NEW TRADE THEORY (justification for STRATEGIC TRADE POLICY)PRIVATE 

The old theory of free trade is dead!

· ST Theory gives intellectual respectability to non-liberal notions about trade.

· Traditional theory rests upon the assumption of perfect competition: A given product is made by numerous firms around the world —no monopoly, free trade. Therefore, government intervention only increases prices to citizens by inhibiting the free play of market forces and thus distorting competition.

· Laissez faire was the bedrock of US policy since 1933 & UK policy since David Ricardo’s formulation of the Law of Comparative Advantage in 1817.

But, international competition in many products is not free in this sense; it is imperfect.

· Consider oligopolistic industries: (where competitors have 'first-mover advantages')


Incomes go only to those countries where these large MNCs are based/ owned. Therefore, the real question is: which nations will get the (excess) profits. It behooves nations to create these industries.  Therefore, selective intervention by governments to secure first-mover advantage for firms based/ owned in their countries appears justified !   

· Examples: commercial aircraft, semiconductors

· Fallacies: (See “THE REVISED CASE FOR FREE TRADE” in Hill chapter 5.)

1. Protectionism still helps one country at the expense of others (i.e. the fallacy of putting "national interest" first)

2. Free trade should still allow new industries to get enough financial backing.

3. Can governments identify the right industries? (influenced by domestic politics)

4. What about retaliation, or competitive industrial policies?

Lesson: International trade needs "rules of the game"  --trade regimes that are founded on sound economic theory, and oversight by effective international institutions (WTO). 
