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Free Trade, Unemployment, and
Economic Policy

Anwar  M. Shaikh

It is now widely recognized that a country’s ability to compete effec-
tively in the world market can be vital  to Its  long-run prospects. Uf
course,  in the short and medium run a country can protect itself from
international competition through a variety of devices. Outright protec-
tion in the form of tariffs, quotas, and even subsidies can help insulate
individual industries or regions. Manipulation of the exchange rate can
enhance the competitiveness of national industries vis&vis the corre-
sponding world sectors. And manipulation of the interest rate can in-
duce foreign capital inflows and thus help cover any existing trade
deficits. But in the long run, it seems, the issue of international com-
petitiveness must be faced squarely.

Crucial questions are: how does opening up a country to intema-
tional competition through free trade affect its levels of production and
employment? Does free trade equalize competitive advantages, or does
it worsen existing inequalities? Is laissez-faire the best way to partici-
pate in international trade, or is some degree of state support and
management preferable?

The questions are age-old ones, and they involve both theoretical
and policy considerations. To answer them adequately, we must ad-
dress the actual workings of the capitalist world market. This means
examining not only the immediate effects of international trade, but
alSo the longer-term consequences, the ones that assert themselves
through a slow and steady alteration of the initial effects, or by giving
rise to unexpected or even unacceptable side effects. Successful policy
therefore  requires  a structural analysis of international competition and
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the world market. In this regard, the analysis of the exchange rate is of
critical importance, because it is the exchange rate that translates local
costs and prices into the international arena (Chrystal and Sedgwick,
1989).

In what follows, we will examine the conventional views of the
effects of free trade and international competition. We will then or&
cize  these theories and present an alternate framework based on a
structural approach to international competition.

Conventional Analyses of International Competition
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duced in lower-cost regions. In other words, under unrestricted trade,
high-cost  regions would tend to have declining exports and rising im-
Ports  relative to lower-cost regions. This in turn implies that if existing
trade barriers were reduced among regions, the high-cost regions
would tend to suffer job loss and a decline in real wages (due to both
uneulpluymcm  and to p~ebbme  tiorn lower-wage regions).

The preceding implications are inherent in the very notion of com-
Petition and are common to virtually all schools of economic theory.
But  there are certain crucial respects in which conventional theory
diverges from other approaches from this point onward.

To  begin with, conventional economic theory asserts that full em-
ployment obtains within each country. Thus, increased interregional
competition merely redistributes employment from less competitive to
more competitive regions. Given full employment, the possibility of
overall job losses is automatically excluded. Needless to say, theories
that do not assume automatic full employment yield a very different
perspective.

The orthodox treatment of competition between countries (i.e., of
international trade) is even more curious. Here, it is argued that the
existence of separate national currencies changes the very nmre  nf

competition itself: whereas orthodox economics concludes that na-
tional competition is ruled by absolute costs, it has always insisted that
international trade is ruled by comparative costs.

The argument is well known and need only be sketched here. Con-
sider the case of two countries, one of which has higher costs of
production (due to lower productivity and/or higher wages) at some
initial exchange rate. Now imagine what would happen if international
trade is initiated between the two countries. In the case of fixed ex-
change rates, the country with an initial absulutG clisdvanlage  (higher
unit costs) in international trade will suffer a balance of trade deficit,
which will in turn lead to a money outflow to pay for this deficit.
Orthodox  economics assumes that this money outflow will lower the
national price level in the deficit country. As prices fall, the industries
with the least initial disadvantage (i.e., the “comparative advantage”)
will be the first to get back mto competition, and the process will
continue until enough of the country’s industries become competitive
to  ensure that overall trade is balanced.

In the case of flexible exchange rates, it is the exchange rate that
SuPPosedly  does the adjusting. As before, the absolutely disadvantaged
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country initially suffers a balance of trade deficit. But now this leads to
the depreciation of its currency, which in turn lowers the foreign cur-
rency equivalents of its product prices. The process is assumed to
continue until, once again, enough of the country’s industries are com-
petitive to ensure that trade is balanced.

1 he two cases above can be summarized by rrulirrg  11~1  iu either
scenario it is the real exchange rate that is assumed to move in such a
way as to balance automatically the trade of every country, thereby
making all nations equally “competitive” in international trade, re-
gardless of how backward their technology or how high their wages
(Officer, 1976, pp. 10-13;  Arndt and Richardson, 1987, pp. 12-13).
Moreover, since full employment is always assumed to hold, there can
be no question of net job loss for either country. (Strictly speaking, it is
swumed that any decline in employment is purely voluntary, on the
grounds that under changed circumstances some workers may prefer
not to work and hence voluntarily withdraw from the labor market,
Nonetheless, markets clear.)

If it is assumed that international competition requires producers of
the same good to sell at roughly the same price in common currency,
after  allowing for transportation costs, taxes, and tariffs, then the con;
ventional argument depicted above also implies some version of the,
theory of Purchasing Power Parity (PPP): i.e., that price levels will d
roughly similar in all nations when expressed in common currency’

ISome authors emphasize the general price level (Schumpeter, 1954,pj
1106), while others emphasize the price level of tradable goods alon&
(Hat-rod, 1933, pp. 53-63; Marston,  1987;
Dornbusch, 1988). Some even argue that PPP theo
costs of production will be equalized across co
matic mechanisms of free trade end up makmg
in competition (Officer, 1976, pp. 1 O-l 2).

In theoretical models, it is often assumed
is precisely at the trade-balancing level. It is,
any actual balancing process would take time
level the basic expectation of orthodox intemati

[even though] an economy’s international competitiveness
and fall over medium-term periods . . . on average, over a de
ebbs and flows of competitive “advantage
time and across economies. (Amdt and Richardson, 1987, p. 12)
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At a more concrete level of analysis, orthodox theory takes up the
question of international capital flows and their effect on the exchange
rate. In the absence of capital flows, the balance of trade is the same
thing  as the balance of payments, and since it is assumed that the real
exchange  rate moves to equalize the former, it also automatically
equalizes the latter. Once capital flows are considered, the same rea-
soning  leads to the conclusion that the real exchange rate moves to
equilibrate  the overall balance of payments. In the face of exogenous
capital  inflows, this implies that the real exchange rate would move to
accommodate these inflows by giving rise to a deficit in the trade
balance, so that the overall payments are balanced (Rueff, 1967, p.
125;  Krueger, 1983, p. 106). But the important point here is that inso-
far as the capital inflows arise in response to real interest rate differen-
tials between countries, they will serve to arbttrage  these differences
and hence tend to eliminate them-which in turn will eliminate the
need for the capital flows themselves. Therefore, although exoge-
nously induced capital flows might disturb the process in the short and
medium runs, it is expected that over the long run “trade will be
balanced so that the value of exports equals the value of imports”
(Demburg, 1989, p. 29). In other words, in the long run international
trade will operate as if nations “barter” exports for imports of equal
value (Dombusch, 1988, p. 3).

In sum, conventional theory concludes that neither technological
backwardness nor high costs are ultimately a disadvantage in intema-
tional  trade. Real exchange rates will always move in such a way as to
make all trading partners equally competitive, so that no country will
suffer persistent trade deficits or enjoy persistent trade surpluses.

The trouble with ~11  nf this is that it has never fitted the facts. In the
Postwar period, for instance, neither competitive advantages, nor trade
balances, nor even overall payment balances have been the least bit
random across time or across economies. On the contrary, international
trade has been characterized by “persistent, marked competitive advan-
tage for [countries such as] Japan and marked competitive disadvan-
tage for countries [such as] the U~likxl States,” coupled with
“Persistent, marked trade balance surpluses for Japan and deficits for
the  United States.” As some orthodox economists themselves admit,
such patterns have served to undermine confidence in the traditional
arguments  (Amdt and Richardson, 1987, p. 12).

For a while it was thought that the fixed-exchange-rate system of
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the Bretton  Woods was the explanation for this marked discrepancy
between conventional theory and the facts. It was therefore widely
expected that the switch to flexible exchange rates after 19’73  would
finally confirm the basic hypotheses of orthodox trade theory. But the
results have been quite the opposite. Not only have persistent interna-
tional imbalances failed to disappear, they have actually intensified.
Moreover, it has rapidly become apparent to the best practitioners of
orthodox economics that their theories are not able to explain the ob-
served movements in flexible exchange rates. Dornbusch, who is one
of the most influential voices in the field, has this to say:

After twenty or thirty years of exchange rate modelling . . . we are left
with the uncomfortable recognition that our understanding of exchange
rate movements is less than satisfactory. Most models have lost their
ability to explain  what has happcncd, when  cxchangc  latcs  muv~d  a lot,
as in the 1980’s. (Dombusch, 1988, pp. l-2)

The persistent discrepancies between orthodox theory and the
historical facts have created great difficulties for the theory of inter-
national trade. In an effort to deal with this, two different tendencies
have emerged. By far the dominant one has been to insist that the
basic results still hold, but only in the long run. The observed dis-
crepancies between the data and “the ‘fundamentals’ suggested by
theoretical models of the exchange rate” (Dornbusch, 1988, p. 9) are
then addressed as short- or medium-run phenomena. The four com-
peting explanations in this vein are the monetary approach, the new
classical approach, the equilibrium approach, and what Dornbusch
calls the macroeconomic approach (ibid., p.  10). As the preceding
quote from Dornbusch makes clear, he concludes that these models
do not work well.

The other main reaction to the empirical difficulties of orthodox
theory has been to try to make comparative cost theory “more
‘realistic’ ” (Dosi, Pavitt, and Soete, 1990, p. 18) by relocating it
within imperfect or monopolistic competition in the context of techno-
logical diffcrcnccs, economics  of scale,  diffcrcntiated  products, multi-
national corporations, and so on. However, certain core assumptions
concerning the behavior of maximizing agents and the automatic clear-
ing of all markets are retained, even though they “are difficult to accept
on either theoretical or empirical grounds” (ibid., p. 24). Most import-
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ant, the central assumption that international
parative costs remains unchallenged.

trade i s regulated by com-

The Impact of Theory
The Case of NAFTA

o n Policy:

Given the difficulties with orthodox trade theory, one would think that
empirical studies and policy analyses would be undertaken within al-
ternate frameworks. But the hold of the theory is so great that one finds
just the opposite: most empirical studies take the basic propositions for
granted.

The debate around NAFTA is a good case in point. It was widely
reported that three hundred prominent economists, ranging from con-
wrvatives  tn liberals,  phlirly  endorsed NAFTA. Most studies also
concluded that the United States, Canada, and Mexico will all benefit
in terms of employment, wages, and lowered prices (Faux and Lee,
1993, pp. 24). Indeed, in October 1993 the White House issued a
statement to the effect that “19 of 20 comprehensive studies” had
concluded that NAFTA would benefit the United States (JEC, 1993,
pp. v,  xv).

But closer examination of these studies reveals that they simply
assume that labor always remains fully employed, at least in the
United States (JEC,  1993b, p. 12; Stanford, 1993, pp. 98-100). Thus
job loss is ruled out by assumption. This is, of course, a reflection of
a basic tenet of conventional economic theory. However, one can
question whether it is appropriate to build such an assumption into
empirical studies that purport to guide economic policy in the present-
day world.

Most studies also assume that no investment will be diverted from
the United States to Mexico. This, too, derives from the basic theory,
since as we have seen, orthodox theory assumes that in the long run
there will be no net capital flows between countries. Once again, it is
difficult to justify such an assumption on empirical grounds, given that
“the fundamental economic purpose of NAFTA is to facilitate the shift
in investment to Mexico” (Faux and Lee, 1993, p. 11). Within Mexico,
the openly declared official position is that the agreement will lead to a
massive inflow of foreign investment. Many in the business commu-
nity look upon the low wages and high potential productivity of Mexi-
can workers as a great incentive for investment, particularly when
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An Alternate Approach to the Theory of
International Competition

The approach presented here is an extension of earlier argument4
(Shaikh, 1980, 1991). It has its roots in the classical tradition and i$
some recent empirically grounded approaches in the post-Keynesid
structuralist, and historical traditions. For instance, Adam Smith be’
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lieved that international trade would operate in essentially the same
manner as national trade: i.e., that it would be regulated by the absolute
cheapness of the products involved, as determined by “natural or ac-
quired” advantages (Allen, 1967, pp. 5356; Dosi, Pavitt, and Soete,
1990, pp. 29-30).  This is basically the law of absolute costs. It is
Ricardo  who substituted the law ot comparative costs, although he did
retain the idea that there exist persistent technological differences be-
tween nations. In more recent times, the assumption of different tech-
nological conditions reappears within the work of Dornbusch, Fisher,
Samuelson, Posner, Vernon, and many others (Dosi, Pavitt, and Soete,
1990, pp. 21-22, 25-26). Finally, it is a widespread assumption in the
classical, marxian,  and neoricardian literature that real wages are pri-
marily determined by forces within a country, and that the full employ-
ment of labor is not an automatic outcome (Emmanuel, 1972, rh  3)

To ground the argument developed here, we return to the theory of
comparative costs. We begin with the familiar situation of fixed ex-
change rates, in which the country with less efficient technology and/or
relatively higher wages suffers an absolute disadvantage in intema-
tional trade. It therefore experiences a persistent deficit in the balance
of trade, with a cnrrespnnding  persistent outflow of money to pay for
this trade deficit. According to conventional analysis, the outflow of
money will lower the price level in the country, thereby making it
more competitive in international trade, until the point is reached
where it is sufficiently competitive to achieve balanced trade. All of
this is supposed to be automatic. In the end, high domestic costs are no
real handicap in international trade (Feldstein, 1993, p. 4).

Many authors reject the monetarist foundation, which is the crucial
link in the preceding argument (Moore, 1988; Wray, 1990). For in-
stnncc, Har~ud  argues that the primary effect ot a money outtlow  is to
make the economy less liquid, which in turn tends to raise interest rates
above the international level. Insofar as investment is at all sensitive to
the interest rate, output and employment may fall, rather than prices
(Harrod,  1933, p. 53; Keynes, 1936, p. 348). In any case, the resulting
discrepancy in international interest rates will tend to attract short-term
capital into the country, thus covering up the structural trade imbalance
with international borrowing. This is evidently a limited solution, since
it merely transforms the structural trade problem into one of rising
utternational  indebtedness, with all its attendant difficulties and limits.
Of course, if the government acts to prevent interest rates from rising,
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it must then support the currency by running down reserves (devalua-
tion is addressed below), or directly intervene by restricting imports
and stimulating exports, or seek long-term capital inflows and/or for-
eign assistance to finance the trade deficit. But as long as the root
cause, the relatively high unit costs of national industry, are not altered,
the problem will ~t-appt;~  wl~15ucl1 dcviccs  arc cxhaustcd.

Standard theory also tells us that balanced trade can be restored by
devaluing the currency (in the case of fixed exchange rates) or allow-
ing it to depreciate (in the case of flexible exchange rates). But the
well-known difficulties with this approach are equally severe. First of
all, insofar as devaluation or depreciation is successful in lowering the
foreign currency equivalent of export prices (i.e., in causing the terms
of trade to fall), this lowers export revenues and hence worsens the
balance of trade at any given level of exports and imports. To offset
this effect, export levels must rise and/or import levels must fall by
sufficient amounts so as to improve the overall trade balance. This is
the famous Marshall-Lerner-Robinson-Metzler “elasticities problem”
that has so bedeviled the neoclassical literature. At best, it leaves us
with the conclusion that the effects of devaluation and depreciation are
thenretically  indeterminate. But no such indeterminacy exists in the
empirical record, since as we have already noted, the flexibility of
exchange rates in the latter half of the postwar period has not led in
any way to balanced trade among nations (Dombusch, 1988).

Considerations such as these suggest that a reexamination of the
theory of comparative costs might prove fruitful. A formal model of an
alternate approach appears in Shaikh (1991) and is tested against the
empirical experience of five  advanced industrial countries (United
States, Canada, United Kingdom, Germany, Japan). Here, we only
oullint:  11~ biZbiL:  stqm  ill  the algumcnt.

First, it is an essential feature of our analysis that production condi-
tions and real wages are assumed to differ across countries. Neoclassi-
cal theory tends to assume that production functions are similar across
countries, and even derives a fundamental theorem that factor prices
(i.e., wages and interest rates) will therefore be equalized, through
international trade alone, across countries  (Leontie&  lYV5, p. 37-/l. Yet
nothing could be further from the empirical facts. Production condi-
tions and real wages have always varied considerably across countries
throughout the history of capitalism.

Although this point was already an essential part of the classical






















