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Abstract:

This paper examines the century old debate about free trade and laissez-faire and
shows with the famous diagram from Corden’s Trade Policy and Economic Welfare
that the logical conclusion for the modem theory of trade and welfare, once politica
ecoomy COSts are taken into account is that, as the classical liberals maintained, the case
for free trade and laissez-faire hang together.



FREE TRADE AND LAISSEZ FAIRE
Has the whed come full circle?

BY
Deepak Lal

Introduction

| firg met Max when he joined Nuffield College as Reader in Internationa economics at
Oxford in the late 1960's and | was a junior research fellow a the college. He was a the
time working on his masterly Trade Policy and Economic Welfare (TPEW), while | was
associated with the * shadow pricing’ school around lan Little and Maurice Scott. The two
were complementary, and | have subsequently used TPEW for the internationd trade
policy part of my coursesin economic development for over 30 years & University
College London, and now a UCLA. The famous partid equilibrium diagram from
TPEW, which is reproduced with some variations as Fig 1 below, isan ided piece of
mental furniture which | hope my students have carried around with them, along with the
equaly useful diagram of the Salter-Swan modd of the baance of payments adjustment
of asmdl open economy (the so called Audrdian model) from his equaly useful
Inflation, Exchange Rates and the World Economy . For the average mathematically
chdlenged undergraduate, the clarity of rigorous but non-mathematica expostion of
these two books, using only geometry, has been agod send in understanding and
andyzing important contemporaneous policy issues. In this paper | will examine a hoary
debate given by my title in this same fine English tradition of Marshdl, Keynes, Hicks,
Meade and Corden.

1

Max begins TPEW with a historical overview of the long-standing debate about
protection and free trade. He distinguishes three stages of thought. The first, which |
would label the “classical liberal” phase covered the19™ century when “the case for free
trade was devel oped smultaneoudy with the case for laissez-faire. Indeed, the case for
free trade was redlly a specid case of the argument for laissez-faire’ (Corden (1997), p.2)
The second which | would label “collectivist™ for reasons to be set out in part 3- covered
most of the early part of the 20® century till the end of the second world war, during
which numerous exceptions to ‘laissez faire were adumbrated and “the arguments for
protection emerged pari passu with the qudifications to the case for laissez-faire, and
ance there are numerous qudifications to the latter, there are dso numerous arguments
for protection” (ibid, p.3). In the third phase beginning in the late 1950 s with the work of
Meade (1955), Bhagwati and Ramaswvami (1963), Johnson (1965), which | would cdl
“socid democratic’- and what Eichengreen cdls ‘embedded liberdism’- “the link
between the case for free trade and the case for laissez faire was broken”. The theory of
domedtic digtortions which evolved as the contemporary theory of trade and welfare so



clearly and ably expounded in TPEW, showed that gpart from the optimum tariff
argument, where a country with monopoly or monopsony power in foreign trade could
successtully turn the terms of trade in its favor- and hence the optimum tariff was afirgt
best argument dedling with a divergence in foreign trade- dl other arguments were
second best, in the sense that there were superior tax-subsidy instruments compared with
the tariff to ded with the domegtic distortion in the working of the price mechanism
which provided the prima facie case for protection. Thus while departures from laissez
faire were required to implement the appropriate tax-subsidy measures to ded with the
domestic distortion, departures from free trade were undesirable. In this pat | want to
argue, usng the famous diagram from TPW that there should logicaly now be a fourth
stage where aong with the case for free trade that for laissez faire is dso restored.

To see this, consider Fig 1, based on TPEW, which depicts the price and quantity
configuration for an importable, where DD is the demand and SS the market supply
curve. Assume afactor market distortion due to either the wage differentia argument of
Manilosceu, or a market rate of interest above the social opportunity cost of capitd,
which is the basis of the infant industry argument due to Hamilton and List. The socid
supply curve~ if there were no factor market distortion- Ss Ss will then lie below the
market supply curve SS. With free trade and laissez-faire, the good can be imported at the
world price, pf, leading to OQ2 of the good being consumed of which OQ1 will be
produced domestically, and Q1 Q2 will be imported. But, because of the domestic
digtortion, domestic import substitute output will be less than the socidly optimad leve
0Q3, on the socid supply curve Ss Ss . The first best policy would be a lump subsidy
financed by lump sum taxation (assuming no collection and disbursement costs) to
remove the factor market distortion which would lead to the market supply curve SS
coinciding with the socid supply curve Ss Ss, and producers would produce the optimum
quantity OQ3, leading to the net socid production gain of the triangle abc. By contradt, if
atariff which raised the domestic price of the good to pd, to evince the optimal output of
0Q3 on the market supply curve SS, there would in addition to the production gain be a
by-product distortion cost of the net consumer surplus lost of def, as consumption of the
good shrinks to OQ4 because of the price rise. Depending upon the relevant eladticities
there may be no net welfare gain a dl from the tariff. In addition there would be the
continuing distortion of the choice of techniques (unlike the case of the first best factor
price subsidy) in the production of the good, as the factor price ratio would still diverge
from the socidly optimal one. Furthermore, there would be a*“home market” bias. Hence,
Corden’s famous hierarchy of policies to dedl with domestic distortions for this case, with
asubsdy to the factor to remove the distortion at source dominating a production
subsidy, which dominates atariff cum export subsidy, followed by the tariff.

But, as lump sum taxation and subsidies are infeasible, any redistic gpplication of the
above theory will have to be based upon using distortionary taxes with their own
deadweight triangle losses like def which will need to be taken into account in assessng
the net wefare effects of the tax sum subgdy dternative to the tariff in deding with
domedtic digtortions. As atariff is nothing €lse than a production subsidy to producers
financed by a consumption tax on consumers of the protected good, much of trade theory,
aslan Little (1970-7 1) put it, turns out “to be smply public finance, and [if the



unredligtic assumptions of no collection and disbursements cogts is removed) indeed to
boil down to such mundane matters as adminigtrative costs’ (p. 132). If one believes-that
the government is following the canons of optimd taxation by goplying Ramsey taxes
basad on the inverse eadticity rule of taxing the goods in inelastic demand most highly,
then a subsidy financed by suitable rearrangement of these optima taxes is likely to incur
lower welfare cogts than those associated with the tariffs implicit tax on the good being
protected. | do not want to go into the complexities of these public finance arguments.
Suffice it to say that even with digtortionary taxation and adminigtrative costs it is likey
that the Corden hierarchicd ordering of policies would ill hold.

But, as the subsequent incorporation of the costs of ‘rent seeking’ and ‘directly
unproductive activities (DUP) (Krueger ( 1974), Tullock (1967), Bhagwati and
Srinivasan (1980)) into the theory of trade and welfare shows, that is not the end of the
gtory. For in the presence of rent seeking for the quota rents and/or tariff and revenue
seeking, the areagdeb in Fig. 1 would be entirdly or partidly disspated in rent-seeking or
DUP activities. That would outweigh any potentid production gain aoc. So, irrespective
of the public finance argument there would now be a knock down argument against
protection in favour of the tax-subsdy solution. That is where the argument circathe
1980's seemed to stand.

But once one accepts this rent-seeking- DUP argument, thereis ill one further
consideration to be taken into account. So far we have assumed that, the domestic
digtortion-, which led to a consideration of the relative net welfare effects of tax-subsidy
versus protection to deal with it-, was genuine. Suppose it was not. But producers know
that governments are in the subsidy game. Then they are aslikely to lobby for a subsidy
claming adomedtic distortion where none in fact exigs. If successful they seek to gain
the producer rents of pd gb pf-, as the market and socid supply curve are in fact the same.
In the limit this area will represent the rent-seeking costs associated with this subsidy-
seeking. Thisis clearly anet welfare loss, asthereis ex hypothesis no socid production
gain. Asin practice it is virtudly impossible to determine whether or not thereis a
domedtic ditortion (see part 2 below) or more importantly the size of the distortion and
hence the requisite subsidy, this form of cheating will be difficult to avoid. Alternaively,
even if there is a domestic distortion so that Ss Ss lies below SS., producers are likely to
dissipate the area pd ga pf in lobbying to get the subsidy- on smilar linesto the tariff-
seeking argument, which could again outweigh the socia production gain abe.! This
implies that the tax-subsidy solution for dealing with domestic distortions too, need not
lead to awelfare improvement, and hence the best policy maybe to leave well done- that
islaisez-farel Even within the framework of the theory of domestic ditortions,
therefore, because of these political economy considerations the whedl does seem to have
come full cirde- free trade and laissez- faire asthe classicd liberds saw so clearly do
hang together. Surprisingly, in the second edition of TPEW, Max does not seem to draw
this concluson, It isinteresting to see why not, asthisadso seemsasfar as| can gather to
be the mainstream theoretica stance on trade and welfare.



In the conclusion of the 2nd edin of TPEW Corden States “this book has been concerned
with what policies should be- that iswith normative anadyss- rather than with why
various policies are actudly followed. The latter is the sphere of the political economy of
trade policy” (Corden (1997) p.28 1). There are two problems with this.

Thefirg isthat normative andys's presupposes some norms. Corden’s Clearly are those
of second best welfare theory, whose policy aspects are currently denoted as public
economics, and as we have seen, as trade policy can be taken to be part of public finance,
it becomes a branch of public economics, | have grave doubts now about the utility of
this gpproach to the design of public policy, on which more below.

The second isthat, a book about “the theory of economic policy” (ibid, p.283) cannot
ignore the character of the agents implementing this policy. But this is part of politica
economy. Corden redizing this, states that “to find this book useful one does not have to
believe or assume that a country is ruled by a benevolent dictator who aways seeks to
pursue the nationa interest.. .but only that perceptions of the nationa interest play some
role in the in the decison making process, dong with the influence of sectiond interest
groups.... In recommending optimd trade policies one must bear in mind the potentid
pressures and seif-interested motivations. The am must be, among other things, zo
minimize the potential for rent-seeking and, in general, the scope for manipulating the
details of policies” (ibid, p.282 itdics added). | agree with much of this. Platonic
guardians are to be found in many high places, and occasionaly during crises maybe
given their heads by predatory states- a smal window of opportunity to serve the national
wedl.

What should they then do? Set up a cost-benefit andysis unit to devise optimal
interventions to ded with market failures, or set up a system in which rent seeking and
DUP activities are minimized? From the itdicized statement Corden obvioudy would
support the latter. But what would be such a system? It will obvioudy depend upon what
is likely to replace the smdl window of opportunity, which is palitics as usud. If that is
predatory, as| will argue below it is usudly, then they will have to think of ways -
constitutionally enforceable if possible- to minimize predation. Which, as we have seen
for optimd intervention to cure domestic distortions in the presence of rent-seeking and
DUP activities means laissez-faire and free trade.

Whether thisisfeasible is aquestion | will not address. But, at this stage in the argument,
it should be clear that Corden’s attempt to separate the normative from the political
economy analyss of trade policy does not work, The normative andyss isuseful largdy
to counter the falacious arguments for protection of those who seek to concedl their
predatory purposes under the smoke screen of an apped to the ‘national interest’. It is
adso of immense use in training the intdlectud muscles of the young. Bt if it isto be a
guide to public palicy, then taking the inevitable rent-seeking and DUP activities into the
framework, it should aso conclude with the fourth stage identified in part |, viz that even



in the presence of domestic distortions, taking account of the ubiquitous rent-seeking and
DUP activities. it is second best to maintain laissez-faire and free trade.

| dso have come to have grave doubts about the utility for public policy of public
economics of which we have seen the theory of optimal interventions in the presence of
domestic digtortions is a branch. (see Lal (1998)). The bass for this theory are the well
known two Arrow-Debreu fundamenta theorems of welfare economics, which theorists
assert provides the justification for the superiority of a market economy, and thereby
laissez-faire (see eg. Dasgupta (1980), Hahn (1984), Sen (1983)). If one or the other
conditions for the existence of the Utopian state of perfect competition are not met, there
is ‘market failure’ and thence a prima facie case for government intervention. This
judtification for “dirigisme has dways seemed bizarre to me (see Lat (1983), (1987). To
compare ‘competition’ in any actual market economy with an unattainable idedl isto use
Demsetz' s (1969) ussful phrase, aform of ‘nirvana economics . For itischild's play to
show that because of incomplete markets, externd effects, and the existence of public
goods, ‘market falure defined as deviations from a perfectly competitive norm is
ubiquitous, but the corollary that this then judtifies massive corrective public action is
highly dubious.

Thus Stiglitz's (1995) clam that, neoclassical public economics -of which trade policy
would be a branch- alows optimal tax-subsidy interventions to be derived to make Pareto
improvements is belied by the qudifications that Greenwald and Stiglitz (1986) have to
make. Thus on politica economy they note in afootnote: < It might be noted that we
ignore any discussion of the political processes by which the tax-subsidy schemes
described below might be effected. Critics may claim that as aresult we have not redly
shown that a Pareto improvement is actudly possble” (n.7, p.234). Quite.

While on their claim “that there exist Pareto-improving government interventions. . . [and)]
that the kind of intervention required can be amply relate to certain parameters that, in
principle are observable’ (p.23 1) they ae forced to concede in their concluding
comments:

“ we have consdered rdatively smple modds, in which there is usudly a sngle
distortion.. .Though the basic qualitative proposition, that markets are constrained Pareto
efficent, would obvioudy remain in a more genera formuletion, the smplicity of the
policy prescriptions would disgppear. Does this make our analysis of little policy
relevance? The same objection, can of course, be raised against standard optima tax
theory. (Some critics might say, so much the worse for both)” (p.258). Quite!

The trouble with this whole mode of policy andyss lies in not only its neglect of politica
economy but aso its deviation from the classicd liberd concept of competition. As

Blaug (1987) notesthere is a“ subtle but nevertheless unmigtakable difference in the
conception of ‘competition’ before an after the ‘margina revolution’. The modern
concept of perfect competition, concelved as a market structure in which al producers are



price takers and face perfectly dastic curves for their outputs, was born with Cournot in
1838 and isforeign to the classica conception of competition as a process of rivary in
the search for unredlized profit opportunities, whose outcome is uniformity in both the
rate of return on capital invested and the prices of identica goods and services but not
because producers are incapable of making prices. In, other words, despite a steady
tendency throughout the history of economic thought to place the accent on the end-dtate
of competitive equilibrium rather than the process of disequilibrium adjustments leading
up to it, this emphasis became remorseless after 1870 or theresbouts, whereas the much
looser conception of ‘free competition’ with free but not instantaneous entry to industries
isin evidence in the work of Smith, Ricardo, Mill, Marx and of course Marshdl and
modem Austrians. For that reason, if for no other, it can be mideading to label classcd
economics as a gpecies of genera equilibrium theory except in the innocuous sense of an
awareness that ‘ everything depends on everything elsg”’ (p.445)

The cdlassicd liberas dso recognized from Adam Smith onwards thet, deviations from
free competition like monopoly ultimately depended upon government action, which
prevented potentid rivals from competing. By contrast, the theoretical modd as Demsetz
(1989) notes. “ assumes that monopoly power exigts, it does not explain how monopoly
power is exercised and maintained, . . [NJo good explanation is provided for how present
and potentid rivals are kept from competing without some governmentaly provided
restrictions on competitive activities’ (p.94). For we now know from the theory of
contestable markets (Baumol, Panzar and Willig (1982)) that, even with economies of
scale and scope which limit the number of firms that can service a particular market, as
long as potentid rivas can contest the ‘monopoly’, the single eventua incumbent’s
pricing and output policies need not diverge from those under competition. The only rents
such a‘monopolist’ can acquire are the sunk costs of firm-specific assets essentia for
production.

A%

Thus, the nature of the government is crucia in recommending policy. The greet classca
liberals from Hume to Smith to Mill were aware of this. If, as | have argued e sewhere,
(Lal (1988, chp. 13.2), Lal and Myint (1996)), most states are predatory- even democratic
ones, where the predators are the median voter and successful pressure groups- concerned
more with net revenue maximization than with socid welfare maximization, then
normative andyss based on assuming the government congsts of Platonic Guardians can
go horribly wrong.

To take one example, public economics argues that, to minimize the dead weight socid
welfare |osses associated with distortionary taxation, government’s should levy the
Ramsey optimal taxes to raise given revenue. But, suppose the government is predatory,
interested in maximizing its net revenue. What pattern of commodity taxation will it
choose? Ramsey taxes! (see Lal (1990), Brennan and Buchanan (1980)). Thus, the tax
recommendations of public economics are exactly those that would best serve the
interests of a revenue maximizing predatory government. If the normative andysisisin
the interests of the prey, then what should be recommended is a system of taxation that



prevents predatoriness while providing enough revenue for public good provison, This as
Brennan and Buchanan argue would assign only goods with dastic demand to the
government for taxation, not those in indagtic demand ala Ramsey.

For the essentid problem of political economy is to devise ways in which the State will
provide the essentid public goods at least cost in terms of taxation. This was clearly
recognized by the Classics, whose recommendation of |aissez-faire was based on a
reglitic assessment of the nature of governments. The classical policy prescriptions have
been caricatured “by Carlid€'s phrase anarchy plus the congtable, or by Lasalles’s Smile
of the night watchman” (Robbins (1952), p.37). But as Robbins and Myint (1948) have
noted thisisacaumny. The classicd liberds were not hodtile to the State, nor did they
believe that governments had only aminor role in economic life. Their view of the State
was positive, and as Robbins indicates Adam Smith’s famous statement of the three
functions of the State (viz, (i) to protect society from foreign inveders, and (ii) every
member, as far as feasible from oppression and injustice, by other members of society
and {iii) provide and maintain various public works and public ingtitutions which
provided public goods (vol.ii, pp. 184-5), isadmogt identical with Keynes famous
formulation in The End of Laissez-Faire (“the important thing for government is not to do
things which individuds are doing aready, but to do those things which at present are not
doneat dl” (pp 46-47). The ensuing principles of economic liberadism were clearly set
out in Mill's Principles, and their clearest modern reformulation is in Hayek's The
Constitution of Liberty. In fact, the current “Washington Consensus’ is essentidiy a
classcd libera policy package. So, | hope there will be growing acceptance of this
classcd liberd viewpoint.

By contrast, though the modern theory of trade policy does offer alimp hand to classica
liberdiam, its parent, the modem welfare economics school of public policy, as Myint
(1987) noted: “with its emphasis on market failures, externdities, and the divergences
between socid and private costs, has for many decades been a powerful intellectud force
behind interventionist policies’ (p. 108). It needs to be eschewed. But, for various
complicated sociologica reasons like the sdlf-interest of experts and the rise of
professonds, it is unlikely to, asit provides them with rents.

But, there is more to this. It is ultimately a question of palitical philasophy, in particular
of the view of the purposes of the State. Michadl Oakeshott (1993) has distinguished
between two dternative views of the functions of a State in European political thought.
Thefirg which derives from ancient Greece, views the State as a civil association, in
which the government is seen as custodian of laws which do not seek to impose any
preferred pattern of ends (including abstractions like the generd [socid] welfare, or
fundamentd rights) but which merdy fadilitate the pursuance of individud ends It is
more in the nature of an umpire, upholding what Adam Smith labeled the system of
‘naturd liberty’. Thisview of the State and its rdationship with society and the economy
has been challenged by ariva conception of the State as an enterprise association, which
Oakeshott maintains has its roots in the Juadeo-Christian tradition. The State is now seen
as the manager of an enterprise, which seeks to use the law for its own subgtantive
purposes, and in particular the legidation of mordity. The mgor substantive purposes



sought by states have been (@) rdigious- asin Cavinist Geneva, or in our own day in
Khomeni’s Iran (b) nation-building- asin the absolute monarchies of post Renaissance
Europe, and in the newly independent states of the Third World (c) the promotion of
some form of egditarianiam- in an extreme form in the collectivist societies of the now
defunct Second World, and in the milder form of socia democracy.

From this classification, we can see that the three stage evolution of thought on trade
policy enumerated by Corden in TPW correspond to two secular views of the State
identified above, viz the classicdl libera view which seesthe State as a civil association,
and the egditarian enterprise view of the State, with its sub-division into the collectivist
and socia democratic. Modem welfare economics subverts collectivism but supports
socid democracy. But, by embracing egalitarianism” it retains an enterprise view of the
Sate-itisonly ‘liberd’ in the American not classical sense. For, from Smith to Hayek to
Friedman classcd liberds have maintained, equality comes into conflict with liberty,
and atrue “liberal.is not an egditarian” (Hayek (1960), p.402). For as Nozick (1974)
demongrated brilliantly with his Wilt Chamberlain example, “no end-dtate Sate principle
or digributiona patterned principle can be continuoudy redized without continuous
interference with peopl€e s lives [as any patterned distribution can be upset by people's
voluntary actions in exchange]..The socidist society would have to forbid capitaist acts
between consenting adults’ (p. 163).

Classcdl liberds have, however, dways advocated public trandfersif private tranders are
unavailable to help the ‘deserving poor’ (see the discussion in Lal-Myint (1996)), and
aso, snce Mill, the public financing but not provision of merit goods, such as hedth and
education for those unable to afford them. Just as in the case of the economic package,
the socid package promoted by socid democrats is increasingly coming to resemble
these classical liberd prescriptions, except for merit goods. Thus, eschewing
egditarianism in taxaion- in practice if not in rhetoric-, and by attempting to reform
welfare dtates to confine the benefits to the ‘deserving poor’, both the New Democrats
under Clinton in the US and New Labour under Blair in the UK, are closer to the classica
liberd viewpoint than they imagine. But, till imbued with the ‘enterprise view’ of the
State, they are not converts but merdly opportunists who recognize that the social
democratic panaceas do not deliver the productivis gods of another enterprise -~ Ccreating
abundance and wedlth. Their interventions on that score are increasingly chasing another
chimera. This rductant and limp embrace of classcd liberdism has, neverthdess,
undermined the policy relevance of modern welfare economics and its progeny, public
economics, of which the theory of trade and welfareisa part.

CONCLUSIONS

There are anumber of conclusons | would like to emphasize arising from this discussion.
First, normative anadyss of the type expounded so clearly and cogently in TPEW, cannot
be separated from politica economy and in particular with aview of the purposes of the
State. To claim it can, and that its prescriptions (what governments should do) have
universa vdidity, is to indulge in ‘mathematicd palitics in favour of one view of the
role of the State- the socid democratic. Second, even within this framework both theory
(taking account of the smplest facts of politica economy, viz. rent seeking and DUP)



and experience (see La-Myint (1996)), suggest overwhemingly the vdidity of the
classica liberd casefor laissez -faire and free trade- where laissez-faire is not to be
interpreted in its narrow caricature, but on the lines of the actud prescriptions of classica
liberal economigts. Third, asin practice, socid democrats have accepted virtudly the
whole of the classica libera policy prescriptions (except on merit goods), it istime for
them to eschew the enterprise view of the State they Htill cling to, and accept the civil
association view of the State of classicd liberalism. For this alone can provide a bulwark
againgt some old or new-fangled notion of perfection, which an enterprise sateis urged
to implement, with dl the attendant dangers of the dysfunctiond ‘dirigisme’ that would
promote. Within every socid democrat- including Max- there isa classicd liberd trying
to escape. | hope, from this essay in his honour, Max is persuaded that, it istime to come
out of the closat!

" For arecent consolidated survey of where the theory of domestic distortions stands taking account of DUP
activities including subsidy seeking see Srinivasan (1996). He aso incorporates the numerous paradoxes,
which are inevitable in comparing various second = best situations, when in theory, amost anything can

happen.
i Asthe major exponent of this view and Corden’s mentor James Meade admitted: “1 am an incurable

egalitarian” (Meade (1975), p.68)
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