
Trade Policies with Market
Imperfections and
Distortions
Most models showing the advantages of international trade and the costs associated with protection assume that 

the world is perfectly competitive. The problem is that for a variety of reasons markets are usually not perfectly 

competitive, at least not completely so. Economists use the term “market imperfections” to describe situations that 

deviate from perfect competition. And when such deviations occur, interesting things happen.

For example, it is valid to say that in a world with market imperfections, free trade may not be the best policy to 

maximize national welfare; instead, some type of trade protection may be better. This chapter illustrates a series of 

examples with models that incorporate market imperfections to demonstrate this result. However, application of 

another theory in economics, the theory of the second best, and some other issues are shown to mitigate this 

result. In other words, even though trade policies can be used to raise a nation’s welfare, there may be a better way 

to achieve a superior result.

1. CHAPTER OVERVIEW

L E A R N I N G  O B J E C T I V E S

1. Understand that the presence of market imperfections or distortions in a trade model changes
the potential outcomes of trade policies.

2. Learn the basic terminology used in discussing the theory of the second best.

Most of the models previously discussed incorporate a very standard economic assumption: namely,
that markets are perfectly competitive. This was true in the Ricardian model, the Heckscher-Ohlin
model, the specific factor model, and all the partial equilibrium analyses of trade and domestic policies
using supply and demand curves in specific markets. The only deviation from perfect competition was
in the discussion of economies-of-scale models and monopolistic competition. This is important be-
cause almost all the results concerning the effects of trade and trade policies presume that markets are
perfectly competitive. But what if they’re not?

Many critics of the economic conclusions about trade argue that the assumptions of perfect com-
petition are unrealistic and that as a result standard trade theory misses some of the important impacts
of trade found in the real world. There is much truth to this. By default, perfect competition models in-
clude many assumptions that are unrealistic. However, in defense, that is the nature of model building.
Simplification is necessary to make the models tractable and solvable. If we were to try to create a mod-
el that included many or most of the complexities that we can imagine are present in real-world mar-
kets, we would no doubt quickly be overwhelmed with the model’s intractability and might find it im-
possible to even identify an equilibrium solution. Indeed, in the real world, being in “equilibrium”
might even be a rare occurrence.

Criticisms of economic theory along these lines, however, fail to recognize that economic analysis
includes many attempts to incorporate market realities. Although it remains difficult to include many
complexities simultaneously, it is possible to study them in a piecemeal way: one at a time.
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market imperfections or
market distortions

Any situation that deviates
from the explicit or implicit
assumptions of perfect
competition.

theory of the second best

Describes the class of models
that consider policy
implications in the presence
of market imperfections and
distortions.

first-best policy

The policy that raises welfare
to the highest level possible;
with market imperfections or
distortions present, the policy
that most directly corrects
the distortion or
imperfection.

The all-encompassing terms economists use to describe these complexities are market imperfec-
tions, or market failures, and market distortions. These cases are worthy of study because it is clear that
markets rarely satisfy all the assumptions made under perfect competition. These cases offer compel-
ling arguments for protection, including the infant industry argument, the optimal tariff argument,
strategic trade policy arguments, and arguments concerning national security.

Market imperfections or market distortions, generally, are any deviations from the assump-
tions of perfect competition. These include monopoly and oligopoly markets, production with increas-
ing returns to scale, markets that do not clear, negative and positive externalities in production and
consumption, and the presence of public goods.

When imperfections or distortions are present in a trade model, it is usually possible to identify a
trade policy that can raise aggregate economic efficiency. In this chapter many cases are demonstrated
in which trade policies improve national welfare. These welfare-improving policies, although detri-
mental to national welfare when used in a perfectly competitive setting, act to correct the imperfections
or distortions present in the market. As long as the welfare impact of the correction exceeds the stand-
ard welfare loss associated with the trade policy, the policy will raise welfare.

Trade policies with market imperfections and distortions represent applications of the theory of
the second best, formalized by Richard G. Lipsey and Kelvin Lancaster.[1] When imperfections or dis-
tortions are present in an international trade model, we describe the resulting equilibrium as second
best. In this case, the standard policy prescriptions to maximize national welfare in a first-best or
nondistorted economy will no longer hold true. Also, the implementation of what would be a detri-
mental policy in a first-best world can become a beneficial policy when implemented within a second-
best world. For example, tariffs applied by a small country in the presence of domestic distortions can
sometimes raise national welfare.

In 1971, Jagdish Bhagwati presented a general theory of distortions in trade situations.[2] He char-
acterized many of the distortions that can occur and considered which policies could be used to correct
each distortion and raise national welfare. He considered not only trade policies but also domestic tax
or subsidy policies. He showed that for most distortions, a trade policy is inferior (in terms of the ex-
tent to which it can raise national welfare) to other purely domestic policies. The most appropriate or
first-best policy, in general, would be the policy that most directly corrects the distortion or imperfec-
tion present in the market. This chapter provides numerous examples of policy rankings and applica-
tions of this general rule.

In one case, a trade policy does prove to be first best. This is the case of a large import or export
country in international markets. In this case, the first-best policy is the optimal tariff or the optimal
export tax.

Thus the results of this section are somewhat schizophrenic. On the one hand, these models offer
some of the most compelling arguments supporting protection. For example, one can easily use these
models to justify protection when national defense is a concern, when unemployment may arise in a
market, when trade causes environmental degradation, or when there are infant industries in a coun-
try. On the other hand, in almost all of these cases, a trade policy is not the most effective policy tool
available to correct the problems caused by the distortion or imperfection.

Finally, when more complex markets are considered, as when there are multiple distortions or im-
perfections present simultaneously, our ability to identify welfare-improving policies rapidly dimin-
ishes. The theory of the second best states that correcting one distortion in the presence of many may
not improve welfare even if the policy makes perfect sense within the partial equilibrium framework
containing the one distortion. The reason is that correcting one distortion may have unintentional
(and probably immeasurable) impacts in other sectors due to the presence of other distortions. For ex-
ample, suppose a trade policy is implemented to correct an environmental problem. One might be able
to measure the welfare costs of the trade policy and the environmental benefits that would accrue to so-
ciety and conclude that the benefits exceed the costs. However, the trade policy will have an impact on
prices and resource allocation, potentially spreading across numerous sectors. Suppose one other sec-
tor, adversely affected, generates positive spillover effects that act to raise well-being for some groups.
Then it is conceivable that the loss of the positive spillover effects would more than outweigh the net
benefit accruing to society due to the environmental improvement. This means that the well-inten-
tioned and reasonably measured environmental trade policy could result in an unintentional welfare
loss for the nation. The more complex is the economy and the more distortions and imperfections that
are present, the more likely it is that we simply cannot know what the national effects of trade policies
will be.
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infant industry

An industry, most often in a
developing country, that
cannot compete in
international markets in free
trade but that, if given time
to learn and develop, could
be world-class efficient.

5. THE INFANT INDUSTRY ARGUMENT AND DYNAMIC
COMPARATIVE ADVANTAGE

L E A R N I N G  O B J E C T I V E S

1. Learn that the infant industry argument presumes a market imperfection—the presence of a
positive production externality.

2. Recognize that a trade policy can be used to correct for an infant industry production external-
ity imperfection.

3. Learn the first-best and second-best policy options to correct for an infant industry production
externality imperfection.

4. Learn the practical implementation problems that can arise when governments attempt to ap-
ply infant industry protection.

One of the most notable arguments for protection is known as the infant industry argument. The ar-
gument claims that protection is warranted for small new firms, especially in less-developed countries.
New firms have little chance of competing head-to-head with the established firms located in the de-
veloped countries. Developed country firms have been in business longer and over time have been able
to improve their efficiency in production. They have better information and knowledge about the pro-
duction process, about market characteristics, about their own labor market, and so on. As a result,
they are able to offer their product at a lower price in international markets and still remain profitable.

A firm producing a similar product in a less-developed country (LDC), on the other hand, would
not have the same production technology available to it. Its workers and management would lack the
experience and knowledge of its developed country rivals and thus would most likely produce the
product less efficiently. If forced to compete directly with the firms in the developed countries, the LDC
firms would be unable to produce profitably and thus could not remain in business.

Protection of these LDC firms, perhaps in the form of an import tariff, would raise the domestic
price of the product and reduce imports from the rest of the world. If prices are raised sufficiently, the
domestic firms would be able to cover their higher production costs and remain in business. Over time,
these LDC firms would gain production and management experience that would lower their produc-
tion costs. Essentially, the firms would follow the same path that the developed country firms had fol-
lowed to realize their own production efficiency improvements. Protection, then, allows an infant in-
dustry time to “grow up.”

Furthermore, since the LDC firms would improve their productive efficiency over time, the pro-
tective tariffs could be gradually reduced until eventually, when the tariffs are eliminated, they would
compete on an equal footing with the developed country firms.

Many people have argued that this was precisely the industrial development strategy that was pur-
sued by countries like the United States and Germany during their rapid industrial development before
the turn of the twentieth century. Both the United States and Germany had high tariffs during their in-
dustrial revolution periods. These tariffs helped protect fledgling industries from competition with
more-efficient firms in Britain and may have been the necessary requirement to stimulate economic
growth.

One counterargument to this theory is that by protecting infant industries, countries are not alloc-
ating resources in the short run on the basis of comparative advantage. The Ricardian and Heckscher-
Ohlin models of trade show that resources will be allocated most efficiently if countries produce goods
whose before-trade prices are lower than those in the rest of the world. This implies that the United
States and Germany should have simply imported the cheaper industrial goods from Britain and shif-
ted their own resources to other goods in which they had a comparative advantage if they wished to
maximize economic efficiency.

The reason for the discrepancy in policy prescriptions can easily be seen by noting the difference
between static comparative advantage and dynamic comparative advantage. The traditional Ricardian
theory of comparative advantage identifies the most efficient allocation of resources at one point in
time. In this sense, it is a static theory. The policy prescription is based on a snapshot in time.

On the other hand, the infant industry argument is based on a dynamic theory of comparative ad-
vantage. In this theory, one asks what is best for a country (i.e., what is most efficient) in the long run.
The most efficient long-run strategy may well be different from what is best initially. Here’s why.

The problem faced by many LDCs is that their static comparative advantage goods, in most in-
stances, happen to be agricultural commodities and natural resources. Reliance on production of these
two types of goods can be problematic for LDCs. First of all, the prices of agricultural commodities and
natural resources have historically been extremely volatile. In some years prices are very high, and in
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other years the prices are very low. If a country allocates many of its resources to production of goods
with volatile prices, then the gross domestic product (GDP) will fluctuate along with the prices. Some
years will be very good, and others will be very bad. Although a wealthier country may be able to
smooth income by effectively using insurance programs, a poor country might face severe problems,
perhaps as severe as famine, in years when the prices of their comparative advantage goods are
depressed.

In addition, many people argue that the management and organizational skills necessary to pro-
duce agricultural goods and natural resources are not the same as the skills and knowledge needed to
build an industrial economy. If true, then concentrating production in one’s static comparative advant-
age goods would prevent the development of an industrial economy. Thus one of the reasons for pro-
tecting an infant industry is to stimulate the learning effects that will improve productive efficiency.
Furthermore, these learning effects might spill over into the rest of the economy as managers and
workers open new businesses or move to other industries in the economy. To the extent that there are
positive spillovers or externalities in production, firms are unlikely to take account of these in their ori-
ginal decisions. Thus, if left alone, firms might produce too little of these types of goods and economic
development would proceed less rapidly, if at all.

The solution suggested by the infant industry argument is to protect the domestic industries from
foreign competition in order to generate positive learning and spillover effects. Protection would stim-
ulate domestic production and encourage more of these positive effects. As efficiency improves and
other industries develop, economic growth is stimulated. Thus by protecting infant industries a gov-
ernment might facilitate more rapid economic growth and a much faster improvement in the country’s
standard of living relative to specialization in the country’s static comparative advantage goods.

5.1 An Analytical Example
Consider the market for a manufactured good such as textiles in a small, less-developed country.

Suppose that the supply and demand curves in the country are as shown in Figure 9.2. Suppose
initially free trade prevails and the world price of the good is P1. At that price, consumers would de-
mand D1, but the domestic supply curve is too high to warrant any production. This is the case, then,
where domestic producers simply could not produce the product cheaply enough to compete with
firms in the rest of the world. Thus the free trade level of imports would be given by the blue line seg-
ment, which is equal to domestic demand, D1.

FIGURE 9.2 An Infant Industry in a Small Importing Country

Suppose that the infant industry argument is used to justify protection for this currently nonexistent
domestic industry. Let a specific tariff be implemented that raises the domestic price to P2. In this case,
the tariff would equal the difference between P2 and P1—that is, t = P2 − P1. Notice that the increase in
domestic price is sufficient to stimulate domestic production of S2. Demand would fall to D2 and im-
ports would fall to D2 − S2 (the red line segment).

The static (i.e., one-period) welfare effects of the import tariff are shown in Table 9.6.
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TABLE 9.6 Static Welfare Effects of a Tariff

Importing Country

Consumer Surplus − (A + B + C + D)

Producer Surplus + A

Govt. Revenue + C

National Welfare − B − D

Consumers of textiles are harmed because of the higher domestic price of the good. Producers gain in
terms of producer surplus. In addition, employment is created in an industry that did not even exist be-
fore the tariff. Finally, the government earns tariff revenue, which benefits some other segment of the
population.

The net national welfare effect of the import tariff is negative. Although some segments of the pop-
ulation benefit, two deadweight losses to the economy remain. Area B represents a production effi-
ciency loss, while area D represents a consumption efficiency loss.

Dynamic Effects of Infant Industry Protection

Now suppose that the infant industry argument is valid and that by stimulating domestic production
with a temporary import tariff, the domestic industry improves its own productive efficiency. We can
represent this as a downward shift in the domestic industry supply curve. In actuality, this shift would
probably occur gradually over time as the learning effects are incorporated in the production process.
For analytical simplicity, we will assume that the effect occurs as follows. First, imagine that the do-
mestic industry enjoys one period of protection in the form of a tariff. In the second period, we will as-
sume that the tariff is removed entirely but that the industry experiences an instantaneous improve-
ment in efficiency such that it can maintain production at its period one level but at the original free
trade price. This efficiency improvement is shown as a supply curve shift from S to S′ in Figure 9.3.

FIGURE 9.3 Efficiency Improvement in a Small Importing Country

This means that in the second period, free trade again prevails. The domestic price returns to the free
trade price of P1, while domestic demand rises to D1. Because of the efficiency improvement, domestic
supply in free trade is given by S2 and the level of imports is D1 − S2 (the blue segment).

The static (one-period) welfare effects of the tariff removal and efficiency improvement are sum-
marized in Table 9.7. Note that these effects are calculated relative to the original equilibrium before
the original tariff was implemented. We do this because we want to identify the welfare effects in each
period relative to what would have occurred had the infant industry protection not been provided.
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TABLE 9.7 Static Welfare Effects of Tariff Removal and Efficiency Improvement

Importing Country

Consumer Surplus 0

Producer Surplus + E

Govt. Revenue 0

National Welfare + E

Consumers again face the same free trade price that they would have faced if no protection had been
offered. Thus they experience no loss or gain. Producers, however, face a new supply curve that gener-
ates a producer surplus of + E at the original free trade price. The government tariff is removed, so the
government receives no tariff revenue. The net national welfare effect for the second period then is
simply the gain in producer surplus.

The overall welfare impact over the two periods relative to no infant industry protection over two
periods is simply the sum of each period’s welfare effects. This corresponds to the sum of areas (+ E − B
− D), which could be positive or negative. If the second-period producer surplus gain exceeds the first-
period deadweight losses, then the protection has a positive two-period effect on national welfare.

But wait. Presumably the efficiency improvement in the domestic industry would remain, if not
improve, in all subsequent periods as well. Thus it is not complete to consider the effects only over two
periods. Instead, and for simplicity again, suppose that the new supply curve prevails in all subsequent
periods. In this case, the true dynamic national welfare effects would consist of area E multiplied by the
number of future periods we wish to consider minus the one-period deadweight losses. Thus even if
the costs of the tariff are not made up in the second period, they may well be made up eventually at
some point in the future. This would make it even more likely that the temporary protection would be
beneficial in the long run.

If, in addition to the direct efficiency effects within the industry, there are spillover efficiency
effects on other industries within the domestic economy, then the likelihood that temporary protection
is beneficial is enhanced even further. In other words, over time, workers and managers from the pro-
tected industries may establish firms or take jobs in other sectors of the economy. Since they will bring
their newly learned skills with them, it will cause an improvement in productive efficiency in those sec-
tors as well. In this way, the supply of many manufacturing industries will be increased, allowing these
sectors to compete more easily with firms in the rest of the world. Industrialization and GDP growth
then is stimulated by the initial protection of domestic industries.

In summary, we have shown the possibility that protection of an infant industry may be beneficial
for an economy. At the heart of the argument is the assumption that production experience generates
efficiency improvements either directly in the protected industry or indirectly in other industries as a
learning spillover ensues. The infant industry argument relies on a dynamic view of the world rather
than the static description used in classical trade models. Although protection may be detrimental to
national welfare in the short run, it is conceivable that the positive dynamic long-run effects will more
than outweigh the short-run (or static) effects.

The Economic Argument against Infant Industry Protection

The main economic argument against infant industry protection is that protection is likely to be a
second-best policy choice rather than a first-best policy choice. The key element of the infant industry
argument is the presence of a positive dynamic production externality. It is assumed that production
experience causes learning, which improves future productive efficiency. Alternatively, it is assumed
that these learning effects spill over into other industries and improve those industries’ future product-
ive efficiencies as well.

The theory of the second best states that in the presence of a market distortion, such as a produc-
tion externality, it is possible to conceive of a trade policy that can improve national welfare. However,
in this case, the trade policy—namely, the import tariff—is not the first-best policy because it does not
attack the distortion most directly. In this case, the more-efficient policy is a production subsidy tar-
geted at the industries that generate the positive learning effects.

To demonstrate this result, consider the following analytical example. We will use the same supply
and demand conditions as depicted in Figure 9.3. The domestic supply and demand curves are given by
D and S, respectively. The initial free trade world price of the good is P1. At that price, consumers
would demand D1, but the domestic supply curve is too high to warrant any production. Thus the level
of imports is given by D1.

Now suppose that the government implements a specific production subsidy equal to the differ-
ence in prices, P2 − P1. The subsidy would raise the producer price by the amount of the subsidy to P2,
and hence domestic supply will rise to S2. The domestic consumer price would remain at P1, so de-
mand would remain at D1. Imports would fall to D1 − S2.
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The static (i.e., one-period) welfare effects of the production subsidy are shown in Table 9.8.

TABLE 9.8 Static Welfare Effects of a Production Subsidy

Importing Country

Consumer Surplus 0

Producer Surplus + A

Govt. Revenue − (A + B)

National Welfare − B

Consumers of textiles are left unaffected by the subsidy since the domestic price remains the same. Pro-
ducers gain in terms of producer surplus since the subsidy is sufficient to cause production to begin. In
addition, employment is created in an industry. The government, however, must pay the subsidy. Thus
someone pays higher taxes to fund the subsidy.

The net national welfare effect of the production subsidy is negative. Although some segments of
the population benefit, there remains a production efficiency loss.

Note, however, that relative to an import tariff that generates the same level of domestic produc-
tion, the subsidy is less costly in the aggregate. The production subsidy causes only a production effi-
ciency loss, while the tariff causes an additional consumption efficiency loss. If the positive dynamic
gains in efficiency in subsequent periods are the same, then the production subsidy would generate the
same positive stream of benefits but at a lower overall cost to the country. For this reason, the produc-
tion subsidy is the first-best policy to choose in light of the dynamic production externality. The import
tariff remains second best.

For this reason, economists sometimes argue that although an import tariff may indeed be benefi-
cial in the case of infant industries, it does not necessarily mean that protection is appropriate.

Other Arguments against Infant Industry Protection

Political economy problems. Political pressures in democratic economies can make it difficult to imple-
ment infant industry protection in its most effective manner. In order for protection to work in the
long run, it is important that protection be temporary. There are two main reasons for this. First, it
may be that the one-period efficiency improvement is less than the sum of the deadweight costs of pro-
tection. Thus if protection is maintained, then the sum of the costs may exceed the efficiency improve-
ments and serve to reduce national welfare in the long run. Second, and more critically, if protection
were expected to be long lasting, then the protected domestic firms would have less incentive to im-
prove their productive efficiency. If political pressures are brought to bear whenever the tariffs are
scheduled to be reduced or removed, industry representatives might convince legislators that more
time is needed to guarantee the intended efficiency improvements. In other words, firms might begin
to claim that they need more time to compete against firms in the rest of the world. As long as legislat-
ors provide more time to catch up to world efficiency standards, protected firms have little incentive to
incur the investment and training costs necessary to compete in a free market. After all, the tariff keeps
the price high and allows even relatively inefficient production to produce profits for the domestic
firms.

Thus one big problem with applying the infant industry protection is that the protection itself may
eliminate the need for the firms to grow up. Without the subsequent efficiency improvements, protec-
tion would only generate costs for the economy in the aggregate.

Informational problems. In order for infant industry protection to work, it is important for govern-
ments to have reliable information about industries in their economies. They need to know which in-
dustries have strong learning effects associated with production and which industries are most likely to
generate learning spillover effects to other industries. It would also be useful to know the size of the
effects as well as the timing. But governments must decide not only which industries to protect but also
how large the protective tariffs should be and over what period of time the tariff should be reduced and
eliminated. If the government sets the tariff too low, the protection may be insufficient to generate very
much domestic production. If the tariff is set too high, the costs of the tariff might outweigh the long-
term efficiency improvements. If the tariff is imposed for too long a period, then firms might not have
enough of an incentive to make the changes necessary to improve efficiency. If set for too short a time,
then firms may not learn enough to compete with the rest of the world once the tariffs are removed.

Thus in order for infant industry protection to work, it is important to set the tariff for the correct
industries, at the correct level, and for the correct period of time. Determining the correct industries,
tariff level, and time period is not a simple matter. Indeed, some people argue that it is impossible to
answer these questions with a sufficient amount of accuracy to warrant applying these policies.

Failure of import-substitution strategies. One popular development strategy in the 1950s and 1960s
was known as import substitution. Essentially, this strategy is just an application of the infant industry
argument. However, many of the countries that pursued these kinds of inward-looking strategies, most
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notably countries in Latin America and Africa, performed considerably less well economically than
many countries in Asia. The Asian countries—such as South Korea, Taiwan, Hong Kong, and
Japan—pursued what have been labeled export-oriented strategies instead. Since many of these South-
east Asian countries performed so much better economically, it has lent some empirical evidence
against the application of infant industry protection.

K E Y  T A K E A W A Y S

< An import tariff that stimulates infant industry production sufficiently can raise national welfare over time,
even for a small importing country.

< An import tariff is a second-best policy to correct for an infant industry production externality
imperfection.

< A production subsidy is superior to an import tariff as a policy to correct for an infant industry production
externality imperfection.

< In the presence of an infant industry production externality imperfection, a domestic policy is first best,
while the best trade policy is second best.

E X E R C I S E

1. Jeopardy Questions. As in the popular television game show, you are given an answer to a question and
you must respond with the question. For example, if the answer is “a tax on imports,” then the correct
question is “What is a tariff?”

a. The term used to describe firms in less-developed countries that have a significant cost
disadvantage compared with established firms located in the developed countries.

b. The type of comparative advantage that is not present in the short run but that develops in the
long run.

c. The first-best policy option for a government that wishes to support an infant industry.

d. A second-best policy option for a government that wishes to support an infant industry.

e. Of increase, decrease, no change, or ambiguous, the effect of infant industry protection on national
welfare under standard assumptions in the early periods while protection is in place.

f. Of increase, decrease, no change, or ambiguous, the effect of infant industry protection on national
welfare under standard assumptions in the later periods after protection is removed.

g. Of increase, decrease, no change, or ambiguous, the effect of infant industry protection on overall
national welfare under standard assumptions over all periods.
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