3.1.
Fostering Environmentally Sustainable Development: 
Four Parting Suggestions for the World Bank

I have four suggestions for better serving the goal of environmentally sustainable development through World Bank policy and action. These four prescriptions are presented in order of increasing generality and radicalism. That is, the first two are fairly specific and should, I think, be relatively noncontroversial. The third will be debated by many, and the fourth will be considered outrageous by most Bank economists. I cannot omit the fourth, however, because it is required by the first three; it provides an external policy that is coherent with the internal policies contained in the first three recommendations.

1. Stop counting the consumption of natural capital as income. 
Income is by definition the maximum amount that a society can consume this year and still be able to consume the same amount next year. That is, consumption this year, if it is to be called income, must leave intact the capacity to produce and consume the same amount next year. Thus sustainability is built into the very definition of income. But the productive capacity that must be maintained intact has traditionally been thought of as man-made capital only, excluding natural capital. We have habitually counted natural capital as a free good. This might have been justified in yesterday’s empty world, but in today’s full world it is antieconomic. The error of implicitly counting natural capital consumption as income is customary in three areas: the UN’s System of National Accounts, the evaluation of projects that deplete natural capital, and international balance-of-payments accounting.

With regard to the first area—the System of National Accounts—the error is well recognized and efforts are underway to correct it. Indeed, the World Bank played a pioneering role in this important initiative, and I hope it will continue to contribute to “greening the GNP.” 

The second area of concern, project evaluation, is well recognized by standard economics, which has long taught the need to count “user cost” (depletion charges) as part of the opportunity cost of projects that deplete natural capital. Bank best practice counts user costs, but average Bank practice ignores them. Uncounted user costs show up in inflated net benefits and an overstated rate of return for depleting projects. This biases investment allocation toward projects that deplete natural capital and away from more sustainable projects. Correcting this bias is the logical first step toward a policy of sustainable development. User cost must be counted not only for depletion of nonrenewables, but also for projects that divest renewable natural capital by exploiting it beyond sustainable yield. The “sink,” or absorptive, services of natural capital, as well as its “source,” or regenerative, services, can also be depleted if used beyond sustainable capacity. Therefore a user cost must be charged to projects that deplete sink capacity, such as the atmosphere’s ability to absorb CO2 or the capacity of a river to carry off wastes. It is admittedly difficult to measure user cost, but attempting to avoid the issue simply means that we assign to depleted natural capital the precise default value of zero, which is frequently not the best estimate. Even when zero is the best estimate, it should be arrived at not by default but by reasoned calculation based on explicit assumptions about backstop technologies, discount rates, and reserve lifetimes.1
In the third area, balance-of-payments accounting, the export of depleted natural capital—whether petroleum or timber cut beyond sustainable yield—is entered in the current account, and thus treated entirely as income. This is an accounting error. Some portion of those nonsustainable exports should be treated as the sale of a capital asset, and entered on capital account. If this were properly done, some countries would see their apparent balance-of-trade surplus converted into a true deficit, one that is being financed by drawdown and transfer abroad of their stock of natural capital. Reclassifying transactions in a way that converts a country’s balance of trade from a surplus to a deficit would trigger a whole different set of International Monetary Fund recommendations and actions. This reform of balance-of-payments accounting should be the initial focus of the IMF’s new interest in environmentally sustainable development. 
The World Bank should warmly encourage the managers and staff of its sister institution to get busy on this—it does not come naturally to them. 

2. Tax labor and income less, and tax resource throughput more. 
In the past it has been customary for governments to subsidize resource throughput2 to stimulate growth. Thus energy, water, fertilizer, and even deforestation, are even now frequently subsidized. To its credit, the World Bank has generally opposed these subsidies. But it is necessary to go beyond the removal of explicit financial subsidies to the removal of implicit environmental subsidies as well. By “implicit environmental subsidies” I mean external costs to the community that are not charged to the commodities whose production generates them.

Economists have long advocated internalizing external costs either by calculating and charging Pigouvian taxes (taxes which when added to marginal private costs make them equal to marginal social costs), or by Coasian redefinition of property rights (such that resources that used to be public property, and not valued in markets, become private property whose values are protected by their new owners). These solutions are elegant in theory, but often quite difficult in practice. A blunter but much more operational instrument would be simply to shift our tax base away from labor and income onto throughput. We have to raise public revenue somehow, and the present system is highly distortionary in that by taxing labor and income in the face of high unemployment in nearly all countries, we are discouraging exactly what we want more of. The present signal to firms is to shed labor and substitute more capital and resource throughput, to the extent feasible. It would be better to economize on throughput because of the high external costs of its associated depletion and pollution, and at the same time to use more labor because of the high social benefits associated with reducing unemployment.

Shifting the tax base to throughput induces greater throughput efficiency, and internalizes, in a blunt manner, the externalities from depletion and pollution. True, the exact external costs will not have been precisely calculated or exactly attributed to those activities that caused them, as with a Pigouvian tax that aims to equate marginal social costs and benefits for each activity. 
But those calculations and attributions are so difficult and uncertain that insisting on them at the outset would be equivalent to a full-employment act for econometricians and prolonged unemployment and environmental degradation for everyone else. 

Politically, this shift in the tax base, increasingly referred to as “ecological tax reform,” could be sold under the banner of revenue neutrality. However, the income tax structure should be maintained so as to keep progressivity in the overall tax structure by taxing very high incomes and subsidizing very low incomes (negative income tax). But the bulk of public revenue would be raised from taxes on throughput, at either the depletion or the pollution end. The income tax would be mainly for redistribution rather than revenue. The throughput taxes would be both for revenue and to encourage throughput minimization. Some people worry that our tax base would disappear as throughput was minimized. But throughput cannot approach zero, and when it is minimized then taxes on it will still raise revenue, and tax rates can be raised to meet any revenue needs. It is value added that can be taxed out of existence, not throughput! Furthermore, taxing something that has become inelastic in demand is allocatively efficient.

The shift could be carried out gradually by a preannounced schedule to minimize disruption.3 This shift should be a key part of structural adjustment, but should be pioneered in the North. Indeed, sustainable development itself must be achieved in the North first. It is absurd to expect any sacrifice for sustainability in the South if similar measures have not first been taken in the North. The major weakness in the World Bank’s ability to foster environmentally sustainable development is that it only has leverage over the South, not the North. Some way must be found to push the North also. The World Bank must serve as an honest broker and represent the South in its legitimate expectations of the North—​and not just vice versa. The Nordic countries and the Netherlands have already begun to do this.

3. Maximize the productivity of natural capital in the short run, and invest in increasing its supply in the long run. 
Economic logic requires that we behave in these two ways toward the limiting factor of production—that is, maximize its productivity and invest in its increase. 
Those principles are not in dispute. Disagreements do exist about whether natural capital is really the limiting factor. Some argue that man-made and natural capital are such good substitutes that the very idea of a limiting factor, which requires that the factors be complementary, is irrelevant.4 It is true that without complementarity there is no limiting factor. So the question is, Are man-made capital and natural capital basically complements or substitutes? Here again we can provide perpetual full employment for econometricians, and I would welcome more empirical work on this, even though I think it is sufficiently clear to common sense that natural and man-made capital are fundamentally complements and only marginally substitutable.5
In the past natural capital has been treated as superabundant and priced at zero, so it did not really matter whether it was seen as a complement or a substitute for man-made capital. Now remaining natural capital appears to be both scarce and complementary, and therefore limiting. For example, cut timber is limited not by the number of sawmills, but by the remaining standing forests. Pumped crude oil is limited not by man-made pumping capacity, but by the remaining stocks of petroleum in the ground, and the natural capital of the atmosphere’s capacity to serve as a sink for CO2 is likely to be even more limiting to the rate at which petroleum can be burned than is the source limit of remaining oil in the ground.

In the short run, raising the price of natural capital by taxing throughput, as advocated above, will give the incentive to maximize natural capital productivity. Investment in natural capital over the long run is also needed. But how do we invest in something which by definition we cannot make? If we could make it, it would be man-made capital! For renewable resources we have the possibility of fallowing investments, or more generally “waiting” in the Marshallian sense—allowing this year’s growth increment to be added to next year’s growing stock rather than consuming it.6 For nonrenewables we do not have this option. We can only liquidate them. So the question is, How fast do we liquidate, and how much of the proceeds can we count as income if we invest the rest in the best available renewable substitute? And, of course, How much of the correctly counted income do we then consume and how much do we invest?

One renewable substitute for natural capital is the mixture of natural and man-made capital represented by plantations, fish farms, and the like, which we may call “cultivated natural capital.” But even within this important hybrid category we have a complementary combination of natural and man-made capital components—a plantation forest may use man-made capital to plant trees, control pests, and choose the proper rotation, for example—but the complementary natural capital services of rainfall, sunlight, soil, and so on are still there, and eventually still become limiting. Also, cultivated natural capital usually requires a reduction in biodiversity relative to natural capital proper, which must be counted as a cost.

For both renewable and nonrenewable resources, investments in enhancing throughput productivity are needed. Increasing resource productivity is indeed a good substitute for finding more of the resource. But the main point is that investment should be in the limiting factor, and to the extent that natural capital has replaced man-made capital as the limiting factor, the Bank’s investment focus should shift correspondingly. I do not believe that it has. In fact, the failure to charge user cost on natural capital depletion, noted earlier, surely biases investment away from replenishing projects.

4. Move away from the ideology of global economic integration by free trade, free capital mobility, and export-led growth—and toward a more nationalist orientation that seeks to develop domestic production for internal markets as the first option, having recourse to international trade only when clearly much more efficient. 
At the present time global interdependence is celebrated as a self-evident good. The royal road to development, peace, and harmony is thought to be the unrelenting conquest of each nation’s market by all other nations. The word “globalist” has politically correct connotations, while the word “nationalist” has come to be pejorative. This is so much the case that it is necessary to remind ourselves that the World Bank exists to serve the interests of its members, which are nation states, national communities—not individuals, not corporations, not even NGOs (nongovernmental organizations). 
It has no charter to serve the one-world-without-borders cosmopolitan vision of global integration—of converting many relatively independent national economies, loosely dependent on international trade, into one tightly integrated world economic network upon which the weakened nations depend for even basic survival.

The model of international community upon which the Bretton Woods institutions rest is that of a “community of communities,” an international federation of national communities cooperating to solve global problems under the principle of subsidiarity. The model is not the cosmopolitan one of direct global citizenship in a single integrated world community without intermediation by nation states.

To globalize the economy by erasure of national economic boundaries through free trade, free capital mobility, and free, or at least uncontrolled, migration is to wound fatally the major unit of community capable of carrying out any policies for the common good. That includes not only national policies for purely domestic ends, but also international agreements required to deal with those environmental problems that are irreducibly global (CO2, ozone depletion). International agreements presuppose the ability of national governments to carry out policies in their support. If nations have no control over their borders they are in a poor position to enforce national laws, including those necessary to secure compliance with international treaties that they have signed.

Cosmopolitan globalism weakens national boundaries and the power of national and subnational communities, while strengthening the relative power of transnational corporations. Since there is no world government capable of regulating global capital in the global interest, and since both the desirability and the possibility of a world government are highly doubtful, it will be necessary to make capital less global and more national. I know that this is an unthinkable thought right now, but take it as a prediction—ten years from now the buzz words and hot concepts will be “renationalization of capital” and the “community rooting of capital for the development of national and local economies,” not the current shibboleths of export-led growth stimulated by whatever adjustments are necessary to increase global competitiveness. 
“Global competitiveness” (frequently a thought-substituting slogan) usually reflects not so much a real increase in resource productivity as a standards-lowering competition to reduce wages, externalize environmental and social costs, and export natural capital at low prices while calling it income.7
The World Bank should use the occasion of its fiftieth birthday to reflect deeply on the forgotten words of one of its founders, John Maynard Keynes:
I sympathize therefore, with those who would minimize, rather than those who would maximize, economic entanglement between nations. Ideas, knowledge, art, hospitality, travel—these are the things which should of their nature be international. But let goods be homespun whenever it is reasonably and conveniently possible; and, above all, let finance be primarily national.8
Notes

1. 
See J. Kellenberg and H. Daly, “Counting User Costs in Evaluating Projects that Deplete Natural Capital: World Bank Best Practice and Beyond,” World Bank working paper (ENV Working Paper no. 66, April 1994.) User cost is calculated as the estimated additional cost per unit of the substitute resource (backstop) discounted back to the present from the estimated future date exhaustion of the resource in question.

2.
The term “throughput” is an inelegant but highly useful derivative of the terms input and output. The matter/energy that goes into a system and eventually comes out is what goes through—the “throughput” as engineers have dubbed it. A biologist’s synonym might be “the metabolic flow” by which an organism maintains itself. This physical flow connects the economy to the environment at both ends, and is of course subject to the physical laws of conservation and entropy.
3.
See Ernst von Weizsacker, Ecological Tax Reform (London: Zed Books, 1992).

4.
Both goods and factors of production can be either complements or substitutes. For consumer goods, shoes and socks are complements (used together); shoes and boots are substitutes (one used instead of the other). In building a house, bricks and wood are substitutes; bricks and masons are complements. If factors are good substitutes the absence of one does not limit the usefulness of the other. For complements, the absence of one greatly reduces the usefulness of the other. The complementary factor in short supply is then the limiting factor.

5.
Keep in mind that no one questions that some resources can be substituted for others, e.g., bricks for wood. But to substitute capital stock (saws and hammers) for wood is only very marginally possible if at all. Capital is the agent of transformation of the natural resource flow from raw material into finished product. Resources are the material cause of the finished product; capital is the efficient cause. One material cause may substitute for another (e.g., power saws for hand saws, or capital for labor); but efficient cause and material cause are related as complements rather than substitutes. If man-made capital is complementary with the natural resource flow, then it is also complementary with the natural capital stock that yields that flow.

6.
Forgone consumption is the essence of investment. Consumption is reduced by reducing either per capita consumption or population. Therefore investment in natural capital regeneration includes investment in population control, and in technical and social structures that demand less resource use per capita.

7.
See Herman E. Daly, “The Perils of Free Trade,” Scientific American, November 1993.
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J. M. Keynes (1993), “National Self-Sufficiency,” in The Collected Writings of John Maynard Keynes, vol. 21, ed. Donald Moggeridge (London: Macmillan and Cambridge University Press).
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Free Trade and Globalization vs. Environment and Community

Lawyers are the favorite butt of professional jokes, but economists are a close second. A favorite one-liner is, “If all economists were laid out end to end, they still wouldn’t reach a conclusion.” However, my problem with my fellow economists is not their frequent state of disagreement, but rather their near unanimous agreement in support of basic policies that are killing us. Instead of critical debates on vital issues, what resonates from academia is the unison snoring of supine economists in deep dogmatic slumber. Economists overwhelmingly agree that (1) economic growth, as measured by GNP, is a very good thing, and (2) that global economic integration via free trade is unarguable because it contributes to competition, cheaper products, world peace, and especially to growth in GNP. Policies based on these two conceptually immaculate—and interrelated—tenets of economic orthodoxy are reducing the capacity of the earth to support life, thereby literally killing the world.

In this chapter, I will first present a summary case against the overall policy of global economic integration by free trade and free capital mobility. Then I will consider the two most usual objections to the case, namely (1) that economic growth induced by free trade is a huge benefit that outweighs whatever costs it entails, and (2) that the principle of comparative advantage from David Ricardo gives the blessing of economic theory to free trade and globalization as currently understood. Many arguments have already been given in this book against the first objective, but the present context demands a repetition and extension of one of these before moving to a consideration of the second. Refutation of these two most common objections is surprisingly easy—and even fun.

The Case against Globalization by Free Trade

Costs of Transport, Dependence, and Reduced Range of Occupational Choice  
For trade to be mutually beneficial assumes that the gains from international trade and specialization are not canceled by the immediate disadvantages: higher transport costs, increased dependence on distant supplies and markets, and a reduced range of choice of ways for citizens to make a living.

Transport costs are energy intensive, and if energy is subsidized, as it frequently is today, then so is trade. Charging full-cost energy prices would reduce the initial gains from long-distance trade, whether international or interregional, and would have the same effect as a tariff that was both efficient and protective.

The loss of independence resulting from specialization weakens a community’s control over its livelihood. After specialization a country is no longer free not to trade, and if not careful about retaining some self-sufficiency in basics, can become vulnerable to hard bargains.

The reduced range of choice of occupations for a given population is seldom mentioned as a welfare cost, but it is important. Most people’s enjoyment of life depends at least as much on how they earn their living as on how they spend their earnings. For example, a country like Uruguay, with a clear comparative advantage in cattle and sheep ranching, would afford a citizen the choice of being either a cowboy or a shepherd, if it adhered strictly to the rule of specialization and trade; however, to sustain a viable national community Uruguayans have felt that they need their own legal, financial, medical, insurance, and educational services, as well as basic agriculture and industry. Even if it entails some loss of efficiency, such diversity is necessary for community and nationhood. And from an individualistic perspective, the increased range of choice of occupation has to be counted as a welfare gain. Even for those who are cowboys and shepherds, surely their lives are enriched both by having other alternatives and by occasionally coming in contact with a compatriot who is not a vaquero or a pastor. Uruguayans consider that their community is enriched by having a symphony orchestra of their own, even though it would be cost-effective to import better symphony concerts in exchange for wool, mutton, beef, and leather. The point is that there is a community dimension to welfare that is absent completely in the one-dimensional argument that if free trade increases per capita availability of commodities, it must be good.

Standards-Lowering Competition to Externalize Costs
The increased competition resulting from free trade does indeed promote cheaper prod​ucts1—but there are two ways of making products cheaper: by improving real efficiency, or by simply externalizing costs. 
Firms in a competitive environment all have an incentive to externalize costs—to the extent that they can get away with it. Within nations there are laws and institutions that prohibit many cost externalizations. Internationally there are few such laws, and domestic laws, and their degree of enforcement, vary greatly among nations. Since lower standards mean lower costs and prices, international competition tends to be standards-lowering (i.e., cost-externalizing), and thereby destroys community life based on those higher standards. For example, a community whose standards include the avoidance of child labor will not be able to engage in free trade with a community that accepts child labor, unless it is willing to lower its standards regarding child labor or accept the bankruptcy of its businesses that have to compete with foreign child labor. Either of these alternatives is a severe disruption of its community life.

The scope of internalized costs within nations is enormous: workplace safety, minimum wage, welfare programs, social security, length of the working day, abolition of child labor, medical insurance, pollution control, liability for accidents, and so on. All of these social and environmental measures raise costs and cannot withstand the standards-lowering competition induced by free trade with countries that have lower standards. The consequence is that a greater share of total world production will move to those countries with the lowest standards—that is, those that do the poorest job of counting and internalizing costs will produce an increasing share of world output—hardly a move in the direction of global efficiency! In the quest for efficiency the most important rule is to count all costs.2

We therefore need a compensatory tariff to correct for differences in internalization of external costs among the nations. This is derided as “protectionism” by free traders. But protectionism traditionally has meant the protection of an inefficient domestic industry from competition with more efficient foreign firms. The compensatory tariff, by contrast, protects an efficient national policy of cost internalization against standards-lowering competition from countries that, for whatever reason, do not count all environmental and social costs. It is one thing to protect an inefficient industry—it is something else entirely to protect an efficient national policy of cost internalization! I advocate the latter, not the former.3

The motivation for compensatory tariffs is not to impose one country’s moral standards and values on another country—rather it is to be true to one’s own standards by not letting them be undercut by standards-lowering competition. To take an extreme case, even the General Agreement on Tariffs and Trade (GATT) concedes that it is too much to expect the working class in one country to freely compete with prison labor in another. But then what about child labor? Or sixteen-hour-per-day labor? Or uninsured risky labor? What about subsistence-​wage labor in overpopulated countries? What about cheap goods subsidized by the uncounted divestment of natural capital?

National borders porous to the movement of goods and capital, and increasingly to labor as well, mean that nations lose control over their economic life and cease to be viable communities. Global community, a presumptive goal of free trade, is an empty slogan, and in any case should be achieved through international federation of viable national communities, not through default to a cosmopolitan vacuum left by a world without borders, a vacuum soon filled by transnational corporations. Nations weakened by economic erasure of their borders are in a poor position to carry out domestic policies, including those policies they may have agreed to undertake in support of international environmental treaties that they have signed. Such treaties are a step toward true global community, but they are rendered meaningless if nations effectively give up their ability to comply by allowing their borders to be erased in the name of free trade.

Transnational corporations have escaped the national obligations of community by becoming international, and since there is as yet no international community, they have escaped from community obligations altogether. Globalism does not serve world community—it is just individualism writ large. We can either leave transnational capital free of community constraint, or create an international government capable of controlling it, or renationalize capital and put it back under control of the national community. I favor the last alternative. I know it is hard to imagine right now, but so are the others. It may be easier to imagine after an international market crash.

With national borders permeable to the free flow of both goods and capital, and increasingly of labor as well, there will be one global labor market, one capital market, one market for all goods and services, and consequently one world price for each commodity. A single country can no longer follow a separate wage policy, or a different interest rate policy, or its own full-cost pricing policy, or even its own population control policy—unless it can convince the rest of the world to follow the same policy. Instead of hundreds of separate national “laboratories” independently trying out different policies, some of which may work, we will have just one big global experiment, which, given the reality of standards-lowering com​petition, is almost designed to fail.

Consider two examples of how free trade makes it hard to solve national problems. First, the problem of getting U.S. citizens off of welfare and into jobs at which they can earn a living is made unsolvable if we insist on immediately throwing them into competition with the poor masses of the world. Expecting disadvantaged fellow citizens to go right off welfare into competition with all the cheap and able labor of an overpopulated world is a denial of community with them.

Second, in a parallel way, the problem of conversion of our military production capacity to peacetime uses is made excessively difficult if the new civilian enterprise must immediately face stiff foreign competition. Our military sector is as inefficient as any centrally planned socialist economy. It needs competition—​but competition must be introduced slowly. It is better for our community to employ workers and companies who, although not now competitive by world standards, are nevertheless making some positive contribution to our nation, than to de​mand “global efficiency” at the expense of unemployment and associated social costs—crime, drug addiction, and irresponsible procreation.

Natural Capital As Limiting Factor
As discussed in Part 2, many nations have grown to the point that the limiting factor in their further growth and development is no longer man-made capital but remaining natural capital. 
To cite again the clearest example, the fish catch is limited by the natural capital of remaining fish populations, not by the man-made capital of fishing boats, many of which are idle. Countries in which natural capital has become the limiting factor therefore seek to appropriate whatever natural capital remains in the international commons, and to trade for natural capital with those less developed countries still willing and able to supply it. Trade makes it possible for some countries to live beyond their geographic carrying capacity by importing that capacity—natural capital—from other countries. And this tendency in individual countries tends to push the world economy to grow beyond its optimal scale relative to the containing ecosystem. Since the initial introduction of trade eases environmental constraints relative to total economic self-sufficiency, or autarky, it creates the illusion that further trade will continue to ease those constraints. But the benefits of moving from no trade to some trade cannot be generalized to the proposition that more trade is better than less trade. And—of course—all countries cannot be net importers of natural capital.

Free trade also introduces greater geographic separation between the production benefits and the environmental costs of throughput growth, making it more difficult to compare them and consequently easier to overshoot the optimal stale defined by their equality at the margin. Furthermore, as a result of the increased integration caused by trade, countries will face tightening environmental constraints more globally and simultaneously, and less nationally and sequentially, than they would with less trade and integration. Therefore there will be less opportunity to experiment on a smaller scale and to learn from other countries’ prior experience with controlling throughput.

In sum, by making supplies of resources and absorption capacities anywhere simultaneously available to demands everywhere, free trade will tend to increase throughput growth, and with it the rate of environmental degradation. It will greatly reduce the control that people in local communities have over their local environments and their livelihoods. The tendency of free trade to increase throughput growth is counted as a virtue in neoclassical growth economics. In sustainable or steady-state economics, however, any tendency for trade to push growth beyond the optimal scale is recognized as antieconomic.

Intra-Industry Trade and Intellectual Property Rights
Roughly half of world trade is intra-industry trade—that is, simultaneously exporting and importing basically the same commodity. For example, the United States imports Danish butter cookies, and the Danes import U.S. butter cookies. Somewhere on or above the North Atlantic the cookies pass each other. Surely the gains from trading such similar products cannot be large. But regardless of their size, could not these gains be had more efficiently simply by exchanging recipes?

In general, might not the free international flow of information be preferable to the flow of goods or capital? When you sell or give away information (as opposed to goods), you do not give it up—you still have it. What you give up is your monopoly, which is what gave the information its exchange value. But you still have the full use value. Once information exists, an argument can be made that its price should be zero for efficient allocation. But the cost of production of new knowledge is usually not zero, and so we reward inventors with a temporary monopoly. But might there not be a better way to reward creators of knowledge? Prizes? Grants? High salaries? Something that does not require that knowledge be kept artificially scarce?

Knowledge is so largely a social product in any case that it is quite arbitrary and unjust to give property rights for minor applications of basic knowledge but not for the discovery of basic knowledge itself. Do the genetic engineers, eager to patent new organisms, share their royalties with Watson and Crick? Or with the teachers who taught them about the double helix? Or with the heirs of Gregor Mendel?

The early Swiss economist Sismondi noted that inventions motivated by a desire to serve mankind are less likely to be socially destructive than inventions motivated by the desire for personal enrichment. Maybe he was right. Maybe the quality of the incentive is more important than the quantity. Maybe Thomas Jefferson was right in his statement, carved in stone at the University of Maryland’s McKeldin Library: “The field of knowledge is the common property of mankind.”

Yet free traders emphasize the importance of strengthening intellectual property rights and making knowledge less and less “the common property of mankind.” Their argument is that unless new knowledge is kept expensive there will not be sufficient incentive to produce more of it. But even granting considerable force to that point, I am still inclined to favor the hypothesis that the benefit of rapid sharing of the knowledge we now have is greater than the cost of any consequent risk of slowing the creation of new knowledge. Following Schumpeter, one could argue that new knowledge has a natural but temporary monopoly by virtue of its novelty, and it is the loss of that novelty, as a result of sharing knowledge, that gives the incentive to discover ever newer knowledge. The use value of new knowledge gets imputed to the factors of production that put it into effect, as the exchange value of the knowledge is competed down to zero. Of all things, knowledge and information are what should flow most freely across national boundaries, and especially from North to South. Yet this is what today’s free traders least want to be free.4
Refutation of Two Common Objections

Let us turn now to consider the two most common objections to the anti–free trade position. The first is that “growth will compensate.” Some globalists will admit that the problems just outlined are real, but argue that whatever costs they entail are more than compensated for by the welfare increase from economic growth brought about by free trade and global integration. While it may be true that free trade increases economic growth, the other link in the chain of argument, that growth increases welfare, is devoid of empirical support in the case of the United States since 1947.

It is very likely that we have entered an era in which growth is increasing environmental and social costs faster than it is increasing production benefits. Growth that increases costs by more than it increases benefits is antieconomic growth, and should be so called.

Although economists did not devise GNP to be a direct measure of welfare, nevertheless welfare is assumed to be highly correlated with GNP. Therefore, if free trade promotes growth in GNP, it is assumed that it also promotes growth in welfare. 
But the link between GNP and welfare has become very questionable, and with it the argument for unregulated trade, and indeed for all other growth-promoting policies.

Evidence for doubting the correlation between GNP and welfare in the United States is taken from two sources.
First, Nordhaus and Tobin (1972) asked whether growth is obsolete as a measure of welfare and hence as a proper guiding objective of policy.5 To an​swer their question they developed a direct index of welfare, called Measured Economic Welfare (MEW) and tested its correlation with GNP over the period 1929–1965. They found that for the period as a whole, GNP and MEW were indeed positively correlated—for every six units of increase in GNP there was, on average, a four-unit increase in MEW. Economists breathed a sigh of relief, forgot about MEW, and concentrated on GNP.

Some twenty years later, John Cobb, Clifford Cobb, and I (1989) revisited the issue and began our development of an Index of Sustainable Economic Welfare (ISEW) with a review of the Nordhaus and Tobin MEW. We dis​covered that if one takes only the latter half of their time series (the eighteen years from 1947 to 1965), the correlation between GNP and MEW falls dramatically. In this most recent period—surely the more relevant for projections into the future—a six-unit increase in GNP yielded on average only a one-unit increase in MEW. This suggests that GNP growth at this stage of U.S. history may be a quite inefficient way of improving economic welfare—certainly less efficient than in the past.

The ISEW was developed to replace the MEW, since the laser omitted any correction for environmental costs, did not correct for distributional changes, and included leisure, which both dominated the MEW and introduced many arbitrary valuation decisions. The ISEW, like the MEW, though less so, was correlated with GNP up to a point, beyond which the correlation turned slightly negative.6

Measures of welfare are difficult and subject to many arbitrary judgments, so sweeping conclusions should be resisted. However, it seems fair to say that for the United States since 1947 the empirical evidence that GNP growth has increased welfare is very weak. Consequently, any impact on welfare via free trade’s contribution to GNP growth would also be very weak. In other words, the great benefit, for which we are urged to sacrifice national community and industrial peace, turns out on closer inspection not to exist.

The second common objection to the case against free trade is that “comparative advantage supports global integration.” I am an economist, and really do admire and revere David Ricardo, the great champion of classical free trade and formulator of the principle of comparative advantage. But I argue that if Ricardo were alive now he would not support a policy of free trade and global integration as these are understood today.

Ricardo showed how free trade could he mutually beneficial for countries even where there were dramatic one-sided differences in how expensive it would be to produce the same goods in each country. Consider his example of England and Portugal in the eighteenth century. It was cheaper to produce both wine and cloth in Portugal, in absolute terms, than in England. But it was also true that England’s cloth industry was—relative to its wine industry—significantly more efficient. England’s disadvantage relative to Portugal in cloth production was less than its disadvantage relative to Portugal in wine production. England had a comparative advantage in cloth, Portugal a comparative advantage in wine. Ricardo showed that each country would he better off specializing in the product in which it had a comparative advantage and trading for the other, regardless of absolute advantage. Free trade between the countries, and competition within each country, would lead to this mutually beneficial result.

Economists have been giving Ricardo a standing ovation for this demonstration ever since 1817, as well they should.7 But in their enthusiasm for the conclusion, modern economists seem to have forgotten one of the premises. Ricardo was very careful to base his comparative advantage argument for free trade on the explicit premise that capital was immobile between national communities. Capital, as well as labor, stayed at home, only goods were traded internationally. It was the fact that capital could not, in this model, cross national boundaries that directly led to replacement of absolute advantage by comparative advantage. Capital follows absolute advantage as far as it can within national boundaries. But since by assumption it cannot pursue absolute advantage across national boundaries, it has recourse to the next best strategy, which is to reallocate itself within the nation ac​cording to the principle of comparative advantage.8

For example, if Portugal produces both wine and cloth absolutely more cheaply than does England, then capital would love to leave England and follow absolute advantage to Portugal, where it would produce both wine and cloth more cheaply. But, by assumption—quite reasonable in the eighteenth century—it cannot. The next best thing is to specialize domestically in the production of En​glish cloth and trade it for Portuguese wine.

Whatever the case in Ricardo’s time, in our day it would be hard to imagine anything more contrary to fact than the assumption that capital is immobile internationally. It is today vastly more mobile than goods. Transnational corporations seeking cheap labor and resources can easily set up factories in Mexico (or Portugal), capitalizing on the absolute advantage of cheap production, with absolutely no penalty in terms of access to the markets of the countries they have just left. In today’s world, linked by twentieth-century transport, communication, technologies, and financial institutions, capital will flow rapidly to the countries with absolute advantage.

The argument for globalization based on comparative advantage is therefore embarrassed by a false premise. When starting from a false premise, one would have a better chance of hitting a correct conclusion if one’s logic were also faulty! But Ricardo’s logic is not faulty. Therefore I conclude that he would not be arguing for free trade—at least not on the basis of comparative advantage which requires such a wildly counterfactual assumption. Unlike some of today’s economists and politicians, Ricardo would never argue that because comparative advantage shows that free trade in goods is beneficial, one can simply extend the argument to show that free trade in capital must yield even more benefits!! To appeal to a principle that is premised on capital immobility in order to support an argument in favor of capital mobility is too illogical for words.

Notes

1. Definition of free trade: the deregulation of exchanges and transfers by individuals and corporations across national boundaries. The contrary of free trade is not autarky; it is regulated trade—i.e., the regulation by the national community of the exchanges that its members make with those outside the community. The purpose of such regulation is to protect the common interests of the national community.

2. Some economists argue that all costs are internalized and that may look like uncounted costs simply reflect values for which willingness to pay is low. Country X has no pollution controls simply because they are not willing to pay the price for cleaner air or water. Their willingness to pay may be low because of their low desire for the value in question or because of their low income. Differences in willingness to pay, for whatever reason, are hold to be legitimate reasons for competitive advantage, whereas differences in degree of cost internalization are not. Two points need to be made in response. First, there really are large differences in degree of cost internalization, independent of differences in willingness to pay. Second, even if the issue is restricted to willingness to pay, it is quite possible for one country’s willingness to pay to be so far out of line with that of another country as to constitute a good reason for restricting trade. If Country X has a very low willingness to pay to avoid sixteen-hour-per-day child labor, that fact creates in Country Y no obligation to subject its own citizens to similar conditions, or even to accept the effect that such a low willingness to pay would, through free trade, exert on its own employment structure and community life. That world resources would be more efficiently allocated by free trade, when evaluated on the basis of prices reflecting willingness to pay in Country X, is not the relevant criterion for Country Y.

3. See Tim Lang and Colin Hines, The New Protectionism: Protecting the Future against Free Trade (London: Earthscan, 1993).

4. In this context I cannot resist reciting my favorite quote from John Maynard Keynes: “I sympathize therefore, with those who would minimize, rather than those who would maximize, economic entanglement between nations. Ideas, knowledge, art, hospitality, travel—these are the things which should of their nature be international. 
But let goods be homespun whenever it is reasonably and conveniently possible; and, above all, let finance be primarily national” (J.M. Keynes [1933], “National Self-Sufficiency,” in The Collected Writings of John Maynard Keynes, vol. 21, ed. Donald Moggeridge [London: Macmillan and Cambridge University Press]).

5. “Is Growth Obsolete?” in Economic Growth, National Bureau of Economic Research, general series, no. 96E (New York: Columbia University Press, 1972).

6. Neither the MEW nor the ISEW considered the effect of individual country GNP growth on the global environment, and consequently on welfare at geographic levels other than the nation. Nor was there any deduction for harmful products, such as tobacco or alcohol. Nor was any adjustment made for the diminishing marginal utility of aggregate income. Such considerations would further weaken the correlation between GNP and welfare. Also, the fact that personal consumption is the major component of both the GNP and the ISEW (as well as the MEW) introduces a strong autocorrelation bias, thus making the observed lack of correlation more dramatic.

7. Comparative advantage has been called the “deepest and most beautiful result in all of economics.” See Ronald Findlay, “Comparative Advantage,” in John Eatwell et al., editors (The New Palgrave: A Dictionary of Economics), The World of Economics (New York: W. W. Norton, 1991), 99.

8. Absolute advantage is the rule for maximizing returns to capital when capital is mobile. Comparative advantage is the rule for maximizing returns to capital subject to the constraint that capital stays at home. This remains true in spite of an improvement in the definition of cost from Ricardo’s labor cost to the modern concept of opportunity cost. The difficulty about assumed capital immobility remains. Opportunity cost is the correct concept—but the opportunity set, out of which the opportunity cost (next best alternative) is defined, is the whole world when capital is mobile, and the nation when capital is immobile. When the opportunity set for capital is the whole world, then absolute advantage governs; when it is the nation, then comparative advantage governs.
3.3

Glossary

Absolute advantage  A country has an absolute advantage if it can produce the good in question at a lower absolute cost that its trading partners. It has a comparative advantage if it can produce the good in question more cheaply relative to other goods it produces than can its trading partners, regardless of absolute costs.

Balance of payments  The sum of the current account (exports minus imports), and the capital account (inflow of capital to the nation minus outflow of capital from the nation).

Bretton Woods Institutions (IMF and World Bank)  Global financial institutions created in 1945 to finance short-term international trade (International Monetary Fund), and to lend for long-term investment projects in developing countries (World Bank).

Capital account  A measure of inflows of investments to the nation by foreigners, and outflows of investments by nationals to foreign countries.

Carrying capacity  Originally the maximum population of cattle that can be sustained on a given area of rangeland. By extension the population of humans that can be sustained by a given ecosystem at a given level of consumption, with a given technology.

Coase theorem  States that in perfectly competitive market allocative efficiency will be achieved whether property rights are given to the polluter or the “pollutee.” All that is required is that someone have the property rights and that transaction costs are zero.

Complementarity  The “opposite” of substitutability—when goods or factors have to be used together in fairly strict combination with each other rather than instead of each other. Even substitutes have some degree of complementarity, unless they are “perfect” substitutes, in which case they are for all practical purposes identical goods or factors.
Current account  A measure of the international exchange of real goods and services as well as transfer payments in the current year.

Development  The improvement in quality of goods and services, as defined by their ability to increase human well-being, provided by a given throughput.

Discount rate  The rate at which the present is valued over the future, as a result of uncertainty, or of productivity, or of pure time preference for the present.
Distribution  The apportionment of income or wealth among different people.

Ecological economics  The union of economics and ecology, with the economy conceived as a subsystem of the earth ecosystem that is sustained by a metabolic flow or “throughput” from and back to the larger system. See “throughput.”

Efficient cause  An agent of transformation, such as labor or machine. See also “material cause.”
Environmental economics  The branch of neoclassical economics that addresses environmental problems such as pollution, negative externalities, and valuation of nonmarket environmental services. In general, environmental economics focuses almost exclusively on efficient allocation, and accepts the pre-analytic vision of neoclassical economics that the economic system is the whole, and not a subsystem of the containing and sustaining global ecosystem.

Exchange value  The value of a good in terms of its ability to be traded for other goods, as opposed to its use value.
Externality  An unintended and uncompensated loss or gain in the welfare of one party resulting from an activity by another party.
Globalization  The economic integration of the globe by free trade, free capital mobility, and to a lesser extent by easy migration. It is the effective erasure of national boundaries for economic purposes.

Gross national product (GNP)  The market value of final goods and services purchased by households, by government, and by foreigners (net of what we purchase from them), in the current year. Alternatively, it is the sum of all value added to raw materials by labor and capital at each stage of production, during the given year.
Growth  A quantitative increase in size, or an increase in throughput.

Income  The maximum that a community could consume in a given time period and still be able to produce the same amount in the next time period. In other words, the maximum that can be consumed without reducing productive capacity, that is, without reducing capital.

ISEW  Index of Sustainable Economic Welfare—calculated by adjusting Personal Consumption for various factors that affect either sustainability or welfare either positively or negatively, such as depletion of natural capital, increasing inequality in income distribution, defensive expenditures, and so on.

Marginal cost  The increment  in total cost resulting from producing one more unit of the commodity in question.

Marginal external cost  The cost to society of the negative externality that results from one more “unit” of activity by an economic agent.

Marginal utility  The additional pleasure or satisfaction to be gained from consuming one more unit of a good or service.

Material cause  A resource that is transformed in the production process. See also “efficient cause.”

Maximum sustainable yield  Each level of an exploited population has a growth rate that can be harvested leaving the population undiminished in the following year. There is one level of population for which the sustainable yield is a maximum. In general, however, the biologically maximum sustainable yield is not the economically optimal yield.
Natural capital  Stocks or funds provided by nature (biotic or abiotic) that yield a valuable flow into the future of either natural resources or natural services.

Neoclassical economics  The currently dominant school of economics, characterized by its marginal utility theory of value, its devotion to the general equilibrium model stated mathematically, its individualism and reliance on free markets and the invisible hand as the best means of allocating resources, with a consequent downplaying of the role of government.

Nonrenewable resources  Low entropy matter-energy useful to humans and present in fixed stocks whose quantity declines over time. This includes mineral resources, fossil fuels, and fossil aquifers. As fresh water is naturally recycled through the hydrological process, we do not classify it as a nonrenewable resource.
Opportunity cost  The best alternative given up when a choice is made, i.e., if a farmer cuts down a forest to expand his cropland, and if the consequent loss of timber, firewood, and water purification is the next best use of the land, then the value of timber, firewood, and water purification is the opportunity cost of the expanded cropland.

Optimal scale of the macroeconomy  Occurs when the increasing marginal social and environmental cost of further expansion are equal to the declining marginal benefits of the extra production. Beyond the optimal scale growth becomes uneconomic, even if we conventionally refer to the expansion of the economy as “economic growth.”

Pigouvian tax  A tax designed to equal the marginal external cost of production of a commodity. It is added to the price, which measures only marginal private costs. The price plus tax now measures marginal social cost, thus internalizing the original external cost. If there originally were an external benefit, then a Pigouvian subsidy would be paid to the producer.

Public good  A resource that is nonrival, nonexcludable, and desired by the public. Because they are nonexcludable, they will not be produced by profit-seeking firms. Because it is nonrival, the marginal cost of another person using one is zero, so its efficient price should also be zero. A public good should be supplied collectively by the government or other social institution.

Renewable resource  A living resource that is capable of regeneration and growth in perpetuity if exploited in a sustainable manner and that provides raw materials for the economic process.
Scale  The physical size of the economic subsystem relative to the ecosystem that contains and sustains it. It could be measured in its stock dimension of population and inventory of artifacts, or in its flow dimension of throughput required to maintain the stocks.

Sink  That part of the environment that receives the waste flow of the throughput and may, if not overwhelmed, be able to regenerate the waste through biogeochemical cycles back to usable sources.

Source  That part of the environment that supplies usable raw materials that constitute the throughput by which the economy produces, and which ultimately returns as waste to environmental sinks.
Steady-state economy  The economy viewed as a subsystem in dynamic equilibrium with the parent ecosystem/biosphere that sustains it. Quantitative growth is replaced by qualitative development or improvement as the basic goal. 

Substitutability  The capacity of a one factor (or good) to be used in the place of another, the opposite of  “complementarity.” Substitutability is never perfect and the further a substitution is carried the less satisfactory it becomes (the more the force of complementarity is felt). Goods and factors may be thought of as varying in a continuum from perfect substitutes to perfect complements.
Sustainable yield  The amount of an exploited population that can be harvested leaving the population undiminished in the following year; the growth rate of the existing stock. See „Maximum sustainable yield.“

Throughput  The flow of raw materials and energy from the global ecosystem’s sources of low entropy (mines, wells, fisheries, croplands), through the economy, and back to the global ecosystem’s sinks for high entropy wastes (atmosphere, oceans, dumps).

Uneconomic growth  Growth of the macroeconomy that costs us more than it is worth. A situation in which further expansion entails lost ecosystem services that are worth more than the extra production benefits of the expanded economy.

Use value  The actual service or utility from using a commodity for its intended purpose, as opposed to its exchange value, its capacity to purchase us another good through exchange.

User cost  The opportunity cost of nonavailability of a natural resource at a future date that results from using up the resource today rather than keeping it in its natural state.

Welfare  A psychic state of want satisfaction or enjoyment of life—an experience, not a thing—the basic reason to be of economic activity.
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