”

 
Offshoring, of course, is just trade in services. But it’s just
getting started and will be big soon enough, thanks to 15

percent per year compound growth.
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 Alan Blinder, former
Vice-Chairman of the Federal Reserve and now an economist
at Princeton, has estimated that it will ultimately affect up to

40 million American jobs.
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Here is a hopeful dream some people console themselves
with:

 
“Cheap foreign labor is not a threat to American
wages because increasing prosperity will drive up
wages overseas.”

 



While this may be true in the long run, at currently observed
rates of income growth, it will take decades at best. And it
may not happen at all, as the past experience of nations like
Japan, which rose from poverty to wages similar to the U.S.,
may not be replicated. Sub-Saharan Africa has a lower per

capita income today than 40 years ago,
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 and worldwide, the
UN reported in 2003 that 54 nations were poorer than they

had been in 1990.
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This common claim has no real quantitative basis:

 
“Free trade brings us enormous benefits.”

 
But one of the dirty little secrets of free trade is that the
benefits of expanding it even further—as we are endlessly told
we must do—are actually quite small, even according to the

calculations of free traders themselves.
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 (More on this later.)

This next claim appeals to the American sense of
superiority:

 
“We can sustain our huge trade deficit indefinitely
because foreigners are so eager to invest in our
wonderful business climate.”



 
Unfortunately for this idea, most foreign investment in the
U.S. goes for existing assets. For example, of the $276.9
billion invested in 2007, 92 percent went to buying up

existing companies.
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 Even worse, much goes into mere
government debt—which gets converted, by way of deficit
spending, into consumption, not investment.

Here is a sophisticated-sounding analysis that seems to take
the drawbacks of free trade seriously:

 
“Free trade costs America low-quality jobs but
brings high-quality jobs in their place.”

 
That would obviously be a kind of free trade we could live
with. But the hard data actually show America losing both
kinds of jobs. For example, according to the Bureau of Labor
Statistics, the U.S. lost over 54,000 engineer and architect jobs

between 2000 and 2008.
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This myth is particularly slippery:

 
“Savings to consumers from buying cheaper imports
outweigh the wages lost by not producing these
goods domestically.”



 
But there is no data that actually proves this, particularly since
the crucial data concerns the long term, which we have not yet
had the opportunity to observe. And there is no principle of
economics that guarantees that this will be true, even in

theory.
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 But we do know that during George W. Bush’s term
in office, America lost over three million manufacturing

jobs.
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Here is a seductive and, frankly, rather dangerous argument:

 
“America is still the world’s richest country, and
we’re free traders, so free trade must be right.”

 
But any case for free trade that turns on the present general
prosperity of the United States ignores the fact that short-term
prosperity is a lagging indicator of the fundamental soundness
of a nation’s economy. Immediate prosperity largely consists
in the enjoyment of wealth, such as housing stock, produced
in years past, so a nation that has been rich for a long time has
considerable momentum to ride on. Declining industries may
even reap record profits during the years in which they
liquidate their competitive positions by outsourcing
production, cutting investment, and milking accumulated
brand equity.



Many of the indicators used to show America economically
outperforming the rest of the world are questionable, anyway.
Our low unemployment rate looks less impressive once prison
inmates and other forms of nonemployment are factored

in.
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 Our high per capita income is largely a result of
Americans working longer hours than in other developed
nations and of our having a higher percentage of our
population in the workforce. As a result, our output per man-

hour is much less impressive,
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 even less so if one assumes
that our currency is unsustainably inflated (as it is). And due
to American income inequality being the highest in the
developed world, less of our GDP reaches the bottom 90
percent of our population than in any other developed

country.
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THE FREE TRADE SQUEEZE

 
The economic forces that cause free trade to squeeze the
wages of ordinary Americans today are relentless. As Paul
Krugman puts it:

 
It’s hard to avoid the conclusion that growing U.S.
trade with Third-World countries reduces the real
wages of many and perhaps most workers in this
country. And that reality makes the politics of trade



very difficult.
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Free trade squeezes the wages of ordinary Americans

largely because it expands the world’s supply of labor, which
can move from rice paddy to factory overnight, faster than its
supply of capital, which takes decades to accumulate at
prevailing savings rates. As a result, free trade strengthens the
bargaining position of capital relative to labor. This is
especially true when combined with growing global capital
mobility and the entry into capitalism of large formerly
socialist nations such as India and China. As a result, people
who draw most of their income from returns on capital (the
rich) gain, while people who get most of their income from
labor (the rest of us) lose.

This analysis is not some cranky Marxist canard: its
underlying mechanism has long been part of mainstream
economics in the form of the so-called Stolper-Samuelson

theorem.
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 This theorem says that freer trade raises returns to
the abundant input to production (in America, capital) and
lowers returns to the scarce one (in America, labor). Because
America has more capital per person, and fewer workers per
dollar of capital, than the rest of the world, free trade tends to
hurt American workers.

Free trade also affects different kinds of labor income
differently. The impact of free trade on a worker in the U.S. is



basically a function of how easy it is to substitute a cheaper
foreign worker by importing the product the American

produces.
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 For extremely skilled jobs, like investment
banking, it may be easy to substitute a foreigner, but foreign
labor (some yuppie in London) is just as expensive as
American labor, so there is no impact on American wages. For
jobs that cannot be performed remotely, such as waiting
tables, it is impossible to substitute a foreign worker, so again
there is no direct impact. (We will look at indirect impacts
later.) The occupations that suffer most are those whose
products are easily tradable and can be produced by cheap
labor abroad. This is why unskilled manufacturing jobs were
the first to get hurt in the US: there is a huge pool of labor
abroad capable of doing this work, and manufactured goods
can be packed up and shipped around the globe. Because low-
paid workers are concentrated in these occupations, free trade

hurts them more.
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It follows from the above that free trade, even if it performs
as free traders say in other respects (it doesn’t), could still
leave most Americans with lower incomes. And even if it
expands our economy overall, it could still increase poverty.
In a word: Brazil, where an advanced First World economy
exists side-by-side with Third World squalor, the rich live
behind barbed wire, and shopkeepers hire off-duty policemen
to kill street children.

Latin America generally is not an encouraging precedent



with respect to free trade: in the words of former World Bank
chief economist Joseph Stiglitz, “In Latin America, from 1981
to 1993, while GDP went up by 25 percent, the portion of the
population living on under $2.15 a day increased from 26.9

percent to 29.5 percent.”
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 Growth happened, but much of
the population got nothing out of it. Another cautionary tale
from the region is Argentina, whose per capita income was 77
percent of ours in 1910, but which underwent economic
decline and whose per capita income is now only 31

percent.
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 This is what radical economic decline might look
like.

In recent decades, trade-induced wage decay has been
relentless on the bottom half of America’s economic ladder
(and is now starting to spread upwards). According to one
summary of the data:

 
For full-time U.S. workers, between 1979 and 1995
the real wages of those with 12 years of education fell
by 13.4 percent and the real wages of those with less
than 12 years of education fell by 20.2 percent.
During the same period, the real wages of workers
with 16 or more years of education rose by 3.4
percent, so that the wage gap between less-skilled

and more-skilled workers increased dramatically.
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Taking an approximate mean of available estimates, we can
attribute perhaps 25 percent of America’s recent rise in

income inequality to freer trade.
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 It was thus estimated in
2006 that the increase in inequality due to freer trade cost the
average household earning the median income more than

$2,000.
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 For many households, this was more than their
entire federal tax bill—something for Republicans to bear in
mind when trying to rile up such people against big
government as the source of their financial woes.

The increasing availability of foreign labor to American
corporations has encouraged them to view American workers
not as assets, but as expensive millstones around their necks.
Wages and benefits once considered perfectly acceptable
pillars of First World middle-class living are now viewed by
corporate America as obscenely excessive. One sign of this
was the two-tier wage structure (with lower wages for new
hires) agreed to by the United Auto Workers with General

Motors in 2007 even before GM’s slide into bankruptcy.
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Under this agreement, within four years roughly a third of
GM’s employees would be making the new scale—about half
what prior employees made. This undid America’s historic
achievement of an auto industry with middle class factory
workers.

The U.S. government has actively abetted this process: the



Big Three automakers were forced to cut wages to the levels
of foreign automakers’ U.S. plants as a condition for their

2008 bailout.
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 And, as shown by export superstar
Caterpillar using the threat of offshoring to extract

concessions from its labor force,
114

 it is unlikely we can
export our way out of these problems as long as free trade
remains in place.

 



Chapter 2
Deficits, Time Horizons, and Perverse

Efficiency

 
The trade deficit is the single most important statistic of
America’s trade problems. But because free traders are so
adept at explaining why it supposedly doesn’t matter, it is
essential to understand, once and for all, why they are

wrong.
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 Luckily, this doesn’t require any particularly
sophisticated economics, only a solid grasp of some
elementary definitions and basic chains of reasoning. Time
horizons work the same way. (Although not a common part of
public discussion, they are a crucial part of the conceptual
framework we will need to reason our way out of our trade
problems.) And by putting trade deficits and time horizons
together, we can make sense of exchange rates and their
manipulation.

To understand trade deficits, just think through the logic
below step-by-step:

 
Step 1) Nations engage in trade. So Americans sell
people in other nations goods and buy goods in return.
(“Goods” in this context means not just physical objects



but also services.)

 
Step 2) One cannot get goods for free. So when
Americans buy goods from foreigners, we have to give
them something in return.

 
Step 3) There are only three things we can give in
return:

 
3a) Goods we produce today.

 
3b) Goods we produced yesterday.

 
3c) Goods we will produce tomorrow.

 
This list is exhaustive. If a fourth alternative exists, then we
must be trading with Santa Claus, because we are getting
goods for nothing. Here’s what 3a) –3c) above mean
concretely:

 
3a) is when we sell foreigners jet airplanes.

 
3b) is when we sell foreigners American office
buildings.



 
3c) is when we go into debt to foreigners.

 
3b) and 3c) happen when America runs a trade deficit.
Because we are not covering the value of our imports with 3a)
the value of our exports, we must make up the difference by
either 3b) selling assets or 3c) assuming debt. If either is
happening, America is either gradually being sold off to
foreigners or gradually sinking into debt to them.

Xenophobia is not necessary for this to be a bad thing, only
bookkeeping Americans are poorer simply because we own
less and owe more. Our net worth is lower.

This situation is also unsustainable. We have only so many
existing assets we can sell off, and we can afford to service

only so much debt.
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 By contrast, we can produce goods
indefinitely. So deficit trade, if it goes on year after year, must
eventually be curtailed—which will mean reducing our

consumption one day.
117

Deficit trade also destroys jobs right now.
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 In 3a), when
we export jets, this means we must employ people to produce
them, and we can afford to because selling jets brings in
money to pay their salaries. But in 3b), those office buildings
have already been built (possibly decades ago), so no jobs

today are created by selling them.
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 And in 3c), no jobs are



created today because the goods are promised for the future.
While jobs will be created then to produce these goods, the
wages of these future jobs will be paid by us, not by
foreigners. Because the foreigners already gave us their
goods, back when we bought from them on credit, they won’t
owe us anything later. So we will be required, in effect, to
work without being paid.

This situation isn’t only a problem for America. This sort of
debt burden is something heavily indebted Third World
countries, laboring under debts piled up by past (frequently
dubious) regimes, often complain about. They sometimes see
international debt as a new form of colonialism, designed to
extract labor and natural resources without the inconvenience
of running an old fashioned pith-helmet empire. This is why
they hate the International Monetary Fund (IMF), which
administers many of these debts after they have been junked
from the private sector through bailouts.

 

FINANCIAL SOPHISTICATION CHANGES NOTHING

 
The above facts are all precisely what we should expect,
simply on the basis of common sense, as there is no
something-for-nothing in this world. And that is what the idea
that trade deficits don’t matter ultimately amounts to. There do



exist, however, ways of shifting consumption forwards and
backwards in time, which can certainly create the illusion of
something for nothing for a while. This illusion is dangerous
precisely because the complexities of modern finance, and the
profitability of playing along with the illusion while it lasts,
both tend to disguise the reality.

Most of these complexities amount to ways of claiming that
the wonders of modern finance enable us either to borrow or
sell assets indefinitely. But as long as one bears the above
reasoning firmly in mind, it should be obvious why none of
these schemes can possibly work, even without unraveling
their often baroque details. These financial fairy tales usually
boil down to the fact that a financial bubble, by inflating asset
prices seemingly without limit, can for a period of time make
it seem as if a nation has an infinite supply of assets appearing
magically out of thin air. (Or a finite supply of assets whose
value keeps going up and up.) These assets can then be sold to
foreigners. And because debt can be secured against these
assets, debt works much the same way.

Thus a succession of financial bubbles in America since the
mid-1990s (in New Economy stocks, real estate, derivatives,
commodities, and the broader stock market) have helped us
keep running huge trade deficits. To a significant extent, we
have bought imports with bubble-inflated stock, junk
mortgages, bonds doomed to melt with the dollar, and other
financial tinsel. Even assets that were not themselves dubious



had their value propped up by a general buoyancy in the
financial markets that was of dubious origin.

OUR TRADE DEFICIT, OUR CREDIT LINE

 
In recent years, Americans have been consuming more than
they produce to the tune of up to five percent of GDP, making
up the difference by borrowing and selling assets abroad. As a
result of over 30 years of this, foreigners now own just under
50 percent of all publicly traded Treasury securities, 25
percent of American corporate bonds, and roughly 12 percent

of American corporate stock.
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 Net foreign ownership of
American assets (what they own here minus what we own

there) is now $3.5 trillion—over a quarter of U.S. GDP.
121

(GDP is an annual figure and investments are a standing stock
of wealth, so these numbers are not directly comparable, but
the comparison still gives some sense of the sheer scale.)

It has been estimated that, in the past decade, the U.S. has
been absorbing up to 80 percent of the world’s internationally

exported savings.
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 Until 1985, the U.S. was a net creditor
against the rest of the world, but since then, we have slipped

further into debt every year.
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 The chart below tells the story:

 
U.S. Trade Balance in Billions 
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It has been estimated that every billion dollars of trade

deficit costs America about 9,000 jobs.
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 So it has been
estimated that our deficit has cost us approximately one-fifth

of all the manufacturing jobs that would otherwise exist.
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Another way to look at it is that we lose GDP. The Economic
Strategy Institute, a Washington think tank, estimated in 2001
that the trade deficit was shaving at least one percent per year

off our economic growth.
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 This may not sound like much,
but because GDP growth is cumulative, it compounds over
time. Economist William Bahr has thus estimated that
America’s trade deficits since 1991 alone—they stretch back
unbroken to 1976—have caused our economy to be 13

percent smaller than it otherwise would be.
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 That’s an
economic hole larger than the entire Canadian economy.

America’s accumulated financial obligations to foreigners
mean that an increasing percentage of our future output will
go to their consumption, not our own. This applies to both the



public and private sectors: as of 2009, 5.5 percent of the

federal budget goes to interest on debt,
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 and about half the

federal debt is foreign-owned.
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 In 2006, for the first time
since we paid off our own 19th-century debts to Europe due
to British borrowing here to pay for WWI, America paid more

in interest to foreigners than it received from them.
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 Luckily
for us, the average interest rate on what we own abroad
(largely high-yielding corporate assets) exceeds the average
interest rate on what foreigners own here (largely low-yielding
government bonds), so we crossed this line long after

becoming a net debtor.
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But we can’t keep borrowing forever. Both the private
sector and the government are threatened by the surging
interest rates that would result from our international credit
drying up. This surge could easily knock America back into

recession.
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 And tens of millions of ordinary families are so
indebted that they could be pushed into bankruptcy by a
sustained rise in the interest rates on their credit cards and

other floating-rate debt.
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Because wage increases have been barely outpacing

inflation for 35 years,
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 consumer spending has only kept
pace thanks to the ability of consumers to tap into the equity
of their homes at low interest rates. Without this, the spending



surge of recent years—consumer spending has gone from 63
percent of the economy in 1980 to 70 percent in 2008—

would have been unsustainable.
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 Americans have, in effect,
papered over their economic difficulties in recent decades by
massive borrowing from abroad. Because this borrowing
helped enable the deficit, and because the deficit itself has
been responsible for a large part of our economic difficulties,
we have been caught in a slow-motion self-reinforcing doom
loop.

THE SELL-OFF OF AMERICA

 
America’s global overdraft is not only financed by debt, of
course. It is also financed by selling off existing assets. This
tends to make the news only when foreigners buy some huge
thing people have actually heard of, as when Japanese
investors bought Rockefeller Center in 1989 or a firm
controlled by the United Arab Emirates tried to buy six of our
major seaports in 2006 (and withdrew upon national-security
scrutiny), but it is quietly going on all the time. Sometimes the
purchasers are private entities abroad, but they are sometimes
actual foreign governments, by way of so-called sovereign
wealth funds.

By definition, accumulated trade surpluses can only be
invested abroad. Asian sovereign funds investing such monies
are expected to have $12.2 trillion by 2013, with the funds of



petroleum exporting nations reaching a similar level.
137

 Tiny

Singapore has $330 billion.
138

 Little Norway, flush with

North Sea oil wealth, has $380 billion.
139

 Kuwait has $200

billion
140

 and Abu Dhabi $875 billion.
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 South Korea,

Brunei, Malaysia, Taiwan, and Chile also have such funds.
142

Even Canada has a huge state pension fund—which denies
that it is technically a sovereign fund or would ever politicize
its investment decisions, but is still a huge block of capital

under foreign government control.
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These funds are getting more sophisticated all the time and
have the ambition to become even more so. This is why
China’s State Investment Fund recently bought a 10 percent
stake in the elite New York investment firm The Blackstone
Group, which specializes in taking large private stakes in
corporations and other sophisticated investment strategies.
China’s government not only wishes to manage its American
investments more profitably, but in the long run probably also
wishes to learn from this firm the fine art of corporate
takeovers and other more active investing strategies.

As a result of this massive shift in wealth, the world’s center
of financial power is moving away from the Western nations
that have held it for centuries. The Central Bank of China
(Taiwan), the Bank of Japan, and the Abu Dhabi Investment
Authority (ADIA) have, in fact, been bailing out the crippled



powerhouses of Wall Street.
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 The ADIA invested $7.5

billion in Citigroup’s rebuilding of its balance sheet;
145

 all

told, Citigroup received $17.4 billion in sovereign money.
146

The sovereign wealth funds of Kuwait and South Korea

helped bail out Merrill Lynch.
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 In all, from March 2007 to
June 2008, Asian sovereign wealth funds contributed $36
billion to the recapitalization of Western financial institutions,

with oil-based funds kicking in another $23 billion.
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Without this money, Wall Street’s bailout demands upon
American taxpayers might well have been too much to
stomach.

This all raises profound issues of economic security,
especially as some of these governments are not reliably
friendly to the U.S., especially in the long run. Unfortunately,
America’s mechanisms to prevent problems in this area,
principally the interagency Committee on Foreign Investment
in the United States (CFIUS), deliberately limit themselves to
conventional national security concerns and ignore economic
security. CFIUS rarely blocks transactions. Of the 404 foreign
investments evaluated in the most recent reporting period
(2006-2008), not one was actually blocked, although a

number were withdrawn in response to scrutiny.
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 An
attempt was made in 2007 to expand CFIUS’s brief to include
economic security, but it failed. In the words of deputy U.S.



Trade Representative John Veroneau:

 
Doing so would have unhinged CFIUS from its core
function of assessing national security and would
have left a wide and ambiguous definition of what
constitutes ‘economic security’…Blocking an inward
investment is an extraordinarily serious exercise of
governmental power and should be done in only the
rarest circumstances, namely when national security

interests require it.
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So the U.S. government, like the Soviet Politburo, remains
stuck in a narrowly military definition of national security. It
has no institution explicitly dedicated to protecting America’s
economic security, and is uncertain how even to define the
concept. (We can perhaps best define it on a straight analogy
to conventional military security: it is the ability to prevent
foreign nations from doing us harm by economic means.)

WHEN THE WELL RUNS DRY

 
America’s massive asset sell-off must come to a halt when we
run out of assets to sell. More precisely, it must end when our
remaining assets promise foreign investors less return on their
money than they can get elsewhere. It may taper off gradually
as our government’s credit rating and the attractiveness of our



private assets gradually decline. Or it may grind to an abrupt
halt in a financial panic due to a sudden collapse of confidence
in the U.S. economy. Or it may be choked off by a political
decision on the part of major buyers. They are well aware of
what is going on. As Zhou Jiangong, editor of the online
publication Chinastakes.com, recently asked, “Why should
China help the U.S. to issue debt without end in the belief that

the national credit of the U.S. can expand without limit?”
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Short answer: because the U.S. is importing about eight

percent of China’s GDP.
152

 China’s productive capacity is
mismatched with its own consumer demand, so it cannot
switch overnight to supplying domestic markets. Its own
population is still far too poor to buy the fax machines and
other goods its factories produce for export, so China risks
mass unemployment—potentially 100 million people—if it
ceases to run huge trade surpluses. This pretty much requires
it to keep devouring American debt and assets in return. China
is in a terrible bind, and one can speculate endlessly on what
sort of endgame its rulers may have in mind. Their ideal move
obviously would be to segue smoothly from foreign to
domestic demand, and they are clearly trying to do so, but
there does not appear to be enough time to make this switch
before America’s capacity to absorb their trade surpluses is

exhausted.
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In the developing world, which is not rich enough (does not



have enough accumulated assets) to engage in massive asset
sales, the upshot of the above problems is a bit different than
for the U.S. Free trade, combined with corresponding free
debt and asset flows, makes it easier for such countries to pile
up huge debts. These are often worsened by the fact that these
countries cannot borrow internationally in their own currency,
so both their public and private sector borrowers end up
owing money in a foreign currency whose local price soars
when the exchange rate drops. (This is a big part of what went
wrong in Thailand and nearby nations in the 1997 Asian
Financial Crisis.)

Both the International Monetary Fund and the World Trade
Organization actually understand all the above problems
perfectly well, at least on paper. For example, Article XII of
the General Agreement on Tariffs and Trade (annexed to the
founding agreement of its World Trade Organization
successor in 1994) explicitly permits nations to restrict the

quantity or value of imports in order to avoid trade deficits.
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Similarly, the IMF’s frequent attempts to package free capital
flows with free trade are a violation of Article VI of its own
Articles of Agreement, which recognizes the right of nations
to maintain capital controls (which limit foreign debt and asset

sales).
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 Neither of these wise concessions, products of a
generation of policymakers more realistic about the pitfalls of
free trade than those working today, are honored in practice
anymore.



 
THE FREE MARKET WON’T SAVE US

 
Readers with a free-market bent may wonder how all the
above unpleasant outcomes are possible in a capitalist
economy. They may suspect that there is some free-market
comeback which proves that the above problems are not really
problems after all. After all, doesn’t the free market guarantee
rational economic decisions? Isn’t that a basic axiom of
capitalism?

Well, no. Not absolutely.

The root problem is simple: when free-market economics
says free trade is best for our economy, it takes no position on
whether this is best in the long or the short term. In fact, free-
market economics takes no position on whether any policy it
recommends is best in the long or the short term. It treats
short- vs. long-term well-being as an arbitrary consumer-
driven preference, like whether the economy should produce
pork or beef. Some policies deliver the best short-term results,
others the best long-term results, but it’s an arbitrary choice
which we care about more. Free-market economics certainly
does not say that we “ought” to prefer long-term well-being,
and it has no invisible hand that will push our economy
toward an optimal time horizon the way it will set optimal
prices as those that match supply with demand.



The technical way of saying all this is that free-market
economics “treats the time discount on consumption as an
exogenous preference.” An exogenous preference is one
brought to economic life from outside, like the fact that
Frenchmen prefer wine and Germans prefer beer. Time
discount on consumption is a reflection of the fact that
economics doesn’t literally deal in time horizons. Time
horizons are the idea that outcomes matter up to some point in
the future (the “horizon”) and then don’t matter after that.
Instead, economics deals in time discount, which is the idea
that the further into the future an economic event is, the less it
means today. This is the basis of interest rates, among other
things: if you lend me money today and I promise to pay you
back later, the longer you have to wait, the more interest
you’ll demand in return. So “treating the time discount on
consumption as exogenous” means that while economics can
give us lots of advice about the most efficient way to produce
whatever it is we want, it cannot tell us what we ought to want
(or when we ought to want it!) in the first place.

There is no way to evade this problem with minor technical
adjustments, as the entire logic of free market economics is
explicitly set up this way, baked into its mathematical
structures from the very lowest levels. As a result, we’re going
to need to change that economics a bit to find a solution to our
trade problems.

THE ART OF EFFICIENT SELF-DESTRUCTION



 
How does all this apply to trade? Try this small thought
experiment. Imagine two neighboring nations between whom
trade is forbidden. Make one a “decadent” nation which
prefers short-term consumption. Make the other a “diligent”
nation which prefers the long-term variety. The difference
between them, of course, is time discount on consumption. In
economic equations, this is conventionally designated with the
Greek letter rho (p). A higher value of p means one is more
short-termist, because one discounts the future more
aggressively. Think of p as impatience.

Now lift their protectionist barriers so the two nations can
trade. And let them lend each other money and sell each other
assets so they can run deficits and surpluses. Then see what
happens. Standard mathematical models of trade, accepted
even by free traders, can then be used to run out various

scenarios of what happens next.
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One scenario in particular is very interesting. In this
scenario, the decadent nation maximizes its short-term
consumption by buying all the imports it can get. So it buys
all it can afford with both its exports and by assuming debt
and selling off assets.

In the short run, both nations are happy. The decadent
nation is delighted to be able to consume more right now. And
the diligent nation is delighted that its neighbor has expanded



its range of investment opportunities, which will enable it
better to accumulate wealth and consume more later.

In economic language, both nations have “maximized their
utility,” the odd word economists use for happiness. So
according to free-market economics, both are now better off.
This outcome is also “efficient,” as free-market economics
understands efficiency, and it agrees with the core libertarian
intuition underlying that economics: more freedom makes
people more able to better themselves.

So is free trade vindicated?

No, because then come the consequences. The increased
well-being of both nations (as they define it, remember,
decadently or diligently) depends on the ability of the
decadent nation to borrow and sell assets. And it cannot do

this forever.
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 Eventually, when it exhausts its ability to sell
assets and assume debt, it ends up poorer than it would have
been if it had not had free trade with its neighbor. Because it
depleted its assets and saddled itself with debt, it must now
divert money from its own consumption to give to its trading
partner.

This outcome should make clear the answer to the question
that haunts all criticism of free trade:

 
How can reducing people’s freedom possibly make them
better off?



 
The answer is:

 
When they would use short-term freedom to hurt
themselves in the long term.

 
The citizens of the decadent nation would have been better off
if restrictions on their ability to trade had prevented them from
being quite so decadent. Trade restraints for them would be
like restrictions on an heir’s squandering his inheritance. The
citizens’ “inheritance” is the entire accumulated wealth of their
country that can be sold off to pay for imports, plus its entire
debt-servicing capacity upon which debt can be floated.

Mathematical modeling actually reveals that under these
conditions, outright Las Vegas decadence is not necessary for
there to be a problem. It reveals that under free trade between
nations with merely different time discounts on consumption,
the nation with the higher discount (more impatient) will tend
to maximize present consumption by having past generations
(who produced the assets that can be sold off) or future
generations (who will service the debt) pay for present

consumption.
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 Various factors can interfere, but that’s the
underlying dynamic.

The fact that two separate societies are involved is key. If



the “decadents” in a society can borrow only from “diligents”
in the same society, then every borrower creates a lender in
the same society, keeping society as a whole in balance. So no
amount of decadence (whatever other problems it may cause)
can reduce that society’s total net worth or future
consumption possibilities. But if members of a society can
borrow from outside that society, then it can. Worse, things
can spiral out of control, given the self-reinforcing way in
which social and cultural validation of behavior creates more
behavior, then more validation, and so on. So it matters
whether people engage in economic relations with
compatriots, with whom they share a social and cultural
system, or with foreigners, with whom they share only arms-
length economic relations. (As noted in Chapter One, nations

are far from being economically irrelevant.)
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THE DANGERS OF PERVERSE EFFICIENCY

 
The profoundest fact here is actually that this entire mess is
efficient, as free-market economics understands efficiency.
This explains why free trade’s dangers in this regard have

mostly been ignored by economists.
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 Within the rigorously
logical (albeit perverse) assumptions of mainstream
economics, it is merely a mathematical curiosity that free trade
can make a nation worse off by seducing it into decadent
consumption. It wanted a short-term consumption binge; it got



what it wanted; what’s not to like? The problem has been
defined out of existence at the level of basic premises.

Once one realizes how treacherous efficiency can be, and
how important preferences are, it becomes clear that
economics needs to focus less on the former and more on the
latter. One surprising result of all this is a renewed respect for
traditional bourgeois culture, or at least that aspect of it which
inculcated people to save and not consume. It seems those

silly old Protestant misers had a point after all!
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 (Given that
they created modern capitalism, it is no surprise they were
onto something.) Crudely put, they reinvested their money in
industry, rather than spending it all on palaces as the
aristocrats who came before them had done.

The signs of debt addiction in the U.S. economy are not
hard to see. The thrift-oriented generation that remembered the
Great Depression has mostly died off, and households have
become accustomed to endless consumer credit. As the interest
rate on consumer debt has exceeded income growth since
1982—the classic formula for a debt trap—consumers have
only remained afloat by relying on serial asset bubbles,

especially in housing, to prop up their net worth.
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 The
combined debt of America’s households and government is
now 243 percent of GDP—more than our (understandably)

high debt level at the end of borrowing to pay for WWII.
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Our smartest competitors, meanwhile, use every trick in the



book to keep their citizens from going into debt. It is no
accident that 500 million Chinese have cell phones, but only

one million have credit cards.
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Perverse time discount has implications far beyond free
trade and raises doubts about many other areas of economic
policy over the last 30 years. For example, financial systems
have been deregulated in many nations, especially the U.S.
and UK, on the assumption that this is “efficient.” Efficient it
may be, within a narrow definition of efficiency, but what if
this just enables people to sink into debt more efficiently?
Efficiency at the wrong things can be counterproductive. It is
likely that many of the quaint old restraints on finance that
have been deregulated away since about 1980 served, in
theoretically unrigorous ways, to restrain the self-destructive
potentials of perverse efficiency.

Perverse time discount can potentially ruin absolutely
anything in the economy, given that every bad thing looks
good at first (or else nobody would do it). For example,
companies with short time horizons won’t invest for the long
term. So they will be poorly equipped to handle technological
innovation, which requires costly investments that only pay
off years later. (We tend to think of innovation as being about
quickness and rapid response to change, but it is also about
delayed financial gratification.) So this seemingly abstract
problem helps explain some very concrete facts, like
America’s inexorably slipping lead in high technology.



Does all this mean that America must zero out its trade
deficit as soon as possible? Unfortunately, the above analysis
should make clear that the deficit is a chronic problem, not an
acute one. It exerts a steady drag on our economic well-being,
undermines our future, and we would be better off without it.
But every Chicken Little who has screamed that the sky was
about to fall has been embarrassed. (This has led a cynical
public to conclude that no problem exists, which also is
wrong.) And although failure to fix the deficit inexorably
increases the ultimate risk of a financial debacle, there is no
clear point predictable in advance when this will happen. We
do not know exactly how much of our debt, or how many of
our assets, foreign investors are prepared to hold. (They may
not know either.) We only know that the one reliable way to
avoid crossing that invisible line is to stop running deficits and
adding to the total every year. And in the meantime, the deficit
inexorably depletes our future.

THE SAVINGS-GLUT EXCUSE

 
Based on the above realities, in which America consumes too
much and saves too little, it is sometimes claimed that our
trade deficit is really a savings problem in disguise. Sometimes
it is admitted that America saves too little; sometimes it is
claimed that the real problem is a savings glut abroad, mainly
in East Asia. Either way, this implies that trade policy is
irrelevant (and futile to try to change), as only changes in



savings rates can alter anything. For example, the China
Business Forum, an American group, claimed in a 2006
report, “The China Effect,” that:

 
The United States as a whole wants to borrow at a
time when the rest of the world...wants to save. The
result is a current account deficit in the United Sates

with all countries, including China.
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This analysis is dubious on its face, as it implies that whether
American cars and computers are junk or works of genius has
no impact on our trade balance. Neither, apparently, does it
matter whether foreign nations erect barriers against our
exports. Nevertheless, it is stubbornly asserted in some very
high places, largely because it excuses inaction.

But this analysis depends upon misunderstanding the
arithmetic relationship between trade deficits and savings rates
as a causal relationship. In national income accounting, our
savings are simply the excess of our production over our
consumption—because if we don’t consume what we
produce, saving it is the only other thing we can do with it. (If
we export it, we’ll get something of equivalent value in return,
which we must then also consume or save, so exporting
doesn’t change this equation.) And a trade deficit is simply the
opposite, as if we wish to consume more than we produce,



there are only two ways to get the goods: either import them,
or draw down supplies saved up in the past. As a result, trade
deficits do not “cause” a low savings rate or vice-versa; they
are simply the same numbers showing up on the other side of
the ledger. (The decision to eat one’s cake does not cause the
decision not to save one’s cake; it is that decision.) So neither
our trade deficit nor our savings rate is intrinsically a lever that
moves the other—or a valid excuse for the other.

Sometimes, it is even argued that foreign borrowing is good
for the U.S., on the grounds that it enables us to have lower
interest rates and more investment than we would otherwise
have. But this argument is a baseline trick. It is indeed true that
if we take our low savings rate as a given, and ask whether we
would be better off with foreign-financed investment or no
investment at all, then foreign-financed investment is better.
But our savings rate isn’t a given, it’s a choice, which means
that the real choice is between foreign- and domestically-
financed investment. Once one frames the problem this way,
domestically-financed investment is obviously better because
then Americans, rather than foreigners, will own the
investments and receive the returns they generate.

A related false analysis holds that our trade deficit is due to
our trading partners’ failure to run sufficiently expansive
monetary policies. (This basically means their central banks
haven’t been printing money as fast as the Fed.) Some
American officials have even verged on suggesting this is a



form of unfair trade.
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 Now it is indeed true that our major
trading partners have not been expanding their money
supplies as fast as we have. But as we have been doing so
largely in order to blow up asset bubbles in order to have
more assets to sell abroad to keep financing our deficit, it is
not a policy sane rivals would imitate. We can hardly ask the
diligents of the world to join us in a race of competitive
decadence. (If they did, the result would almost certainly just
be global inflation anyway.)

Another dubious theory holds that America’s deficit is
nothing to be ashamed of because it is due to the failure of
foreign nations to grow their economies as fast as ours. Thus
George W. Bush’s Treasury Secretary, Henry Paulson, Jr.,
said in 2007 that:

 
We run a trade deficit because our vibrant and
growing economy creates a strong demand for
imports, including imports of manufacturing inputs
and capital goods as well as consumer goods—while
our major trading partners do not have the same
growth and/or have economies with relatively low

levels of consumption.
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This analysis appeals to American pride because it carries the
implication that we are merely victims of our own success and



that our trade deficit is caused by the failure of foreign nations
to be as vibrant as we are. It implies that somebody else ought
to get his house in order. Unfortunately, it is obviously false
that our deficit is caused by slow growth abroad when some
of our worst deficits are with fast-growing nations such as
China. As for “relatively low levels of consumption” abroad
causing our deficits, this is true enough, but it also implies that
balancing our trade will remain impossible as long as we have
major trading partners with low consumption levels, as we
indeed do.

ARE FIXED EXCHANGE RATES THE SOLUTION?

 
The foregoing analysis gives a big clue as to why the 1945-
1971 Bretton Woods system of fixed exchange rates worked
so well, despite being a centrally planned system flouting the
basic principle that prices (for currency, in its case) can only
be efficiently set by a free market. This system generated trade
deficits that were tiny by present standards, and the world
economy grew faster while it was in operation, with less
inequality between and within nations, than ever before or

since.
168

The key virtue of Bretton Woods, as we can now see, is that
while floating exchange rates may be efficient, they are
efficient at the wrong thing. They are driven by the total
demand for a currency, that is, demand to buy not only a



nation’s exports but also its debt and assets. As a result,
demand for a nation’s currency is determined not only by its
export prowess, but also by its willingness to sell off assets
and assume debt. But this entails treating unsustainable
demand (for assets and debt) the same as sustainable demand
(for exports). So floating exchange rates will not necessarily
find the level optimal for that part of the economy devoted to
present production. But this is the only part of the economy
that actually creates wealth, as opposed to shifting it forwards
and backwards in time. It is no accident that we live in an age
when the financial tail often seems to be wagging the dog of
the real economy! (From 1945 to 1985, the financial sector
never made more than 16 percent of U.S. corporate profits,
but since then, its share has steadily climbed, peaking at 41

percent in 2005.)
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Floating exchange rates famously give an economy
flexibility. But this flexibility includes the ability to do the
wrong things. (Nobody wants to drive over a “flexible”
bridge.) Under a Bretton Woods-type system, bad economic
policies that affect trade quickly run aground and produce
balance-of-payments crises. Britain, for example, had such
crises repeatedly during its long pre-Thatcher economic slide,
in 1947, 1949, 1951, 1955, 1957, 1964, 1965, 1966, and

1967.
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 These crises force corrective action on the trade front
long before serious damage in the form of debt accumulation
and asset sales can be done. But with floating exchange rates



and correspondingly free capital flows, pressure is postponed
by the cushioning effect of asset sales and debt accumulation,
allowing bad policy to go on much longer. So a nation can, in
effect, sell the family silver and mortgage the house to pay the
gas bill, rather than be forced to ask why it is using too much
gas.

Formerly, this was all well understood. As John Maynard
Keynes, one of the architects of Bretton Woods, explained it,
the economies of the world:

 
Need a system possessed of an internal stabilizing
mechanism, by which pressure is exercised on any
country whose balance of payments with the rest of
the world is departing from equilibrium in either
direction, so as to prevent movements which must
create for its neighbors an equal but opposite want

of balance.
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The architects of Bretton Woods, traumatized by the

economic chaos of the 1930s and worried about the Soviet
threat, wanted a system that avoided outright socialist central
planning but would still prevent financial crises. They
understood that eliminating such crises entirely was utopian,
so they settled for the next best thing: to keep crises small.
Keynes himself actually wanted something even more radical:



a system of fixed exchange rates mediated by an international
reserve currency called the “bancor” and managed by an
institution called the Clearing Union. The IMF is a vestige of
this idea, but the world got the dollar as its reserve currency
instead.

Unfortunately, the dollar, like all national currencies, is a
sovereign political artifact, exposed to all the problems of
American politics. The Bretton Woods system eventually
broke down when Lyndon Johnson inflated the dollar to pay
for the Great Society and the Vietnam War at the same time

without raising taxes.
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 Initially, this “exported inflation,” in
the words of France’s annoyed president Charles De Gaulle,
as other currencies were dragged along with the dollar by their
fixed parities. It eventually collapsed the system entirely as
nations tried to swap their shriveling dollars for gold, by
which the dollar was backed and of which we had a finite
supply. The whole system ended in 1971, when President

Nixon was more or less forced to abandon it.
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 Exchange
rates have floated ever since.

The results have not been happy. In essence, the present
system gives nations enough rope to hang themselves with: it
lets them get into worse trouble, and then has no choice but to
be more intrusive in getting them out. This doesn’t produce
greater economic stability (let alone more growth), but it does
produce some handy opportunities for coercively imposing
aggressively free-market economic policies on otherwise



unwilling nations, especially in the Third World. Institutions
such as the World Bank have opportunistically taken
advantage of such crises to impose free market “reforms” they

could not otherwise achieve.
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 For example, according to
Dani Rodrik, an economist at Harvard, “no significant cases of
trade reform in a developing country in the 1980s took place

outside the context of a serious economic crisis.”
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Translation: now that you’re broke, privatize all those state-
owned assets and stop subsidizing food for the poor, or you
don’t get your emergency loans.

So perhaps the greatest advantage of fixed exchange rates is
that, of all the policies available to rebalance the world’s trade
imbalances, they are actually among the least intrusive.
Changing a society’s time discount on consumption is very
hard to do: there is no lever directly attached to this variable,
and most peacetime attempts to change it in the Western world
have failed. Only the authoritarian technocrats of East Asia
have pulled it off, by heavy-handed measures ranging from
forced savings plans (Singapore) to tight limits on consumer
credit (China) to zoning that makes it hard to build large

houses (Japan).
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 These are policies no Western electorate
would tolerate and that most Third World governments simply
don’t have the administrative competence to pull off.

A fixed exchange rate system, on the other hand, operates at
the perimeter of an economy, leaving most of its internal



mechanisms untouched. It violates few economic liberties. But
even though it leaves flows of goods untouched, regulating
the countervailing financial flows that must take place when
goods are paid for imposes a balance just as effectively. If the
pure free market won’t produce the best results on its own in
trade and therefore must be regulated somewhere, it might as
well be here. And if the market is so distorted by taxes and
subsidies that these distortions need to be rectified for it to
produce rational outcomes, this would be a good way to do it.
Fixed exchange rates are a complex issue, but they ought at
least to be on the table as part of a solution to the United
States’ (and the world’s) trade problems.



Chapter 3



Trade Solutions That Won’t Work

 
Americans in recent decades have not, of course, been entirely
unaware that they have a trade problem. This has drawn into
public debate a long list of proposed solutions. Unfortunately,
many will not work, some are based on analytical confusions,
and a few are outright nonsense. If we are to understand the
true scope of our problems and frame solutions that will work,
these false hopes must be debunked forthwith.

For example, since the early 1990s it has been repeatedly
suggested that the U.S. is on the verge of an export boom that
will erase our trade deficit and produce a surge of high-paying

jobs. (Bill Clinton was fond of this idea.)
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 The possibility
looks tantalizing when we observe that America’s exports
have indeed been growing rapidly—just not as rapidly as our
imports. (Between 1992 and 2008, our exports more than

doubled, from $806 billion to $1,827 billion.)
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 This seems
to imply that we are not uncompetitive in world markets after
all, and that if only our export growth would climb just a few
points higher, the whole problem would go away.

Unfortunately, our deficit is now so large that our exports
would have to outgrow our imports by two percent a year for
over a decade just to eliminate the deficit—let alone run the
surplus we need to start digging ourselves out from under our



now-massive foreign liabilities.
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 This doesn’t sound like
much, but it is, in fact, a very strong export performance for a
developed country, and unlikely in the present international
economic environment, where every other nation is also
trying to expand its exports. Much of our recent export
growth has been hollow anyway, consisting largely in raw
materials and intermediate goods destined to be manufactured
into articles imported back into the U.S. For example, our
gross (i.e., not net of imports) exports to Mexico have been
booming, to feed the maquiladora plants of American

companies along the border.
180

 But this is obviously a losing
race, as the value of a product’s inputs can never exceed the
value of a finished product sold at a profit.

Not only is America’s trade deficit the world’s largest, but
our ratio between imports and exports (1.24 to 1 in 2009) is

one of the world’s most unbalanced.
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 Given that our
imports are now 17 percent of GDP and our entire

manufacturing sector only 11.5 percent,
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 we could quite
literally export our entire manufacturing output and still not
balance our trade. Import-driven deindustrialization has so
badly warped the structure of our economy that we no longer
have the productive capacity to balance our trade by exporting
more goods, even if foreign nations wanted and allowed this

(they don’t).
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 So the solution will have to come from import
contraction one way or another.



Exporting services won’t balance our trade either, as our
surplus in services isn’t remotely big enough, compared to our

deficit in goods (in 2009, $136 billion vs. $507 billion).
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Neither will agricultural exports balance our trade (a prima
facie bizarre idea for a developed nation). Our 2009 surplus in
agriculture was only $25 billion—about one fourteenth the
size of our overall deficit. 2009 was also an exceptionally
good year for agricultural exports; our average annual
agricultural surplus from 2000 to 2008 was a mere $13

billion.
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PRODUCTIVITY GROWTH WON’T SAVE US

 
It is sometimes suggested that America merely needs to regain
export competitiveness through productivity growth.
Comforting statistics, showing our productivity still
comfortably above the nations we compete with, are often
paraded in support of this idea. Unfortunately, those figures
on the productivity of Chinese, Mexican, and Indian workers
concern average productivity in these nations. They do not
concern productivity in their export industries, the only
industries which compete with our own. These nations are
held to low overall productivity by the fact that hundreds of
millions of their workers are still peasant farmers. But
American electronics workers compete with Chinese
electronics workers, not Chinese peasants.



It is narrowly true that if foreign productivity is as low as
foreign wages—an easy claim to make with aggressively free-
market theory and cherry-picked statistics—then low foreign
wages won’t threaten American workers. But a problem
emerges when low foreign wages are not balanced by low
productivity. It is the combination of Third World wages with
First World productivity, thanks largely to the ability of
multinational corporations to spread their technology around,
that has considerably weakened the traditional correlation of

low wages with low productivity.
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 For example, it takes an
average of 3.3 man-hours to produce a ton of steel in the U.S.
and 11.8 man-hours in China—a ratio of nearly four to

one.
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 But the wage gap between the U.S. and China is

considerably more than that.
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In any case, industrial productivity is not in itself a
guarantee of high wages. U.S. manufacturing productivity

actually doubled in the two decades from 1987 to 2008,
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but inflation-adjusted manufacturing wages rose only 11

percent.
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 From roughly 1947 to 1973, productivity and
wage growth were fairly closely coupled in the U.S., but since
then, American workers have been running ever faster simply

to stay in place.
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 Wage-productivity decoupling has been
even starker in some foreign countries: in Mexico, for
example, productivity rose 40 percent from 1980 to 1994, but



following the peso devaluation of 1994, real wages were

down 40 percent.
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WE CAN’T JUST COMPENSATE THE LOSERS

 
It is sometimes argued that although free trade has some
victims, its benefits exceed its costs, so it is possible for its
winners to compensate its losers out of their gains, everyone
thereby coming out ahead in the end. (This is the usual
fallback position of mainstream economists once they admit
that free trade has drawbacks.) It is sometimes even
mischievously argued that if such compensation doesn’t
happen, any problems are due to society’s failure to arrange it,
and are therefore not the fault of free trade per se. In theory,
this might be true (if the rest of free trade economics is valid),
but it also means that a bureaucratic deus ex machina is
required to make free trade work as even its supporters admit
that it should. So free trade turns out to be laissez faire on life
support from big government. In any case, such compensation
rarely occurs, because free trade’s winners don’t have to pay
off its losers. They pay off their congressmen instead—to vote
for more trade agreements.

Compensating free trade’s victims is the rationale for the
U.S. Government’s Trade Adjustment Assistance (TAA)
program, which has provided supplemental unemployment
benefits, training subsidies, and relocation assistance since



1974. But this program is small, compared to the damage
wrought by free trade: under a billion dollars a year. Few
workers have actually used it, and the concept suffers from
intrinsic problems. For a start, it is often impossible to identify
who has lost a job due to free trade, as changing technology
and consumer tastes also cost jobs (and legitimately).
Furthermore, free trade does not necessarily work its harm by
reducing the quantity of jobs: it can reduce their quality, their
wages and benefits, instead. And when free trade drives down
wages, it can do so industry-wide, region-wide, or even
nationwide, so its actual victims are impossible to pinpoint.
TAA has tended to function simply as supplemental
unemployment insurance while people wait to get their old
jobs back, not as a means of helping people transition to new

jobs.
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 This is its official purpose, based on the mistaken idea
that the harm done by free trade consists entirely in transition
costs.

EDUCATION WON’T SAVE US

 
One commonly suggested solution to America’s trade
problems is better education. While this would obviously
make America more competitive, that it would be enough is
unlikely, if by “enough” we mean able to maintain wage levels
in the face of foreign competition. For a start, our rivals are
well aware of the value of education, so it can’t be a unique
source of advantage for us. And unfortunately, the U.S. is



simply no longer formidable from an educational point-of-
view. Roughly the top third of our population enjoys the
benefits of a world-class college and university system, plus
other forms of training such as the military and the more
serious trade schools. But the rest of our population is actually
worse educated, on average, than their opposite numbers in
major competing nations.

Thanks mainly to the high school movement of the early
20th century, the U.S. once led the world in high school
completion, the most readily comparable international measure
of education. But we have been slipping behind for decades.
This is clear from the fact that while we still lead among 55-to-
64-year-olds (who were schooled over 40 years ago) we rank

only 11th among 25-to-34-year-olds.
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 (South Korea is
first.) Not only is our college graduation rate of 34 percent
behind 15 other nations, but it does not even reach the

average for developed countries.
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 Studies designed to
measure specific skill sets tell an even direr story. According
t o the 2006 Program for International Student Assessment,
American 15-year-olds were outmatched in math and science

by students from 22 other nations.
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 The very bottom of our
population is more alarming still: one 2003 study reported that
a third of the adults in Los Angeles County were functionally

illiterate.
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Furthermore, it is a testable hypothesis whether education on



its own can protect wages, and the evidence is to the contrary.
For one thing, a college degree is no longer the ticket it once
was: workers between 25 and 34 with only a BA actually saw
their real earnings drop 11 percent between 2000 and

2008.
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 And, as David Howell of the New School for Social
Research has written after looking at this problem on an
industry basis, “Higher skills have simply not led to higher
wages. In industry after industry, average educational

attainment rose while wages fell.”
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 This should be no
surprise, as merely shoveling education into workers’ heads
obviously will not save them, or the industries they work in, if
these industries are bleeding market share and revenue due to
imports. Neither can people be expected to devote time and
money to acquiring more education (or be able to afford it) if
there are no jobs for them at the end. Who feels like pursuing
advanced training in automotive engineering today? The weak
education of American workers is thus a self-reinforcing
problem: educated workers not only support, but require
strong industries.

Looking to education as a magic bullet can also easily slide
into a de facto plan to write off the uneducated and
uneducable; some remarks by Rep. Marcy Kaptur (D-OH)
make this point well:

 
Putting money into research is this Holy Grail for



people here who are all college educated when the
majority of the country is not, and who put
themselves on this elevated plane thinking they
know. I remember [Clinton Labor Secretary] Robert
Reich saying, ‘Here’s what America has to do,
Marcy: see this salt shaker?’ ‘Yeah?’ ‘America’s
going to do the design,’ he said. ‘It’ll be made
elsewhere, but we’ll do the design.’ I thought,
‘Wouldn’t that be an answer from a professor?’ I
want both! I want engineering and production
because I know the people in my district who used to
make goods but don’t anymore, and they have a

right to make what they end up buying.
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Not everyone is going to be able to get a master’s degree in
nanotechnology.

Superior technological prowess is unlikely to save America,
anyway, for the simple reason that we increasingly no longer
possess it. Despite our image of ourselves as a technology
leader, we no longer rank all that high by a lot of key metrics.
For example, the U.S. today is 15th among nations in per
capita broadband Internet penetration—which will be a serious
limitation on our developing the next generation of Internet

applications.
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 Our share of world patents is dropping

fast,
202

 and federal funding for basic science is not keeping



pace with rising costs, so it is declining in real terms.
203

 The
entire annual budget of the National Science Foundation

equals less than four days of our military spending.
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Meanwhile, our competitors are very deliberately catching
up. According to the Organization for Economic Cooperation
and Development (OECD), the umbrella group for developed
economies, China, with an economy less than a third the size

of the U.S.,
205

 was number three in the world for spending on

research and development by 2005.
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 It is no accident that,
according to the respected Georgia Tech Technology Index,
China has now surpassed the U.S. in high tech
competitiveness, and if the 27 nations of the European Union

are counted as one, the EU has, too.
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CREATIVITY AND FREEDOM WON’T SAVE US

 
Another frequently suggested solution to our trade problems
is superior creativity, based on the idea that the U.S. is an
exceptionally creative society. America is often contrasted
with China, and we are told that China’s political system
prevents it from allowing its people sufficient freedom to be
creative. This is a seductive idea because it flatters American
values, everybody loves creativity, and creativity is a
sufficiently vague concept that one can ascribe to it economic
effects of any size one likes.



Unfortunately, many of America’s serious competitors are
simply not authoritarian societies in the first place. China, yes,
but India? India is a democracy. So is Japan. So are our
European competitors. So are many of the others.

And while it might be nice to believe that freedom is a
requirement for economic success, it is simply not observably
true that authoritarian societies such as China are economically

foundering.
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 However disappointing to deeply held
American values this fact may be, China’s authoritarianism
has almost certainly helped its growth, by enabling factors like
the suppressed consumption policy that gives it a 50 percent

savings rate and correspondingly high investment levels.
209

Censorship of the Internet isn’t strangling e-commerce there,
even if it is hard to Google the Tiananmen massacre from a
Chinese engineering school. Foreign businesses often like the
crisp decision-making, obedient labor, and absence of
democratic interference; computer chip maker Intel recently
decided to build its new Asian plant in China, rather than
India, for the latter reason. In the words of Intel’s chairman,
Craig Barrett:

 
India has the same issues as the United States. It is a
democratic government. The decisions are slower to
be made. You have to listen to all the constituencies.
In China, they are much more direct... In China, it is



a central planning form of capitalism...We were in
serious discussion for chip manufacturing in India,
but the government was a bit slow on semiconductor

manufacturing proposals.
210

 (Emphasis added.)

 
The results speak for themselves: India had a higher per capita
GDP than China as recently as 1987, but today, China’s is

over three times as high, and its lead is still growing.
211

Free trade isn’t going to democratize China either, a myth
that has been promoted for decades to justify American trade
concessions to that country. Beijing is well aware of the threat
it faces and has a sophisticated and ruthless strategy
combining ancient Confucian cynicism about human nature
with the “global best practices” of modern

authoritarianism.
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 The commercial advantages of this
regime are now filling the pockets of everyone in China with
the wits to turn a profit, so this authoritarianism now has a
huge constituency outside the government itself.

Another version of the “freedom will save us” argument
attacks cultural, rather than political, authoritarianism, usually
taking Japan as its foil. Now compared to the U.S., Japan’s
culture is indeed rather closed and insular. It may fairly be
described as an ethnocentric, patriarchal, and conformist
society, sometimes reminding observers of America in the
1950s. Yet its record of economic innovation has been strong.



The Walkman was not created by some free spirit in a garage
in Silicon Valley, but by Kozo Ohsone, manager of the tape

recorder division at Sony.
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 And innovations, such as
commercially viable hybrid cars and flat panel TV, have
continued to flow in the decades since then. Japan’s corporate
conformists are today generating more high-tech initial public

offerings than the U.S.
214

 So whatever perfectly valid reasons
one might have for objecting to that kind of culture, lack of

economic creativity is not one.
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And if anyone wants to imagine an American advantage due
to cultural diversity, Europe, with its 23 national languages
and 2,500 years of high culture, has us beat hands down. (So
does India, by that standard.)

Even if we forget all the above and assume that America
does have a fundamental advantage in creativity, most
companies, most jobs, and most people are not creative. It’s
easy to be dazzled by fascinating stories about entrepreneurs
into forgetting that most people are not entrepreneurs . And
most people won’t ever be, simply because one can’t have
entrepreneurs without having a far larger number of people
working for them. Even most jobs at genuinely creative
companies like Apple Computer are not creative in any serious
sense.

POSTINDUSTRIALISM WON’T SAVE US



 
Postindustrialism is sometimes suggested as a solution to our
trade problems (or as a reason to believe they are not
problems in the first place). Its most succinct formulation is
this:

 
Manufacturing is old hat and America is moving on to
better things.

 
The postindustrial economy is considerably less attractive
today than it was only a few years ago, thanks largely to
India’s success in computer software and business process
offshoring. This discredited the rather odd idea that our
competitors were only going to compete in manufacturing.
But one still hears about postindustrialism now and then, and
the idea played a large role during the 1980s and 1990s in
getting Americans to accept deindustrialization. It has been
promoted by writers as varied as futurist Alvin Toffler,
capitalist romantic George Gilder, techno-libertarian Virginia

Postrel, and futurist John Naisbitt.
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 Newt Gingrich seized
upon it as the supposed economic basis of his Republican

Revolution of 1994.
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Unfortunately, the core ideas of postindustrialism don’t
stand up well to empirical evidence. Above all, a declining
share of manufacturing in GDP is not an automatic correlate



of economic progress. Between 1947 and 1966—a period of
rapidly advancing technology and rising prosperity—
manufacturing actually went up slightly as a share of our

GDP.
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 Manufacturing’s share of GDP has indeed fallen in
recent years, with services expanding to fill the gap. But this
merely reflects the fact that inflation has been lower in
manufacturing than in services, due to higher productivity
growth in manufacturing. (This is itself a clue that
manufacturing might have its advantages!) If one adjusts for
the inflation differential, manufacturing’s share has actually
been quite stable for the last 30 years or so, and only began to

decline around 2000.
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 This is far too late for transition to a
postindustrial economy to explain it, but entirely in line with
our burgeoning trade deficit in manufactured goods. And if
one looks at the trend not in America’s production of
manufactured goods, but in our consumption, there is no

decline at all.
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 The gap between production and
consumption is (as explained in the previous chapter) just our
trade deficit. So using postindustrialism to justify our trade
deficit in manufactures simply presupposes what it is trying to
prove.

Nevertheless, postindustrialism remains popular in some
very important circles. In the 2006 words of the prestigious
and quasi-official Council on Competitiveness, a group of
American business, labor, academic and government leaders:



 
Services are where the high value is today, not in
manufacturing. Manufacturing stuff per se is
relatively low value. That is why it is being done in
China or Thailand. It’s the service functions of
manufacturing that are where the high value is

today, and that is what America can excel in.
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Unfortunately, the above paragraph is simply not true, and
manufacturing is not an obsolescent sector of the economy.
Low grade “screwdriver plant” final assembly manufacturing
is indeed primitive, and can increasingly be done anywhere in
the world, making it an intrinsically low-wage activity. But the
manufacturing of sophisticated high-tech products is a
different matter and remains concentrated in advanced
industrial nations. That “Made in China” stamped on the outer
casing of fax machines, cellular phones, and other high-tech
products often just means that final “kit” assembly took place

there.
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 The key internal components, which make up a large
percentage of the finished product’s cost, are frequently still
made in high-wage nations like Japan. In the case of fax
machines, this is the electro-optical read-write head. In the
case of printers, it is the print engine. In the case of watches, it
is the movement. Apple’s iPod, for example, is assembled in
China, but its display module is made in Japan, its video
processor chip in Taiwan or Singapore, its memory chip in



South Korea, and its central processing unit in the U.S. or
Taiwan—all nations whose average incomes are multiples of

China’s.
223

Even more important than the value of these components is
their value per man-hour of labor required to make them, as
this is the ultimate basis of high wages. For example, of the
28,556 jobs created by the iPod outside retailing and
distribution, 19,190 were production jobs, of which China

captured the most (11,715). But 9,366 were professional jobs,
of which high-wage Japan (with 1,140) and the U.S. (with

6,101) captured the lion’s share.
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 For products whose
production cost mainly consists of technology and capital, not
low-skilled labor, low-wage nations have no advantage, as
technology and capital are not cheaper there. The table below
gives a breakdown of the cost structure of the average U.S.

manufacturer:
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Cost Structure

Raw Materials 45.98 %

Labor 21.00 %

Advertising & Marketing 9.00 %

Research & Development 8.50 %



Interest 3.44 %

Transportation 2.90 %

Health & Safety 1.60 %

Energy 1.53 %

Environmental Protection 1.48 %

Land & Rent 1.46 %

Utilities 1.16 %

Software 0.80 %

It has been estimated that direct labor is under 20 percent of

production cost for half of U.S. manufacturers.
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 The
average cost disadvantage of U.S. manufacturers versus their
opposite numbers in low-wage nations is, in fact, estimated to
be only 17 percent, a difference obviously often within the

reach of smart strategies.
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 This is why manufacturing still

exists in high-wage nations in the first place.
228

 It is why
America could be successfully defending blue-collar wages
when we are failing and why some other developed nations
are succeeding at this better than we are.

About the only thing postindustrialism gets right is that
selling a product with a high value per embodied man-hour



almost always means selling embodied know-how. But know-
how must usually be embodied in some physical package
before reaching the consumer, and manufactured goods are
actually a rather good package for embodying it in. Exporting
disembodied know-how like design services is definitely an
inferior proposition, as indicated by the fact that since 2004,
America’s deficit in high technology goods has exceeded our

surplus in intellectual property, royalties, licenses, and fees.
229

That some individual companies like Apple make a success
out of keeping design functions at home and offshoring the
manufacturing does not make this a viable strategy for the
economy as a whole. Apple is a unique company; that is why
it succeeds. And even fabled Apple is not quite the success
story one might hope for from a trade point-of-view. Due to
its foreign components and assembly, every $300 iPod sold in
the U.S. adds, in fact, another $140 to our deficit with

China.
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 If sophisticated American design must be embodied
in imported goods in order to be sold, it will not help our trade
situation.

Meanwhile, other companies are shutting their U.S. design
centers and moving them closer to actual production and the
know-how that accumulates where it takes place. As Douglas
Bartlett, chairman of the printed circuit board manufacturer
Bartlett manufacturing in Cary, Illinois, puts it:

 



Anyone who knows anything about real-world
manufacturing knows that the factory floor and the
lab form a continuous feedback loop. Unfortunately,
virtually none of our trade and economic
policymakers know anything about real-world

manufacturing.
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So the erosion continues, industry by industry. For example,
in March 2007, Chrysler closed its Pacifica Advanced Product
Design Center in Southern California, following the closure of
nearby centers owned by Italdesign, American Specialty Cars,

Porsche, Nissan, and Volvo.
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 Of GM’s 11 design centers,

only three are still in the U.S.
233

 In the words of Eric Noble
of The Car Lab, an automotive consulting company,
“Advanced studios want to be where the new frontier is. So in

China, studios are popping up like rabbits.”
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 This trend
bodes extremely ill for the future; as Stephen Cohen and John
Zysman explain in their book Manufacturing Matters:

 
America must control the production of those high-
tech products it invents and designs—and it must do
so in a direct and hands-on way...First, production is
where the lion’s share of the value added is
realized...This is where the returns needed to finance



the next round of research and development are
generated. Second and most important, unless
[research and development] is tightly tied to
manufacturing of the product...R&D will fall behind
the cutting edge of incremental innovation...High

tech gravitates to the state-of-the-art producers.
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Neither are individual technological or entrepreneurial

genius going to save America, no matter how impressive they
look on the cover of glossy magazines. Richard Florida and
Martin Kenny have documented the limited (albeit real) value
of stand-alone inventive genius in their book The

Breakthrough Illusion .
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 Despite the impressive U.S. record
in pure innovation, innovations actually fail to translate into
mass production (and thus high employment) industries here
as well as they do in Japan and elsewhere. The fragmentation
of America’s high-tech research into thousands of small
companies in Silicon Valley and elsewhere may be optimal for
innovation itself, but it is not optimal for mass

commercialization.
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 Indeed, it has the unfortunate side
effect of making it exceptionally easy for foreign companies
to buy up American innovations à la carte. Among other
things, this has helped make Japanese, rather than American,
companies the ultimate commercial beneficiaries of much
recent Pentagon-funded research.



A small American company named Ampex in Redwood
City, California, encapsulates everything that is wrong with
postindustrialism. This leading audio tape firm invented the
video cassette recorder in 1970 but bungled the transition to
mass production and ended up licensing the technology to the

Japanese.
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 It collected millions in royalties all through the
1980s and 1990s and employed a few hundred people. Its
licensee companies collected tens of billions in sales and
employed hundreds of thousands of people.

So when someone like self-described “radical free trader”
Thomas Friedman writes that “there may be a limit to the
number of good factory jobs in the world, but there is no limit

to the number of good idea-generated jobs in the world,”
239

(emphasis in the original) this is simply false.
240

 There is
nothing about the fact that ideas are abstract and the products
of factories concrete that causes there to be an infinite demand
for ideas. The limit on the number of idea-generated jobs is set
by the amount of money people are willing to pay for ideas
(either in their pure form or embodied in goods) because this
ultimately pays the salaries of idea-generated jobs.

The final killer of the postindustrial dream, of course, is
offshoring, as this means that even if capturing primarily
service industry jobs were a desirable strategy, America can’t
reliably capture and hold these jobs anyway. The caliber of
jobs being offshored—which started with fairly mundane jobs



such as call centers—is relentlessly rising. According to a
2007 study by Duke University’s Fuqua School of Business
and the consulting firm Booz Allen Hamilton:

 
Relocating core business functions such as product
design, engineering and R&D represents a new and
growing trend. Although labor arbitrage strategies
continue to be key drivers of offshoring, sourcing
and accessing talent is the primary driver of next-
generation offshoring…Until recently, offshoring
was almost entirely associated with locating and
setting up IT services, call centers and other business
processes in lower-cost countries. But IT outsourcing
is reaching maturity and now the growth is centered

around product and process innovation.
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Among sophisticated business functions, product
development, including software development, is now the
second-largest corporate function being offshored. Offshoring
of sophisticated white-collar tasks such as finance, accounting,
sales, and personnel management is growing at 35 percent per

year.
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 Meanwhile, despite a few individual companies
bringing offshored call centers back home, offshoring of call
centers and help desks continues to grow at a double-digit

pace.
243



It is no accident that, as noted in the Foreword, some of
America’s corporate elite are now starting to question
postindustrialism, about which they were utterly gung-ho only
a few years ago. In the February 2009 words of General
Electric’s chairman, Jeffrey Immelt:

 
I believe that a popular, 30-year notion that the U.S.
can evolve from being a technology and
manufacturing leader to a service leader is just
wrong. In the end, this philosophy transformed the
financial services industry from one that supported
commerce to a complex trading market that
operated outside the economy. Real engineering was

traded for financial engineering.
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Immelt has since argued that the U.S. should aim for
manufacturing jobs to comprise at least 20 percent of all jobs

—roughly double their current percentage.
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 Only a few
years ago, this idea would have been dismissed as an ignorant
and reactionary piece of central planning, especially if it had
not been proposed by a respected Fortune 500 CEO.

MANUFACTURING AMERICA’S DECLINE

 
The claims of an American manufacturing revival that surface



now and again are false. They are based on anecdotes,
massaged figures, and airbrushing out the dependence of
revived companies upon imported components. For example,
the much-heralded revival of the American TV industry based
on digital high-definition television (HDTV) never actually
happened, and Japanese manufacturers still dominate the

industry today.
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Even the vaunted Boeing aircraft company, the single
largest U.S. manufacturing exporter, has been relentlessly

hollowing itself out of real manufacturing for decades.
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Boeing and similar companies call this “systems integration.”
This sounds sophisticated, but doesn’t change the reality that
Boeing has been morphing into a “Lego brick” assembler of

European, Japanese, and increasingly Chinese components.
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For example, the entire composite wing—master key to
aircraft design because the wing determines the weight the rest
of the plane can carry—for the Boeing 787 is built in

Japan.
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 (By contrast, Boeing’s European Airbus competitor
by deliberate policy outsources no more than 35 percent of its

work.)
250

As also noted in the Foreword, Boeing has realized it got

burned by this strategy
251

 and is trying to bring more
manufacturing back inside the company and back to the U.S.
So much for inevitable globalization. But it remains to be seen



whether this emerging countertrend can reach fruition on its
own, or whether it is a cry of help from a corporate America
that has so badly damaged its competitive position with its
hollow-corporation strategy that it will need the help of tariff
walls to recover. (This is especially likely outside industries,
like aircraft, in which America is still relatively strong.)

Every few years there emerges an entire new industry, like
hybrid cars, which has no strong American players—“strong”
meaning not dependent on repackaging imported key

components or licensing foreign technology.
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 And because
America’s share of world production in “sunrise” industries
continues to drop, this problem is on track to get worse, not
better. For example, the U.S. invented photovoltaic cells, and
was number one in their production as recently as 1998, but
has now dropped to fifth behind Japan, China, Germany, and

Taiwan.
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 Of the world’s 10 largest wind turbine makers,

only one (General Electric) is American.
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 Over time, the
industries of the future inexorably become the industries of
the present, so this is a formula for automatic economic
decline.

The U.S. has been running a deficit in high technology since

2002.
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 We even run a deficit in high technology with

China,
256

 a nation that is supposedly specializing in low-end
manufacturing so we can specialize in the high end. But China



is rapidly climbing the industrial food chain. In 2009, it
exported $301 billion worth of electrical machinery and

equipment, but only $100 billion of apparel
257

 and a mere
$7.8 billion of that stereotypical item of “Chinese junk,”

toys.
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 As a result, whereas in 1989 only 30 percent of
America’s imports from China competed with high-wage
industries in the U.S., by 1999 that percentage had reached 50

percent, and it has risen further since then.
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 Chinese imports

now constitute 83 percent of our non-oil trade deficit
260

 and
over 100 percent of our deficit in technology (i.e., we run a

surplus against the rest of the world).
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America’s areas of industrial advantage, measured by what
we are a net exporter of, are few and shrinking: only aircraft,

aircraft parts, weapons, and specialized machine tools.
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 In
2007, the nation that put a man on the moon was a net

importer of spacecraft.
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 Given that many of these weapons
and machine tools are aviation-related, this means that
essentially all our net manufacturing exports are a legacy
effect of 60 years of Pentagon industrial policy. (We are
nonetheless told by free-market ideologues that industrial
policy can never work; more on that in Chapter Nine.)

Even our economic rivals are beginning to worry about our
health. Akio Morita, the late chairman of Sony, once accused



the U.S. of “abandoning its status as an industrial power.”
264

Our rivals have problems of their own, of course, but suffer
far less from deindustrialization than we do. Both Japan and
Germany have booming manufacturing exports. (Germany

was the world’s number one exporter as late as 2008.)
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Both employ a larger percentage of their workforce in
manufacturing. Both are high-wage nations, not sweatshop
dictatorships. What is their secret? To some extent, simply
more manufacturing-oriented business cultures. Also financial
systems more oriented to the long term by greater use of bank
debt rather than stock market equity, combined with devices
like cross-shareholdings to repel speculators seeking short-

term gains.
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 And more state investment in worker

training.
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 But also fundamental are Japan’s and the EU’s
non-tariff trade barriers, which have helped preserve their
economies against being hollowed out of manufacturing.

Many of these barriers are not actual laws, and thus lurk
below the surface to casual examination. For example, in the
words of William Greider of the liberal magazine The Nation:

 
In the European Union, supposedly liberalized by
unifying fifteen national markets, the countries had
more than seven hundred national restrictions on
import quantities, many of which were converted to
so-called voluntary restraints. The UK’s Society of



Motor Manufacturers and Traders maintained a
long-standing ‘gentlemen’s agreement’ with the
Japanese Automobile Manufacturers Association
that effectively limited Japanese cars to 11 percent of
the British market. France and Italy had tougher
restrictions. The EU periodically proclaimed its
intention to eliminate such informal barriers but,
meanwhile, it was tightening them. During the
recessionary conditions in late 1993, Japanese auto
imports to Europe were arbitrarily reduced by 18

percent.
268

 
Europe has other tricks up its sleeve, such as using
discretionary enforcement of antidumping laws to pressure
foreign companies into locating technology-intensive

functions in Europe.
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 And the EU has an institutional bias
towards reciprocal market-opening agreements with foreign

nations.
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 This all suggests that overt or covert protectionism
is a necessary part of any solution.

CURRENCY REVALUATION WON’T SAVE US

 
It is sometimes suggested that our trade problems will go
away on their own once currency values adjust. Bottom line?
A declining dollar will eventually solve everything. But even if



we assume currencies will eventually adjust, there are still
serious problems with just letting the dollar slide until our
trade balances.

For one thing, our trade might balance only after the dollar
has declined so much that America’s per capita GDP is lower,

at prevailing exchange rates, than Portugal’s.
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 A 50 percent
decline in the dollar from 2009 levels would bring us to this

level.
272

 How big a decline would be needed to balance our
trade nobody really knows, especially as we cannot predict
how aggressively our trading partners will try to employ
subsidies, tariffs, and non-tariff barriers to protect their trade
surpluses.

Dollar decline will write down the value of wealth that
Americans have toiled for decades to acquire. Ordinary
Americans do not care about the internationally denominated
value of their money per se; they will experience dollar
decline as a wave of inflation in the price of imported goods.
Everything from blue jeans to home heating oil will go up,
with a ripple effect on the prices of domestically produced

goods.
273

A declining dollar may even worsen our trade deficit in the
short run, as it will increase the dollar price of many articles
we no longer have any choice but to import, foreign
competition having wiped out all domestic suppliers of items
as prosaic as fabric suitcases and as sophisticated as the epoxy



cresol novolac resins used in computer chips.
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 (Of the
billion or so cellular phones made worldwide in 2008, not one
was made in the U.S.) Ominously, the specialized skills base
in the U.S. has been so depleted in some industries that even
when corporations do want to move production back, they
cannot do so at feasible cost.

Another problem with relying upon dollar decline to square
our books is that this won’t only make American exports
more attractive. It will also make foreign purchases of
American assets—everything from Miami apartments to
corporate takeovers—more attractive, too. As a result, it may
just stimulate asset purchases, if not combined with policies
designed to promote the export of actual goods.

A spate of corporate acquisitions by Japanese companies
was, in fact, one of the major unintended consequences of a
previous currency-rebalancing effort: the 1985 Plaza Accord
to increase the value of the Japanese Yen, which carries
important lessons for today. Combined with some stimulation
of Japan’s then-recessionary economy, it was supposed to
produce a surge in Japanese demand for American exports
and rectify our deficit with Japan, then the crux of our trade
problems. For a few years, it appeared to work: the dollar fell
by half against the yen by 1988 and after a lag, our deficit
with Japan fell by roughly half, too, bottoming out in the

recession year of 1991.
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 This was enough for political
agitation against Japan to go off the boil, and Congress and



the public seemed to lose interest in the Japanese threat. But
only a few years later, things returned to business as usual,
and Japan’s trade surpluses reattained their former size.
Japan’s surplus against the U.S. in 1985 was $46.2 billion, but

by 1993 it had reached $59.4 billion.
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 (It was $74.1 billion

in 2008 before dipping with the recession.)
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Relying on currency revaluation to rebalance our trade also
assumes that the economies of foreign nations are not rigged
to reject our exports regardless of their price in foreign

currency.
278

 Many nations play this game to some extent: the
most sophisticated player is probably still Japan, about which
former trade diplomat Clyde Prestowitz has written:

 
If the administration listed the structural barriers of
Japan—such as k eire tsu [conglomerates], tied
distribution, relationship-based business dealings,
and industrial policy—it had described in its earlier
report, it would, in effect, be taking on the essence of

Japanese economic organization.
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We cannot expect foreign nations to redesign their entire

economies just to pull in more imports from the U.S.
280

In any case, the killer argument against balancing our trade



by just letting the dollar fall comes down to a single word: oil.
If the dollar has to fall by half to do this, this means that the
price of oil must double in dollar terms. Even if oil remains
denominated in dollars (it is already de facto partly priced in
euros) a declining dollar will drive its price up. The U.S., with
its entrenched suburban land use patterns and two generations
of underinvestment in mass transit, is exceptionally ill-
equipped to adapt.

THERE IS NO FREE MARKET IN CURRENCIES

 
There is an even more fundamental problem with just waiting
for the free market to fix currency values: in reality, there is
no free market in currencies. The advantages to be gained by
manipulating a nation’s currency are simply too large for
governments to resist the temptation. For example, according
to the Automotive Trade Policy Council, Japan’s currency
manipulation gives its exporters a per-car advantage averaging
$4,000 and reaching up to $10,000 on high-end vehicles like

the Infiniti.
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China, currently the most notorious offender, manipulates
the exchange rate between its yuan and the dollar mainly by
preventing its exporters from using the dollars they earn as

they wish.
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 Instead, they are required to swap them for
domestic currency at China’s central bank, which then
“sterilizes” them by spending them on U.S. Treasury securities



(and increasingly other, higher-yielding, investments) rather
than U.S. goods. As a result, the price of dollars is propped up
by a demand for dollars which does not involve buying any
actual American exports. The amounts involved are
astronomical: as of 2008, China’s accumulated dollar-
denominated holdings amounted to $1.7 trillion, an

astonishing 40 percent of China’s GDP.
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 The China
Currency Coalition, a Washington lobby group, estimated in

2005 that the yuan was undervalued by 40 percent;
284

 past

scholarly estimates have ranged from 10 to 75 percent.
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Forcing China to stop manipulating its currency is

sometimes suggested as a solution.
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 The most recent effort
in this direction is the Currency Reform for Fair Trade Act of

2009.
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 This bill would make it official American policy to
deem China’s currency manipulation an illegal subsidy under
WTO rules, thereby claiming the right to apply countervailing
duties if China does not stop.

But this effort, though well-intentioned, is misguided.
Above all, China’s currency is manipulated relative to our
own only because we permit it, as there is no law requiring us
to sell China our bonds and other assets. We can, in fact, end
this manipulation at will. All we would need to do is bar
China’s purchases or tax them to death. This is roughly what
the Swiss did in 1972, when economic troubles elsewhere in



the world generated an excessive flow of money seeking
refuge in Swiss franc-denominated assets. This drove up the
value of the franc and threatened to make Swiss
manufacturing internationally uncompetitive. To prevent this,
the Swiss government imposed a number of measures to
dampen foreign investment demand for francs, including a
ban on the sale of franc-denominated bonds, securities, and

real estate to foreigners.
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 Problem solved.

If China’s currency manipulation is so harmful and easy to
stop, why haven’t we done something about it long ago?
Mainly because if China ever did stop bingeing on American
debt and assets, this would entail it ceasing to ship hundreds
of billions of dollars per year of (quite cheap, as it mostly gets
the low interest rate paid on government bonds) capital to the
U.S. If we didn’t then raise our abysmal savings rate to take
up the slack, this would sharply raise our interest rates, simply
by the operation of supply and demand for capital. So it is our
own inability to raise our savings rate that is the binding
constraint here, not anything China does or does not do. We
should indeed end China’s currency manipulation, but this is
something we must do for ourselves, not twist China’s arm to
do. Ironically, China is probably doing us a favor by not
giving in to our pressure until we are ready to handle the
consequences.

There is an even more fundamental question here. Why treat
floating exchange rates as an ideal in the first place? The tacit



presumption is built into the debate over exchange-rate
manipulation that the alternative is floating rates. (The idea
that the underlying problem is interference with the free
market appeals mightily to people ideologically committed to
free markets.) But, to be quite honest, what we really want
isn’t floating rates at all: it’s just manipulated rates more
advantageous to the U.S. There’s nothing wrong with this—
we have as much right to play the international economic
game for our own benefit as any other nation—but we
shouldn’t delude ourselves into thinking it’s a free-market
solution.

The reality? Our choice isn’t fixed vs. floating rates, it’s
fixed vs. manipulated. And if exchange rates are destined to
be manipulated no matter what, then going back to an explicit
fixed-rate system, like the Bretton Woods agreement discussed
in the previous chapter, might well be the best solution. Fixed
exchange rates are, in fact, precisely the outcome when
everybody manipulates their exchange rate, reaches a stand-
off, and codifies the result.

China must eventually stop manipulating its currency at
some point because the further the manipulated rate departs
from the rate that would otherwise prevail, the more expensive
this gets. The longer China keeps at it, the greater China’s
future loss because the size of China’s dollar-denominated
holdings, and their likely future drop in value, both grow.
Pegging the yuan to a declining dollar also raises inflation in



China by raising the price of imports, especially oil, and

encourages financial speculation.
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Yuan-dollar unpegging is already happening, albeit in very
small steps. China first started diversifying its reserve holdings
away from the dollar (which has this effect) in July 2005, and
from then until July 2008 allowed the yuan to rise from 8.28
to the dollar to 6.83, where it has since been held nearly
steady. Does this mean the problem will solve itself
automatically? No. For a start, the aforementioned
appreciation, while showcased by Beijing, is nominal
appreciation; after adjusting for inflation, the change was far

smaller: about two percent.
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 In any case, as Bush Treasury
Under Secretary for International Affairs David McCormick
put it in 2007, a more expensive yuan:

 
Will not provide a magic bullet for solving the
problems of American industries facing overseas
competition...We have already seen the resilience of

China's exporters to currency appreciation.
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This is so because Chinese currency manipulation is, of
course, only one facet of China’s low-cost strategy. The China
Price Project at the University of California at Irvine has

estimated its various components thus:
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Chinese Cost Advantages

Wages 39.4%

Subsidies 16.7%

Network Clustering
293 16.0%

Undervalued Currency 11.4%

Counterfeiting & Piracy 8.6%

Foreign Direct Investment 3.1%

Health & Safety Neglect 2.4%

Environmental Neglect 2.3%

Even if China did revalue its currency, it has enough other
tricks up its sleeve, in the form of non-tariff barriers, that it
could go on its merry way and still leave America with trade
almost as unbalanced as before. Protectionism doesn’t only
mean obvious policies like tariffs and quotas; it also includes
local content laws, import licensing requirements, and subtler
measures (some of them covert, hard to detect, or infinitely
disputable) such as deliberately quirky national technical
standards and discriminatory tax practices. And it includes
outright skullduggery such as deliberate port delays, inflated
customs valuations, selective enforcement of safety standards,



and systematic demands for bribes.
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 One study by the
Congressional Research Service identified 751 different types

of barriers to American exports worldwide.
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Critics who go the next logical step and demand that China
eliminate these covert trade barriers are unrealistic. Getting
foreign nations to change domestic policies for the benefit of
foreigners is a tricky matter even with polite liberal
democracies such as Canada. Expecting this to happen with
the authoritarian nationalists of Beijing is laughable. Even if
China’s protectionist policies actually hurt it—a repeated claim
of free traders—China’s government obviously doesn’t think
so, as it chooses to define its own national interest. And China
is a grandmaster of evading foreign economic pressure. It has
thwarted, for example, the market opening agreements it made
upon joining the World Trade Organization in 2001, often

honoring their letter while evading their spirit.
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The ongoing decline of the dollar, combined with recession,
has already produced a dip in our trade deficit in 2009, so we
may be fooled into thinking the problem is correcting itself.
But our trade balance also temporarily improved due to

recession in 1970, 1973, 1981, and 1991.
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 So we may yet
again decide to let our underlying problems continue to fester.
This is a false salvation to watch out for very carefully.



Chapter 4



Critiques of Free Trade to Avoid

 
Because free trade has so many flaws and causes so many
problems, it is tempting to throw at it every criticism we can
think of. After all, if it is wrong, why not? But this would be a
mistake. It would lead down time-wasting blind alleys,
undermine attempts to ignite fruitful debate on the issue, hand
free traders spurious arguments they can win, and ultimately
mislead the public about the right alternatives. Because, like it
or not, some of the most popular critiques of free trade in
circulation are mistaken.

Some such criticism has alienated itself from the political
mainstream that runs America by its openly anticapitalist,
socialist, or even anarchist character. This invites automatic
rejection by anyone who does not share its radical premises, as
few voters or people in power do. Such criticism can even be
counterproductive when it gives the public the impression that
only its premises constitute good grounds to reject free trade,
implying that anyone who does not share them should accept
it. That is when the sheer antics of radical critics don’t give
opposition to free trade a freakish image that forecloses
discussion with a snigger and a video clip of some teenager
with green hair smashing a Starbucks window. That kind of
radicalism certainly has its place in America (Boston Tea
Party, anyone?) but street theatre is only effective as part of an
overall strategy. The battle over free trade will be won or lost



in Middle America, not Greenwich Village.

Only an appeal to the self-interest of the average American
voter will shift policy. So it is best to avoid mushy complaints
like the idea that free trade is bad because it endorses a
materialistic way of life or an obsession with economic
efficiency. To some extent, of course, it may, and this is easy
to bundle into a feel-good package that connects to a lot of

other important issues.
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 But this is really a critique of
consumer society as a whole, which is not something
Congress can legislate out of existence. Free trade is.

Another idea to avoid is that imports as such are bad—an
easy attitude to slip into tacitly even if one does not literally
believe this. Imports constitute consumption, which we must
define as good if we embrace broadly shared prosperity and
thus a consumer society. We must, in fact, assume imports are
good to enable some of the most potent arguments against
free trade. For example, free trade can cause trade deficits, run
down a nation’s currency, make imports more expensive, and
thus reduce living standards. So the anti-free trade position
can actually be the pro-imports position in the long run! (This
especially should be pointed out when free traders act as if
they were defending the very concept of trade, as they often
do.) Nobody serious wants to turn the United States into

North Korea, which seals itself off from imports entirely.
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GO FOR THE JUGULAR: THE HARD ECONOMICS



 
Only destroying the credibility of the actual hard economics of
free trade will destroy the power of free traders, by destroying
their reputation for technocratic competence and the moral
high ground that flows from this in a technocratic society.
Therefore criticism of free trade must focus on the jugular
vein of its economics, not side issues like culture. These issues
are profoundly important in their own right, and naturally
emotionally vivid, but this doesn’t make them effective tools
for ending free trade. In public debate, what people tend to
take away from side-issue critiques is that if criticism of free
trade is about side issues, then the economics itself must make
sense. This is fatal, as most people naturally assume that the
economics of free trade should determine whether we continue
it. Side-issue critiques are also too easy for free traders to
respond to by offering non-trade-related interventions to fix
any given problem, combined with continued free trade
(which has been elevated to a formal ideal by economists like

arch-free trader Jagdish Bhagwati of Columbia University).
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For example, protection of movies and magazines is a
legitimate issue, but it is a cultural question that cannot be
settled on economic grounds either way. It is, however,
certainly illogical to demand that the world accept cultural
homogenization because the protection of local cultures
against Disneyfication interferes with free trade. Indeed it
does, but we don’t export weapons to our military enemies



(even when this might be profitable) because we recognize
that arms are not essentially economic in nature and therefore

ought not be governed by economic logic.
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 No economic
calculation can determine, for example, whether protecting a
separate Canadian film industry is a boon to Canadian culture
or just a subsidy for mediocre movies. That question, which is
a live issue under NAFTA, can only be settled by film critics
and audiences.

NO NEED FOR VILLAINS

 
If free trade is wrong, then it is coldly, factually wrong on its
merits, and turning it into a drama of innocents and villains is
unnecessary.

Sometimes the Third World is presented as an innocent
victim of a First World trying to use free trade to keep it
down. This view was expressed by the former Prime Minister
of Malaysia, the bigoted but not unintelligent Mahathir bin
Mohamad, thus:

 
Japan was developing at a time when the Western
countries did not believe that Eastern countries could
actually catch up with the West, so Japan was
allowed. And then, of course, later on, when Japan
appeared to be doing too well all the time, the yen
was revalued upwards in order to make Japan less



competitive. You can see that these are deliberate
attempts to slow down the growth in Japan... and
after that, of course, Southeast Asian countries, even
Malaysia, began to develop fast, and there seemed to
be a fear that Eastern countries might actually pose
a threat to Western domination, and so something

had to be done to stop them.
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Mahathir basically accuses the developed world of seeking to
lock in its present industrial advantage, leaving the rest of the
world supplying it raw materials and low-value industrial
scraps. Third World nations often (understandably) perceive
this as a rerun of colonialism.

But it is implausible that the First World is doing this. For a
start, if it has the control over the world economy Mahathir
imagines, then it should have succeeded by now. Yet Third
World giants like China and India surge ahead. It is also
unlikely that the First World corporations which actually
conduct international trade serve the interests of the nations in
which they are headquartered, as opposed to their own profits.
Economic, political, and technological power are just too
widely distributed in the world today for the literal fulfillment
o f Mahathir’s scenario, even if anyone seriously wanted it
(which is doubtful).

Sometimes the Third World is cast as the villain. But



whatever harm Third World nations like China have done to
America through trade, most has been due to our own
foolishness in embracing free trade. The protectionist America
of 1925 would have been barely scratched. Only a limited
amount consists of things, such as industrial espionage and
brand piracy, which really are inexcusable outright theft.
(These are a genuine problem: two-thirds of the American
computer software used in China is stolen, according to one

estimate,
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 and copyright theft there is estimated to cost the

U.S. $2.6 billion a year.)
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Another villain theory is that big corporations are evil—an
accusation heard at both extremes of the political spectrum,
though the Right tends to use words like “treasonous.” But
corporations don’t behave as they do because they are evil (or
disloyal). They behave as they do because the rules they
operate under make certain behavior profitable. If free trade is
legal, we should not get morally indignant when corporations
fire their high-cost American workforces and move
production overseas. We should change the rules that allow

this.
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 Competitive pressures force even corporations that
would rather not act this way—they certainly exist—to go
along.

FAIR TRADE IS NOT ENOUGH

 
The idea of fair trade is very appealing. Unfortunately, it will



be only a small part of any trade solution. Fair trade in goods
like coffee is a fine thing because there exists a clear idea of
unfair practices in how coffee importers treat coffee farmers
and how to avoid them. That sort of fair trade basically
consists in First World consumers voluntarily not using the
full strength of their bargaining position with Third World
producers. This is admirable. But fair trade embraces less than
one percent of trade in cocoa, tea and coffee, so it will have a

small impact for the foreseeable future.
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Can the idea scale? Perhaps. But there is currently a huge
sandbag blocking it from further acceptance: mainstream
economics holds that it is largely futile or counterproductive.
For example, it holds that the price supports implied by fair
trade encourage overproduction and drive down the price for
other growers. So this economics must carefully be picked
apart, using its own conceptual vocabulary, before fair trade
can even get a decent hearing outside those already committed
to it.

The more important meaning of fair trade concerns issues
like what is the fair share for U.S. firms in the Chinese airliner
market? Because the greater share of America’s trade
problems concerns products like airliners, not coffee. These
high-tech, high-value products are decisive for U.S. trade
performance and will be the main objects of any future
American industrial policy. These products are what American
jobs will depend on.



Unfortunately, the concept of fairness is a political
minefield. A political coalition strong enough to abolish free
trade will need support on both sides of the aisle, and these
sides disagree about what is fair every day. This problem is
even worse when foreign societies are involved (as they must
be in trade) because different societies define fairness
differently. The Japanese, for example, consider it unfair to

lay off workers in a recession.
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 Many European countries
consider America’s antiunion “right to work” laws unfair. As
former trade diplomat Clyde Prestowitz has pointed out:

 
Because the law assumes that American-style
capitalism and laissez-faire international trade are
not only good but morally right, it implicitly defines
deviations from such a system as ‘unfair.’ There is
no provision for the possibility of a different system
or for dealing with problems that arise not out of
unfairness but from the grinding together of systems

that simply do not mesh well.
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As a result, appealing to fairness to resolve trade disputes, or

judging foreign actions by a standard of fairness, is unlikely to
solve anything. For example, there is no particularly good
reason why currency manipulation should be considered
“unfair.” Currency manipulation is a tactic, and while the U.S.



should certainly fight back to restore advantageous currency
values, this is about protecting the national economic interest,
not ethical justice per se.

Fairness isn’t even a particularly meaningful concept in
much of trade economics, which turns on technicalities like
capital flows and economies of scale. And fairness isn’t the
objective of trade policy for the most part, anyhow. Prosperity
(of ourselves or others) is. Decent people naturally hope these
will coincide, but one can’t just a priori assume this. China’s
authoritarianism, for example, is morally objectionable in a
dozen different ways, but it has raised the living standards of
the Chinese. If prosperity is what we want, then we need to
admit that prosperity is what we’re after (subject to whatever
ethical constraints we believe in).

It is similarly pointless to argue whether America’s trade
mess is the “fault” of foreign nations or ourselves. Realism
demands that we assume foreign nations will take advantage
of any opportunities we put before them. And even if
foreigners really are to blame sometimes, we don’t have
control over their actions; we have control over our own.

FORGET A LEVEL PLAYING FIELD

 
The common plaint that “all we want is a level playing field”
is just another way of asking for fair trade. A true level
playing field would require not just equal rules for



international trade, but also that nations have the same
domestic economic policies, as these can also confer an export
advantage. There are literally thousands of places in an
economy where export subsidies can be hidden, from the
depreciation schedules of the tax code to state ownership of
supplier industries, land use planning, credit card laws, non-
performing loans, cheap infrastructure, and tax rebates. So a
true level playing field would require America to supervise the
domestic policies of foreign nations, which is obviously not
feasible. Even if we reach agreements on paper to end these
subsidies, we still have to enforce these agreements on the
ground.

Foreign governments often face strong domestic political
pressures to keep such subsidies in place even when they want
to strike a deal with the U.S. to eliminate them. China, for
example, is full of effectively bankrupt state-owned
companies that can’t be allowed to collapse for fear of
unleashing a tidal wave of unemployment. In other nations,
subsidies are products of the day-to-day political bargaining
that goes on in every country as governments buy political
support and buy off opposition, so eliminating subsidies just
to keep America happy would risk unraveling the balance of
power. Our own difficulties abolishing unjustified agricultural
subsidies illustrate just how hard it is to repeal entrenched
subsidies.

Level playing fields tilt the other way, too: Americans tend



not to realize how many subsidies our own economy contains.
But judging by the same standards the Commerce Department

applies to foreign nations, they are legion.
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 Agricultural
subsidies are just the beginning, and already a flashpoint of
international trade disputes. (They basically scuttled the Doha
round of WTO talks in 2008.) But there are thousands of
others, ranging from the Import-Export Bank (cheap loans for
exporters) to the Hoover dam (cheap electricity). And that is
just on the federal level; states and localities constantly bid
subsidies against each other to attract businesses. Every tax
credit, from R&D and worker training on down, subsidizes
something, and if that something is exported, then it
constitutes an export subsidy. So unless we are prepared to
have foreign bureaucrats pass judgment on all these policies,
subsidies both here and abroad are unavoidable and a true
level playing field is impossible. And if a level playing field is
impossible, then no free-market solution will ever balance
trade, and balanced trade will have to be some kind of
managed trade.

LABOR STANDARDS ARE NOT ENOUGH

 
Trying to solve the problems of free trade by going after low
foreign labor standards is understandable. The AFL-CIO not
unreasonably asserted in 2004 that China’s repression of labor

rights gives its exporters a 43 percent cost advantage.
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Chinese workers are denied the right to form unions, are often
paid less than China’s own very low minimum wage, and are
denied overtime pay. And if they really get out of line, there is
always China’s network of laogai (“reform through labor”)
prison camps—which conveniently supply slave labor for the

manufacturing of goods for export.
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But if free trade is bad for labor, then we should end it, not
patch it up, as its fundamental economic defects are too
profound for a few labor agreements to fix. These agreements
are worth having, as they will (if actually enforced) improve
matters somewhat, but they are not the fundamental solution.
As United Steelworkers president Leo Gerard puts it:

 
The fact of the matter is you can’t fix NAFTA by
putting in environmental rights and labor rights and
pretending that will fix it. In fact, Canada’s
environmental and labor standards are higher than
America’s. Mexico’s are also higher, but they’re not

enforced.
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Another problem with using trade as leverage to raise

foreign labor standards is that some nations with lower labor
standards than the U.S. are democracies, so this amounts to
telling foreign nations that they don’t have the right to set their
own labor laws. Imagine if nations like Ger-many and



Sweden, where unions enjoy rights undreamed of in the U.S.,
such as guaranteed board representation, were to demand that
Alabama, Texas, and similar states rescind their right-to-work
laws as a prerequisite for being allowed to export to the EU!
And what about poor countries where unions are legal, like
India? Reasonable labor rights there haven’t changed the fact
that wages are still desperately low.

A RACE TO THE BOTTOM?

 
The notorious “race to the bottom,” in which free trade causes
the lowest standard in the entire world for wages, working
conditions, or environ-mental protection to become the global
norm, is a half-truth that needs to be carefully untangled.

The good news is that it is highly unlikely that free trade
will ever literally cause the world’s lowest standard for wages,
worker rights, or environmental protection to become the
world standard. While there are indeed pressures in that
direction, there are also considerable countervailing pressures.
If there weren’t, South Korea would still be poorer than

Zambia, as it was as recently as 1970.
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 And if a small and
relatively powerless nation like South Korea can buck this
tide, then America certainly can—if we play our cards

correctly, which we have not been doing.
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 This is the real
scandal: not that we have been caught in a hopeless situation,
but that we have failed to cope with a situation we should have



been able to manage reasonably well.

Free trade certainly generates downward pressure on wages
for most Americans, but it is vanishingly unlikely ever to
reduce American wages to present Chinese levels. Among
other things, 70 percent of America’s economy is in industries
(from restaurants to government) that are not internationally

traded.
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 So the vast majority of our economy has no direct
exposure to international trade. Since average wages are

determined by average productivity
316

 and nothing low-wage
foreigners do can reduce productivity in the nontraded parts

of our economy,
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 there is no plausible way the entire
American economy can be dragged down through trade alone.

The economic mechanism implied by the idea of a race to
the bottom is real, but not infinitely powerful. Standards don’t
automatically hit bottom simply because one country has
lower standards. That country also has to be a sufficiently
successful competitor to push countries with higher standards
out of the industry in question. So if countries with higher
standards have a productivity advantage, a quality advantage,
or some other factor balancing the cost of their higher

standards, the lower standard won’t win out.
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 It is success
or failure in bringing these countervailing factors together that
determines the fate of advanced economies like the U.S.;
industrial policy (which we will look at in Chapter Nine) is
about doing precisely that.



The industrial sectors in which a race to the bottom really
does occur are generally low-value sectors where most of the
cost of production is un-skilled or semiskilled labor. These are
intrinsically low-wage industries that are of little value to
American workers, simply because they don’t pay the kind of
wages it takes to live in a developed country. The far bigger
problem is America’s eroding global position in high skill,
high-wage industries—a race we are losing largely to other
developed nations.

It is definitely a mistake to reduce all of America’s trade
problems to cheap foreign labor. Cheap labor would indeed
explain our problems with China, India, and the rest of the
developing world, but it cannot explain our huge deficits with
other high-wage countries such as Japan ($74.1 billion in

2008)
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 and the EU ($95.8 billion).
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 If trade were merely
about cheap labor, Bangladesh and Burundi would dominate
the world economy.

Note, as a corollary to the above, that because most of our
economy is nontradable, weak domestic productivity growth
has actually done America more harm in recent decades than
free trade. Turning free trade into a catch-all explanation for
all our economic problems will draw attention away from
needed solutions to our other economic defects. Foreign
competition must not become an excuse for all of our
economic failures from short-termist finance to bad secondary
education and crumbling infrastructure.



FREE TRADE DOESN’T GUT GOVERNMENT

 
Another popular half-truth is that free trade guts government
by destroying its ability to tax. But the hard fact is that over
the 1965-2006 period of increasingly free trade, government
revenue has simply not fallen in any of the advanced
economies. The table below tells the story.

 

Tax Revenue as a Percentage of GDP
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Country 1965 1980 1990 2000 2006
Change

1965-2006

US 24.7% 27.0% 26.7% 29.6% 28.0% +3.3%

Japan 18.3% 25.1% 30.1% 27.1% 27.9% +9.6%

Germany 31.6% 37.5% 35.7% 37.9% 35.6% +4.0%

France 34.5% 40.6% 43.0% 45.3% 44.2% +9.7%

Italy 25.5% 30.4% 38.9% 42.0% 42.1% +16.6%

UK 30.4% 35.2% 36.8% 37.4% 37.1% +6.7%

Canada 25.6% 30.7% 35.9% 35.8% 33.3% +7.7%

Denmark 29.9% 43.9% 47.1% 48.8% 49.1% +19.2%

Sweden 35.0% 47.5% 53.6% 54.2% 49.1% +14.1%



Australia 21.9% 27.4% 29.3% 31.5% 30.6% +8.7%

So whatever else increasingly free trade has been doing,
withering away the state has not been it. Neither has the tax
burden shifted from corporations: developed nations’ average
taxation of corporate income rose from 2.2 percent of GDP to

3.5 percent over the 1965-2004 period.
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But isn’t it axiomatic that higher taxes render nations less
competitive, something they cannot afford now that free trade
enables their economic bases to pack up and flee elsewhere?
Doesn’t the state wear a “golden straitjacket,” as they say,

these days?
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 Yes and no. Above all, taxes are not in
themselves an economic drag, as the people and corporations
that pay them get something back: public services. It is the
cost-benefit relationship that determines the competitiveness of
a nation’s tax regime, not the cost alone. Incompetent public
services, misguided social programs, and military adventures
unrelated to real national security needs indeed impose an
economic burden. But taxes well spent do not. A weak welfare
state certainly does not confer an export advantage, as
comparison between the United States and the European
Union makes clear: the relatively spartan U.S. is running the
huge trade deficit, not the relatively generous EU

Unwise government spending indeed makes a population
poorer by wasting its money. It undermines incentives for



work and investment. High-tax countries where taxes are
badly spent, such as Britain, have indeed damaged their
quality of life. But they remain roughly as internationally
competitive as they otherwise would be. This logic breaks
down at the extremes, but is valid within the range of taxation
present in most major countries. It is simply not the case that
high-tax countries where taxes are well spent, like Sweden, are
internationally uncompetitive, according to the standard

rankings.
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Even when taxes are misspent, the cost appears to come
mostly out of the hide of the taxpayer and the vitality of the
domestic economy, not out of the economy’s international
competitive position. It is easy enough to see why. If taxes get
too high in Britain and London banks try to charge more in
order to compensate, their foreign customers can take their
business elsewhere far more easily than London bankers can
pack up and move. So bankers will have to shave their own
salaries, rather than raise their fees, to pay the tax; the cost of
excessive taxation tends to get shifted to the least-mobile
party.

Among advanced industrial nations, the more open
economies, where trade is a higher percentage of GDP,

actually have more welfare spending, not less.
325

 This
suggests that the welfare state is a needed buffer for people
coping with an open economy and, conversely, that the
welfare state may actually advance rather than retard trade



openness. (This also makes free trade, contrary to the
ideological predilections of many of its promoters, an enlarger

rather than reducer of big government.)
326

FREE TRADE WON’T AMERICANIZE THE WORLD

 
It has often been suggested—if less frequently as America has
economically declined in recent years—that free trade will
Americanize the rest of the world’s economies. But it won’t.
Free trade can only cause diverse economies to converge on a
single model, American or otherwise, if its underlying
economics implies that one economic model is always best.
But as we shall see, the same insights that enable us to grasp
why free trade isn’t always best also imply that no single

domestic economic model is always best, either.
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 The world
will not converge on the American variety of capitalism
simply because it is unlikely to converge on any single
variety. The only caveat is the basic fact that all developed
nations, whatever their ideological rhetoric, are mixed
capitalist-socialist economies with public sectors between a

quarter and a half of GDP.
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This doesn’t mean that all the different national varieties of
capitalism are destined to be equally successful. They aren’t
now, and won’t be in future. But it does mean that a great
many of them will be sufficiently successful that foreign
competitive pressures will not be strong enough to force them



to change. American, Chinese, Japanese, Russian, German,
Brazilian, and United Arab Emirates capitalism are
meaningfully different. They will remain so. It is emphatically
not the case that, in the words of one celebrated commentator,

“today there is only free-market vanilla and North Korea.”
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Economic diversity will remain a fact of life.

In fact, given the mess the U.S. is sliding into, the American
version of capitalism will probably increasingly be viewed
abroad as a cautionary tale and as a paradigm of what not to
do. The global economy will probably de-Americanize
somewhat as our closer imitators, such as Canada, Australia
and the UK, drift away from us and towards more successful
models visible in Continental Europe and East Asia.

HOW NOT TO END FREE TRADE

 
Any future protectionist policies must work well in practice if
they are to endure. So they must avoid the mistakes of past
protectionist measures, many of which have been
counterproductive.

For example, the Voluntary Restraint Agreement (VRA)
between the U.S. and Japan on automobiles (official from
1981 to 1994 and since continued unilaterally by Japan) is a
case study in how not to end free trade. Despite its popularity
—it cost consumers billions, ultimately failed to save the
American auto industry, but attracted little opposition—this



agreement was a mess.

The VRA’s most obvious mistake was to limit the number
of cars imported, but not their value. The result was that Japan
indeed limited their number, but moved upmarket and started
exporting more expensive cars. As the ability of the American
auto industry to provide jobs is not a function of the number
of cars it makes, but of the amount of money they bring in,
this was counterproductive.

A quota is also the worst kind of protectionism from the
taxpayer’s point of view. Any barrier to imports—quotas,
tariffs, voluntary restraints, closed distribution networks—
raises the price of the imported product and its domestic
substitutes. But a tariff puts much of the price increase into the
taxpayer’s pocket. On the other hand, a quota puts it into the
hands of the foreign producer. So in effect, the VRA was
legalized price-fixing for the Japanese auto industry! This
price-fixing then raised that industry’s profitability, enabling it
to plow even more money into R&D aimed at surpassing
American producers. (This effect was intensified by the fact
that the VRA raised the price of Japanese cars, which were de
facto rationed, more than the price of American cars, which

were not.)
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The VRA also did nothing to ensure wise use of the
increased revenues it handed to the U.S. auto industry by
increasing its market share and enabling it to raise prices (by



an average of $659 in 1984).
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 All possible uses of revenue
are not equal in their value to an industry’s long-term health.
It can go to increased profits, increased capital investment,
increased wages, or some combination of these. As it
happened, most went to immediate profits and wages, not

investment, the key to the industry’s long-term future.
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Twenty-five years later, the industry is paying the price, with
Chrysler and General Motors having passed through
bankruptcy and Ford having avoided it only by using the
threat thereof to extract concessions from its unions and
suppliers. In 2008, Toyota broke GM’s 77-year reign as the
world’s largest automaker.

The intent (and effect) of the VRA was to relocate
automobile production, be it by the Big Three or foreign
producers, to the United States. Unfortunately, so-called
transplants, the U.S. factories of German, Japanese, and
Korean companies, are a problematic solution. (There are now

17 in the U.S.)
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 While they do move production jobs to the
U.S., they leave most design jobs at home. Transplant-made
cars also have a much heavier dependence on imported parts:
the average domestic content of the Big Three is 79 percent,

but transplants average only 63 percent.
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 Transplants also
undermine the ability of any future tariff to revive an
autonomous American auto industry, as foreign producers are
now entrenched inside any future tariff wall.



POSITIVE STRATEGY VS. BAND-AIDS

 
It is important to avoid calling for protectionism merely to
save dying industries. In recent decades, protectionists have
reliably fretted about these industries, rarely about the harm
free trade does to still healthy ones, and almost never about
industries that free trade prevented America from developing
in the first place. But trying to keep a primitive labor-intensive
industry in the U.S. by protecting it (and perhaps stuffing it
with subsidized investment) will just squander money that
would have been better spent defending an industry in which
America has a fighting chance. Or breaking into an entirely
new “sunrise” industry. All over America, there are people
stocking shelves at Walmart for $8 per hour who could have
been HDTV manufacturing technicians at perhaps double

that.
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 (This industry doesn’t exist in the U.S., so we don’t
know what their wages would be, but we can guess by
looking at other industries that require comparable skill

sets.)
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 These people don’t know who they are, so they don’t
complain about it, but they are just as big a part of our trade
problem as the outright unemployed.

Most of the benefits of protectionism center on winning
tomorrow’s industries and keeping today’s from falling into
trouble, not on rescuing industries already dying. Centering
protectionism on dying industries is like lecturing a heart



attack victim lying in an ambulance on diet and exercise.
Better than nothing, but still suboptimal. Industries in trouble
are often (not always, as free traders claim) industries in which
high-wage nations like the U.S. are becoming intrinsically
uncompetitive, and which we quite rightly should be
shedding.

Protectionism cannot protect every job in America, even if
this is the natural promise that tends to get made in the
political arena. Even if we could, this would not be a rational
objective, as keeping every existing job would mean that the
workers in them could not be upgraded to better jobs over
time—which is what we should want. And even if everyone
can’t upgrade to a better job, the natural progression of
industry life cycles means that no job will last forever. There
is no future for VCR factories, even if this was a sunrise
industry in 1978. As a result, an effective defense of the U.S.
industrial base will be a rolling defense, not a static one.



PART II

 



THE REAL



ECONOMICS



OF TRADE



Chapter 5



Ye Olde Theory of Comparative
Advantage

 
The theory explained in this chapter is false. It is the 192-year-
old theory of comparative advantage, invented by David
Ricardo in 1817. Ricardo was a London stockbroker, self-
made millionaire, and Member of Parliament who turned
economist after reading Adam Smith’s famous The Wealth of
Nations on holiday. It dates from a time when most of
America was wilderness, railroads were an experimental
technology, doctors still used leeches, and veterans of the
American Revolution walked the streets of Philadelphia. The
quickest route between the United States and China was by
clipper ship, which took well over two months. Trade with
Japan, however, was impossible, as the country had been
sealed off from the outside world by the Shogun in 1635 and
would wait another 37 years for Commodore Perry to open it
up. Great Britain was the world’s largest manufacturer and
trading nation. World economic output was about one half of

one percent of what it is today.
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 International trade was

approximately three percent of that output,
338

 in comparison

with today’s 26 percent.
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It is, however, absolutely necessary that we understand this
quaint and unreliable theory because to this day it remains the



core of the case for free trade. All the myriad things we are
told about why free trade is good for us are boiled down to
hard economics and weighed against the costs by this single
theory and its modern ramifications. The rest is details and
politics. If this theory is true, then no matter how high the
costs of free trade, we can rely upon the fact that somewhere
else in our economy, we are reaping benefits that exceed them.
If it is false, we cannot. Free traders admit this, for although
other theories of trade exist, their normative content is

Ricardian.
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 The battle over Ricardo is therefore decisive.

ABSOLUTE VS. COMPARATIVE ADVANTAGE

 
To understand comparative advantage, it is best to start with
its simpler cousin absolute advantage. The concept of absolute
advantage simply says that if some foreign nation is a more
efficient producer of some product than we are, then free trade
will cause us to import that product from them, and that this is
good for both nations. It is good for us because we get the
product for less money than it would have cost us to make it
ourselves. It is good for the foreign nation because it gets a
market for its goods. And it is good for the world economy as
a whole because it causes production to come from the most
efficient producer, maximizing world output.

Absolute advantage is thus a set of fairly obvious ideas. It is,
in fact, the theory of international trade most people



instinctively hold, without recourse to formal economics, and
thus it explains a large part of public opinion on the subject. It
sounds like a reassuringly direct application of basic capitalist
principles. It is the theory of trade Adam Smith himself

believed in.
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It is also false. Under free trade, America observably
imports products of which we are the most efficient producer
—which makes absolutely no sense by the standard of
absolute advantage. This causes complaints like conservative
commentator Patrick Buchanan’s below:

 
Ricardo’s theory...demands that more efficient
producers in advanced countries give up industries
to less efficient producers in less advanced
nations...Are Chinese factories more efficient than

U.S. factories? Of course not.
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Buchanan is correct: this is precisely what Ricardo’s theory
demands. It not only predicts that less efficient producers will
sometimes win (observably true) but argues that this is good
for us (the controversy). This is why we must analyze trade in
terms of not absolute but comparative advantage. If we don’t,
we will never obtain a theory that accurately describes what
does happen in international trade, which is a prerequisite for
our arguing about what should happen—or how to make it



happen.

The theory of comparative advantage has an unfortunate

reputation for being hard to understand,
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 but at bottom it
simply says this:

 
Nations trade for the same reasons people do.

 
And the whole theory can be cracked open with one simple
question:

 
Why don’t pro football players mow their own lawns?

 
Why should this even be a question? Because the average
footballer can almost certainly mow his lawn more efficiently
than the average professional lawn mower. The average
footballer is, after all, presumably stronger and more agile
than the mediocre workforce attracted to a badly paid job like
mowing lawns. If we wanted to quantify his efficiency, we
could measure it in acres per hour. Efficiency (also known as
productivity) is always a matter of how much output we get
from a given quantity of inputs, be these inputs hours of
labor, pounds of flour, kilowatts of electricity, or whatever.

Because the footballer is more efficient, in economic
language he has absolute advantage at mowing lawns. Yet



nobody finds it strange that he would “import” lawn-mowing
services from a less efficient “producer.” Why? Obviously,
because he has better things to do with his time. This is the key
to the whole thing. The theory of comparative advantage says
that it is advantageous for America to import some goods
simply in order to free up our workforce to produce more-
valuable goods instead. We, as a nation, have better things to
do with our time than produce these less valuable goods. And,
just as with the football player and the lawn mower, it doesn’t
matter whether we are more efficient at producing them, or the
country we import them from is. As a result, it is sometimes
advantageous for us to import goods from less efficient
nations.

This logic doesn’t only apply to our time, that is our man-
hours of labor. It also applies to our land, capital, technology,
and every other finite resource used to produce goods. So the
theory of comparative advantage says that if we could produce
something more valuable with the resources we currently use
to produce some product, then we should import that product,
free up those resources, and produce that more valuable thing
instead.

Economists call the resources we use to produce products
“factors of production.” They call whatever we give up
producing, in order to produce something else, our
“opportunity cost.” The opposite of opportunity cost is direct
cost, so while the direct cost of mowing a lawn is the hours of



labor it takes, plus the gasoline, wear-and-tear on the machine,
et cetera, the opportunity cost is the value of whatever else
these things could have been doing instead.

Direct cost is a simple matter of efficiency, and is the same
regardless of whatever else is going on in the world.
Opportunity cost is a lot more complicated, because it depends
on what other opportunities exist for using factors of
production. Other things being equal, direct cost and
opportunity cost go up and down together, because if the time
required to mow a lawn doubles, then twice as much time
cannot then be spent doing something else. As a result, high
efficiency tends to generate both low direct cost and low
opportunity cost. If someone is such a skilled mower that they
can mow the whole lawn in 15 minutes, then their opportunity
cost of doing so will be low because there’s not much else
they can do in 15 minutes.

But other things are very often not equal, because alternative
opportunities vary. The opportunity cost of producing
something is always the next most valuable thing we could
have produced instead. If either bread or rolls can be made
from dough, and we choose to make bread, then rolls are our
opportunity cost. If we choose to make rolls, then bread is.
And if rolls are worth more than bread, then we will incur a
larger opportunity cost by making bread. It follows that the
smaller the opportunity cost we incur, the less opportunity we
are wasting, so the better we are exploiting the opportunities



we have. Therefore our best move is always to minimize our
opportunity cost.

This is where trade comes in. Trade enables us to “import”
bread (buy it in a store) so we can stop baking our own and
bake rolls instead. In fact, trade enables us to do this for all the
things we would otherwise have to make for ourselves. So if
we have complete freedom to trade, we can systematically
shrug off all our least valuable tasks and reallocate our time to
our most valuable ones. Similarly, nations can systematically
shrink their least valuable industries and expand their most
valuable ones. This benefits these nations and under global
free trade, with every nation doing this, it benefits the entire
world. The world economy and every nation in it become as
productive as they can possibly be.

Here’s a real-world example: if America devoted millions of
workers to making cheap plastic toys (we don’t; China does)
then these workers could not produce anything else. In
America, we (hopefully) have more-productive jobs for them
to do, even if American industry could hypothetically grind
out more plastic toys per man-hour of labor and ton of plastic
than the Chinese. So we’re better off leaving this work to
China and having our own workers do more-productive work
instead.

This all implies that under free trade, production of every
product will automatically migrate to the nation that can
produce it at the lowest opportunity cost—the nation that



wastes the least opportunity by being in that line of business.
The theory of comparative advantage thus sees international
trade as a vast interlocking system of tradeoffs, in which
nations use the ability to import and export to shed
opportunity costs and reshuffle their factors of production to
their most valuable uses. And (supposedly) this all happens
automatically, because if the owners of some factor of
production find a more valuable use for it, they will find it
profitable to move it to that use. The natural drive for profit
will steer all factors of production to their most valuable uses,
and opportunities will never be wasted.

It follows that any policy other than free trade (supposedly)
just traps economies producing less-valuable output than they
could have produced. It saddles them with higher opportunity
costs—more opportunities thrown away—than they would
otherwise incur. In fact, when imports drive a nation out of an
industry, this must actually be good for that nation, as it means
the nation must be allocating its factors of production to
producing something more valuable instead. (If it weren’t
doing this, the logic of profit would never have driven its
factors out of their former uses.) In the language of the theory,
the nation’s “revealed comparative advantage” must lie
elsewhere, and it will now be better off producing according
to this newly revealed comparative advantage.

QUANTIFYING COMPARATIVE ADVANTAGE

 



Let’s quantify comparative advantage with an imaginary
example. Suppose an acre of land in Canada can produce

either 1 unit of wheat or 2 units of corn.
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 And suppose an
acre in the U.S. can produce either 3 units of wheat or 4 units
of corn. The U.S. then has absolute advantage in both wheat
(3 units vs. 1) and corn (4 units vs. 2). But we are twice as
productive in corn and thrice as productive in wheat, so we

have comparative advantage in wheat.
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Importing Canadian corn would obviously enable us to
switch some of our corn-producing land to wheat production
and grow more wheat, while importing Canadian wheat would
enable us to switch some of our wheat-producing land to corn
production and grow more corn. Would either of these be
winning moves? Let’s do some arithmetic.

Every 3 units of wheat we import will free up 1 acre of our
land because we will no longer need to grow those 3 units
ourselves. We can then grow 4 units of corn on that acre. But
selling us that wheat will force Canada to take 3 acres out of
corn production to grow it, so it will cost Canada 3 × 2 = 6
units of corn. Canadians obviously won’t want to do this
unless we pay them at least 6 units of corn. But this means
we’d have to pay 6 units to get 4. So no deal.

What about importing Canadian corn? Every 4 units of corn
we import will free up 1 acre of our land, on which we can
then grow 3 units of wheat. Selling us those 4 units will force



Canada to take 4 ÷ 2 = 2 acres out of wheat production,
costing Canada 2 × 1 = 2 units of wheat. So we can pay the
Canadians what it costs them to give us the corn (2 units of
wheat) and still come out ahead, by 3–2 = 1 unit of wheat. So
importing Canadian corn makes economic sense. And not
only do we come out ahead, but because the world now
contains one more unit of wheat, it’s a good move for the
world economy as a whole, too.

The fundamental question here is whether America is better
off producing corn, or wheat we can exchange for corn.
Every nation faces this choice for every product, just as every
individual must decide whether to bake his own bread or earn
money at a job so he can buy bread in a store (and whether to
mow his own lawn or earn money playing football so he can
hire someone else to mow it). The entire theory of
comparative advantage is just endless ramifications of this

basic logic.
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The above scenario all works in reverse on the Canadian
side, so it benefits Canada, too. Free traders generalize this
into the proposition that free trade benefits every trading
partner and applies to every product and factor of

production.
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 As the late Paul Samuelson of MIT explains it,
using China as the trading partner:

 
Yes, good jobs may be lost here in the short run. But



still total U.S. net national product must, by the
economic laws of comparative advantage, be raised in
the long run (and in China, too). The gains of the
winners from free trade, properly measured, work

out to exceed the losses of the losers.
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 (Emphasis in
original.)

 
LOW OPPORTUNITY COSTS EQUALS POOR
NATION

 
Note that the opportunity cost of producing a product can

vary from one nation to another even if the two nations’ direct
costs for producing the product are the same. This is because
they can face different alternative uses for the factors of
production involved. So having a low opportunity cost for
producing a product can just as easily be a matter of having
poor alternative uses for factors of production as having great
efficiency at producing the product itself.

This is where underdeveloped nations come in: their
opportunity costs are low because they don’t have a lot of
other things they can do with their workers. The visible form
this takes is cheap labor, because their economies offer
workers few alternatives to dollar-an-hour factory work. As
Jorge Castañeda, Mexico’s former Secretary of Foreign
Affairs and a NAFTA critic, explains it:



 
The case of the auto industry, especially the Ford-
Mazda plant in Hermosillo, Mexico, illustrates a
well-known paradox. The plant manufactures
vehicles at a productivity rate and quality
comparable or higher than the Ford plants in
Dearborn or Rouge, and slightly below those of
Mazda in Hiroshima. Nevertheless, the wage of the
Mexican worker with equal productivity is between

20 and 25 times less than that of the U.S. worker.
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The plants in the U.S. and Japan are surrounded by advanced
economies containing many other industries able to pay high
wages. So these plants must match these wages or find no
takers. The plant in Mexico, on the other hand, is surrounded
by a primitive developing economy, so it only needs to
compete with low-paid jobs, many of them in peasant
agriculture. As a result, the productivity of any one job does
not determine its wage. Economy-wide productivity does.
This is why it is good to work in a developed country even if
the job you yourself do, such as sweeping floors, is no more
productive than the jobs people do in developing countries.

If wages, which are paid in domestic currency, don’t
accurately reflect differences in opportunity costs between
nations, then exchange rates will (in theory) adjust until they
do. So if a nation has high productivity in most of its



internationally traded industries, this will push up the value of
its currency, pricing it out of its lowest-productivity industries.
But this is a good thing, because it can then export goods from
higher-productivity industries instead. This will mean less
work for the same amount of exports, which is why advanced
nations rarely compete in primitive industries, or want to. In
1960, when Taiwan had a per capita income of $154, 67
percent of its exports were raw or processed agricultural
goods. By 1993, when Taiwan had a per capita income of
$11,000, 96 percent of its exports were manufactured

goods.
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 Taiwan today is hopelessly uncompetitive in
products it used to export such as tea, sugar and rice. Foreign
competition drove it out of these industries and destroyed
hundreds of thousands of jobs. Taiwan doesn’t mind one bit.

WHAT THE THEORY DOES NOT SAY

 
The theory of comparative advantage is sometimes
misunderstood as implying that a nation’s best move is to
have as much comparative advantage as it can get—ideally,
comparative advantage in every industry. This is actually
impossible by definition. If America had superior
productivity, therefore lower direct costs, and therefore
absolute advantage, in every industry, we would still have a
greater margin of superiority in some industries and a lesser
margin in others. So we would have comparative advantage
where our margin was greatest and comparative disadvantage



where it was smallest. This pattern of comparative advantage
and disadvantage would determine our imports and exports,
and we would still be losing jobs to foreign nations in our
relatively worse industries and gaining them in our relatively
better ones, despite having absolute advantage in them all.

So what’s the significance of absolute advantage, if it
doesn’t determine who makes what? It does determine relative
wages. If the U.S. were exactly 10 percent more productive
than Canada in all industries, then Americans would have real
wages exactly 10 percent higher. But because there would be
n o relative differences in productivity between industries,
there would be no differences in opportunity costs, neither
country would have comparative advantage or disadvantage in
anything, and there would be no reason for trade between
them. There would be no corn-for-wheat swaps that were
winning moves. All potential swaps would cost exactly as
much as they were worth, so there would be no point. (And
under free trade, none would take place, as the free market
isn’t stupid and won’t push goods back and forth across
national borders without reason.)

Conversely, the theory of comparative advantage says that
whenever nations do have different relative productivities,
mutual gains from trade must occur. This is why free traders
believe that their theory proves free trade is always good for
every nation, no matter how poor or how rich. Rich nations
won’t be bled dry by the cheap labor of poor nations, and



poor nations won’t be crushed by the industrial sophistication
of rich ones. These things simply can’t happen, because the
fundamental logic of comparative advantage guarantees that

only mutually beneficial exchanges will ever take place.
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Everyone will always be better off.

It follows (supposedly) that trade conflicts between nations
are always misguided and due solely to their failure to
understand why free trade is always good for them. In the
words of libertarian scholar James Bovard:

 
Our great-grandchildren may look back at the trade
wars of the twentieth century with the same
contempt that many people today look at the
religious wars of the seventeenth century—as a
senseless conflict over issues that grown men should

not fight about.
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Comparative advantage is thus a wonderfully optimistic

construct, and one can certainly see why it would be so
appealing. Not only does it appear to explain the complex web
of international trade at a single stroke, but it also tells us what
to do and guarantees that the result will be the best outcome
we could possibly have obtained. It enables a lone economist
with a blackboard to prove that free trade is best, always and
everywhere, without ever getting her shoes dirty inspecting



any actual factories, dockyards, or shops. She does not even
need to consult any statistics on prices, production, or wages.
The magnificent abstract logic alone is enough.

It is actually rather a pity the theory isn’t true.

 

THE SEVEN DUBIOUS ASSUMPTIONS

 
The theory of comparative advantage tends to provoke blanket
dismissal by opponents of free trade. This is unfortunate, as its
flaws are easy enough to identify and it can be picked apart on
its own terms quite readily. These flaws consist of a number

of dubious assumptions the theory makes. To wit:
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Dubious Assumption #1: Trade is sustainable.

 
We looked at this problem at considerable length before, in
Chapter Two, when we analyzed why trade, if paid for by
assuming debt and selling assets, is not advantageous to the
importing nation in the long run. But there is a flip side to this
problem that affects exporting nations as well. What if a
nation’s exports are unsustainable? What if an exporting
nation, like the “decadent” importing nation we previously

examined,
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 is running down an accumulated inheritance?

This usually means a nation that is exporting nonrenewable
natural resources. The same long vs. short term dynamics we
looked at before will apply, only in reverse. A nation that
exports too much will maximize its short term living standard
at the expense of its long-term prosperity. But free market
economics—which means free trade—will perversely report
that this is efficient.

The classic example of this problem, almost a caricature, is
the tiny Pacific Island nation of Nauru, located roughly
halfway between Hawaii and Australia. Thanks to millions of
years of accumulated seabird droppings, the island 100 years
ago was covered by a thick layer of guano, a phosphate-rich
substance used for manufacturing fertilizer. From 1908 to
2002, about 100 million tons of this material was mined and
exported, turning four-fifths of Nauru’s land into an



uninhabitable moonscape in the process. But for a few years
in the late 1960s and early 1970s, Nauru had the world’s
highest per capita income (and tellingly acquired one of the
world’s worst obesity problems). But after the deposits ran
out, the economy collapsed, the nation was reduced to reliance
upon foreign aid, and unemployment neared 90 percent.

Nauru is obviously an extreme case, but it is hardly the only
nation making its way in international trade by exporting
nonrenewable resources. The oil-rich nations of the Persian
Gulf are the most obvious example, and it is no accident that
OPEC was the single most formidable disruptor of free trade
in the entire post-WWII era. But other nations with large land
masses relative to population, such as Canada, Australia,
Russia, and Brazil, also depend upon natural resource exports
to a degree that is unhealthy in the long run. Even the United
States, whose Midwestern agricultural exports rely upon the
giant Ogallala Aquifer, a depleting accumulation of water
from glacial times, is not exempt from this problem.

The implied solution is to tax or otherwise restrict
nonrenewable exports. And that is not free trade.

 



Dubious Assumption #2: There are no externalities.

 
An externality is a missing price tag. More precisely, it is the
economists’ term for when the price of a product does not
reflect its true economic value. The classic negative externality
is environmental damage, which reduces the economic value
of natural resources without raising the price of the product
that harmed them. The classic positive externality is
technological spillover, where one company’s inventing a
product enables others to copy or build upon it, generating
wealth that the original company doesn’t capture. The theory
of comparative advantage, like all theories of free market
economics, is driven by prices, so if prices are wrong due to
positive or negative externalities, it will recommend bad
policies.

For example, goods from a nation with lax pollution
standards will be too cheap. As a result, its trading partners
will import too much of them. And the exporting nation will
export too much of them, overconcentrating its economy in
industries that are not really as profitable as they seem, due to
ignoring pollution damage. For example, according to The
New York Times:

 
Pollution has made cancer China’s leading cause of
death…Ambient air pollution alone is blamed for



hundreds of thousands of deaths each year. Nearly
500 million people lack access to safe drinking
water…Only 1% of the country’s 560 million city
dwellers breathe air considered safe by the European

Union.
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It has even been argued, by economists such as Sir Partha
Dasgupta of Cambridge, that China’s economy may not be
growing at all if one takes into account the massive

destruction of its soil and air.
356

 Free trade not only permits
problems such as these, but positively encourages them, as
skimping on pollution control is an easy way to grab a cost

advantage.
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Positive externalities are also a problem. For example, if an
industry generates technological spillovers for the rest of the
economy, then free trade can let that industry be wiped out by
foreign competition because the economy ignored its hidden
value. Some industries spawn new technologies, fertilize
improvements in other industries, and drive economy-wide
technological advance; losing these industries means losing all
the industries that will flow from them in the future (more on
this in Chapter Nine).

These problems are the tip of an even larger iceberg known
as GDP-GPI divergence. Negative externalities and related
problems mean that increases in GDP can easily coincide with



decreases in the so-called Genuine Progress Indicator or

GPI.
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 GPI includes things like resource depletion,
environmental pollution, unpaid labor like housework, and
unpaid goods like leisure time, thus providing a better metric

of material well-being than raw GDP.
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 This implies that
even if free trade were optimal from a GDP point of view
(which it isn’t), it could still be a bad idea economically.

The problem of positive and negative externalities is quite
well known, even to honest free traders, because externalities
are, by definition, a loophole in all free-market economic
policies. Free traders just deny that these externalities are big
enough to matter. Or they propose various schemes to
internalize them and make prices accurate.

 



Dubious Assumption #3: Factors of production move
easily between industries.

 
As noted earlier, the theory of comparative advantage is about
switching factors of production from less-valuable to more-
valuable uses. But this assumes that the factors of production
used to produce one product can switch to producing another.
Because if they can’t, then imports won’t push a nation’s
economy into industries better suited to its comparative
advantage. Imports will just kill off its existing industries and
leave nothing in their place.

Although this problem actually applies to all factors of
production, we usually hear of it with regard to labor and real
estate because people and buildings are the least mobile factors
of production. (This is why the unemployment line and the
shuttered factory are the classic visual images of trade
problems.) When workers can’t move between industries—
usually because they don’t have the right skills or don’t live in
the right place—shifts in an economy’s comparative
advantage won’t move them into an industry with lower
opportunity costs, but into unemployment. This is why we
hear of older workers being victims of free trade: they are too
old to easily acquire the skills needed to move into new
industries. And it explains why the big enthusiasts for free
trade tend to be bright-eyed yuppies well equipped for career
mobility.



Sometimes the difficulty of reallocating workers shows up
as outright unemployment. This happens in nations with rigid
employment laws and high de facto minimum wages due to
employer-paid taxes, as in Western Europe. But in the United
States, because of our relatively low minimum wage and hire-
and-fire labor laws, this problem tends to take the form of
underemployment. This is a decline in the quality rather than
quantity of jobs. So $28 an hour ex-autoworkers go work at

the video rental store for eight dollars an hour.
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 Or they are
forced into part-time employment: it is no accident that, as of
September 2009, the average private-sector U.S. work week
had fallen to 33 hours, the lowest since records began in

1964.
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In the Third World, decline in the quality of jobs often takes
the form of workers pushed out of the formal sector of the
economy entirely and into casual labor of one kind or another,
where they have few rights, pensions, or other benefits.
Mexico, for example, has over 40 percent of its workers in the

informal sector.
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This all implies that low unemployment, on its own, doesn’t
prove free trade has been a success. This is recognized even
by the more intellectually rigorous free traders, such as former
Federal Reserve Chairman Alan Greenspan, who has admitted
that, “We often try to promote free trade on the mistaken

ground, in my judgment, that it will create jobs.”
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Greenspan is correct: even if free trade worked completely as
promised, it would not increase the number of jobs, only their

quality.
364

 And when we speak of job gains and losses from
trade, these are gross, not net, numbers, as people who lose
their jobs due to trade will usually end up working

somewhere, however dismal.
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A recent study by the North Carolina Employment Security
Commission explored the problem of workers displaced by
trade. In 2005, North Carolina experienced the largest mass
layoff in its history, at the bedding firm Pillowtex, costing
4,820 jobs. By the end of 2006, the workers’ average wage in
their new jobs was $24,488—a drop of over 10 percent from

before.
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 A large number had been sidelined into temporary
employment, often as health care aides. Nationally, two-thirds
of workers are working again two years after a layoff, but

only 40 percent earn as much as they did previously.
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 The
human cost is obvious, but what is less obvious is the purely
economic cost of writing off investments in human capital
when skills that cost money to acquire are never used again.
This kind of cost is most visible in places such as Moscow in
the 1990s, when one saw physics PhDs driving taxis and the
like, but America is not exempt.

There is also a risk for the economy as a whole when free
trade puts factors of production out of action. As Nobel
Laureate James Tobin of Yale puts it, “It takes a heap of



Harberger triangles to fill an Okun gap.”
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 Harberger
triangles represent the benefits of free trade on the standard

graphs used to quantify them.
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 The Okun gap is the
difference between the GDP our economy would have, if it
were running at full output, and the GDP it does have, due to

some of its factors of production lying idle.
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 Tobin’s point
is simply that the benefits of free trade are quantitatively small,
compared to the cost of not running our economy at full
capacity due to imports.

 



Dubious Assumption #4: Trade does not raise income
inequality.

 
When the theory of comparative advantage promises gains
from free trade, these gains are only promised to the economy
as a whole, not to any particular individuals or groups thereof.
So it is entirely possible that even if the economy as a whole
gets bigger thanks to freer trade, many (or even most) of the
people in it may lose income.

We looked at this problem a bit before, at the end of Chapter
One. Let’s take a slightly different analytical tack and look
again. Suppose that opening up a nation to freer trade means
that it starts exporting more airplanes and importing more
clothes than before. (This is roughly the situation the U.S. has
been in.) Because the nation gets to expand an industry better
suited to its comparative advantage and contract one less
suited, it becomes more productive and its GDP goes up, just
like Ricardo says. So far, so good.

Here’s the rub: suppose that a million dollars’ worth of
clothes production requires one white-collar worker and nine
blue-collar workers, while a million dollars of airplane
production requires three white-collar workers and seven
blue-collar workers. (Industries often differ in this way.) This
means that for every million dollars’ change in what gets
produced, there is a demand for two more white-collar



workers and two fewer blue-collar workers. Because demand
for white-collar workers goes up and demand for blue-collar
workers goes down, the wages of white-collar workers will go
up and those of blue-collar workers will go down. But most
workers are blue-collar workers—so free trade has lowered
wages for most workers in the economy!

This is not a trivial problem: Dani Rodrik of Harvard
estimates that freeing up trade reshuffles five dollars of
income between different groups of people domestically for
every one dollar of net gain it brings to the economy as a

whole.
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 And on top of this, we still have all the related
problems associated with the Stolper-Samuelson theorem we

looked at in Chapter One.
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Dubious Assumption #5: Capital is not internationally
mobile.

 
Despite the wide scope of its implications, the theory of
comparative advantage is at bottom a very narrow theory. It is
only about the best uses to which nations can put their factors
of production. We have certain cards in hand, so to speak, the
other players have certain cards, and the theory tells us the
best way to play the hand we’ve been dealt. Or more
precisely, it tells us to let the free market play our hand for us,
so market forces can drive all our factors to their best uses in
our economy.

Unfortunately, this all relies upon the impossibility of these
same market forces driving these factors right out of our
economy. If that happens, all bets are off about driving these
factors to their most productive use in our economy. Their
most productive use may well be in another country, and if
they are internationally mobile, then free trade will cause them
to migrate there. This will benefit the world economy as a
whole, and the nation they migrate to, but it will not
necessarily benefit us.

This problem actually applies to all factors of production.
But because land and other fixed resources can’t migrate,
labor is legally constrained in migrating, and people usually
don’t try to stop technology or raw materials from migrating,



the crux of the problem is capital. Capital mobility replaces
comparative advantage, which applies when capital is forced
to choose between alternative uses within a single national
economy, with our old friend absolute advantage. And
absolute advantage contains no guarantees whatsoever about
the results being good for both trading partners. The win-win
guarantee is purely an effect of the world economy being
yoked to comparative advantage, and dies with it.

Absolute advantage is really the natural order of things in
capitalism and comparative advantage is a special case caused
by the existence of national borders that factors of production
can’t cross. Indeed, that is basically what a nation is, from the
point of view of economics: a part of the world with political

barriers to the entry and exit of factors of production.
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 This
forces national economies to interact indirectly, by exchanging
goods and services made from those factors, which places
comparative advantage in control. Without these barriers,
nations would simply be regions of a single economy, which
is why absolute advantage governs economic relations within
nations. In 1950, Michigan had absolute advantage in
automobiles and Alabama in cotton. But by 2000, automobile
plants were closing in Michigan and opening in Alabama. This
benefited Alabama, but it did not necessarily benefit Michigan.
(It only would have if Michigan had been transitioning to a
higher-value industry than automobiles. Helicopters?) The
same scenario is possible for entire nations if capital is



internationally mobile.

Capital immobility doesn’t have to be absolute to put
comparative advantage in control, but it has to be significant
and as it melts away, trade shifts from a guarantee of win-win
relations to a possibility of win-lose relations. David Ricardo,
who was wiser than many of his own modern-day followers,
knew this perfectly well. As he puts it:

 
The difference in this respect, between a single
country and many, is easily accounted for, by
considering the difficulty with which capital moves
from one country to another, to seek a more
profitable employment, and the activity with which it
invariably passes from one province to another of

the same country.
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Ricardo then elaborates, using his favorite example of the
trade in English cloth for Portuguese wine and cutting right to
the heart of present-day concerns:

 
It would undoubtedly be advantageous to the
capitalists of England, and to the consumers in both
countries, that under such circumstances the wine
and the cloth should both be made in Portugal, and
therefore that the capital and labor of England



employed in making cloth should be removed to

Portugal for that purpose.
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But he does not say it would be advantageous to the workers
of England! This is precisely the problem Americans
experience today: when imports replace goods produced here,
capitalists like the higher profits and consumers like the lower
prices—but workers don’t like the lost jobs. Given that
consumers and workers are ultimately the same people, this
means they may lose more as workers than they gain as
consumers. And there is no theorem in economics which

guarantees that their gains will exceed their losses.
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 Things
can go either way, which means that free trade is sometimes a
losing move for them.

Having observed that capital mobility would undo his
theory, Ricardo then argues why capital will not, in fact, be
mobile—as he knew he had to prove for his theory to hold
water:

 
Experience, however, shows that the fancied or real
insecurity of capital, when not under the immediate
control of its owner, together with the natural
disinclination which every man has to quit the
country of his birth and connections, and entrust
himself, with all his habits fixed, to a strange



government and new laws, check the emigration of
capital. These feelings, which I should be sorry to see
weakened, induce most men of property to be
satisfied with a low rate of profits in their own
country, rather than seek a more advantageous

employment for their wealth in foreign nations.
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So in the end, the inventor of the theoretical keystone of free
trade had to rely upon an instinctive economic localism in
order to make his theory hold. Something has to anchor capital
for it all to work.

Interestingly, the above paragraph hasn’t just become untrue
in the modern globalized era. It was already untrue a few
years after Ricardo wrote it, when billions of pounds began
flowing out of Britain to finance railways and other
investments around the world. As a result, at its peak in 1914,
an astounding 35 percent of Britain’s net national wealth was
held abroad—a figure not even remotely approached by any

major nation before or since.
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 British investors’ preference
for building up other nations’ industries, rather than their
own, exacted a heavy toll on the once-dominant British
economy, a story we will explore more in the next chapter.

 



Dubious Assumption #6: Short-term efficiency causes
long-term growth.

 
The theory of comparative advantage is a case of what
economists call static analysis. That is, it looks at the facts of a
single instant in time and determines the best response to those
facts at that instant. This is not an intrinsically invalid way of
doing economics—balancing one’s checkbook is an exercise
in static analysis—but it is vulnerable to a key problem: it says
nothing about dynamic facts. That is, it says nothing about
how today’s facts may change tomorrow. More importantly, it
says nothing about how one might cause them to change in
one’s favor.

Imagine a photograph of a rock thrown up in the air. It is an
accurate representation of the position of the rock at the instant
it was taken. But one can’t tell, from the photograph alone,
whether the rock is rising or falling. The only way to know
that is either to have a series of photographs, or add the
information contained in the laws of physics to the
information contained in the photograph.

The problem here is that even if the theory of comparative
advantage tells us our best move today, given our
productivities and opportunity costs in various industries, it
doesn’t tell us the best way to raise those productivities
tomorrow. That, however, is the essence of economic growth,



and in the long run much more important than squeezing
every last drop of advantage from the productivities we have
today. Economic growth, that is, is ultimately less about using
one’s factors of production than about transforming them—

into more productive factors tomorrow.
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 The difference
between poor nations and rich ones mainly consists in the
problem of turning from Burkina Faso into South Korea; it
does not consist in being the most efficient possible Burkina
Faso forever. The theory of comparative advantage is not so
much wrong about long-term growth as simply silent.

Analogously, it is a valid application of personal
comparative advantage for someone with secretarial skills to
work as a secretary and someone with banking skills to work
as a banker. In the short run, it is efficient for them both, as it
results in both being better paid than if they tried to swap
roles. (They would both be fired for inability to do their jobs
and earn zero.) But the path to personal success doesn’t
consist in being the best possible secretary forever; it consists
in upgrading one’s skills to better-paid occupations, like
banker. And there is very little about being the best possible
secretary that tells one how to do this.

Ricardo’s own favorite example, the trade in English textiles
for Portuguese wine, is very revealing here, though not in a
way he would have liked. In Ricardo’s day, textiles were
produced in England with then-state-of-the-art technology like
steam engines. The textile industry thus nurtured a



sophisticated machine tool industry to make the parts for these
engines, which drove forward the general technological
capabilities of the British economy and helped it break into

related industries like locomotives and steamships.
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 Wine,
on the other hand, was made by methods that had not changed
in centuries (and have only begun to change since about 1960,
by the way). So for hundreds of years, wine production
contributed no technological advances to the Portuguese
economy, no drivers of growth, no opportunities to raise
economy-wide productivity. And its own productivity
remained static: it did the same thing over and over again, year
after year, decade after decade, century after century, because
this was where Portugal’s immediate comparative advantage
lay. It may have been Portugal’s best move in the short run,
but it was a dead end in the long run.

What happened to Portugal? It had actually been happening
for over a century by the time Ricardo wrote, largely in
rationalization of existing conditions. In 1703, in the Treaty of
Methuen, Portugal exempted England from its prohibition on
the importation of woolen cloth, while England agreed to
admit Portuguese wines at a tariff one-third less than that
applied to competitors. This treaty merely switched suppliers
for the English, who did not produce wine, but it admitted a
deluge of cheap English cloth into Portugal—which wiped out
its previously promising textile industry. English capital
eventually took control of Portugal’s vineyards as their



owners went into debt to London banks, and English
influence sabotaged attempts at industrial policy that might
have pushed Portugal back into textiles or other
manufacturing industry. As textiles were (as they remain
today) the first stepping stone to more-sophisticated industries,
this all but prevented Portugal’s further industrialization. Not
until the 1960s, under the Salazar dictatorship, did any
Portuguese government make a serious attempt to dig itself
out of this trap and to this day, Portugal has not recovered its
17th-century position relative to other European economies,
and remains the poorest country in Western Europe.

Today, the theory of comparative advantage is similarly
dangerous to poor and undeveloped nations because they
tend, like Portugal, to have comparative advantage in
industries that are economic dead ends. So despite being
nominally free, free trade tends to lock them in place.

 



Dubious Assumption #7: Trade does not induce adverse
productivity growth abroad.

 
As previously noted, our gains from free trade derive from the
difference between our opportunity costs for producing
products and the opportunity costs of our trading partners.
This opens up a paradoxical but very real way for free trade to
backfire. When we trade with a foreign nation, this will
generally build up that nation’s industries, i.e., raise its
productivity in them. Now it would be nice to assume that this
productivity growth in our trading partners can only reduce
their direct costs, therefore reduce their opportunity costs, and
therefore increase our gains from trading with them. Our
foreign suppliers will just become ever more efficient at
supplying the things we want, and we will just get ever
cheaper foreign goods in exchange for our own exports,
right?

Wrong. As we saw in our initial discussion of absolute vs.
comparative advantage, while productivity (output per unit of
input) does determine direct costs, it doesn’t on its own
determine opportunity costs. The alternative uses of factors of
production do. As a result, productivity growth in some
industries can actually raise our trading partners’ opportunity
costs in other industries, by increasing what they give up
producing in one industry in order to produce in another. If
the number of rolls they can make from a pound of dough



somehow goes up (rolls get fluffier?), this will make it more
expensive for them to bake bread instead. So they may cease
to supply us with such cheap bread! It sounds odd, but the
logic is inescapable.

Consider our present trade with China. Despite all the
problems this trade causes us, we do get compensation in the
form of some very cheap goods, thanks mainly to China’s
very cheap labor. The same goes for other poor countries we
import from. But labor is cheap in poor countries because it
has poor alternative employment opportunities. What if these
opportunities improve? Then this labor may cease to be so
cheap, and our supply of cheap goods may dry up.

This is actually what happened in Japan from the 1960s to
the 1980s, as Japan’s economy transitioned from primitive to
sophisticated manufacturing and the cheap merchandise
readers over 40 will remember (the same things stamped
“Made in China” today, only less ubiquitous) disappeared
from America’s stores. Did this reduce the pressure of cheap
Japanese labor on American workers? Indeed. But it also
deprived us of some very cheap goods we used to get. (And
it’s not like Japan stopped pressing us, either, as it moved
upmarket and started competing in more sophisticated
industries.)

The same thing had happened with Western Europe as its
economy recovered from WWII from 1945 to about 1960 and
cheap European goods disappeared from our stores.



Remember when BMWs were cheap little cars and Italian
shoes were affordable?

It’s as if our football player woke up one morning and
found that his lawn man had quietly saved his pennies from
mowing lawns and opened a garden shop. No more cheap
lawn mowings for him! (Maybe it was a bad idea to hire him
so often.)

Now this is where things get slippery and non-economists
tend to get lost. Because, as we saw earlier, gains from trade
don’t derive from absolute but comparative advantage, these
gains can be killed off without our trading partners getting
anywhere near our own productivity levels. So the above
problem doesn’t merely consist in our trading partners
catching up to us in industrial sophistication. But if their
relative tradeoffs for producing different goods cease to differ
from ours, then our gains from trading with them will vanish.
If Canada’s wheat vs. corn tradeoff is two units per acre vs.
three and ours is four vs. six, all bets are off. Because both
nations now face the same tradeoff ratio between producing

one grain and the other,
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 all possible trades will cost Canada
exactly as much they benefit the US—leaving no profit, no
motivation to trade, and no gain from doing so. And if free
trade helped raise Canada’s productivity to this point, then free
trade deprived us of benefits we used to get.

It’s worth retracing the logic here until it makes sense, as
this really is the way the economics works. When Paul



Samuelson—Nobel Laureate, dean of the profession, inventor
of the mathematical foundations of modern economics while
still a graduate student, and author of the best-selling
economics textbook in history—reminded economists of this
problem in a (quite accessible) 2004 article, he drew
scandalized gasps from one end of the discipline to the

other.
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 How could anyone so distinguished criticize the
sacred truth of free trade? Then he politely reminded his critics
that he was merely restating a conclusion he had first

published in his Nobel Lecture of 1972!
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 As Samuelson

noted, Ricardo himself was well aware of the problem:
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In Chapter 31 [of The Principles of Political Economy
and Taxation] Ricardo discovers what he has
elsewhere denied: that an improvement abroad can
hurt Britain under free trade (or, as needs to be said
today, that an improvement in Japan can hurt the

American living standard).
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Most of the time, this problem has low visibility because it

consists in the silent change of invisible ratios between the
productivities of industries here and abroad. Few people
worry about it because it has no easily understood face like
cheap foreign labor. But it definitely does mean that free trade



can “foul its own nest” and kill off the benefits of trade over
time. Even within the most strictly orthodox Ricardian view,

only the existence of gains from free trade is guaranteed.
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 It
is not guaranteed that changes induced by free trade will make
these gains grow, rather than shrink. So free trade can do
billions of dollars worth of damage even if Ricardo was right
about everything else (which he wasn’t).

There are two standard rejoinders to this problem. The first
is that while it proves that gains from free trade can go down
as well as up, it doesn’t actually prove that they can ever go
below zero—which is what would have to happen for free
trade to be literally bad for us. This is true. But this doesn’t
change the fact that if free trade caused our gains from trade
to go down, then it reduced our economic well-being. We
would have been better off under some protectionist policy
that avoided stimulating quite so much productivity growth
abroad. The second rejoinder is that productivity abroad can
rise even without free trade on our part. This is also true. But
if free trade sometimes causes productivity abroad to rise in a
way that has the effects just described, then free trade is
sometimes bad for us.

This problem is actually even more significant than
explained here because it is also the foundation of an even
more radical critique of free trade we will look at later, after
we have developed some needed conceptual tools. This
concerns the nightmare scenario that really haunts Americans:



the idea that free trade can help other nations catch up with us
in industrial sophistication, driving us out of our own most

important industries.
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HOW MUCH OF THE THEORY STILL STANDS?

 
Given that the theory of comparative advantage has all of the
above-described flaws, how much validity does it really have?
Answer: some. It is a useful tool for analyzing trade in
individual industries. Asking what industries a nation has
comparative advantage in helps illuminate what kind of
economy it has. And insofar as the theory’s assumptions do
hold—to some extent, some of the time—it can give us some
valid policy recommendations. Fairly open trade, most of the
time, is a good thing. But the theory was never intended to be
by its own inventor, and its innate logic will not support its
being, a blank check that justifies 100 percent free trade with
100 percent of the world 100 percent of the time. It only

justifies free trade when its assumptions hold true,
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 and in
present-day America, they quite clearly often do not.

One of the biggest insights remaining from the theory is that
under free trade, a nation’s wages will be determined, other
things being equal, by its productivity in those sectors of its
economy that possess comparative advantage. That is to say,
wages in America aren’t high because the productivity of
barbers is higher here than in Ukraine. Wages are higher



because the productivity of aircraft manufacturing workers is
higher. This is true because a nation’s best industries tend to
be those in which it has comparative advantage, and are thus
the industries from which it exports. So under free trade, these
industries will expand and suck in labor, bidding up labor’s
price in other industries. This doesn’t mean export industries
will pay more. They will pay the same as other industries
requiring the same skill level, as they draw labor from the
same pool. But these industries, not other industries, will be

pushing the labor market up.
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The converse is that it’s a bad idea for a nation to lose its
leading internationally traded industries. So all Americans, not
just those working in these industries, have a stake in their
health. Many Americans, especially those working in the 70

percent of our GDP that is in nontraded industries,
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 are
indifferent to the problems of our tradable sector because they
think these problems will never affect them. Directly, as
previously noted, indeed they won’t. But indirectly, they
eventually will, as our wages are propped up, at the end of the
day, by our ability to go work elsewhere if better money is
offered. And this basically requires a strong export sector if

we have free trade.
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MODERN DAY ELABORATIONS OF RICARDO

 
Of course, free trade is not considered justified by economists



today simply on the strength of Ricardo’s original 1817
theory alone. His ideas have been considerably elaborated
since then, and economists generally use sophisticated
computable general equilibrium (CGE) computer models, built
upon his work as the foundation, to assign actual dollar
amounts to the purported benefits of free trade. These models
are called “computable” because, unlike economic models that
exist purely to prove theoretical points, it is possible to feed
actual numbers into them and get numbers out the other end.
They are called “general equilibrium” because they are based
on the fundamental idea of free market economics: that the
economy consists of a huge number of separate equilibria
between supply and demand, and that all these markets clear,
or match supply with demand, at once. So it’s worth looking
at problems with these models a bit.

For a start, these models tend to make some rather
implausible assumptions. For example, they often assume that
government budget deficits and surpluses will not change due
to the impact of trade, but will remain fixed at whatever they
were in the starting year of the model. Worse, they assume
that trade deficits or surpluses will be similarly stable, with
exchange rates fluctuating to keep them constant. And they
assume that a nation’s investment rate will equal its savings
rate: every dollar saved will flow neatly into some productive
investment. These assumptions are understandable, as devices
to simplify the models enough to make them workable. They
are, however, both clearly untrue and serious objects of



controversy in their own right.
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That investment will equal savings is basically a form of
Say’s Law, “supply creates its own demand,” named after the

French economist Jean-Baptiste Say (1767-1832).
393

 This
basically makes both underinvestment and unemployment
theoretically impossible. Furthermore, these models often
assume that nations enjoy magical macroeconomic stability:
the business cycle has been mysteriously abolished. And their
financial systems enjoy unruffled tranquility, without booms,

busts, or bubbles. These assumptions are pre-Keynesian,
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and thus at least 70 years behind mainstream domestic
economics. (This is a recurring problem in free trade
economics: ideas long discarded in other areas of economics
recur with alarming regularity.)

These models also generally leave out transition costs. These
sound temporary, but such transitions can take decades:
consider the pain experienced by the Midwestern
manufacturing areas of the U.S. as their industries have
gradually lost comparative advantage since the mid-sixties!
Given that the world economy is not static, but constantly
moving into new industries, there are always new transitions
being generated, which means that transition costs go on
forever, as an intrinsic cost of having a global economy based
on shifting patterns of comparative advantage. Somebody will
always be the rustbelt. (This does not of itself mean that



economic change is a bad thing, but it does mean that these
costs must be factored in to get an accurate accounting.)

Trade in services (AKA offshoring) is another sticking
point. The root problem here is that this trade usually isn’t
regulated the same way as trade in goods. Due to the fact that,
prior to cheap long-distance telephony and the Internet, many
services were rarely internationally traded, there are actually
few outright tariffs or quotas on them. Instead, there is a
crazy-quilt of hard-to-quantify barriers, ranging from
licensing requirements to tacit local cartels and linguistic
differences. As a result, when these barriers come down, they
rarely come down in a neatly quantifiable way like reducing a
tariff on cloth from 28 to 22 percent. So economists must
basically guess how to quantify nonquantitative changes in
order to model them. (The term for this is “tariff equivalent”
numbers.) As a result, the conclusions generated by many
models of trade in services are so dependent upon arbitrary
guesses as to border on arbitrary themselves.

Another caveat: because all these models are predictions
about the future, they are of necessity somewhat speculative
under the best of circumstances and notoriously susceptible to
deliberate manipulation. It is easy, for example, to generate
inflated predictions of gains from trade by extrapolating
calculations intended to apply only within certain limits with
back-of-the-envelope calculations that go far beyond these
limits. (These are known in the trade as “hockey stick”



projections due to their shape when graphed.) So as Frank
Ackerman of the Global Development and Environment
Institute at Tufts University puts it:

 
The larger estimates still being reported from some
studies reflect speculative extensions of standard
models, and/or very simple, separate estimates of
additional benefit categories, not the core results of

established modeling methodologies.
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Similarly, the standard way for free traders to play down the

damage done to the victims of free trade is to count only

workers directly displaced from jobs as its losers.
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 But, as
Josh Bivens of the Economic Policy Institute, a think tank
funded by organized labor, reminds us:

 
The largest cost from trade is the permanent and
steady drag on the wages of all American workers
whose education and skills resemble those displaced
by trade. Waitresses, for example, do not generally
lose their jobs due to trade, but their pay suffers as
workers displaced from tradable goods industries
crowd into their labor market and bid down wages.
Not acknowledging these wage costs is a very good
way to minimize the total debit column in the



balance sheet of globalization’s impact on American

workers.
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Even if all statistical gamesmanship is removed and other

reforms made, there is a deeper problem with CGE models: no
such model can predict what choices of trade strategy a nation
will make. For example, none of the models used in the 1950s
predicted Japan’s ascent to economic superpower status. Quite
probably, no model could have. Indeed, no model based upon
purely free-market assumptions will ever readily predict the
outcomes from such strategic choices, as free-market
economics, with its insistence that it is always best to just do
what the free market says, rules out a priori the possibility that
most such deliberate economic strategies can even work.

IS BIG BUSINESS IN ON THE JOKE?

 
As we have seen, the theory of comparative advantage is
considerably out of alignment with the real world. So we
should, logically, expect this fact to affect the conduct of
actual international businesses at some point. If the theory is
wrong, that is, then surely they must deviate from it at some
point simply in order to function profitably? A little
investigation suffices to reveal that indeed they do: the
business community is well aware of how problematic the
theory is and generally avoids using it in practice. As Michael



Porter of Harvard Business School puts it:

 
Comparative advantage based on factors of
production is not sufficient to explain patterns of
trade. Evidence hard to reconcile with factor
comparative advantage is not difficult to find...More
important, however, is that there has been a growing
awareness that the assumptions underlying factor
comparative advantage theories of trade are
unrealistic in many industries…The theory also
assumes that factors, such as skilled labor and
capital, do not move among nations. All these
assumptions bear little relation, in most industries, to

actual competition.
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Nevertheless, the business community and its lobbyists in

Washington use comparative advantage all the time in politics
to lobby for more free trade. So to a huge extent, the
American business community has been using, and
broadcasting to the public through the media, economic ideas
in which it does not itself believe and refuses to live by.



Chapter 6



The Deliberately Forgotten History of
Trade

We saw in the previous chapter why the theory of
comparative advantage, the key justification economics offers
for free trade, is false most of the time. But if this is so, then
economic history should reflect this fact. That is, successful
economic powers should have prospered by defying this
theory’s recommendations, not by following them. This
indeed turns out to be the case. But while it is widely known
that economically successful nations like China and Japan
have little use for free trade even today, what is less well
understood is that even the nations that have historically
championed free trade—the most important being Britain and
the United States—have not actually practiced it for most of
their history. Instead, they have long, successful, but
deliberately forgotten records as protectionists.

Standard economic history taught in the United States is
distorted by ideology and has key facts airbrushed out. That
history, largely a product of Cold War myth-mongering about
the virtues of absolutely free markets, attributes world
economic growth to the spread of free markets to one nation
after another, aided by free trade between them. Not only do
free traders believe in this history, but it pretty much has to be
true if the economics of free trade is valid. But economic
history actually reveals that no major developed nation got



that way by practicing free trade. Every single one did it by
way of protectionism and industrial policy.

Industrial policy? That’s the deliberate manipulation of the
domestic economy to help industries grow. Although this is a
book about protectionism, from this point on we will not be
able to ignore industrial policy entirely. Industrial policy is
inextricably bound up with protectionism because these two
policies are just the domestic and foreign expressions of the
same underlying fact: 100 percent pure free markets are not
best. So it is almost impossible for protectionism to be right
without some kind of industrial policy being right, too. And
because the mechanisms of effective protectionism are
important largely for what they make happen inside the
industries that make up an economy, understanding industrial
policy helps illuminate what makes protectionism work.

One can, of course, always dismiss history as a guide to
economic reality. In fact, this is precisely what contemporary

economics, which is highly ahistorical, generally does.
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 It is
impossible to run real controlled experiments in economics, as
one can in the physical sciences, because this would require
re-running history with alternative policies. Therefore, one can
always claim that nations which succeeded under
protectionism would have succeeded without it. One can even
claim that they succeeded in spite of, not because of, their

protectionism, and that protectionism held them back.
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 But
such criticism is empty, as it makes any economic claim



logically immune to historical evidence. One can only let the
history below speak for itself, and see what looks like the least
tendentious and most plausible interpretation of the generally
agreed facts.

THE GREAT BRITISH FREE-TRADE MYTH

 
According to the creation myth of free trade, Great Britain is
the original motherland of free markets, home of Adam Smith
and David Ricardo both, the first nation to break free of the
misguided gold-hoarding mercantilism that came before and
consequently the industrial superpower of the 19th century,
erector of a global empire upon free-trade principles. As
Britain was indeed a free-trading state for most of this period,
this myth has surface plausibility. Among other things, the
British themselves believed in it during their mid-19th-century
economic zenith, and some of them still do: the British
newsmagazine The Economist was founded in 1843
specifically to agitate for free trade, and does so today from

airport newsstands on six continents.
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Unfortunately, this whole story depends upon tricks of
historical timing and starts to fall apart once one gets a few
dates right. Adam Smith published his epoch-making free-
trade tract, The Wealth of Nations,  in 1776. But Britain in
1776 was not a blank slate upon which free markets and free
trade could work their magic. It was the beneficiary of several



prior centuries of protectionism and industrial policy.
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 In
the words of British economist William Cunningham:

 
For a period of two hundred years [c. 1600-1800],
the English nation knew very clearly what it wanted.
Under all changes of dynasty and circumstances the
object of building up national power was kept in
view; and economics, though not yet admitted to the
circle of the sciences, proved an excellent servant,
and gave admirable suggestions as to the manner in

which this aim might be accomplished.
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England in this era was, in fact, a classic authoritarian (this

is long before English democracy)
404

 developmentalist state: a
Renaissance South Korea, with kings rather than the military
dictators who ruled South Korea for most of the Cold War
period. English industrialization must actually be traced 300
years prior to Adam Smith, to events like Henry VII’s

imposition of a tariff on woolen goods in 1489.
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 King
Henry’s aim was to wrest the wool weaving trade, then the
most technologically advanced major industry in Europe,
away from Flanders (the Dutch half of present-day Belgium),
where it had been thriving upon exports of English wool.
Flemish producers were entrenched behind huge capital



investments, which gave them economies of scale sufficient to
outcompete fledgling entrants into the industry. So only
government action could get England a toehold.

Even in the 15th century, there was an awareness that being
an exporter of agricultural raw materials was a dead end—a
problem African and Latin American nations wrestle with to
this day. Henry VII created, in fact, the first national
industrial policy of the modern era, long before the Industrial
Revolution introduced artificial energy sources like steam

power.
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 A whole interlocking series of now-forgotten
policy moves underlay the rise of English industry; what all
these measures had in common was that protectionism was
essential to making them work. In the words of economist
John Culbertson of the University of Wisconsin and the
Federal Reserve Board of Governors:

 
Step after step in the cumulative economic rise of
England was directly caused by government action
or depended upon supportive government action: the
prohibition of importation of Spanish wool by Henry
I, the revision of land-tenure arrangements to permit
the development of large-scale sheep raising, Edward
III’s attracting of Flemish weavers to England and
then prohibiting of the wearing of foreign cloth, the
termination of the privileges in London of the
Hanseatic League under Edward VI, the near-war



between England under Elizabeth I and the
Hanseatic League, which supported the rise of
English shipping. And then there was the prohibition
of export of English wool (which damaged the
Flemish textile industry and stimulated that of
England), the encouragement of production of dyed
and finished cloth in England, the use of England’s
dominance in textile manufacture to push the
Hanseatic League out of foreign markets for other

products, the encouragement of fishing...
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The aim of English policy was what would today be called

“climbing the value chain”: deliberately leveraging existing
economic activity to break into more-sophisticated related
activities. Fifteenth-century England was considerably more
primitive than Bangladesh is today, so, among other things, it
had not yet developed sophisticated financial markets capable
of systematically identifying and exploiting business
opportunities. Therefore it could not count on the free market
to drive its industry into ever-more-advanced activities, but
required the active intervention of the state to do so. (The free
market does not spring into existence fully formed and
functional automatically or overnight, a lesson most recently
demonstrated in the chaos of post-Communist Russia.)

Henry VII’s advisors got their economic ideas ultimately
from the city-states of Renaissance Italy, where economics had



been born as a component of Civic Humanism, their now-

forgotten governing ideology.
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 The name for this forgotten
developmentalist wisdom of early modern Europe that has
stuck is mercantilism. One of the great myths of contemporary
economics is that mercantilism was an analytically vacuous

bundle of gold-hoarding prejudices.
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 It was, in fact, a
remarkably sophisticated attempt, given the limited conceptual
apparatus of the time, to advance national economic
development by means that would be familiar and congenial
to the technocrats of 21st-century Tokyo, Beijing, or

Seoul.
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Mercantilists invented many economic concepts still in use
today, such as the balance of payments, value added, and the
embodied labor content of imports and exports. They
championed the economic interests of the nation as a whole at
a time when special interests (notably royal monopolies) were
an even bigger problem than today. They began with obvious
ideas like taxing foreign luxury goods. They progressed to the
idea that exporting raw materials for foreigners to process was

bad if the nation could process them itself.
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 They
understood that nations rose economically by imitating the
industries of already rich nations (first the more primitive
industries, then the more sophisticated) and that low relative
wages were the key advantage of underdeveloped nations in
this game.



Even mercantilists’ much-mocked obsession with the
accumulation of bullion was not as irrational as it is usually
depicted as being, given that under a monetary system based
on gold, accumulating it is the only way to expand the money
supply and drive down interest rates, a boon to investment

then as now.
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 Mercantilism, in fact, created the modern
European economy and thus made possible the colonial power
that economically shaped much of the rest of the world. It is
thus the foundation of modern capitalism itself.

Anyhow: Britain functioned on a mercantilist basis for
centuries before its much misunderstood experiment with free
trade began. Even as late as the beginning of the 19th century,
Britain’s average tariff on manufactured goods was roughly

50 percent—the highest of any major nation in Europe.
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And even after Britain embraced free trade in most goods, it
continued to tightly regulate trade in strategic capital goods,
such as the machinery for the mass production of textiles, in
order to forestall its rivals. As we saw in the previous chapter,
this was rational, as the win-win logic of free trade can break
down if factors of production are mobile between nations
(dubious assumption #4) or if free trade induces adverse

productivity growth abroad (dubious assumption #6).
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Even Adam Smith himself was only in favor of free trade
after Britain had consolidated its industrial power through

protectionism.
415



BRITAIN’S FREE TRADE GAMBLE

 
Free trade in Britain began in earnest with the repeal of the
Corn Laws in 1846, which amounted to free trade in food,
Britain’s major import at the time. (“Corn,” in the usage of the
day, meant all grains.) The general election of 1852 was taken

for a plebiscite on the question,
416

 and free trade began
inexorably to restructure the British economy from

without.
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 Repealing the Corn Laws was a momentous step
because this removed the last major constraint on Britain’s
transformation, along the lines of its then- comparative
advantage in manufacturing, into the world’s first industrial
society, where most workers would be factory workers, not
farmers: how to feed so many factory workers?

To some extent, the objective of the Corn Laws was simply
to feed a bulge in population (almost a tripling in the previous
100 years) on a small island with limited agricultural

potential.
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 Competition with the prairies of North America
eventually devastated Britain’s old rural economy and the

aristocracy that had lived off its agricultural rents,
419

 but so
committed was Britain to free trade that this price was
accepted as in no other nation. Britain’s rulers expected that
free trade would result in their country dominating the
emerging global industrial economy due to its head start,
sidelining its trading partners into agriculture and raw



materials. They expected their lead in shipping, technology,
scale economies, and financial infrastructure to be self-

reinforcing and thus last indefinitely.
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If the rest of the world had been content to be played for
fools, this strategy might have worked. Instead, it enjoyed a
brief window of plausibility in the 1850s and 1860s, which
were the zenith of classical liberalism (of which free trade was
a part) in Europe generally. Then things started to sour. For
one thing, this zenith of free trade coincided with a prolonged
Europe-wide depression, which started to lift as protectionism

began to take hold.
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 More fundamentally, the British plan
for universal free trade stumbled as the U.S. and the rest of
Europe declined to accept their inferior allotted roles in the
global trading system. In Germany and the United States
especially, people accused Britain of favoring free trade for
other countries and only after having secured its own position
through protectionism. The influential German economist
Friedrich List (1789-1846) called this “kicking away the
ladder.” As one British Lord said in Parliament:

 
Other nations knew, as well the noble lord opposite,
and those who acted with him, that what we meant
by free trade, was nothing more nor less than, by
means of the great advantages we enjoyed, to get the
monopoly of all their markets for our manufactures,



and to prevent them, one and all, from ever

becoming manufacturing nations.
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So despite British preaching, free trade was falling apart.
Britain practiced it unilaterally in the vain hope of imitation,
but the United States emerged from the Civil War even more
explicitly protectionist than before, Germany under Bismarck
turned in this direction in 1879, and the rest of Europe
followed. During the 1880s and 1890s, tariffs went up in

Sweden, Italy, France, Austria-Hungary, and Spain.
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 There
was good reason for this: they worked. A study by the Irish
economist Kevin O’Rourke shows a clear correlation between
protection and economic growth rates in Europe in the 1875-

1914 period.
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FOREIGN PROTECTIONISM, BRITISH DECLINE

 
The United States brought to global competition continental
economies of scale and a more aggressively commercial
culture than Britain. Germany brought industrial paternalism
that delivered an efficient workforce and a prescient
understanding that science-based industry was the wave of the
future—quintessentially in optics, chemical engineering, and
the electrical industries. Both nations forged ahead under
protectionism. Britain’s economy still grew, but inexorably



lagged: from 1870 to 1913, industrial production rose an
average of 4.7 percent per year in the U.S., 4.1 percent in

Germany, but only 2.1 percent in Britain.
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 In the
melancholy words of one commentator:

 
The industries that formed the core of the British
economy in the 19th century, textiles and steel, were
developed during the period 1750-1840—before
England abandoned mercantilism. Britain’s lead in
these fields held for roughly two decades after
adopting free trade but eroded as other nations
caught up. Britain then fell behind as new industries,
using more advanced technology, emerged after
1870. These new industries were fostered by states
that still practiced mercantilism, including

protectionism.
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But despite the mounting failure of its great strategic

gamble, Britain stuck to free trade abroad and a laissez-faire
absence of industrial policy at home. Fundamentally, the
country was lulled by the Indian summer of its industrial
supremacy—it was surpassed economically by the U.S. only
around 1880—into thinking that free trade was optimal as a
permanent policy. The clarity of British thinking was not
helped by the fact that certain vested interests had fattened



upon free trade and established a grip upon the levers of
power that was hard to break.

Britain’s decline did not go unnoticed at the time, either at
home or abroad. Neither did the underlying problem: in the
1906 words of Member of Parliament F.E. Smith, later
famous as a friend of Winston Churchill:

 
We give to our rivals a free market of 43,000,000
persons in the United Kingdom to add to their own
free market. Thus the United States possess an open
market of 82,000,000 persons in the United States,
plus an open market of 43,000,000 persons in Great
Britain, making, altogether, 125,000,000. Similarly,
Germany possesses an open market of 43,000,000 in
Great Britain. As against this, we possess only such
residual of our open market of 43,000,000 as the
unrestricted competition of foreign nations leaves
unimpaired….We call ourselves free traders, but we
have never secured free trade for ourselves; we have
merely succeeded in enlarging the area within which

our protectionist competitors enjoy free trade.
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(Emphasis added.)

 
Some British politicians set out to do something about the

problem. The great crusader to abolish free trade was the



Conservative Parliamentarian Joseph Chamberlain (1836-

1914), father of the more famous Neville.
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 As he put it in a
major speech in 1903:

 
I believe that all this is part of the old fallacy about
the transfer of employment...It is your fault if you do
not leave the industry which is failing and join the
industry which is rising. Well—sir, it is an admirable
theory; it satisfies everything but an empty stomach.
Look how easy it is. Your once great trade in sugar
refining is gone; all right, try jam. Your iron trade is
going; never mind, you can make mouse traps. The
cotton trade is threatened; well, what does that
matter to you? Suppose you tried dolls’ eyes...But
how long is this to go on? Why on earth are you to
suppose that the same process which ruined sugar
refining will not in the course of time be applied to
jam? And when jam is gone? Then you have to find
something else. And believe me, that although the
industries of this country are very various, you
cannot go on forever. You cannot go on watching
with indifference the disappearance of your principal

industries.
429

 
The British turn-of-the-last-century debate eerily echoes the



free trade debate in America today. It was an era like our own,
with new technologies like the steamship and the telegraph
ushering in fears of what a borderless global economy might
bring. The political fate of a weakening superpower with
global responsibilities was bound up in fears of its economic
decline. Consider these familiar-sounding agenda items from a
conference of Britain’s Trades Union Congress: “the need to
deal with competition from the Asian colonies” and “the need
to match the educational and training standards of the United

States and Germany.”
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The same accusations made in the U.S. today flew back and
forth. Free traders were accused of viewing economics solely
from the consumer’s point of view and of favoring short-term
consumption over long-term producer vitality. Protectionist
concern for producer vitality was tarred as mere cover for
special interests. It was debated whether protectionism stifled
competition by excluding foreigners or preserved it by saving
domestic competitors (new trade theory now understands it

can do either).
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 It was debated whether the country was
living off its past capital. It clearly was: by the late 19th
century, Britain ran a chronic deficit in goods and only
managed to balance its trade by exporting services as shipper
and banker to the world and by collecting returns on past
overseas investments. Free traders were accused of
abstractionism; in the words of one book at the time:



 
The free trader hardly professes to base his opinions
on experience; he is content to adduce illustrations

from actual life of what he believes must happen.
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Those words could have been written yesterday! The
trustworthiness of British economists, ideologically mortgaged
to the free-trade tradition of classical political economy, was
questioned. Free traders denied the existence of a crisis on the
grounds that the nation’s sunrise industries were doing well
(some were, but not enough to replace the sunset industries
being lost). The two sides preened themselves on their
cosmopolitanism and their patriotism, respectively.

In hindsight, the protectionists had the stronger case, but
were outfought by the superior rhetorical and political skill of
their rivals. The vested interests and experienced political
tacticians were mostly on the free-trade side—which included
half of Chamberlain’s own Conservative party, which split on
the question. Free traders were defending a status quo bound
up in concepts of economic liberty believed essential to British
national identity, concepts that struck at the heart of what
made Britons different from statist Continental Europeans.
And free trade’s opponents made no attack upon the economic
th eo r y behind free trade, beyond simply denying its
effectiveness. This made it impossible for them to construct a
case against free trade strong enough to pull it up by its roots.



Chamberlain struggled to enact a tariff from 1903 to 1906,
when his party fought a general election, largely on this very
issue. The divided Conservatives lost to the free-trade Liberal
party. Their next chance came in 1923 and they lost again, this
time to the free-trade Labour party. Thanks to the Great
Depression, Britain finally abandoned free trade in 1931—but
by then it was too little, too late. Although protectionism
buffered Britain against the Depression somewhat, it was far
too late to redeem the nation’s position as a leading economic
power. Today, outside the City of London’s financial center,
the one-time Workshop of the World, which generated a third

of global industrial production in 1870,
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 is an economic
asterisk.

AMERICA, SWEET LAND OF PROTECTIONISM

 
The idea that America’s economic tradition has been economic
liberty, laissez faire, and wide-open cowboy capitalism—
which would naturally include free trade—resonates well with
our national mythology. It fits the image of this country held
by both the Right (which celebrates this tradition) and the Left
(which bemoans it). It is believed both here and abroad. But
when it comes to trade at least, it is simply not real history.
The reality is that all four presidents on Mount Rushmore
were protectionists. (Even Jefferson came around after the

War of 1812.)
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 Protectionism is, in fact, the real American



Way.

Americans were alert to the dangers inherent in trade
economics even before Independence. During the colonial
period, the British government tried to force its American
colonies to become suppliers of raw materials to the nascent
British industrial machine while denying them any
manufacturing industry of their own. The colonies were, in
fact, one of the major victims of Britain’s previously-noted
mercantilist policy, being under Britain’s direct political
control, unlike its other trading partners. As former Prime
Minster William Pitt, otherwise a famous conciliator of
American grievances and the namesake of Pittsburgh, once
said in Parliament, “If the Americans should manufacture a
lock of wool or a horse shoe, I would fill their ports with

ships and their towns with troops.”
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To some extent, the American Revolution was, in fact, a war
over industrial policy, in which the commercial elite of the
Colonies revolted against being forced into an inferior role in
the emerging Atlantic economy. This is one of the things that
gave the American Revolution its exceptionally bourgeois
character as revolutions go, with bewigged Founding Fathers
rather than the usual unshaven revolutionary mobs. It is no
accident that upon Independence, a tariff was the very second

bill signed by President Washington.
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Protectionism’s first American theorist was Alexander



Hamilton—the man on the $10 bill, the first Treasury
Secretary, and America’s first technocrat. As aide-de-camp to
General Washington during the Revolution, he had seen the
U.S. nearly lose due to lack of capacity to manufacture
weapons (France rescued us with 80,000 muskets and other
war materiel.) He worried that Britain’s lead in manufacturing
would remain entrenched, condemning the United States to
being a producer of agricultural products and raw materials. In
modern terms, a banana republic. As he put it in 1791:

 
The superiority antecedently enjoyed by nations who
have preoccupied and perfected a branch of
industry, constitutes a more formidable obstacle
than either of those which have been mentioned, to
the introduction of the same branch into a country in
which it did not before exist. To maintain, between
the recent establishments of one country, and the
long-matured establishments of another country, a
competition upon equal terms, both as to quality and
price, is, in most cases, impracticable. The disparity,
in the one, or in the other, or in both, must
necessarily be so considerable, as to forbid a
successful rivalship, without the extraordinary aid

and protection of government.
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Hamilton’s policies came down to about a dozen key



measures. In his own words:
438

 
1. “Protecting duties.” (Tariffs.)

 
2. “Prohibition of rival articles or duties equivalent
to prohibitions.” .(Outright import bans.)

 
3. “Prohibition of the exportation of the materials of
manufactures.” (Export bans on industrial inputs, like
King Henry VII’s ban on exporting raw wool.)

 
4. “Pecuniary bounties.” (Export subsidies, like those
provided today .by the Export-Import Bank and other
programs.)

 
5. “Premiums.” (Subsidies for key innovations. Today,
we would call them research and development tax
credits.)

 
6. “The exemption of the materials of manufactures
from duty.” (Import liberalization for industrial inputs,
so some other country can be the raw materials
exporter.)



 
7. “Drawbacks of the duties which are imposed on
the materials of manufactures.” (Same idea, by means
of tax rebates.)

 
8. “The encouragement of new inventions and
discoveries at home, and of the introduction into the
United States of such as may have been made in
other countries; particularly those, which relate to
.machinery.” (Prizes for inventions and, more
importantly, patents.)

 
9. “Judicious regulations for the inspection of
manufactured commodities.” (Regulation of product
standards, as the USDA and .FDA do today.)

 
10. “The facilitating of pecuniary remittances from
place to place.” .(A sophisticated financial system.)

 
11. “The facilitating of the transportation of
commodities.” (Good infrastructure.)

 
Hamilton set forth his case in his Report on Manufactures,

submitted to Congress in 1791.
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 Due in large part to the
domination of Congress by Southern planters, who favored



free trade, Hamilton’s policies were not adopted in toto right
away. It took the War of 1812, which created a surge of anti-
British feeling, disrupted normal trade, and drastically
increased the government’s need for revenue, to push
America firmly into the protectionist camp. But when war
broke out, Congress immediately doubled the tariff to an

average of 25 percent.
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After the war, British manufacturers undertook one of the
world’s first well-documented cases of predatory dumping,
whose purpose was, in the words of one Member of
Parliament, to “stifle in the cradle, those rising manufactures in
the United States, which the war had forced into

existence.”
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 In reaction, the American industrial interests
that had blossomed because of the tariff lobbied to keep it, and
had it raised to 35 percent in 1816. The public approved, and

by 1820, America’s average tariff was up to 40 percent.
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Fast-forward a few years. Gloss over a number of important
tariff-related political struggles, such as the South Carolina
Nullification Crisis of 1832, one of the precursors of the Civil
War, in which South Carolina tried to reject a federal tariff.
There was a brief free trade episode starting in 1846,
coinciding with the aforementioned zenith of classical
liberalism in Europe, during which America’s tariffs were
lowered. But this was followed by a series of recessions,
ending in the Panic of 1857, which brought demands for a



higher tariff so intense that President James Buchanan—the
last free-trade president for two generations—gave in and
signed one two days before Abraham Lincoln took office in

1861.
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SLAVERY VS. THE TARIFF

 
The next big protectionist event in American history is the rise
of the Republican party, spurred into being by the conflict
over slavery but inheriting from its Whig party antecedent an
agenda of aggressive government support for economic
development. The new party favored a number of policies to
this end, including hard money (deflation, the preference of
creditors), subsidies for railroads, free land for homesteaders,
and higher tariffs. In office from 1861, the Republicans lost
no time raising tariffs, using the excuse of funding the Civil
War and conveniently not having free-trade Southern
Democrats in office. President Lincoln’s economic guru was a
Philadelphia economist named Henry Carey—forgotten in our

day but world-famous in his own.
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It would be an exaggeration to say that the Civil War was
“about” the tariff, as some Southern partisans claim, eager to
shed the opprobrium of the South’s having fought for slavery.
But slavery and free trade are intimately connected as
economic policies because free trade is, in fact, the ideal policy
for a nation which actually wants to be an agricultural slave



state. Because slaves are unsuitable for industrial work, slave

states from Rome onward have failed to industrialize.
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Because they have no hope of developing comparative
advantage in manufacturing, their best move is to optimize the
comparative advantage in slave-based agriculture they are
stuck with and import most everything else. Classic Ricardian
free trade fits this strategy to a “t.” The antebellum South,
having little manufacturing industry to protect, derived little
benefit from the tariff. Economically, it was still a part of the
British Empire that bought its cotton, America’s leading

export before 1870.
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 As the tariff was the main source of
federal revenue in those pre-income tax days, the South also
bore a disproportionate share of the nation’s tax burden. No
wonder it was in favor of free trade (which the Confederate

constitution eventually mandated).
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There is a larger lesson here, reaching beyond American
history. Almost all nations that have failed to break into
modern industry have a common characteristic: in terms of
U.S. history, their equivalents of the South won their civil
wars. These were not all actual wars, of course, some being
merely struggles of interest group politics, but the pattern is
consistent: agricultural or raw-materials interests won a battle
with rising manufacturing interests and biased the economic
policy of the state to favor themselves. Sometimes this
outcome was imposed by a colonial overlord, but it was often
self-inflicted. This pattern goes far back, predating the



industrial revolution by centuries. In Spain, for example, the
key moment was arguably the Guerra do los Comuneros of
1520-21, in which aristocratic agricultural interests, embodied
in such groups as the sheep owners’ organization La Mesta,
won control of economic policy after a failed insurrection

against the Habsburg monarchy.
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 So instead of protecting
its manufacturing, Spain protected agricultural products like
olive oil and wine. As a result, Spanish industrialization
actually went backwards and Spain gradually deindustrialized
for the remainder of the century. Then came the easy pickings
of New World empire, and a flood of silver and gold caused
Spain to lose interest in industrialization completely. Its
economy has only converged with the level of its European
peers in the last 20 years.

THE GOLDEN AGE OF AMERICAN INDUSTRY

 
After the Civil War, tariffs stayed high during the long
Republican hegemony from 1865 to 1932. Reading the
speeches of 19th-century Republican politicians today, with
their expressions of concern for the wages of the American
working man, one finds oneself wondering how the party
slipped to its present day let-them-eat-cake position. (One can
dismiss these sentiments as fraud, but the tariff was real
enough.) Republicans of the robber-baron era were no angels,
but they did believe that American capitalism depended upon
class harmony—in contrast, as they saw it, to unstable



revolutionary Europe.
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 Without a significant welfare state,
America had to do something to smooth the rougher edges of
capitalism, and the tariff was a way to unite the interests of
American workers and American capitalists.

The country at large generally supported this policy, though
the left- and right-wing extremists of the day naturally
dissented. Extreme right wing Social Darwinists like William
Graham Sumner—who published a fuming book in 1885
entitled Protectionism, the Ism That Teaches That Waste
Makes Wealth—saw protectionism as a subsidy for the
incompetent and an interference with the divine justice of the

free market and the survival of the fittest.
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 Karl Marx, on
the other hand, wanted to see American capitalism break down
and therefore favored free trade for its destructive potential.
He wrote that:

 
The protective system of our day is conservative,
while the free trade system is destructive. It breaks
up old nationalities and pushes the antagonism of the
proletariat and bourgeoisie to the extreme point. In a
word, the free trade system hastens the social
revolution. It is in this revolutionary sense alone,

gentlemen, that I vote in favor of free trade.
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The Democrats of this era, who generally supported free
trade, were not Marxists, of course. But they saw the tariff as
either a tax on the non-industrial regions of the country (like
the South, solidly agrarian and solidly Democratic during this
period) or as a racket for the benefit of big business. In the
1913 words of Democratic Congressman (later the famous
House Speaker) Sam Rayburn of Texas:

 
The system of protective tariffs built up under the
Republican misrule has worked to make the rich
richer and the poor poorer. The protective tariff has
been justly called the mother of trusts [monopolies].
It takes from the pockets of those least able to pay
and puts into the pockets of those most able to pay.
The two great parties in the long past took distinct
positions upon the tariff question—the Democratic
party of the masses on the one side and the

Republican party of the classes on the other side.
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America’s tariff regime in this era was not especially

sophisticated. One searches the historical record in vain for
complex theories about what the tariff should be or for the
elaborate technocratic institutions that managed it. There were
neither. Tariff policy was mostly set by not-entirely-uncorrupt
Congressional logrolling. Corruption was moderated by the
fact that the dealmaking was fairly public (as tariffs were



considered nothing to be ashamed of), and the tariffs
themselves were moderated by the fact that one industry’s
output was often another’s input, so lobbyists seeking higher
tariffs were counterbalanced by lobbyists seeking lower ones.
But that’s about as subtle as things got. In Sumner’s annoyed
words:

 
They have never had any plan or purpose in their
tariff legislation. Congress has simply laid itself open
to be acted upon by the interested parties, and the
product of its tariff legislation has been simply the
resultant of the struggles of the interested cliques
with each other, and of the logrolling combinations
which they have been forced to make among

themselves.
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But it worked. This was the golden age of American industry,
when America’s economic performance surpassed the rest of
the world by the greatest margin. It was the era in which the
U.S. transformed itself from a promising mostly agricultural
backwater, pupil at the knee of European industry, into the
greatest economic power in the history of the world.

About the only technocratic sophistication American tariffs
had was some drift towards taxing manufactured goods more
than raw materials. In part, this simply reflected the fact that



raw material imports were less likely to face a competing
American industry lobbying for its own protection. In 1872,
keeping pace with American industrialization, Congress
modified the tariff from a broad-based levy on a wide range
of imports to a narrower one targeted at protecting industrial

wages and manufacturing industry.
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 The U.S. went from
importing five percent of its imports untaxed to nearly 50

percent; tea and coffee now came in duty-free.
455

Protectionism was the overwhelming consensus of the era.
Grover Cleveland, the sole Democratic president of the 1870-
1913 period, survived politically largely by keeping quiet
about the tariff. Then, after his first term in office, he ran in
1888 on a platform of cutting the tariff in favor of an income
tax, devoting his entire 1887 State of the Union address to this
idea. He was tarred in the press as a dupe of British interests

and lost to Republican Benjamin Harrison.
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 He learned his
lesson and recanted. He returned to office in 1893, the only
split-term president in American history.

The chart below gives the big picture.
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 Note that this chart
does not show the average tariff on dutiable goods (not all
goods have been dutiable), and that it masks variations by
product. Note also that changes in tariffs collected as a
percentage of total imports can be caused not only by changes
in tariff rates, but also by shifting proportions of what is
imported. And remember that part of the significance of a



tariff is that it eliminates some imports entirely, a fact that does
not show up on this chart at all.

 

AMERICA’S RETREAT FROM THE TARIFF

 
Contrary to what one might expect, the United States’ retreat
from the tariff was not caused by changes in policymakers’
opinions about economics. That is, there was no point at
which they decided that the economics of protectionism was
false and the economics of free trade was true. Rather, this
retreat was driven by essentially political motives, operating in
a space of economic carelessness carved out by our mid-20th-
century economic zenith. Fundamentally, we believed that the
foundations of our economic strength were so secure that we
didn’t have to worry very much anymore about what they
were. And for decades after we started dismantling
protectionism, the legacy effects of 150 years of it shielded us



from the consequences of increasingly free trade and distorted
our understanding of what those consequences really were.

Woodrow Wilson was the first modern president to believe
in free trade. (It was number three of his famous Fourteen
Points for Peace after WWI.) He succeeded in reducing tariffs
in 1913, in the course of introducing income tax for the first
time since the Civil War, but Congress pushed them back up
in 1921. The Roaring Twenties were a tariff era.

The “notorious” Smoot-Hawley tariff of 1930 is sometimes
blamed for all or part of the Great Depression—most recently
by presidential candidate John McCain, who said during the
2008 presidential campaign:

 
Every time the United States has practiced
protectionism we’ve paid a very heavy price for it.
Some even claim, with some authenticity, that the
Smoot-Hawley tariff act was a major contributor to
the outbreak of World War II, not to mention the

Great Depression.
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This accusation is obviously implausible, given that the
Depression was already taking hold, due to the 1929 stock
market crash, before Smoot-Hawley even passed Congress.
And it was proved by economist Milton Friedman (at least to
the satisfaction of the Nobel Prize committee) that the



Depression’s cause was monetary.
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 The Fed had allowed
the money supply to balloon during the late 1920s, piling up
in the stock market as a bubble. It then panicked,
miscalculated, and let it collapse by a third by 1933, depriving
the economy of the liquidity it needed to breathe. Trade policy
was not involved.

As for the charge that Smoot-Hawley caused the Depression
to spread worldwide: it did not affect enough trade, or raise

the tariff by enough, to have plausibly so large an effect.
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For a start, it only applied to about one-third of America’s
trade: about 1.3 percent of our GDP. Our average duty on
dutiable goods went from 44.6 to 53.2 percent—hardly a

radical change.
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 Tariffs as a percentage of total imports

were higher in almost every year from 1821 to 1914.
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America’s tariffs went up in 1861, 1864, 1890, and 1922
without producing global depressions, and the recessions of
1873 and 1893 managed to spread worldwide without tariff

increases.
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 Neither does the myth of a death spiral of

retaliation by foreign nations hold water.
464

 According to the
official State Department report on this question in 1931:

 
With the exception of discriminations in France, the
extent of discrimination against American commerce
is very slight...By far the largest number of countries



do not discriminate against the commerce of the

United States in any way.
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World trade declined, but almost entirely due to the
Depression itself, not tariffs. “Notorious” Smoot-Hawley is a

deliberately fabricated myth, plain and simple.
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 Smoot was a
moderate and routine adjustment to America’s trade regime,

not a major shock to the world trading system.
467

THE TURNING POINT ON TARIFFS

 
America’s tariffs first started to come down for good in 1934,
at the instigation of FDR’s Secretary of State Cordell Hull.
Hull’s faith in free trade had more to do with his belief it
would promote world peace than any particular economic
analysis. In his own words:

 
I reasoned that, if we could get a freer flow of trade
—freer in the sense of fewer discriminations and
obstructions—so that one country would not be
deadly jealous of another and the living standards of
all countries might rise, thereby eliminating the
economic dissatisfaction that breeds war, we might

have a reasonable chance for lasting peace.
468



 
This strange quasi-Marxist view that the underlying cause of
war is “economic dissatisfaction” finds little support in
history. But because of it, by 1937, the U.S. had reciprocally
cut tariffs with Cuba, Belgium, Haiti, Sweden, Brazil,
Colombia, Honduras, Canada, Switzerland, Nicaragua,
Guatemala, France, Finland, Costa Rica, El Salvador,

Czechoslovakia, and Ecuador.
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 This first turn towards tariff
cuts was greased through Congress by being presented as “an
emergency measure to deal with emergency panic conditions,”
and was mostly not spotted for the historic turning point it
was. Because the Great Depression and World War II
interfered with normal trade, it had little immediate practical
effect, and the idea of tariff cutting was quietly assimilated to
the New Deal consensus without much public ado, despite

some fierce battles inside the administration.
470

But a trend had taken root. As part of this change, Congress
unconstitutionally (contra Article I, Section 8, which reads,
“Congress shall have Power To lay and collect Taxes, Duties,
Imposts and Excises [and] to regulate Commerce with foreign
Nations”) ceded control over tariffs to the President. FDR
turned the task over to mid-level officials from the State
Department and other government departments—men not
even sufficiently highly placed to require Congressional

confirmation.
471

 Free traders have ever since preferred to



keep tariffs out of the hands of Congress and in the hands of
“experts” insulated from democratic accountability. Congress
had previously managed the tariff with moderately corrupt
favor trading and had had few ideological or geopolitical axes
to grind. The Executive was also subject to interest-group
politics, but it operated behind closed doors and had a far
stronger tendency to make tariff policy the handmaiden of

extraneous foreign policy agendas.
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FREE TRADE TO BEAT COMMUNISM

 
In the aftermath of World War II and in the face of British
decline, the U.S. assumed Britain’s mantle of global
underwriter of free trade. In the 1947 negotiations that
established the General Agreement on Tariffs and Trade, the
world’s main trading framework until establishment of the
World Trade Organization in 1995, we cut our average tariff

35 percent.
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 It was easy to do at the time, with the U.S.
running a substantial (4.2 percent of GDP) trade surplus from

1946 to 1947.
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 This was a deliberate Cold War strategy
aimed at strengthening the economies of the noncommunist

world and binding them to the U.S.
475

 It was obviously
geopolitically wise, even if we know now that Communism
was a less formidable economic challenger than it then
seemed. “All problems of local industry pale into
insignificance in relation to the world crisis,” President



Eisenhower told Congress in 1953.
476

 Thus America became
the only major market open to trade; all the others were small,
poor, protected, socialist or communist.

At this stage of the game, American policymakers still had
some residual awareness of the value of tariffs. (The delusion
that free trade actually made economic sense only set in later.)
Thus the Marshall Plan to deliberately reindustrialize Europe,
and industrialize for the first time agricultural nations like Italy
and semi-industrialized nations like France, employed high

tariff walls and tight controls on capital mobility.
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 At the
time, we believed not that free trade made economic sense for
us, but that our superior productivity had bought us enough
breathing room to engage in it for political reasons

regardless.
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 As President Truman put it:

 
Our industry dominates world markets...American
labor can now produce so much more than low-
priced foreign labor in a given day’s work that our
workingmen need no longer fear, as they were
justified in fearing in the past, the competition of

foreign workers.
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For 15 years or so, this was probably true. But our allies’
economies had recovered from WWII by 1960. And by the



end of the 1960s, world Communism’s “We will bury you”
threat to surpass us economically (which had genuinely
worried rational people watching the USSR grow faster than

the U.S. in the 1950s) had ceased to be credible.
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 So the
original rationales for America’s turn towards free trade had
expired.

In retrospect, the early 1960s were the time America should
have turned back from free trade. We certainly could have.
Unfortunately, we instead made the exact same mistake Britain
had made a century before and mistook the short-term
advantages of free trade, when viewed from the perspective of
the leading economy of the day, for permanent benefits. In the
early 1960s, it certainly seemed as if imports were only
penetrating low-end industries, giving us foreign goods on the
cheap while leaving our high-value industrial sectors
unharmed. This appeared to vindicate the Ricardian notion
that free trade would always operate in our favor. So we let a
policy with a temporary and political origin harden into a
permanent economic dogma. We started to indulge the
delusion that the underlying economics really did work.

FREE TRADE SOURS FOR AMERICA

 
In retrospect, John F. Kennedy’s Trade Expansion Act of

1962 was America’s decisive wrong turn on trade.
481

Quantitatively, the so-called Kennedy Round of tariff cuts was



large enough to be noticed, but not earth-shaking: as this
legislation was phased in, our average duty on dutiable
imports fell from 14.3 percent in 1967 to 9.9 percent in

1972.
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 But this was one of history’s small yet decisive
turning points, occurring as it did at the same moment that
America’s trading partners were getting into high gear
economically and the 1944-71 Bretton Woods system of fixed
exchange rates was beginning to falter. And tariff cuts were
exceptionally steep on high technology goods, increasing their

impact.
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 Furthermore, the Trade Expansion Act should be
evaluated not simply in terms of its before and after tariff
levels, but contrasted with the alternative of turning back from
free trade—which is what we should have done.

There were certainly warnings at the time. The famous
liberal economist John Kenneth Galbraith bluntly told
President Johnson in 1964 that “If we are screwed on tariffs,
this will have an enduringly adverse effect on the balance of

payments. It will be a serious problem for years to come.”
484

And, lo and behold, the first serious trade-related cracks in the
American economy began to appear in the late 1960s. Black-
and-white television production left for Japan. So did cameras,
transistor radios, and toys. Our trade went into deficit in 1971.

We have not run a surplus since 1975.
485

There has, of course, been a simmering revolt against free
trade ever since. Organized labor, which had actually



supported the Kennedy tariff cuts when proposed in 1962,
turned against free trade by the end of the decade. In 1968,
Senators Ernest Hollings (D-SC) and Norris Cotton (R-NH)
managed to pass a protectionist trade bill in the Senate with 68
votes. President Johnson had it killed by House Ways and

Means Committee chairman Wilbur Mills.
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 1969 saw the
first consideration, by Commerce Secretary Maurice Stans, of
creating an American agency to coordinate industrial policy.
N ix o n abandoned the effort for lack of Congressional

support.
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 In 1971, a trade deficit of one-half of one percent
of GDP (about a tenth of today’s level) was enough to
frighten Nixon into imposing a temporary 10 percent

surcharge tariff on all dutiable goods.
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 In 1972, the AFL-
CIO endorsed the Burke-Hartke bill, which would have
imposed quotas on imports in threatened industries and
restricted the export of capital by multinational

corporations.
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But free trade survived all these challenges. Fundamentally,
protectionist forces in Congress fumbled the ball. In the words
of one scholar describing the failure of the big protectionist
push in the last days of the Nixon administration:

 
Even in Congress, protectionist industries failed to
utilize their potential resources. During negotiations
over general trade bills in Congress, protectionists



exerted weak influence because they lacked an
umbrella association to represent them. Instead,
protectionists were divided along industrial lines,
each promoting its own distinct objectives….The
logic of selective protectionism did not encourage
industries to cooperate with each other, since the
chances for congressional support increased if
protectionist bills were narrowly constructed. In
addition, protectionist industries did not cooperate

with organized labor.
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The failure of this protectionist effort carries important lessons
for tactical thinking about free trade today. Sen. Hollings tried
again under President Carter, but Carter preferred the Cold
War priority of free trade. Ronald Reagan vetoed two
protectionist trade bills, in 1985 and 1988. George H.W. Bush
vetoed one, in 1990.

Ronald Reagan viewed free trade as basically a good thing,
but with exceptions, so he was willing to deviate from it
occasionally for the sake of threatened industries and to
protect the technology base needed to win the Cold War. He
enacted the “voluntary” automobile agreement with Japan that
Carter had negotiated and imposed a tariff on motorcycles to

save American icon Harley Davidson.
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 He protected steel,
lumber, computer memory chips, and sundry other



products.
492

 Unfortunately, his trade pragmatism, while
preferable to the extremism of Bill Clinton and the two
Bushes, was not guided by any thoroughgoing critique of the
underlying economics of free trade—beyond the idea that it
sometimes didn’t work in America’s favor. As a result,
Reagan did not go beyond relatively narrow tactical
interventions.

America’s last major attempt to create a full-blown industrial
policy took place from 1983 to 1985 under Reagan’s
Commerce Secretary Malcolm Baldrige, who proposed
turning the Commerce Department into a Department of Trade
and Industry analogous to Japan’s famed Ministry of
International Trade and Industry (MITI). The proposal was
killed by the ideological qualms of free-marketeers and by the
efforts of the Office of the United States Trade Representative

to defend its turf.
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JAPAN’S PROTECTIONIST HISTORY

 
In the 1980s, Japanese industrial policy was the object of
intense American interest, which has since waned due to the

misapprehension that Japan is in major economic decline.
494

There was a flurry of books on the subject and for a while it
seemed that America might acquire a serious industrial policy
of its own (which never happened). But Japan remains much
more relevant to America’s situation than China—which



everyone is now obsessing about—simply because Japan has
wages comparable to the U.S., while China competes largely
on the basis of a low-wage policy that is impossible for any
developed nation to emulate. So it is worth examining Japan’s
trade history.

The Japanese themselves certainly believe their economic
success has been due to protectionism. No one in Japan of any
standing in business, government, or academe believes that
Japan’s success has been due to free trade. In the words of
economic historian Kozo Yamamura:

 
Protection from foreign competition was probably
the most important incentive to domestic
development that the Japanese government
provided. The stronger the home market
cushion...the smaller the risk and the more likely the
Japanese competitor was to increase capacity boldly
in anticipation of demand growth. This can give the
firm a strategic as well as a cost advantage over a
foreign competitor operating in a different

environment who must be more cautious.
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The cultural roots of Japan’s repudiation of free trade are

extraordinarily deep—as deep, say, as the roots that make
America a capitalist society. This was, after all, a nation which



literally sealed itself off from the outside world for two
centuries (1635-1853). This act is regarded by most
Westerners as merely odd, but it was, in fact, profoundly
consistent with the enduring character of Japanese civilization.

Japan’s forcible opening to the modern world in 1853,
when U.S. Commodore Matthew Perry sailed his famous
“black ships” into Tokyo Bay demanding trading rights,
added a new element to Japan’s existing authoritarian social
order: the need for economic and technological sophistication
sufficient to defend its existence as an independent nation.
Japan promptly set about engaging the modern world on
terms congenial to its own political priorities—not those of
outsiders. The key slogan of the day was fukoku kyohei, “rich
country equals strong army.” Thus private economic interests
have never, except perhaps for a brief liberal moment in the
1920s, been allowed to be the primary drivers of its national
economy. Instead, private interests have been subordinated to
the national economic interest under a system most succinctly
describable as state capitalism. And protectionism is an innate
part of that system.

Japan in 1945 was economically crushed, its cities smoking
ruins, its empire gone. It was poorer even than some African
nations untouched by the B-29. It seemed so far behind the
United States that there was no plausible way ever to catch up.
It was widely expected that Japan would end up an economic
also-ran like that neighboring island chain, the Philippines.



And within the economic ideology America was promoting to
Japan at the time, free trade according to comparative
advantage, there seemed to be no way out, as Japan had
comparative advantage only in low-value industries.

History records a fascinating exchange on this topic, which
encapsulates the entire postwar free trade debate. In 1955,
when the U.S. and Japan were negotiating their first post-
occupation trade agreement, the head of the American
delegation, C. Thayer White, told the Japanese to cut their

tariff on imported cars because, in his words: 
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1. The United States industry is the largest and most
efficient in the world.

 
2. The industry is strongly in favor of expanding the
opportunities for world trade.

 
3 . Its access to foreign markets in recent years has
been limited by import controls.

 
4 . Although the United States Government
appreciates that it is necessary for some countries to
impose import restrictions for balance of payments
reasons...it would be in Japan’s interest to import



automobiles from the United States and export items
in which Japan could excel.

 
Upon Ricardian principles, White was, of course, 100 percent
correct. But the Japanese trade negotiator, Kenichi Otabe,
replied that:

 
1. If the theory of international trade were pursued
to its ultimate conclusion, the United States would
specialize in the production of automobiles and
Japan in the production of tuna.

 
2 . Such a division of labor does not take
place...because each government encourages and
protects those industries which it believes important
for reasons of national policy.

 
Needless to say, Japan did not choose to become a nation of

fishing villages! Instead, its rulers drew the same conclusion
that Alexander Hamilton had drawn 150 years earlier and
Henry VII 300 years before that, opting for protectionism and
industrial policy. They closed Japan’s markets to foreigners in
industries they wished to enter, only welcoming foreign goods
insofar as they helped build up Japan’s own industries. They
applied administrative guidance to key industries and rigged



Japan’s banking system and stock market to provide cheap

capital to industry.
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 Tokyo instead protected its then-
fledgling automobile industry in the 1950s, limiting imports to
$500,000 per year. (In the 1960s, prohibitive tariffs replaced
this quota.) Japan only allowed foreign investment insofar as
this transferred technology to its own manufacturers. Today, it
produces over two-and-a-half times as many cars as the U.S.,

mostly for export.
498

As Japan has historically been the economic leader for the

whole of Confucian Asia
499

 (Japan, Korea, China, Taiwan,
Vietnam, Hong Kong, and Singapore), its protectionist
policies have been shared with nearby nations to a huge
extent. The ultimate basis of these policies is an attitude
towards economics that sees the economy not as an end in
itself, but as an instrument of national power. (See the William
Cunningham quote in Chapter 6 for a reminder of how this
attitude used to be the norm even in the Western world.) As
Harvard Asia specialists Roy Hofheinz and Kent Calder have
written, “For more than a century, nationalist sentiments…
have been a basic driving force underlying East Asian

economic growth.”
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 Even today, Chinese industry is 30

percent owned by the state.
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 Over a dozen strategic
industries have been slated to remain under outright
government ownership and control, including information
technology, telecommunications, shipping, civil aviation and



steel.
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 Laissez faire this is not.

In relation to its neighbors, Japan has employed something
called the “flying geese” strategy, christened thus by the

Japanese economist Akamatsu Kaname in the 1930s.
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 Japan
breaks into an industry, wipes out existing Western
competitors, then successively hands the industry down to less
sophisticated neighboring economies such as Korea, Taiwan,
Thailand, Malaysia, and Vietnam as they mature. This pattern
has held for goods from garments to televisions for five
decades. Japan’s withdrawal from labor-intensive goods in the
1970s opened up space for Taiwan, South Korea, Singapore,
and Hong Kong, and their ongoing withdrawal from these
goods is opening up space for China. Among other things,
this nicely illustrates how rational protectionism is a dynamic,
not a static, strategy, and does not consist in defending every
job and every industry.



Chapter 7



The Negligible Benefits of Free Trade

Having looked at the profound theoretical and historical
reasons to doubt that free trade is the best policy, let’s try
some quantification of what benefits America and other
nations are really likely to get from the current agenda to
relentlessly expand it. Because the surprising news here is that
even the calculations of free traders themselves indicate that
the benefits of expanding free trade (if they even are net
benefits, which is precisely what is in dispute) are very small.
Indeed, this is what Paul Krugman, a self-professed free trader
despite his trenchant criticisms, has referred to as the “dirty

little secret” of free trade.
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 So even if we assume that the
entire dubious edifice of free trade economics is true, there’s
just not that much on the table for America—or anyone else.

That the benefits of free trade are relatively modest should
be intuitively comprehensible to anyone who thinks back to

the economy America had in 1970.
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 Then, imports were
just over five percent of GDP, rather than the 17 percent they

are now.
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 Yet we somehow didn’t seem to need very many

imports to have the world’s highest standard of living.
507

Imports were mainly a matter of oil, natural products that
don’t grow here like bananas, luxury goods like Swiss
watches, and a few odds and ends like Volkswagens. This
rather suggests that the benefits of free trade are at best a layer



of icing on our economic cake, not a fundamental basis (let
alone the fundamental basis, a ridiculous claim that gets made
all the time) of our standard of living.

The benefits of free trade are especially dubious in the long
run because although we have become dependent upon many
imported products and could not switch back to domestic
production overnight, we could certainly do so over time. This
is not some countercultural vision of the simple life or of
voluntarily accepting a lower living standard: it just means
going back to lower import levels. It does not mean the end of
consumer society or anything like it. It does not even mean
going back to the living standards of earlier decades, as our
living standards without free trade (not without trade) would
be much higher, due to economic and technological growth in
the intervening years.

Above all, the U.S. has virtually nothing to gain from
pushing even further in the direction of free trade. Our
government actually knows this perfectly well. The U.S.
International Trade Commission periodically releases an
official report, The Economic Effects of Significant U.S.
Import Restraints, which recently put the gain from
eliminating all remaining American trade barriers at $3.7

billion dollars.
508

 This is just over two one-hundredths of one
percent of GDP—about what Americans spend on Halloween

and Easter candy every year.
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 That in itself is an irony, as
about a quarter of these gains consist in cheaper sugar if the



U.S. ends its (admittedly pointless) sugar import quota.
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SMALL GAINS FOR THE REST OF THE WORLD

 
Expanding free trade doesn’t do much for the rest of the
world, either. Generally accepted estimates of the likely
benefits of further trade liberalization have, in fact, been going
down for years as various criticisms of free-trade economics

have started to tell.
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 For example, in the run-up to the 2003
World Trade Organization negotiations in Cancun, Mexico,
the most widely quoted figure for gains from further trade

liberalization was $500 billion.
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 And that was for the
developing world alone, with more as gravy for the
industrialized nations. But only two years later, at the next
round of talks in Hong Kong, with revised economic models,
there were few estimates over $100 billion: a drop of 75

percent!
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 Many estimates were even lower. And 85 percent
of the expected benefits to developed nations were slated to go
to Europe, Japan, Korea, Taiwan, Hong Kong, and

Singapore.
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 The U.S. and Canada were destined for very
small shares because their economies were already so open.

The two most important models for generating these
estimates are the Global Trade Analysis Project (GTAP)
model, maintained at Purdue University in Indiana, and the
LINKAGE model, maintained by the World Bank in



Washington.
515

 The declining estimates generated by these
models can be clearly seen in the table below:

 

Projected Benefits of Trade Liberalization
516

 
Model Year Benefits (in billions)

  
Developing Nations Entire World

GTAP 2002 $108 $254

GTAP 2005 $22 $84

LINKAGE 2003 $539 $832

LINKAGE 2005 $90 $287

The 2005 (most recent) GTAP model estimates that the total
benefit, to all the nations in the world, of abolishing all

remaining restrictions on trade is only 84 billion dollars.
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This is less than the annual sales of the CVS drugstore

chain.
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 It works out to less than four cents per day per
person on the planet, or less than one-half of one percent of
world economic output. So for all the disruption and problems
trade liberalization causes worldwide, that’s the meager



payoff.

This $84 billion estimate also applies to eliminating all the
world’s remaining trade barriers, which is not realistically on
the table. If one dials back liberalization to more plausible
levels, the numbers go down even more. For example, for a
plausible package of tariff cuts ranging from 33 to 75 percent
on various goods, LINKAGE predicts gains only about a third

the size 100 percent liberalization would produce.
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 This
would cut them down to just over a penny a day per person in
the developing world.

These gains are also a one-time event, not an annual
increment. They do not open any new long-term pathways to
growth and once they’ve been exhausted, that’s it.
Furthermore, they will not be evenly distributed. Some people
will get more than a penny a day, some will get less, and some
will get nothing at all. Some people will even get less than
zero: that is, they will be net losers from trade liberalization.

GTAP also gives a surprising answer regarding which
industries the benefits of liberalization would occur in: mainly
just agriculture. Free traders love to paint free trade as the
master key to a global high-tech boom, but, in fact, all the
projected net benefits of liberalization are in mundane areas.
This shouldn’t actually be a surprise, given that agriculture is
the most (overtly) protected sector remaining in the developed
world, where the big GDPs are and thus the opportunities for
percentage gains to translate into large dollar amounts. Most



of these gains simply consist in slightly lower consumer prices
if remaining agricultural protections, from sugar in the U.S. to
cheese in Europe, are eliminated. The second-largest field of
prospective gains, after agriculture, is textiles—which is also
the only major industry in which most of the benefits go to

developing countries.
520

FREE TRADE DOES NOT REDUCE GLOBAL
POVERTY

 
The First World is at least rich enough to afford mistakes
about trade. The Third World is not, so it matters enormously
that the potential for free trade to reduce global poverty is

minimal, especially compared to the hype on the subject.
521

GTAP calculates that complete global trade liberalization
would be worth $57 per person per year in the developed

world—but less than $5 in the developing world.
522

Many optimistic figures on poverty reduction as a result of
trade liberalization do not survive even casual scrutiny. For a
start, the World Bank standard for poverty is $2 a day, so
“moving a million people out of poverty” can merely consist
in moving a million people from incomes of $1.99 a day to
$2.01 a day. In one widely-cited study, there were only two
nations in which the average beneficiary jumped from less

than $1.88 to more than $2.13: Pakistan and Thailand.
523



Every other nation was making minor jumps in between. This
is better than nothing, but still small stuff to set against the
costs of trade liberalization. It is definitely not the qualitative
jump from material misery to a decent standard of living that
people imagine from the phrase “lift out of poverty.”

The developing world’s projected gains from trade
liberalization are also concentrated in a relatively small group
of nations, due to the fact that only a few developing nations
have economies that are actually capable of taking advantage

of freer trade to any meaningful extent.
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 Although it
depends a bit on the model, China, India, Brazil, Mexico,
Argentina, Vietnam, and Turkey generally take the lion’s

share.
525

 This list sounds impressive, but it actually leaves out
most Third World nations. Dirt-poor nations like Haiti aren’t
even on the radar. Even nations one notch up the scale, like
Bolivia, barely figure.

Like it or not, this is perfectly logical, as increased access to
the ruthlessly competitive global marketplace (which is all free
trade provides) benefits only nations whose industries have
something to sell which foreign trade barriers are currently
keeping out. Their industries must both be strong enough to
be globally competitive and have pent-up potential due to
trade barriers abroad, a fairly rare combination. So the most
desperately impoverished nations, which have few or no
internationally competitive industries, have little to gain.



Might there perhaps be some way to share the gains from
free trade more equally among nations at different levels of
development? Unfortunately not, because free trade is, by
definition, not regulated, which means that any such scheme
would not be free trade at all. It would be some sort of
managed trade. Any number of such share-the-wealth
schemes have been proposed, but they are outside free trade
entirely. This also leaves open the question of whether these
redistributive schemes would actually work and whether the
developed nations, which have de facto veto power over all
proposals to reorder the global economy, would agree to
them.

FREE TRADE INCREASES GLOBAL INEQUALITY

 
Despite careless talk about the “global” economy, only about a
third of humanity is actually integrated into modern flows of

goods and capital.
526

 This third consists of basically the entire
population of the developed world plus varying percentages
of the populations of poorer nations. But two-thirds of
humanity is only peripherally involved at best. The spreading
Third World affluence one sees in TV commercials only
means that the thin upper crust of Western-style consumers is
now more widespread than ever before. There are indeed
Indians driving BMWs around Bangalore in a way that there
weren’t in 1970. But having more affluent people in the Third
World is not the same as the Third World as a whole nearing



the living standards of the First. Think of the developed world
as a formerly all-white country club that has started admitting
rich Asians and a few others, while the economic gap between
the club and the surrounding town has actually grown, and
you will not be far wrong.

It is no accident that, according to the World Bank, the
entire net global decline in the number of people living in
poverty since 1981 has been in mercantilist China, where free
trade is not practiced. Elsewhere, their numbers have

grown.
527

 The story on global poverty in the last 30 years is
roughly as follows:

 
1. China (one fifth of humanity) braked its population
growth, made a quantum leap from agrarian Marxism to
industrial neo-mercantilism, and thrived—largely
because the U.S. was so open to being the “designated
driver” of its export-centered growth strategy during
this period.

 
2 . India (another fifth) sharply increased the capitalist
share of its mixture of capitalism and Gandhian-Fabian
socialism after 1991. It did reasonably well, but not as
well as China and not well enough to reduce the
absolute number of its people living in poverty, given



unbraked population growth.
528

 
3. Latin America lost its way after the twin oil shocks of
the 1970s, experienced the 1980s as an economic “lost
decade,” and tried to implement the free market
Washington Consensus in the 1990s. It didn’t get the
promised results, so many nations have since lurched
left.

 
4 . The collapse of Communism left some nations

(Cuba, North Korea) marooned in Marxist poverty,
529

while others (Uzbekistan, Mongolia) discovered that the
only thing worse than an intact communist economy is
the wreckage of one. Much of Eastern Europe and the
ex-USSR got burned by an overly abrupt transition to
capitalism, then recovered at various speeds.

 
5 . Sub-Saharan Africa spent much of this period in
political chaos, with predictable economic results
(except for South Africa and Botswana). Washington
Consensus policies in the 1990s did not deliver, and the
few bright spots recently noted have yet to prove
enduring.



 
6. Other poor countries followed patterns one through
five to varying degrees, with corresponding outcomes.

 
China is unquestionably the star here. But even China, for

all its brutally efficient achievements in forcing up the living
standards of its people from an extremely low base, has
serious problems on this score. Most fundamentally, its
growth miracle has been largely confined to the metropolitan

areas of the country’s coastal provinces.
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 Of the 800 million
peasants left behind in agriculture, perhaps 400 million have

seen their incomes stagnate or even decline.
531

 China has
something like 200 million migrant workers—more than the
entire workforce of the US—who have left their villages

looking for a place to work.
532

 In the words of Joshua
Muldavin, a professor of Asian studies at Sarah Lawrence
College who has lived in the Chinese countryside for years:

 
China’s rural hinterlands are in essence the engine as
well as the dumping ground of China’s
unprecedented economic growth. These rural areas
provide the country’s booming cities with cheap
unorganized labor principally drawn from extremely
poor peasant com-munities in the midst of their own
social and environmental crises. It’s also here that



the most toxic industries are located, out of sight of
the world’s media. Rural peasants labor in some of
the world’s dirtiest, most dangerous conditions in
these far-flung townships and village enterprises
spread across the whole country. These are industrial
subcontractors not only to Chinese companies but
also international companies that spew pollution into
the air and water and onto the land. And when the
health of rural workers is destroyed, they return to
tilling decimated lands around their villages, which
have become toxic waste dumps for this unregulated
production…Rural China, its environment, and its
people are on the bottom of a global commodity
chain tied to China’s emergence as global companies’

industrial platform of choice.
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And even in urban, coastal China, most Chinese are still poor
workers, who often sleep 100 to a room in cinderblock
factory dormitories.

In the last 30 years of greatly expanding free trade, most of
the world’s poor nations have actually seen the gap between

themselves and the rest of the world increase.
534

 As Dani
Rodrik reports:

 
The income gap between these regions of the



developing world and the industrial countries has
been steadily rising. In 1980, 32 Sub-Saharan
countries had an income per capita at purchasing
power parity equal to 9.3 percent of the U.S. level,
while 25 Latin American and Caribbean countries
had an income equal to 26.3 percent of the U.S.
average. By 2004, the numbers had dropped to 6.1
percent and 16.5 percent respectively for these two
regions. This represents a drop of over 35 percent in

relative per capita income.
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This situation is not going to improve any time soon: the
United Nations Development Programme reports that if high-
income countries were “to stop growing today and Latin
America and Sub-Saharan Africa were to continue on their
current growth trajectories, it would take Latin America until

2177 and Africa until 2236 to catch up.”
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 2236 is as far into
the future as 1782 is into the past. And, of course, developed
nations are unlikely to stop growing.

An even profounder problem is that this assumes it is
ecologically possible for the entire world to consume at North
American levels. This is impossible with current technology
and therefore depends upon technological breakthroughs that
may not materialize. So mitigating global inequality through
growth may be environmentally unsustainable, quite aside



from whether it is economically likely.

THE DISAPPEARANCE OF MIDDLE-INCOME
NATIONS

 
Today, because a few formerly poor nations are succeeding
economically while most have been hit with economic decline,
the world is splitting into a “twin peaks” income distribution,

with a hollowing out of middle-income countries.
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 (Most
poor nations have high fertility, so population growth drags
down their per capita income by a percentage point or two
every year if economic growth does not outpace it.) And,
contrary to impressions cultivated in the media, economic
success is actually becoming more concentrated in the Western

world, not less.
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 According to one summary of the data by
Syed Mansoob Murshed of Erasmus University in Rotterdam,
Holland:

 
Between 1960 and 2000 the Western share of rich
countries has been increasing; to be affluent has
almost become an exclusive Western prerogative—16
out of 19 non-Western nations who were rich in 1960
traversed into less affluent categories by 2000 (for
example, Algeria, Angola, and Argentina.) Against
that, four Asian non-rich countries moved into the
first group. Most non-Western rich nations in 1960



joined the second income group by 2000, and most
non-Western upper-middle-income countries in 1960
had fallen into the second and third categories by
2000. Of 22 upper-middle-income nations in 1960, 20
had declined into the third and fourth income
categories, among them the Democratic Republic of
the Congo, also known recently as Zaire, and Ghana.
Most nations in the third group in 1960 descended
into the lowest income category by 2000. Only
Botswana moved to the third group from the fourth
category, while Egypt remains in the third category.
We seem to inhabit a downwardly mobile world with a
vanishing middle class; by 2000 most countries were
either rich or poor, in contrast to 1960 when most

nations were in the middle-income groups.
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(Emphasis added.)

 
This is all no accident. Free trade tends to mean that the

industrial sectors of developing nations either “make it to the
big time” and become globally competitive, or else get killed
off entirely by imports, leaving nothing but agriculture and
raw materials extraction, dead-end sectors which tend not to
grow very fast. Free trade eliminates the protected middle
ground for economies, like Mongolia or Peru, which don’t
have globally competitive industrial sectors but were still
better off having such sectors, albeit inefficient ones, than not



having them at all.
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The productivity of modern industry is so much higher than
peasant agriculture that it raises average income even if it is
not globally competitive. This is why Mongolia, Peru, and
similar nations actually had higher average incomes before
free trade was introduced during the “reforms” of the

1990s.
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 Even their inefficient and protected industrial
sectors set national wage floors that discouraged, among other
things, overcultivation, the environmental degradation
consequent upon driving the entire population into agriculture

for lack of alternative job opportunities.
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The sudden imposition of free trade upon such nations is
even worse than its gradual imposition, as sudden drops in
output are especially prone to kill off industries dependent
upon scale economies, which (for reasons we will explore in
Chapter Nine) are the only really good industries to have.
Nations which open up their economies to (somewhat) free
trade relatively late in their development, and continue to
support domestic firms with industrial policy, are far more
likely to retain medium and high technology industry, the key
to their futures, than nations which embrace full-blown free
trade and a laissez faire absence of industrial policy too early

in their development.
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There are numerous documented cases in which trade



liberalization simply killed off indigenous industries without
supplying anything to replace them. To take some typical
examples from the International Forum on Globalization:

 
Senegal experienced large job losses following
liberalization in the late 1980s; by the early 1990s,
employment cuts had eliminated one-third of all
manufacturing jobs. The chemical, textile, shoe, and
automobile assembly industries virtually collapsed in
the Ivory Coast after tariffs were abruptly lowered
by 40 percent in 1986. Similar problems have
plagued liberalization attempts in Nigeria. In Sierra
Leone, Zambia, Zaire, Uganda, Tanzania, and the
Sudan, liberalization in the 1980s brought a
tremendous surge in consumer imports and sharp
cutbacks in foreign exchange available for purchases
of intermediate inputs and capital goods, with
devastating effects on industrial output and
employment. In Ghana, liberalization caused
industrial sector employment to plunge from 78,700

in 1987 to 28,000 in 1993.
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One unhappy corollary of this is the so-called Vanek-Reinert
effect, in which the most advanced sectors of a primitive
economy are the ones destroyed by a sudden transition to free



trade.
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 Once these sectors are gone, a nation can be locked
in poverty indefinitely.

NAFTA, CASE STUDY IN FAILURE

 
The North American Free Trade Agreement, America’s
biggest free trade controversy of the last 20 years, is a
veritable case study in failure. This is all the more damning
because this treaty was created, and is administered, by the
very Washington elite that is loudest in proclaiming free
trade’s virtues. So there is no room for excuses about
incompetent implementation, the standard alibi for free trade’s
failures in the developing world. This is all the more true
given that, with the heavy penetration of American industry
into Mexico, the American elite hasn’t just been running the
American side, but much of the Mexican side as well. And
when it hasn’t been, the Mexican economy has been under the
control of American-trained technocrats such as President
Ernesto Zedillo (PhD, economics, Yale) and President Carlos
Salinas (PhD, economics, Harvard). So if free trade was going
to work anywhere, it should have been here.

Instead, what happened? NAFTA was sold as a policy that
would reduce America’s trade deficit. But our trade balance
worsened against both Canada and Mexico. For the four years
prior to NAFTA’s implementation in 1994, America’s annual

deficit with Canada averaged a modest $8.1 billion.
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 Twelve



years later, it was up to $71 billion.
547

 Our trade with Mexico

showed a $1.6 billion surplus in 1993,
548

 but by 2007, our

deficit had reached $74.8 billion.
549

Eccentric billionaire and 1992 presidential candidate H.
Ross Perot was roundly mocked for predicting a “giant
sucking sound” of jobs going to Mexico if NAFTA passed.
But he has been vindicated. The Department of Labor has
estimated that NAFTA cost America 525,000 jobs between

1994 and 2002.
550

 According to the more aggressive
Economic Policy Institute:

 
NAFTA has eliminated some 766,000 job
opportunities—primarily for non-college-educated
workers in manufacturing. Contrary to what the
American promoters of NAFTA promised U.S.
workers, the agreement did not result in an increased
trade surplus with Mexico, but the reverse. As
manufacturing jobs disappeared, workers were
down-scaled to lower-paying, less-secure services
jobs. Within manufacturing, the threat of employers
to move production to Mexico proved a powerful
weapon for undercutting workers’ bargaining

power.
551



 
The idea of Mexico as a vast export market for American

products is a sad joke; Mexicans are simply too poor. In the
1997 words of Business Mexico, a pro-NAFTA publication of
the American Chamber of Commerce of Mexico:

 
The reality is that only between 10 and 20 percent of
the population are really considered consumers. The
extreme unequal distribution of wealth has created a
distorted market, the economy is hamstrung by a
work force with a poor level of education, and a
sizable chunk of the gross domestic product in
devoted to exports rather than production for home
consumption. Furthermore, workers’ purchasing
power, already low, was devastated by the December
1994 peso crash and the severe recession that
followed. Even optimists do not expect wages in real

terms to recover until the next century.
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According to official figures at the time, fewer than 18 million

Mexicans made more than 5,000 pesos a month.
553

 That was
only about $625: roughly half the U.S. poverty line for a
family of four. This has not improved much since, so, as Paul
Krugman has pointed out, “Mexico’s economy is so small—
its GDP is less than four percent that of the United States—



that for the foreseeable future it will be neither a major

supplier nor a major market.”
554

But if NAFTA wasn’t a plausible economic bonanza for the
U.S. and America’s establishment knew it, then what was
going on? Krugman again supplies an answer, writing in
Foreign Affairs that, “For the United States, NAFTA is

essentially a foreign policy rather than an economic issue.”
555

The real agenda was to keep people like President Carlos
Salinas, friendly with powerful interests in the U.S., in power
in Mexico City. Free trade was pushed not because of any
sincerely anticipated economic benefits, but to serve an
extraneous foreign policy agenda. To his credit, Krugman
later admitted the utter chicanery of it all, writing in The New
Democrat in 1996 that:

 
The agreement was sold under false pretences. Over
the protests of most economists, the Clinton
Administration chose to promote NAFTA as a jobs-
creation program. Based on little more than
guesswork, a few economists argued that NAFTA
would boost our trade surplus with Mexico, and thus
produce a net gain in jobs. With utterly spurious
precision, the administration settled on a figure of
200,000 jobs created—and this became the core of

the NAFTA sales pitch.
556



 
NAFTA was sold in Mexico as Mexico’s ticket to the big

time. Mexicans were told they were choosing between
gradually converging with America’s advanced economy and
regressing to the status of a backwater like neighboring
Guatemala. But the income gap between the United States and
Mexico actually grew (by over 10 percent) in the first decade

of the agreement.
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 (This doesn’t mean America boomed; we
didn’t. But Mexico slumped terribly.) In NAFTA’s first
decade, the Mexican economy averaged 1.8 percent real

growth per capita.
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 By contrast, under the protectionist
economic policies of 1948-73, Mexico had averaged 3.2

percent growth.
559

Because Mexico’s labor force grows by a million people a
year, job creation must get ahead of this curve in order to raise
wages; this is simply not happening. Mexican workers can
often be hired for less than the taxes on American workers;

the average maquiladora wage is $1.82/hr.
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 The
maquiladora sector is deliberately isolated from the rest of the
Mexican economy and contributes little to it. Workers’ rights,
wages, and benefits are deliberately suppressed.
Environmental laws are frequently just ignored.

Mexican agriculture hasn’t benefitted either: NAFTA turned
Mexico from a food exporter to a food importer overnight and
over a million farm jobs were wiped out by cheap American



food exports,
561

 massively subsidized by our various farm

programs.
562

Promoters of NAFTA have tried to cover up its problems by
using inappropriate yardsticks of success. For example, they
have claimed that the expansion of total trade among the three
nations vindicates the pact. But this expansion has just been

due to a growing American deficit.
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 Because a growing
deficit means, by definition, that our imports have been
growing faster than our exports, there is no way that economic
growth per se will ever solve the problem. Congress was right
to reject NAFTA initially, which never enjoyed sincere
majority support in either the House or the Senate and was

bought with sheer patronage by Bill Clinton.
564

To be fair, NAFTA is not the only thing that has been
wrong with the Mexican economy in recent decades. But
NAFTA was the capstone to a series of dubious free-market
economic experiments carried out there since the early 1980s.
Between 1990 and 1999, Mexican manufacturing wages fell

21 percent.
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 Nevertheless, Mexico is now losing
manufacturing jobs to China in such areas as computer parts,
electrical components, toys, textiles, sporting goods, and
shoes: 200,000 in the first two years of the millennium

alone.
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 Mexico’s trade deficit against the rest of the world
has actually worsened since NAFTA was signed. In the words



of commentator William Greider, “The Mexican maquiladora
cities thought they were going to become the next South

Korea, but instead they may be the next Detroit.”
567

NAFTA is not America’s only free trade agreement, of
course. But our other agreements tell similar tales. We have
signed 11 since 2000: with Australia, Bahrain, Chile,
Colombia, Jordan, Korea, Oman, Morocco, Singapore,
Panama, and Peru. (El Salvador, Nicaragua, Honduras,
Guatemala, and the Dominican Republic were lumped
together in the Central American Free Trade Agreement or
CAFTA.) Every agreement but one has coincided with greater
American deficits. The only exception is Singapore, where our
existing surplus increased somewhat. But Singapore is tiny, a

mere city-state.
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 Nevertheless, our government pushes for
more. As of 2010, country agreements with Colombia, South
Korea, Oman and Panama were pending ratification, and the
U.S. was in stalled negotiations with Malaysia, Thailand and

the United Arab Emirates.
569

 Next on the list are reportedly

Algeria, Egypt, Tunisia, Saudi Arabia and Qatar.
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 In
December 2009, the Obama administration announced its
intention to eventually join the existing Trans-Pacific
Partnership and elevate it into a full-blown free trade area
comprising the U.S. plus Singapore, Chile, New Zealand,
Brunei, Australia, Peru, and Vietnam.

THE PHONY SUCCESSES OF FREE TRADE



 
It is possible to explain away these problems with NAFTA
and our other trade agreements by using cherry-picked data
and other forms of statistical opportunism. Conversely, it is
also possible to unjustly credit free trade for economic
successes in foreign countries that it did not really cause. This
is usually done by interpreting paper trade liberalizations (the
legal forms of which were not reflected in facts on the
ground) as substantive in order to claim that these
liberalizations triggered economic takeoffs in nations that
actually took off under earlier protectionist policies.

China and India, for example, both opened up their
economies to the world about a decade after their growth rates
took off, so free trade cannot be the cause of their growth.
Trade liberalization is, in fact, far more likely to be an effect
than a cause of economic growth: once an economy is primed
by protectionism and industrial policy and starts growing, it
starts to have something to gain from somewhat freer trade
(not free trade per se) and its political masters act upon this
fact—with moderation and selectivity if they are wise.

For example, from its first post-communist reforms in 1978
to 2001—a period of over two decades—China did not allow
unconstrained imports. (It does not really do so even today.)
If it had, it could easily have ended up like Mongolia or the
African nations which unwisely opened up their markets too
soon: its (meager at the time) domestic industries could have



been wiped out by imports and it might never have become
the economic powerhouse it is now. Instead, it only joined the
WTO (and opened up its markets on paper) in 2001, after
mastering the fine art of non-tariff barriers, largely with
Japanese help. Thereafter, it has only opened its markets very
selectively and under tight, often covert, controls. It has defied
the spirit of WTO rules, and sometimes their letter, ever since.

Case in point: China did not open its financial markets to
foreign players until very recently (this is an incremental
process, so no single date can be given) and even then has
kept them on a tight leash of regulations. This is wise, as an
uncontrolled financial system is intrinsically liable to profound
mischief (as Americans presumably realize by now).
Interestingly, China was unscathed by either the 1997 Asian
Crisis or the 2008 financial meltdown. Neither has China
allowed true convertibility of its currency. It has not even
allowed foreign investors genuine property rights: it allows
them plenty of profits by producing for export, but no real

ownership of corporations, land, or real estate.
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 India has
been similarly sluggish and cagey about opening completely
to foreign goods and capital, albeit in different ways
corresponding to its socialist rather than communist past,

democratic government, and British-derived legal system.
572

Advocates of free trade trumpet a supposed correlation
between a nation’s openness to the world economy and its
observed growth rate. But a more careful review of the data



reveals that it is actually growth in exports that correlates with

economic growth, not openness as such.
573

 And even high
exports do not in themselves bring growth: Sub-Saharan
Africa has a higher ratio of exports to GDP than Latin

America, but is still poorer and slower growing.
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 Economic

openness per se simply does not produce growth.
575

 (Cf. the
quote from Wired magazine in Chapter 1 for contrast.)
Empirically, a rational amount of closure, combined with
good domestic industrial policies, does far better.

Many nations trumpeted as evidence of the wonders of free
trade have, in fact, succeeded for other reasons. Many of the
star performers with respect to tariff reduction, such as
Ukraine, Moldova, and Mongolia, have done badly, and some
of the most tariff-protected nations, such as Lebanon and

Lesotho, have actually done quite well.
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 In fact, for the
decade of the 1990s, one major study found that there was no
clear statistical relationship at all between tariffs and growth
rates; if anything, the data had an inconclusive drift towards
the conclusion that higher tariffs actually correlate with more

growth, not less.
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 So a simplistic take on the data (to be fair,
insufficient to settle the question) actually favors

protectionism.
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Some commentators argue that free trade isn’t what is
hurting the Third World, but the lack of it. Ironically, this



view tends to find its support among both right-wing free
market types and left-wing antipoverty activists like the

British-based charity Oxfam International.
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 They point out
that developed nations impose much higher tariffs on
developing nations (by a factor of four, on average) than they
do on other developed nations. Thus Angola pays as much in
tariffs to the U.S. as Belgium, Guatemala as much as New

Zealand,
580

 Bangladesh as much as France, and Cambodia

more than Singapore.
581

 (This is not due to intentional
discrimination, but to the fact that developed nations protect
their agriculture.) Unfortunately, the implied gains of
abolishing these discrepancies are very small: between three-
tenths and six-tenths of one percent of the GDPs of the

exporting nations.
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 Furthermore, free trade in food and the
end of First World agricultural subsidies could easily raise
global food prices by 10 percent. (That’s what eliminating a

subsidy does.)
583

 So Third World nations could easily slip
down the path of the old Ireland: exporting food while their
own people starve.

Free trade would, however, give them somewhat
more-efficient poverty.



Chapter 8



The Disingenuous Law and Diplomacy of
Free Trade

 
Free trade and free trade agreements are not the same thing.
Nations certainly do not need free trade agreements to have
free trade. They just need to drop their tariffs, quotas, and
other overt and covert barriers to the flows of goods and
services. So (contrary to what one might imagine from the
media) NAFTA, our other country trade agreements, and the
WTO treaties are not really free trade agreements at all.
Although they contain free trade agreements, and their
sponsors would certainly like the public to debate them as if
they were nothing else, 90 percent of their legal substance
concerns other things.

Foremost among these is protection for foreign investors.
The American oil industry, for example, is haunted by the
memory of Mexico’s president Lázaro Cárdenas nationalizing

its holdings there in 1938.
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 So these agreements seek to tie
governments into legal straitjackets that will prevent such
expropriations in future. Unfortunately, these agreements go
beyond securing honest foreign investors against theft by
opportunistic politicians (which is perfectly reasonable) and
embrace the dangerously elastic principle that any action
which reduces the future profitability of foreign investments



constitutes expropriation.
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Taken to its logical conclusion, this ultimately amounts to
the idea that the profitability of investments must be the
supreme priority of state policy—overriding health, safety,
human rights, labor law, fiscal policy, macroeconomic
stability, industrial policy, national security, cultural
autonomy, the environment, and everything else. While there
is no justification for going to the opposite extreme and
allowing governments to ride roughshod over legitimate
property rights, these agreements thus mandate rigidly
property-first solutions to questions where societies must
strike a reasonable balance between public and private
interests.

A similar ideological bias is evident in other aspects of these
agreements, like their attempts to force the privatization of
public services. Supposedly, this is to create a level playing
field between foreign and domestic producers of these
services. Reserving the provision of these services to the state,
the reasoning goes, is a form of protectionism because the
state is a domestic producer. But this reaches beyond free
trade to the far more radical proposition that everything should
be traded, which not even the strictest Ricardianism implies.
So, in the words of the International Forum on Globalization,
a left-leaning group:

 



Those negotiations involve changes in many services
that were until recently reserved for governments,
like public broadcasting, public education, public
health, water delivery and treatment, sewage and
sanitation services, hospitals, welfare systems, police,
fire, social security, railroads and prisons….We
could end up with Mitsubishi running Social
Security, Bechtel controlling the world’s water,
Deutschebank running the jails (and maybe the
parks), Disney running the British Broadcasting
Corporation, Merck running the Canadian health

care system.
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But the privatization of natural monopolies just substitutes

private monopolies for public ones, frequently shrugging off
layers of democratic accountability in the process. And in the
resulting absence of competition, profit seeking finds its
natural outlet in higher prices, not higher efficiency. Private
producers can often skim off the profitable parts of the market
and saddle the taxpayer with the dregs. Privatization is
frequently no more than a one-time sell-off of future profits
by the current government—with a cut of the proceeds going,
of course, to its friends. In fact, privatization of physical and
social infrastructure usually lacks justification, unlike the
privatization of industrial operating companies, which have
often been successfully privatized around the world over the



last 30 years.

OVERRULING DEMOCRACY

 
All these free trade agreements are profoundly antidemocratic.
For a start, they take precedence over national, state, and local
laws whenever a trade angle can be found. What kind of laws
have been struck down? A laundry list. In the 1993 words of
Lori Wallach of Global Trade Watch (referring to the WTO’s
predecessor, the General Agreement on Tariffs and Trade or
GATT):

 
Successfully challenged under GATT as trade
barriers have been the U.S. Marine Mammal
Protection Act of 1972, several laws conserving fish
resources, and Thai cigarette limitations. Currently
under challenge at GATT are the U.S. fuel economy
standards, the U.S. gas guzzler tax, and the EU ban
on the use of growth hormones in beef. Challenges
have been threatened under GATT against
restrictions on drift net fishing by the U.S., export
bans on raw logs in Indonesia, the Philippines and
the U.S., the U.S. 1990 Consumer Education and
Nutrition Food Labeling Act, California’s
Proposition 65, which requires labeling of
carcinogens, German packaging recycling laws, and
the recycling laws of several U.S. states, the Pelly



Amendment, which enforces a ban on commercial
whaling, state procurement laws requiring a certain
content of recycled paper, and more. As a result of
past pressure of such challenge threats, meat
inspection along the U.S.-Canadian border was all
but eliminated for a period of years and now remains
very limited, a bill banning import of wild-caught
birds into the U.S. was delayed and then watered
down in Congress as contrary to GATT, Danish
bottle recycling requirements were weakened,
Canada is now required to accept U.S. food imports
that contain 30 percent more pesticide residues than
were allowed under their national laws before the
1988 U.S.-Canada Free Trade Agreement, a
Canadian plan for provincial auto insurance was
scrapped when attacked by U.S. insurers as a
subsidy, as was a British Columbia reforestation
program challenged as an unfair subsidy to the

timber industry.
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The U.S. was forced in 1996 to weaken Clean Air Act rules
on gasoline contaminants in response to a challenge by
Venezuela and Brazil. In 1998, we were forced to weaken
Endangered Species Act protections for sea turtles thanks to a
challenge by India, Malaysia, Pakistan and Thailand
concerning the shrimp industry. The EU today endures trade



sanctions by the U.S. for not relaxing its ban on hormone-

treated beef.
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 In 1996, the WTO ruled against the EU’s
Lome Convention, a preferential trading scheme for 71 former

European colonies in the Third World.
589

 In 2003, the Bush
administration sued the EU over its moratorium on genetically
modified foods.

The WTO not only strikes down laws, but prevents good
laws from being made in the first place. For example, the State
of Maryland was intimidated against passing sanctions on the

Nigerian dictatorship for fear of WTO complications.
590

RIGGED NEGOTIATIONS

 
In adopting these agreements, democratic debate is sabotaged
at every turn. Because their details are ill-equipped to stand the
light of day, most contain both public and secret (so-called
side letter) provisions, to which only the governments signing
them are privy. American trade negotiators have even been
known to withhold details of these treaties from other U.S.

government departments whose laws they would overturn.
591

When George H.W. Bush announced finalization of the
NAFTA text in 1992, he trumpeted this “achievement,” but
was so afraid of public reaction to the details that he would not
release the text until after he had left office. The House of
Representatives has exacerbated this erosion of democracy by



agreeing to so-called Fast Track provisions (effective 1974-
1994 and 2002-2007), which forfeit its right to debate details,
restrict it to a mere 20 hours of debate, and require a straight
yes-or-no vote with no amendments. The Senate has given up

its right to filibuster.
592

These agreements are administered by distant (in the WTO’s
case, Geneva, Switzerland) and unaccountable bureaucrats.
They are susceptible to deliberate manipulation by
corporations whose interests, by their own blithe admission,
do not align with those of the United States—or any other

country, for that matter.
593

 These bureaucrats operate largely
in secret and even when they do not, they employ a deliberate
technical abstruseness calculated to frustrate review of their
actions by outsiders. Corporate lobbyists are welcomed and
have the funding to intervene seriously. Corporations “rent”
their own governments, which then cloak their agendas in the
name of their respective nations. Most developing nations
simply cannot afford the hordes of expensive staffers needed
to negotiate effectively, even assuming they had leverage to
negotiate with in the first place. Only a token presence from
citizen groups is allowed.

When WTO agreements are negotiated, the organization’s
one-nation, one-vote principle goes by the board and the real
deals are struck in so-called Green Rooms by the big players,
who then present the results to the others on a take-it-or-leave-



it basis.
594

 (The term of art for this tacit abrogation of one-
nation, one-vote is “invisible weighting.”) William Greider has
thus described the WTO as:

 
A private club for deal-making among the most
powerful interests, portrayed as a public institution
searching for international “consensus”…The WTO
aspires, in effect, to create a Bill of Rights for
capital...The system defends property rights but
dismisses human rights and common social concerns

as irrelevant to trade.
595

 
The de facto internal politics of the WTO usually consists in
aggressive U.S. pushes for freer trade, restrained somewhat by
the EU, with the larger developing nations like Brazil and
India representing the interests of the developing world.

REVERSING EXISTING PROGRESS

 
These trade agreements threaten legislative progress already
made. For ex-ample, only three major environmental treaties
enjoy protection from potentially being overruled by NAFTA
as trade restrictions: the Convention on International Trade in
Endangered Species, the Montreal Protocol on Substances that
Deplete the Ozone Layer, and the Basel Convention on the



Control of Transboundary Movements of Hazardous

Wastes.
596

 All the rest are fair game. And the world has 200
or so other environmental agreements vulnerable to being

overruled as trade restrictions by the WTO.
597

 In the words of
Carl Pope, head of the Sierra Club environmental group:

 
The treaties that we have negotiated do not permit
the enforcement of international environmental
obligations. These are basically get-out-of-jail-free
cards for the governments of these countries that say
they don’t have to abide by these international
treaty obligations. These are not treaties to enforce
environmental laws. These are treaties designed to
shield all of the countries, including the United
States, from our international environmental

obligations under treaty law.
598

 
While (as its supporters endlessly point out) the WTO

cannot literally strike down American laws as the Supreme
Court can, it can still demand that the U.S. change its laws or
suffer a penalty. This has the same effect, especially when our
government is already looking for an excuse to ditch an
existing law. WTO tribunals do not observe elementary
principles of justice, such as requiring the burden of proof to



be on the challenger to existing laws,
599

 and require unduly
stringent standards of proof before allowing trade restrictions

to prevent harm to human health or the environment.
600

Nevertheless, their rulings are deemed to be treaty law, which
American courts are required to enforce (and place above
domestic laws) under Article VI, Clause 2 of the U.S.

Constitution.
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 Nations can theoretically leave the WTO, but
in practice this is difficult after their economies have adjusted
to the trade concessions involved in joining.

Even when the WTO does not overturn laws, it still refuses
to place its enforcement powers, like authorizing trade
sanctions, at the service of anything except free trade. Not
environmental violations, not labor standards, not human

rights, not even invading one’s neighbors.
602

 Except it does
have a nasty little device called cross-conditionality, which
means trade sanctions can be used to enforce the dictates of

the IMF and the World Bank.
603

 (Conversely, refusal of loans
by these institutions has been used to enforce trade openings,

as has withdrawal of foreign aid.)
604

 So although free trade
advocates would prefer to separate discussion of free trade
from the rest of the free-market Washington Consensus, these
policies are tied together in practice.

Like many clubs, the WTO has a tendency to impose higher
standards on those who want to get in than it asks of existing



members. Even desperately poor nations have been subjected
to this: Cambodia was forced to comply with intellectual
property standards on a schedule even faster than that required

of other developing nations like India.
605

 And thanks to the
WTO’s so-called “single undertaking,” nations must agree to
its entire package of requirements in order to join. No
consideration of the diverse needs of economies at different
stages of development, or with different strengths and
weaknesses, is allowed.

The WTO also implements a number of problematic
ancillary legal structures, like its so-called Trade-Related
Intellectual Property Measures (TRIPs). These basically
require foreign nations to adopt American-style patent law.
This has encouraged, even if it has not literally caused,
chicanery such as patenting medicines and seed varieties
“discovered” by commercializing the botanical knowledge
found in the traditional cultures of nations like India.
Genetically modified seeds, 99 percent of whose design is the
work of millennia of breeding by ordinary farmers, have
received one percent modifications and then been

denominated entirely new creations, protected by patent.
606

Even more brazenly, specific properties of plants already

known to traditional medicine have been patented.
607

Trade agreements between the U.S. and individual countries
are rife with all sorts of mischief, tucked away in various



clauses. For example, strict requirements on the protection of
intellectual property have been incorporated into trade
agreements with nations such as Jordan and Chile. Within
reason, this is a good thing, but these agreements have thereby
narrowly restricted poor nations’ use of compulsory licensing

of patented drugs to force prices down.
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 These agreements
have also imposed the same restrictions back upon the U.S.—
which may permanently block use of this policy to control
drug prices and the taxpayer’s costs for medical programs.
The WTO reached an agreement on paper in 2001 to allow
public health to take priority over patent rights, but the U.S.
has used individual trade agreements to evade it. The EU,
while not actively pursuing this strategy itself, has nonetheless
benefited from foreign nations tailoring their patent laws to
this American pressure; such “piggybacking” is a common

strategy of this sly bloc.
609

THE GATT: LESS RIGIDITY, BETTER RESULTS

 
The WTO promotes itself as a universal, consistent, and
objective “rules-based” system, fairer than its 1947-1994
predecessor the GATT, which was a loose framework of
country-by-country agreements. The WTO’s universal rules
supposedly let even the weakest players in the global
economy, with insufficient leverage to force open foreign
markets on their own, enjoy the same benefits of free trade



that the strongest enjoy. But the price of this universality is
twofold: first, it makes no sense at all unless its underlying
premise (free trade is always best) is correct, and second, it
entails rigidity and authoritarianism.

The resulting lack of room for compromise has actually
made the WTO more unstable, crisis-prone, and contentious

than the GATT ever was.
610

 The GATT was a free-trade
system, too, so it was far from innocent, but it did allow, for
example, for “special and differential treatment” exceptions to
free trade for such purposes as controlling trade deficits and

promoting infant industries.
611

 As a result, developing nations
could carve out solutions to their own particular circumstances
and levels of development. And the GATT was more
counterbalanced by regional trading blocs, such as the
Southern Common Market (in Latin America), the South
Asian Association for Regional Cooperation, the Southern
African Development Community, and the Association of
Southeast Asian Nations, which often sided with the interests

of developing countries.
612

The WTO’s Trade-Related Investment Measures (TRIMs)
also ban many policies developing nations can use to obtain a
modicum of leverage over multinational corporations, such as

local employment requirements and export quotas.
613

 TRIMs
also rule out help for local corporations like subsidized loans
and export subsidies. And the WTO has tried to prohibit



limiting foreign ownership of corporations to under 50
percent—an understandable way for developing nations to
bring in foreign capital and expertise without completely
surrendering control of their economies.

The WTO now prohibits many of the trade and industrial
policies with the best records of success in the developing
world. For example, it bans domestic content requirements,
export performance requirements, import quotas, and foreign
exchange rationing. While it still technically allows some of
these policies, they are only permitted as exceptional and
temporary provisions, or require agreement between the two
trading partners. The latter, especially, tends to make them
mere bargaining chips to induce developing nations to submit
to demands in other areas, not fundamental commitments of
the system, built into it because the policies are understood to
work.

THE POWER POLITICS OF TRADE

 
It was only after about 1980, as the GATT’s ideological
arteries began to harden prior to its morphing into the WTO in
1995, that its former flexibility began to disappear. Cynically,
one might blame the decline of the Soviet Union and world
socialism generally. The GATT’s 1950-1980 heyday seems to
have coincided with global capitalism’s Cold War need  to

coax the rest of the world out of the Communist camp.
614

 It is



quite possibly no accident that the Third World made its
greatest economic strides from about 1950 to 1980: more
Third World nations experienced periods of solid growth and
fewer went through economic crises. According to one group
of scholars at the UN’s Department of Economic and Social
Affairs:

 
In the 1960s and 1970s, nearly 50 out of a sample of
106 developing countries experienced one or more
prolonged episodes of sustained and high per capita
income growth of more than 2 percent per year.
Since 1980, however, only 20 developing countries
have enjoyed periods of sustained growth. In
contrast, no less than 40 developing countries have
suffered growth collapses, or periods of five years or
longer during which there was no growth, or a

decline, in per capita income.
615

 
The WTO has not been particularly kind to the United

States, either—which should give pause to those who regard
the whole thing as a vast American plot. Under the GATT, the
U.S. lost only 61 percent of the disputes it submitted for
adjudication. But under the WTO, it has lost 74 percent of the

time.
616

 The WTO has also engaged in judicial activism aimed
at systematically rewriting American trade law to American



disadvantage. As Robert Lighthizer, a former Deputy U.S.
Trade Representative, told a hearing of the House Trade
Subcommittee in 2007:

 
Rogue WTO panel and Appellate Body decisions
have consistently undermined U.S. interests by
inventing new legal requirements that were never
agreed to by the United States....Our trading
partners have been able to obtain through litigation
what they could never achieve through negotiation.
The result has been a loss of sovereignty for the
United States in its ability to enact and enforce laws
for the benefit of the American people and American
businesses. The WTO has increasingly seen fit to sit
in judgment of almost every kind of sovereign act,
including U.S. tax policy, foreign policy,
environmental measures, and public morals, to name

a few.
617

 
For example, the WTO ruled in 2007 that the Unlawful
Internet Gambling Enforcement Act interfered with free trade
in “recreational services.” More importantly, it has made a
string of rulings too technically abstruse to inflame public
sentiment but nonetheless important for their behind-the-

scenes effects.
618

 Perhaps the most flagrant was forcing repeal



of the Byrd Amendment, a 2000-2006 American law that
caused penalty tariffs in dumping cases to be paid to the
victimized industries themselves, rather than to the U.S.
Treasury. In response to protests by the EU and seven other
nations, the WTO ruled the amendment illegal in 2002 despite
the fact that there is nothing in any WTO treaty even
mentioning what governments may do with penalty money. In
2005, backed by WTO permission, the EU thus imposed a 15
percent retaliatory tariff on American paper, farm goods,

textiles, and machinery.
619

 (This is standard procedure: the
WTO has no enforcement powers of its own, but works by
authorizing retaliation by the injured party against goods
chosen to maximize political pressure.) In 2006, Congress
folded and repealed the amendment.

POWER-HUNGRY BUT BIDING ITS TIME

 
All these problems with the WTO are no secret. They are the
major reason its drive for ever tighter global economic
integration has stalled in recent years. The 1990s were, in
retrospect, the gung-ho era for free trade, but a visible turning
point occurred in 1999, when the famous Battle in Seattle
protestors disrupted the WTO’s meeting there. Unfortunately,
the main lesson the WTO seems to have learned was, “Don’t
hold meetings where protests are legal,” so in 2001, the next
round of talks was held in Doha, capital of authoritarian Qatar.



Protests were simply banned.
620

 This did nothing, of course,
to restore the rapidly eroding credibility of free trade or the
WTO’s authoritarian implementation of it, so the talks
collapsed after only four days. The next round of meetings in
2005, in similarly well-policed Hong Kong, was held in an
atmosphere of deliberately lowered expectations. These were
fulfilled, and the WTO’s agenda has slowed to a crawl in the
years since.

Despite its currently slow progress, the WTO retains an
inexorable bureaucratic will to power. It is clearly waiting out
a tide that it expects will eventually turn. The desires of the
multinational corporations and relentlessly power-accreting
bureaucrats that are its driving force have not changed, even if
both are pragmatic enough to draw back occasionally. The
WTO’s tendency is to expand over time on two separate
tracks. Track one, for those powerless to resist its dictates (or
foolish enough to actually believe in them), consists in ever-
more-rigid rules, of ever greater scope, designed to usher in a
borderless world economy, at least on paper. Its ultimate
ambition has been described as “writing the constitution of a

single global economy.”
621

 Track two, for nations shrewd
enough to practice mercantilism while preaching free trade, is
a puppet show designed to square these nations’ policies with
the legal framework that props open their foreign markets.
Since this puppet show furthers both the power of the
bureaucrats and the profits of the corporations, neither has any



reason to announce publicly what both know perfectly well:
free trade is largely a charade , the real meaning of which is
well understood by those in the know but differs markedly
from the literal meaning of the phrase.

Thanks to the many ways in which trade is manipulated, it
is, in fact, estimated that only about 15 percent of world trade

is genuinely free.
622

 So perhaps the saddest defect of the
WTO is that despite its undemocratic and authoritarian
implementation of an economic ideal that makes no sense even
in theory, it actually has failed to deliver where free trade
might do some good. Rational protectionism is the best policy,
followed by a genuinely level playing field; the WTO has
delivered neither.

The WTO is rife with posturing of all kinds. The big news
at Hong Kong, for example, was the U.S. government’s
announcement that it would lower its tariff on imported
cotton. But the U.S. is a cotton exporter. Such empty stunts
are not confined to the U.S.: in 2001, the EU’s “Everything
But Arms” initiative unilaterally opened its markets duty-free
to the 49 poorest nations in the world—which have almost no
commercially viable exports (or they wouldn’t be the 49
poorest nations in the first place). The EU also imposes very
restrictive rules of product origin, so only about half the
products eligible for this program in principle are eligible in

practice; tricks like this riddle the system.
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 Japan long ago
perfected the art of combining nominally open borders with a



closed distribution system inside the country, and its pupils
China, Korea, and Taiwan have followed right behind. Offset
requirements—buy $X of our exports and we’ll buy $Y of

yours—are illegal but common.
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 The Articles of Agreement
of the IMF prohibit members from manipulating their

exchange rates.
625

Is this situation likely to improve? Unfortunately, it is almost
certainly on track to get even worse in the next few years
because the U.S., the great global underwriter of free trade, is
now being forced by economic crisis into the same sorts of
illegal subsidies that other nations have long employed. The
2008-2009 bailout of the U.S. auto industry, for example, was

full of subsidies brazenly illegal under WTO rules.
626

 As a
result, America is losing whatever standing it ever had to
complain about such practices abroad. (Ironically, foreign
subsidies were, of course, one of the things that got the U.S.
auto industry into trouble in the first place.)

The WTO-endorsed free trade loophole most harmful to the
U.S. is probably Value-Added Tax or VAT. Every other
major nation levies VAT, which resembles a state sales tax
except that it is levied every time goods change hands on their
journey from raw materials to consumer, not only when they
are sold by the retailer. Because governments let businesses
deduct VAT paid earlier in the supply chain, its cost is
ultimately borne by the consumer. Governments rebate VAT



on exported goods because their consumers are abroad and
thus not the intended objects of taxation. Conversely, they
levy VAT on imports because these goods have not already
paid their share of the nation’s tax burden by passing through
a domestic supply chain. This all makes sense, according to
the logic of VAT, but it also means that when a country with
VAT trades with a country without it, exports enjoy a subsidy
and imports suffer a tariff. The average VAT worldwide is

15.7 percent (in the EU it averages 19.4 percent),
627

 so
American goods face a net competitive disadvantage
averaging over 30 percent. U.S. negotiators agreed to this
system in 1955, when VAT was fairly rare and in the two to
four percent range anyway.

UNCLE SAM, GLOBAL SUCKER?

 
If the trade agreements our government signs are so
disadvantageous, why does it sign them in the first place? In
large part, because it simply does not take their dangers
seriously. Given its underlying assumptions about the
universal benevolence of free trade, there is, of course, no
reason for it to. Surprisingly, these assumptions rarely consist
in outright intellectual fanaticism about the economics of free
trade. That is easy enough to find in academia and the editorial
pages, but quite rare in our trade negotiators and diplomatic
service generally. Instead, there is a hazy sense that
“economics says free trade is best” which renders our trade



negotiators helpless in the face of corporate pressures for
more trade agreements. This helplessness is worsened by
inexperience and a lack of institutional memory about past

negotiations.
628

 Indeed, our diplomats often have remarkably
shallow knowledge of trade subjects: as Jeffrey Garten,
Undersecretary of Commerce under Bill Clinton, noted in
1997, “The executive branch depends almost entirely on
business for technical information regarding trade

negotiations.”
629

Can business handle this role? No, because its interests do
not align well with the interests of the U.S. economy as a
whole. The interests of individual powerful corporations do
not even align well with the interests of the U.S. business
community as a whole, a fact exacerbated by the “every man
for himself” mentality of American businesses abroad.
(Contrast this with the notorious solidarity of, say, Japan, Inc.,
which plays as a team due to government pressure and
financial ties between corporations.) American companies
frequently bid against each other overseas, even over sensitive
long-term issues such as technology transfer. Among other
things, this makes them exceptionally easy for foreigners to
manipulate. When, for example, Japanese companies form
alliances with them, this tends to neutralize them as opponents
of Japanese trade practices. In the words of distinguished
former trade diplomat Clyde Prestowitz, “Once a company has
got a deal with Hitachi, they become silent on those issues.



Why attack your partner?”
630

 Similarly, American aircraft
producers have been silenced about Airbus by complaints

from their European customers.
631

Many of the largest American companies are now so
dependent on their overseas operations, and thus so vulnerable
to pressures by foreign governments, that they have become
outright Trojan horses with respect to American trade policy.
As former congressman Duncan Hunter (R-CA), for years
one of the outstanding critics of trade giveaways in Congress,
has put it, “For practical purposes, many of the multinational

corporations have become Chinese corporations.”
632

When our trade negotiators work to open foreign markets,
they usually do so willy-nilly, with no sense that some
industries are more strategic than others. This assumption, too,
is profoundly wrong, for reasons we will explore in the next
chapter. Superficial attempts at hard bargaining occasionally
reflect some well-organized industry that has managed to flag
the attention of Congress, but are mainly just posturing.
America’s trade bureaucrats have little sense of loyalty to
American industry or understanding that their efforts must
ultimately be judged by quantifiable success in America’s

trade balances.
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 One metric of our government’s sheer
unseriousness about trade diplomacy is that between 1972 and
1990, fully half the American trade diplomats who left



government service went to work for foreign nations.
634

Imagine if this were happening with our military officers!

America’s trade diplomacy thus leaves America naked in a
world where other nations pursue the most sophisticated
neomercantilist policies their bureaucrats can devise, backed
up by disciplined diplomacy that puts economic objectives
first. Our nakedness has, ironically, made us even more
desperate in pushing for free trade: having disarmed ourselves
by throwing open our markets, we desperately need to disarm
everyone else by forcing their markets open, too. But we try
to do this after having thrown away our principal leverage:
access to our own market. We rationalize this implausible
approach with the fantasy that the rest of the world “must”
inevitably embrace our own laissez faire economic ideals,
including free trade, due to their innate superiority, one day
soon.

Our main method of getting the rest of the world to fold its
cards has, of course, been bribing foreign nations to join our
vision of a rules-based global trading system under the WTO
(which enjoys fanatical American support despite its anti-
American actions). Unfortunately, this bribe has mainly
consisted in letting foreign nations run surpluses against us.
We have thus become the global buyer of last resort and the
subsidizer of a system that in theory needs no subsidy because

i t supposedly benefits everyone.
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 One irony of this is that
the U.S. has been diligently working to pry open foreign



markets for Japan, China, and the other neomercantilist states.
(As noted in Chapter Six, Britain had precisely this problem

100 years ago.)
636

We have not even applied the above misguided strategy
with systematic discipline, as we have usually treated trade as
a political issue first and an economic one second. (This is the
reverse of most foreign nations.) China, for example, uses the
prospect of large import orders as a wedge to break up
solidarity between the U.S. and Europe regarding its human

rights record, which might bring trade sanctions.
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 By
contrast, the first Bush administration bought, to take only one
example, Turkey’s support in the Gulf War with, among other
things, increases in that nation’s import quotas for apparel,

fabric and yarn.
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 Even in peacetime, American military
bases abroad have given foreign nations leverage over U.S.
trade policy. This has been quintessentially true of Japan, but
has also been true of Spain, Portugal, and several other

nations.
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 As a report by the Senate Finance Committee once
put it:

 
Throughout most of the postwar era, U.S. trade
policy has been the orphan of U.S. foreign policy.
Too often the Executive has granted trade
concessions to accomplish political objectives. Rather
than conducting U.S. international economic



relations on sound economic and commercial
principles, the executive has set trade and monetary
policy in a foreign aid context. An example has been
the Executive’s unwillingness to enforce U.S. trade
statutes in response to foreign unfair trade

practices.
640

 
Today, the U.S. government spends billions trying to help

other nations improve their trade performance. In 2008, the
Office of the United States Trade Representative spent $2.3
billion on its Aid for Trade program, and it remains official
U.S. policy to be “the largest single-country provider of trade-
related assistance, including development of trade-related

physical infrastructure.”
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 The 9/11 attacks intensified this
effort; apparently what Osama really wants is to export.

American efforts to negotiate reasonable trade agreements
are handicapped by the fact that some American politicians
have an unrealistic idea of international law. International law
is not like ordinary civil law because there exists no sovereign
to compel the obedience of nations. Instead, it is analogous to
the rules of a game of stickball being played by children on a
vacant lot: its rules only mean anything insofar as they are
enforced by the players upon themselves. Obviously, as in the
case of stickball, the players will enforce certain rules, because
that is the only way they can have a game at all. So



international law is not a completely vacuous concept, as some
cynics suggest. But the players also won’t enforce any rule
grossly to the disadvantage of any particularly powerful
player. This means that the Anglo-American legal framework
Americans tend to take for granted simply does not exist
internationally, and therefore that a trading model based upon
neutral and consistent enforcement of legal obligations is not
feasible. There is no way to take power politics out of trade,
which means that there is no way to leave everything in the
hands of a neutral and rational free market once we construct
the right international legal machinery.

Foreign nations sometimes seem genuinely puzzled why the
U.S. does not grasp the game being played. So they
occasionally make the U.S. offers which we logically would
accept if we did understand, offers they expect would quiet
down Uncle Sam and make his politicians stop uttering bizarre

complaints about “unfair” trade.
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 For example, Japan in
1990 offered a deal to limit its trade surpluses to two percent
of its GDP if we would stop trying to reorder Japan’s

economy to solve our trade difficulties. 
643

 We showed no
interest. Japan’s 1990 surplus with the U.S. of $41 billion
almost doubled over the next 10 years. It has remained at
comparable levels ever since, dipping only with recession in

2009.
644



PART III



THE SOLUTION



Chapter 9



Where Does Growth Really Come From?

 
If we are serious about finding and justifying an alternative to
free trade, we are ultimately going to need more than the long
list of negative criticisms examined so far in this book. We are
ultimately going to need an alternative positive explanation of
economic growth, one that doesn’t turn on 100 percent pure
free markets and thus free trade. We need an explanation not
just of how free trade does economies harm, but of how
protectionism does them good.

In the free trade view, growth comes from nations
integrating themselves ever more tightly with the wider world
economy through unconstrained imports, exports, and capital
flows, enabling them to ever-better exploit their comparative
advantage. But even free traders admit, in unguarded
moments, that they actually have little idea where growth
really comes from. This is a fatal flaw. As the aggressively
pro-free-trade magazine The Economist has written:

 
Economists are interested in growth. The trouble is
that, even by their standards, they have been terribly
ignorant about it. The depth of the ignorance has

long been their best-kept secret.
645

 



But if free market economics is bad at explaining growth and
knows it, then we really shouldn’t be taking its
recommendations on how to get growth so seriously—starting
with free trade.

Economic history contradicts free-trade economics at a
number of points. For example, the all-important theory of
comparative advantage promotes specialization as the path to
growth. Supposedly, a nation’s best move is to concentrate its
factors of production on the products in which it has
comparative advantage and import most everything else.
(Hewing to this, the World Bank has repeatedly advised
heavily indebted Third World nations to specialize in one or
two crops or raw materials for export.)

But if this theory is true, it would imply that economies
should concentrate on fewer industries as they become richer.
Instead, the reverse is observed. In reality, economies starting
out from a primitive state tend to expand the range of products

they produce as they grow.
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 They only start reconcentrating
when they are well past the middle-income stage and start
building entrenched positions in a few sophisticated high

value-added industries.
647

 Narrow specialization is actually a
hallmark of impoverished one-crop states, colonies managed
for the benefit of distant rulers, and accidental raw materials-
based economies like the Gulf oil producers.

Successful nations diversify. This is an important clue that



economic growth may actually be less about comparative
advantage and more about something else. Economic history,
in fact, suggests that development doesn’t come from
increasing specialization, that is, from focusing ever more on
what one already produces well, but from learning to produce
entirely new things. But something new that a nation learns to
produce is, by definition, not something in which it already
had comparative advantage. So Ricardian thinking is not
useful here. Even if comparative advantage applies after the
fact, when a nation has mastered a new industry, it cannot tell
a nation today what new industries it should try to break into
tomorrow or how. Ireland didn’t have any comparative
advantage in IT in 1970, but this industry has been a big
driver of its later growth. Same for India. There is no way this
industry made sense for either nation in advance based on
Ricardo.

There is an even larger lesson here: economic growth is, by
definition, a disequilibrium event, in which an old equilibrium

level of output is replaced by a new and higher level.
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 So
the economics of equilibria, which means most of free-market
economics (whose supply and demand curves intersect in
equilibrium), is of little use for understanding it. That is why
the quote at the beginning of this chapter cuts so extremely
deep. Among other things, equilibrium economics cannot
explain entrepreneurship, whose profits represent the value of
creatively upsetting the existing equilibrium in an industry.



Equilibrium is a useful concept for examining how things
stand once the dust has settled and the economy has reached a
new stable state, but it is intrinsically weak at analyzing
change. This is why, when confronted with entrepreneurship
and innovation, mainstream economics tends to quietly give
up and reach for concepts, such as the Austrian economist
Joseph Schumpeter’s (1883-1950) idea of creative
destruction, that are genuinely illuminating but lie outside the
formal mathematical structures of mainstream economics. And
as the logic of classic equilibrium-based economics still
inescapably leads to Ricardo, this ad hoc patching doesn’t lead
mainstream economics to the right conclusions about trade.

COMPARATIVE ADVANTAGE VS. LADDER
EXTERNALITIES

 
But if specialization according to comparative advantage isn’t
the key to growth, what is? What is that “something else”
mentioned above?

Let’s start with the common observation that real-world
economic growth often seems to involve a virtuous cycle, in
which the upgrading of one industry causes others to upgrade
and so on. This has been seen time and again in nation after

nation, industry after industry.
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 For example, as one
industry becomes a more sophisticated consumer of inputs, it
may demand that its supplier industries become more



sophisticated.
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 Conversely, it may enable its downstream
industries to increase the sophistication of their outputs. This
process then ripples through the economy and repeats.

Crucially, some industries are better at starting this process
(or keeping it going if it has already started) than others. And
the free market, and thus free trade, won’t optimize this
process automatically. Why? Because the value of an industry
for the next step in industrial growth is often an externality,
from the point-of-view of today.

We met externalities before, in dubious assumption #2
(there are no externalities) of Chapter Five. They occur when
the profits of an industry do not reflect its full economic value.
In this case, this means that the industry’s present owners will
not see profits that reflect its long-term ability to help the
economy upgrade or break into other industries. As a result,
the industry will remain underdeveloped, relative to its long-
term value to the national economy, and the free market will
not give the optimal answer for how much of this industry the
economy should contain.

When focusing on the technological aspects of this problem,
economists have called these effects “location-specific

technological externalities.”
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 More generically and
colloquially, they have been called “ladder” externalities.

That such externalities exist is taken as obvious by
governments from Utah to Uttar Pradesh. That is why they



compete to attract industries—mainly high technology—which
they believe will further their economic development in a way
that they don’t get excited about somebody opening a chain of
convenience stores employing just as many people.

The existence of these externalities is also taken as a given
by businesses in newly industrializing nations, which is why
conglomerate-like structures like the Japanese keiretsus, the
Korean chaebols, and the family networks of Taiwan and Italy
have played such large roles there. These structures capture
ladder externalities by taking positions in related and newly
emerging industries, so their profits don’t just end up in the

hands of someone else.
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Even American managers are well aware of how one
industry catalyzes another, though the short-termism imposed
on them by the American financial system undermines their

ability to exploit this fact strategically.
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 In the words of
former tech CEO Richard Elkus, who has been on the boards
of over a dozen companies:

 
Some markets are considered more strategic than
others. By targeting strategic markets, an
infrastructure can be built that ensures a solid basis
for economic expansion. However, the leverage is not
based simply on the importance of one market over
another, but rather on the assumption that, as they



develop, strategic markets will become interrelated
and interdependent, with the whole becoming
substantially larger than the sum of its parts...Every
product becomes the basis for another, and every
technology becomes the stepping-stone for the

next.
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One consequence of this is that economic growth is path-

dependent. To grow, an economy must continually break into
new industries. But to do this, it needs strong existing
positions in the right industries. So a national economy that
doesn’t get onto the right path (and stay on it) risks being
sidelined into industries which lead nowhere in the long run.
We noted this problem before in Chapter Five: 18th-century
Portugal derived no other industries from winemaking, while
Britain derived many from textiles because the construction of
textile machinery spawned a machine-tool industry that could
produce innovative machinery for other industries. Similarly,
electric cars may be the wave of the future today, but without
a strong position in conventional cars, a nation is unlikely to
have the know-how or supplier industries to build them.

Path dependence applies to economies at all levels of
development, not just those starting to industrialize. Infant-
industry protection is, of course, one of the best-known cases
for protectionism and industrial policy. (It is often the one
case grudgingly conceded even by free traders.) But it is, in



fact, only the most obvious case of the more general
phenomenon of the path dependence of economic growth.
Infant industries are merely the first rungs of the ladder.

A key concept here is the driver technology, which enables
progress in multiple other technologies. As Clyde Prestowitz
of the Economic Strategy Institute writes of Japan’s makers of
industrial policy:

 
They knew that the RAM [random-access memory
chip] is the lynchpin of the semiconductor industry
because, as the best-selling device, it generates not
only revenue but also the long production runs plant
managers use to test, stabilize, and refine the
production and quality-control processes. Compared
with many other chips, it is a relatively simple
product, which makes it a more attractive vehicle for
developing new techniques. The latest technology has
always been incorporated first in RAMs, which have
always been the first product to appear as a new
generation. Once RAMs are refined, new generations
of other products follow...The Japanese knew that if
they could grow faster than the Americans in the
RAM segment of the market, they could become the
low-cost producer of RAMs. And if they controlled
RAMs, they would have taken a long step toward
dominance in other semiconductors. And if they had



semiconductors, semiconductor equipment,
materials, and everything that semiconductors went

into, such as computers, would be next.
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Free market, free-trade economics systematically maintains

the opposite of all this. It maintains that any industry can drive
an economy upwards, just so long as it enjoys comparative
advantage right now. And because free trade economics holds
that free trade automatically steers an economy into those
industries where it enjoys comparative advantage, it holds that

free trade will therefore maximize economic growth.
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 For
free-trade economics, there is, in fact, no important distinction
between the long and the short term: comparative advantage is
always right, period. Free-trade economics holds that it is
profoundly impossible for one industry to be “better” than
another. This is the cause of an infamous (subsequently
denied) comment by Michael J. Boskin, George H.W. Bush’s
chairman of the Council of Economic Advisers:

 
It doesn’t matter whether America exports computer
chips, potato chips, or poker chips! They’re all just

chips!
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Why would Boskin make a statement so brazenly contrary



to common sense with such confidence? Because free-trade
economics holds that markets are so efficient that no industry
can be special. In its view, there can be no ladder externalities
because there can be no industry externalities at all—certainly
none that are big enough and evident enough to understand
and manipulate. Every industry’s profits today must accurately
reflect its value in both the short and the long term. Why?
Because if any industry did have superior value for future
growth, its expected profitability today would reflect this, that
superior profitability would draw new firms into the industry,
and the superior profits would be competed away.

If every industry’s short-term profitability were indeed a
correct measure of its long-term value, this would indeed be
the case. But when long-term returns may well accrue to
another company, even another industry, and someone else
may capture them, short-term profitability is not a reliable
metric of long-term value. So any strategy that relies on short-
term profitability alone to steer an economy will necessarily
underperform. (As noted in Chapter Two, short-termism is a
crucial hidden part of America’s trade and industrial
problems.)

“Just chips” economics is wrong because industries are very
much not alike in their long term consequences. In the words
of Laura D’Andrea Tyson, Bill Clinton’s chairperson of the
Council of Economic Advisors (who never got to apply her
valuable theoretical insights in office):



 
The composition of our production and trade does
influence our economic well-being. Technology-
intensive industries, in particular, make special
contributions to the long-term health of the
American economy. A dollar’s worth of shoes may
have the same effect on the trade balance as a
dollar’s worth of computers. But...the two do not
have the same effect on employment, wages, labor
skills, productivity, and research—all major

determinants of our economic health.
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NOT ALL COMPARATIVE ADVANTAGE IS
CREATED EQUAL

 
Free market, free-trade thinking can’t comprehend the above
realities. But it still has a contribution to make to our
understanding here. In light of these realities, comparative
advantage doesn’t disappear from the picture entirely. But a
crucial insight is added: not all comparative advantage is

created equal.
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 It is better to have comparative advantage in
some industries than in others, and what a nation has
comparative advantage in determines its standing in the global
economic pecking order. In the words of Paul Krugman:

 



Each country has a “niche” in the scale of goods; the
higher a country is on the technological ladder, the
further upscale is the range of goods in which it has

comparative advantage.
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This may sound obvious, but this reality is relentlessly
obscured by free-trade thinking, which defines away the
possibility of some kinds of comparative advantage being
better than others by its insistence that it is always best to act

according to the comparative advantage that one has today.
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As the Norwegian economist Eric Reinert puts it:

 
The very idea of a nation lifting itself to higher levels
of living standards through competitiveness—being
engaged in activities that raise the national living
standard more than other activities—goes directly
against the assumptions and beliefs which form the
foundations of the neoclassical economic edifice. This
is not the way economic growth is supposed to take

place in the neoclassical model.
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One implication of all this is that national economies tend to

rise (or decline! Read “Argentina”) over time to the level of
income embodied in their exports. Dani Rodrik has



summarized this fact as “you become what you export.”
663

This is a fact with vast significance for industrial policy—
especially for developing countries, which are desperately
trying to become something other than what they already are.
And this fact profoundly contradicts Ricardian economics. As
Rodrik observes:

 
Under received theory, a country with an export
package that is significantly more sophisticated than
that indicated by its current income level is one that
has misallocated resources (by pushing them into
areas where the country does not have a
comparative advantage). Such a country should
perform badly relative to countries whose export
packages are more in line with current

capabilities.
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That climbing a ladder of industry externalities can lift an

economy upward shows up in the data in the fact that
economies with more-sophisticated exports are not only richer
today (which one would expect) but also grow faster over

time.
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 The latter fact, although not terribly shocking to
common sense, is not obvious at all to free-trade economics.
But in reality, having a foothold in industries which
intrinsically lead somewhere is a big part of what makes



economies grow.

All of the above was, of course, well known to mercantilist
governments for centuries. In the words of economist John
Culbertson:

 
This view...had been well understood by
governments and writers on economic subjects
centuries before Adam Smith, that industries are not
homogenous. Some lead to cumulative advances in
knowledge and technology, some bring new skills
and capabilities to people and firms, some permit
high incomes to be earned in foreign markets
because of the absence of competing producers—
especially of competing low-wage producers. Other
lines of production have none of these favorable
characteristics, and are dead ends. The nation that
specializes in them will be economically second rate,

at best.
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WHAT ARE GOOD INDUSTRIES?

 
If the industries a nation needs in order to grow economically
are those whose intrinsic nature it is to lead onward and
upward, and free trade won’t automatically nourish them,
which lucky industries might these be?



Let’s start with the fact that sustained economic growth only
really occurs in industries which exhibit increasing returns.
This means that for a given increase in inputs, output goes up
by more than the size of that increase. For example, because
the cost of baking bread consists in a one-time investment in
an oven plus a per-loaf cost for ingredients, the cost per loaf
will go down with each additional loaf baked, as the cost of
the oven is spread out over more loaves. So 10 percent more
money will deliver 11 percent more bread and so on. The
opposite of increasing returns is diminishing returns: after a
certain point, 10 percent more money delivers nine percent
more output, then eight percent and so on.

Increasing returns is a simple concept, but it ramifies
endlessly, forming the ultimate basis of a long list of the
opposite characteristics of “good” (increasing returns) and

“bad” (diminishing returns) industries.
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 Historically,
manufacturing is the quintessential increasing-returns industry
and agriculture the quintessential diminishing-returns one. But
some types of each behave like the other, and since the mid-
1970s the line between manufacturing and services has
blurred, with a small segment of high-end services acquiring
some of the desirable characteristics traditionally associated
with manufacturing. And low-end manufacturing has
increasingly come to resemble agriculture. But the underlying
characteristics of increasing and diminishing returns industries
have remained stable, even as which industries exhibit these



characteristics has changed.

Having a lot of increasing returns industries is really the
only way to be a developed economy. This is, in fact, the
fundamental purely economic difference between the First and
Third Worlds: the former is full of such industries, the latter is
not. As a result, examining why some industries exhibit
increasing returns and some do not can tell us a lot about why
some economies grow and some do not. And how free trade
can easily lead an economy astray.

WHY DO SOME INDUSTRIES HAVE INCREASING
RETURNS?

 
Industries which exhibit increasing returns do so mainly
because they can absorb endlessly rising capital investment.
Not all industries can: buying another $1,000,000 worth of
tractors for a coffee plantation that already has them won’t

increase the plantation’s productivity very much.
668

 Neither
will buying every lawyer at a law firm another desk. But
putting another $1,000,000 into production machinery in an
automobile or semiconductor plant will do a lot. And capital
doesn’t just mean factory floor hardware. It also means human
capital or skills accumulation, and research and development.

Why are some industries so good at absorbing capital? One
big reason is that they are susceptible to innovation, and R&D
is a big capital absorber. This activates a virtuous cycle in



which innovation absorbs capital then repays it by raising
profitability, generating more capital and repeating the cycle.
It is no accident that manufacturing and related fields generate

over 70 percent of research & development in the U.S.
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And within manufacturing, high technology accounts for

roughly 20 percent of output, but 60 percent of R&D.
670

This susceptibility to innovation derives largely from the
fact that good industries tend to produce goods capable of
infinite improvement, like laptops or airplanes, while bad
industries produce goods whose character is fixed, like fruit or
t-shirts. The products of good industries are also susceptible to
meaningful variety, so firms don’t end up selling the exact
same product in pure head-to-head competition. This spares
firms the raw price competition that drives down profits,
wages, and funds available for further investment. Instead,
firms compete on quality, reliability, reputation, marketing,
service, product differentiation, special understanding of
buyer needs, rapid innovation, and managerial sophistication.
This enables them to accumulate strongly entrenched
competitive positions where vulnerability to competition—
crucially by cheap foreign labor—is not a big issue.

This lack of perfect competition in good industries activates
something free-market economics despises: market power,
also known as monopoly or quasi-monopoly power. From the
point of view of free markets, this is inefficient on first
principles, because industries with monopoly power earn



higher profits than the free market would allow. They are
parasitic. The confusing term economists use for this excess
profit is “rent” (which has nothing to do with rent in the

normal sense),
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 so in the words of Eric Reinert:

 
In the static system of neoclassical economics, rent-
seeking is seen as a negative term. In a world where
increasing returns to scale, imperfect information,
and huge barriers to entry dominate all industries of
any importance, dynamic rent-seeking seems to be a
key factor for economic growth and competitiveness.
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This dynamic rent-seeking generates a number of virtuous
spirals. One is that rising worker incomes provide the
purchasing power to sustain industrial growth. And as
incomes rise, what economists call “quality of demand” also
rises: people demand not just more but better products,
driving the industries of their home nation to upgrade and

reinforcing the ladder externalities discussed earlier.
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Good industries also readily absorb rising human capital or
skill. The fact that capital accumulates in the workers
themselves tends to encourage well-cared-for labor for the
same reason factory owners do not let valuable machinery rust
away. It generates corporate and state paternalism and the



“countervailing powers,” like bargaining leverage by workers,

that spread the profits of industry beyond its owners.
674

 This
is reinforced by the fact that good industries tend to produce
products for which income elasticity is high, i.e., people buy
more as their incomes go up. As a result, productivity gains
don’t just drive down the price of the product, and output can
rise along with productivity, enabling wages to stay steady
despite productivity gains which require fewer and fewer
workers per unit of output.

BAD INDUSTRIES AND DEAD-END ECONOMIES

 
The opposite of good industries is, of course, bad ones. These
are dead-end jobs writ large. For centuries, this has meant
agriculture and raw materials extraction, but since the mid-
1970s, unskilled manufacturing has been inexorably joining
this category. In these industries, diminishing rather than
increasing returns apply, so all the previously discussed
benevolent dynamics are absent—or run in reverse.

These industries are hobbled by their very nature. For a
start, demand for agricultural products is intrinsically less
elastic than demand for manufactured goods simply because

of the finite size of the human stomach.
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 As a result,
productivity growth in agriculture tends to translate into lower
prices for consumers, not higher wages for farmers. Because
productivity growth in agriculture tends to go into lower



prices, while productivity growth in manufacturing does not,
agricultural prices generally decline over time relative to the

price of manufactured goods.
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 This problem has been
around for a very long time: according to one British estimate
of 1938, the same quantity of primary products bought only

63 percent as many manufactured goods as it had in 1860.
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Thus nations whose main exports are agricultural or raw
material products have slipped further behind the industrial
nations, decade by decade.

Agriculture and raw materials also tend to be bad industries
because they are too easy for competitors to break into and
thus attract too many rivals. When Vietnam, on the advice of
the World Bank, started exporting coffee and rapidly became
the number two producer after Brazil, this flooded the market
and drove the price down from 70 cents a pound to around 40

cents.
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 Economies dominated by bad industries are subject
to volatile income swings due to distant commodities markets,
swings exacerbated by undiversified exports and impossible to
hedge against. The dependence of agriculture on the weather
only makes this worse.

Most agriculture simply can’t absorb technological
innovations that upgrade productivity and wages on anything
like the scale manufacturing can. For example, as Eric Reinert
notes:



 
Mexico specializes in unmechanizable production
(harvesting strawberries, citrus fruit, cucumbers and
tomatoes), which reduces Mexico’s opportunities for
innovation, locking the country into technological
dead-ends and/or activities that retain labor-

intensive processes.
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Because agriculture can’t absorb technology, it can’t absorb
capital, either, as there’s nothing to spend the money on that
will pay back a return. In any case, without a strong
manufacturing sector, it’s hard to raise even agricultural
productivity because increased productivity means fewer
workers are needed, and there’s nowhere for the workers
released from agriculture to go. So fear of mass

unemployment tends to lock society in place.
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 For most of
the people they employ, agriculture and other bad industries
also tend to hit a fairly low ceiling in the amount of skill they
can usefully absorb, so human capital doesn’t accumulate any
more than capital invested in technology. As a result, these
industries remain undercapitalized and the societies that host
them do not accumulate wealth in these industries. Whatever
money is made is siphoned off elsewhere: into castles in
Medieval Europe, into Europe in colonial Africa.

Agriculture and other bad industries occasionally do exhibit



innovation. But this is generally only in the production
process, not the product itself. And innovations, when they
come, tend to come from outside bad industries. Agriculture,
for example, has benefited from genetic engineering and
improved tractors, but created neither of these innovations
itself. As a result, innovations do not establish virtuous cycles
of innovation → more profit → more innovation inside bad
industries. One telltale sign that a formerly good industry is
turning bad is that product innovation exhausts itself and the
industry turns to process innovation. And when a bad industry
turns downright terrible, even process innovation exhausts
itself and the industry just seeks cheaper labor. One can trace
this process in individual industries over time. The shoe
business, for example, began as a First World handicrafts
industry, was mechanized over the second half of the 19th
century, and began moving to the Third World in the 1950s—
just as its productivity growth flattened out.

Which industries are good and bad changes over time as the
technological frontier of the world economy evolves. The
textile industry was good for a rising economy like Britain in
the early 19th century, but is not good for developed nations
today. These “has been” industries either migrate to
developing nations or gently stagnate in place. As an economy
accumulates more and more of them (as Britain’s did in the
early 20th century) this is a clear sign that economic decline is
around the corner.



No nation can plausibly hope to have its entire economy
consist only of good industries, as some bad industries are
sectors one can’t live without. One cannot go without haircuts,
even if the productivity of barbers is no greater than 200 years
ago. And even stagnant sectors contribute some output and
employ some people. But the more of a nation’s economy is
in good industries, the stronger its economy will be today and
the better its growth prospects tomorrow.

ENTIRE ECONOMIES STUCK IN BAD INDUSTRIES

 
The poor and slow-growing economies of the Third World
are that way because they are predominantly composed of bad
industries and the path-dependence of industry entry traps
them there. They are stuck in industries that have no
increasing returns, no technological advances, and no ladder
externalities. These problems mutually reinforce each other,
ramify over time, and are the ultimate basis in hard economics
for the well-known phenomenon that the rich get richer. (Karl
Marx correctly observed that this happens, but he mistakenly
thought that it was because the rich were exploiting the poor.
Sometimes they do, but that’s not the fundamental problem.)
The United Nations Development Programme has thus
estimated that the income gap between the top fifth of the
world’s nations and the bottom fifth was 3:1 in 1820, 7:1 in

1870, 11:1 in 1913, 30:1 in 1960, and 74:1 in 1997.
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Ironically, the gap between poor nations and rich ones was
actually much smaller in the 19th-century heyday of
colonialism than it is today. But this makes perfect sense: 150
years ago, there was relatively more to grab in colonies;
there’s no point in an advanced nation conquering Rwanda
today, when its own per capita output is 75 times greater.
Insofar as colonialism, traditional or modern, overt or covert,
is a deliberate economic strategy, it is about locking subject

nations into bad industries.
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 For example, the English
government stifled Ireland’s nascent industrialization in 1699
by banning its exportation of woolen cloth outside the British

Isles.
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 Ireland obediently specialized in agriculture and even
became a successful exporter. But it continued to export food
even when its own people were starving. It had the capacity to
produce nothing else.

Colonialism per se isn’t the problem here, as the economic
mechanisms that do the damage are perfectly capable of
operating in nations that are politically independent. (We
noted Spain as an example of this in Chapter Six.) And not all
colonies have been subjected to this treatment. The danger of
being trapped in bad industries was, in fact, well understood
by a number of small, raw materials-rich colonial nations
which managed to avoid this fate. Australia, Canada, New
Zealand, and (oddly enough) South Africa are the classic
examples. All these nations were beneficiaries of the British
Empire getting burned trying to make the U.S. a banana



republic, as the imperial authorities allowed these colonies to
raise tariffs against British goods in order to pursue their own

industrialization.
684

THE PATHOLOGIES OF BAD INDUSTRIES

 
Free trade does not automatically assign nations good

industries. This is the fundamental problem. Acting according
to their immediate comparative advantage, it can just as easily
assign them bad ones. This may be optimal in the short term,
but if a nation’s comparative advantage today is in producing
bananas, then it will be stuck with roughly the same

productivity 30 years from now.
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 That isn’t true in
industries like computers or automobiles. And in the presence
of a large wage gap between nations, low-wage nations will
automatically tend to attract bad industries under free trade, as
here will lie their immediate comparative advantage.

The interaction of free trade with bad industries is toxic in a
wide variety of ways, not all of them obviously trade-related.
For example, free trade tends to exacerbate all the “bad habits”
of modern agriculture, as the attempt to extract more returns
from a diminishing-returns industry to keep up with declining
terms of trade generates a relentless squeeze. This tends to
increase the amount of land under cultivation and undermine
conservation programs. It tends to force intensive use of
pesticides and fertilizers. It tends to replace diversified



operations with large-scale feed lots and monocrop
agriculture. It tends to reduce specialty crops to commodities.
And it tends to place absentee owners in control, undermining
family farming and rural communities.

The First World palliates (not the same thing as solving)
these problems with agricultural subsidies because it can
afford to. This has the unfortunate spillover effect in the Third
World of generating a tidal wave of cheap exported food that
destroys farm jobs the same way manufactured imports
destroy factory jobs in industrial countries. Given that the
combined agricultural subsidies (including hidden ones such
as cheap water) of the U.S., EU, and Japan equal almost 75
percent of the entire income of Sub-Saharan Africa, it is no
accident that African farmers, for example, cannot

compete.
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 Once they can no longer support themselves on
the land, they have no choice but to seek urban, mainly slum,
life. When a Third World nation converts its food production
to export and becomes dependent on imported food, it
becomes vulnerable to volatility in its export markets. Bubbles
in commodities such as biofuels make this worse, as when the
bubble ends, it is impossible to convert back to food
production in time to avoid food riots.

Raw materials extraction is the other sector notorious for
bad industries. It tends to harbor many of the same
pathologies as agriculture, plus a few nasty quirks of its own.
Raw materials like oil notoriously breed parasitic elites



composed of whomever manages to establish political control
of the spot where the oil comes out of the ground. Unlike the
elites of manufacturing-oriented economies, they contribute
little in managerial or technical skill to the economies they
dominate. They can get away with misgoverning their
countries in ways that would ruin the productivity of a
manufacturing-oriented economy. They have no need to share
widely the wealth derived from the raw materials they extract
(except with local warlords, security forces, and the police),
and little incentive to reinvest more than a fraction of that
wealth in the industry itself.

During the Cold War, much opposition to capitalism was
motivated not so much by literal hatred of private property (let
alone actual love of communism) as by the deep-seated fear
that advanced industrial modernity was a closed club of the

United States and Western Europe.
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 Other nations, it was
feared, could never break in, but would remain eternally
trapped in bad industries—which would then guarantee their
poverty and political subordination. So socialism was the only
way out, with the USSR as its ultimate geopolitical anchor,
even if obviously extreme as a literal economic model to
imitate. But once a nation understands the above mechanisms
of underdevelopment—better yet, how to manipulate them
through protectionism and industrial policy—abandoning
capitalism entirely shows itself to be an unnecessarily radical
solution. Japan and its followers in East Asia understood this,



which is a big part of why they were so staunchly
anticommunist during this period. Other parts of the world did
not, and thus found socialism considerably more interesting.

GOOD AND BAD INDUSTRIAL POLICY

 
If free markets and free trade aren’t always best, this
necessarily opens up the possibility that some other policy
might be better, if properly designed and implemented. This,
at bottom, is what makes successful protectionism and
industrial policy possible.

It is no accident that when reviewing purported free-trade
success stories around the world, one often finds
protectionism and industrial policy right under the surface. In
Brazil, for example, the steel and aircraft industries are

legacies of past import-substitution policies;
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 in Mexico,
motor vehicles are; in Chile, grapes, forest products, and
salmon. In fact, of the top 20 exporting corporations in Chile
in 1993, at least 13 were creations of a single government
agency, the Corporación de Fomento de la Producción

(CORFO).
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Over the last 40 years, there have been two key laboratories
of protectionism and industrial policy: East Asia and Latin
America. As recently as the early 1970s, both regions were at
similar levels economically, and Latin America was actually



much richer at the end of WWII.
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 And yet East Asia has
succeeded economically, while Latin America has stagnated
since about 1975. (The above examples are happy
exceptions.) Protectionism and industrial policy clearly come
in both effective and ineffective varieties, and neither concept
deserves an uncritical endorsement.

We are now in a position to understand why some kinds of

each work and some don’t.
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 In the words of Dani Rodrik,
both regions employed the “carrot,” that is, tariffs, industrial
subsidies, et cetera, to help their industries. But only East
Asian governments were politically disciplined enough to
employ some needed “stick” as well, i.e., measures to prevent
their industries from merely converting this help into
immediate profits, not long-term upgrading of their
capabilities.

An export requirement is one example of a “stick.” This
improves the nation’s balance of payments and forces
domestic producers to meet global standards for quality and
cost. This policy can be implemented in a wide variety of
ways, some not immediately obvious as such, like giving
companies import quotas for raw materials based on their
export performance. Another method is a so-called “rolling”
local content requirement, where a company importing goods
is required to produce a gradually increasing percentage of the
final value of the product domestically. This creates a pressure
to produce locally without getting so far ahead of market



outcomes as to be hopelessly inefficient.

Other patterns of successful industrial policy emerge. It has
tended to maintain domestic rivalry within industries, rather
than concentrating resources on a single superficially-strong

national champion.
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 It has tended to involve local
ownership a n d understanding of core technologies, rather
than the “Lego brick” manipulation of sophisticated inputs in
an unsophisticated way. It has tended to combine investment
in education with investment in industries that can actually
absorb educated workers. It has tended to use access to the
national market as leverage to get foreign corporations to
locate a share of production there, not merely as a shield for
domestic producers or as a source of tariff revenue to be
wasted on political pork. (Pulling in state-of-the-art foreign
producers also keeps domestic producers on their competitive
toes without subjecting the economy to an uncontrolled flood
of imports.)

What did Latin America do wrong? It allowed domestic
competition to wane. It permanently protected mature
industries that should have been able to survive on their own
by that point. It lacked an interest in exporting, so its
industries were not disciplined to reach world standards. Lack
of exports then caused a lack of the foreign currency needed
to import state-of-the-art production technology. Its industrial
know-how therefore lagged behind the rest of the world, as it
never developed comparable domestic sources of technology



either. And Latin American nations either failed to emphasize
education, or failed to create industries that could absorb
educated workers, the latter causing investments in education
t o dissipate in brain drain abroad rather than accumulate as
human capital at home.

THE WORST AND BEST INDUSTRIAL POLICY

 
In the developing world, the very worst industrial policy has
tried to break into new industries merely on the basis of
having cheaper factors of production, which mostly comes
down to cheap labor. (Number two is probably cheap raw
materials, followed by cheap land.) Unfortunately, industries
based on cheap labor continually attract new entrants because
cheap labor is an undifferentiated commodity, available all
over the world. But incumbents are blocked from exit by costs
they have already incurred, trapping them in these industries.
Today’s cheapest labor source is always vulnerable to being
undercut by an even cheaper one tomorrow, and rival
governments will subsidize even where there is no preexisting

cost advantage.
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A nearby example of this misguided strategy is Mexico’s
string of maquiladora plants along the U.S. border. These
3,000 American-owned factories employ over a million
workers. Though they often contain the latest production
technology and have the highest productivity of any industry



in Mexico, they have spawned no industrial revolution there.
Although these plants often consume fairly sophisticated
technology, in the form of imported capital equipment, what
they do with this technology is not especially sophisticated. So
the Mexican economy accumulates neither human nor any
other kind of capital; the products produced there have no

scale economies at the assembly stage.
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 For example,
according to Rick Goings, CEO of Tupperware, which has a
major plant in Toluca, Mexico failed to grasp the opportunity
handed to it by NAFTA:

 
When all of a sudden the borders opened and all
these [jobs] were created for assembly and sending
[products] back to the United States, they didn’t
invest what they needed to in building the skill base
of Mexican workers. So you go down there now and
what are they complaining about? Losing their jobs
to China. All you have to do is follow Nike’s pattern
over the last 25 years: Korea, China, Vietnam. You
just keep following that low labor cost—you just
keep following that dragon. Unless you build in these
countries an infrastructure and a skill base, they
may have a short-term advantage, but it won’t

last.
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Such industry is a technological and economic dead end.
For all that anybody will ever learn or develop by working in
it or even owning it, they might as well be picking coffee
beans by hand—or owning a plantation. The question a nation
should always be asking about its industries is, “Is there
anything left to learn here?” If there isn’t, it’s time to let
another nation further down the ladder of industrial
development take over that industry and move on. And if it
isn’t feasible to move on, then something is wrong with the
nation’s industrial strategy, because it has gotten stuck, and
growth requires that it continually be able to upgrade.

What does the most successful industrial policy look like?
As economies try to make the jump from the Third World to
Newly Industrialized Country status and finally to the First
World, the real key to growth turns out to be proactively anti-
Ricardian, namely getting away from their immediate
comparative advantage. This key is therefore profoundly
contrary to free trade. Above all, this means getting away
from advantage based merely on given factors of production
and transitioning towards advantage based on created factors
of production. Ultimately, it means transitioning from so-
called lower-order sources of advantage to higher-order
sources. As Michael Porter explains it:

 
Lower-order advantages, such as low-cost labor or
cheap raw materials, are relatively easy to imitate.



Competitors can often readily duplicate such
advantages by finding another low-cost location or
source of supply, or nullify them by producing or
sourcing in the same place…Also at the lower end of
the hierarchy of advantage are cost advantages due
solely to economies of scale using technology,
equipment, or methods sourced from or also
available to competitors….

 
Higher-order advantages, such as proprietary
process technology, product differentiation based on
cumulative marketing efforts, and customer
relationships protected by high customer costs of
switching vendors, are more durable. Higher-order
advantages are marked by a number of
characteristics. The first is that achieving them
requires more advanced skills and capabilities such
as specialized and highly trained personnel, internal
technical capability, and, often, close relationships
with leading customers. Second, higher-order
advantages usually depend on a history of sustained
and cumulative investment in physical facilities and
specialized and often risky learning, research and

development, or marketing.
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 (Emphasis in the
original.)

 



INDUSTRIAL POLICY, AMERICAN-STYLE

 
For contemporary Americans, one common roadblock to
understanding industrial policy and protectionism is the myth
that our most successful industries have made it on their own,
without government help. We tend to see industrial policy (if
we accept it at all) as perhaps suitable for up-and-coming
nations, but not for nations like ourselves that have already
arrived. But in reality, the fingerprints of industrial policy are
easy to find in our own economy, even in the post-WWII era
of increasingly free trade (and increasingly strident laissez

faire rhetoric after about 1980).
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 Let’s look at two of
America’s most touted industries, semiconductors and aircraft,
to see how they really became so strong—and thus why the
purely free market model of economic growth is so wrong.

Silicon Valley is a famous success story of free enterprise,
and to a large extent it deserves this reputation. Nevertheless,
its rise was shot through with government support, without
which it would probably never have existed. In fact, every
place in the world where a semiconductor industry has
developed, it has been the explicit target of state industrial

policy.
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The entire semiconductor industry is based upon the
transistor, which was invented by Bell Laboratories in 1947.
Bell Labs, however, was no product of free-market capitalism,



but was the research wing of the old American Telephone and
Telegraph (AT&T), a government-sanctioned monopoly. This
company could only afford to support an expensive
laboratory full of Nobel-caliber scientists precisely because it
was a monopoly: protected from competitive pricing
pressures, assured that no competitor would capture the
commercial value of what it invented, and dedicated to the
long term. It is Exhibit “A” against the canard that large,
bureaucratic, government-subsidized companies protected
from foreign competition can’t innovate. (This is not to say
that these characteristics are positive goods in their own right,
but it does rather suggest that the true determinants of

industrial dynamism often lie outside laissez faire clichés.)
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The semiconductor industry was a massive beneficiary of
infant-industry subsidies from the start. As it hatched and
grew in the late 1950s and early 1960s, close to 100 percent

of its output was bought by the military,
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 which needed
expensive high-performance semiconductors for uses like
missile guidance systems at a time when most consumer
electronics still ran on vacuum tubes. Even as late as 1968, the
Pentagon bought nearly 40 percent of the semiconductors

produced in the U.S.
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 Military demand enabled companies
to stake their risky investments at a time when nobody else

would buy their expensive cutting-edge technology.
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 It
enabled them to build the expertise that was later applied to



civilian markets and achieve the scale economies needed to
bring costs down into the range affordable for mass
consumption.

Aviation is another example of the dependence of America’s
most successful industries on industrial policy. The entire 7x7
series of Boeing planes derives from the 707 launched in the
late 1950s, which was the civilian twin of the KC-135 aerial-
refueling plane built for the Air Force. Boeing actually lost
money on its commercial aircraft operations for the first 20

years.
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 To give further examples of the military lineage that
made U.S. civil aviation possible:

 
Lockheed sold commercial versions of its C-130, C-
141, and C-5A. [The Lockheed L-1011, McDonnell-
Douglas DC-10] and Boeing 747 were all spawned by
technical advances on the engines used for the C5-A.
In short, every generation of the new civilian air
transport has relied heavily on technology developed

for the military.
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Other industries have been born from U.S. government

industrial policy. The latest, of course, is the Internet, which
derives from the military ARPANET built to enable
communications between computers used for defense
research. Even Google, the ultimate better-mousetrap free-



market success story, was based on research done by founders
Larry Page and Sergey Brin at Stanford while supported by
National Science Foundation grant IRI-9411306-4 to research

digital libraries.
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 And the biotech industry has been
incubated by, and has depended upon basic research funded
by, the National Science Foundation and the National
Institutes of Health.

Unfortunately, if present trends continue, America’s harvest
from federally funded industrial policy will inexorably
diminish. Even the military itself is now lagging. According to
John Young, former head of the Pentagon’s Advanced
Technology and Logistics division:

 
The [Defense] Department is coasting on the basic
science investments of the last century and is losing
the force multiplier advantage conferred by
harvesting those investments. The last 15 years (since
the demise of the Soviet Union) have seen the
Department pull back substantially from many
science areas. Yet, scientific knowledge is the
underpinning of the current U.S. capability

overmatch in most areas.
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It seems Sputnik did us a bigger favor than we knew! The
need to beat the Soviet Union appears to have been the



decisive factor in disciplining the U.S. government to pursue
an effective industrial policy, and when the Cold War ended,
serious industrial policy seems to have ended with it.

During the final push of the Cold War under President
Reagan, the Defense Intelligence Agency and CIA created
Project Socrates, whose purpose was to understand America’s
declining economic and technological competitiveness and
develop industrial policies in response. But just as this project
was nearing fruition, the Berlin Wall came tumbling down.
President Bush was ideologically hostile to industrial policy

and systematically destroyed the project.
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 He had Defense
Advanced Research Projects Agency (DARPA) director Craig
Fields reassigned and ordered all records of the project
destroyed to frustrate Freedom of Information Act

requests.
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 Thus died what should have been the crowning
achievement of Cold War industrial policy: a systematic
codification of its economic insights. Ironically, some of the
key staff of this project have since worked on economic
strategy for foreign nations like Poland and Malaysia, which
have diligently used this knowledge to compete with the U.S.

With the end of the Cold War, even the most basic elements
of purely military industrial policy began to get short shrift.
For one thing, the Pentagon ceased to care very much about
buying American. In the words of then-Secretary of Defense
Dick Cheney, a key figure in this shift, policies favoring
American defense producers “raise questions about my



spending money on things I could get cheaper elsewhere, and
it raises the specter of having to rely upon less than first-rate

technology in certain areas.”
709

 Thanks to nearly two decades
of such policies, the U.S. is now unable to put a single military
aircraft into the sky without using components made by
potential adversaries. As a 2005 Defense Department report
put it:

 
The potential effects of this restructuring are so
perverse and far reaching and have such
opportunities for mischief that, had the United States
not significantly contributed to this migration, it
would have been considered a major triumph of an
adversary nation’s strategy to undermine U.S.

military capabilities.
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The Pentagon is now facing a rash of counterfeit electronic

components in military systems, which lays the U.S. open to
the kind of deliberate sabotage we have ourselves employed

against adversaries such as Saddam Hussein.
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 We also now
face politically motivated refusal of foreign suppliers to
provide needed components. The best known case is a Swiss
company, Micro Crystal AG, which refused to supply
piezoelectric timing crystals for the guidance system of the
Joint Direct Attack Munition (JDAM) smart bomb at the time



of the Iraq war.
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 (One surviving American company was
found.) The military is not unaware of this problem, but is
hamstrung by the political power of defense contractors, who

find outsourcing parts very profitable.
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INDUSTRIAL POLICY IN REVERSE:
DEINDUSTRIALIZATION

 
Deindustrialization thanks to bad trade policy is a more
complex process than is usually realized. It is not just layoffs
and crumbling buildings. It is, in fact, industrial policy in
reverse. As a result, understanding industrial policy helps
illuminate how industries die.

When American producers are pushed out of foreign and
domestic markets, it is not just immediate profits that are lost.
Declining sales undermine their scale economies, driving up
their costs and making them even less competitive. Less profit
means less money to plow into future technology
development. Less access to sophisticated foreign markets
means less exposure to sophisticated foreign technology and

diverse foreign buyer needs.
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 When an industry shrinks, it
ceases to support the complex web of skills, many of them
outside the industry itself, upon which it depends. These skills
often take years to master, so they only survive if the industry
(and its supporting industries, several tiers deep into the
supply chain) remain in continuous operation. The same goes



for specialized suppliers. Thus, for example, in the words of
the Financial Times’s James Kynge:

 
The more Boeing outsourced, the quicker the
machine-tool companies that supplied it went bust,
providing opportunities for Chinese competitors to
buy the technology they needed, better to supply

companies like Boeing.
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Similarly, America starts being invisibly shut out of future

industries which struggling or dying industries would have
spawned. For example, in the words of Richard Elkus:

 
Just as the loss of the VCR wiped out America’s
ability to participate in the design and manufacture
of broadcast video-recording equipment, the loss of
the design and manufacturing of consumer electronic
cameras in the United States virtually guaranteed
the demise of its professional camera market....Thus,
as the United States lost its position in consumer
electronics, it began to lose its competitive base in
commercial electronics as well. The losses in these
related infrastructures would begin to negatively
affect other downstream industries, not the least of
which was the automobile....Like an ecosystem, a



competitive economy is a holistic entity, far greater

than the sum of its parts.
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 (Emphasis added.)

 
Free market economics systematically denies this greater-than-
the-sum-of-its-parts aspect of the economy, as it assumes on
principle that every part of the economy is always correctly
priced by the market, rendering impossible any holistic effects
in which the whole is worth more than their sum.

The fruits of this reductionist way of thinking are visible all
over the U.S. economy today. For example, the U.S. is today
inexorably losing the position in semiconductors it built up
with past industrial policy. This is visible in declining plant
investment relative to the rest of the world. In 2009, the whole
of North America received only 21 percent of the world’s
investment in semiconductor capital equipment, compared to
64 percent going to China, Japan, South Korea, and

Taiwan.
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 The U.S. now has virtually no position in
photolithographic steppers, the ultra-expensive machines,
among the most sophisticated technological devices in
existence, that “print” the microscopic circuits of computer
chips on silicon wafers. America’s lack of a position in
steppers means that close collaboration between the makers of
these machines and the companies that use them is no longer
easy in the U.S. This collaboration traditionally drove both the
chip and the stepper industries to new heights of performance.



American companies had 90 percent of the world market in

1980, but have less than 10 percent today.
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The decay of the related printed circuit board (PCB)
industry tells a similar tale. An extended 2008 excerpt from
Manufacturing & Technology News  is worth reading on this
score:

 
The state of this industry has gone further downhill
from what seems to be eons ago in 2005. The bare
printed circuit industry is extremely sick in North
America. Many equipment manufacturers have
disappeared or are a shallow shell of their former
selves. Many have opted to follow their customers to
Asia, building machines there. Many raw material
vendors have also gone.

 
What is basically left in the United States are very
fragile manufacturers, weak in capital, struggling to
supply [Original Equipment Manufacturers] at
prices that do not contribute to profit. The majority
of the remaining manufacturers should be called
‘shops.’ They are owner operated and employ
themselves. They are small. They barely survive.
They cannot invest. Most offer only small lot, quick-
turn delivery. There is very little R&D, if any at all.
They can’t afford equipment. They are stale. The



larger companies simply get into deeper debt loads.
The profits aren’t there to reinvest. Talent is no
longer attracted to a dying industry and the
remaining manufacturers have cut all incentives.

 
PCB manufacturers need raw materials with which
to produce their wares. There is hardly a copper clad
lamination industry. Drill bits are coming from
offshore. Imaging materials, specialty chemicals,
metal finishing chemistry, film and capital equipment
have disappeared from the United States. Saving a
PCB shop isn’t saving anything if its raw materials
must come from offshore. As the mass exodus of
PCB manufacturers heads east, so is their supply
chain.

 
It’s the big picture that needs to be looked into.
There isn’t one single vertically integrated North
American shop that could independently supply a
circuit board. Almost every shop stays in business
supported solely by revenues from ‘brokering’ Asian

boards.
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 (Emphasis in original.)

 
All over America, other industries are quietly falling apart in
similar ways.



Losing positions in key technologies means that whatever
brilliant innovations Americans may dream up in small start-
up companies in future, large-scale commercialization of those
innovations will increasingly take place abroad. A similar fate
befell Great Britain, which invented such staples of the
postwar era as radar, the jet passenger plane, and the CAT
scanner, only to see huge industries based on each end up in
the U.S.

America’s increasingly patchy technological base also
renders it vulnerable to foreign suppliers of “key” or
“chokepoint” technologies. In the words of Laura D’Andrea
Tyson:

 
Because semiconductors are an indispensable input
throughout the electronics complex, strategic control
over their supply by a concentrated Japanese
oligopoly poses a threat to downstream producers

throughout the world.
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One form this takes is the refusal of oligopoly suppliers to sell
their best technology to American companies as quickly as

they make it available to their own corporate partners.
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 It
doesn’t take much imagination to see how foreign industrial
policy could turn this into a potent competitive weapon against
American industry. For example, Japan now supplies over 70



percent of the world’s nickel-metal hydride batteries
722

 and

60-70 percent of the world’s lithium-ion batteries.
723

 This will
give Japan a key advantage in electric cars.

IMPOSSIBLE NOT TO HAVE AN INDUSTRIAL
POLICY

 
Because of the myriad impacts that government decisions have
upon industries, there is no option of “not having” an
industrial policy. There is only good and bad industrial policy.
In the words of James C. Miller III, chairman of the Federal
Trade Commission under Reagan, “Any discussion of
industrial policy should begin with recognition that we have

one. The issue is what type.”
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 A nation that refuses to have
a conscious industrial policy will still have a de facto industrial
policy because the sum of its short-term tactical choices will
amount to a long-term strategic choice whether intended or
not.

If nothing else, the brute fact of foreign mercantilism means
that the option of genuinely free trade has long since been
taken away from us. Again, D’Andrea Tyson:

 
We must not be hoodwinked by the soothing notion
that, in the absence of U.S. intervention, the fate of
America’s high-technology industries will be



determined by market forces. Instead, they will be
manipulated by the trade, regulatory, and industrial

policies of our trading partners.
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Free trade and the absence of deliberate industrial policy are

not neutral choices, free of government interference; they are
positive strategic bets in their own right, which will only pay
off if their key underlying economic assumption is true: pure
free markets, at home and abroad, are always best. Taking an
ideological stand against “central planning” misses the point,
because the central planning that has rightly disgraced itself is
socialist central planning, something entirely different.
Similarly, ideological fulmination against “government
picking winners” misunderstands the role that federal support
plays. As Michael Borrus, founding general partner of the
Silicon Valley venture capital firm X/Seed Capital, explains,
referring to the National Institute of Science and Technology’s
Advanced Technology Program:

 
ATP is sometimes labeled with the profoundly
misleading and profoundly misinformed
characterization of ‘picking winners and losers.’
That is, frankly, flat wrong. No investor, private or
public, picks winners and losers in technology
innovation. Rather, it is the market (customers) that
does the picking. By contrast, with ATP and other



federal technology programs, the government is
really helping to plant long-term technology seeds in
areas of private market failure or acute public need.
Some of those technology seeds will sprout, others
will not. But the planting, the activity as a whole,
must go forward if long-term economic gains are to

be effectively harvested.
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Opponents of industrial policy claim to oppose all industrial

policy, but actually only oppose varieties they disapprove of.
Despite the laissez faire myth that industrial policy was
discredited with the end of the Cold War, worldwide, as Dani
Rodrik explains:

 
The reality is that industrial policies have run
rampant during the last two decades—and nowhere
more than in those economies that have steadfastly
adopted the agenda of orthodox [free market]
reform. If this fact has escaped attention, it is only
because the preferential policies in question have
privileged exports and foreign investment—the two
fetishes of the Washington Consensus era—and
because their advocates have called them strategies
of ‘outward orientation’ and other similar sounding

names instead of industrial policies.
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Export processing zones are one example of this industrial-
policy-by-an-other-name. These receive duty-free access to
raw material and component inputs, tax holidays on corporate,
personal, and property taxes, exemption from usual
regulations (including labor laws), and subsidized
infrastructure. Another example is the wide array of subsidies,
ranging from tax advantages to one-stop-shop help navigating
local bureaucracy, given to encourage foreign direct
investment (FDI).

One of the clearest signs in the U.S. of the inevitability of
industrial policy is that while Washington has fiddled, the
states have rushed in to fill the gap. Research parks—most
famously Research Triangle Park in North Carolina—based
upon links with state universities are the most obvious case,
followed by the huge financial incentives states are awarding
to lure foreign corporations. Alabama, for example, in order
to win a Mercedes-Benz plant in 1993, agreed to provide tax
abatements, train the workers, clear the site, upgrade utilities,
install infrastructure, and buy 2,500 of the cars produced. This
cost $153 million—between $150,000 and $200,000 per job

created.
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 The problem is that state-level policy like this can
easily spend public money merely to shift investments from
one state to another, with no net gain to America as a whole.

Meanwhile, the federal government continues to stick its
head in the sand. For example, it allowed the SEMATECH



semiconductor research consortium to be effectively
dismantled in 1996 by opening it up to foreign

manufacturers.
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 The competitive difficulties of the
American semiconductor industry in the late 1980s were
treated as a one-off anomaly requiring merely tactical
intervention, rather than as a symptom, destined to be
repeated, of the difficulties experienced by an American
industry trying to compete on its own against foreign
industries backed by effective state industrial policy.
America’s tax credit for research and development, once the
world’s most generous, is now surpassed by 17 other

nations.
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 This is despite the fact that, according to one
rigorous 1988 study:

 
A substantial gap exists between the private and
social returns [to R&D] despite the availability of
patents. The social rate of return is between 50 and
100 percent, so to be conservative we will say that
the excess return to R&D is 35 to 60 percent above

the return to ordinary capital.
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The George W. Bush administration abolished the only

program specifically designed to increase the competitiveness
of American industry by funding development of technologies
that the private sector would not fund on its own: the



aforementioned Advanced Technology Program. Free market
ideologues repeatedly tarred this program as corporate welfare
despite the fact that an audit by the respected National
Academy of Sciences vindicated its claim to generate

economic benefits far exceeding its cost.
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 One single $5.5
million grant, for example, seeded development of the small
disk drive industry, which enabled creation of the iPod, the

iPhone, TiVo and the Xbox.
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 It was replaced by an
alternative carefully trimmed to avoid such accusations: the
Technology Innovation Program. This program is well run,

but pitifully underfunded at a mere $65 million per year.
734

The Obama administration has proved only slightly better
than the Bush administration. Although not blinded by an
ideological fetish for free markets, its priorities for allocating
serious money are decidedly elsewhere. Thus the giant
stimulus package it passed in 2009 included money for every
Congressional pork barrel under the sun, but nothing for one
of the industrial-policy programs with the best track record of
saving and creating jobs, the Manufacturing Extension

Partnership,
735

 despite a campaign promise to double the

program’s funding.
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 This program maintains a network of
centers in every state designed to help American
manufacturers adopt innovative technologies. One evaluation
found that it generated $1.3 billion a year in cost savings for
manufacturers and $6.25 billion in increased or retained sales,



all for an annual federal outlay of only $89 million.
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As a result of America’s neglect of industrial policy, there is
a starvation of basic and applied research in areas such as
biocomputing, computer architecture, software,
optoelectronics, aeronautics, advanced materials, factory
automation, sensors, energy conversion and storage,
nanomanufacturing, and robotics. The U.S. will pay a serious
price for this in the decades ahead.



Chapter 10



The Multiple Equilibrium Revolution

 
We saw in the previous chapter how profoundly the real
origins of economic growth contradict free-market, free-trade
economics. Real-world growth is path dependent, reliant upon
scale economies and “good” industries, and inefficient by the
standards of pure free markets. This last point is the most
important, because it means that a purely free-market
approach to economic policy, which rejects protectionism
abroad and industrial policy at home, will necessarily
underperform a competent embrace of these policies. But
although this has been known and successfully applied by
governments (including our own) for centuries, its underlying
economics has never been properly mathematized. This has
been the Achilles’ heel of this knowledge in post-WWII
America, because academic economists have therefore not
taken it seriously. Until now. Finally, someone has found a
way to translate this eminently practical wisdom into the
abstruse mathematics economists are prepared to consider
“serious” economics. This is, in fact, the intellectual
innovation that well may eventually end economists’ faith in

free trade for good.
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The theoretical breakthrough in question was made by
economists Ralph Gomory and William Baumol, starting
around 1991 and reaching its crowning synthesis in their 2000



book Global Trade and Conflicting National Interests .
739

Ralph Gomory, currently Research Professor at the Stern
School of Business at New York University in New York
City, holds a PhD in mathematics from Princeton, spent 30
years with IBM, managed its world-famous Research
Division, and was its senior vice-president for science and
technology. (Two Nobels were won under his direction.)
William Baumol, currently Professor of Entrepreneurship at
the Stern School, is Professor Emeritus of economics at
Princeton and a former president of the American Economic
Association. Prior to his work in trade economics, he was best
known for having carved out a place in economic theory for
entrepreneurs.

So this is serious economics, albeit cutting-edge and thus
highly controversial. It is not a crank theory, an ideological
shibboleth, special-interest pleading, or an academic fad. It is,
above all, not going to go away any time soon, but will almost
certainly challenge the existing free trade consensus until one

or the other gives way or a new synthesis emerges.
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MATHEMATIZING SCALE ECONOMIES

 
The easiest way to understand Gomory and Baumol’s work is
to add another assumption to the list in Chapter Five of the
dubious assumptions of the theory of comparative advantage:



 



Dubious Assumption #8: There are no scale
economies.

 
Gomory and Baumol assume instead that there are. This is
both true and, as we saw in the previous chapter, a fact with
vast implications. Scale-economy industries are where the
action is when it comes to economic growth, and they are the
key trade battlegrounds for advanced economies. And because
they are the highly capitalized and knowledge intensive
industries that most strongly defy Ricardian economics,
Gomory and Baumol’s analysis is thus highly appropriate for
understanding those industries where free trade isn’t
America’s best move. This makes theirs an excellent analysis
for anyone who wants to criticize free trade—and figure out
what the rational alternative might be.

 

WHAT ARE RETAINABLE INDUSTRIES?

 
Gomory and Baumol’s analysis is founded on the implications
they draw from a key fact about scale-economy industries.
Because, by definition, their cost per unit goes down as their
output goes up, which nation is the world’s low-cost producer
is, other things being equal, a function of which nation is
p roducing more. So whichever nation reaches large
production volume first in a scale-economy industry thereby



becomes the world’s low-cost producer in that industry. The
winner’s cost advantage then locks other nations out.

Under these circumstances, the only way a challenger can
succeed is to start on day one at a production volume equal to
the incumbent’s. This is rarely feasible. Not only would the
challenger have to match the investments that incumbent had
already made to reach high-volume production, but the payoff
would be a Pyrrhic victory: head-to-head competition with an
entrenched incumbent. As this sort of competition tends to
drive profits toward zero, it is rarely financially viable to
challenge an incumbent under these circumstances. Gomory
and Baumol call industries that behave this way “retainable”
industries and if a nation can acquire them, it can generally
hang onto them.

The important thing here is the lockout phenomenon. Even
if another nation hypothetically might have been an even
lower-cost producer, the first arrival is so entrenched that the
latecomer never gets a chance. This is the opposite of what
happens in Ricardo’s model. In his model, historical accidents
of which nation reaches high-volume production first certainly
happen, but they don’t matter because they get washed away
afterwards by competitive forces. Potentially superior
latecomers realize their potential superiority and win, so if one
nation reaches high-volume production before another, this
has no particular significance. Ricardo didn’t allow for the
effects of scale economies, and in their absence, a head start



doesn’t permanently lower a nation’s costs below its rivals. So
without entrenched scale economies, there can be no lockouts.

This is, of course, how the world ended up with half its
large passenger aircraft being built in Seattle and two-thirds of
its fine watches being made in Switzerland. Ricardian
comparative advantage is useless for explaining why
Bangladesh exports many t-shirts and few soccer balls, while
Pakistan exports the reverse. Why does South Korea export so
many microwave ovens, and almost no bicycles, while Taiwan
is the other way around? There is nothing intrinsic about
South Korea that makes it a good place to build microwave
ovens. Entrenched scale economies are the reason.

 

GOOD-BYE PERFECT COMPETITION

 
As noted in the previous chapter, scale economies are
incompatible with perfect competition. Instead, firms that
possess them will be (at least partly) sheltered from
competition and will therefore realize quasi-monopoly profits.
When two or three firms in an industry all have scale
economies, this will tend to make that industry an oligopoly.
Imperfect competition is generally a happy thing for those
who own and work in such industries, as these industries can
reap and pay higher-than-normal profits and wages. Of
particular interest to residents of advanced industrial nations,



these industries are sheltered against cheap foreign labor if
their scale economies are large enough.

From the general public’s point of view, the best thing about
these industries is that they pay higher wages to their
employees. Hypothetically, they could just return greater
profits to their owners, but the empirical data actually suggests
that workers receive a greater benefit. The most authoritative
study on this question is by Harvard economists Lawrence
Katz and Lawrence Summers (former president of Harvard
and Secretary of the Treasury, then chief economic advisor to
President Obama). They found that “variations in labor rents
[extra wages] across industries are at least two to three times
as important as variations in the rents accruing to shareholders

[extra profits].”
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 Among other things, their analysis changes
the evaluation of industrial policy; as they note with respect to
the European aircraft industry:

 
Once labor rent considerations are recognized, the
overall assessment of the Airbus program for
European welfare turns from marginally negative to
strongly positive. Even in the less favorable case, the
subsidy generates a welfare gain representing about
half its cost.…Policies promoting domestic
production that appear undesirable without taking
account of labor market imperfections yield large
gains once the existence of these imperfections is



acknowledged.
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Imperfect competition has other benefits. As previously

noted, it supports innovation, as the only way innovation can
be profitable is if firms which finance it get at least quasi-
exclusive rights to sell its application. And because knowledge
itself leads to scale economies as the cost of an innovation is
amortized over a rising number of units of product sold, this is
a self-reinforcing process. More innovation leads to more
scale economies, which lead to more profits and more money
to finance innovation. Therefore scale economies, in the
presence of a healthy financial system with long time
horizons, tend to drive an economy to endlessly seek out
innovation.

So, despite myths about high technology being the ultimate
arena of pure competition and free markets being the master
key to innovation, high technology actually tends to be an area
in which pure free market principles do not operate. In the
words of one OECD study:

 
Oligopolistic competition and strategic interaction
among firms and governments rather than the
invisible hand of market forces condition today’s
competitive advantage and international division of

labor in high-technology industries.
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Ralph Gomory got a good look at this fact during his time at
IBM, which once held 70 percent of the market for mainframe
computers and faced a Department of Justice antitrust

investigation.
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GOOD-BYE RICARDO’S EFFICIENCIES

 
In a Ricardian world, as noted when we first examined the
theory of comparative advantage in Chapter Five, every
industry automatically migrates to the lowest-possible-cost

producer.
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 But in a Gomory-Baumol world, it may or it
may not—because historical accidents can interfere. In fact, in
a Gomory-Baumol world there isn’t even just one answer to
the question of which nation is the lowest-possible-cost
producer. Instead, there are an infinite number of possible
answers, depending on which nation reaches large production
volume first.

This has profound implications. For one thing, it means that
some possible outcomes are “bad” outcomes, in which the
winning nation locks out potentially more-efficient rivals.
Would the world enjoy cheaper fine watches if Japan had
captured this industry, rather than Switzerland? We’ll never
know, because the accidental equilibrium that placed this
industry in Switzerland is now entrenched. Would the world
have better small cars if Brazil had captured this industry,



rather than Japan? Same problem. If the “wrong” nations win
the race in various industries, the world economy may get
stuck incurring opportunity costs it could have avoided if

other nations had won.
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 Thus it will waste opportunities and
be less productive than it could have been. So all bets are off
about free trade necessarily producing the best possible

outcome for the world economy as a whole.
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The same goes for individual nations. Would Germany be a
richer country if it had a commanding position in airplanes,
rather than cars? Maybe, but maybe not. The fact that the free
market steered Germany’s factors of production into the car
industry does not guarantee that this was the best possible use

for them.
748

 Because lockout can interfere, free trade won’t
necessarily allocate every nation its most appropriate
industries, and mere bad luck can deprive a nation of the
industries that would actually have been best for it. And the
Ricardian assumption that departing industries will
automatically be replaced by better ones becomes even more
problematic than already noted with Chapter Five’s dubious
assumption #2 (factors of production move easily between
industries) because lockout can interfere with breaking into
the right replacement industries. Michigan is not going to
neatly segue into the helicopter industry.

WEIGHING THE POSSIBLE OUTCOMES



 
If the Ricardian contention that free trade outcomes are always
the best possible is no longer tenable, the obvious next
question is just how good are the various outcomes that can
occur, and for which nations? Is there an intelligible pattern to
the quasi-arbitrary outcomes Gomory and Baumol seem to
imply, with historical accidents tripping up predictable
efficiency as often as not? We need some kind of map of the
possible distributions of retainable industries among nations,
showing who gets which industries when—and how big are
the economic benefits when they do.

These possible distributions of retainable industries among
nations are the subject of a computer model constructed by
Gomory and Baumol on the basis of their theory. This model
runs out different possible scenarios of industry assignment
between two imaginary nations A and B. In some scenarios, A
wins the automobile, aircraft, and semiconductor industries,
plus two others, while B wins the rest. In other scenarios, B
wins those industries, three others, and A wins the rest. With a
model containing just two nations (the UN recognizes 194)
and 10 industries (the Commerce Department recognizes

about 1,800),
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 there are over 1,000 possible distributions of
industries between nations. So this model is highly simplified,
compared to the real world. But it still suffices to draw out the
key implications of Gomory and Baumol’s ideas.

Whenever a nation captures an industry, that industry’s



output will become part of its GDP, so the nation will be
richer for it. Thus one might, at first sight, conclude that a
nation’s best move is simply to capture as many retainable
industries as it can, by winning the race to high-volume
production in each. But if one looks closely at the graph on
the next page generated by the computer model, there is

clearly more to the story.
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Each dot on the graph on the next page represents one
scenario, that is one possible distribution of retainable
industries between A and B. Non-retainable industries will be
distributed Ricardo-fashion, and nontraded industries will not
be (directly) affected by trade at all, but will form a base of
unchanging economic activity at the bottom of the graph. The
horizontal axis shows what percentage of the world’s
retainable industries A has captured (B gets the rest); the
vertical axis shows A’s GDP. So the further to the right a dot
is, the more retainable industries A has captured, and the
higher a dot is, the richer A is in that scenario.

GREEDY, BUT NOT TOO GREEDY

 
The graph on the next page shows that, in general, the more
retainable industries A captures, the higher its GDP. No
surprise there. But there’s also a surprise: it is not nation A’s
best move to capture all the retainable industries in the world!
If it does, it actually ends up poorer than if it captures, say, 70



percent. Thus the cluster of dots is actually lower at the far
right side of the graph than if we move a little to the left. So
A’s best move is apparently to be greedy, but not too greedy.

 

 

There are a number of reasons for this. For a start, A taking
100 percent of the world’s retainable industries would mean it
taking industries for which it is fundamentally ill-suited,
despite its luck in winning them. (As noted, a nation can
sometimes be a “bad” winner.) When an industry would have
been significantly more efficient in B, A would be better off
allocating its factors of production to other industries and



importing those goods from B instead. Why? Because A has
to balance the monopoly profits from winning a retainable
industry against the Ricardian cost of producing for itself
goods that B could have produced more cheaply.

We already know about Ricardian costs: these are the costs a
nation incurs when it defies free trade and makes for itself
things it should import. Nothing in Gomory and Baumol’s
theory makes these costs go away. But their theory introduces
monopoly profits that sometimes outweigh them. Would
America be better off if we produced for ourselves the fine
watches we currently import from Switzerland? Maybe,
because this would mean hosting a sophisticated high-paying
industry. But maybe not, if we turned out to be a grossly
inferior producer and the extra wages and profits were
outweighed by the cost of ending up with inferior and more
expensive watches. Ricardo understood the Ricardian cost side
of this perfectly, but not the monopoly profits side. In his
world, there are no monopoly profits because all industries
operate under perfect competition all the time—and without
scale economies and lockout, it is impossible to have an
international monopoly or quasi-monopoly.

There is another problem with A capturing every retainable
industry: this would mean dividing up A’s finite labor force
and capital among them. This would spread A’s labor and
capital too thin to realize the maximum possible scale
economies in each. America has such a large economy that we



tend not to take this issue seriously, but for most nations this is
a serious issue. Finland, for example, has a world-class
position in cellular phones (Nokia). But Finland is probably
too small to support both that and world-class positions in
avionics, nanotechnology, fiber optics, and genetic
engineering. So nation A has to balance its monopoly profits
against a scale-economies loss, too.

The final problem is that capturing every retainable industry
would mean depriving B of retainable industries of its own.
As a result, B wouldn’t have enough high-value exports to
afford very many imports from A, which would have enabled
A to increase its exports from its own best industries even
more. So A has to balance its monopoly profits against a
trading loss as well.

A good analogy to A’s bundle of tradeoffs would be to an
exceptionally lucky jack-of-all-trades who manages to
monopolize all the most lucrative jobs in a small town. He is
the town’s lawyer, its doctor, its banker, et cetera. Obviously,
up to a point, this might be very lucrative. But if he takes it too
far, he will make less profit than if he relinquished a few jobs
to other people. His best move? Pick some desirable
occupation, whether or not someone else would be better at it,
but a) he shouldn’t grab any job he’s terrible at, b) he
shouldn’t spread himself too thin, and c) he shouldn’t lock
everyone else out of good careers entirely. Point a) means
there’s no point imposing meritocracy on yourself if this just



means somebody else taking your dream job. But equally, you
shouldn’t try to be your own doctor if you’re no good at
medicine. Point b) means that working several jobs means
several paychecks, but you probably can’t make a success out
of a profession you practice for only a few hours a day. Point
c) means that it’s nice to have the best job in town, but unless
other people have good jobs too, you won’t have many
customers.

Clearly, the old Ricardian logic has its place in a Gomory-
Baumol world. It just isn’t the whole story anymore. The
successful pursuit of economic self-interest, for both nations
and people, is a tradeoff between simply grabbing what one
wants and submitting to various demands of efficiency.
Nations, like people, benefit from importing and exporting in
order to allocate their finite productive abilities to their most
productive activities. But nations, like people, also benefit by
capturing monopoly positions (nations capture good
industries, people hold good jobs) whether or not this is
efficient per se. (As noted in Chapter Five, nations trade for
the same reasons people do.)

Gomory and Baumol’s analysis also warns us that when
someone else holds a lucrative job, they will use it to extract
monopoly profits from us. And they may not be the best
person for the job, anyway, merely someone who managed to
entrench themselves in it. This reasoning extends to nations:
not only is it advantageous to win good industries, but it is



disadvantageous to end up at the mercy of other nations that
have—because this will entail paying them tribute in the form
of their monopoly profit margins. (And they may not be the
best possible suppliers, anyhow.) Americans are only really
conscious of this problem in the case of OPEC, which is a
natural oligopoly. But if we end up 30 years from now with a
solar-powered economy dependent on Japanese-made solar
cells, we will be in the exact same position, especially because
American-made solar cells might have been cheaper and
better, if we had gotten our act together and developed this
industry.

WIN-WIN VS. WIN-LOSE TRADE

 
There is a twin to nation A in the above analysis: its trading
partner nation B. When A has 100 percent of the world’s
retainable industries, B has 0 percent; when A has 90 percent,
B has 10 percent, and so on. What does B’s experience of the
above scenarios look like? Let’s plot both nations on the same

graph and see (on the next page).
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The interesting thing about this graph is that in the two side
regions (labeled Zone of Mutual Gain), any change in A’s
industry capture that benefits A, benefits B also. Whenever A
captures more industries and its GDP goes up, B’s GDP goes
up, too. And whenever A captures fewer industries and its
GDP goes down, B’s GDP goes down, too. So anything either



nation does to benefit itself also benefits its trading partner.
This means a world in which economic rivalry does not exist
because all outcomes are win-win. (This is how Ricardians
believe the world works all the time.) However, as one can
also see, in the region at the center, things work very
differently. There, gain for one nation coincides with loss for
the other. In this region, economic rivalry is a fact of life.

 

 

Gomory and Baumol are definitely onto something here
because they have managed to bridge the gap between the
Pollyannaish “international trade is always win-win” Ricardian



view and the overly pessimistic “international trade is war”
view. The former view is naïve and, due to dubious
assumptions #5 (capital is not internationally mobile) and #7
(trade does not induce adverse productivity growth abroad),
untenable even without their insights. The latter view ignores
the fact that economics precisely isn’t war because it is a
positive-sum game in which goods are produced, not just
divided, making mutual gains possible.

So here, at long last, we have a theoretical framework that
can accommodate economic reality as we actually experience
it, not just lecture us on what “must” happen as Ricardianism
does. It’s both a dog-eat-dog and a scratch-my-back-and-I’ll-
scratch-yours world. Economics has finally given common
sense permission to be true.

Gomory and Baumol’s analysis is obviously just the
beginning of a whole new way of looking at international
trade, which will require decades of elaboration before it
becomes a complete new theory of the world economy. But
the importance of their work should be obvious already. It
will have enormous repercussions for economics (and the
real-world policy decisions that depend on it) in the years to
come.

COMPARATIVE ADVANTAGE IN THE RIGHT
INDUSTRIES

 



What are the policy implications of Gomory and Baumol’s
work? Basically that a wise nation will willingly let other
nations have their share of the world’s industrial base, but will
try to grab the best industries for itself. Then it will sit back
(here’s where laissez faire plays its legitimate role) and let the
rest of the world compete—head to head, driving the price
down through the perfect competition in free markets it seeks
to avoid for itself—to produce for it the things it doesn’t want
to produce at home.

Here Ricardo’s ghost rears its head yet again: comparative
advantage remains a valid principle, but a nation’s best move
is not simply to trade according to the comparative advantage
it already has. It is to seek comparative advantage in the best
industries. Ricardianism is about finding the best use for the
comparative advantage one already has (mistaking this for the
entire question); Gomory and Baumol are about what kind of
comparative advantage it is best to have.

The top retainable industries will be the best ones to have
comparative advantage in, followed by the lesser retainable
industries. What makes one retainable industry better than
another? It ideally should be large, strongly retainable, and
with a long future potential for innovation, and many spinoff
industries, ahead of it. As Michael Porter explains, referring to
such industries as “structurally attractive” ones:

 
Structurally attractive industries, with sustainable



entry barriers in such areas as technology,
specialized skills, channel access, and brand
reputation, often involve high labor productivity and
will earn more attractive returns to capital. Standard
of living will depend importantly on the capacity of a
nation’s firms to successfully penetrate structurally
attractive industries. The attractiveness of an
industry is not reliably indicated by size, rapid
growth, or newness of technology, attributes often
stressed by executives and by government
planners...By targeting entry into structurally
unattractive industries, developing nations have

often made poor use of scarce national resources.
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The industries it is worst to have are the nonretainable, no-

scale-economies industries. These behave according to the old
Ricardian model: head-to-head free-market competition that
drives down prices, profits, and wages. Cynically speaking,
these are what a shrewd nation wants its trading partners to
specialize in.

But this doesn’t mean a shrewd nation wants its trading
partners to be destitute. Then they would have few tradable
industries of any kind and low productivity in those they did
have. This would make it impossible to realize significant
gains by trading with them. Nobody gets rich trading with
Kalahari Bushmen, no matter how shrewd, efficient, or even



downright exploitive they are, because Bushmen just don’t

have that much stuff in the first place.
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 Instead, the ideal
trading partner is one that perfectly complements a nation’s
own more sophisticated economy. The ideal trading partner is
less like a slave (the colonial exploitation model) than like the
perfect employee. He skillfully performs all the tasks his
employer doesn’t want to perform, freeing that employer to
perform more-valuable tasks. But he isn’t so skillful that he
threatens his employer’s entrenched position doing the tasks
he wishes to reserve to himself. Every lawyer wants an
efficient paralegal; no lawyer wants one so skilled that she sets
up a competing legal practice!

The ideal trading partner thus has the highest possible
productivity in the industries that a nation doesn’t want to
compete in, but low productivity in those it does want to

compete in.
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 For example, because Japan is a net importer
of oil, Japan should want all oil exporting nations to be the
most efficient possible oil producers, as this will provide
Japan the cheapest possible oil. But Japan should not want
Kuwait to become an efficient producer of cars!

There is a fundamental asymmetry here: a productivity
increase in Japan’s car industry will always benefit Kuwait, by
enabling Kuwait to buy cheaper cars. But a productivity
increase in Kuwait’s car industry (from zero, as it does not
currently have one) will not necessarily benefit Japan. (The
only time it might is if Kuwait started building car parts that



enabled Japan to build better cars, or if Kuwait started
building cheap cars, enabling Japan to stop producing these
for itself and produce more-expensive ones instead.)
Productivity gains by the leader (Japan) are always win-win,
but gains by followers (Kuwait) can sometimes be win-

lose.
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 This is why the most visible pressures for
protectionism appear in threatened leading nations, while the
most successful protectionism and industrial policy are visible
in catching-up nations. Once one views these phenomena
under Gomory-Baumol assumptions, they make perfect sense,
while Ricardian thinking sees only misguided complaining
driven by special-interest politics and unnecessary
protectionism of industries that would have succeeded
anyway.

DEFENDING RETAINABLE INDUSTRIES

 
We have just scratched at a serious issue. Retainability is real,
but it is not absolute and it does have to be defended over time
as old industries decay into obsolescence and new ones
emerge, rendering yesterday’s entrenched positions irrelevant.
As noted earlier, retainability exists because scale economies
entrench productivity differences, which entrench industry
assignments among nations. But what if productivity
differences are not due to entrenched scale economies, but are
just there, for whatever reason? Then, as long as they last, the
same implications will flow from them that flow from



entrenched productivity differences—only these implications
will be unstable. So the same Gomory-Baumol analyses will
apply. Unfortunately, this also means that the win-lose
implications of the Gomory-Baumol analysis will apply, too.
So there will be a Zone of Conflict and a Zone of Mutual
Gain. There will be harmony and rivalry. There will be
winners and losers. Productivity gains by one nation will
either help or hurt the other, depending on where on the graph
they both are.

This is extremely important. Because it finally gives us a
sound theoretical basis for saying what ordinary Americans
(and extremely sophisticated international businesspeople)
tend to regard as obvious, even if most American economists
do not:

 
Foreign productivity growth can take entire industries
away from us without conferring any compensating

benefits.
756

 
This is neither an illusion promoted by special interests nor a
myth invented by demagogic politicians. Here, Ricardianism is
completely out of touch with reality and catastrophically
wrong.

The illusion of permanent advantage that transient
productivity differences create explains a fact noted in Chapter



Six:
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 nations at the peak of their economic power, like
Britain in 1860 or the U.S. in 1960, can garner the mistaken
impression that free trade is universally beneficial to them. But
this illusion depends upon productivity differences between
them and their rivals that will not endure forever. This
situation also resembles a problem we encountered before, in
milder form, with dubious assumption #7 (free trade does not
induce adverse productivity growth abroad). By previously
analyzing the problem without using multiple-equilibrium
ideas, we merely noted that foreign productivity growth can
roll back existing gains from trade. This is much worse.

ARE INDUSTRIES NATIONAL?

 
There is one final, and very important, caveat to the whole
Gomory-Baumol analysis. When we noted that half the
world’s large passenger aircraft are built in Seattle and two-
thirds of its fine watches in Switzerland, the reason this is true
is that the American aircraft and Swiss watch industries are
relatively localized. That is, the companies that make up these
industries, though they do have international operations, are
still significantly tied to their national home bases. (As noted
in Chapter One, this is still largely true even for most

multinational corporations.)
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 As a result, it is meaningful to
talk about the national location of these corporations and thus
about national industries.



This is critical, because scale economies mostly reside in
companies, not industries as such. As a result, if companies
are truly internationalized, the Gomory-Baumol analysis will
get no traction on them, and the more internationalized they
are, the less traction it will get. As a result, the less any
solution based on this analysis will succeed. Luckily, it is, of
course, free trade itself that tends to denationalize companies,
so protectionism can push back at denationalization.
Successful protectionism based on Gomory and Baumol’s
ideas will therefore be a two-pronged policy: first, to maintain
in corporations a sufficiently national character for policies
imposed at the national level to work, and second, to impose
the right national policies.

Strictly speaking, matters are even more complicated than
this. What really matters actually isn’t how national a
company’s production is, but how national the scale-economy
stages of its production are. The supply chain of a product
from raw materials to the consumer can have widely differing
scale economies at different stages. The classic example is
consumer electronics, where the manufacture of silicon chips,
liquid crystal displays, and other key components enjoys huge
scale economies, but the final assembly of these components
into a finished device enjoys comparatively few. The former
activities depend upon massive R&D, require expensive and
sophisticated machinery for physical fabrication, and employ
highly trained engineers and scientists. The latter activities
often require almost no R&D and are done by hand (perhaps



on a 1920s-style assembly line) by semiskilled labor, often in
developing countries. One possible strategy this implies is to
be fairly agnostic about where companies locate overall, but
seek to capture the segments of their production that enjoy
scale economies. This is, in fact, roughly the strategy pursued
by Singapore, which (unlike Japan) has no internationally
recognizable brand-name companies but has managed,
through aggressive industrial policy, to systematically capture
the high-value segments of foreign corporations’ supply
chains in electronics and other industries.

 



Chapter 11
The Natural Strategic Tariff

 
As we have seen, free trade depends upon a long list of
assumptions that are always dubious and often false. So there
is no justification for assuming that it will be the best policy.
But while this necessarily opens up the possibility that some
kind of protectionism could be better, it doesn’t give an
obvious formula for what form that protectionism should take.
Which imports, that is, should we tax, how much, and when?
We have only scraps of insight here and there, based on the
various flaws in free trade we have examined, with no
synthesis uniting them into a coherent policy implication.
Even Gomory and Baumol’s breakthrough insights, while
they do tell us what a better outcome than free trade would
look like (more good, i.e. scale economy or retainable
industries), do not tell us how to attain that outcome. Merely
stapling together the tariff wish lists of every complaining
industry in America will do no good, as this embodies no
particular rational economic strategy.

We do, however, have one obvious starting point for
reasoning out a tariff policy. If free trade is wrong because of
the list of its flaws we have compiled, might the right policy
consist in systematically fixing these flaws? There is, in fact,
an entire school of thought that aims to “restore the lost



innocence” of free trade in this way.
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 Because many (not
all) of these flaws consist in failures of the free market to work
properly, the great attraction of this approach is that it satisfies
people who are ideologically attached to free trade as a broken
ideal that can be achieved after all, once it is repaired.

Can this approach work? Let’s look at the list of dubious
assumptions underlying free trade to see if we can fix free
trade by imposing policies that will make these assumptions
hold true after all. To wit:

 
Dubious Assumption #1: Trade is sustainable.

 
Environmental sustainability is a problem intrinsic to the
entire modern industrial economy. In the context of
trade, the obvious solution is to tax trade that depletes
nonrenewable resources or emits pollution.

 
Financial sustainability is, as analyzed at length in
Chapter Two, achievable by controlling either trade or
the countervailing financial flows that take place when

trade is paid for.
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Problem fixable? Yes.

 
Problem fixable without ending free trade? No.



 
Dubious Assumption #2: There are no externalities.

 
For negative externalities like environmental damage,
the obvious solution is to tax imports produced in
harmful ways.

 
Positive externalities like technological spillovers can be
addressed by tax credits for research and development.
This is already U.S. policy to some extent, though
without protectionism, this can just end up subsidizing
research whose value is harvested by production

abroad.
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Problem fixable? Yes.

 
Problem fixable without ending free trade? No.

 
Dubious Assumption #3: Factors of production move
easily between industries.

 
This problem mostly comes down to labor. We can do
little about it because the U.S. already has one of the
most flexible labor markets in the developed world. We



could expand palliative adjustment programs and
worker retraining, but they have limited ability to solve

this problem, for reasons analyzed in Chapter Three.
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Problem fixable? No.

 
Problem fixable without ending free trade? No.

 
Dubious Assumption #4: Free Trade does not raise
income inequality.

 
Free trade raises income inequality in the U.S. because it
lowers returns to the scarce factor of production (labor)

and raises returns to the abundant factor (capital).
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 It
also impacts low-skill workers harder than high-skill

workers.
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 Although other nations have mitigated these
problems somewhat with various nontrade policies, such
egalitarian interventions are unlikely in the U.S.

 
Problem fixable? Yes.

 
Problem fixable without ending free trade? No.

 



Dubious Assumption #5: Capital is not
internationally mobile.

 
The controls on international capital flows associated
with a new Bretton Woods-style system of fixed

exchange rates would help here,
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 but this is not a free-
trade solution unless we consider it free trade when we
lack freedom in the financial flows that pay for that

trade.
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Problem fixable? Yes.

 
Problem fixable without ending free trade? No.

 
Dubious Assumption #6: Short-term efficiency
causes long-term growth.

 
As analyzed in Chapter Two,

767
 short-term efficiency

can be downright destructive if people have short time
horizons, something only authoritarian governments
have been able to correct.

 
As analyzed in Chapter Nine,

768
 even with long time

horizons, economic growth is largely about ladder



externalities and related dynamics; most effective
strategies for exploiting these are contrary to free trade
because Ricardianism (and thus free trade) is about best

exploiting immediate comparative advantage.
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Problem fixable? Yes.

 
Problem fixable without ending free trade? No.

 
Dubious Assumption #7: Trade does not induce
adverse productivity growth abroad.

 
This problem is almost impossible to solve without
abandoning free trade, as it concerns events in foreign
nations not under our control. Ceasing to import so
many goods, especially at the frontier of our trading
partners’ technological capabilities, would obviously
slow them down, but only somewhat.

 
Problem fixable? No.

 
Problem fixable without ending free trade? No.

 
Dubious Assumption #8: There are no scale



economies.

 
The existence of scale economies is a fundamental fact
of modern industry. They are not the product of any
particular policy decision, so nothing can be done to
make them go away, short of a return to premodern
technological levels.

 
Problem fixable? No.

 
Problem fixable without ending free trade? No.

 
So it appears that we can’t plausibly hope to fix these eight

problems without giving up free trade to some meaningful
extent. The above list implies some policies to mitigate free
trade’s harmful effects, but no fundamental solution that will
redeem free trade as such.

 
IS THERE A NATURAL STRATEGIC TARIFF?

 
Here’s the nightmare that haunts all criticisms of free trade in
this country: what if these criticisms imply that America needs
a complicated technocratic tariff policy? This seems to be
suggested by the complexity of the defects in free trade and by
the fact that the nations which have most successfully



repudiated free trade actually have complicated technocratic
tariff policies. That would spell trouble, as the political
difficulties of achieving such a solution in America are no
secret. In the words of Alan Blinder, a member of Bill
Clinton’s Council of Economic Advisors and former Vice
Chairman of the Federal Reserve Board,

 
In Japan, industrial policy was and is run by a cadre
of intelligent, respected, and powerful technocrats
largely insulated from political interference and
acting in the national interest. The United States, I
am afraid, is too democratic for that. Political
considerations would quickly overwhelm economic
merits; industrial policy would more closely resemble
life support for dying industries than incubation of

emerging ones.
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It is, in fact, sorely tempting to take these political

difficulties as an excuse to do nothing at all. The dangers of a
special-interest takeover are not imaginary. But we can’t
afford to quail at the challenge of making the politics work, as
we are competing with rivals who have already done so. Like
it or not, they have raised the bar for us. For the U.S. to
concede that there exists an area of national policy this
important that our rivals can master and we can’t is a decision
in favor of voluntary national decline.



Billionaire investor Warren Buffett says that one of his
criteria for investing in a company is that it must have a
business that even a fool can run—because sooner or later a
fool will. A similar philosophy should guide our construction
of a tariff policy. We need a broad-based policy that can
survive imperfect implementation and political meddling, a
certain amount of which will be inevitable. We do not need an
intricate, brittle, difficult policy that will only create work for
bureaucrats, lawyers, and lobbyists. Among other things, any
policy too complex for the public to understand will be
beyond the reach of democratic accountability, the only
ultimate guarantee that any tariff policy will remain aimed at
the public good.

As noted in Chapter Six,
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 one of the great puzzles of
American economic history is how the U.S. once succeeded
so well under tariff regimes that were not particularly
sophisticated. This is where the idea of a so-called “natural
strategic tariff” comes in. This idea says that there may be
some simple rule for imposing a tariff which will produce the
complex policy we need. The simple rule will produce a
complex policy by interacting with the existing complexity of
the economy. All the complexity will be on the “economy”
side, not the “policy” side, so all specific decisions about
which industries get protection, how much, and when will be
made by the market. No intricate theory, difficult technocratic
expertise, or corruptible political decision-making will be



required.

There are obviously any number of possible natural strategic
tariffs. The one we will look at here (which is probably the
best) is actually the simplest:

 
A flat tax on all imported goods and services.

 
Prima facie, this is strategically meaningless because it
protects, and thus promotes, domestic production in all
industries equally. And if a tariff is going to win the U.S.
better jobs, it will do so by winning us more positions in good
industries (as defined in Chapters Nine and Ten). While a flat
tariff would help with the deficit, which is good, it would
provide the same incentive for domestic production of
computer and potato chips alike, so it would not push our
economy towards any industry in particular.

Or would it? The natural strategic tariff is a bet that it would.
The key reason is this:

 
Industries differ in their sensitivity and response to
import competition.

 
Although this is a complex issue, the fundamental dynamic is
clear from the obvious fact that a flat tariff would trigger the



relocation back to the U.S. of some industries but not others.
For example, a flat 30 percent tariff (to pluck a not-
unreasonable number out of thin air) would not cause the
relocation of the apparel industry back to the U.S. from
abroad. The difference between domestic and foreign labor
costs is simply too large for a 30 percent premium to tip the
balance in America’s favor in an industry based on semi-
skilled labor. But a 30 percent tariff quite likely would cause
the relocation of high-tech manufacturing like
semiconductors. This is the key, as these industries are
precisely the ones we should want to relocate. They have the
scale economies that cause retainability, high returns, high
wages, and all the other effects of good industries. Therefore a
flat tariff would, in fact, be strategic.

TARIFF EFFECTS ON SCALE-ECONOMY
INDUSTRIES

 
A natural strategic tariff would interact with different
industries in surprisingly sophisticated ways. There is not the
space here to discuss all of them, but the prime example is the
fact that it would have different effects on industries that were
at different points on their cost curves. The key here is that the
cost curves of scale-economy industries tend to be concave.
That is, they go down like this  , not like this  . This is not
the place to go into the details, but a concave cost curve is
actually guaranteed whenever production cost consists of an



investment in capital (physical, human, or intellectual) plus an

incremental cost for each additional unit of output.
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 As a
result, these curves have steeper slopes in their earlier than
later stages. That is, they look something like the graph below,
though their exact shape will vary:

 

 

The difference in slope between the early and late stages is
the key. When a tariff is imposed upon an industry that is in
the early stages of its cost curve, costs will fall rapidly with
relatively small increases in output. So if we start at the far left
on the graph above and move to the right a little, the curve
goes down a long way. (See the graph on the next page.)
Therefore, when a scale-economy industry in its early stages is
given tariff protection and its sales increase as a result, it will



enjoy a large cost decline. This induced cost decline will then
improve its cost advantage over its foreign competitors by
even more than the size of the tariff itself. This will result in
further sales increases, further cost declines, and so on until its
cost curve bottoms out. Therefore a flat tariff will, under these
circumstances, trigger a virtuous cycle, and a fairly small tariff
will produce a much larger ultimate cost advantage for the
domestic producer. This advantage will outlast tariff
protection and lock in retainability. (In the extreme case, this
virtuous cycle will end only when the domestic industry has
wiped out all its foreign competitors and become globally
dominant.)

 

 

On the other hand, when a tariff is imposed on a mature
industry (which, by definition, will be in the late stage of its



cost curve), the slope of its cost curve will be relatively flat, so
even fairly large increases in sales will not shift its costs very
much. Therefore tariff protection will not trigger a virtuous
cycle, and the domestic industry’s cost advantage will not
greatly exceed the tariff itself. The net effect of strong impacts
on some industries and weak impacts on others will be a bias
towards stimulating industries that a) have concave cost curves
and b) are on the early part of those curves. These will
necessarily be nascent scale-economy industries: nascent
because of b) and having scale economies because of a). In
other words, the tariff will be self-targeting on precisely those
industries we should want to target.

This mechanism is not perfect, and in the real world it
would suffer a thousand quibbles, complications, and
exceptions. Sometimes it would even backfire. But it is real
enough to be worthwhile, as it is the effect on average that will
matter.

This all resembles, of course, a classic infant industries
tariff, but without the contentious problem of deciding which
industries should be targeted or for how long. Strictly
speaking, a true infant industries tariff would have the same
effect as the natural strategic tariff, only more efficiently, as it
would not waste any tariff incentive on mature industries, or
on industries without concave cost curves. But as noted

earlier,
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 infant industries are only the first rungs of the
larger phenomenon of the path-dependence of economic



growth, so even a perfect infant-industries tariff would not be
ideal.

TOO GOOD TO BE TRUE?

 
One is justifiably suspicious of cure-alls. So it is worth
understanding why the natural strategic tariff is neither a
gimmick nor too good to be true. It is neither a magic trick to
make economic vitality appear out of nowhere nor a hammock
to enable lazy and uncompetitive American industries to
survive. Anyone supporting it for these reasons will be
disappointed.

Fundamentally, the natural strategic tariff only works
because it interacts with the existing competitive strengths of
the U.S. economy. Specifically, it works because:

 
1. The U.S. is closer to being cost-competitive in good
industries than in bad ones.

 
2. The U.S. domestic market is big enough to support
scale economy industries.

 
3. A tariff has different effects on industries at different
points on their cost curves.

 



It follows that if we do not cultivate the existing strengths of
our economy, a natural strategic tariff will not do us much
good. If implemented, such a tariff would be the cornerstone
of trade reform, without which other measures will not work
very well. But we would still need to fix our substandard
education system, our crumbling infrastructure, and our short-
termist financial system. We would still need to return to
America’s Hamilton-to-Reagan tradition of industrial policy to

some extent.
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THE REST OF THE WORLD

 
What about other nations? What should they do? The solution
for most of them will not be the natural strategic tariff
described above. If a Third World nation like Costa Rica, for
example, imposed it, it would not push the Costa Rican
economy towards good industries. The reason is that Costa
Rica, unlike the U.S., is not closer to being cost competitive in
good industries than in bad ones, as it is not richer than other
nations in skilled labor, capital, or technological know-how.
And because Costa Rica’s domestic market (smaller than

Jacksonville, Florida)
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 is too small to support, say, a full-
scale aircraft industry, its domestic market is not a viable
launch pad for significant scale-economy industries.

The right policy for a nation in Costa Rica’s position will be
one centered on:



 
1 . Avoiding trade deficits, asset sell-offs, and foreign

debt, as discussed in Chapter Two.
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2. Avoiding free trade’s tendency to wipe out the most
advanced sectors of developing nations, as discussed in

Chapter Seven.
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3 . Avoiding the authoritarianism associated with the
WTO and related institutions discussed in Chapter

Eight.
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4 . Implementing the good newly-industrializing-

country industrial policies discussed in Chapter Nine.
779

 
The biggest choice developing nations must make is

whether they are aiming to build up globally competitive
industries and ultimately make the jump to the First World, or
merely aiming to achieve comfortable (and by no means
impoverished) mediocrity. Erik Reinert refers to the latter as

the lost art of creating middle-income countries;
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 it is a
concept basically nonexistent in mainstream economics. Such
nations are inefficient by the standards of the global free



market, but they are better off succeeding at the lower
standard that they aim for as protected economies than tacitly
aiming at world standards through free trade and failing. As
noted in Chapter Seven, these nations aim to build up
industrial sectors that, while inefficient, are still higher value-
added sectors than the peasant agriculture to which their

populations would otherwise be confined.
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This all raises an important question: is there a fundamental
us vs. them dynamic in America’s trade with the developing
world? Is a sound trade policy for ourselves ultimately about
nothing better than grabbing an economic advantage at the
expense of other nations, especially poorer ones? No.
America’s serious economic rivals are “big boys” whom
nobody needs to cry over. We need not have ethical qualms
about taking industries away from Japan. This is true even of
the advanced sectors of nations that are still poor overall, such
as India and China, as it is not the Third World peasant sectors
of these nations that meaningfully compete with us; it is the
developed sectors of these nations, which are like islands of
First World industry in the Third World. The yuppies of
Bangalore are legitimate objects of our rivalry.

What Third World nations really need is things like, in the
words of the International Forum on Globalization:

 
The right to control financial flows across their



borders, set the terms of foreign investment, give
preference to domestic finance and ownership, place
limits on resource extraction, and favor local value-

added processing of export commodities.
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None of this is a particularly meaningful threat to American
prosperity, so there is no reason for us to object. These
policies would bring significant benefits to poorer nations, but
impose trivial or zero costs on us. Individual corporate
interests in the U.S. will certainly complain—and doubtless
dress up their complaints as the interests of the U.S. economy
as a whole—but there is no reason to expect these policies to
impose meaningful harm on America at large. In fact, any
U.S. strategy based on exploiting poor nations will be a waste
of time for us. Like colonialism as analyzed in Chapters Nine

and Ten,
783

 it is a low-quality economic strategy that will be
outperformed by better strategies. We should be battling it out
with Japan, Europe and the emerging technological powers in
high technology, not fighting to keep cocoa processing from
migrating to Ghana.

A POLITICS-PROOF SOLUTION

 
The natural strategic tariff is imperfect, but infinitely better
than free trade and relatively politics-proof. Above all, it is a
policy people are unlikely to support for the wrong reasons



(like producer special interests) because it does not single out
any specific industries for protection. It thus maximizes the
incentive for voters and Congress to evaluate protectionism in
terms of whether it would benefit the country as a whole—
which is precisely the question they should be asking. It
would also create the right balance of special-interest
pressures: some interests would favor a higher tariff, others a
lower one. This is a prerequisite for fruitful debate, as it means
both views will find institutional homes and political patrons.

The exact level at which to set the tariff remains an open
question. Thirty percent was given as an example because it is

in the historic range of U.S. tariffs
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 and is close to the net
disadvantage American goods currently face due to America’s

lack of a VAT.
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 The right level will not be something
trivial, like two percent, or prohibitive, like 150 percent. But
there is absolutely no reason it shouldn’t be 25 or 35 percent,
and this flexibility will provide wiggle room for the
compromises needed to get the tariff through Congress.

A natural strategic tariff has other benefits. For one thing, it
avoids the danger of getting stuck with a tariff policy that
made sense when it was adopted but gradually became an
outdated captive of special interests over time, always a risk
with tariffs. Although it is a fixed policy, it would not be fixed
in its effects, but would automatically adapt to the evolution of
industries over time. In 1900, for example, it would have
protected the American garment industry from foreign (then



mostly European) competition. It wouldn’t do that today. As
which industries are good industries changes over time, which
industries it protects will change accordingly.

The tariff’s uniformity across industries also avoids the
problems that occur when upstream but not downstream
industries get tariff protection. For example, if steel-
consuming industries do not get a tariff when steel gets one,
they will become disadvantaged relative to their foreign
competitors by the higher cost of American-made steel. And
why should steelworkers be protected from foreign
competition at the price of forcing everyone else to pay more
for goods containing steel? The only reasonable solution is
that steelworkers should pay a tariff-protected price for the
goods they buy, too. This logic ultimately means that all goods
should be subject to the same tariff.

The political bickering that a tariff varying by industry
would cause also militates in favor of a flat tariff: as we saw in
Chapter Six, the inability of different industries to coalesce
around a common tariff proposal sabotaged efforts to achieve

a tariff in 1972-74.
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 But this is a policy around which the
greatest possible number of industries can unite.

The natural strategic tariff is also more ideologically
palatable than most other tariff solutions. Above all, it respects
the free market by leaving all specific decisions about which
industries a tariff will favor up to the marketplace. It will thus
be considerably easier for ideological devotees of free markets



to swallow than some scheme in which tariffs are set by a
federal agency, leading to that nightmare of free-marketeers:
government picking winners. In the real world, zero
government intervention in the economy is impossible, so the
issue for believers in economic freedom and small
government is to design policies that work through the
smallest possible, carefully chosen interventions. This is
precisely what the natural strategic tariff offers because it
operates at the periphery of our economy, leaving most of its
internal mechanisms untouched. In fact, the more wisely we
control our economic border, the less we will probably need

to control the inside of our economy.
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REASONABLE OBJECTIONS TO A TARIFF PART I:
DOMESTIC

 
One obvious objection is simply that a tariff is a tax increase.
So it is. But it does not have to be a net tax increase if the
revenue it generates is used to fund cuts in other taxes. In
order to obtain a “clean” policy debate, in which the tariff is
debated purely on its merits as a trade policy, unmuddied by
differing opinions about the total level of taxation, any tariff
proposal should be packaged with precisely compensating
cuts in other taxes.

A related concern is that a tariff is a tax on consumption.
This is generally better than a tax on income because it



rewards saving and avoids penalizing work. Unfortunately,
consumption taxes also reduce the progressivity of the tax
system because the poor consume, rather than save, a higher
percentage of their incomes. So any tax rebate financed by the
tariff should also be designed to leave the overall progressivity

of the tax system unchanged.
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Another objection to a tariff is that if American industry is
granted tariff protection, it will just slumber behind it. Many
industries indeed long to shut out foreign competition, reach a
lazy detente with domestic rivals, then coast along with high
profitability and low innovation. But the natural strategic tariff
resists this danger because it does not hand out a blank check
of protection: it gives a certain percentage and no more. Any
industry that cannot get its costs within striking distance of its
foreign competitors will not be saved by it. This discipline,
although unpleasant for the losers, is the price we must pay
for having a tariff that actually works, rather than one which
eliminates the discipline of foreign competition entirely and
protects all industries, whether or not their protection is useful
to the economy as a whole.

It is sometimes objected that protectionism stifles
competition. This, too, is a real threat. As a result, antitrust
policy will become even more important than it already is.
Luckily, there is a compensating benefit: rivalry between
domestic firms actually appears to be a more potent
competitive force than rivalry with foreign ones. As Michael



Porter observes:

 
Domestic rivals fight not only for market share but
for people, technical breakthroughs, and, more
generally, ‘bragging rights.’ Foreign rivals, in
contrast, tend to be viewed more analytically. Their
role in signaling or prodding domestic firms is less
effective, because their success is more distant and is
often attributed to ‘unfair’ advantages. With
domestic rivals, there are no excuses.

 
Domestic rivalry not only creates pressures to
innovate but to innovate in ways that upgrade the
competitive advantages of a nation’s firms. The
presence of domestic rivals nullifies the types of
advantage that come simply from being in the
nation, such as factor costs, access to or preference in
the home market, a local supplier base, and costs of
importing that must be borne by foreign firms...This
forces a nation’s firms to seek higher-order and
ultimately more sustainable sources of competitive

advantage.
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 (Emphasis in the original.)

 
So replacing foreign rivalry with strong domestic rivalry is
probably a net plus. Japan’s ferociously competitive (and
protected) automobile and consumer electronics industries



illustrate this well.
790

If a tariff gives companies back market share and lets them
raise prices, they may just harvest profits, rather than
reinvesting them in long-term growth. As noted previously,
this was a problem with one of America’s largest recent
protectionist undertakings: the Voluntary Restraint Agree ment

with Japan on automobiles.
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 As also noted, one major
difference between effective and ineffective industrial policy is
that effective industrial policy involves not only the “carrot”
of tariffs and subsidies, but also the “stick” of measures to
prevent companies from merely taking out added revenues as
profit, rather than investing them in long-term upgrading of

their capabilities.
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 Does this mean that a tariff should be
accompanied by agreements on investment levels? No; the
needed investment may be in another industry anyway. The
solution probably lies in creating generalized incentives for
investment. Since increased investment is a good thing even if
we leave trade out of the picture, and already the object of tax
incentives supported across the ideological spectrum, this
should not be too hard to swallow politically.

REASONABLE OBJECTIONS TO A TARIFF PART II:
FOREIGN

 
Another common objection to a tariff is that our trading
partners would just shrug it off by increasing subsidies to their



exporters.
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 This would force us into an endless game of
matching these moves on a country-by-country, industry-by-
industry, and even product-by-product basis. However, such
subsidies by our trading partners would be restrained by the
fact that they would be very expensive in the face of an
American tariff. Right now, these subsidies are relatively
affordable only because they don’t have to climb an American
tariff wall. But if they did, their cost would increase
dramatically. Currency manipulation is probably the only
subsidy that is affordable over prolonged periods of time (and
even then problematic in the end), as it involves buying
foreign assets and debt, thus accumulating wealth rather than
just expenditures. But other subsidies amount to a giveaway
from the exporting to the importing nation. While this doesn’t
prevent them absolutely, it does tend to set a limit. This is all
we need, especially as we have no hope of eliminating or
countervailing all foreign subsidies no matter what we do,
tariff or no tariff.

The same goes for the objection that our trading partners
would just devalue their currencies. As previously noted, we
can end foreign currency manipulation at any time simply by
restricting or taxing foreigners’ ability to lend us debt and buy

our assets.
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 We would need to raise our own savings rate if
we did this (or face rising interest rates), but we need to do
this anyway.

Another objection is that any tariff large enough to mean



anything would impose a sudden shock on the U.S. and world
economies, which would tip them into recession as other
shocks, notably the 1973-4 oil shock, have done. This is a
legitimate concern, as economies do not adapt well when the
rules governing them change faster than the economy itself
can keep up with. If a 25 percent tariff suddenly makes it
economically rational to manufacture disk drives in Colorado
rather than Kyushu, this doesn’t make plants sprout in
Colorado overnight. So until the U.S. and Japanese economies
adapt to the newly implied distribution of industries between
them, they will be out of balance and thus underperform.
Phasing in a tariff over five years or so would mitigate this.

Another objection is that a tariff would trigger a downward
spiral of retaliation and counter-retaliation with our trading
partners, resulting in an uncontrolled collapse of global trade.
But this oft-bandied doomsday scenario is unlikely. Above all,
our trading partners know that they are the ones with the huge
trade surpluses to lose, not us. Foreign nations would
probably raise their tariffs somewhat, but there is no reason to
expect the process to get out of control. After all, the world
has survived their trade barriers long enough.

Indeed, there is an opposite possibility. Suppose we tell
foreign nations that our tariff increase is in retaliation for their
own various trade barriers. (This is, of course, largely true.)
And suppose we then threaten to raise our tariff even higher if
they don’t open up, but offer to drop it back down somewhat



if they do. Then our trading partners may even reduce their
barriers in response to our imposing a tariff. So our imposing
a tariff could, paradoxically, further the cause of global trade
openness, not retard it.

We can call this alternative managed open trade. It is not the
same thing as free trade. Fully elaborated, it would be based
on the internationally shared twin goals of zero tariffs and
zero deficits. These goals would be shared, despite the reality
of international rivalry and the absence of a sovereign to
enforce them, because every nation would know that a) other
nations would retaliate in response to excessive surpluses
inflicted upon them, and b) the alternative is the system

breaking down for everyone, including themselves.
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 This
substitute for free trade would spare a lot of ideological sacred
cows, as it would come fairly close to free trade if it worked.
(Many people who think they are defending free trade are
actually defending covertly managed trade with zero tariffs,
anyway.) But it would depend upon our ability to credibly
threaten a tariff if our bluff were called. It would therefore
depend upon our having viable contingency plans to function
with a tariff. This is one reason why even free traders thinking
through how to save as much of free trade as they can should
take the option of a natural strategic tariff seriously.

ALTERNATIVES TO A NATURAL STRATEGIC
TARIFF



 
There are a number of alternative proposals on the table for
solving America’s trade problems. Perhaps the most famous is
billionaire investor Warren Buffet’s proposal for import
certificates. He proposes that exporters be given a $1
certificate for every dollar of their exports, and that importers
would then have to buy a certificate from them for every
dollar of goods they imported. This would, of course, force
America’s trade into balance automatically.

It is not a bad idea, but contains less than meets the eye. If
the certificates traded on the open market (as proposed) then
an equilibrium price would be set, which price would then be
the de facto tariff on imports. Since the revenue from selling
the certificates would go to exporters, the scheme would thus
amount to an import tariff plus an export subsidy. Because the
tariff would be flat, it would have the same natural strategic
effects as a natural strategic tariff.

The main differences between Buffet’s idea and the natural
strategic tariff are that Buffet’s proposal would operate on
both imports and exports, and it would not raise money for
the government. Because it would not raise money, it could
not finance progressivity-neutralizing cuts in other taxes, and
would therefore make the tax code more regressive. (It would
also be a giant transfer of wealth to our export industries.) The
main advantage of Buffett’s scheme is automatic tariff setting
at a level that would zero out the deficit. But a flat tariff (or a



U.S. VAT) could be calibrated over time to do this, too.

Another possibility is simply to institute a VAT in the

U.S.
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 Although this is a well tried system of taxation, used
in every other developed country, it is generally regarded in
this country as a strange European affectation, which probably
dooms its rational consideration. Although mentioned recently
as a possibility by Senate Budget Committee chairman Kent
Conrad (D-ND) and others, it has attracted vehement

opposition.
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 As with a natural strategic tariff, it would not
have to be a net tax increase, and would not have to change
the overall progressivity of the tax code. The great advantage
of a VAT is that, while a natural strategic tariff and import
certificates would abrogate America’s NAFTA, WTO, and
other treaty obligations, a VAT would not. This is an attractive
option for legalistic minds in the State Department, for those
who fear the consequences of unraveling the international
legal infrastructure, and for those who wish to withdraw
America from free trade while obfuscating this fact for
ideological reasons. (Perversely, the obvious alternative of a
so-called Border Adjustable Tax or BAT, which resembles a
VAT but without its domestic aspects, would be illegal.)
Another big advantage of a VAT is that, like a tariff, it is a
consumption tax. Its biggest disadvantage is simply that it
would mean having a domestic VAT, a giant change in
domestic tax policy simply to address a foreign trade issue.

Another alternative to the natural strategic tariff is a tariff on



manufactured goods that exempts raw materials and
agricultural products. This is roughly what traditional
mercantilism has done for 400 years, is what Alexander
Hamilton proposed in 1791, and is commensurate with U.S.

policy in our tariff era after 1872.
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 It is based on the idea
that we are not trying to capture raw material or agricultural
industries. The main problems are that if unprocessed goods
are admitted duty-free and processed goods are subject to a
tariff, then a) we lose the apolitical simplicity of a flat tariff, b)
we have to deal with borderline cases and successive stages of
processing, and c) we avoid dealing with America’s
dependence on foreign raw materials. Furthermore, our only
really big raw material import is oil, and there are energy-
conservation and national-security reasons to tax imported oil
anyway. And members of Congress from agricultural and raw
materials-producing states will object if the industries of other
states are protected and theirs are left to fend for themselves.

One final point: a natural strategic tariff would need to
include a rebate on reexported goods in order to avoid
handicapping American exporters. This would include both
goods that are transshipped without modification and goods
that are exported after value-added processing. The latter
includes everything from chocolate made from imported
cocoa to computers made from imported chips. This is not an
add-on to the policy, but implied by its intrinsic logic as a tax

on domestic consumption. As noted earlier,
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 other nations



follow the same logic in rebating VAT to their exporters.



Chapter 12



The End of the Free Trade Coalition

 
Does America have a serious chance of getting the trade
policy it needs? The best way to hazard a guess at the issue’s

political future is to look at its underlying social dynamic.
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The key is to grasp the way free trade is experienced by
ordinary voters:

 
Free trade is cheap labor embodied in goods.

 
Although, as we have seen, our trade problems cannot all
literally be reduced to cheap foreign labor, this is still the
aspect that dominates public consciousness and thus mass
political opinion. The first rift it implies is between people
who obtain most of their income from work and those who
obtain most of their income from returns on capital. People in
the latter category obviously want all labor to be as cheap as
possible. People in the former category want the labor they
consume (directly or embodied in goods) to be as cheap as
possible, but the labor that they produce and sell, namely their
own wages, to be expensive.

This implies the possibility of an electoral coalition in which
one part of society treats itself to cheap foreign labor at the
expense of another. As long as the self-perceived enjoyers of



cheap labor exceed the self-perceived victims in number, this
coalition is politically viable. For example, there can be a
coalition of everyone who is not a manufacturing worker (91
percent of the labor force today, up from 66 percent in

1950)
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 against everyone who is. While manufacturing
workers suffer competition from cheap foreign labor,
everyone else enjoys cheap foreign manufactured goods, so a
majority is happy. The indirect effects of a decline in
manufacturing are either not noticed—partly because they are
not understood—or they are postponed for years by
America’s ability to accumulate debt and sell assets.

This doesn’t mean, however, that these indirect effects

aren’t real. As we have seen, they are inexorable.
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 So what
if we go from 10 percent of the population harmed and 90
percent benefited to 20/80? Or 30/70? Or 50/50? Or 70/30 the
other way? Our coalition will start to fall apart. Where are we
now on this scale? It is impossible to quantify precisely, but
commentator Kevin Phillips estimated in 1995 that free trade
was “obviously beneficial to perhaps 10 to 15 percent of the
population, detrimental to some 30 to 50 percent,” and things

have clearly shifted considerably since then.
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Free traders will respond by claiming that even if we reach
90 or even 100 percent of the population being harmed by
competition with cheap foreign labor, Americans will still be
better off because goods will be cheaper. The problem, as is



obvious to any laid-off worker who has ever contemplated the
cheap goods on sale at Walmart, is that a drop in the cost of
merchandise never means as much as a lost job. How many
people have voted against incumbents because they were
unemployed or underemployed? Compare this to how many
have done so because they couldn't buy a pair of scissors for
$.99. Has there ever been a demonstration in the streets about
the latter? And (as noted several times in this book) there is no
law of economics that guarantees that free trade’s benefits in
the form of lower prices will exceed its cost in job loss and

lower wages for most people.
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There is not much left of the American economy that is
invulnerable to pressures from trade. Even large parts of the
70 percent of our economy that is in nontraded sectors are
inexorably becoming tradable due to offshoring, and workers
displaced from tradable sectors are driving down wages in
nontradable sectors. The remaining sheltered occupations are
these:

 
1 . Jobs that must be performed in person, such as
policing, cooking, bagging groceries, teaching school,
being a criminal, etc.

 
2 . Jobs, like construction, performed on physical
objects too large or heavy to be shipped from abroad.



 
3. Jobs performed on or relative to objects fixed in

place: agriculture, mining, and transportation.

 
4. Jobs where America enjoys significant technological

superiority tied to oligopoly industries or specialized
local labor pools, a shrinking category.

 
5 . Jobs, like law or advertising, which depend on
uniquely American knowledge. But even this is
breaking down as law firms, for example, start to
offshore work.

 
6 . Jobs dependent upon sovereign power, such as the
military. But given our use of “civilian security
contractors” in our wars, this can be nibbled away at in

surprising ways. And, as noted in Chapter Eight,
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 the
WTO would like to privatize even more public services,
opening them up to offshoring.

 
The trouble is, these categories are not enough. In particular,
they don’t add up to enough high-wage jobs because most
(not all) of these jobs are relatively low paid. So our beggar-
my-neighbor coalition starts to fall apart. What happens next?

 



LEFT AND RIGHT, WRONG ON TRADE

 
The bad news for Republicans is that what we can call the
psychological bourgeoisie starts to shrink. This term refers to
everyone who identifies emotionally and politically with the
ownership of capital, whether or not a majority of their
income is investment income. Wall Street financial analysts
whose jobs may get offshored are the clearest example, but
there are people in this category all over the U.S. The key
psychological bargain such people have had with the system
until now is that economic forces are things that happen to
other people. (One can take an amazingly dispassionate view
of economic efficiency when this is the case.)

The bad news for Democrats is that, at the level of the
presidency and party leadership, they sold out so completely
to free trade under Bill Clinton (and never came back) that
they threw away their natural position, earned over 70 years,
as the party that protects Americans from the rougher edges of
capitalism. They should be capitalizing on the economic mess
following eight years of Republican rule right now, but
they’ve largely squandered their ability to do so.

Both Right and Left are playing a double game on trade in
America today.

Right-of-center Americans generally want to hear that
America’s trade problems are caused by unfair distortions of



free markets by our trading partners. To some extent, they are,
but, as we have also seen, even genuine 100 percent free trade
would not solve America’s problems. And our trading
partners are mostly just ruthless players of the game, as we
used to be. The corporate Right (other factions exist, but have
no power over Republican economic policy) claims, on
ultimately Ricardian grounds, that free trade is in the national
interest. But when pressed by contrary evidence, its corporate
chieftains fall back on the position that their companies owe
no loyalty to the U.S. Indeed, they often say they aren’t even
capable of having such a loyalty, so internationalized are their
operations and diverse the nationalities of their shareholders
and employees.

Left-of-center Americans generally want to hear that
America’s trade problems are caused by greedy corporations
and exploitative capitalism. But the problem is not that
corporations are greedy (which people have al-ways been), it
is that the rules they currently operate under make that greed
unnecessarily destructive. And although economics certainly
shows that exploitation in trade is possible, it doesn’t show
that exploitation must occur for free trade to do harm. The
American Left is also as conflicted as the Right: at some point,
it must choose between opposing free trade in the interests of
ordinary Americans, and opposing it in the interests of the
world as a whole. Intellectually and emotionally, the latter is
its obvious choice, but this is unlikely to play in Peoria. The
ideal political position from which to oppose free trade would



be a kind of nationalist liberalism, but this Trumanesque or
Jacksonian position does not exist in American politics

today.
806

It is often disputed whether protectionism is a left- or a
right-wing policy. It puzzles people in this regard because it
has deep ideological and historical roots on both sides. The
truth is that while protectionism obviously contradicts the free-
market Right, the dominant strand in the U.S. since the
collapse of the old protectionist Taft wing of the Republican
party in 1952, it is perfectly in tune with old-school “paleo”
conservatism, the nationalist Right, and bourgeois paternalism.
And while protectionism contradicts the modern, Clintonite,
Blairite (as in Tony) globalist Left, it is perfectly in tune with
any Left that cares about American workers, the global
environment, democratic control over the economy, or the
depredations of free trade upon poor nations abroad. If one
accepts the basic contention of this book that correctly
implemented protectionism is beneficial, then it is probably
most accurate to think of protectionism as leftist if its benefits
are captured primarily by labor, rightist if they are captured
primarily by capital, and centrist if they are divided.

The fact that wildly different partisan figures ranging from
Patrick Buchanan on the right to Ralph Nader on the left
oppose free trade is a strength for protectionism, not a sign of
ideological incoherence, as it means that protectionism can be
credibly sold to voters from one end of the political spectrum



to the other. The policy can plausibly be packaged as anything
from a right-wing tub-thumping America First appeal to a left-
wing tie-dyed hippie sob story. Even better, it can be
packaged as a moderate and reasonable “commitment to a
middle class society” that will appeal to voters in the center.
Believe it or not, the following quote is from the Republican
platform of 1972:

 
We deplore the practice of locating plants in foreign
countries solely to take advantage of low wage rates
in order to produce goods primarily for sale in the
United States. We will take action to discourage such
unfair and disruptive practices that result in the loss

of American jobs.
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How far we have fallen! If Barack Obama had said this in

2008, he’d have been accused of being an economic
ignoramus, if not a closet socialist. (If John McCain had said
it, he’d have been considered a candidate for the psychiatric
ward.) However, what is reasonable can be redefined
overnight—mainly by the media—when the underlying
constellations of perceived self-interest shift among the elite.
A single cover story in Time magazine or The New York Times
Magazine could make protectionism a respectable
conversation topic again. A single speech by a cabinet-level
official, if openly supported by the President, could do it.



HOW FREE TRADE WILL FALL APART

 
Support for free trade will probably fall apart over the next
few years. As of mid 2010, there are four missing
prerequisites for free trade to explode as an issue:

 
1. Everyone is still preoccupied with the financial crisis
and recovery from recession.

 
2 . There remains a residual sense in the minds of the
public and the lawmakers that somehow free trade,
despite all its problems, is still sound economics, and
that perhaps we should just keep on eating our spinach
because it will be good for us in the end.

 
3 . There is no obvious alternative policy on the table.
There is instead a grab bag of issues, ranging from
Chinese currency manipulation to proposed labor and
environmental side agreements of NAFTA. This paucity
of credible alternatives feeds the attitude that nothing
fundamental can be done.

 
4. A specific crisis has not happened to force the system
out of its old way of doing things as the debacle in
subprime mortgages upended our financial system in



2008 and made continuation of prior policy impossible
whether anyone wanted it or not.

 
For the first prerequisite above to be supplied, all it will take

is time, as recessions do always eventually end, and the
financial crisis of 2008 does appear to have been successfully
patched, albeit at astronomical cost.

For the second prerequisite to be supplied, all it will take is
sufficient public debate, between persons perceived as
credible, for free trade to become established in the public
mind as an issue with two legitimate sides to it. As the reader
has hopefully gathered by now, once one seriously scrutinizes
the underlying economics of free trade, even if one is not
disabused of the policy outright it becomes hard to deny that it
is a legitimately controversial issue. The pure “100 percent
free trade with 100 percent of the world 100 percent of the

time” position is simply not intellectually serious.
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 So when
public debate finally cracks open, free trade will lose its
innocence very fast.

Once protectionism is perceived as a legitimate choice, it
will become the actual choice of large numbers of people
whose protectionist instincts have been held back by the belief
that it is somehow an ignorant position to take. They will not
need to master the details of why it is legitimate; they will only
need to know that it is legitimate. Sen. Sherrod Brown (D-



OH), one of the leading opponents of free trade in the Senate,
records that ever since he came to Congress in 1993, every
free trade vote has been accompanied by predictions by the

White House of economic disaster if it was not passed.
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Trade wars, stock market decline, and recession were
predicted every time. The power of this rhetoric to intimidate
is going to end. Protectionism will cease to be a canard and
become just another policy option.

The third prerequisite above (no obvious alternative) can
emerge overnight if some major political figure launches a
tariff proposal that captures the public’s imagination. Or the
myriad individual issues that currently comprise the
opposition to free trade could force the soldering together of
an omnibus proposal on the floor of Congress.

The fourth prerequisite (a sudden crisis) is difficult to
predict as to time, but we can rely securely upon the fact that
unsustainable trends are always, in the end, not sustained. At
some point, America’s giant overdraft against the rest of the
world must come to an end. Although our government is
trying to postpone the day of reckoning as long as possible,
this day will come. Secretary of State Hillary Clinton flying to
China to beg its government to keep buying our bonds (as she
did in February 2009) won’t make much difference in the
end.

Once protectionism is conceded to be a valid political
position, it will eventually win the public debate, if free trade’s



unpopularity continues to mount at the pace it has been
mounting over the last 10 years. (This pace is, if anything,
likely to accelerate.) When this happens, the status quo will be
sustained only by the tacit bargain of the American political
duopoly, in which the two parties agree not to make trade a
serious issue, whatever tactical feints they may deploy. This
bargain will hold as long as the benefits of keeping it, which
mainly consist in keeping the corporate backers of both parties
happy, exceed the benefits of defecting from it, which consist
in winning votes. Once one party defects, protectionism will,
if rationally designed and competently implemented, almost
certainly be sufficiently successful in practice (and therefore
popular) that the other party will have no choice but to follow.
The alternative, if one party insists on handicapping itself by
clinging to an unpopular position on such a major issue, is an
era of one-party political dominance like 1860-1932 or 1932-
80.

FREE TRADE’S POPULARITY IS WANING

 
Free trade’s popularity has been declining for years. Polls
show that even affluent voters have been inexorably losing
their dotcom-era enthusiasm for it for some time. For
example, a 2004 poll by the University of Maryland revealed
nearly three-fourths of Americans earning over $100,000 per

year opposing additional free trade agreements.
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 (As late as
1999, a similar percentage had been in support.) These people



are disproportionately influential and they, if anyone, should
be beneficiaries and thus supporters of free trade. In a
September 2007 NBC-Wall Street Journal  poll of likely
Republican primary voters, respondents favored the
proposition “foreign trade has been bad for the U.S. economy
because imports from abroad have reduced demand for
American-made goods, cost jobs here at home, and produced
potentially unsafe products” over a free-trade alternative by 59

to 32 percent.
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 So free trade’s natural constituency is falling
into doubts. And if it can’t hold these people, it won’t be able
to hold anyone.

Nevertheless, the public remains quite conflicted on

trade.
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 Another 2007 survey revealed a plurality of
Democrats, Republicans, and independents saying free trade is
good for the country even though they also said that it costs

jobs and lowers American wages.
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 But this incoherent
position is obviously not particularly stable, is going to have
to break one way or the other eventually, and is highly
unlikely to break in favor of free trade. For now, the public
mainly just has a profound sense that something is deeply
wrong with U.S. trade policy, to the extent that one 2006 poll
found that protecting American jobs against foreign
competition was the single foreign policy issue on which the

public was most dissatisfied with government performance.
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But the public doesn’t really know what to think or do about



it. According to the same poll:

 
The public also seems frustrated about where to
place responsibility. Close to eight in 10 (78 percent)
say the government could do something about
protecting American jobs. But a majority (52
percent) do not think it’s realistic for the government
to control corporate outsourcing. However, those
surveyed don’t hold American companies responsible
either. Close to three-quarters (74 percent) think it’s
unrealistic to expect that companies will keep jobs in
the United States when labor is cheaper

elsewhere.
815

 
So voters register their protests when given the chance, but

otherwise remain stymied in their attempts to crystallize an
opinion of what solution they want. A lot of voters, egged on
by the rhetoric of certain well-intentioned politicians, favor
solutions like “trade that is free and fair”—a bromide that
neatly reconciles both sides of the debate, is completely
contradictory, and impossible as policy.

The most puzzling thing about recent public opinion polls is
that while the economy consistently ranks high on voters’
priority lists, trade per se does not, suggesting that voters have
yet to connect all the dots about why trade is the root cause of



so many of America’s economic ills. But if trade is the cause,
then presumably this will eventually tell upon public opinion
and trade will move up voters’ priority lists.

Let us now take a look at the last three election cycles for
signs of how the above dynamics are slowly starting to play
out in the voting booth. Because although the trade issue has
yet to solidify enough to start proactively driving politics on
its own, electoral evidence shows an issue bubbling right
under the surface of American politics, waiting to explode.

2004: BUSH VS. KERRY

 
Offshoring first flared as a political controversy in 2004. The
thing about it that differed from previous trade-induced job
losses was, of course, that it threatened the white-collar middle
class. But in the end, the controversy didn’t really go
anywhere, in the sense of producing serious political
realignments or policy changes. Offshoring was adjudged by
the two parties to be a political flashpoint but fundamentally
just another political issue, which changed nothing important
and should be handled the way most political issues usually
are: by jockeying for advantage within the established policy
consensus.

So politicians set out to win votes on the issue without
taking the risks inherent in doing anything substantial. The
Democrats, quintessentially Sen. John Kerry in his 2004



presidential campaign, sought to make the smallest policy
proposals sufficient to position themselves as “the good guys”
on the issue for voters who cared about it, while signaling to
everyone else that they weren’t about to go too far. The
Republicans, meanwhile, defended a status quo that they were
no more or less responsible for than the Democrats using the
same old (basically Ricardian) arguments that have always
been used on free trade. Both responses were standard
procedure for day-to-day Washington politics—which is
precisely why they occurred.

Kerry, handicapped by his vote for NAFTA in 1993, did
tack left a bit in the 2004 primaries. Facing vocal NAFTA
opponents in the sincere Rep. Dick Gephardt (D-MO) and the
opportunistic Sen. John Edwards (D-NC), he began railing
against what he called “Benedict Arnold” corporations which
were moving jobs overseas. This rhetoric effectively blunted
Edwards’ and Gephardt’s attacks on his NAFTA vote,
enabling his wins in Ohio, Wisconsin, Michigan, and other
industrial states especially hurt by free trade. Then, in May,
with his nomination secure, Kerry tacked right again. In an
interview with The Wall Street Journal,  he claimed his
Benedict Arnold reference had been misconstrued:

 
‘Benedict Arnold’ does not refer to somebody who in
the normal course of business is going to go overseas
and take jobs overseas. That happens. I support



that. I understand that. I was referring to the people
who take advantage of noneconomic transactions
purely for tax purposes—sham transactions—and

give up American citizenship.
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Offshore tax domiciling is, of course, an entirely different
issue than offshoring. Kerry had folded his cards.

From that point on, the issue virtually disappeared from the
campaign. Kerry’s refusal to engage George W. Bush on trade
reached its nadir during the third presidential debate, when
moderator Bob Schieffer of CBS asked Bush what he would
say to “someone in this country who has lost his job to
someone overseas who’s being paid a fraction of what that job

paid here in the United States.”
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 Bush offered the stock
Republican responses: he talked about creating the new jobs
of the 21st century, improving primary and secondary
education, expanding Trade Adjustment Assistance, increasing
Pell Grants to college students, and helping displaced workers
attend community college. (We examined in Chapter Three
why these solutions are insufficient.)

Bush’s position gave Kerry a clear opportunity to define
himself politically with his response at a critical juncture in the
campaign. But instead of taking on Bush over trade, Kerry
accepted Bush’s basic premise that free trade is best and that
his proposed solutions could work, and attacked him for



cutting job training funds, Pell Grants and Perkins loans.
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Bunt. Amazingly, Schieffer gave Kerry another chance to
exploit the issue minutes later. Kerry squandered it again, with
a self-consciously defeatist answer dressed up as political
courage:

 
Outsourcing is going to happen. I’ve acknowledged
that in union halls across the country. I’ve had shop
stewards stand up and say, ‘Will you promise me
you’re going to stop all this outsourcing?’ And I’ve
looked them in the eye and I’ve said, ‘No, I can’t do

that.’
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In other words, trade isn’t really a political issue at all ,
because there’s nothing politics can do about it. Not only is
there no meaningful difference between Republicans and
Democrats on the issue, there cannot be one. Kerry went on to
talk about tangential issues—corporate tax loopholes,
violations of international trade rules, subsidies by Airbus,

Chinese currency manipulation, and fiscal discipline.
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 Bush
had won by forfeit.

In retrospect, it is entirely plausible that Kerry’s decision to
bunt on trade cost him Ohio and thus the entire 2004

election.
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 This problem extended far beyond the narrow



confines of trade as such. By refusing to separate himself from
Bush on economics on the single best issue for doing so—
where Bush was furthest away from the opinions of swing
voters—Kerry allowed social issues summed up as God, guns
and gays to determine the election for the lower-middle and
working-class voters who were his natural constituency. This
problem continues to fester: a 2008 study of the electorate in
Ohio by the Center for Working-Class Studies at Youngstown
State University suggests that thanks to Bill Clinton’s support
for NAFTA in 1993, working-class voters “still do not trust

Democrats and they haven’t come back to the Democrats.”
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As a result, these voters have tended to view Republicans and
Democrats as equally unlikely to protect their economic
interests and have therefore voted on noneconomic issues. (At
the national level, this trend has been analyzed by Thomas
Frank, who took Kansas as his case study in his book What’s

The Matter With Kansas?)
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2002-2006: FREE TRADE OPPONENTS START
WINNING

 
No Republican has ever won the presidency without carrying
national bellwether Ohio. The trade issue’s ability to tip
Congressional races was first noticed in a 2002 race for the
17th District (around Youngstown) of that state. In the
Democratic primary, Tom Sawyer, an eight-term incumbent
who had voted for NAFTA in 1993, faced Tim Ryan, a 28-



year-old former high school quarterback and first-term state
senator. Writing in The Nation, John Nichols described the
dynamics of this race:

 
Sawyer and his Democratic challengers agreed on
most issues. But trade was the dividing line. And
trade mattered—especially in Youngstown and other
hard-hit steel-mill communities up and down the
Mahoning Valley. Though Sawyer had voted with
labor on some trade issues—including the December
Fast Track test—he is known in Ohio as the
Democrat who backed NAFTA, and for unemployed
steelworkers and their families NAFTA invokes the

bitterest of memories.
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Sawyer lost by 13 points. In the wry post-mortem words of
Howard Wolfson, executive director of the Democratic
Congressional Campaign Committee (DCCC) in Washington,
“[In] some districts in this country, a free trade position is not

helpful.”
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The 2006 midterm elections proved Wolfson prescient. In
these contests, a number of Republicans were taught the same
lesson Rep. Sawyer had learned: opposition to free trade could
push challengers over the top in competitive races. According
to a post-election analysis by the left-leaning Naderite group



Global Trade Watch, no fewer than seven Senate and 30
House seats flipped from pro- to anti-free trade in this

election.
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 Seventy-three percent of winning Democratic
candidates emphasized trade as an issue in their campaigns,

while 72 percent of losing Democratic candidates did not. 
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Not a single candidate of either party ran on free trade as a
positive agenda, and not a single opponent of free trade was

ousted by a free trader in either the House or the Senate.
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Certain individual races epitomized the trade aspects of this
election. In Pennsylvania’s 8th District, north of Philadelphia,
Democrat Patrick Murphy challenged Republican incumbent
(and CAFTA supporter) Mike Fitzpatrick. Because Murphy
was not expected to win, he did not receive significant support
from the DCCC and was therefore unaffected by its decision
not to use free trade as an issue. Murphy attacked Fitzpatrick
for “crippling” the local economy by supplying the deciding

vote for CAFTA.
829

 This assault, plus a trade oriented get-
out-the-vote program, enabled him to upset Fitzpatrick by
1,521 votes. In central Florida’s 16th district, Tim Mahoney
also made CAFTA a centerpiece of his successful campaign to
capture the seat vacated by scandal-disgraced Republican

Mark Foley.
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 And in southeast Iowa’s 2nd District,
Democrat Dave Loebsack exploited trade themes to dislodge
30-year GOP incumbent—and staunch free trader—Jim



Leach.
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The trade wave crashed over the Senate as well in 2006. Six
anti-free-trade Democrats—Sherrod Brown of Ohio, Claire
McCaskill of Missouri, Jon Tester of Montana, Bob Casey of
Pennsylvania, Sheldon Whitehouse of Rhode Island, and Jim
Webb of Virginia, plus Independent Bernie Sanders of
Vermont—captured seats formerly held by free traders.

In addition to the above victories, it has been estimated that
another 10 to 20 failed Democratic challengers could have

won, had they attacked free trade.
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 Unfortunately, the
DCCC was headed by Rahm Emanuel, a former suburban
Chicago congressman who is now President Obama’s chief of
staff. Emanuel, who had played a leading role in securing
Democratic votes to pass NAFTA while serving as a White
House staffer under Bill Clinton in 1993, decided not to use

the issue.
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 But for this decision, Democrat Lois Murphy, for
example, might have beaten Republican Jim Gerlach, rated by
nonpartisan observers as one of the most vulnerable GOP
incumbents in the nation, in Pennsylvania’s 6th district

northwest of Philadelphia.
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 Instead, Gerlach squeaked back
in with 1.2 percent of the vote after the DCCC effectively

vetoed a trade-oriented get-out-the-vote program.
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2008: OBAMA, HILLARY AND MCCAIN



 
Like John Kerry four years earlier, Barack Obama was a vocal
critic of free trade during the Democratic primaries. In debates
with Hillary Clinton and responses to questionnaires from
groups like the Pennsylvania Fair Trade Coalition, he
denounced Chinese currency manipulation, promised to take a
tough stance against dumping, opposed extension of Fast

Track negotiating authority, and criticized NAFTA.
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 His
denunciations of free trade sharpened as he approached the
crucial March 4 Ohio primary. Trailing badly in the state after
winning 11 primaries and caucuses in a row, he unleashed a
direct mail piece which charged that “Hillary Clinton thought
NAFTA was a ‘boon’ to the economy,” asserted that she “was
not with Ohio when our jobs were on the line,” and claimed

that “only Barack Obama consistently opposed NAFTA.”
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Clinton fired back with a mailer of her own documenting
Obama’s own past support for free trade and had phone bank
calls made in which she claimed Obama had distorted her

record.
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The rhetorical battle between the two candidates reached its
climax in their debate at Cleveland State University on
February 26, 2008. Responding to a question from moderator
Tim Russert, both said they would pull out of NAFTA if
Canada and Mexico refused to renegotiate:

 



Clinton: I have said that I will renegotiate NAFTA,
so obviously, you’d have to say to Canada and
Mexico that that’s exactly what we’re going to
do...Yes, I am serious...I will say we will opt out of
NAFTA unless we renegotiate it, and we renegotiate
on terms that are favorable to all of America.

 
Obama: I will make sure that we renegotiate, in the
same way that Senator Clinton talked about. And I
actually think Senator Clinton’s answer on this one
is right. I think we should use the hammer of a
potential opt-out as leverage to ensure that we
actually get labor and environmental standards that

are enforced.
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Broadly speaking, it was a draw between the two candidates
on trade. Both were making loud gestures of opposition,
though neither was especially convincing to anyone familiar
with the candidates’ records.

Voters’ suspicions were quickly confirmed. Four years
earlier, Sen. Kerry had at least waited until securing his party’s
nomination before backtracking on trade. Obama, on the other
hand, began sending signals that his opposition to free trade
was mere posturing even before he stopped bashing NAFTA
on the campaign trail. He sent one of his top economic
advisers, Prof. Austan Goolsbee of the University of Chicago,



to meet with Canadian diplomats in Chicago on February 8,
2008 to allay that nation’s concerns about his stand on free
trade. Joseph De Mora, a Canadian official, later summarized
the meeting in an official memorandum that was leaked to the
Associated Press:

 
He was frank in saying that the primary campaign
has been necessarily domestically focused,
particularly in the Midwest, and that much of the
rhetoric that may be perceived as protectionist is
more reflective of political maneuvering than policy.
He cautioned that this messaging should not be
taken out of context and should be viewed as more
about political positioning than a clear articulation

of policy plans.
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After some denials by the Obama camp, news of this meeting

leaked on February 27, six days before the Ohio primary.
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This all but doomed Obama’s chances in that contest, which
he lost 45 to 53 percent. He nevertheless won seven of the
eight primaries over the next six weeks, his single and telling
defeat occurring in Pennsylvania. This was a state that had lost
208,000 manufacturing jobs, and suffered a two percent

decline in real median wages, between 2001 and 2007.
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Clinton scored a nine-point victory there, fueled in large part



by white male blue-collar workers—whom she won by 30

points. 
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After securing the nomination, Obama went into full retreat
on trade. He retracted the pledge he had made in Cleveland to
opt out of NAFTA unilaterally if Canada and Mexico refused
to renegotiate and attributed his remarks to “overheated”
campaign rhetoric, modestly explaining that, “Politicians are

always guilty of that, and I don’t exempt myself.”
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 His
capitulation on free trade, combined with John McCain’s
lifelong support for it, meant that the 2008 general election
was the fourth consecutive presidential contest devoid of any
real national debate on the issue, the last being Ross Perot’s
third-party candidacy in 1992.

John McCain, of course, took a classic triumphalist line on
trade. Speaking to the National Association of Latino
Appointed and Elected Officials on June 28, 2008, he said:

 
The global economy is here to stay. We cannot build
walls to foreign competition, and why should we
want to? When have Americans ever been afraid of
competition? America is the biggest exporter,
importer, producer, saver, investor, manufacturer,
and innovator in the world. Americans don’t run
from the challenge of a global economy. We are the
world’s leaders, and leaders don’t fear change, hide



from challenges, pine for the past and dread the
future. That’s why I reject the false virtues of
economic isolationism. Any confident, competent
government should embrace competition—it makes
us stronger—not hide from our competitors and
cheat our consumers and workers. We can compete
and win, as we always have, or we can be left behind.
Lowering barriers to trade creates more and better

jobs, and higher wages.
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For a glimpse of how old this rhetoric is (and what record of
predicting economic success it has), take a look at the 1846
British speech in Chapter 6.

Such thinking is, of course, no surprise from a Republican.
But Barack Obama, who had more of a choice, took a very
similar line in a speech to workers in brutally depressed Flint,
Michigan, subject of Michael Moore’s withering 1989 comic
documentary on deindustrialization, Roger and Me:

 
There are some who believe that we must try to turn
back the clock on this new world; that the only
chance to maintain our living standards is to build a
fortress around America; to stop trading with other
countries, shut down immigration, and rely on old
industries. I disagree. Not only is it impossible to



turn back the tide of globalization, but efforts to do
so can make us worse off. Rather than fear the
future, we must embrace it. I have no doubt that
America can compete and succeed in the 21st
century. And I know as well that more than
anything else, success will depend not on our
government, but on the dynamism, determination,

and innovation of the American people.
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We looked at why economic globalization is not an

uncontrollable force in Chapter One.
847

 We looked at why
dynamism, determination, and innovation won’t save America

in Chapter Three.
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THE 2008 CONGRESSIONAL ELECTIONS

 
Despite the lack of motion on the trade front in the 2008
presidential race, progress continued in the House and Senate.
After declining to run ads attacking free trade in 2006, the
DCCC, startled by the issue’s potency in 2006 even when
neglected, relented and aired spots on the topic in 2008. In the
words of the nonpartisan Congress Daily, which detected this
shift in strategy one week before the election:

 
References to “job-killing trade deals,” outsourcing



and anti-China sentiment abound, with more than
100 trade-related advertisements and counting…
Aiding the effort are the Senate and House
Democratic Campaign Committees, which have
spent heavily on ads criticizing Republicans on

trade.
849

 
By the end of the election cycle, the DCCC, the Democratic
Senatorial Campaign Committee, and individual candidates
had run more than 160 different anti-free-trade ads across the

country.
850

When the dust had settled, 36 new free-trade opponents had
been elected to the House: 13 in contests against incumbents,
20 in battles for open seats, and three in special elections.

(Eight free-trade opponents lost, so the net gain was 28.)
851

And seven new free-trade opponents were elected to the
Senate: Mark Begich of Alaska, Mark Udall of Colorado,
Jeanne Shaheen of New Hampshire, Tom Udall of New
Mexico, Kay Hagan of North Carolina, Jeff Merkley of

Oregon, and Al Franken of Minnesota.
852

 The hallmark trade
race of this cycle was in northwest Pennsylvania’s 3rd
District, where Democrat Kathy Dahlkemper ousted GOP
incumbent Phil English, who had provided one of the final

two votes needed to pass CAFTA.
853

 Winners also included



10 Republican opponents of free trade who either held or won

seats while campaigning against free trade.
854

THE OBAMA PRESIDENCY

 
In office, President Obama’s free trade convictions have not
changed. Ironically, this is probably the correct position for
him to take for the time being, as he appears to know nothing
about trade beyond the received Ricardian wisdom and
therefore has no rational alternative. This was demonstrated by
his appointment of free trader Ron Kirk, the former mayor of
Dallas, to be United States Trade Representative. In his first
policy address, at Georgetown University, Kirk assured the
audience of Obama’s allegiance to conventional analyses of
the problems of free trade and his consequent determination to
push forward with existing policy:

 
While the pain of trade can be concentrated at times,
its benefits are lasting and widespread. One in six
American manufacturing jobs is already supported
by trade. Agricultural exports support nearly a
million more…And jobs supported by exports of
goods pay 13 to 18 percent more than the national
average...So we will seek ways to sharpen U.S. trade
policy, and to shore up the foundations of global
trade today…by rejecting protectionism and



supporting the global rules-based trading system.
855

 
While it is not surprising that Obama would appoint a free
trader to this position, what is perhaps more shocking is that
his first nominee, Los Angeles Congressman Xavier Becerra,
had turned down the position because, as he put it:

 
My concern was how much weight this position
would have and I came to the conclusion that it
would not be priority No. 1, and perhaps, not even

priority No. 2 or 3.
856

 
Given the scale of America’s trade problems, Obama’s
priorities may soon change. In the meantime, his appointees to
the important Economic Recovery Advisory Board have been,
with the sole exception of Richard Trumpka of the AFL-CIO

(since elected head of that organization), free traders.
857

Obama has shown his hand in other ways. He announced in
April of 2009 that he would not, contrary to his campaign

promise, be renegotiating NAFTA.
858

 He continues to press
for passage of more free trade agreements, with the proposed
Trans-Pacific Partnership (Singapore, Chile, New Zealand,
Brunei, Australia, Peru, and Vietnam) at the top of his list. He



fought the Buy American provisions included by Congress in
the giant stimulus package of 2009 as that old bogeyman

Protectionism.
859

 In March 2009, reversing his earlier
position, he agreed to allow Mexican trucks on U.S. highways
despite safety concerns, exposing American truckers to

foreign competition.
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 Perhaps most importantly, he spoke
out against the carbon tariff included in the Cap and Trade
legislation passed by the House of Representatives in June

2009,
861

 only consenting in the end to extremely watered-
down provisions. These provisions would require tariffs on
goods produced in nations with inadequate greenhouse gas

emission standards but:
862

 
a) They would only take effect in 2020.

 
b) They are preempted by any international agreement

reached by 2018.

 
c) They could be waived by the president with the

consent of Congress.

 
d) They exempt industries for which the president

determines that 85 percent of global production is in
compliance.



 
e) They exempt industries of countries that have met

emissions standards overall.

 
All this is despite the fact that Energy Secretary Stephen Chu

has publicly backed the idea of serious carbon tariffs,
863

 and

the WTO has recently announced its cautious acquiescence.
864

Like his predecessors, President Obama has tactically bunted
and talked out of both sides of his mouth to keep minor trade
flashpoints from blowing up into something bigger. For
example, he imposed a tariff on Chinese tire imports in
September 2009 in retaliation for dumping. While this
brought forth howls of ideological anguish from the usual
suspects, it was actually a very small move. He did not even
impose the full 55 percent tariff permitted by the rules China
agreed to when it joined the WTO and recommended by the
U.S. International Trade Commission. Instead, he only
imposed 35 percent, a clear piece of “I’m not serious”

signaling to nervous free traders.
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THE END GAME ON TRADE

 
Obama is not going to be able to support free trade forever.
Crisis will eventually come, probably when the dollar finally
melts, which will force the public to ask why this happened



and thus force the question of whether America’s trade policy
has been wise. A sharp decline in the dollar will generate an
inflationary shock—and a shock in interest rates—that will
capture public attention and quite likely knock the economy

back into recession.
866

Ironically, an outright crisis will probably benefit Obama
politically, as it will give him room to maneuver out of his
earlier free-trade position without looking foolish. It will also
help break up the logjam of special interests that currently
locks free trade in place. These interests seem impregnable
even today in 2010, but the ground is shifting under their feet
for two reasons: first, the present trading order depends
financially upon America’s inexorably doomed international
credit and second, it depends politically upon the public
continuing to believe that free trade is sound economics.

Other events could trigger the final collapse of free trade.
For example, the U.S. government has slipped into a tacit
commitment to bail out key industries, starting with banking
and automobiles. It has thus far been able to do this by means
of the bankruptcy code plus massive infusions of public
money. But in the case of automobiles, it resisted doing the
one thing that would have done the most to help this industry:
giving it back the market share it had lost to imports. A tariff
was half-heartedly considered in the early stages of the crisis,
but vetoed by “Toyota Republicans” led by Alabama Senator
Richard Shelby, whose state is the site of auto plants owned



by Hyundai, Honda, Mercedes, and Toyota.
867

 If the cost of
providing further industry bailouts without tariff protection
becomes intolerable, tariffs may eventually prove irresistible,
especially if the U.S. government’s ability to pay for bailouts
with borrowed cash instead declines.

Another possible trigger for the final breakdown of free

trade is global warming.
868

 Even free trader economists such
as Paul Krugman have recently conceded that the economic
rationale for imposing tariffs on nations which fail to control
pollution adequately is impeccable, even within the most

utterly conventional economic assumptions.
869

 In terms of
this book, it does not require any of the controversial analyses
of Chapters Nine or Ten, only dubious assumption #2 (there
are no externalities) of Chapter Five. Americans usually
imagine this would involve the U.S. imposing a tariff on

polluting nations like China.
870

 However, it could quite easily
involve nations with higher environmental standards than our
own, like the Europeans together with Japan, imposing a tariff
on the U.S! As French president Nicholas Sarkozy said in
September 2009:

 
I will not accept a system...that imports products
from countries that don’t respect the rules [on
carbon emission reductions]. We need to impose a
carbon tax at [Europe’s] borders. I will lead that



battle.

 
And this is managed trade, not free trade.

DEEPER POLITICAL REALITIES OF THE TRADE
ISSUE

 
There is a deeper political reality underlying the whole trade
issue: both parties are feeling the heat of an intensifying global
economic challenge to the U.S. and are looking for ways to
take the pressure off their voters.

Withdrawing from free trade (to an as yet undefined extent)
is emerging as the consensus Democratic response, even if the
party’s leadership doesn’t yet realize how deep are the forces
driving this or how far it is likely to go. The emerging
Republican response seems to be keeping free trade while
opposing immigration—which does not enlarge America’s
shrinking economic pie, but does cut it into fewer slices per

voter and is therefore politically salable.
871

The clearest sign of this emerging twin consensus was a pair
of Congressional votes: on CAFTA on July 27, 2005 and on
immigration amnesty on June 28, 2007. Prior to these votes,
American politics was aligned on roughly nationalist vs.
internationalist lines, with pro-free-trade and pro-immigration
views tending to coincide on one side and anti-free-trade and



anti-immigration views on the other. Because the pro side
dominated both parties, the anti side was effectively deprived
of influence over public policy despite representing a majority

or near-majority of public opinion.
872

 But these two votes
revealed a majority of Congressional Democrats embracing a
pro-immigration, anti-free-trade position that may fairly be
described as leftist, while a majority of Congressional
Republicans embraced an anti-immigration, pro-free-trade

position that may fairly be described as rightist.
873

 The
nationalist and internationalist positions now have few

remaining supporters in either party.
874

Both parties are thus inexorably reverting to their natural
partisan positions of offering competing left- and right-wing
solutions to the same underlying problem. (As previously
noted, protectionism is intrinsically neither rightist nor leftist,
but as long as Republicans remain free market-oriented, it is a
left-of-center position in contemporary American politics.)
This firming of the ideological battle lines suggests that the
trade issue may ultimately be resolved in a classic Left vs.
Right firefight. This kind of transparent and accountable
partisan choice is, of course, precisely the way democracy is
supposed to work.

However, the trade issue has not yet fully crystallized in this
way, so this process may well be aborted—most likely by the
veto power of interest groups in each party—depriving the



democratic process of a firm grip on the question. Or the
debate could crystallize neatly along partisan lines but get
bogged down in secondary issues, making other issues
decisive for the electoral fortunes of the two parties. This
could easily place a party in power whose trade position
opposes what a majority of voters want.

Luckily, even a broken and incoherent debate could produce
an acceptable policy outcome. For example, the U.S. could
adopt emergency measures under the pressure of immediate
crisis without any fundamental ideological shift—and these
measures could prove effective and be followed up later by
ideological rationalizations. The clearest precedent for such an
emergency move is the 10 percent tariff adopted (and

unfortunately abandoned) by President Nixon in 1971.
875

This kind of ad hoc solution is also roughly what happened
during the Great Depression, when de facto welfare-state
Keynesianism was adopted with the ideological infrastructure
solidifying later. It may not be the cleanest or most
intellectually satisfying way to produce policy, but it does
have a history of working.
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Critical Praise

 
Ian Fletcher has written a powerful and refreshing critique of
some cherished assumptions held by mainstream economists.
It is uniformly insightful, often brilliant, and remarkably
readable. Obama’s team should read it—and soon.

—George C. Lodge, Professor Emeritus, Harvard
Business School; author, Managing Globalization in the
Age of Interdependence

 
Old-fashioned comparative advantage in international trade
has been swamped by foreign industrial policy. The only way
to save our economy is for the U. S. to counter with trade and
industrial policies designed to correct the defects of free trade.
Ian Fletcher's Free Trade Doesn't Work  is the best guide to
develop such policies.

—Ernest “Fritz” Hollings, Democratic senator from South
Carolina, 1966-2005

 
Fletcher has laid out a powerful critique of so-called free trade
while also making the case for rethinking and reforming our
current trade policies. Given the economic challenges we face
in an increasingly treacherous global economy, this book
provides essential tools and analysis for policy-makers and



activists.

—John J. Sweeney, former President, AFL-CIO; author,
America Needs a Raise: Fighting for Economic Security and
Social Justice

 
Like the Holy Grail, free trade is a concept that works in the
classroom and in the minds of academics and others insulated
from the harsh realities of global trade in the real world. In the
real world, we have managed trade. This ranges from the
blind free trade faith of economists, editorial boards, and
politicians to the mercantilist, protectionist, predatory trade
practiced by some of our major global trading “partners” like
China. This book is an excellent introduction to these realities
and what can be done about them.

—Dan DiMicco, Chairman and CEO, Nucor Steel
Corporation; author, Steeling America’s Future: A CEO’s
Call to Arms

 
Most Americans live under the myth that sound economics
says so-called free trade benefits all nations. Fletcher shows, in
very readable prose, how the discipline is finally catching up
with reality and common sense and is changing its mind on
that matter. This book will be an essential guide to the
emerging debate over the wisdom of “free” trade as a sound
policy for our nation.



—Patrick A. Mulloy, Commissioner, U.S.-China
Economic and Security Review Commission; former
Assistant Secretary of Commerce

 
Ian Fletcher makes a powerful case for abandoning the
simplistic mantra that markets generally maximize welfare,
and tariffs or regulations reduce economic prosperity. He
points to more-nuanced policies that avoid the extremes of
blanket protectionism and unregulated trade.

—Geoffrey Hodgson, Editor-in-Chief, Journal of
Institutional Economics, Cambridge University Press

 
Ian Fletcher bravely takes on the free-trade theorists who lead
cheers for the slow-motion disintegration of American
prosperity and trumps them with facts and clear-eyed logic. If
people will listen, Fletcher’s informed voice will help turn the
country toward a more promising future.

—William Greider, author, One World, Ready or Not: The
Manic Logic of Global Capitalism

 
In this sophisticated, well-informed, and comprehensive
study, Ian Fletcher provides a very powerful, passionate, and
convincing critique of free trade in an accessible and engaging
manner. Read it.



—Ha-Joon Chang, University of Cambridge; author, Bad
Samaritans: The Myth of Free Trade and the Secret History
of Capitalism

 
Drawing on the insights of a broad array of political
persuasions, Ian Fletcher delivers a devastating and powerful
indictment of free trade economics—one that should be
widely read, not the least by economists themselves, whose
work generally remains confined to their own narrow
discipline. I agree with Fletcher: “We can’t trust the
economists.” Free Trade Doesn’t Work  will spark some
much-needed debate on what sort of political and economic
policies we can trust.

—Gavin Fridell, Assistant Professor of Politics, Trent
University; author, Fair Trade Coffee: The Prospects and
Pitfalls of Market-Driven Social Justice

 
A trenchant and comprehensive analysis of the gap between
the theory of free trade and reality, together with a revealing
description of the weaknesses of the theory itself.

—Ralph Gomory, Research Professor, Stern School of
Business, New York University; author, Global Trade and
Conflicting National Interests

 



Free Trade Doesn’t Work  is an excellent guide to the
economic realities obscured by the intellectually hollow
promotion of “free trade.” It is up-to-date, comprehensive,
and very readable.

—Jeff Faux, Distinguished Fellow, Economic Policy
Institute; author, The Global Class War: How America’s
Bipartisan Elite Lost Our Future—And What it Will Take to
Win it Back

 
I n Free Trade Doesn’t Work , Ian Fletcher makes clear that
America’s nearly $6 trillion trade deficit accumulated since
NAFTA took effect in 1994 benefits neither workers nor the
nation. The book debunks the myth of free trade and proposes
a responsible alternative that would restore a measure of sanity
to America’s international trade policy.

—Leo W. Gerard, President, United Steelworkers

 
If it strikes you that most of the arguments put forth for “free”
trade are really just so much globaloney, you’re right! Fletcher
rips the mask from free trade myths, pointing out that
economists increasingly reject the idea that our nation (or
others) should base economic policy on such a dubious
proposition. This book is a powerful tool for anyone who
wants to help raise common sense to high places.



—Jim Hightower, bestselling author; national radio and
newspaper commentator; editor, The Hightower Lowdown

 
Free Trade Doesn’t Work  offers a satisfying critique of the
flaws of free trade economics and the damage that related
policies have caused to the U.S. economy and beyond. Its
arguments are tools with which to break the hold of the
current free-trade consensus over our politicians and to work
towards truly fair trade and economic policies.

—Stephanie Celt, Director, Washington Fair Trade
Coalition

 
A superb debunking of the arguments for free trade and a
thoughtful examination of the alternatives. Fletcher’s book is
required reading for policymakers and for the general public
trying to understand how the United States has fallen into a
debt trap and what has to be done to escape it.

— Richard H. Robbins, Distinguished Professor,
Plattsburgh State University; author, Global Problems and
the Culture of Capitalism

 
Ian Fletcher’s Free Trade Doesn’t Work injects some urgently
needed common sense and rigorous thinking into what may
be the most important economic policy debate of our time.



—Alan Tonelson, author, The Race to the Bottom

 
Ian Fletcher’s book is of immense value in defining the
parameters of the idolatry of free trade. Politicians and the
general populace continue to be afraid to abandon this false
god because of the kind of superstitions and inaccuracies that
this book exposes very well. I would highly recommend it.

—Manuel F. Montes, Chief, Development Strategy and
Policy Analysis, United Nations Development Policy and
Analysis Division.

 
In Free Trade Doesn’t Work , Ian Fletcher points to the ideal
of “free” trade and proclaims it isn’t wearing any clothes!
Instead of following along with the crowd, Fletcher
systematically presents the failures of an unrestrained trade
system and offers up a balanced discussion of what a managed
trade system could accomplish in its place.

—Thomas S. Mullikin, author, Truck Stop Politics:
Understanding the Emerging Force of Working Class
America.

 
Ian Fletcher has convincingly dismantled the facade that for
decades enticed U.S. cattle ranchers and their trade
associations to support a free trade policy that was



systematically destroying the economic integrity of their
industry. A superb analysis of our nation’s misdirection.

—Bill Bullard, CEO, R-CALF USA (Ranchers-Cattlemen
Action Legal Fund, United Stockgrowers of America)

 
Ian Fletcher’s argument against free trade and in favor of
tariffs is not only a courageous assault on our so-called
conventional wisdom, it makes a brilliant and wildly
compelling case for regulation.  The book is an impressive
piece of scholarship, one that could and should provide the
blueprint for government intervention in commerce. 
Economists will stand up and take notice. Wall Street will hate
it.

—David Macaray, author, It’s Never Been Easy: Essays on
Modern Labor

 
This readable book dramatizes our lost history of global trade
and punctures the mythology surrounding the benefits of
unbridled free trade. A vital primer for anyone trying to
understand the current trade debate.

—Chuck Collins, Institute for Policy Studies; co-author,
The Moral Measure of the Economy

 
After reading Free Trade Doesn't Work,  I now understand



why so many of the trade agreements that we negotiated never
delivered the promises that were made and, if continued, never
will.

—Robert B. Cassidy, former Assistant U.S. Trade
Representative for China and for Asia and the Pacific

 
It is standard for people in policy debates to be reflexive
supporters of “free” trade. This book should help people to
better understand what this means, so it may change some
attitudes.

—Dean Baker, Co-Director, Center for Economic and
Policy Research; author, False Profits: Recovering from the
Bubble Economy.

 
This book is an instant classic that will be of use for many
years, for it makes a major contribution to thinking on trade
policy.

— Pat Choate, running mate of Ross Perot in 1996;
Director, Manufacturing Policy Project; author,
Dangerous Business: The Risks of Globalization for
America

 
The world needs to localize, and fast. Instead of throwing out
supply lines, we need to reel them in. This book helps show



why.

—Bill McKibben, author Deep Economy: The Wealth of
Communities and the Durable Future

 
Fletcher’s book opens up the arcane mysteries of free trade
economics for the ordinary reader and makes clear that the
most up-to-date economics confirms that free trade has no
justification in either history or present-day facts. It is a threat
to the incomes of working people, to our environment, and to
democratic sovereignty.  Luckily, as he also points out, viable
alternatives are available if the politicians would only wake up
and take notice.

—Maude Barlow, Council of Canadians, co-author,
Alternatives to Economic Globalization

 
You have written a bible for us. It is brilliant! You even cover
issues I have been concerned about but never had time to
discuss with anyone else. I started by reading it and ended by
studying it. Am now going through it for the second time
underlining and highlighting.

—Brian O’Shaughnessy, Co-Chair, Coalition for a
Prosperous America; Chairman, Revere Copper Products
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