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Free Trade and Protection 

    Few would debate the proposition that most economists support free trade as the policy 

option most conducive to maximising the economic welfare of any given society, that is 

of maximising real gross domestic product per capita.  What is less evident and often lost 

in the midst of fervent debates on free trade and protection is that mainstream economic 

theory in no way rules out protection as a welfare maximising policy option for an 

economy when the appropriate conditions are met, although it is certainly true that 

protectionist instruments are typically rejected since is that the conditions meriting 

protection in the form of production or consumption subsidies or taxes rarely materialise 

in the real world.  On the other hand, most economists arguing in favour of protection 

argue implicitly or explicitly within the framework of mainstream theory.  This is even 

true for most Marxist and heterodox economists.  And many of the traditional Marxists, 

including Marx, accept free trade as the most rational method of advancing capitalist 

production to maximum capacity.  For this reason, whether or not one can justify 

protection from an economic perspective becomes an empirical question of whether or 

not a particular economy warrants protection as a means of maximising the economic 

welfare of its populace. 

    What are the stylised facts relating to protection and growth?  The most detailed 

available information are for tariffs.  Historically, few economies developed outside of 

what were often significant tariff barriers.  Indeed, in Europe, only 14 percent of the 
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entire century and a half between 1810-1960 was characterised by relatively low tariffs.  

The 1860-1892 period stands out as the only period of freer trade in Europe until the post 

World War Two era, with freer trade peaking from 1866 to 1877.  The only clear and 

important exception to this rule was Great Britain where economic development was 

already well entrenched by the mid-eighteenth century when it abandoned its centuries-

old protectionist policies in favour of free trade.  Great Britain, which also developed 

under the significant protection provided by high transportation costs saws these costs 

begin to fall in a big way from the mid-nineteenth century, just as other economies were 

beginning their journey on the road to economic development.  Outside of Europe, the 

use of protectionist policy was even more severe.  For example, the United States was the 

world’s leading protectionist nation until the end of World War Two, when it emerged as 

the world’s leading economy.  Canada, which was evolving into a major industrial power, 

also developed behind relatively high tariff walls.  Moreover, historically eras of high 

tariffs tend to coincide with relatively high rates of per capita GDP growth and eras of 

low tariffs often coincide with low rates of economic growth.  This was especially true of 

many of the less developed countries which were forced by the leading colonial powers 

of the nineteenth and early twentieth centuries, Great Britain being the leader amongst 

them, to adopt freer trade regimes (Bairoch, 1989).  However, in the post-World War 

Two period, with the signing of GATT (General Agreement on Tariffs and Trade), per 

capita growth has reached its highest historical rates, with tariffs and transportation costs 

falling to their lowest historical levels (Bhagwati, 1988).  Nonetheless, governments in 

many of the successfully developing economies, including Japan, have used non-tariff 

protectionist instruments to foster their nations economic development.  The facts suggest 
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no negative correlation between protection and growth and often quite the opposite.  

However, most economists still argue that the historical growth record could have been 

bettered in a world with free trade. 

    Theoretical arguments supporting free trade stem from arguments favouring trade and 

the expansion of trade.  Following from the theoretical and rhetorical foundations 

established by Adam Smith and David Ricardo, it is argued that trade allows different 

economies to take advantage of their particular comparative advantages by opening their 

doors to the exchange of commodities which one economy can produce efficiently with 

those that another economy can produce efficiently.  In the absence of trade, trade-

induced specialisation would diminish, reducing productivity and, thereby, real per capita 

output in all of the now autarchic economies.  If perfect competition prevails in all 

markets and the price mechanism is efficient such that market prices reflect social costs 

and benefits—for example, there exist no economies or diseconomies in production or 

consumption—policies which tend to reduce trade or distort the free market pattern of 

trade, production, and consumption will reduce economic welfare.  However, clear 

exceptions are made to this rule if a country has some influence over the world price of a 

product which it imports or when market prices are not functioning properly, reflecting 

social costs and benefits, thereby creating the potential for market failure.  When 

protection prevents a market failure, it becomes a welfare-enhancing policy choice. 

    In the former situation, by imposing a tariff on particular imports, government can 

improve a nation’s terms of trade, thereby increasing its per capita income.  This is not 

unlike the pricing policies expected of firms with monopolistic market power.  In fact, 

one can calculate a tariff rate which is optimal in the sense that it maximises a nation’s 
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per capita income or welfare level  This is obviously at the expense of those nations 

whose terms of trade deteriorate due to the imposition of a tariff.  Such policies may give 

rise to a beggar-my-neighbour cycle whereby the nation initially imposing the tariff will 

see its policy met with a retaliatory tariff against its exports.  At the end of the day, the 

terms of trade might even deteriorate for the initiating party.  For this reason, efforts to 

impose optimal tariffs are frowned upon by most economists.  On the other hand, this is 

generally not the case with respect to retaliatory tariffs or retaliatory non-tariff barriers to 

trade.  As Bhagwati (1988) emphasises, free trade must be fair trade. 

    The optimal tariff is the only one situation where mainstream theory reasons that tariffs 

as a form of protection is defensible, albeit under very special circumstances.  Off the 

mainstream, John Maynard Keynes (1973, Ch. 23) argued in favour of tariffs as a means 

of increasing domestic employment in world where involuntary unemployment is typical.  

By reducing imports tariffs are expected to generate balance of trade surpluses, shifting 

aggregate demand to the domestic market, thereby increasing the equilibrium level of 

domestic employment.  However, as critics point out and as Keynes well recognised, 

such tariffs can result in retaliation and, therefore, to a beggar-my-neighbour cycle.  As 

with an optimal tariff, demand-side tariff policy can be effective only if there is no 

retaliation—if one set of countries in effect agree to finance another set of countries’ 

trade surpluses by incurring trade deficits. 

    Further off the mainstream, a fundamental policy prescription flowing from neo-

Marxist Arghiri Emmanuel’s (1972) theory of unequal exchange is that tariffs need be 

imposed as a means of ‘correcting’ for unfair exchange rates which serve to transfer 

wealth from low wage to high wage economies.  Emmanuel rejects the neoclassical 
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assumption of perfect competition in all markets, assuming that the labour market is 

imperfect in long run equilibrium, resulting in low and high wage regions.  He 

hypothesises that relative wage rates are key determinants of the terms of trade, so that 

the terms of trade tends to be biased against the low wage regions which, in turn, serves 

to transfer wealth from low to high wage regions of the world.  By imposing tariffs, 

thereby shifting the terms of trade in favour low wage regions, world wealth is distributed 

in a manner more consistent with each region’s contribution to the process of production 

in terms of ‘socially necessary’ labour time.  This theory, however, pays little heed to the 

impact which wage rates have upon labour productivity—wage rates are typically highly 

and positively correlated with labour productivity and, in the long run, terms of trade are 

related to the relative unit production costs of traded products, which are largely a 

function of the interaction between these two variables, and to the relative demand and 

supply for these products.  Thus, terms of trade need not cause a transfer of wealth from 

poor to rich countries, but might actually reflect the actual state of economic development 

or underdevelopment of trading partners (Altman, 1990; Barratt Brown, 1974).  In this 

case, tariffs would not serve to enhance the wealth of the relatively poor countries of the 

global village as the theory of ‘unequal exchange’ would have it. 

    Most economists make a clear distinction between tariffs and like policies, which raise 

the price of importables to domestic producers above the world price while at the same 

time raising the price of these same commodities to domestic consumers, and taxes and 

subsidies which have the same effect on domestic producers without affecting the price 

paid by domestic consumers.  Tariffs can correct for market imperfections in production 

but can cause new welfare-reducing problems on the consumption side.  In contrast, taxes 
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and subsidies can be designed and directed to correct for the identified market problems 

without producing any unwanted negative externalities.  It is assumed, however, that the 

costs involved in pursuing protection in the form of tariffs or taxes and subsidies are 

identical and that tax changes will not aggravate existing market imperfections.  If this is 

not so, a case for tariffs can be made. 

    Assuming that the Keynesian and unequal exchange argument do not hold, the 

mainstream case against tariffs can be better appreciated diagramatically.  Under free 

trade, where the importing country cannot affect the world price for imports, a world 

price for imports of PW prevails in the home market.  Consumers purchase Qf of output 

and domestic producers produce Qd1, given a domestic supply curve of S0.  If one 

introduces a tariff to correct for some domestic market imperfection, the price now faced 

by local producers is PW0, where the tariff equals PWPW0 and the tariff rate or ad valorem 

tariff is PWPW0/0PW.  The tariff encourages domestic production of the importable 

increase to Qd2—the policy objective—but it also reduces consumption of the importable 

to Qft.  The latter is an indirect, although unwanted consequence of instituting 

protectionist policy.  By increasing the relative price of importables , the tariff also shifts 

resources away from the production of other commodities into importables and shifts 

consumption away from importables to other commodities.  Hence, tariffs serves to 

reallocate resources and restructure demand from what would prevail under free trade. 

What is the theoretical impact of the tariff apart from the change in the domestic supply 

of and demand for importables?  For one, consumer surplus is reduced by PWPW0CD of 

which PWPW0BG represents a transfer of income from consumers to producers and 

GBCH is the tariff-related income collected by government.  Triangles HCD and ABG 
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represent the dead-weight production and consumption losses to the economy.  However, 

the former should be zero when tariffs are a means of correcting for market 

imperfections.  It is quite possible that the welfare gains in production are offset by the 

welfare losses in consumption, thereby making free trade relatively welfare enhancing.  

If, on the hand, in the place of tariffs, a subsidy or a tax reduction is introduced favouring 

the producers of importables, output would be increased without affecting the price of 

these commodities and, therefore, not negatively affecting consumers in the manner 

which tariffs necessarily do.  In other words, the market price would remain at PW while 

the domestic production of importables would increase to Qft if the subsidy or a tax 

reduction is equivalent to the tariff rate of PWPW0/0PW.  The government realises its 

objectives without generating the welfare losses produced by tariffs.  Given market 

imperfections, tariffs are justified in terms of mainstream economic theory only if the net 

gain from tariffs are shown to be positive and, as well, only if subsidies and tax changes 

cannot be introduced for political reasons or they generate more welfare losses than 

tariffs do. 

    The classic case for tariffs is the infant industry argument, where market imperfections 

are considered to be of a temporary nature, requiring temporary government intervention 

in the guise of tariffs.  The classic infant industry argument is most closely associated 

with German political economist Frederick List whose classic statement on the subject 

was first published in 1841.  However, the arguments of Alexander Hamilton, America’s 

first Secretary of the Treasury, detailed in his Report on Manufacturers issued in 1791, 

are not dissimilar to List’s.  Both argued that productivity growth in industry exceeds that 

in other sectors of the economy, agriculture in particular, and that industries in their 
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newly developing countries could only effectively compete with those in the already 

developed economies, especially England, if their industries received some initial support 

from government be it in the form of tariffs or subsidies.  It takes time for entrepreneurs 

and workers to acquire the know how to drive unit costs down to competitive levels—an 

argument consistent with the theoretical work of Kenneth Arrow on ‘learning by doing’ 

(1961/62).  Only industries which were expected to become competitive in time, they 

argued, should receive such support. 

    Protection for infant industries can only be justified in mainstream theory if the 

expected future benefits of these industries, in terms of productivity gains, exceed the 

costs of the efforts needed to kick-start these industries.  Moreover, these net benefits, 

appropriately discounted, must exceed what is expected to accrue from the industrial 

structure developing under conditions of free trade.  As well, it is also pointed out that if 

net benefits are associated with infant industries, entrepreneurs should be expected to 

incur the cost of starting-up such industries as an investment, as opposed to the general 

population who bear the costs of tariffs, subsidies, and tax changes.  To justify 

protectionist measures, the capital market must be inefficient, the social rates of return 

must exceed the private rates of return, or entrepreneurs must be highly risk adverse, 

precluding entrepreneurs, under a free trade regime, from investing in infant industries.  

If the case for protection can be made, mainstream theory argues in favour of subsidies 

and tax changes as opposed to tariffs, for the reasons outlined above.  Protectionist 

measures would allow industries to develop the capacity to compete on the free market 

over time.  In effect the supply curve for importables is shifted outward to S1 and 

domestic producers can now supply at the world price what they could only supply under 
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protection prior to becoming cost efficient.  At this point, the protective measures can be 

removed. 

    It is important to note that one the most contemporary and poignant arguments 

favouring protectionist measures to induce economic development (Amsden, 1989; 

Hikino and Amsden, 1994), are based on the empirically-based premise that market 

prices are inefficient and government must intervene to correct for these erstwhile free 

market inefficiencies in less developed economies.  These interventions have, in the 

recent past, in Japan and South Korea for example, consisted of non-tariff policy 

instruments.  In addition, recent developments in economic theory build upon the notion 

of increasing returns to scale to argue in favour of protection to foster economic growth 

(Arthur, 1990; Krugman, 1990).  In contrast, the standard international trade models 

assume constant returns.  The key argument here is that the initial entrants into an 

industry subject to increasing returns gain a first mover advantage in the sense that their 

unit costs will be relatively low compared with new entrants whose initial market is 

relatively small.  The new entrants into increasing returns industries, in less developed 

countries for example, might not be successful unless they receive some initial protection 

from government until they acquire the market to realise economies of scale.  This 

scenario can easily fit into the infant industry argument. 

    Clearly, although most economists tend to dismiss protection in any form as inefficient 

and ineffective instruments of economic development and growth, mainstream theory 

itself is not inconsistent with well-calculated protectionist measures designed to correct 

for potential market failures where the ensuing resource reallocation is expected to yield 

a higher level of per capita income and economic welfare.  In effect, contemporary 
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economic theory neither condones or condemns protectionist economic policy, although 

it makes a strong case against the use of tariffs.  Even here, a case can be made for tariffs 

given significant costs in using subsidies and taxes to engage in protection.  The theory 

simply forewarns the policy maker to carefully assess the costs and the benefits of 

protectionism when the policy objectives relate directly to the economic welfare of a 

population since protection, in and of itself, is no panacea for the economic woes of a 

nation.  Choosing or rejecting protectionism should be an empirical, not an ideological 

question contextualised by economic theory and informed by economic history.  

Nevertheless, most economists pay little heed to the lessons of economic history or to the 

structural realities of particular economies when recommending against protection.  For 

this reason, their almost unequivocal call for free trade becomes a normative-ideological 

dictum as opposed to a positive statement flowing from the rules of scientific discourse. 
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