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on t he back bur ner f or at l east anot her year and t he i dea of an i nt er nat i onaleconomi c summi t has been embr aced expl i ci t l y by t he Sout h . The t askawai t i ng Sout her n di pl omacy now i s t o conver t t hi s dr amat i c shi f t i ng of gear si nt o pol i t i cal act i on i n or der t o secur e t he necessar y Nor t her n r esponse .
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TRADE ANDDEVELOPMENT

I N THE 1980s

Gr aci el a Chi chi l ni sky

Geof f r ey M. Heal

I n i nt er nat i onal ci r cl es, t he concer n of t he day i s wi t h t he st at e of t he

wor l d economy . Ther e i s a gener al appr eci at i on of t he sever i t y of t he pr obl em,

but no wi despr ead agr eement about ei t her di agnosi s or sol ut i ons . We shal l

l ocus her e on a par t i cul ar set of t opi cs t hat have emer ged as maj or i ssues dur -

i ng t he l ast decade, and t hat al so seem cent r al t o an under st andi ng of t he

pr esent economi c si t uat i on . Achar act er i st i c of t hese t opi cs i s t hat t hey l i nk i n-

t er nat i onal and domest i c pol i cy ar eas i n so i nt egr al a way t hat nei t her can be

anal yzed i n i sol at i on f r om t he ot her . They ar e : zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA

" Fi r st , t he r ecur r ence of r ecessi on and unempl oyment i n i ndust r i al count r i es, and t he

emer gence of pr ot ect i oni sm

" Second, t he changi ng i nt er nat i onal envi r onment f aci ng t he devel opi ng coun-

t r i es and, i n par t i cul ar , t he i ssues of expor t - l ed st r at egi es and Nor t h- Sout h t r ade i n

ar mament s

" Thi r d, t he pr i ci ng of exhaust i bl e r esour ces, i ncl udi ng oi l , as a maj or i ssue i n Nor t h-

Sout h t r ade, and i n t he i nt er nat i onal f i nanci al syst em

" Four t h, t he r ol e of decl i ni ng t r ansf er s of weal t h f r omi ndust r i al t o devel opi ng coun-

t r i es, and t he per cei ved l i mi t at i ons of t he exi st i ng i nt er nat i onal f i nanci al i nst i t u-

t i ons

These ar e di f f i cul t but i nt er est i ng t i mes . We ar e cur r ent l y wi t nessi ng .

changes i n t he posi t i ons of i ndust r i al and devel opi ng count r i es i n t he wor l d

economy, and i n t hei r i nt er r el at i onshi ps . On t he whol e, devel opi ng count r i es

Thi s chapt er was or i gi nal l y pr epar ed i n par t i al f ul f i l l ment of a cont r act bet ween UNCTAD

and UNI TAR, under whi ch t he aut hor s under t ook t o assi st t he Secr et ar y- Gener al of UNCTAD

i n t he pr epar at i on of mat er i al r el evant t o UNCTAD- Vl .
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have gr own mor e, and i nvest ed a r el at i vel y l ar ger par t of t hei r GNP, t han t he
i ndust r i al count r i es i n t he l ast t en year s . They have al so i ncr eased si gni f i cant l y
t hei r r ol e as expor t mar ket s f or t he OECD count r i es ( wi t h t hei r shar e of
OECD expor t s cur r ent l y 40 per cent of t he t ot al ) , and have i n addi t i on gr eat l y
i ncr eased t r ade among t hemsel ves . These devel opment s have been par t l y t he
r esul t of r esour ce pr i ci ng pol i ci es, and par t l y t he r esul t of a decl i ne i n t he com-
pet i t i ve posi t i on of i ndust r i al count r i es . Thi s has occur r ed bot h i n t r adi t i onal
heavy i ndust r i es such as st eel and al so i n ski l l - i nt ensi ve manuf act ur es such as
el ect r oni cs . The r ever se si de of t hi s coi n i s t hat many devel opi ng count r i es
have i ncr eased t hei r need f or f ood i mpor t s f r om i ndust r i al count r i es .

Fi nanci al mar ket s mi r r or t he devel opment s i n r eal mar ket s, and t he cur -
r ent st r ai ns i n t he i nt er nat i onal monet ar y syst em r ef l ect t he l ag wi t h whi ch our
i nst i t ut i ons adj ust t o a changi ng wor l d economy . For exampl e, hi gh i nt er est
r at es i n t he Uni t ed St at es and t he Uni t ed Ki ngdom wer e par t l y a domest i c
r esponse t o concer ns about t he i nf l at i onar y i mpact of hi gher oi l pr i ces .
Because of t he i ncr eased i nt er dependence i n t he wor l d economy, t hese hi gher
i nt er est r at es l ed t o unexpect ed i nt er nat i onal consequences . Thei r t hr eef ol d
i ncr ease i n t he f our year s t o 1980 i ncr eased si gni f i cant l y t he cost s of ser vi ci ng
debt and added i mpet us t o t he i nt er nat i onal debt cr i si s . The out come of t hi s
has been t o br i ng about a f ar bi gger t r ansf er of power t o t he Thi r d Wor l d t han
was ever expect ed t o come about t hr ough gl obal negot i at i ons . The l ever age
t hat debt or s enj oy, because of t hei r capaci t y t o damage t he r eser ves of t he
West er n banki ng syst em i s f or mi dabl e . The I MF has r esponded by vot i ng t o
i ncr ease i t s quot as by 47 per cent , a dr amat i c depar t ur e f r om i t s pr evi ous
r ecor d . The I nt er - Amer i can Devel opment Bank al so r ecent l y vot ed t o i n-
cr ease i t s l endi ng by one- t hi r d . A nat ur al sequel t o t hi s woul d be a r evi si on of
I MF l oan condi t i ons t o t ake i nt o account i nt er nat i onal f act or s, t hat i s, t he i m-
pact of def l at i onar y pol i ci es i n devel opi ng count r i es on OECD expor t
mar ket s .

I n such a r api dl y evol vi ng economi c envi r onment , i t i s i nevi t abl e t hat our
anal yt i cal t ool s wi l l r equi r e r evi si ng and adapt i ng . Rat her t han succumbi ng t o
t he appeal of f ami l i ar and r eassur i ng concept s, one must move ahead t owar d a
mor e r eal i st i c concept ual i zat i on of t he pr obl ems and a mor e pr act i cal ap-
pr oach t o t hei r sol ut i ons . Thi s chapt er pr oposes economi c t ool s f or anal yzi ng
and managi ng changes i n t he wor l d economy . The r el at i onshi p bet ween
domest i c and i nt er nat i onal f act or s, and t hei r i mpact on t he evol ut i on of t he i n-
t er nat i onal economy, i s t he subj ect mat t er of t he chapt er .

The r emai nder of t hi s sect i on enumer at es t he i ssues t hat ar i se i n connec-
t i on wi t h t he f our t opi cs ment i oned above, i ndi cat i ng t he or i ent at i on of t he
anal ysi s, and t he gener al t hr ust of t he ar gument s . The r emai ni ng sect i ons ar e
concer ned wi t h anal yzi ng t he mai n i ssues i n det ai l and der i vi ng concl usi ons .
We begi n wi t h an over vi ew of t he macr oeconomi c si t uat i on of t he i ndust r i al
mar ket economi es, as a basi s f or t he anal ysi s of t he i nt er nat i onal economi c
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si t uat i on . I n par t i cul ar , we emphasi ze t he r el at i onshi p bet ween macr oeco-

nomi c pr obl ems and moder n i ndust r i al st r uct ur es i n t he i ndust r i al economi es .

The next sect i ons ar e t hen concer ned wi t h t he gr owt h of pr ot ect i oni smand t he

emer gence of managed t r ade, an eval uat i on of expor t - l ed st r at egi es and of ar -

mament t r ade, t he r ol e of t r ansf er s and of i nt er nat i onal f i nanci al i nst i t ut i ons,

and t he i ssue of r esour ce pr i ci ng . Each sect i on cont ai ns bot h an economi c

anal ysi s of t he mai n i ssues and an i ndi cat i on of t he pol i cy i mpl i cat i ons of t he

anal ysi s . The over al l concl usi ons ar e dr awn t oget her i n a f i nal sect i on, wher e

t hey ar e al so i l l ust r at ed by r ef er ence t o par t i cul ar exampl es .

FOUR MAI N TOPI CS

1 . Sever al f act or s under l i e t he r i se of pr ot ect i oni sm i n i ndust r i al coun-

t r i es . One i s t he r ecur r ence and i ncr easi ng sever i t y of r ecessi on and

unempl oyment , whi ch hi st or i cal l y have been associ at ed wi t h demands f or pr o-

t ect i on . Anot her i s t he changi ng st r uct ur e of i nt er nat i onal t r ade, i ncl udi ng t he

emer gence of newl y i ndust r i al i zed count r i es, whi ch l ed t o a new and i nt ense

compet i t i on i n f i el ds cent r al t o t he i ndust r i al economi es . Exampl es ar e t he

aut omobi l e and st eel i ndust r i es, whi ch ar e i mpor t ant sour ces of empl oyment ,

and of demand f or t he i nput s t o ot her i ndust r i es .

I t wi l l be ar gued t hat t he pr essur es f or pr ot ect i oni sm r epr esent i n par t a

f ai l ur e t o adj ust i ndust r i al st r uct ur es t o changes i n t he i nt er nat i onal economi c

envi r onment . To t he ext ent t hat t hi s del ays much- needed adj ust ment s i n i n

dust r i al st r uct ur e, pr ot ect i oni sm may har m t he i ndust r i al count r i es at l east as

much as t he expor t i ng count r i es . We shal l al so ar gue t hat even i f t her e wer e

r api d st r uct ur al adj ust ment i n t he i ndust r i al count r i es, an acr oss- t he- boar d

l i ber al i zat i on of t r ade woul d be nei t her a l i kel y event nor necessar i l y a

desi r abl e one . Tr ade pol i cy must be devel oped i n a mor e sel ect i ve and i n-

t egr at ed manner .

2 . I n vi ew of t he pr esent i nt er nat i onal economi c envi r onment , t her e i s

i ncr easi ng concer n about t he r ol e of expor t - l ed devel opment st r at egi es,

especi al l y t hose based on t he expor t s of t r adi t i onal l abor - i nt ensi ve com-

modi t i es f r om t he Sout h . I nt er nat i onal or gani zat i ons have emphasi zed

expor t - l ed pol i ci es i n r ecent year s, f r equent l y i n r esponse t o bal ance- of -

payment s def i ci t s i n devel opi ng count r i es, but al so as an over al l pol i cy r ecom-

mendat i on f or t he devel opment of t he Sout h . Thi s or i gi nat ed par t l y f r om t he

appar ent success of par t i cul ar devel opi ng count r i es t hat pur sued vi gor ous

expor t - l ed st r at egi es i n t he ear l y 1970s .

The economi c basi s f or expor t - l ed st r at egi es ar i ses f r om a par t i cul ar vi ew

of economi c devel opment and of t he i nt er nat i onal di vi si on of l abor , and f r om

a bel i ef i n t he need f or ext er nal " engi nes of gr owt h" f or devel opi ng count r i es .
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Bot h vi ews ar e bei ng quest i oned at pr esent . I n addi t i on, cor r el at i ons have
been f ound bet ween commodi t y expor t ear ni ngs and ar mament s i mpor t s, and
t hese al so r ai se doubt s about expor t - l ed st r at egi es . We shal l di scuss t he l i mi t a-
t i ons of expor t - l ed pol i ci es and t he possi bl e al t er nat i ves . A gener al endor se-
ment cannot be gi ven t o one of t he obvi ous al t er nat i ves, i mpor t subst i t ut i on,
as mor e sel ect i ve st r at egi es ar e needed . We shal l anal yze t he ext ent t o whi ch
domest i c r at her t han i nt er nat i onal mar ket s can be vi ewed as i nt er nal engi nes
of gr owt h f or t he devel opment of t he Sout h .

3 . Fol l owi ng a l ong per i od of i nexpensi ve ener gy, t he emer gence of
ener gy const r ai nt s i n i ndust r i al count r i es has under l i ned t he i mpor t ance of
t r ade and pr i ci ng pol i ci es f or ext r act i ve r esour ces . For t he l ast decade, t hese
pol i ci es have been a maj or pol i cy concer n of i ndust r i al and devel opi ng coun-
t r i es . Fur t her mor e, because of uneven pat t er ns of consumpt i on and en-
dowment s, exhaust i bl e r esour ces have emer ged as a cent r al i ssue i n Nor t h-
Sout h t r ade .

Tr adi t i onal l y t he pr i ci ng of ext r act i ve r esour ces has been seen as a sour ce
of Nor t h- Sout h conf l i ct . However , t he changes i n t he pr i ce of oi l have- f or ged a
st r ong i nt er dependence bet ween t he Nor t h and t he Sout h, bot h i n r eal and i n
f i nanci al mar ket s . Because of t hi s, t her e i s at pr esent mor e communi t y of i n-
t er est bet ween i mpor t er s and expor t er s t han i s gener al l y under st ood .
Economi c anal ysi s can subst ant i at e t hi s bot h i n t heor et i cal and empi r i cal
t er ms, pr ovi di ng a mot i vat i on f or suggest i ng cooper at i ve pr i ci ng pol i ci es f or
ext r act i ve r esour ces . We shal l di scuss t hi s suggest i on i n l i ght of t he i mpact of
r esour ce pr i ces on t he macr oeconomy of t he i mpor t i ng r egi on . I n addi t i on,
t he r ecent exper i ence of t he i mpact of oi l expor t s on economi es such as
Mexi co, Venezuel a, and Ni ger i a r uns count er t o convent i onal wi sdom. Thi s
under scor es t he need f or car ef ul coor di nat i on of i nt er nat i onal and domest i c
pol i ci es .

4 . The i ssue of Nor t h- Sout h t r ansf er s has been di scussed f or many year s
i n t he i nt er nat i onal devel opment communi t y, wher e i t has r epr esent ed a cor -
ner st one of ef f or t s t o r educe Nor t h- Sout h weal t h di f f er ent i al s . However , t her e
has been a consi st ent downwar d t r end i n such t r ansf er s i n r ecent year s, so t hat
t hey ar e cur r ent l y not meet i ng even hal f t he mi ni mumUN t ar get s . Fur t her -
mor e, i n vi ewof t he r ecessi on i n i ndust r i al count r i es, t he i ssue of Nor t h- Sout h
t r ansf er s pr esent l y l acks i mmedi acy .

Devel opi ng count r i es have on aver age sust ai ned hi gher gr owt h r at es and
savi ngs r at es t han i ndust r i al count r i es i n t he l ast decade : Thei r i nvest ment
has been f i nanced i n par t by capi t al i nf l ows, l ar gel y f r om r ecycl ed OPEC
sur pl uses, l eadi ng t o an accumul at i on of f or ei gn debt . The subsequent r i se i n
i nt er est r at es i n t he Uni t ed St at es and t he Uni t ed Ki ngdomand t he decl i ne i n
t hei r expor t mar ket s gr eat l y i ncr eased t he bur den of t hi s debt at t he t ur n of
t he decade, l eadi ng t o wi despr ead concer n about t he sust ai nabi l i t y of t hese
debt s .

Ther e have been di scussi ons of t empor ar y l i qui di t y i nst r ument s t o ai d

devel opi ng count r i es wi t h l ar ge f or ei gn debt s . Thi s measur e woul d i n a sense

subst i t ut e f or t r ansf er s, r epr oduci ng at l east t empor ar i l y t he weal t h ef f ect s t o

be expect ed f r om Nor t h- Sout h t r ansf er s . The shor t age of l i qui di t y i n t he wor l d

economy i s i ndeed one of t he most i mpor t ant concer ns of t he i nt er nat i onal

busi ness communi t y at pr esent , and one t hat i s of t he ut most i mpor t ance t o

maj or i nt er nat i onal f i nanci al i nst i t ut i ons . However , i t wi l l be ar gued t hat t he

ef f ect s of ai d or of l i qui di t y measur es must be vi ewed wi t hi n t he l ar ger cont ext

of i nt er nat i onal mar ket s . Thei r event ual i mpact on mar ket pr i ces may r un

cont r ar y t o t he expect ed ef f ect s of wel l - i nt ent i oned pol i ci es, unl ess t he

t r ansf er s ar e associ at ed wi t h pr oduct i vi t y i ncr eases i n cer t ai n sect or s of t he

Sout her n count r i es .

A MACROECONOMI C OVERVI EW
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Thi s sect i on i s concer ned wi t h t he r ecur r ence and i ncr easi ng sever i t y of

r ecessi on i n t he OECD count r i es, and i n par t i cul ar wi t h t he r ol e of t he t wo oi l

pr i ce shocks of t he 1970s .

I t i s convent i onal wi sdom t hat oi l pr i ce i ncr eases wer e t he mai n f act or i n

i ni t i at i ng and t hen i n per pet uat i ng t he r ecessi on i n i ndust r i al economi es : Bot h

Keynesi ans and monet ar i st s have hel d oi l pr i ces r esponsi bl e f or t he poor per -

f or mance of t hei r economi c r ecommendat i ons . Keynesi ans at t r i but ed t o

hi gher oi l pr i ces t he wor seni ng t r ade- of f bet ween i nf l at i on and unempl oy-

ment , and t he consequent f ai l ur e of demand management t o cope wi t h st agf l a-

t i on . Monet ar i st s have at t r i but ed t o hi gh oi l pr i ces t he undue sever i t y of t he

r ecessi on t hat t hei r pol i ci es pr oduced i n or der t o r educe i nf l at i on . What ever

t he case, hi gher oi l pr i ces have cer t ai nl y i l l umi nat ed t he di sagr eement s be-

t ween t he t wo school s, and have al so cal l ed at t ent i on t o t hei r i nadequaci es .

The l ast f ew year s have seen mor e di sagr eement and di sar r ay i n

macr oeconomi cs t han any ot her t i me i n t he post war per i od .

Obvi ousl y t he macr o i mpact of oi l pr i ces i s an i ssue t hat demands car ef ul

at t ent i on . The cl ai m t hat hi gher oi l pr i ces ar e l ar gel y r esponsi bl e f or ei t her

st agf l at i on or r ecessi on i n f act r uns count er t o most empi r i cal evi dence on t he

macr oeconomi c i mpact of ener gy pr i ces . Thi s evi dence suggest t hat hi gher

ener gy pr i ces have been at most a maj or cont r i but or y f act or t o t he economi c

sl owdown i n i ndust r i al count r i es . St udi es car r i ed out on OECD dat a and

economet r i c model s suggest t hat t he ef f ect of t he 1973 oi l pr i ce i ncr ease on

OECDGNP was a r educt i on of at most 2 per cent , wi t h an associ at ed l ong- r un

pr i ce i ncr ease of about 6 per cent . The same st udy i ndi cat es t hat t he 1979- 80

pr i ce i ncr ease cont r i but ed l ess t o t he subsequent r ecessi on t han di d t he r est r i c-

t i ve monet ar y pol i ci es i mpl ement ed at t hat t i me . ' These f i ndi ngs ar e consi s-

t ent wi t h t hose of a number of ot her st udi es car r i ed out i ndependent l y at
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r esear ch i nst i t ut i ons i n t he Uni t ed St at es . 2 For exampl e, f undament al changesi n t he economi c per f or mance of t he Uni t ed St at es ar e gener al l y agr eed t o have
begun ar ound 1968, f i ve year s bef or e t he f i r st oi l pr i ce shock . 3 Yet i t i s t hese
changes, especi al l y i n i nvest ment and pr oduct i vi t y gr owt h, t hat ar e bel i eved t o
under l i e t he pr esent r ecessi on i n t hat count r y . Of cour se, moment um wa s
added by t he event s of 1973 .

Anot her i t emof evi dence r unni ng count er t o t he suggest i on of a pr edomi -
nant r ol e f or oi l pr i ces i s t he dur at i on of t he r ecessi on . I t wi l l cl ear l y l ast t en
year s beyond t he i ni t i al shock, al t hough oi l pr i ces i n r eal t er ms have now f al l en
back ver y subst ant i al l y f r om t hei r peak . I ndeed, t he sever i t y of t he r ecessi on
has act ual l y i ncr eased j ust as oi l pr i ces have decl i ned shar pl y . Anot her poi nt
agai nst a r eal l y si gni f i cant r ol e f or oi l pr i ces i n causi ng t he pr esent r ecessi on i s
t hat t he t ot al val ue of oi l i mpor t s of OECDcount r i es i s a ver y smal l pr opor t i on
of GNP. For i nst ance, i n t he Uni t ed St at es t hey amount ed i n 1981 t o l ess t han
2 per cent of GNP. 4 I t i s di f f i cul t t o bel i eve t hat a pr i ce r i se i n t hi s i nput coul d
be si ngl y r esponsi bl e f or t he wor st r ecessi on si nce t he 1930s . The f or mal
economet r i c st udi es ci t ed above have conf i r med t hese ar gument s, suggest i ng
t hat onl y a smal l par t of t he change i n t he economi c envi r onment i n t he i n-
dust r i al count r i es can be at t r i but ed t o ener gy pr i ce movement s . The bi ggest
i mpact of ener gy pr i ce i ncr eases seems t o have been t o r edi st r i but e pr of i t s
f r om t he nonener gy t o t he ener gy sect or s, and so t o al t er t he pat t er n of i nvest -
ment . '

Ther e i s gener al agr eement t hat i nsof ar as oi l pr i ces cont r i but ed t o t he
r ecessi on, t hey di d so by t he speed of t hei r change, r at her t han by t he l evel
r eached i n 1973 . Two decades of l ow and f al l i ng oi l pr i ces l ed t o i nef f i ci ent
pat t er ns of ener gy use, t o t he devel opment of t echnol ogi es t hat wer e cl ear l y us-
i ng ener gy i nappr opr i at el y gi ven t he l ong- r un suppl y- demand bal ance, and t o
i nadequat e i nvest ment i n al t er nat i ve ener gy sour ces . Thi s made t he oi l - usi ng
count r i es par t i cul ar l y vul ner abl e t o a change i n t he r el at i ve pr i ce of ener gy, a
change t hat was made possi bl e i n par t by t he hi gh and ver y i nel ast i c l evel s of
demand i n i ndust r i al count r i es i n t he ear l y 1970s . I n t hi s vi ew, t he pr obl em i s
t her ef or e t hat oi l pr i ces wer e t oo l ow f or a l ong per i od, and t hat t he er r or was
t hen cor r ect ed t oo r api dl y . fi Exper i ence si nce 1973 shows t hat t he capaci t y of
t he i ndust r i al economi es t o adj ust t hei r pat t er ns of ener gy use i n r esponse t o
changed r el at i ve f act or pr i ces i s i n f act ver y gr eat . However , such adj ust ment s
necessar i l y t ake a number of year s and r equi r e t hat mar ket pr i ces pr ovi de t he
cor r ect i ncent i ves . For exampl e, ener gy use per uni t of GNP i n t he Uni t ed
St at es has f al l en by 38 per cent over t he l ast decade, somet hi ng of a r ecor d i n
t er ms of pat t er ns of i nput changes . '

I f nei t her ener gy pr i ce i ncr eases nor convent i onal macr oeconomi c t heor i es
expl ai n sat i sf act or i l y t he devel opment of t he cur r ent si t uat i on, what ar e t he
al t er nat i ves? We ar gue t hat i mpor t ant changes i n i ndust r i al st r uct ur e have
made t he i ndust r i al economi es mor e vul ner abl e t o cumul at i ve r ecessi onar y
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t endenci es, and t hat t hese t endenci es have been r ei nf or ced by i nappr opr i at e

domest i c economi c pol i ci es . I n par t i cul ar , we ar gue t hat t he gr owt h of scal e

economi es i n pr oduct i on has made i ndust r i al nat i ons l ess economi cal l y st abl e,

and t hat t hi s i nst abi l i t y has been wor sened by r est r i ct i ve monet ar y pol i ci es . e

Al t hough t he i ncr eased i mpor t ance of scal e economi es i s gener al l y

acknowl edged, 9 t her e i s l i t t l e anal ysi s of what caused t hei r emer gence . Thi s

seems t o be r el at ed t o changes i n t echnol ogy and t o t he expansi on of mar ket s

i n t he post war per i od, t hr ough bot h economi c gr owt h and i ncr eased i nt er na-

t i onal t r ade . The unpr ecedent ed expansi on of mar ket s f or OECD pr oduct s i n

t he post war per i od coul d sust ai n new t echnol ogi es mor e ef f ect i vel y i f t hese

wer e or i ent ed t o l ar ge- scal e pr oduct i on .

I t has been r ecogni zed f or some t i me t hat scal e economi es i n pr oduct i on ar e

a maj or sour ce of pr oduct i vi t y gr owt h . I ndeed r ecogni t i on of t hei r benef i ci al i m-

pact can be t r aced back t o AdamSmi t h, wi t h hi s anal ysi s of t he r el at i onshi p bet -

ween ef f i ci ency, di vi si on of l abor , and t he ext ent of t he mar ket . However , i t

seems t hat as wel l as t hese benef i t s, t hey have cost s . They may make t he

economy mor e sensi t i ve t o i nt er est r at es, mor e vul ner abl e t o shocks, and r educe

i t s abi l i t y t o adj ust t o a changi ng envi r onment . The sensi t i vi t y t o i nt er est r at es

ar i ses because i ncr easi ng r et ur ns i ndust r i es ar e t ypi cal l y capi t al - i nt ensi ve, and

because t hei r pr of i t s r api dl y t ur n negat i ve as out put l evel s dr op . The

vul ner abi l i t y t o shocks ar i ses because scal e economi es can magni f y mi nor shocks

and l ead t o sel f - r ei nf or ci ng cycl es of expansi on or cont r act i on .

The expl anat i on l i es i n an i mpor t ant di f f er ence bet ween i ncr easi ng and

di mi ni shi ng r et ur ns . Adr op i n demand and out put wi l l r ai se pr oduct i vi t y and

l ower pr i ces i n t he convent i onal case of di mi ni shi ng r et ur ns . However , wi t h

i ncr easi ng r et ur ns i t does t he opposi t e . Adr op i n demand r ai ses cost s, t hus

f or ci ng up pr i ces and causi ng demand t o dr op even f ur t her , set t i ng i n mot i on

a sel f - r ei nf or ci ng downwar d cycl e . On t he ot her hand, an expansi on of de-

mand does t he opposi t e : I t r ai ses pr oduct i vi t y, l ower s cost s and pr i ces, and

st i mul at es f ur t her demand i ncr eases .

The ar gument t akes i t s si mpl i st f or m i n t he case of an i ndi vi dual i n-

dust r y, but t he ar gument i s easi l y gener al i zed t o t he whol e economy . Wi t h

scal e economi es i n pr oduct i on, aver age cost s of pr oduct i on f al l as out put l evel s

r i se and, conver sel y, aver age cost s r i se as out put f al l s . The r eason i s t hat l ar ge-

scal e pr oduct i on uses i nput s mor e ef f i ci ent l y t han smal l - scal e . I f , on t he ot her

hand, t he cl assi cal assumpt i on of di mi ni shi ng r et ur ns hol ds i n t he economy,

t hen t he opposi t e i s t r ue : aver age uni t cost s wi l l r i se wi t h out put and wi l l f al l

when out put i s cut back . Ther e i s nowsubst ant i al evi dence t hat cost s f al l wi t h

scal e, i n many i mpor t ant sect or s .

I n such a si t uat i on, consi der an i ni t i al equi l i br i um t hat i s di st ur bed by t he

l oss of compet i t i veness on t he par t of one f i r m. A nat ur al consequence i s t hat

t hi s f i r m' s mar ket shar e f al l s, and i t s out put cont r act s . Now, as out put con-

t r act s, cost s wi l l r i se because t he economi es of l ar ge scal e ar e r educed . Hence,
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t he compet i t i ve posi t i on of t hi s f i r m wor sens f ur t her , causi ng a f ur t her dr op i n
out put and a cycl e of f al l i ng out put and r i si ng cost s . By t hi s mechani sm, t hen
a mar ket equi l i br i um i n an economy wi t h f al l i ng cost s i s easi l y di st ur bed ; adecl i ne i n one f i r m' s posi t i on set s i n mot i on f or ces t hat wor sen t he decl i ne and
make i t cumul at i ve . However , under t he cl assi cal assumpt i on of di mi ni shi ng
r et ur ns, j ust t he opposi t e i s t r ue . A decl i ne i n a f i r m' s compet i t i ve posi t i on, by
cut t i ng back i t s out put , l eads t o a f al l i n i t s cost s and so r est or es some of t he
l ost compet i t i veness . Ther e ar e t her ef or e f or ces maki ng f or t he st abi l i t y of t he
i ni t i al equi l i br i um.

The above ar gument s show t hat a mar ket equi l i br i um i s r eadi l y di st ur bed
i f t her e ar e economi es of scal e . A l oss of compet i t i veness on t he par t of one
f i r m set s i n mot i on f or ces t hat r ei nf or ce t hat l oss . I n f act , t he ar gument i s qui t e
symmet r i c : I f one f i r ms gai ns an advant age over i t s compet i t or s- f or exam-
pl e, t hr ough an i nnovat i on- t hen by expandi ng i t s mar ket t hi s r educes t he
f i r m' s cost s f ur t her and r ei nf or ces t he or i gi nal gai n, enabl i ng i t t o move f ur -
t her ahead . Ther e ar e t hus t endenci es t hat r ei nf or ce a l ead and i ncr ease a l ag :
I f you get ahead of your compet i t or s, you move f ur t her ahead, but i f you get
behi nd, t hen you t r ai l mor e and mor e .

Si mi l ar ar gument s can evi dent l y be made at t he l evel of t he economy as a
whol e . Of cour se, t he anal ysi s i s a l i t t l e mor e compl ex i n t hi s case, as t he
economy wi l l t ypi cal l y consi st of a number of sect or s, onl y some of whi ch have
economi es of l ar ge- scal e pr oduct i on . However , i t i s gener al l y t he case t hat
goods pr oduced wi t h economi es of scal e- consumer el ect r oni cs and consumer
dur abl es, f or exampl e- ar e l eadi ng sect or s and ar e an i mpor t ant par t of t he
mar ket . They al so f ace demands t hat ar e hi ghl y i ncome- el ast i c, whi l e t he
di mi ni shi ng r et ur ns goods f ace demands wi t h l ower i ncome el ast i ci t i es .
Ther ef or e an economi c expansi on wi l l shi f t t he pat t er n of demand t owar d t he
i ncr easi ng r et ur n i ndust r i es . Thei r cost s and pr i ces f al l , l eadi ng t o a f ur t her
expansi on of t hei r demands, and a cycl e of sel f - r ei nf or ci ng gr owt h may
devel op .

Equal l y, a sel f - r ei nf or ci ng cont r act i on may occur i n r esponse t o a change
i n demand t hat decr eases demand i n t he i ncr easi ng r et ur ns t o scal e sect or .
Thi s coul d f or i nst ance be caused by r est r i ct i ve monet ar y pol i ci es . So at t he
aggr egat e macr oeconomi c l evel , expansi on, whet her due t o domest i c pol i ci es
or t o gai ns i n over seas mar ket s, becomes sel f - r ei nf or ci ng . Equal l y, cont r act i on
due ei t her t o r est r i ct i ve domest i c pol i ci es, or t o l oss of mar ket s t o f or ei gn com-
pet i t or s, can become cumul at i ve . The mai n sel f - cor r ect i ng r esponses of mar -
ket s wi t h di mi ni shi ng r et ur ns have been r emoved . The macr oeconomi c conse-
quences ar e di scussed bel ow. Br i ef l y, t hi s makes t he economy par t i cul ar l y
vul ner abl e t o a combi nat i on of st agnat i on and i nf l at i on and decr eases t he ef -
f ect i veness of t r adi t i onal ant i i nf l at i onar y pol i ci es . The i mpor t ant poi nt i s t hat
i f t he economy i s on a cont r act i onal pat h, t hen aver age pr oduct i vi t y f al l s i n t he
i ncr easi ng r et ur ns sect or , t hus r ai si ng i t s cost s . On t he ot her hand, r ecessi on
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wi l l l ower f act or pr i ces, especi al l y r eal wages, t endi ng t o l ower cost s . The net

i mpact of def l at i on on t he pr i ce l evel wi l l depend on t he bal ance bet ween t hese

t wo ef f ect s . The most l i kel y out come i s t hat ext r emel y sever e def l at i on wi l l be

needed t o r each pr i ce st abi l i t y, t hough t he out come coul d al so be a combi na-

t i on of i nf l at i on and r ecessi on .

Conver sel y, i f t he economy i s expandi ng, t hen aver age cost s f al l and

t her e i s a downwar d movement of pr i ces . So t he out come i s now gr owt h wi t h

	

.

pr i ce st abi l i t y . The cr uci al poi nt her e i s t hat wi t h economi es of scal e a cont r ac-

t i on, by maki ng pr oduct i on l ess ef f i ci ent , can gener at e an upwar d pr essur e on

cost s and so begi n an i nf l at i onar y pr ocess . Expansi on, however , t ends nat ur al -

l y t o r educe cost s .

The pol i cy i mpl i cat i ons of t hi s anal ysi s ar e qui t e i mmedi at e and ar e en-

t i r el y consi st ent wi t h r ecommendat i ons al r eady made by t he Uni t ed Nat i ons

f or r at her di f f er ent r easons . ' ° I nf l at i onar y pr essur es due t o cost i ncr eases ar i s-

i ng f r om a r ecessi on cannot r eadi l y be cur ed by t r adi t i onal def l at i onar y

pol i ci es . These pol i ci es, by r educi ng out put f ur t her and so l ower i ng ef f i ci ency

and r ai si ng cost s i n t he i ncr easi ng r et ur ns sect or , i n f act def eat some of t hei r

or i gi nal pur pose . Tr adi t i onal def l at i onar y pol i ci es wi l l t her ef or e i ncur al l of

t he usual soci al cost s of unempl oyment and wast ed r esour ces but may be of

l ess val ue t han expect ed i n r educi ng i nf l at i on .

I n f act , t her e ar e r easons t o suppose t hat t he soci al cost s of def l at i on may

be par t i cul ar l y hi gh i n i ndust r i es wi t h economi es of scal e . The r eason i s t hat

def l at i on i s associ at ed wi t h hi gh i nt er est r at es . I n t hi s case, i ndust r i es wi t h i n-

cr easi ng r et ur ns wi l l not cont r act cont i nuousl y as demand f al l s, but wi l l at

some st age shut down, t hr owi ng l ar ge number s of wor ker s ont o t he l abor

mar ket . " The onl y way of pr event i ng t hi s i s t o admi ni st er subsi di es t o keep

t hem i n oper at i on . Such si t uat i ons have cl ear l y ar i sen i n many OECD coun-

t r i es i n such i ndust r i es as st eel , aut omobi l es, coal , and ot her s .

Ther e i s anot her convent i onal ar gument f or def l at i on t hat i s al so i nval i d

i n t hi s cont ext , whi ch r el at es t o t he supposed ef f i ci ency gai ns f r om i ncr easi ng

t he compet i t i ve pr essur es under whi ch an economy oper at es . The t heor y i s

t hat t he r esul t i ng " shake- out " el i mi nat es i nef f i ci ency, so t hat i n t he l ong r un

t he compet i t i ve posi t i on of t he economy i s st r enght ened . Agai n, i t i s cl ear t hat

whi l e t her e may be some ef f i ci ency gai ns f r om such a pr ocess, t her e wi l l al so

be ef f i ci ency l osses f r om t he smal l er scal e of oper at i on, as economi es of l ar ge

scal e ar e f or egone . The r at i onal e f or r est r i ct i ve pol i ci es as a r esponse t o

st agf l at i on i s t hus ver y weak i ndeed i n moder n economi es wi t h l ar ge- scal e

t echnol ogi es . Not onl y ar e t he soci al cost s i n t er ms of unempl oyment ver y

hi gh, but such pol i ci es ar e of l i t t l e val ue i n r educi ng pr i ces or r ai si ng ef f i ci ency

i n i mpor t ant sect or s of t he economy . I f def l at i on i s pur sued by r est r i ct i ve

monet ar y pol i ci es, t hen t he r esul t ant hi gh i nt er est r at es may l ead t o bankr upt -

ci es among t he capi t al - i nt ensi ve sect or s of t he economy, unl ess t hese ar e-

subsi di zed .
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Ther e i s a posi t i ve si de t o t hi s anal ysi s, whi ch i s j ust t he conver se of t he
above. Appr opr i at e expansi onar y pol i ci es, f ocused on i ncr easi ng r et ur ns t o
scal e sect or s, wi l l not onl y r ai se out put and empl oyment but may al so r educe
i nf l at i onar y pr essur es gener at ed by hi gh aver age cost s . Such pol i ci es need,
however , t o be or i ent ed t owar d i ncr eased out put i n i ndust r i es wher e t her e ar e
scal e economi es, t hat i s, t ypi cal l y t o hi gh- t echnol ogy and mass- pr oduct i on i n-
dust r i es . What i s cal l ed f or i s sel ect i ve and bal anced expansi on of suppl y and
demand- f or exampl e, wi t h t ax i ncent i ves f or t he ext r a expendi t ur e t o be
di r ect ed t owar d par t i cul ar i ndust r i es .

Agener al expansi on of demand woul d meet t hese cr i t er i a onl y i f i ncr eas-
i ng r et ur ns goods had hi gher i ncome el ast i ci t i es of demand t han ot her s .
Usual l y one woul d need t o st eer t he ext r a expendi t ur es t owar d appr opr i at e

sect or s, usi ng di f f er ent i al r at es of sal es t ax by sect or , or choosi ng t o expand by
monet ar y r at her t han f i scal pol i ci es i f t he act i vi t y i n i ncr easi ng r et ur ns sect or s
wer e hi ghl y sensi t i ve t o i nt er est r at es . I n pr act i ce, t he sect or s wi t h t he most
scope f or cost r educt i on vi a out put expansi on appear t o be manuf act ur er s of

el ect r i c and el ect r oni c equi pment , manuf act ur er s of chemi cal s and al l i ed pr o-
duct s, and t r anspor t at i on and communi cat i on. "

PROTECTI ONI SMANDMANAGEDTRADE

The r ecent r ecessi on i n t he i ndust r i al count r i es has been t he wor st si nce

t he Gr eat Depr essi on of t he 1930s, I n r esponse t o unempl oyment and t he

decl i ne i n compet i t i veness of t r adi t i onal i ndust r i es, i ndust r i al count r i es have

sought t o pr ot ect t hese i ndust r i es f r om i nt er nat i onal compet i t i on . Onl y i n a

r el at i vel y f ew cases has t hi s t aken t he f or m of expl i ci t t ar i f f s or quot as .
' 3

Mor e

of t en, t her e have been i nf or mal agr eement s t o r est r i ct compet i t i on- f or exam-

pl e, i nf or mal l i mi t s on t he number of Japanese car s i mpor t ed i nt o t he Uni t ed

Ki ngdom and t he suggest ed har moni zat i on of t he pr i ces of f ood expor t s f r om

Eur ope and t he Uni t ed St at es . These ar e somet i mes r ef er r ed t o as " or der l y

mar ket i ng ar r angement s" and ar e j ust i f i ed as ways of ensur i ng " f ai r compet i -

t i on . "

I n many cases t hese concer ns do l i t t l e mor e t han gi ve a veneer of r espec-

t abi l i t y t o a t r adi t i onal pr ot ect i oni st l obby . However , t hi s shoul d not obscur e

t he subst ant i ve i ssues at st ake her e . A gener al anal yt i cal cont ent can be gi ven

t o t hese i ssues of f ai r or unf ai r compet i t i on and of or der l y t r ade . But bef or e go-

i ng any f ur t her we shoul d not e t hat t r ade pol i ci es have many aspect s and can-

not be measur ed by a si ngl e number descr i bi ng mor e or l ess l i ber al i zat i on . "

Di f f er ent sect or s may j ust i f y ver y di f f er ent t r ade pol i ci es, and a count r y wi t h a

smal l number of subst ant i al but car ef ul l y sel ect ed t r ade r est r i ct i ons may i n f act

i nt egr at e wi t h t he i nt er nat i onal economi c syst em bet t er t han one wi t h a

uni f or ml y l ow l evel of r est r i ct i ons or wi t h none at al l .
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We shal l t her ef or e di f f er ent i at e shar pl y bet ween managed t r ade and pr o-

t ect i oni sm, t he f i r st bei ng a mor e const r uct i ve t r ade pol i cy . We shal l f ocus on

t he i mpl i cat i ons of managed t r ade f or economi es wi t h i ncr easi ng r et ur ns and

show t hat whi l e pr ot ect i oni smpr event s speci al i zat i on, managed t r ade may i n

some cases encour age i t .

However , we shal l al so di st i ngui sh t he desi r abi l i t y of i nt er nat i onal

speci al i zat i on under di f f er ent ci r cumst ances, t aki ng i nt o account not j ust t he ,

suppl y ef f i ci ency but al so t he demand pat t er ns gener at ed . Because of di sl oca

t i ons i n suppl y and demand, speci al i zat i on may l ead t o per si st ent t r ade i m-

bal ances, and i n some cases t o wel f ar e l osses . I t i s si mpl y not t r ue t hat ef f i ci ent

oper at i on of a wor l d economy wi t h i ncr easi ng r et ur ns means a r et ur n t o a

Nor t h- Sout h di vi si on of l abor wher e t he Nor t h speci al i zes i n capi t al - i nt ensi ve

and t he Sout h i n l abor - i nt ensi ve pr oduct i on . We shal l ar gue t hat t hi s

somewhat dat ed vi si on can l ead onl y t o per si st ent t r ade i mbal ances and i n-

cr ease t he cost s of adj ust ment s t o t he evol vi ng i nt er nat i onal economy . I n so

doi ng, we expl or e t he ext ent t o whi ch expor t s of l abor - i nt ensi ve pr oduct s hel p

or i nhi bi t t he devel opment of i ncr easi ng r et ur n sect or s wi t hi n t he Sout h .

Fi nal l y, we consi der t he i ssue of st r uct ur al change i n moder n i ndust r i al _

economi es and r el at e t hi s t o economi es of scal e and t he need f or managed

t r ade .

We shal l now t ur n t o t he i ssues of or der l y t r ade and f ai r compet i t i on .

Ther e i s obvi ousl y some conf usi on i n t he use of t he t er m " unf ai r

compet i t i on . " I t i s t ypi cal l y used t o r ef er t o l owpr i ces of i mpor t s t hat compet e

wi t h domest i c pr oduct i on, " wi t h a cl ear i mpl i cat i on t hat l ow i mpor t pr i ces

r epr esent a pr obl em. Yet i n t he case of ext r act i ve r esour ces, t he pr obl em i s

wi del y seen as one of i mpor t pr i ces bei ng t oo hi gh . ' , I t i s not a pr i or i i m-

medi at el y cl ear why i n t he case of some i mpor t s hi gh pr i ces const i t ut e a pr ob-

l em, whi l e i n t he case of ot her s i t i s l ow pr i ces t hat const i t ut e a pr obl em. Cer -

t ai nl y one cannot j ust i f y t hi s di st i nct i on on t he gr ounds t hat wher easJapanese

car s compet e wi t h domest i c pr oduct i on, OPEC oi l does not - f or bot h i n t he

Uni t ed Ki ngdom and t he Uni t ed St at es, oi l i mpor t s compet e wi t h domest i c

pr oduct i on, and i n al l i ndust r i al count r i es t hey compet e wi t h domest i c coal

pr oduct i on . I ndeed, t hr ough t he pr ocess of f act or subst i t ut i on, oi l i mpor t s al so

compet e wi t h domest i c capi t al and l abor . Low oi l pr i ces l ead t o mor e oi l -

i nt ensi ve t echnol ogi es, whi ch use l ess domest i c capi t al and l abor t han ot her -

wi se .

I t i s cl ear , t hen, t hat we cannot ext r act an i mpl i ci t def i ni t i on of unf ai r

pr i ci ng f r om cur r ent usage, t hough we not e f or t he r ecor d t hat t he f act t hat i m-

por t pr i ces may appar ent l y be " t oo hi gh" or " t oo l ow" does suggest t hat

t her e may be an i nt er medi at e opt i mal r ange . Thi s i s an i ssue t hat we shal l

r et ur n t o i n our di scussi on of r esour ce pr i ci ng . Over al l , i t i s evi dent t hat f ai r

compet i t i on and or der l y t r ade cannot be char act er i zed onl y by t he l evel of i m-

por t pr i ces, but t hat t hey must be r el at ed t o whet her t he t r ade and pr i ci ng
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pat t er ns ar e i n some sense conduci ve t o macr oeconomi c ef f i ci ency . We t ur n
next t o t hi s i ssue .

A usef ul way of appr oachi ng t hi s i s t o consi der t he i mpact of economi es
ofscal e on pat t er ns of t r ade and on t he di st r i but i on of gai ns f r om t r ade . Tr adi -

t i onal t r ade t heor y assumes const ant or di mi ni shi ng r et ur ns t o scal e i n pr oduc-
t i on, and t hi s deni es t he possi bi l i t y t hat l ar ge- scal e pr oduct i on may be mor e
ef f i ci ent t han smal l - scal e . I n f act , l ar ge- scal e pr oduct i on cl ear l y i s mor e ef f i -
ci ent i n many f i el ds t hat ar e i mpor t ant i n i nt er nat i onal t r ade : aut omobi l es,
comput er s, and st eel pr ovi de obvi ous exampl es . I n each case t her e ar e r easons
why l ar ge- scal e pr oducer s may be mor e ef f i ci ent t han smal l . These may be
pur e t echnol ogi cal , as i n t he case of st eel , or t hey may der i ve f r om t he hi gh
f i xed cost s of r esear ch and devel opment , as i n t he case of comput er s, or t hey
may be par t l y manager i al and or gani zat i onal , as wi t h aut omobi l es . I n any
event , neocl assi cal t r ade t heor y assumes away al l such ef f ect s, and t hi s i s a
cr uci al st ep i n i t s abi l i t y t o der i ve t he wel l - known pr oposi t i ons about gai ns
f r om t r ade and t he di st or t i onar y ef f ect s of t ar i f f s and quot as . However ,
r esumi ng away scal e economi es i n pr oduct i on l i mi t s consi der abl y t he ap- ,
pl i cabi l i t y of t hi s t heor y .

I f one admi t s t hese mor e gener al cases of r et ur ns t o scal e, t he usual con-
cl usi ons about t he gai ns f r om unr est r i ct ed t r ade must be heavi l y qual i f i ed . I n
par t i cul ar , a concept of " or der l y t r ade" emer ges nat ur al l y, as t her e ar e condi -
t i ons under whi ch act i ve management of t r ade f l ows i s needed t o ensur e t hat
al l count r i es gai n . Wi t hout such management , al l of t he gai ns f r om t r ade may
accr ue t o j ust one t r adi ng par t ner , wi t h t he ot her s possi bl y bei ng net l oser s .
Thi s act i ve management of t r ade f l ows t ypi cal l y i nvol ves car ef ul l y coor di nat ed
l i mi t s on i mpor t s or expor t s . Thi s pr ovi des a f r amewor k wi t hi n whi ch one can
eval uat e al t er nat i ve t r ade pol i ci es and f i nd some anal yt i cal equi val ent s t o such
phr ases as " undue mar ket penet r at i on" or " unf ai r compet i t i on . " "

What happens i s t hat wi t h scal e economi es i n pr oduct i on, t her e may be
no pr i ces at whi ch al l par t ner s gai n f r om t r ade and at whi ch t r ade al so
bal ances, even i f pr i ces ar e f ul l y f l exi bl e and mar ket s per f ect l y compet i t i ve .
Scal e economi es i n pr oduct i on i mpl y t hat pr i ce adj ust ment s may not be abl e t o
bal ance suppl y and demand . 18 The concl usi on i s t hat i f t her e exi st pr i ces at
whi ch bot h t r adi ng count r i es can gai n, we may need a " vi si bl e hand" t o en-
sur e t hat t r ade wi l l al so bal ance .

Thi s ar gument bear s a l i t t l e el abor at i on . Consi der t wo count r i es and t wo
pr oduced goods, each of whi ch i s manuf act ur ed under condi t i ons of
economi es of scal e . Then each count r y pr oduces most ef f i ci ent l y by speci al i z-
i ng i n one good and meet i ng i t s needs f or t he ot her by t r ade . I f each count r y
wer e t o pr oduce al l of i t s r equi r ement s of bot h pr oduct s, t hi s woul d l ead t o
smal l er - scal e and l ess- ef f i ci ent pr oduct i on . Pr oduct i ve ef f i ci ency t hus seems t o
i mpl y speci al i zat i on and t r ade, wi t h each count r y expor t i ng t he good i n whi ch
i t speci al i zes and i mpor t i ng t he ot her . However , t hi s negl ect s i mpor t ant
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economi c i ssues . The suppl y pr ovi ded by i ndust r i es wi t h economi es of scal e

cannot al ways var y as smoot hl y as demand i n r esponse t o pr i ce changes . Fi r ms

wi l l i nst ead swi t ch f r om l ar ge- t o smal l - scal e pr oduct i on abr upt l y as pr i ces

change, and t hi s may make i t i mpossi bl e t o get pr eci sel y t he out put s needed t o

meet demand . The mar ket wi l l shi f t abr upt l y f r om excess demand t o excess

suppl y, wi t h no i nt er medi at e mar ket cl ear i ng posi t i on, or wi l l r emai n at a

poi nt of mar ket di sequi l i br i um. 19 An exampl e of t hi s i s gi ven by t he t r adi ng

r el at i onshi ps bet ween Japan and t he Uni t ed St at es . Thi s i s char act er i zed by a

per si st ent excess suppl y f r omJapan i n an i ncr easi ng r et ur ns t o scal e sect or ,

namel y of pr oduct i on . Anot her i nst ance woul d be t he excess demand f or i n-

dust r i al goods t hat ar e expor t ed f r om i ndust r i al t o devel opi ng count r i es and

pr oduced under i ncr easi ng r et ur ns . Ameasur e of t hi s excess demand woul d

be t he per si st ent bal ance- of - payment s def i ci t s of t he i mpor t er s .

We have now expl ai ned t he need f or t he management of t r ade i n econom-

i es wi t h i ncr easi ng r et ur ns . The next st ep i s t o showhow t hi s di f f er s f r om pr o-

t ect i oni sm, and what managed t r ade means i n a Nor t h- Sout h cont ext .

The f i r st st ep i s easi er . Pr ot ect i oni sm i s desi gned speci f i cal l y t o pr event

speci al i zat i on t hat woul d nat ur al l y occur as a r esul t of mar ket f or ces . An ex-

ampl e i s t he mul t i f i ber agr eement , whi ch seeks t o r ever se t he t r end t owar d t he

speci al i zat i on of t he i ndust r y i n devel opi ng count r i es t hat pr esumabl y of f er

bet t er pr i ces and pr oduct s . Thi s agr eement at t empt s t o pr event speci al i zat i on .

Less expl i ci t pol i ci es of t hi s sor t exi st i n ot her i ndust r i es such as st eel and

var i ous l i ght manuf act ur es .

I n cont r ast , managed t r ade woul d seek t o pr omot e over al l ef f i ci ency,

whi ch i n cer t ai n cases may r equi r e mor e r at her t han l ess speci al i zat i on, and an

appr opr i at e i ndust r i al pol i cy t o phase out obsol et e par t s of t he i ndust r y . An

exampl e, i s t he Eur opean pol i cy t owar d st eel , wher e appr opr i at e i ncent i ves

ar e of f er ed t o ease t he phasi ng out of pl ant s i n sect or s of t he i ndust r y t hat have

a l ar ge mi ni mumef f i ci ent scal e of oper at i on and cannot compet e wi t h Tai wan

or Kor ea, whi l e encour agi ng i nst ead t he pr oduct i on of mor e speci al i st pr o-

duct s . Thi s shows cl ear l y t he di f f er ence bet ween managed t r ade and pr ot ec-

t i oni sm. I t al so i l l ust r at es t he f act t hat managed t r ade pol i ci es cannot be f or -

mul at ed i n i sol at i on f r omot her i ndust r i al pol i ci es . I ndeed, t he management of

t r ade shoul d be seen as an ext ensi on of i ndust r i al pol i cy t o t he i nt er nat i onal

ar ena .

We now t ackl e t he i ssue of managed t r ade i n a Nor t h- Sout h cont ext . The

st at ement s made so f ar about t he desi r abi l i t y of speci al i zat i on wi t h i ncr easi ng

r et ur ns ar e not necessar i l y appl i cabl e t o Nor t h- Sout h t r ade . Even i f speci al i za

t i on coul d be managed so as t o pr event t r ade i mbal ances, a f undament al asym-

met r y bet ween t he t r ader s may r ender our pr evi ous ar gument s i nappl i cabl e .

I n Nor t h- Sout h t r ade we of t en see an i ncr easi ng r et ur ns pr oduct bei ng t r aded f or

a decr easi ng r et ur ns pr oduct . A t ypi cal exampl e i s t he t r ade of i ndust r i al goods,

whi ch ar e of t en pr oduced under i ncr easi ng r et ur ns, f or l abor i nt ensi ve
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manuf act ur er s or pr i mar y pr oduct s . Because of t hi s f undament al asymmet r y
t he management of t r ade may t ake a qui t e di f f er ent f or m, and i ndeed

may
r ecommend agai nst many f or ms of speci al i zat i on i n Nor t h- Sout h t r ade . We
shal l di scuss t hi s next .

Ahi gher t r ade vol ume i ncr eases t he ef f i ci ency of t he expor t er wi t h i ncr eas -
i ng r et ur ns and t he pr oduct i vi t y of i t s l abor , t hus l eadi ng t o domest i c gai ns

f r om
expor t s . At t he i nt er nat i onal l evel , t hi s expor t er wi l l al so gai n i f t he hi gher
vol ume of t r ade br i ngs i t hi gher r evenues . Whet her or not t hi s wi l l happ

en
depends, of cour se, on t he r el at i ve pr i ces of t he t wo goods t r aded .

We may t hi nk a pr i or i t hat t he pr i ces of t he i ncr easi ng r et ur ns pr oduct
wi l l

f al l , and t hose of t he decr easi ng r et ur ns pr oduct s r i se, wi t h t he expansi on
of

t r ade . Thi s woul d l ead t o an i mpr ovement i n t er ms of t r ade of t he Sout h.
However , qui t e t he opposi t e may happen .

I t has been est abl i shed t hat t he t er ms of t r ade of a r egi on expor t i ng a
decr easi ng or const ant r et ur n t o scal e pr oduct wi l l wor sen as expor t s expand,
i f l abor i s ver y abundant and i t s t echnol ogi es dual i st i c . Thi s poi nt i s devel oped
i n det ai l i n t he next sect i on . Thi s dr op i n pr i ces as expor t s expand can be
mi st akenl y at t r i but ed t o l ower cost s due t o i ncr easi ng r et ur ns but i s i n f act a
r at her di f f er ent phenomenon . What causes t he dr op i n pr i ces i s not hi gher pr o-
duct i vi t y, but r at her l ower out put and l ower wages i n t he Sout h. An expan-
si on of expor t s f r om t he Sout h may be possi bl e onl y wi t h a r educt i on i n
domest i c out put , whi ch causes i n t ur n a sever e r est r i ct i on of domest i c con-
sumpt i on and makes mor e sur pl us avai l abl e t o t he i nt er nat i onal mar ket .

As a mat t er of f act , Ar t hur Lewi s' s model of devel opment
' 0

wi l l al so
pr edi ct t hat t r ade expansi on wi l l cause a dr op i n t he Sout h' s t er ms of t r ade, i n
a si t uat i on wher e t he Nor t h t r ades an i ncr easi ng r et ur ns good f or a decr easi ng
r et ur ns pr oduct f r om t he Sout h . He det er mi nes t he r el at i ve pr i ces of t he
t r aded pr oduct s by t he f act or i al t er ms of t r ade, whi ch i s t he r at i o of l abor pr o-
duct i vi t y i n t he t wo r egi ons . I ncr eased t r ade i n t hese ci r cumst ances al ways i m-
pr oves t he Nor t h' s f act or i al t er ms of t r ade, because i t i mpr oves i t s r el at i ve

pr oduct i vi t y .

Under t hese ci r cumst ances, not hi ng coul d be mor e i nef f i ci ent f or t he
Sout h t han speci al i zi ng f ur t her i n l abor - i nt ensi ve expor t s . Any f or m of
managed t r ade t hat seeks over al l ef f i ci ency wi l l advi se agai nst speci al i zat i on i n

such cases . I t shoul d be not ed t hat when t echnol ogi es ar e mor e homogeneous

or l abor mor e ski l l ed and l ess abundant , speci al i zat i on no l onger has t he

negat i ve i mpact s descr i bed above. Thi s i l l ust r at es once agai n t he i mpor t ance

of t he coor di nat i on of domest i c and i nt er nat i onal pol i ci es and exhi bi t s r at her

st r i ki ngl y how an opt i mal management of t r ade wi l l depend on t he

char act er i st i cs of t he t r adi ng r egi ons .

Havi ng di scussed t he i ssue of managed t r ade, and i t s i mpl i cat i ons i n a

Nor t h- Sout h cont ext , we now t ur n t o our f i nal t opi c i n t hi s sect i on : t he di f -

f i cul t i es i n st r uct ur al adj ust ment i n moder n i ndust r i al economi es . I t has
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al r eady been not ed t hat such di f f i cul t i es ar e at t he r oot of many cur r ent

n, acr oeconomi c pr obl ems . The connect i on bet ween t r ade i mbal ance and i n-

adequat e st r uct ur al f l exi bi l i t y i s t hat bot h st em i n par t f r om economi es of scal e

i n
pr oduct i on . Wi t h scal e economi es, i t i s onl y when oper at i ng at hi gh out put

l evel s t hat a f i r m i s ef f i ci ent and pr oduct i ve . I n t hi s case, i t becomes i mpossi -

bl e t o ensur e t he gr adual cont r act i on of decl i ni ng i ndust r i es and t he gr adual

expansi on of t hei r successor s .

The di f f i cul t y ar i ses because pr oduct i vi t y i ncr eases wi t h t he scal e of oper a-

t i on. Thi s means t hat once an i ndust r y i s uncompet i t i ve and unpr of i t abl e, any

cont r act i on wi l l r educe i t s pr oduct i vi t y and make i t s posi t i on det er i or at e f ur t her .

But cont r act i on i s a nat ur al consequence of an uncompet i t i ve posi t i on, so t hat

t her e i s a vi ci ous ci r cl e of decl i ne her e . Loss of compet i t i ve posi t i on l ead: ; t o con-

t r act i on, whi ch l eads t o f ur t her l oss of compet i t i ve posi t i on, and so or . Onl y

t hr ough expansi on coul d t he f i r m br eak out of t hi s cycl e, but expansi on i s em-

phat i cal l y not a nat ur al consequence of l oss of compet i t i veness . Thi s r equi r es

some " vi si bl e hand" encour agement t o t he mar ket f or ces because of t he r i sks

i nvol ved and t he publ i c good aspect s of t he pr obl em. 21

Thi s shoul d be cont r ast ed wi t h t he t r adi t i onal case of di mi ni shi ng r et ur ns

and di seconomi es of l ar ge- scal e oper at i ons . I n t hi s case, pr oduct i vi t y ar i ses as

out put i s cut back, and as t he di seconomi es of l ar ge scal e ar e avoi ded . An un-

compet i t i ve i ndust r y wi l l nat ur al l y r educe i t s scal e and t her eby r ai se i t s pr o-

duct i vi t y and r est or e i t s compet i t i ve posi t i on . A l oss of compet i t i veness

t her ef or e set s i n mot i on f or ces t hat t end t o compensat e f or t hi s, and t o r est or e

t he or i gi nal posi t i on, r at her t han f or ces t hat l ead t o cumul at i ve decl i ne . I n t he

one case wi t h di mi ni shi ng r et ur ns, i ndust r i al st r uct ur es have a degr ee of i n-

her ent st abi l i t y and wi l l change smoot hl y . I n t he ot her case wi t h i ncr easi ng

r et ur ns, t hey may be i nnat el y unst abl e and r espond er r at i cal l y t o changes i n

t he economi c envi r onment .

I t emer ges, t hen, t hat pr obl ems of per si st ent t r ade i mbal ance of st r uc-

t ur al adj ust ment ar e bot h r el at ed i n t hei r or i gi ns t o changes i n t echnol ogy t hat

have l ed t o t he gr eat er compet i t i ve ef f i ci ency of a l ar ge- scal e or gani zat i on .

The anal ysi s of t hese i ssues pr ovi des anot her appr oach t o t he i ssues of " f ai r

compet i t i on" and " or der l y t r ade. " These can nowbe seen as t r ade pat t er ns

t hat ar e conduci ve t o t r ade bal ance and t o pat t er ns and r at es of

macr oeconomi c st r uct ur al change t hat mi ni mi ze soci al cost s . These pat t er ns

wi l l t ypi cal l y not be t hose t hat emer ge f r ommar ket f or ces but wi l l r equi r e con-

sci ous sel ect i on vi a i nt er vent i on .

Ther e ar e t hus t wo appr oaches t o t he concept of or der l y t r ade, one i n

t er ms of i mpor t pr i ces t hat l i e wi t hi n a cer t ai n r ange, and t he ot her i n t er ms of

t r ade bal ance and st r uct ur al adapt at i on . These appr oaches compl ement each

ot her .

The ul t i mat e concl usi on f r om t hi s anal ysi s i s t hat one cannot r ecom-

mend, as an obj ect i ve of i nt er nat i onal pol i cy, a r et ur n t o t he pur sui t of a t r ade
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r egi me as uni f or ml y l i ber al as possi bl e . Wi t h i ncr easi ng r et ur ns, t he i nvi si bl e
hand cannot ensur e har moni ous and ef f i ci ent out comes . The need i s f or i n-
st i t ut i ons t o est abl i sh t r ade r egul at i ons and pat t er ns t hat ar e consi st ent wi t h
t r ade bal ance and wi t h t he smoot h occur r ence of any necessar y st r uct ur al
changes . 22 Thi s wi l l of cour se i nvol ve r el at i ng i nt er nat i onal economi c pol i ci es
t o domest i c economi c st r uct ur es . Mor e concr et el y, f or devel opi ng count r i es i t
must mean a l i mi t on expor t pr ospect s f or many of t hei r pr oduct s . Thi s i s
el abor at ed f ur t her i n t he f ol l owi ng sect i ons .

EXPORT- LED STRATEGI ES BASED ON

TRADI TI ONAL COMMODI TI ES

The l ast 15 year s have seen an i ncr easi ng emphasi s on expor t - l ed
devel opment st r at egi es . I ndeed, such st r at egi es have become an aut omat i c
pol i cy r ecommendat i on by i nt er nat i onal or gani zat i ons . I ncr eases i n expor t s
ar e appeal i ng f or al l evi at i ng shor t - t er m bal ance- of - payment s def i ci t s or
f or ei gn exchange const r ai nt s . However , t he cur r ent economi c cl i mat e i n t he
i ndust r i al count r i es, whi ch ar e t he pr i nci pal i mpor t er s, does not seem pr o-
pi t i ous f or a subst ant i al expansi on of expor t s of t r adi t i onal commodi t i es . 2'
Even i f i t wer e possi bl e, such an expansi on woul d r equi r e a si zabl e dr op i n ex-
por t pr i ces, t hat i s, i n t he Sout h' s t er ms of t r ade .

The economi c suppor t f or expor t - l ed st r at egi es i s usual l y der i ved f r om a
par t i cul ar vi ew of t he i nt er nat i onal di vi si on of l abor and of what const i t ut es an
" engi ne of gr owt h" f or a devel opi ng count r y . A mor e gener al and per haps
mor e r eal i st i c vi ew i s t o eval uat e expor t - l ed gr owt h st r at egi es by anal yzi ng t he
ci r cumst ances i n whi ch t hese st r at egi es can be expect ed t o succeed and t hose
wher e t hey cannot . I n t he l at t er case al t er nat i ve pol i ci es shoul d be consi der ed,
t aki ng i nt o account not onl y nar r ow f or ms of i mpor t subst i t ut i on but al so
mor e br oadl y based devel opment st r at egi es as wel l as t he possi bi l i t y of expor t s
of l ess t r adi t i onal pr oduct s .

Over t he l ast 30 year s a consi st ent body of t heor y has been devel oped t o
anal yze t he ef f ect s of t r ade on t he t r adi ng economi es . Thi s t heor y has t wo
mai n pi l l ar s : t he i deas cent er ed on gai ns f r om t r ade and t hose based on f act or
pr i ce equi l i zat i on . These have been gener al i zed, expanded, and appl i ed ver y
wi del y, so t hat t hei r concl usi ons have r eached t he noneconomi st and acqui r ed
t he st at us of common and undi sput ed knowl edge . They ar e used of t en t o
subst ant i at e cl ai ms t hat mor e t r ade i s bet t er f or al l , especi al l y when i t ut i l i zes
t he r el at i ve advant ages of each t r adi ng r egi on . s'

Neocl assi cal t r ade t heor y i s based on t he Heckscher - Ohl i n model and i s

usual l y pr esent ed i n t he f r amewor k of t wo r egi ons t r adi ng wi t h each ot her i n
t wo pr oduct s . Each r egi on uses t wo f act or s of pr oduct i on, l abor and capi t al ;
one good i s mor e l abor - i nt ensi ve and t he ot her mor e capi t al - i nt ensi ve . The
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t wo count r i es ar e i dent i cal i n al l r espect s except f or a di f f er ence i n t hei r f act or

endowment s, whi ch l eads t o di f f er ent pr oduct and f act or pr i ces i n each r egi on .

I n i sol at i on, t hat i s, pr i or t o t r ade, t he l abor - i nt ensi ve pr oduct i n t he l abor -

abundant count r y has a l ower pr i ce t han t he same pr oduct i n t he ot her coun-

t r y . Wages and pr i ces ar e al so di f f er ent i n t he t wo r egi ons . I n par t i cul ar , i n

i sol at i on, t he r ewar ds of l abor ( wages) ar e l ower i n t he count r y wi t h mor e

l abor . When i nt er nat i onal t r ade i n commodi t i es t akes pl ace t he pr i ces of com-

modi t i es ar e equal i zed i n t he t wo r egi ons . Each r egi on expor t s t he commodi t y

t hat i s pr oduced wi t h i t s most abundant f act or . Hi gher l evel s of wel f ar e ar e at -

t ai ned by bot h count r i es because each may consume mor e by speci al i zi ng i n

t he expor t s of t he good i n whi ch i t has a r el at i ve advant age, whi l e i mpor t i ng

t he good i n whi ch t he ot her has an advant age .

A f ur t her r esul t l i nks t he gai ns f r om t r ade wi t h t he equal i zat i on of f act or

pr i ces . Fol l owi ng t he equal i zat i on of commodi t y pr i ces i n t he i nt er nat i onal

mar ket , t he f act or pr i ces ( of l abor and capi t al ) i n t he t wo r egi ons wi l l al so

equal i ze . Ther ef or e, f r ee t r ade l eads t o a r i se i n t he r eal wage i n t he l abor -

abundant count r y . The speci al i zat i on i n t he pr oduct i on of t he l abor - i nt ensi ve

good, whi ch i s a f or m of i nt er nat i onal di vi si on of l abor , woul d t her ef or e i mpr ove _

t he di st r i but i on of i ncome wi t hi n t he Sout h . Mor eover , as wages i n t he Sout h

i ncr ease, t he r el at i ve advant age of t he Sout h decr eases, so t hat t hi s t heor y

pr edi ct s t hat r el at i ve advant ages t end t o di sappear wi t h cont i nued t r ade . The

f act or s t hat l ead t o t he i nt er nat i onal di vi si on of l abor ar e el i mi nat ed wi t h t i me .

The appeal of gai ns f r om t r ade and f act or pr i ce equal i zat i on r esul t s has

been power f ul enough t o shape al most al l f or mal i zed t hi nki ng on t he t heor y of

t r ade and i nt er nat i onal economi c r el at i ons over t he l ast 30 year s, and t o

per meat e pol i cy t hi nki ng i n a per vasi ve manner . However , i t i s becomi ng i n-

cr easi ngl y cl ear t hat t her e ar e sever al i mpor t ant f act or s t hat have not been

consi der ed i n t hese t heor i es .

I t i s gener al l y acknowl edged t hat t he Heckscher - Ohl i n model has not pr o-

vi ded an adequat e expl anat i on f or sal i ent f eat ur es of t he post war per i od

( 1945- 70) . I n t hi s per i od, t he vol ume of i nt er nat i onal t r ade i ncr eased i n an

hi st or i cal l y unpr ecedent ed f ashi on, whi l e weal t h di f f er ent i al s and t he di vi si on

of l abor bet ween Nor t h and Sout h became mor e pr onounced . Fur t her mor e, i t

i s gener al l y acknowl edged t hat t he di st r i but i on of i ncome wi t hi n t he Sout h di d

not i mpr ove dur i ng t hi s per i od . Nei t her gai ns f r om t r ade nor f act or pr i ce

equal i zat i on t heor i es seem consi st ent wi t h t hese f act s . " As Ar t hur Lewi s has

r ecent l y obser ved, " t he mar ket wor ks t o concent r at e r at her t han t o di f f use t he

benef i t s of t r ade . 1116 Of cour se, exogenous hi st or i cal expl anat i ons coul d be i n-

voked but t hi s woul d amount t o an i mpl i ci t r ecogni t i on of t he l i mi t ed ex-

pl anat or y power s of t he t heor y .

An al t er nat i ve t heor y can be of f er ed, t aki ng i nt o account f eat ur es of

Nor t h- Sout h t r ade t hat ar e l acki ng i n t he Heckscher - Ohl i n model . Our Nor t h-

Sout h model i s consi st ent wi t h per f ect l y compet i t i ve mar ket s t hr oughout ,
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but i t al l ows f or di f f er ences i n t he economi c st r uct ur es bet ween t he t r adi n g
r egi ons . 21 I f t hese di f f er ences ar e smal l , one obt ai ns r esul t s i n t he spi r i t of
Heckscher - Ohl i n . However , i f t he economi c st r uct ur es ar e si gni f i cant l y di f -
f er ent , one can descr i be pr eci sel y when t he expansi on of t r ade i s benef i ci al t o
t he Sout h and when i t i s not .

The st r uct ur al di f f er ences i n t he t wo r egi ons ar e of t wo t ypes : zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA

" Di f f er ences i n t echnol ogi es, i n par t i cul ar , t he degr ee of t echnol ogi cal di ver si t y be-
t ween t r adi t i onal and i ndust r i al sect or s i n t he Sout h, shoul d be much l ar ger
t han i n t he Nor t h .

" Di f f er ences i n t he l abor mar ket behavi or : Labor suppl y i n t he Sout h shoul d be hi ghl y
r esponsi ve t o changes i n r eal wages ( due, f or exampl e, t o a si gni f i cant mi gr at i on
f r om t he subsi st ence t o t he i ndust r i al sect or s of t he economy) whi l e l abor suppl y
i n t he Nor t h i s l ess r esponsi ve t o changes i n t he r eal wage .

These t wo st r uct ur al di f f er ences, t aken t oget her , or i ndeed j ust t he

gr eat er dual i smof t echnol ogi es i n t he Sout h t oget her wi t h an assumpt i on t hat

al l wages ar e spent on t he basi c good, l ead t o i mpor t ant gener al equi l i br i um

ef f ect s cal l ed " i ncome ef f ect s . " I t i s anal yt i cal l y conveni ent t o di vi de t he i m-
pact of an expor t pr i ce change i nt o pr i ce ( or subst i t ut i on) and i ncome ef f ect s .
The pr i ce ef f ect s pr oduce convent i onal demand r esponses, gi vi ng l ower de-

mands at hi gher pr i ces . The i ncome ef f ect s of a pr i ce change descr i be t he i m-

pact t hat i t has on demand vi a changes i n i ncome l evel s . An i ncr ease i n pr i ces

may l ead t o hi gher i ncomes and t hus t o i ncr eased r at her t han decr eased de-

mand . 28 The over al l consequences of a pr i ce change f or demand t her ef or e de-

pend on t he r el at i ve magni t udes of t hese t wo di f f er ent ef f ect s . Technol ogi cal

dual i sm, t oget her wi t h ei t her abundant l abor or wage i ncome spent ent i r el y on

t he basi c good, t ends t o emphasi ze i ncome ef f ect s . Hence i n ei t her of t hese

cases t he i ncome ef f ect s of a pr i ce change domi nat e t he pr i ce ef f ect s . Fr om

now on we wi l l r ef er f or conveni ence l ar gel y t o t he case of t echnol ogi cal

dual i sm and abundant l abor i n t he Sout h, but i t shoul d be r ecal l ed t hat t he

ar gument s and concl usi ons appl y equal l y wel l t o t he case of dual i t y and wages

spent ent i r el y on t he basi c good, qui t e i ndependent l y of t he abundance of

l abor i n t he Sout h .

Because of i ncome ef f ect s, wi t h dual t echnol ogi es and abundant l abor , an

i ncr ease i n t he expor t s of t he l abor - i nt ensi ve basi c consumpt i on good wi l l

r esul t i n a decr ease i n t he pr i ce of t hi s good i n r el at i on t o t hat of t he i mpor t abl e

good . Domest i c empl oyment and t he pur chasi ng power of wages al so

decr ease, so t hat domest i c consumpt i on of basi c goods decr eases . These ef f ect s

occur f or any i ncr ease i n expor t s, qui t e i ndependent l y of t he cause of t hi s i n-

cr ease . For exampl e, t he i ncr ease i n t he vol ume of expor t s of basi c goods f r om

t he Sout h may f ol l ow an i ndust r i al expansi on of t he Nor t h, and yet t he same

negat i ve r esul t s obt ai n . These r esul t s do not depend, t her ef or e, on any

assumpt i ons on t he el ast i ci t y of i nt er nat i onal demand f or goods f r om t he
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Sout h but r at her on domest i c condi t i ons i n t he Sout h . 29 A ver y cl ear non-

t echni cal summar y of t he ar gument s t hat suppor t t hi s concl usi on was gi ven by

K. J . Ar r ow:

Ver y l oosel y, t he ar gument i s t he f ol l owi ng . Suppose t he r i se i n expor t de-

mand f or t he B commodi t y wer e f ol l owed by an i ncr ease i n i t s pr i ce . Si nce

i t s pr oduct i on i s hi ghl y l abor - i nt ensi ve, t her e shoul d be a r i se i n r eal wages

and, si nce l abor suppl y i s hi ghl y r esponsi ve t o t he r eal wage, a con-

si der abl e i ncr ease i n l abor suppl y . The r i se i n bot h r eal wage and l abor

suppl y i ncr eases even mor e r api dl y t he domest i c demand f or t he B com-

modi t y, si nce i t i s al l di r ect ed t o t he B commodi t y . Hence suppl y avai l abl e

f or expor t woul d decr ease, and t her ef or e woul d not mat ch t he i ncr eased de-

mand f or expor t s . I t f ol l ows t hat t he onl y way t he expor t demand coul d be

met , under t hese condi t i ons, woul d be a decr ease i n t he pr i ce of commodi t y

B and of r eal wages . ' °

Thi s ar gument emphasi zes t he i mpor t ance of i ncome ef f ect s: " An i ncr ease

i n t he pr i ce of t he basi c good l eads t o i ncr eases i n bot h empl oyment and r eal

wages, and t hus t o an i ncr ease i n t ot al i ncome and i n demand . Al t hough t hi s

quot e r ef er s t o t he case of dual i smand abundant l abor , t he same ar gument ap-

pl i es wi t h dual i sm al one i f al l wage i ncome i s spent on t he B commodi t y . I n

such cases, an i ncr ease i n expor t demand can be met onl y by a decr ease i n bot h

r eal wages and t he pr i ce of t he basi c good . Thi s i s because onl y at l ower r eal

wages wi l l domest i c consumpt i on al l ow i ncr eased expor t s, and l ower r eal

wages ar e associ at ed wi t h a l ower pr i ce of t he l abor - i nt ensi ve basi c good .

Under t he condi t i ons of t echnol ogi cal dual i sm and of abundant l abor i n t he

Sout h, a hi gher vol ume of expor t s i s necessar i l y associ at ed wi t h a l ower pr i ce

of a basi c good, wi t h l ower wages and empl oyment , and wi t h l ower domest i c

consumpt i on of basi c goods .

I t seems wor t h poi nt i ng out t hat t hese r esul t s ar e r ever sed when t he pr oduc-

t i on syst em i n t he Sout h i s mor e homogeneous and when i t s l abor suppl y i s

l ess r esponsi ve t o r eal wages . I n t hi s l at t er case, an expansi on of expor t s l eads

t o an i mpr ovement i n t he Nor t h- Sout h t er ms of t r ade, and al so t o i ncr eases i n

domest i c empl oyment , consumpt i on, and r eal wages . Fr om an economi c

vi ewpoi nt , t her ef or e, t he economi c par amet er s of dual i sm and l abor abun-

dance must be consi der ed and, i f necessar y, modi f i ed bef or e embar ki ng on an

expor t - l ed pol i cy .

I t i s of i nt er est t hat t he i nt er nat i onal di vi si on of l abor t ends t o be r ei nf or ced

by t he expansi on of i nt er nat i onal t r ade when t echnol ogi es ar e di f f er ent acr oss

sect or s, and when l abor i s abundant i n t he Sout h . Thi s i s because i n t hi s case

an i ncr ease i n expor t s l ower s wages i n t he Sout h, t her ef or e r ei nf or ci ng i t s

r el at i ve advant age . Rel at i ve advant age her e der i ves f r om l ow wages, whi ch

i mpl y l ow l abor cost s . Thi s i s of cour se di f f er ent f r om t he r el at i ve advant age

der i ved f r om t he l ower l abor cost s t hat obt ai n when l abor i s ver y pr oduct i ve,
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so t hat t ot al l abor cost s ar e l ow, even t hough i ndi vi dual wages may be hi gh .
I n

cont r ast t o t he pr edi ct i ons of t he neocl assi cal - model t hat t he i nt er nat i onal di vi -
si on of l abor wi l l gr adual l y di sappear , i nequal i t y and t he i nt er nat i onal di vi si on
of l abor may per pet uat e t hemsel ves i n t hi s case, despi t e t he assumpt i on

of
per f ect l y compet i t i ve mar ket s . Thi s di f f er ence i n r esul t s emer ges because t he
neocl assi cal model s do not consi der abundant l abor and dual t echnol ogi es .

A f ur t her poi nt i s t hat f act or pr i ces not onl y f ai l t o equal i ze acr oss r egi ons
i n t hi s model but al so t end t o dr i f t f ur t her apar t wi t hi n t he Sout h as t r ade ex-
pands . The r ewar ds t o capi t al i ncr ease, and t he r ewar ds t o l abor decr ease .

Thi s poi nt i s wor t h emphasi zi ng because i t i s onl y nat ur al t hat i n a
neocl assi cal model wi t h di f f er ent t echnol ogi es i n t he t wo r egi ons, t he pr i ces of
f act or s wi l l not be t he same i n bot h r egi ons . However , under t he neocl assi cal
assumpt i ons, f act or pr i ces i n t he Sout h wi l l move t owar d t hose of t he Nor t h as
t he count r i es move f r om aut ar chy t o f r ee t r ade, l eadi ng t o an i ncr ease i n
wages i n t he Sout h . I t has been i nf er r ed f r om t hi s t hat an i ncr ease i n t r ade wi l l
i mpr ove t he di st r i but i on of i ncome i n t he Sout h, t hough t hi s i nf er ence cer t ai nl y
does not f ol l ow wi t hout addi t i onal assumpt i on . I n t he case of abundant l abor
and dual t echnol ogi es, however , i t i s cl ear l y est abl i shed t hat an i ncr ease i n t he
vol ume of t r ade wi l l wor sen t he di st r i but i on of i ncome i n t he Sout h . Our
r esul t s compar e f act or r ewar ds at di f f er ent l evel s of t r ade, whi l e t he
neocl assi cal r esul t s compar e onl y aut ar chy and f r ee t r ade .

I t has al r eady been i ndi cat ed t hat we r ef er t o t wo di st i nct but r el at ed
cases, namel y wher e t he Sout h i s char act er i zed by dual i sm and abundant
l abor , and wher e i t i s dual i st i c and expor t s a " wage good" - t hat i s, al l wage
i ncome i s spent on t hi s good . Exampl es woul d be expor t s of agr i cul t ur al or
manuf act ur ed pr oduct s t hat ar e consumed domest i cal l y f r om wage i ncome,
such as meat or meat by- pr oduct s i n Ar gent i na, j ut e and t ext i l es i n I ndi a and
Paki st an, or r i ce i n Thai l and . Thi s anal ysi s can i n f act be ext ended t o a t hi r d
case, whi ch r epr esent s a consi der abl e gener al i zat i on of t hese : t he case wher e
t he r egi on expor t s a l abor - i nt ensi ve pr oduct t hat i s pr oduced al most excl usi ve-
l y f or expor t . . Exampl es ar e cof f ee and soya beans i n Br azi l , bananas i n
Cent r al Amer i ca, and t ea i n Sr i Lanka . I n t hi s l at t er case, we consi der t hr ee
r at her t han t wo sect or s i n t he Sout h- i ndust r i al good, basi c goods, and t he
l abor - i nt ensi ve expor t . Thi s expor t i s cal l ed an " encl ave" because i t i s not
consumed domest i cal l y nor i s i t used as an i nput t o pr oduct i on i n ot her
domest i c i ndust r i es . The r esul t s show t hat wi t h abundant l abor and dual
t echnol ogi es, an i ncr ease i n expor t s of t he encl ave l eads t o l ower t er ms of t r ade
and t o a decr ease i n t he domest i c consumpt i on of basi c goods . Thi s can al so be
t r aced t o i ncome ef f ect s, but of a di f f er ent nat ur e, si nce t he encl ave good i s not
consumed domest i cal l y . I t r esul t s f r om t he compet i t i on bet ween t he encl ave
and t he basi c good sect or s i n f act or mar ket s . Bot h ar e l abor - i nt ensi ve sect or s .
An i ncr ease i n wages l eads t o hi gher demand f or basi c goods . Thi s l eads, i n
t ur n, t o mor e empl oyment i n t he basi c sect or , and even t hough t ot al l abor
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suppl y i ncr eases, l ess l abor i s empl oyed i n t he encl ave . Hi gher wages l ead t o

l ower expor t s i n such ci r cumst ances, so t hat a dr op i n wages i s r equi r ed t o i n-

cr ease expor t s . "

Domest i c consumpt i on of basi c goods t her ef or e decr eases whi l e expor t s

i ncr ease . Thi s appear s t o be consi st ent wi t h an obser vat i on made by A. K.

Sen and ot her aut hor s, who not e t hat a r egi on wi t h decr eased f ood consump-

t i on, or even f ami nes, may be sust ai ni ng or even i ncr easi ng i t s l evel of f ood

suppl i es or f ood expor t s . " Food consumpt i on i n a r egi on i s a r esul t of com-

pl ex mar ket f or ces, r at her t han a si mpl e r el at i on bet ween f ood suppl i es and

popul at i ons .

Fi nal l y, we consi der cases wher e t he expor t commodi t y i s a r esour ce t hat

i s ext r act ed al most excl usi vel y f or sal e i n t he i nt er nat i onal mar ket but i s not

l abor - i nt ensi ve . Exampl es ar e mi ner al s such as copper i n Chi l e and oi l i n

Venezuel a . The r esul t s al so show a connect i on bet ween t he success of expor t -

l ed pol i ci es and t he char act er i st i cs of demand and t echnol ogi es, and ar e

descr i bed i n t he sect i on on " Resour ces and Nor t h- Sout h Tr ade. "

The r esul t s di scussed above pose doubt s about gener al r el i ance on expor t -

l ed gr owt h f or br i ngi ng about equal i t y and devel opment i n t he Sout h . " When

l abor i s ver y abundant and t her e i s a si gni f i cant l evel of dual i t y i n pr oduct i on,

expor t - l ed gr owt h cannot be expect ed t o br i ng about gai ns f r om t r ade nor t o

i mpr ove consumpt i on and r eal wages i n t he Sout h . A car ef ul appr ai sal of each

case, f ocused especi al l y on t he par amet er s st udi ed her e ( l abor mar ket s,

t echnol ogi es, and st r uct ur e of demand) seems i n or der bef or e endor si ng

expor t - l ed st r at egi es . Al t er nat i ve st r at egi es ar e pr ef er abl e unt i l t he under l yi ng

condi t i ons on t echnol ogi es and l abor mar ket s can be i mpr oved .

I n gener al t er ms i t can be sai d t hat t he gr owt h of t he Sout h shoul d not be

based on t he r el at i ve advant age of cheap l abor associ at ed wi t h pover t y . To t he

ext ent t hat wi despr ead pover t y i s consi st ent wi t h abundant l abor suppl y, and

l eads t o t echnol ogi es i n t he i ndust r i al sect or ver y di f f er ent f r om t hose i n t he

r est of t he economy, expor t - l ed pol i ci es may l ead t o a det er i or at i on of t he i n-

t er nat i onal t er ms of t r ade of t he Sout h, l ower wages, and al so l ower expor t

r evenues . Even t hough i n t he shor t r un t he r evenues accr ui ng t o a smal l el i t e

coul d be i ncr eased, i n t he medi um and l ong r uns t he count r y as a whol e i s

wor se of f . Thi s possi bi l i t y has been subst ant i at ed by economet r i c st udi es of

t r ade bet ween sel ect ed i ndust r i al and devel opi ng count r i es . "

A shor t di scussi on of possi bl e ways of r emedyi ng t hi s si t uat i on, and of t he

condi t i ons necessar y t o r eap t he benef i t s f r om expor t - l ed gr owt h, seems i n

or der . A f i r st r equi r ement woul d be t he devel opment of st r onger domest i c

mar ket s and i n gener al of pol i ci es conduci ve t o a bet t er di st r i but i on of i ncome .

Such pol i ci es woul d l ead t o l ower r at es of popul at i on gr owt h and t o a l ower

r esponse of l abor suppl i es t o hi gher wages . I f accompani ed by t he use of mor e

homogeneous t echnol ogi es, t hen t her e coul d be gai ns f r om i ncr eased t r ade i n

l abor - i nt ensi ve pr oduct s .



21 6 / ONE WORLDONE FUTURE

The mai n poi nt i s t hat i ncr easi ng t he pr oduct i vi t y of l abor , and devel op-
i ng st r onger domest i c mar ket s, per mi t s a st r onger " bar gai ni ng

posi t i on"
i n

i nt er nat i onal mar ket s . The pr ot ect i on of l ocal pr oduct i on, t hat i s,
i mpor t

subst i t ut i on and i nf ant i ndust r y pr ot ect i on, i s nei t her a necessar y nor a suf f i -
ci ent cor r ect i on per se, as i t deal s onl y wi t h t he suppl y si de of t he mar ket an d
negl ect s' demand f act or s . What i s r equi r ed i s an appr eci at i on of t he t wo si des
of t he mar ket , bot h demand and suppl y, and a r eal i zat i on t hat l ocal

popul a,
t i ons count i n bot h si des of t he pr of i t equat i on, t hat i s, as cust omer s as wel l as
i nput s . Domest i c mar ket s must be st r ong i n or der t o pr event det er i or at i on

of
i nt er nat i onal t er ms of t r ade and t he accompanyi ng accumul at i on of bal ance-
of - payment s def i ci t s . Thi s r equi r es t he devel opment of t he domest i c mar ket as
a whol e, so t hat i ncr eases i n t he pr oduct i vi t y of r ur al or ot her l ow- i ncom

e
gr oups seem necessar y bef or e embar ki ng on expor t - l ed pol i ci es .

Exampl es of successf ul expor t - l ed pol i ci es i n t he l ast 20 year s, whi ch wer e
wi del y di scussed i n t he 1970s, i ncl ude Japan, Ger many, and Sout h Kor ea. I n
al l t hese cases t he domest i c mar ket s wer e r el at i vel y st r ong, and t he l evel s of

pr oduct i vi t y, empl oyment , wages, and consumpt i on wer e r el at i vel y hi gh .

Less successf ul expor t - l ed pol i ci es have been pur sued by Lat i n Amer i can

count r i es, whi ch have dual economi es and mor e " abundant " l abor . The

r esul t s i ndi cat e a si gni f i cant r el at i onshi p bet ween t he Nor t h- Sout h t er ms of
t r ade and t he di st r i but i on of i ncome wi t hi n t he Sout h. Bet t er t er ms of t r ade

wi t h t he Nor t h ar e associ at ed wi t h a bet t er di st r i but i on of i ncome i n t he Sout h .

The i nt er nat i onal mar ket i s t her ef or e an i mpor t ant f act or i n shapi ng domest i c

di st r i but i ons wi t hi n each r egi on . I t s i mpact depends on t he pr evai l i ng mar ket

and t echnol ogi cal condi t i ons . The i nt er act i on of domest i c and i nt er nat i onal

f act or s shoul d t her ef or e not be negl ect ed, even wi t h r espect t o var i abl es t hat

ar e usual l y consi der ed pur el y domest i c, such as t he di st r i but i on of i ncome .

ARMAMENTS ANDNORTH- SOUTHTRADE

Ar mament f l ows have come t o pl ay an i ncr easi ngl y i mpor t ant r ol e i n i n-

t er nat i onal mar ket s, and Nor t h- Sout h t r ade has become t he most i mpor t ant

el ement of t hi s gr owi ng sect or . The mah . expor t er s ar e i n t he Nor t h: The

Uni t ed St at es, Fr ance, and t he Uni t ed Ki ngdomj oi nt l y have account ed f or at

l east 60 per cent by val ue of al l ar ms expor t s si nce Wor l d War I I . I n par t i cul ar ,

bet ween 1965 and 1974 t he Uni t ed St at es al one del i ver ed j ust under 50 per -

cent of al l ar ms t r aded i n t he i nt er nat i onal mar ket , and t he USSR f ol l owed

wi t h 28 per cent .
16

The l ast 15 year s have seen t he ar mament s t r ade shi f t dr amat i cal l y f r om a

wi t hi n- Nor t h t o a Nor t h- Sout h t r ade . Fr om 1950 t o 1965 ar ms t r ade wi t hi n

t he Nor t h amount ed t o $13. 1 bi l l i on, " whi l e t he Sout h pur chased ar ms t o t he

val ue of $6 . 31 bi l l i on . Fr om 1965 t o 1974, however , f or ei gn and mi l i t ar y sal es
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or der s ( FMSO) f r om t he Nor t h amount ed t o $8 . 99 bi l l i on, whi l e t hose f r om

t he Sout h amount ed t o $27 . 63 bi l l i on ( al l i n const ant 1970 pr i ces) . Thi s i m-

pl i es t hat Nor t h- Sout h ar ms t r ade r ose by over 450 per cent bet ween t hese t wo

per i ods,
whi l e wi t hi n- Nor t h ar ms t r ade f el l by about 30 per cent . Thi s means

t hat
cur r ent l y appr oxi mat el y t hr ee- quar t er s of gl obal ar ms t r ade i s Nor t h-

Sout h . Over t he same per i od 1950- 74, t he t ot al vol ume of wor l d t r ade r ose by

240 per cent . Ther ef or e, dur i ng t hi s per i od, Nor t h- Sout h ar ms t r ade al most

doubl ed i t s shar e of t ot al wor l d t r ade .

Not e t hat t r ade i n ar mament s i s onl y a par t of al l ar ms t r ansf er s : The t ot al

i ncl udes mi l i t ar y gr ant s and ai d, mi l i t ar y assi st ance pr ogr ams, and mi l i t ar y

t r ansf er s agai nst speci al cr edi t ar r angement s . These nonmar ket t r ansf er s ar e of

c our se di f f i cul t t o val ue and have decr eased dr amat i cal l y i n i mpor t ance, f r om

bei ng 800 per cent of mar ket t r ansf er s dur i ng t he per i od 1950- 65 t o onl y 25 per -

cent of t hese dur i ng 1965- 74 . Ar ms f l ows ar e t her ef or e i ncr easi ngl y bei ng t r ans-

act ed t hr ough t he mar ket , r at her t han bei ng par t of a pol i t i cal pr ocess .

As most ar ms ar e pur chased by t he Sout h, and appr oxi mat el y 80 per cent of

t he Sout h' s expor t s ar e pr i mar y commodi t i es, i t i s r easonabl e t o expect a connec-

t i on bet ween ar ms i mpor t s and commodi t y pr i ces and expor t s . I n f act , i n subst an-

t i al measur e Nor t h- Sout h t r ade can be char act er i zed as a t r ade of r aw mat er i al s

and mi ner al s f or capi t al goods and ar ms . Ther e i s a ver y st r ong cor r el at i on be-

t ween ar ms i mpor t s and mi l i t ar y expendi t ur es i n t he Sout h and t he pr i ces of t he

Sout h' s commodi t y expor t s . " To be pr eci se, a st udy of t he expor t of ni ne com-

modi t i es ( al umi num, cocoa, cof f ee, copper , cot t on, r i ce, r ubber , st eel , and sugar )

expor t ed by 37 count r i es f ound st r ong cor r el at i ons bet ween commodi t y expor t

pr i ces and ar ms i mpor t s . Because t hei r el ast i ci t i es of demand ar e l ess t han one,

commodi t y pr i ces ar e posi t i vel y r el at ed t o expor t r evenues . The t ot al expor t

r evenues of pr i mar y pr oducer s ar e t her ef or e al so posi t i vel y cor r el at ed wi t h ar ms

i mpor t s . As an exampl e, i n t he per i od 1972 t o 1974, t he U. S. oi l bi l l r ose by a f ac-

t or of 5 . 6 ( $6. 4/ $0. 8 bi l l i on) , whi l e FMSOs t o OPECcount r i es i ncr eased by a f ac-

t or of 7. 51 ( $6. 4/ $0. 8 bi l l i on) , and r epr esent ed i n 1974 r oughl y 25 per cent of t he

U. S . oi l i mpor t bi l l . Thi s i mpl i es, at l east f or t he Uni t ed St at es, an el ast i ci t y of

mi l i t ar y sal es wi t h r espect t o oi l i mpor t s i n excess of uni t y .

Gi ven pr esent t r ade pat t er ns, pol i ci es t hat r ai se t he expor t r evenues of

pr i mar y pr oducer s wi l l t her ef or e l ead t o i ncr eases i n t he Nor t h- Sout h ar ms

t r ade . Hi gher expor t r evenues wi l l be par t l y r ecycl ed t hr ough t he pur chase of

t hese ar ms . The pr eci se ext ent t o whi ch t hi s occur s of cour se var i es by com-

modi t y and by count r y : I n some cases i t i s subst ant i al enough t o suggest t hat

domest i c popul at i ons wi l l enj oy onl y smal l wel f ar e gai ns as a r esul t of r el axa-

t i on of f or ei gn exchange const r ai nt s f ol l owi ng hi gher expor t r evenues .

NORTH- SOUTH TRANSFERSANDFI NANCI AL POLI CI ES

For t he l ast 20 year s, t he i ssue of ai d and t r ansf er s has been wi del y di scussed
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as a means of nar r owi ng t he Nor t h- Sout h weal t h gap . As ear l y as 1961, t he i n-
dust r i al mar ket economi es agr eed i n pr i nci pl e t o t ar get 1 per cent of t hei r GNP
t o poor nat i ons, wi t h 0 . 7 per cent i n t he f or m of Of f i ci al Devel opment
Assi st ance, t hat i s, concessi onal t r ansf er s f r om or guar ant eed by gover nment s, ,
The mat t er r ecei ved wi despr ead at t ent i on, i t became a per manent f eat ur e of
Nor t h- Sout h di al ogues, and most economi c model s of Nor t h- Sout h r el at i ons
saw i t as t he si ngl e most i mpor t ant pol i cy t ool f or nar r owi ng t he weal t h gap . 4o

However , i n r ecent year s t he i ssue of Nor t h- Sout h t r ansf er s has l ost some of i t s
appeal . I t i s becomi ng i ncr easi ngl y cl ear t hat Nor t h- Sout h ai d f l ows have
f ol l owed a downwar d t r end . They never r eached even 30 per cent of t he st at ed
goal s, and i n r ecent year s have decr eased si gni f i cant l y i n absol ut e as wel l as i n
r el at i ve t er ms, " except f or t he OPEC count r i es' cont r i but i ons . 12

I n t he cur r ent economi c r ecessi on, i ndust r i al count r i es do not even wi sh
t o consi der t he mat t er of t r ansf er s, and t he i ssue has ef f ect i vel y been dr opped
f r om t he Nor t h- Sout h agenda . Cont r i but i ons t o devel opment assi st ance pr o-
gr ams have al so f ol l owed a decr easi ng t r end . 4a

Recent l y t he i nt er nat i onal busi ness communi t y has been concer ned wi t h
t he subst ant i al f or ei gn debt accumul at ed by some devel opi ng count r i es, a si g-
ni f i cant par t of whi ch i s out st andi ng l oans f r om pr i vat e i nst i t ut i ons i n i ndus
t r i al count r i es . 44 These l oans r epr esent ed i n par t a r ecycl i ng of OPEC
r evenues, whi ch wer e deposi t ed i n t he commer ci al banks of i ndust r i al
nat i ons . 45 The sever i t y of t he r ecessi on i n t he i ndust r i al count r i es, coupl ed
wi t h t he avai l abi l i t y of OPEC f unds, moved a number of t hese banks t o un-
der t ake l ar ge l oans t o devel opi ng count r i es . These count r i es kept over al l
hi gher i nvest ment and gr owt h r at es t han t he i ndust r i al count r i es, addi ng some
i mpet us t o t he wor l d economy . 46 The ent er pr i si ng spi r i t of capi t al i sm t her e-
f or e pr ovi ded a measur e of l i qui di t y t hat was much needed at a t i me when t he
gover nment s of i ndust r i al count r i es woul d not pr ovi de an equi val ent .

However , i n t he f our year s t o 1980, i nt er est r at es i n t he Uni t ed St at es
and t he Uni t ed Ki ngdom i ncr eased t hr eef ol d as a consequence of t he r est r i c-
t i ve monet ar y pol i ci es . These wer e i n par t a r esponse t o oi l pr i ce i ncr eases .
As t he Uni t ed St at es and t he Uni t ed Ki ngdom ar e t he home bases of many of
t he commer ci al banks, t he bur den of debt i ncr eased ver y si gni f i cant l y f or
many LDCs, f or exampl e, Mexi co, Ar gent i na, and Br azi l . To i l l ust r at e t he
or der s of magni t ude i nvol ved, wi t h a $300 bi l l i on debt , a one poi nt i ncr ease
i n i nt er est r at es r epr esent s $3 bi l l i on ext r a r epayment s or addi t i ons t o t he
debt . A t wel ve poi nt r i se f r om 6 t o 18 per cent t her ef or e r epr esent s a t hr eef ol d
i ncr ease i n t he cost s of debt ser vi ci ng, f r om $18 bi l l i on t o $54 bi l l i on per year ,
gi vi ng demands on t he bal ance of payment s of $36 bi l l i on per year . 4' The
change i n domest i c monet ar y pol i ci es i n maj or i ndust r i al count r i es t her ef or e

ser i ousl y under mi ned t he abi l i t y of bor r owi ng nat i ons t o ser vi ce exi st i ng

debt s .
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The pi ct ur e so f ar i s r at her negat i ve, but i t must be r ecogni zed t hat t he

i mpact of monet ar i sm i n t he Uni t ed St at es and t he Uni t ed Ki ngdomwas ver y

pr of ound and may have set i n mot i on shor t - and l ong- t er mchanges i n t he i n-

t er nat i onal f i nanci al syst em, some of whi ch we have al r eady been abl e t o

obser ve . The r ecent 47 per cent i ncr ease i n I MF quot as i s a r at her st r i ki ng ex-

ampl e . The I nt er - Amer i can Devel opment Bank has al so r ecent l y vot ed t o i n-

cr ease i t s l oans by 30 per cent .

Ef f ect s t hat ar e mor e i ndi r ect , but not l ess st r i ki ng, ar e al so bei ng f el t at

pr esent . The ver y ent er pr i si ng nat ur e of t he i ndust r i al count r i es' banki ng

syst ems pr ovi ded a check t o t he monet ar i st exper i ment s i n t he Uni t ed St at es

and t he Uni t ed Ki ngdom, as t hei r exposur e l ed t hem t o pr ess f or l ower i nt er est

r at es . The pr i vat e banki ng syst em, an i mpor t ant bast i on of capi t al i sm,

became r at her vul ner abl e t o pr eci sel y t he devel opi ng count r i es t hat had bor -

r owed f r om t hem. Ther e have been r ecent comment s t hat " Thi r d Wor l d

count r i es r ecent l y at t ai ned unpr ecedent ed l ever age because of t hei r abi l i t y t o

har m t he west er n banki ng syst em. " 4e Thi s pr ovi des an obj ect l esson i n i nt er -

nat i onal i nt er dependence : Banks' r ecycl i ng of OPEC f unds l ed t hem t o pr ess

f or easi er cr edi t pol i ci es wi t hi n t he Uni t ed St at es, because t hei r own sur vi val

depended on t he abi l i t y of t hei r i nt er nat i onal bor r ower s t o cont i nue payi ng .

Bot h t he symbol i c and t he r eal aspect s of t hi s cr i si s have been pr of oundl y

educat i onal . The hi gh i nt er est r at es t hat wer e par t l y a r esponse t o OPEC pr i c-

i ng pol i ci es t ur ned out t o gi ve mor e l ever age t o t he Thi r d Wor l d t hr ough t he

debt i ssue . Recent l y, Ar gent i na and Br azi l pr oposed r eschedul i ng of par t df

t hei r debt s on f avor abl e and somewhat novel t er ms, and t hei r pr oposal s wer e

r el uct ant l y accept ed because of t hei r i nevi t abi l i t y . 49

Under t he ci r cumst ances, any at t empt t o al l evi at e t he debt cr i si s con-

t r i but es as much t o br aci ng t he vi abi l i t y of t he i nt er nat i onal banki ng syst em as

t o any ot her ai m; i t was i n par t t hi s consi der at i on t hat moved t he Uni t ed

St at es t o suppor t t he 47 per cent i ncr ease i n I MFquot as, an i ncr ease t hat was

hi st or i cal l y unpr ecedent ed and t hat under di f f er ent ci r cumst ances many year s

of negot i at i ons woul d not have br ought about .

A number of al t er nat i ve l i qui di t y measur es have been pr oposed, some

r ef l ect i ng a si mi l ar concer n f or t he vi abi l i t y of t he exi st i ng f i nanci al syst em,

and ot her s expr essi ng concer ns f or t he bor r owi ng count r i es . 5 ° Obvi ousl y t hese

debt s have ver y ser i ous i mpact s on count r i es such as Mexi co, Br azi l , and

Ar gent i na . Concer ns have al so been expr essed about t he soci al and pol i t i cal

consequences of pai nf ul aust er i t y pr ogr ams . However , i t i s equal l y obvi ous

t hat t he sur vi val of st at es i s l ess t i ed t o t he r epayment of t hei r debt t han i s t he

sur vi val of t he l endi ng banks, especi al l y as t he cr i si s has pr eci pi t at ed an

under st andi ng of t he need t o r enegot i at e some of t he debt .

The debt cr i si s al so cont ai ns an i mpor t ant l esson f or debt or count r i es t hat

f ol l owed expor t - l ed st r at egi es based ei t her on mor e t r adi t i onal commodi t i es,

such as Br azi l , or on oi l , such as Mexi co . As t he i nt er nat i onal sect or s of t hei r
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economi es expanded r api dl y, and of t en i nef f i ci ent l y, t hei r i mpor t s f r ont i n-dust r i al count r i es soar ed and exceeded t he r evenues ' f r om i ncr eased expor t s .Fur t her mor e, concent r at i on on t hei r expor t mar ket l ed t o a negl ect of t he sub-si st ence sect or , and a consequent dependence on f ood i mpor t s, as i n t he case ofVenezuel a . " The l esson i s t hat devel opment st r at egi es based most l y on t her esour ce expor t s have ver y hi gh r i sks, as t hei r success i s t i ed t o i nt er nat i onal
t er ms of t r ade f or pr i mar y commodi t i es, whi ch ar e not or i ousl y vol at i l e and
unr el i abl e . For exampl e, t he r ecent dr op i n t he pr i ce of oi l had sever e conse-
quences f or t he Mexi can economy, whi ch had been or i ent ed t o depend t o a
gr eat ext ent on t he pr oduct i on and expor t of oi l f ol l owi ng a convent i onal vi e,
of devel opment st r at egi es .

The debt pr obl em under scor es t he over al l concer n wi t h l i qui di t y i n t he
wor l d economy . " Thi s concer n ar i ses i n par t f r om t he st r i ct monet ar i st
r egi mes i mposed by l eadi ng i ndust r i al economi es i n an at t empt t o combat
t hei r domest i c i nf l at i on . I n t hi s cont ext , t he i ssue of t r ansf er s t o devel opi ng
count r i es has been r epl aced by a concer n t o devel op bet t er i nt er nat i onal f i nan-
ci al t ool s . These ar e i nt ended t o al l evi at e def i ci t s and t he cr i ppl i ng i nt er est
payment s on debt s, as wel l as t o f or est al l t he i nst abi l i t y of f i nanci al agent s i n
t he i ndust r i al count r i es wi t h a ver y si gni f i cant exposur e . Ther e i s a gener al
unease about t he adequacy of exi st i ng i nt er nat i onal f i nanci al i nst i t ut i ons,
some of whi ch dat e as f ar back as t he i mmedi at e post war year s . " Whi l e t he i n-
t er nat i onal communi t y di scusses t he possi bi l i t y of updat i ng i t s f i nanci al i n-
st i t ut i ons, t he r ecent changes i n t he wor l d economy st r ai n t he capaci t i es of ex-
i st i ng ones t o cope wi t h t he demands of t he day, and t her ef or e t hey ant i ci pat e
t he emer gency of newer and mor e adequat e i nst i t ut i onal ar r angement s . "

Tempor ar y l i qui di t y measur es, i f t ar get ed appr opr i at el y, coul d pr ovi de a
ser vi ce t o t he i ndust r i al economi es as a whol e, al l owi ng t hem t o expand t hei r
economi es si mul t aneousl y, even i f i n a l i mi t ed f ashi on . A pr obl em t hat i s
per cei ved at pr esent i s t hat each OECD count r y f ear s t o i mpl ement expan-
si onar y measur es on i t s own, because i t may wor sen i t s r el at i ve posi t i on i n
t er ms of i nf l at i on and exchange r at es . The out come i s t her ef or e wor se t han
t hat whi ch coul d be at t ai ned i f al l wer e act i ng cooper at i vel y . A t empor ar y l i -
qui di t y measur e coul d encour age a mor e or l ess si mul t aneous, i f l i mi t ed, ex-
pansi on .

An anal ysi s of t he i mpact s of t he new f i nanci al pr oposal s on t he devel op-
i ng count r i es coul d be car r i ed out wi t hi n a f r amewor k si mi l ar t o t hat used t o
exami ne t he ol der pr oposal s on " t r ansf er . " Bot h pr oposal s have a common
f eat ur e : t he desi r e t o add i ni t i al endowment s t o t he devel opi ng count r i es, i n
t he bel i ef t hat such an addi t i on wi l l i mpr ove t hei r posi t i on i n t he wor l d
economy .

However , si nce t he i nt er nat i onal economy i s a mar ket economy, an
anal ysi s of changes i n i ni t i al endowment s i s not compl et e unl ess i t s ef f ect s on
i nt er nat i onal mar ket pr i ces ar e under st ood . Such pr i ces i ncl ude t he " t er ms of
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t r ade" bet ween t he Nor t h and t he Sout h, and t her ef or e have a maj or i n-

f l uence on a number of pol i cy concer ns ext endi ng beyond t he f i nanci al ar ea,

such as expor t pol i ci es, i nvest ment , and gr owt h . Any l i qui di t y measur e ai m-

i ng t o al l evi at e out st andi ng debt must be si gni f i cant , si nce t he val ue of t he

debt i s i t sel f r at her si gni f i cant f or t he economi es concer ned. " Ther ef or e, we

can expect t hat such a l i qui di t y measur e may have a nont r i vi al i mpact on

t r ade, as wel l as on demand and suppl y pat t er ns i n t he count r i es concer ned,

and one shoul d exami ne t he over al l i mpl i cat i ons . As i n t he case of expor t - l ed

pol i ci es di scussed above, t he i ncome ef f ect s of a t r ansf er ar e l i kel y t o have a

si gni f i cant i mpact on t he wel f ar e of t he gi ver and of t he r ecei ver when t he

mar ket pr i ces have adj ust ed t o t he new par amet er s .

The mar ket r esponses t o a t r ansf er t o t he Sout h may i n some cases be

mor e hel pf ul t o t he donor t han t o t he r ecei ver . Despi t e i t s count er i nt ui t i ve

nat ur e, t hi s i s i n f act a cl assi cal pr oposi t i on i n t r ade t heor y, goi ng back t o t he

wor k of Wassi l y Leont i ef i n 1936 . The gener al pr obl em of t he wel f ar e ef f ect s

of a t r ansf er i s one of t he ol dest i n t r ade t heor y, st ar t i ng wi t h t he wor k of John

St uar t Mi l l . ' 6

A t r ansf er may have a negat i ve ef f ect on t he r ecei ver i f i t s ef f ect on

mar ket pr i ces i s t o l ower t he t er ms of t r ade of t he r ecei ver . Thi s happens i f t he

r ecei ver ' s i mpor t s ar e an i mpor t ant component of i t s demand, because i n such

a case t he new " weal t h" may be t r ansf or med i nt o i ncr eased demand f or i m-

por t s . Thi s i s aki n t o t he i ncome ef f ect ment i oned above . I f t he pr i ce of t he i m-

por t s i ncr eases suf f i ci ent l y, t he r ecei ver may f i nd t hat despi t e t he expansi on of

i t s budget , i t i s l ess abl e t o i mpor t and t o consume t han bef or e . "

For sever al year s t hi s pr obl em was consi der ed somet hi ng of a cur i osi t y

because i t was est abl i shed t hat i n t wo- r egi on economi es i t coul d occur onl y i n

unst abl e mar ket s . The phenomenon was t her ef or e t hought t o be at wor st t em

por ar y . However , i t has r ecent l y been est abl i shed t hat t hi s pr obl emar i ses ver y

gener al l y i n t hr ee- r egi on economi es, and t hat i t al so occur s wi t h st abl e

mar ket s, so t hat i t may be qui t e per si st ent . ' '

The mai n r esul t i s t hat i n a t hr ee- r egi on wor l d t he r ecei ver coul d be wor se

of f whenever t he t hi r d r egi on, whi ch does not par t i ci pat e i n t he t r ansf er , i m-

por t s t he pr oduct s i n whi ch t he donor speci al i zes . An exampl e i s an economy

wi t h t hr ee r egi ons : an i ndust r i al r egi on, a newl y i ndust r i al i zed r egi on, and a

l ess- devel oped r egi on . The i ndust r i al r egi on makes a t r ansf er t o t he l ess-

devel oped r egi on ; t he donor consumes most l y i ndust r i al goods and t he

r ecei ver basi c goods . Under t hese condi t i ons a t r ansf er wi l l make t he r ecei ver

wor se of f when t he nonpar t i ci pant count r y i mpor t s i ndust r i al goods, i n a

st abl e mar ket . "

A t ypi cal case wher e such condi t i ons may be sat i sf i ed i s when t he i n-

dust r i al count r i es t r ansf er goods or money t o t he l ower - i ncome LDC' s, whi l e

t he newl y i ndust r i al i zi ng count r i es, whi ch do not par t i ci pat e i n t he t r ansf er ,

ar e net i mpor t er s of i ndust r i al goods . Thi s i s cl ear l y a pl ausi bl e case . 60 The
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negat i ve

	

i mpact s of t r ansf er s may happen

	

qui t e

	

i ndependent l y of t he
denomi nat i on of t he t r ansf er , whi ch can be i n i ndust r i al goods, i n consump-
t i on goods, or i n money .

Thi s ser ves t o show t hat over al l r el i ance on t r ansf er s t o decr easeweal t h di f f er ent i al s cannot be j ust i f i ed when par t of t he wel f ar e of t he coun-
t r i es concer ned depends on t hei r posi t i ons i n t he i nt er nat i onal mar ket , andon t he i nt er nat i onal t er ms of t r ade .

I t t her ef or e seems wor t h i ndi cat i ng t he economi c pol i ci es t hat coul d
of f set t he negat i ve i mpact s of t r ansf er s . As t he negat i ve r esul t s appl y t o ex-change mar ket economi es, t hey may be avoi ded by appr opr i at e supply
r esponses, such as changes i n t he l evel s of pr oduct i on . For exampl e, t he
l osses f r om hi gher pr i ces t o i mpor t s may i n par t be of f set i f domest i c pr o-
ducer s i ncr ease t hei r pr oduct i on of i mpor t subst i t ut es . Decr eased consump-
t i on of i mpor t s coul d t hen be of f set by hi gher out put and empl oyment . I n
t he r at her gener al case wher e t he LDC r ecei vi ng t he t r ansf er i s an i mpor t er
of agr i cul t ur al pr oduct s f r om t he Nor t h, t hen what i s r equi r ed i s t hat t he
t r ansf er be accompani ed by measur es t o i ncr ease domest i c agr i cul t ur al out -
put . Thus, t he negat i ve i mpact of hi gher agr i cul t ur al pr i ces, whi ch l ower s
t he vol ume of f ood i mpor t ed and t he domest i c consumpt i on of f ood, may
be of f set , at l east i n par t , by i ncr eases i n domest i c pr oduct i on of f ood . Thi s
posi t i ve out put r esponse woul d i n pr i nci pl e be consi st ent wi t h pr of i t max-
i mi zi ng behavi or , because t he pr oducer s woul d nat ur al l y i ncr ease t hei r out -
put when f aced wi t h hi gher pr i ces . What i s at st ake i s t he st r engt h of t hi s
out put r esponse, and t he ext ent t o whi ch i t can of f set t he negat i ve pr i ce ef -
f ect . Thi s suggest s t he i mpor t ance of posi t i ve measur es addr essed t o i m-
pr ovi ng pr oduct i vi t y i n t he agr i cul t ur al or subsi st ence sect or .

I n sum, measur es addr essed t o t he cor r ect i on of i nequal i t i es cannot be
based sol el y on ai d f l ows, because t hese do not cor r ect t he basi c di f f i cul t i es
i n t he r eal si de of t he economy . Ai d t hat does not r ai se t he l evel s of pr o-
duct i vi t y wi l l not l ead t o mar ket st r uct ur es adequat e f or sust ai ni ng
economi c expansi on . Tr ansf er pol i ci es shar e wi t h expor t - l ed pol i ci es a
mi sunder st andi ng about what const i t ut es an engi ne of devel opment . Bot h
r el y on engi nes l ocat ed out si de t he r egi ons, whi l e sust ai nabl e devel opment
al so r equi r es an i ncr ease i n domest i c pr oduct i vi t y and st r onger domest i c
mar ket s .

A mor e bal anced vi ew i s r equi r ed, one t hat sees t he domest i c popul a-
t i on not j ust as an i nput whose cost s ar e t o be mi ni mi zed but r at her as an
i mpor t ant component of t he mar ket i t sel f . Thi s i s aki n t o wi del y accept ed
pr escr i pt i ons f or i ndust r i al economi es : The need t o i ncr ease pr oduct i vi t y
and out put i s emphasi zed by suppl y si de economi st s, whi l e t he need t o
st r engt hen domest i c mar ket s i s a t r adi t i onal Keynesi an pr escr i pt i on .
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The pr i ces of ext r act i ve r esour ces, and i ndeed of pr i mar y commodi t i es

i n
gener al , have a not or i ous hi st or y of vol at i l i t y . I n t he 1950s and 1960s t hey

wer e al so gener al l y f al l i ng i n r eal t er ms . The 1970s saw a depar t ur e f r om t hi s

ear l i er pat t er n, wi t h a shi f t of mar ket power f r om consumer s t o pr oducer s .

Thi s was a r esponse t o unpr ecedent edl y hi gh l evel s of i ndust r i al act i vi t y by

user count r i es, and t o demand condi t i ons gener at ed by decades of l ow pr i ces .

The oi l mar ket was of cour se t he pr i me exampl e and set a t r ai l t hat ot her

commodi t y pr oducer s sought t o f ol l ow . Her e a sel l er ' s mar ket enabl ed OPEC

t o over come t wo decades of mar ket domi nance by t he buyi ng car t el of maj or

o i l compani es, and t o begi n exer ci si ng si gni f i cant mar ket power on behal f of

pr oducer s . Al t hough t he r ol e of a monopol y on t he buyi ng si de i n hol di ng

pr i ces down has been not ed f or some year s, 6' t hi s poi nt has onl y l at el y

become gener al l y accept ed . Wi del y r ead publ i cat i ons i n t he Uni t ed St at es

and t he Uni t ed Ki ngdom have comment ed r ecent l y t hat " i n one sense t he

dr amat i c i ncr ease i n oi l pr i ces i n t he mi d- 1970s r epr esent ed a bel at ed

r ecogni t i on by t he pr oducer s t hat t he mar ket had been r i gged i n t he West er n

i nt er est , " " and t hat OPEC was f or med i ni t i al l y as " a car t el t o conf r ont a

car t el . " 69 I ndeed, i t has not been onl y i n r esour ce mar ket s t hat i ndust r i al

count r i es have been i n a posi t i on t o exer ci se mar ket power . On t he sel l i ng

si de, t hey have been abl e t o domi nat e t he mar ket s f or pr oduct s as di ver se as

f ood, ar mament s, and var i ous t ypes of capi t al goods . 64 Thi s r ecogni t i on has

al so dawned on ot her pr oducer s, cr eat i ng a concer n t o ensur e i n t he f ut ur e

pr i ci ng pol i ci es t hat di st r i but e t he gai ns f r om r esour ce t r ade mor e equi t abl y

among buyer s and sel l er s .

I t has usual l y been t aken as obvi ous t hat hi gher pr i ces benef i t expor t er s

and har m i mpor t er s, and vi ce ver sa . I n f act , t hi s i s not al ways t r ue : Ther e ar e

a number of power f ul f act or s t hat t i e t oget her t he i nt er est s of t he t wo par t i es,

especi al l y i n t he case of such an i mpor t ant i nput t o pr oduct i on as oi l . Mor e-

over , t he movement s of pr i ces i n r esour ce mar ket s ar e st r ongl y i nf l uenced by

t he domest i c economi c pol i ci es of t he i ndust r i al count r i es . As wel l as havi ng

common i nt er est s i n cer t ai n t ypes of pr i ce movement s, expor t er s and i m-

por t er s t her ef or e have a shar ed i nf l uence over t hese pr i ce movement s . I t i s

t hen a ver y nat ur al r ecommendat i on t hat t hey shoul d desi gn t hei r economi c

pol i ci es so as t o use t hei r j oi nt i nf l uences over t hese mar ket s t o pur sue t hese

common i nt er est s .

Hi gher r esour ce pr i ces, gener al l y supposed t o benef i t expor t er s, may i n

some cases benef i t t he i mpor t er s as wel l . I n addi t i on, l ower pr i ces, usual l y

t aken as benef i ci al t o i mpor t er s, may i n some cases al so benef i t t he expor t er .

Fr om t hi s, i t wi l l emer ge t hat t her e ar e ci r cumst ances under whi ch bot h i m-

por t er s and expor t er s gai n f r om hi gher pr i ces, and ot her s under whi ch bot h

gai n f r om l ower pr i ces .
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To subst ant i at e t hese poi nt s, consi der t he ef f ect s of al t er nat i ve r esou r ce
pr i ces on i mpor t er and expor t er . Looki ng f i r st at t he i mpor t er , i t i s possi bl e t o
di st i ngui sh t hr ee par t i al i mpact s of hi gher pr i ces . The most obvi ous and most l y
wi del y acknowl edged i s of cour se t he r ecycl i ng ef f ect , wher eby hi gher
r evenues f r om r esour ce sal es r et ur n t o t he i mpor t i ng count r i es as i ncr eased ex -
por t demand or por t f ol i o i nvest ment or , i n t he case of many non- oi l expor t i ng
devel opi ng count r i es dur i ng t he 1970s, i n t he f or mof l oans . The magni t ude of
t hi s ef f ect , par t i cul ar l y i n t he case of oi l pr i ces, may be ver y subst ant i al . Re-
cent est i mat es 6 s have suggest ed t hat up t o 50 per cent of t he ext r a OPEC
r evenues af t er t he 1973 oi l pr i ce i ncr ease wer e r ecycl ed t o t he OECD coun-
t r i es, and t hat t he t ot al ef f ect s of such spendi ng woul d have been suf f i ci ent t o
pr event a downt ur n i n GNP i n t hose count r i es, i n t he absence of ot her def l a-
t i onar y ef f ect s . Ot her est i mat es suggest t hat t he r ecycl i ng of OPEC sur pl uses
as l oans t o non- oi l LDCs has had a ver y posi t i ve ef f ect on t hei r r at es of gr owt h
and on t hei r r at e of i nvest ment as a pr opor t i on of GNP as wel l . For i nst ance,
i n t he per i od 1973 t o 1979, i nvest ment as a pr opor t i on of GNP i ncr eased i n
I . DCs f r om 15 . 7 t o 23 . 6 per cent and LDCs i nvest ment as a pr opor t i on of t ot al
wor l d i nvest ment r ose f r om 4. 9 t o 8 per cent dur i ng t hi s per i od . 66

A second sour ce of common i nt er est i s t he l onger r un conser vat i on ef f ect .
" t her e i s an ol d sayi ng t hat " t he monopol i st i s t he conser vat i oni st ' s best
f r i end, " meani ng si mpl y t hat t he hi gher pr i ces supposed t o r esul t f r om
monopol y wi l l r educe consumpt i on and ai d conser vat i on . 6 I Ther e have been
wi despr ead concer ns about t he l ong- r un i mpl i cat i ons of i nef f i ci ent pat t er ns of
ext r act i ve r esour ce use, and about t he way i n whi ch t hi s may t i ght en gl obal
const r ai nt s on l ong- r un gr owt h pr ospect s . Hi gh pr i ces, by encour agi ng ef f i -
ci ent use and t he devel opment of subst i t ut es, wi l l hel p t o pr event or r educe
l ong- r un shor t ages . The i ndust r i al count r i es, as t he mai n user s of r esour ces,
wi l l al so be t he mai n benef i ci ar i es . Ther e i s t her ef or e anot her di mensi on of
common i nt er est her e .

Pr obabl y by f ar t he most i mpor t ant sour ce of communi t y of i nt er est be-

t ween i mpor t er and expor t er i s t he one t hat i s al so l east obvi ous . Thi s i s t he
subst i t ut i on ef f ect , a medi um- t er m ef f ect t hat ar i ses f r om t he ef f ect of a
r esour ce pr i ce change on t he i nt er nal equi l i br i um of t he i mpor t i ng count r y . I t

i s most r eadi l y i l l ust r at ed by r ef er ence t o t he ef f ect s of oi l pr i ces . However ,

i dent i cal ar gument s can al so be made about t he ef f ect s of t he pr i ce of any i m-

por t ed pr i mar y i nput .

An i ncr ease i n t he pr i ce of an i mpor t ed r esour ce ( such as oi l ) l eads t o i n-

cr eases i n t he demands f or ot her i nput s such as domest i c capi t al and l abor .

Pr oducer s, wi shi ng t o pr oduce at mi ni mum cost , wi l l change t he f act or mi x so
as t o use mor e l abor or capi t al , whose pr i ce has not r i sen, and l ess of t he

r esour ce . At const ant out put l evel s, t hi s woul d r ai se t he demands f or , and

empl oyment of , domest i c capi t al and l abor . The r et ur ns t o t hese f act or s i n-

cr ease and t her ef or e so do t hei r t ot al i ncomes . At t he same t i me t hat pr oducer s
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swi t ch f r om usi ng r esour ces t o usi ng capi t al and l abor , consumer s wi l l al so

c hange t hei r demand pat t er ns . They wi l l t ur n away f r om r esour ce- i nt ensi ve

goods, whose pr i ces have r i sen, and t owar d goods made mai nl y f r om ot her

l ess- expensi ve i nput s, such as domest i c capi t al and l abor . Thi s agai n t ends t o

i ncr ease t he empl oyment of , and r ewar ds t o, domest i c capi t al and l abor .

I n t he medi umr un, t her ef or e, t he i ncr ease i n t he pr i ce of a r esour ce may

i ncr ease t he empl oyment and r emuner at i on of t hose domest i c f act or s t hat can

subst i t ut e f or i t . Thi s i s obvi ousl y a posi t i ve ef f ect as f ar as t he i mpor t i ng

economy i s concer ned .

To set agai nst t hi s subst i t ut i on ef f ect i s a shor t - r un weal t h ef f ect t hat i s

mor e i nt ui t i vel y cl ear : The i mpor t i ng economy must par t wi t h mor e pur chas-

i ng power t o i mpor t any gi ven quant i t y of t he r esour ce, so t hat i t s r eal weal t h

i s r educed by t he i ncr ease i n t he pr i ce of a good t hat i t pur chases . Even t hough

t he i mpact of a pr i ce i ncr ease i s negat i ve bef or e subst i t ut i on t akes pl ace, i n t he

medi umr un i t coul d be posi t i ve . Ther e i s al so anot her shor t - r un ef f ect t o con-

si der . When t he expor t er f i xes t he pr i ce of t he r esour ce and not t he t er ms of

t r ade ( as i n t he case of oi l ) , t he i mpor t i ng count r y can i ncr ease t he pr i ce of i t s .

own expor t s i n r esponse t o t he r i se i n i t s i mpor t pr i ces . Thi s may of f set even i n

t he shor t r un t he dr op i n r eal weal t h . Thi s poi nt i s of pr act i cal r el evance : Af t er

t he oi l pr i ce i ncr eases of bot h 1973 and 1979, t he pr i ces of OECD i ndust r i al

expor t s t o OPEC count r i es i ncr eased by amount s qui t e suf f i ci ent t o compen-

sat e f or much of t he l oss of weal t h f r om t he hi gher oi l pr i ces . The magni t ude of

t he negat i ve weal t h ef f ect may t her ef or e be si gni f i cant l y r educed once we ac-

count f or t he expor t pr i ce r esponses of t he i mpor t i ng count r y . However , i n

gener al t he weal t h ef f ect wi l l r educe domest i c aggr egat e demand and t her eby

r educe t he t ot al demands f or , and empl oyment of , domest i c f act or s . Thi s con-

t r act i onar y consequence of t he hi gher oi l pr i ce wi l l of cour se t end t o of f set any

possi bl e benef i ci al consequences of t he subst i t ut i on ef f ect .

The i mpor t ant i ssue i s t her ef or e whi ch of t hese ef f ect s domi nat es . Ther e

i s no gener al answer t o t hi s pr obl em: No ef f ect wi l l uni f or ml y domi nat e t he

ot her s . Each ef f ect wi l l pr edomi nat e at a di f f er ent set of i ni t i al pr i ces . The

subst i t ut i on ef f ect wi l l be mor e i mpor t ant quant i t at i vel y at l ow pr i ces, t he

weal t h ef f ect mor e so at hi gh pr i ces, and t he r ecycl i ng ef f ect wi l l pr edomi nat e

when r evenues ar e hi gh . At i nt er medi at e pr i ces t hei r r el at i ve magni t udes wi l l

swi t ch i n a way t hat depends upon t he st r uct ur al char act er i st i cs of t he

economy . Al t hough t her e ar e no compl et el y gener al st at ement s about t he si zes

of weal t h and subst i t ut i on ef f ect s at al l pr i ce l evel s, we never t hel ess have

enough i nf or mat i on t o make t he f ol l owi ng i mpor t ant st at ement : At l ow

r esour ce pr i ces, when t he subst i t ut i on ef f ect domi nat es, t he i mpor t i ng count r y

wi l l gai n f r om an i ncr ease, and at hi gh pr i ces, when t he weal t h ef f ect

domi nat es, i t wi l l gai n f r om a r educt i on . At i nt er medi at e r anges, t he r esul t s

r equi r e pr eci se exami nat i on of t he economi c par amet er s of t he i mpor t i ng

count r y .
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I t i s expl ai ned bel ow t hat t he expor t i ng count r y wi l l al so gai n i n some
r espect s f r om an i ncr ease when pr i ces ar e l ow, and f r om a decr ease when t hey
ar e hi gh . Thi s wi l l pr ovi de t he basi s f or ar gui ng t hat t her e i s a " cooper at i ve
band" of r esour ce pr i ces . Whenever pr i ces ar e out si de t hi s r ange, bot h i m-
por t er and expor t er wi l l gai n by movi ng i nt o t hi s r ange . I f bot h t r ader s ar e
awar e of t he f ul l consequences of di f f er ent pr i ci ng st r at egi es, t hey wi l l wi sh t o
r ai se pr i ces i f t hey ar e l ower t han t hi s band, or r educe t hem i f t hey ar e hi gher .

Thi s suggest i on of a subst ant i al communi t y of i nt er est i s gr ounded on t he
anal ysi s of compet i t i ve mar ket r esponses t o r esour ce pr i ces . As such i t i s a r at her
novel pr oposal and has f ar - r eachi ng i mpl i cat i ons . I t i s t her ef or e i mpor t ant t o
under st and exact l y t he f r amewor k f r om whi ch i t emer ges : t hat of an i ndust r i al
economy wi t h per f ect l y compet i t i ve domest i c mar ket s t hat r espond t o a gi ven
wor l d mar ket pr i ce f or a r esour ce . Thi s economy i mpor t s r esour ces i n exchange
f or i ndust r i al goods . The r esour ce expor t er f i xes t he wor l d pr i ce of t he r esour ce,
and so i s a pr i ce set t er . However , t he r esour ce expor t er has no cont r ol over t he
pr i ces of t he i ndust r i al goods i t r ecei ves i n exchange f or r esour ces : These ar e of
cour se i nf l uenced by t he pr i ce of t he r esour ce . Hence t he expor t er cannot set t he
t er ms of t r ade bet ween r esour ces and i ndust r i al goods, whi ch i s t he " r eal " pr i ce
of t he r esour ce . I t can onl y set t he r esour ce pr i ce al one, a " nomi nal " pr i ce . The
r eact i on of t he i ndust r i al mar ket economy t hen det er mi nes t he pr i ce of i n-
dust r i al goods and hence t he t er ms of t r ade or t he " r eal " r esour ce pr i ce . 68 Thi s
i s a f r amewor k t hat i s di f f er ent f r om t he convent i onal model s of monopol y i n t he
wor l d r esour ce mar ket , wher e i t i s assumed t hat t he sel l er set s t he " r eal " pr i ce
of t he r esour ce, t hat i s, t he t er ms of t r ade bet ween t hi s and t he goods t r aded f or
i t . Equal l y, i t i s di f f er ent f r om a f ul l y compet i t i ve model wher e t he r esour ce ex-

por t er i s a pr i ce t aker . I t i s a model wher e t he pr i ce- set t i ng power of t he r esour ce
expor t er i s medi at ed by t he mar ket ' s r esponse, whi ch i s a pr i ce f or t he i ndust r i al
i mpor t s . The r esour ce expor t er can set any " nomi nal " pr i ce, but i t has t o l i ve
wi t h what ever r eal pr i ce i s t he mar ket ' s r esponse . The pr i ce of t he r esour ce i s set

by t he expor t er ; t he t er ms of t r ade ar e not . Thi s seems t o be an accur at e

r epr esent at i on of t he posi t i ons t hat many r esour ce- expor t i ng count r i es have, or
may aspi r e t o . Cer t ai nl y i t descr i bes OPEC' s posi t i on wel l : OPEC member
count r i es have been abl e t o f i x t he cur r ent dol l ar pr i ce of oi l but have had t o ac-

cept t he cur r ent dol l ar pr i ces of i ndust r i al expor t s wi t h whi ch t he OECD

economi es have r esponded . These have r i sen suf f i ci ent l y shar pl y si nce 1973 t o

make OPEC' s gai n i n r eal oi l pr i ces a ver y smal l f r act i on of i t s gai n i n cur r ent

dol l ar pr i ces . b 9 We ar e t her ef or e concer ned wi t h compar i ng a shor t - and a

medi um- t er m ef f ect of r esour ce pr i ces . I n t he shor t r un, t he expor t er f i xes t he

dol l ar pr i ce, but i n t he medi um r un i t must accept a mar ket - det er mi ned " r eal "

pr i ce f or i t s r esour ce- t hat i s, t he r el at i ve pr i ce of t he r esour ce wi t h r espect t o

t he pr i ce of i ndust r i al goods . Exper i ence i ndi cat es t hat t hese shor t - and

medi um- t er m pr i ce changes can be si gni f i cant l y di f f er ent . Fur t her mor e, when

compar ed wi t h l ong- r un r eal pr i ce adj ust ment s, shor t - r un pr i ce changes may
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l ead t o t he opposi t e ef f ect s f r om t hose or i gi nal l y sought , as demand pat t er ns and

pr oduct i on pat t er ns shi f t i n r esponse t o t he or i gi nal changes i n dol l ar pr i ces .

Shor t - , medi um- , and l ong- r un r esponses may be det ect ed by consi der i ng t he f ul l

gener al equi l i br i um ef f ect s of a pr i ce change, i n whi ch al l i mpor t ant var i abl es-

such as i ncome, suppl y, and demand- adj ust , r at her t han by t he mor e usual par -

t i al equi l i br i um r esponses .

I t i s i mpor t ant t o not e t hat t hi s anal ysi s i s ent i r el y consi st ent wi t h em-

pi r i cal st udi es of t he r esponses of i mpor t i ng count r i es t o hi gher ener gy pr i ces .

One phenomenon r eveal ed by t hese st udi es i s t hat hi gher ener gy pr i ces have

on occasi on l ed t o i ncr eases i n i nvest ment i n i mpor t i ng count r i es, whi ch i s

pr eci sel y what i s pr edi ct ed by t he subst i t ut i on ef f ect anal yzed above . They

have al so r eveal ed r egi me changes i n t he r esponse of i ndust r i al count r i es t o oi l

pr i ce i ncr eases, t hat i s, qual i t at i ve changes i n t he nat ur e of t he r esponse . ' °

Thi s i s j ust as pr edi ct ed by t he i nt er pl ay of weal t h and subst i t ut i on ef f ect s

out l i ned above : When subst i t ut i on ef f ect s domi nat e t her e i s one t ype of

r esponse, and when weal t h ef f ect s domi nant t her e i s anot her .

We t ur n now t o an anal ysi s of t he r eact i on of t he r esour ce- expor t i ng count r y

t o di f f er ent expor t pr i ce l evel s . I t wi l l agai n pr ove usef ul t o di st i ngui sh di f f er ent -

t ypes of ef f ect . Thi s t i me t he di st i nct i on i s bet ween t he i mpact of a pr i ci ng pol i cy

on t he r evenue f r om expor t s and t he i mpact on t he i nt er nal economi c st r uct ur e of

t he expor t i ng count r y . These ar e cal l ed r evenue and st r uct ur al ef f ect s . "

The r evenue ef f ect s ar e i n par t pr edi ct abl e . I f t he pr i ce i ncr eases f r om a

ver y l ow i ni t i al l evel , t hen t he t ot al r evenue f r om sal es wi l l r i se . Thi s har dl y

needs expl ai ni ng . At ver y hi gh pr i ces, an i ncr ease wi l l r educe r evenues . Thi s

i s par t l y because hi gh pr i ces encour age subst i t ut i on and so r educe demand

( t he subst i t ut i on ef f ect r ef er r ed t o above) , and par t l y because t hey l ead t o a

def l at i on of t he consumi ng economy and so r educe demand vi a t he i ncome ef -

f ect , al so anal yzed above .

I n t he i nt er medi at e pr i ce r ange, t he r evenue ef f ect s of a pr i ce change ar e

mor e compl ex and wi l l depend on t he st r uct ur al char act er i st i cs of t he consum-

i ng economy . Pr eci se r esul t s can be gi ven ( and ar e cont ai ned i n t he t echni cal

paper s, whi ch can be obt ai ned f r om t he aut hor s) , but i t i s cer t ai nl y cl ear t hat

at l ow pr i ces t he r evenue ef f ect s of a pr i ce r i se ar e benef i ci al t o t he expor t er

and t hat at hi gh pr i ces t hey ar e har mf ul .

Thi s anal ysi s i s couched i n t er ms of t he ef f ect of a change i n t he money

pr i ce of oi l on t he r eal r evenues of t he expor t er , by whi ch we mean i t s r evenues

denomi nat ed i n t er ms of t he goods i t i mpor t s . Thi s i s i mpor t ant , as an i n

cr ease i n t he pr i ce of a r aw mat er i al wi l l t ypi cal l y l ead t o r i ses i n t he pr i ce of

pr oduct s embodyi ng i t . These consequent i al pr i ce changes have of cour se t o

be consi der ed when eval uat i ng al t er nat i ve pr i ci ng st r at egi es .

The st r uct ur al ef f ect s of a pr i ce change on t he expor t i ng count r y ar e mor e

compl ex and have bot h posi t i ve and negat i ve aspect s . They depend upon t he

char act er i st i cs of bot h i mpor t i ng and expor t i ng economi es . A key var i abl e
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her e i s t he degr ee of dual i t y i n t hese economi es, wher e dual i t y i s measur ed essen-
t i al l y by t he di f f er ences bet ween t he f act or - i nt ensi t i es of t he var i ous i ndust r i es and
t he l evel of r eal wages . An economy i s dual i n t hi s sense i f i t cont ai ns ver y capi t al _

i nt ensi ve i ndust r i al sect or s and ver y l abor - i nt ensi ve t r adi t i onal sect or s .

The sect i on on " Expor t - Led St r at egi es" expl or ed t he consequences of
such dual i t y, t oget her wi t h ei t her a l abor suppl y t hat i s hi ghl y r esponsi ve t o
r eal wages or expendi t ur e pat t er ns l eadi ng t o most wage i ncome bei ng spent
on l abor - i nt ensi ve goods . I t was shown t hat under t hese condi t i ons an expan -

si on of ' i nt er nat i onal t r ade may har m t he posi t i on of wage ear ner s .

The ef f ect s of pr i ce changes on pr of i t s depend on t he i ni t i al pr i ce l evel .
Fr om a ver y l ow i ni t i al pr i ce, an i ncr ease i n t he pr i ce of t he expor t ed r aw

mat er i al wi l l l ead t o an i ncr ease i n t he pr of i t abi l i t y of domest i c capi t al , and
al so t o an i ncr ease i n t he amount of capi t al empl oyed . On t he ot her hand, i f
t he i ni t i al pr i ce i s hi gh, t he consequences of an i ncr ease ar e t he opposi t e . I n

t hese cases, t he pr of i t abi l i t y and empl oyment of domest i c capi t al t her ef or e i n-

cr ease or decr ease wi t h t he expor t pr i ce pr eci sel y when r evenues i ncr ease or

decr ease . The i nt ui t i on behi nd t hi s i s r at her cl ear : An i ncr ease i n r evenues

f r om expor t s r ai ses domest i c aggr egat e demand . Thi s has a posi t i ve i mpact on
t he demand f or capi t al and l eads t o hi gher pr i ces and empl oyment of capi t al .

A decr ease has t he opposi t e ef f ect s . ( Agai n, f or i nt er medi at e pr i ce l evel s, one

must t ur n t o t he mor e det ai l ed anal ysi s of t he t echni cal paper s . )

To summar i ze t hi s di scussi on of t he i mpact of pr i ci ng pol i ci es on a

dual i st i c r esour ce- expor t i ng count r y, we can st at e : zyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA

" Revenues i ncr ease when pr i ces ar e i ncr eased f r om l ow l evel s or

decr eased f r om hi gh l evel s .

" Pr of i t abi l i t y and capi t al i ncome i ncr ease when pr i ces ar e i ncr eased

f r om l ow l evel s or decr eased f r om hi gh l evel s .

" Wages and wage i ncome r espond i n t he opposi t e sense t o pr of i t s .

Thi s summar y appl i es onl y t o pr i ce i ncr eases or decr eases f r om l ow or hi gh

i ni t i al l evel s r espect i vel y ; f or changes f r om i nt er medi at e i ni t i al pr i ces, mor e

compl ex st at ement s appl y . I n par t i cul ar , i t can be shown t hat wi t h i n-

t er medi at e i ni t i al pr i ces, t her e ar e pr i ce mop ement s t hat have benef i ci al conse-

quences f or bot h r evenues and wages . However , i n gener al t her e may be a

conf l i ct bet ween pr of i t s and wages i n a dual economy .

We have deal t above wi t h t he case of a dual i st i c r esour ce- expor t i ng coun-

t r y f r om t he poi nt of vi ew of est abl i shi ng a common i nt er est bet ween i m-

por t er s and expor t er s- t hi s i s i n f act t he wor st case . I f , i nst ead, t he expor t i ng

economy i s homogenous, t hen i n t he si t uat i ons descr i bed above r eal wages wi l l

move wi t h pr of i t s as r esour ce expor t s var y . For exampl e, a pr i ce i ncr ease f r om

l ow i ni t i al l evel s wi l l i ncr ease r evenues, pr of i t s, and wages . A decr ease f r om

hi gh i ni t i al l evel s wi l l do l i kewi se . Thi s i s one si gni f i cant advant age of a
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homogeneous economy : Pr of i t s and wages gener at e posi t i ve ext er nal i t i es t o

each ot her , so t hat t hey i ncr ease si mul t aneousl y i n some cases . As a gener al

pr oposi t i on a count r y st ands t o gai n mor e f r om r esour ce expor t s t he mor e

homogenous ar e i t s t echnol ogi es and t he hi gher ar e i t s r eal wages . I ndeed, t he

gr eat est gai ns accr ue t o a homogenous, hi gh- wage economy expor t i ng

r esour ces t o a dual i st i c, l ow- wage count r y . So an i ndust r i al economy such as

Aust r al i a or Canada st ands t o gai n f r om an expansi on of mi ner al or f uel ex-

por t s t o Sout h Amer i ca or t he Far East . A Sout h Amer i can count r y, on t he

ot her hand, i s l ess l i kel y t o gai n uni f or ml y f r om expandi ng r esour ce expor t s t o

Nor t h Amer i ca or Eur ope .

Obvi ousl y, t her e i s i ndeed a si gni f i cant communi t y of i nt er est s bet ween

buyer s and sel l er s i n t he i nt er nat i onal mar ket s f or r esour ces ; t her e ar e pr i ce

movement s t hat wi l l benef i t buyer s, and t hat wi l l al so benef i t sel l er s i n t er ms

of expor t r evenues and capi t al i ncome, t hough t hey may wor sen t he posi t i on

of l abor i n t he sel l i ng count r i es . Havi ng not ed t hese connect i ons, t he next st ep

i s t o anal yze t he f act or s t hat act ual l y i nf l uence pr i ce movement s i n t hese

mar ket s . The i nt er est i ng poi nt her e i s t he ext ent t o whi ch t he domest i c pol i ci es

of i mpor t i ng count r i es may af f ect r esour ce pr i ces . I t i s t o be expect ed t hat an.

i ncr ease i n demand wi l l r ai se pr i ces, and t her e i s cer t ai nl y evi dence t hat

economi c expansi on of t he consumi ng count r i es has af f ect ed t he l evel of

r esour ce pr i ces . Ther e ar e al so bot h t heor et i cal and empi r i cal r easons f or sup-

posi ng t hat such domest i c pol i ci es as i nt er est r at e pol i ci es have a si gni f i cant

i mpact on r esour ce pr i ces . Ext r act i ve r esour ces have many of t he char act er -

i st i cs of asset s such as st ocks and bonds ( t hi s i s r at her cl ear of gol d or si l ver ) ,

and consequent l y equi l i br i um i n t hei r mar ket s i s descr i bed by t he same ki nds

of condi t i ons as char act er i ze equi l i br i um i n asset mar ket s . One such condi t i on

i s t hat al l equi val ent asset s shoul d yi el d t hei r hol der s t he same r at e of r et ur n .

Now, t he r at e of r et ur n t o a good t hat pays no di vi dend i s si mpl y t he r at e at

whi ch i t s pr i ce appr eci at es, t hat i s, t he r at e of capi t al gai ns t hat i t pr oduces .

The r et ur n t o hol di ng an ext r act i ve r esour ce t her ef or e depends upon t he r at e

at whi ch i t s pr i ce i ncr eases, and mar ket equi l i br i um r equi r es t hat t hi s r at e be

r el at ed t o t he r at es of r et ur n avai l abl e on ot her asset s . Such r at es of r et ur n ar e

det er mi ned, i nt er al i a, by i nt er est r at es, so t her e i s her e a chai n of connect i ons

r unni ng f r om i nt er est r at es t o t he r at es of change of r esour ce pr i ces . I t can be

shown t hat what ever t he mar ket st r uct ur e- compet i t i ve, i mper f ect l y com-

pet i t i ve, or monopol i st i c- t her e wi l l be a posi t i ve r el at i onshi p bet ween t he

r at e of change of r esour ce pr i ces and r at es of i nt er est .

Thi s i s j ust t he wel l - known " Hot el l i ng Rul e, " 72 whi ch r el at es r esour ce

pr i ce movement s t o i nt er est r at es . I t est abl i shes t hat i n t he l ong r un, r esour ce

pr i ces wi l l f ol l ow an upwar d t r end t hat i s r el at ed t o t he gener al l evel of i nt er est

r at es . Unant i ci pat ed changes i n i nt er est r at es wi l l l ead t o changes i n t hi s t r end

of r at e of i ncr ease, and al so t o abr upt changes i n t he l evel of r esour ce pr i ces .

Ther e i s an anal ogy her e wi t h t he i mpact of i nt er est r at es on asset pr i ces i n
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gener al : Unant i ci pat ed changes i n i nt er est r at es r ai se or l ower t he pr i ces of
asset s such as st ocks and bonds . The r i si ng l ong- r un t r end of r esour ce pr i ces
si mpl y r ef l ect s t hei r i ncr easi ng scar ci t y, as t he r emai ni ng st ock becomes smal l er .

Thi s sl i ght l y sur pr i si ng pr edi ct i on has r ecei ved ext ensi ve empi r i cal
scr ut i ny, f r om whi ch i t has emer ged essent i al l y unscat hed. " Fr omt he poi nt of
vi ew of under st andi ng t he i nt er nat i onal economi c syst em, t he i mpor t ant poi nt
i s t hat t he pr i ces of ext r act i ve r esour ces ar e not exogenous t o t he i ndust r i al
count r i es : Vi a t he l ogi c of t he Hot el l i ng Rul e, t hey ar e st r ongl y i nf l uenced by
t hei r domest i c economi c pol i ci es . The domest i c pol i ci es pur sued by t hese
count r i es i nf l uence t he pr i ces t hey f ace i n r esour ce mar ket s, so t hese pr i ces
cannot be at t r i but ed sol el y t o t he act i ons of t he sel l er s .

We can now pul l t he var i ous st r ands of ar gument i n t hi s sect i on t oget her
t o make a coher ent whol e . Ther e ar e t wo i mpor t ant poi nt s . One i s t hat t he
i ssue of t he pr i ci ng of i nt er nat i onal l y t r aded r esour ces i s not necessar i l y a
sour ce of Nor t h- Sout h conf l i ct : Ther e ar e sever al sour ces of common i nt er est
and i n consequence t her e can be si t uat i ons wher e a pr i ce movement i s at t r ac-
t i ve t o bot h si des of t he mar ket . Cr uci al her e i s t he r ecogni t i on t hat ver y l owor
ver y hi gh pr i ces may be t o nobody' s benef i t . I n f act , t hey l ead not onl y t o
wel f ar e l osses but t o i nst abi l i t y . Lowpr i ces l ead wi t h a l ag t o an expansi on of
demand and an upwar d pr essur e on pr i ces . " The commodi t y pr i ce boom of
t he ear l y 1970s can be seen i n par t as a demand r esponse t o a per i od of l ow
pr i ces . Si mi l ar l y, hi gh pr i ces l ead event ual l y t o a ver y depr essed mar ket , as i s
cur r ent l y t he case wi t h oi l , and t hus t o a " buyer ' s" mar ket . I t shoul d be not ed
t hat bot h expor t er s and i mpor t er s ar e i n a posi t i on t o exer ci se i nf l uence over
pr i ce movement s . The pr eci se nat ur e of t he r el at i onshi p bet ween domest i c
economi c pol i ci es i n t he consumi ng count r i es and i nt er nat i onal pr i ce
movement s i s compl ex, but i t can be set out i n t he det ai l needed f or pol i cy
anal ysi s i n each count r y . The gener al i mpl i cat i on of t hese obser vat i ons i s once
agai n t hat nat i onal and i nt er nat i onal economi c i ssues ar e i nt i mat el y l i nked, so
t hat nei t her shoul d be consi der ed i n i sol at i on f r om t he ot her . Nat i onal and i n-
t er nat i onal economi c pol i ci es need t o be f or mul at ed consi st ent l y, and t he f act
t hat t her e ar e r egi ons of common i nt er est shoul d f aci l i t at e t he est abl i shment of
pol i ci es wi t hi n whi ch t hi s can be done . " I ndeed t he f or egoi ng anal ysi s makes
cl ear t he mai n sour ces of common i nt er est s ( and t he t echni cal paper s set out i n
mor e det ai l t he pr eci se par amet er s of t hi s common i nt er est ) . Empi r i cal i n-

vest i gat i on wi t hi n t hi s f r amewor k coul d pr ovi de a basi s f or numer i cal eval ua-

t i on of t he ef f ect s di scussed, and of t he r egi mes wi t hi n whi ch cooper at i on
woul d be mut ual l y benef i ci al , f or a var i et y of ext r act i ve r esour ces . These
woul d have t o be economi cal l y i mpor t ant i nput s, ei t her i ndi vi dual l y as i n t he
case of oi l , or i n gr oups t hat can nat ur al l y be consi der ed t oget her , as i n t he

case of nonf er r ous, nonpr eci ous met al s . Ot her wi se, t he i mpact s of t hei r pr i ce
changes woul d be si gni f i cant enough t o pr oduce t he weal t h, subst i t ut i on, and
r ecycl i ng ef f ect s necessar y t o make cooper at i ve pr i ci ng pol i ci es possi bl e .
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Thi s chapt er has t ouched upon a wi de r ange of i ssues- on pr ot ect i oni sm

and managed t r ade, on r ecent macr oeconomi c devel opment s, and on Nor t h-

Sout h i nt er dependence vi a i nt er nat i onal f i nanci al mar ket s, expor t - l ed

st r at egi es, ar ms t r ade, and r esour ce pr i ci ng . Al t hough t he scope i s br oad,

t her e have been a number of r ecur r ent and uni f yi ng t hemes ; i n f act , t her e i s a

si ngl e t heme t hat emer ges st r ongl y . Thi s i s t hat at t ent i on must be pai d t o

domest i c economi c st r uct ur es i n or der t o ascer t ai n t he i mpact of i nt er nat i onal

economi c pol i ci es, and i n or der t o under st and how nat i onal mar ket s i nt er act

wi t h each ot her t hr ough t he i nt er nat i onal economy . Two par t i cul ar f eat ur es of

our anal ysi s ar e economi es of scal e i n i ndust r i al count r i es and t he i mpor t ance

of i ncome ef f ect s r esul t i ng f r om pr i ce changes i n devel opi ng count r y mar ket s .

I n a br oad r ange of si t uat i ons, a consequence of t hese f eat ur es i s t hat cer t ai n

convent i onal and wi del y adopt ed pol i ci es have r esul t s t hat ar e qui t e t he op-

posi t e of t hose expect ed . Ther ef or e al t er nat i ve pol i ci es ar e r equi r ed, and we

have suggest ed gener al gui del i nes .

The i ncr eased i mpor t ance of economi es of scal e i nf l uences t he macr o-

economi c per f or mance and pol i ci es of t he i ndust r i al count r i es . I n par t i cul ar , i t

af f ect s t he st abi l i t y of mar ket s, t he possi bi l i t y of smoot h st r uct ur al change, and

of mut ual l y benef i ci al and bal anced t r ade . I ncr easi ng r et ur ns ar e an i mpor -

t ant l i nk bet ween t he emer gence of st agf l at i on and of pr obl ems connect ed wi t h

t r ade i mbal ances and st r uct ur al change at t he i nt er nat i onal l evel . Rest r i ct i ve

monet ar y pol i ci es may be l ess ef f i ci ent i n cont r ol l i ng i nf l at i on, and may i m-

pose hi gh ef f i ci ency l osses i n t er ms of pl ant cl osur es and unempl oyment .

Equal l y, t he t r adi t i onal pr esumpt i ons t hat f avor acr oss- t he- boar d l i ber al i za-

t i on t r ade ar e no l onger oper at i ve i n t hi s case . We of f er ed gui del i nes f or i n-

dust r i al pol i ci es and t he management of t r ade f or economi es wi t h i ncr easi ng

r et ur ns t o scal e .

The second i mpor t ant f eat ur e of domest i c economi es t hat we si ngl ed out

was i ncome ef f ect s i n devel opi ng count r i es . I f subst ant i al , i ncome ef f ect s may

r ever se t r adi t i onal l i nks bet ween domest i c and i nt er nat i onal mar ket s . An i n

cr ease i n t he expor t of pr i mar y commodi t i es, even i f due t o an expansi on of

demand, may l ower t he ear ni ngs of t hose pr oduci ng t hem. Thi s occur s

pr eci sel y when t he i ncome ef f ect s ar e l ar ge r el at i ve t o t he subst i t ut i on or pr i ce

ef f ect s . The same i ssue ar i ses wi t h r esour ce pr i ces : The ef f ect s of t hese on

wel f ar e i n t he consumi ng and pr oduci ng count r i es depend on t he r el at i ve

magni t udes of i ncome and subst i t ut i on ef f ect s . We have ar gued, and t hi s i s an

ar gument backed by empi r i cal evi dence, 16 t hat ci r cumst ances wher e i ncome

ef f ect s domi nat e ar e i n f act l i kel y t o ar i se f r equent l y i n mar ket s of i mpor t ance

t o devel opi ng count r i es .

We have al so ar gued t hat t he l evel of i nt er dependence i n t he wor l d

economy has i ncr eased ver y si gni f i cant l y . We di scussed t he i mpact of r esour ce
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pr i ces on i nt er nat i onal f i nanci al f l ows, i ncl udi ng t he l oans t hat r ecycl ed OPEC
r evenues t o r api dl y gr owi ng devel opi ng count r i es . These l oans made t he bor -
r owi ng count r i es par t i cul ar l y vul ner abl e t o changes i n domest i c monet ar y
pol i ci es i n t he i ndust r i al count r i es . Reci pr ocal l y, t hey made t he banki n g
syst em i n t hose count r i es vul ner abl e t o t he pol i ci es of bor r owi ng count r i es . I n
any case, t he evi dence suggest ed t hat t he devel opi ng count r i es had a si gni f i -
cant l y hi gher l evel of gr owt h and i nvest ment t han t he i ndust r i al count r i es over
t he l ast t en year s, despi t e t he hi gh oi l pr i ces .

Our next st ep i s t o gi ve an i nt egr at ed r evi ew, wi t h exampl es . Fi r st con-
si der t he domest i c macr oeconomi c pol i ci es of t he i ndust r i al mar ket economi es,
whose sl uggi sh per f or mance i n r ecent year s has adver sel y af f ect ed expor t ear n
i ngs of many devel opi ng count r i es . We ar gued her e f or sel ect i ve expansi onar y
f i scal and i ndust r i al pol i ci es, associ at ed wi t h l owi nt er est r at es . Cl ear l y, t he ex-
pansi on must be di r ect ed t owar d t hose sect or s wi t h t he gr eat est pot ent i al f or
cost r educt i ons f r om scal e economi es . However , t her e i s a danger t hat an at -
t empt at r api d expansi on of out put i n t hese sect or s wi l l cause bot t l enecks i n t he
mar ket s f or l abor and ot her i nput s, wi t h i nf l at i onar y consequences . Because of
t hi s, t he di r ect ed expansi on woul d need t o be associ at ed wi t h pol i ci es t o en-
cour age t he avai l abi l i t y of appr opr i at e i nput s i nt o t hese sect or s . These mi ght
i nvol ve subsi di es t o t he r et r ai ni ng of l abor and t o l abor mobi l i t y, and al so t o
r el at ed capi t al expendi t ur es . I t i s i mpor t ant t o not e t hat t her e ar e posi t i ve and
negat i ve pol i cy r esponses t o t he need f or st r uct ur al change . The posi t i ve
r esponse i s t hat out l i ned above : Encour age t he sect or s wi t h pot ent i al and al so
expedi t e r eal l ocat i ons f r om sect or s wi t h l ower t o t hose wi t h hi gher pot ent i al . "
A negat i ve r esponse i s t o subsi di ze decl i ni ng sect or s t o keep t hem i n bei ng . ' e I f
t he under l yi ng l oss of compar at i ve advant age i s per manent , t hen t hi s l at t er
r esponse can onl y l ead t o a cycl e of decl i ni ng ef f i ci ency and of r i si ng subsi di es .
Publ i c r esour ces ar e i n gener al much mor e pr oduct i ve when spent f aci l i t at i ng

t he gr owt h of emer gi ng i ndust r i es wi t h pot ent i al f or cost r educt i ons t han i n at -
t empt i ng t o mai nt ai n an exi st i ng decl i ni ng i ndust r i al base .

Fi nal l y, we consi der t he r el at i onshi p of devel opi ng count r i es wi t h t he i n-
t er nat i onal mar ket syst em. Her e, one of t he mai n t hr ust s of our anal ysi s has
been t o war n agai nst t he danger s of excessi ve dependence on i nt er nat i onal

mar ket s as an engi ne of gr owt h, especi al l y wi t h r espect t o t r adi t i onal expor t s .

The out come of par t i ci pat i on i n such mar ket s i s ext r emel y sensi t i ve t o

domest i c mar ket s and t echnol ogi cal st r uct ur es, and i n par t i cul ar t o t he i mpor -
t ance of t he i ncome ef f ect s al r eady ment i oned . I f t hese i ncome ef f ect s ar e

subst ant i al , and t her e ar e r easons t o bel i eve t hat i n many cases t hey ar e, t hen

i nvol vement i n i nt er nat i onal mar ket s f or pr i mar y commodi t i es can l ead t o a

count r y becomi ng t r apped i n a sel f - r ei nf or ci ng posi t i on of dependence . An ex-
cessi ve i nt er nat i onal or i ent at i on l eads t o dependence on i mpor t s and t o a
vul ner abi l i t y t o bal ance- of - payment s def i ci t s dur i ng cycl i cal downswi ngs, such

as t he pr esent . Such payment s def i ci t s l ead t o pr essur es f r om i nt er nat i onal
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or gani zat i ons f or r est r i ct i ve domest i c pol i ci es and f or deval uat i ons, bot h wi t h

a vi ew t o emphasi zi ng expor t - l ed pol i ci es . As di scussed above, t hese may i n-

cr ease f ur t her t he i nt er nat i onal or i ent at i on of t he economy and under mi ne i t s

gr owt h and di st r i but i on of i ncome . Ul t i mat el y, devel opi ng count r i es woul d

f ul f i l l a ser vi ce r ol e i n t he i nt er nat i onal economy, as suppl i er s of cheap expor t s

t o t he i ndust r i al count r i es .

On t he ot her hand, st r onger domest i c mar ket s, and a mor e i nt egr at ed

and pr oduct i ve t echnol ogi cal st r uct ur e, may l ead t o posi t i ve out comes of

expor t - l ed pol i ci es . Mor e par t i ci pat i on i n i nt er nat i onal mar ket s f or pr i mar y

commodi t i es may be benef i ci al t o t he expor t er i n t hi s case . Thi s suggest s t wo

i mpor t ant pol i cy concl usi ons . One i s t hat i nvol vement i n i nt er nat i onal

pr i mar y commodi t y mar ket s shoul d be under t aken onl y af t er a car ef ul r evi ew

of domest i c economi c st r uct ur es and t hei r l i kel y i nt er act i on wi t h t he i nt er na-

t i onal mar ket . These st r uct ur es ar e not unchangeabl e, and t hey coul d be sub-

j ect t o i nf l uence by sui t abl e pol i cy measur es i n t he l abor mar ket and i n t he

f i el d of choi ce of pr oduct i ve t echni que, bot h wi t h a vi ew t o st r engt heni ng

domest i c mar ket s . Anot her suggest i on t o emer ge cl ear l y i s t hat t her e may be

subst ant i al advant ages t o expor t i ng goods t hat ar e not ver y l abor i nt ensi ve, as

t he pot ent i al l y har mf ul i ncome ef f ect s ar e l ess l i kel y t o ar i se wi t h t hese .

Over al l , t he poi nt i s t hat t he st r uct ur e of domest i c mar ket s i s an i mpor t ant

det er mi nant of t he out come of i nt er nat i onal t r ade, so t hat a st r engt heni ng of

t hese mar ket s, by r educi ng t echnol ogi cal dual i sm and t he el ast i ci t y of l abor

suppl i es and i mpr ovi ng over al l pr oduct i vi t y, i s a val uabl e pr el i mi nar y t o

gr eat er i nvol vement i n i nt er nat i onal mar ket s . The t r adi t i onal vi ew of cheap

l abor as t he mai n r el at i ve advant age of devel opi ng count r i es i s t her ef or e not a

good basi s f or t he f or mul at i on of economi c st r at egi es . The most successf ul

expor t - l ed gr owt h exampl es of t he l ast decades ( f or exampl e, Japan, Tai wan,

Kor ea, Ger many) had hi ghl y educat ed and pr oduct i ve l abor , wi t h

cor r espondi ng l i vi ng st andar ds . Wi despr ead pover t y i s not a r el at i ve advan-

t age, but i s r at her a weakness . When par t i ci pat i ng i n i nt er nat i onal mar ket s, a

count r y wi t h a bet t er bar gai ni ng posi t i on i s one wher e t he l ocal popul at i on i s

vi ewed as pr ospect i ve cust omer s r at her t han onl y as a sour ce of cheap l abor . A

mor e i nt egr at ed appr oach i s r equi r ed, vi ewi ng t he l ocal popul at i on as bel ong-

i ng t o bot h si des of t he mar ket : bot h as consumer s ( demand) as wel l as i nput s

( suppl y) . Thi s appr oach exhi bi t s ver y cl ear l y t he pr act i cal i mpor t ance of bet t er

di st r i but i ons of i ncome .

NOTES

1 . These r esul t s ar e cont ai ned i n G. E. J . Ll ewel wyn ( Head, Economi c Pr ospect s Di vi si on,
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