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Arguments regarding trade and other fornms of l|iberalization in devel oping
countries are reviewed. M croeconom cally, the standard case for
liberalization is dubious under increasing returns to scale and when firns can
invest directly in productivity enhancenent. Distributional effects of
comrer ci al policy changes can be regressive and | arge, but the "rents" they
generate can serve as a basis for effective policy intervention contingent on
firnms’ performance. Macroeconomically, the case of liberalization rests on
Say’s Law, which is not always enforced. It is conplicated by the facts that
recent conbined current and capital narket liberalizations have been
associ ated with strong exchange rates and high interest rates, and that output
and productivity growh have positive nutual feedbacks which liberalization
may well suppress. Al these effects can only be sorted out by institutiona
and historical analysis at the country |level, as opposed to cross-country
regressi ons or conputabl e general equilibriumnodels with causal structures

favoring trade liberalization already built in.
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. | NTRODUCTI ON

Di sentangling the effects of trade liberalization in devel oping countries
is no easy task. Recent noves toward deregul ati on have often been acconpani ed
by macroeconomni c stabilization packages and renoval of controls on
i nternational capital novenents, and have had visible effects on income and
wealth distributions. In any serious assessnment the pure theory of
i nternational trade, open econony macroecononmics in its "tropical" version,
and a | arge dose of political econony nust conme in. To begin, it makes sense
to review and criticize what received theory says about the determ nants and
outconmes of trade flows, first at the mcroeconomc and then at the macro

| evel

1. M CROECONOM CS

To this day, as Krueger’s (1997) Anerican Econom ¢ Associ ation
Presidential Address nakes clear, the preferred defense of trade
liberalization invokes a general equilibriumnodel with constant or decreasing
returns to scale, built upon the choices of individual agents interacting
solely through the market. There is conpetition in the sense that the agents
are price takers, rationally arriving at the usual marginal conditions. Wen
they are partitioned into "countries" by restrictions on their access to
resources, standard notions of static conparative advantage enmerge, with trade
patterns determ ned by technol ogy differences in Ricardi an nodels and resource
endowrents in Heckscher-Chlin. Insofar as this theory describes observed
specializations in trade, it applies best to sectors or countries in which
traditional inputs such as natural resources and/or unskilled | abor
predom nate. O, to tell the story the other way, once such "bargain"
competitive advantages run out, their replacenments in the formof infant
i mport-substituting (1S) and export industries have to be created.

Historically, in nost countries both the private sector and the state have had



a hand in this process.

I1.A Traditional Argunents against Trade Interventions

Leavi ng asi de such dynami c considerations for the nmonent, the argunent
for liberalization in the static framework boils down to the second theorem of
wel fare econom cs, as Chakravarty and Singh (1988) make clear: any
Pareto-optimal allocation can be realized as a conpetitive equilibriumin the
presence of all-around "convexity" provided that suitable |lunp-sumtransfers
can be arranged anong all participants. Trade distortions inmposed upon an
otherw se conpetitive allocation create welfare (and presumably output) | osses
by driving it away from Pareto optinality.

This first line of defense of economc |iberalismis not unbreached, as
the whole world recognizes. It is interesting to observe the back-up
positions regardi ng scal e econoni es, non-conpetitive market structures, and
the magni tudes of |iberalization benefits that trade theorists have set up in
recent decades.

Wth regard to decreasing costs or increasing returns to scale, the
w dely shared opinion is that they are ubiquitous in manufacturing and present
in other sectors. The existence of such non-convexities invalidates the
second wel fare theorem and renders the existence of Walrasian equilibrium
suspect. Young (1928) and Kal dor (1978) enphasized how increasing returns and
cross-firmexternalities can lead to cumul ative growth processes and different
patterns of specialization across econonmies. At the industry and enterprise
| evel s, changing "advantage" is likely to be the rule, as suppliers’ input
prices shift and differential rates of productivity growh nodify cost
structures. To a degree, policy can guide such changes.?

The main response to decreasing costs on the part of mainstream "new'
trade theory has been to muffle the inpact of scal e econom es by

"convexi fying" assunptions, e.g. the Dixit-Stiglitz (1977) nodel of



nmonopol i stic conpetition in which firnms’ profitability gains fromreturns to
scale are strictly limted by consuners’ desires for product diversity.
Protection to force big cost reductions fromlong product runs cannot pay off.
It makes little sense to introduce one nore yuppi e autonobile marque if its
i ntended consuners’ preferences for diversity are going to limt sales to an
uneconom cal 100,000 units per year

The ol der literature on devel opnment econom cs, by contrast, recognized
that there can be roomfor substantial benefits from establishing industries
with scal e econoni es, especially when transport costs and other factors drive
wedges between border prices of inports and exports (Scitovsky, 1954).
Moreover, "local" project analysis undertaken with the current vector of
relative prices is not an adequate gui de for choosing investnents which can
radically switch cost structures.

Figure 1 illustrates these points in a "buy/mke/sell" diagramfor an
i ndustry open to foreign trade. The prices at which the conmodity in question
can be inported and exported are P, and P. respectively. The domestic supply
curve for low levels of output Qis flat -- the price sticks at P;,. However,
for levels of output above @, an increasing returns technol ogy becones
profitable (perhaps with a junp in Q as techniques shift), and the price falls

al ong a downwar d- sl opi ng supply curve.

FI GURE 1

For low | evel s of donmestic denand al ong curve DD, the inport price lies
wel | bel ow donestic production cost, and it nakes no sense to inport-
substitute the good. Foreign products can satisfy |ocal needs at point A
However, it is also in principle feasible to produce with decreasing costs at
point B -- instead of being bought, the good is made. To get fromAto B, a

non- mar gi nal change is required. The private sector mght or m ght not



recogni ze and be capable of naking the transition; the sane is true of
exporting in volume in the "sell" option (another non-narginal change), with
production at C. As discussed below, choices like those illustrated in the
di agram open room for policies ained at pronoting both inport substitution and
export grow h.

Intersectoral |inkages can further conplicate matters, especially for
w dely used internedi ates such as netal products or chemcals. 1In the ol der
devel opnment literature the need to attain mninumviable scales of operation
was at the heart of Hirschman's (1958) recognition of the significance of
cross-sectoral demand and supply |inkages. Hi s |logic goes together well wth

Young's vision of the growh of an "infant econony,” a striking generalization
of the standard MI|I|-Bastable criteria to which the mainstreamliterature

consi stently adheres.

I1.B Effects of Trade Interventions in Practice

To deal concretely with the issues raised by Young and Hi rschman, one has
to bring in inperfectly conpetitive market structures and the neans by which
firms operating in themcan be induced to raise their productivity and reduce
costs. Follow ng Ccanpo (1997), consider an established IS firmwhich may
al so have the possibility to export. It can cut its unit costs by investing
T in inproved technol ogy, and enhance its ability to penetrate export markets
by investing T (with both investnment activities subject to decreasing returns
to additional outlays).

Solving the firms profit maxim zation problem (details in the appendix)
shows that it will undertake nore T as the sumof its outputs for the
domestic market (Q and export (X) is greater, because the investnent cost can
be "spread" over a bigger production run. |If its costs are |ow enough to make
exporting profitable, it will also choose a positive value for T . Figure 2

depicts the situation for a pure IS firmfor which exports are not profitable.



The TT schedul e shows that technol ogical investnment rises with the vol ume of
out put for the reason just given. Mreover, by reducing costs nore investnment
permts higher output levels along the QQ curve. 1In such a situation,

shifting QQto the right by providing protection can help induce a productivity
increase. Indeed, if the resulting cost reduction is strong enough the firm
may be able to export, adding another positive feedback via X and T to Figure
2's "win-win" mutual crowding-in scenario.? As discussed |ater, at the macro

| evel such phenonena can underlie sustained output growh a |a Young and

Kal dor .

FI GURE 2

I1.C Little Welfare Triangles and Big Distributional Shifts

I f decreasing costs and crowdi ng-in of productivity growh are assumned
away or convexified into irrelevance, a second problemw th the standard
nmodel energes -- the welfare | osses associated with trade and ot her
distortions don't signify. The negligible size (one or two percent of the
rel evant output indicator, once off) of "little triangle" welfare gains from
i beralization has been apparent ever since Harberger (1959) began cranking
the nunbers 40 years ago.® \What has not been stressed in the literature,
however, is that the incone transfers associated with liberalization or
i mposition of regulation are nmeasured by rectangles -- not triangles -- and
can be large (Rodrik, 1994).

For exanple, consider the effects of an inport quota in Figure 3, which
shifts the supply curve faced by donestic consunmers fromSS to S S and
corresponds to an internal price P above the world price P*. Renoving the
quota gives a "triangle" welfare gain of BFG + CDE, the difference between
"rectangl e" overall gains of ACDH and | osses of ABGH to inport-conpeting

producers and BCEF to owners of the rights to the quota. Such distributiona



effects of liberalization prograns have recently energed as a nmajor topic of

debat e.

FI GURE 3

I1.D Intersectoral Distributional Conplications

In particular, nmuch discussion has centered around two trade theory
war hor ses, the Stol per-Sanuel son (1941) theorem and factor-price equalization
(Samuel son, 1948), applied to "skilled" and "unskilled" |abor as opposed to
the nmore traditional |abor and capital. Follow ng Wwod (1994), there has been
substanti al debate around the Stol per-Sanuel son proposition that trade
liberalization in advanced econonies should benfit the input intensive in
production of their exports, i.e. skilled labor. |In developing countries, on
the other hand, the unskilled should benefit. D scussion around the CECD
attributes sonme part (say in the range of 10-20% of that region’s increasing
wage inequality to trade effects, nore to a "skill twi st" against |ow paid
wor kers induced by conputerization, and a significant part to a changing
soci al perceptions of "fair pay" and |aggi ng aggregate demand (Howel |, Duncan,
and Harrison, 1998). In devel opi ng econom es, a distributional shift in favor
of the low paid renmains to be observed

Wth regard to factor price equalization, the real question is whether
t he standi ng Heckscher-Onlin hypothesis that all countries have access to the
same technologies is even renpotely correct. It is argued bel ow that
Verdoorn’s (1949) Law is a crucial determ nant of economny-w de productivity
growth. Across sectors within an econony, it inplies that |abor productivity
| evel s shoul d converge, i.e. technologies differ between countries (M berg,
1997). Even nore damaging to the standard factor price equalization argunent
is the fact that recent noves toward (not just trade) liberalization in

devel opi ng countries have been associated with striking divergences in



patterns of productivity growth overall (Pieper, 1997).

I1.E Rent-seeking and Austrian Conpetition

The mai nstream response to the existence of little triangle welfare | oses
fromtrade interventions has been to try to expand themin one way or anot her
There are two main, related lines of thought: rent-seeking and Austrian-style
assertions about the powers of |iberal policies to unleash entrepreneurship.
We take up basic argunents here, postponing their enpirical consideration to
section |V.

In a conpetitive nodel, the real costs to society of econom c actors
trying to gain the rents generated by distortions were first pointed out by
Tull ock (1967) in a paper on "The Wl fare Costs of Tariffs, Mnopoly, and
Theft." Presumably many nore econonic actors seek such income flows than gain
them while others have to pay for self- or social protection. Al such
efforts consunme resources but do not produce "goods."” |In the case of theft,
expenditures for alarnms, security services, gated suburban enclaves, police,
courts, and jails nmust greatly exceed the incones received by the thieves.

In the trade and devel opnent literature while still assum ng perfect
competition, Krueger (1974) dropped nmonopoly and theft (private sector
activities, largely) to focus on government interventions ainmed at regul ating
trade, especially inport quotas which generate rents as illustrated in Figure
3. Nunerous estinmates of |large welfare | osses due to trade interventions have
been made (e.g. deMel o and Robi nson, 1982) but are difficult to accept at face
value. If quotas cover only a fraction of inports and inports are a fraction
of CGDP, associated rents and rent-seeking outlays cannot be huge. More
fundanental ly, rents are a formof exploitation, a notion nmainstream econom sts
find difficult to swallow Marxists, of course, have been trying to quantify
exploitation for a long tine. Even with great ingenuity -- as in Baran and

Sweezy (1966) -- they rarely raise their estimates of surplus values to large



fractions of GDP. The same seens likely to be true with regard to rents and
even their pursuit.
If perfect conpetition is not present, further conplications cone in.

Fol I owi ng the di scussion in section I1.B and anticipating the macro anal ysis of
section Ill, we nmention just twd. First, standard rent-seeking nodel s suppose
that tariffs or quotas always generate higher prices. But in fact, firnms may
take advantage of protection to build up a stable clientele by adjusting prices
to bid up sales in Okun’'s (1981) “customer markets.” If resources are not
fully utilized or there is a binding external constraint, the additional income
flows associated with a larger volume of sales (if they can be called “rents”
at all) do not generate welfare losses. The second point is that rents in the
right hands may speed capital accumulation, as discussed more fully below.
This possibility does not arise in standard trade theory models, which
implicitly assume that all incomes (including rents) are consumed.

Austrian arguments concentrate on competition as a process instead of an
exercise in comparative statics. Subject to one key reservation, the central
point is that imperfect competition in all its forms -- oligopolies,
efficiency wages, externalities, indivisibilities, and so on -- is doomed to
disappear in some not very lengthy run. It will be undone by entrepreneurial
forces. Through entry of firms into oligopolized markets, mark-ups will be
driven toward zero. Unemployed workers will toil at low pay to bid down
efficiency wages until every willing hand finds a job. Economic externalities
or production indivisibilities will be "internalized" through bargained market

solutions until socially optimal marginal benefit = marginal cost equalities

4

apply.
The reservation, of course, is that ham-handed public interventions can

frustrate even this process, blocking entrepreneurship and (more importantly)

discouraging people from thinking in an entrepreneurial way. Far reaching

liberalization may break these barriers down and permit the economy to jump to



a much faster pace of economic growmh (or, in Schunpeterian termnology, to a
vastly inmproved configuration of circular flow. Chile since the md-1980s is
often cited as proof for this assertion (Solimno, 1996). This story has an
el ement of truth -- scions of the present-day Chilean bourgeoisie are far nore
obsessed with profitabl e business undertakings than were their parents a
generation past -- but conpletely ignores the conplicated history of the
Chilean transition (Fanelli, Frenkel, and Taylor, 1992) and the inconvenient
fact that exchange rate deval uation was nuch nore inportant than inport
liberalization in driving Chile's export success (Helleiner, 1995A).

I1.F Contingent Interventions

A final point is that by making their pay-offs contingent on performance
state interventions also can i nduce entrepreneurship. Two steps are required
(H ki no and Ansden, 1994; Mbhanty, 1996). One is to define the criteria on
whi ch contingency is based; East Asian experience suggests that export
performance can serve, along with other indicators such as output grow h,

t echnol ogi cal upgradi ng, etc.

Second, the state has to have | everage over firms, e.g. via control of
al l ocated credits, so that non-performng recipients of publicly created rents
can be chastized. Manipulation of "rectangle" rents like those illustrated in
Figure 3 is the instrument at hand; the political question is whether the
authorities can use it to discipline capital effectively. C rcunstances are
bound to vary with tinme and place. Neither interventionist nor liberalization
packages can be eval uated outside history, contrary to the main thrust of

mai nst r eam economni ¢ theory

[11. MACROECONOM CS
Macr oeconomni ¢ consi derations nust al so be brought in to assess the
effects of trade liberalization. W first take up a mainstream narrative, and

then go on to inplications of sinmultaneous |iberalization of the capital and

10



trade accounts. The inportance of the dynam cs of aggregate productivity

growth and how they can be influenced by policy are the closing thenes.

I11.A Inplications of Say’'s Law

True to its Walrasian roots, the standard nodel presupposes ful
enpl oynent of all resources (or Say’s Law) and bal anced trade, subject to
existing restrictions on inports. |If not all commodities are traded, the
| ocal currency/foreign currency exchange rate e serves as a relative price
bet ween traded and non-traded goods (Dornbusch, 1974, sets out a convenient
nodel). It enters as the key variable in a "symetry" argunent of the type
originally advanced by Lerner (1936) which, on its own assunptions, shows that
liberalizing inports will pronote export growth.

To see the details, assune that inport protection is reduced, |leading to
an incipient trade deficit. To close the gap, inports nust be pushed back
down or exports up. |If the exchange rate adjusts to clear a current account
i mbal ance (which may or may not be the case), then a higher or depreciated
value of e will stinulate production of exportables and inport substitutes
with resources transferred fromthe non-traded sector. In other words,

i beralization pays off in the formof faster export growth. The underlying
Say’ s Law assunption assures that |ocal resources can be depl oyed to produce
somet hi ng and bal anced trade assures it will find an external market
(Stanford, 1995). Historical observations of l|iberalization experiences are
rendered irrel evant by theory.

But what happens if resources are not automatically fully enployed or if
the country in question can borrow abroad? Then incone as well as
substitution effects of both trade |iberalization and exchange rate changes
matter. They can easily be associated with output |osses and a w der trade
deficit. As Ochard and Stretton (1997) point out, these are two of the cases

-- structural unenploynent and rising foreign debt -- in which Adam Smith
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observed that protection can generate wel fare gains. The other two
(highlighted above) were industries with acquired rather than natura
advant ages, and w th high cost production thresholds. Argunents in support of

trade liberalization have to overcone objections famliar from The Walth of

Nations.® They have not succeeded fully to date.

I11.B Capital Market Liberalization

The next macro |inkage that bears on the liberalization debate is the
fact that in many cases in the past decades, both the trade and capita
accounts of the bal ance of paynents have been deregul ated simultaneously.

The exchange rate is allowed (at least dirtily) to float, responding to

devel opnments in financial markets instead of inbalances in the current

account. In countries where this package has been applied (nmore in Latin
Anerica and Asia than sub-Saharan Africa), alnost uniformy a conbination of a
high local interest rate and a strong exchange rate has energed, diluting

what ever benefits concomtant trade |iberalization was supposed to bring and
often |l eading to a balance of paynents crisis in the nediumrun. It of interest
to explore why this particular conbination of nmacro prices has been so comon
The answer is fairly conplicated.

Uncovering it is not nade easier by the fact that the standard portfolio
bal ance nodel for "honme" and "foreign" interest rates (say i and i*) and the
exchange rate (e) between the two countries has been treated incorrectly in
the literature (Taylor, 1998). Two key misinterpretations stand out. First,
when proper wealth accounts are derived fromit, the nodel can be shown to
determine only two of the variables just nmentioned -- not all three as has
been assunmed for the past 20 years. Second, deval uation reduces hone and
rai ses foreign wealth, contrary to the usual assunption.®

If stable asset nmarket adjustnent in response to interest rate changes is

assunmed in the short run, these wealth effects show directly that deval uation

12



will lower home and increase foreign interest rates. Wth |ower wealth
i nduced by a higher value of e, honme asset demands fall, so that i nust
decrease as well. The opposite occurs abroad. To take the discussion a step
further (particularly when capital nmarkets have been |iberalized), it makes
sense to endogeni ze the exchange rate over tinme by bringing in an uncovered
interest rate parity (U P) differential equation of the fornf

de/dt = e(i - i*) = ed , (1)
in which for analytical sinplicity nyopic perfect foresight is invoked to set
the actual equal to the expected rate of devaluation on the |eft-hand side.

In a stationary state, i =i* and de/dt = 0 at an initial exchange rate
e. Now suppose that the hone country permanently reduces its noney supply,
making i rise and i* decline. At the ruling exchange rate, the right-hand
side of (1) suddenly becones positive. This sets up a well-defined initia
val ue problemin de/dt and e.

Differentiating the right-hand side of (1) shows that oJ(de/dt)/de < O
unl ess asset preferences thenselves are highly sensitive to changes in de/dt
(that is, a condition of the forme[dd/d(de/dt)] < 1 is required). Wen
stability applies, a sinple dynam c process unfolds. If i exceeds i*, the
expected forward exchange rate will be high according to UP. As the
expected devaluation turns into reality, hone wealth falls. Demand for hone
nmoney goes down, and the interest rate differential narrows. The change in the
exchange rate, de/dt, will go to zero at a new stationary value of e. Unlike
nmost nodel s incorporating perfect foresight, the one here does not require the
use of junp variables and transversality conditions to denmonstrate stability.
Some might find the dynam cs pl ausi bl e on such grounds.

Turning to the effects of capital market |iberalization, an inmedi ate
question arises. |If deregulation induces a shift in desired foreign

portfolios toward the home market (the goal of the whole exercise in the first
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pl ace), then its asset prices should rise or interest rates fall. Reversing
the argunent just presented, the hone currency should begin to appreciate.
This result is consistent with experience, but where do the high interest
rates often observed in the wake of market |iberalization conme fron®

One possible explanation is that economic actors at honme may pull back
fromthe I ocal market in a dynamc process. For exanple, the authorities
m ght well tighten nonetary policy in an attenpt to keep the current account
deficit under control. (In the Latin American context, inflation stabilization
woul d be a conpl enentary objective). |If D(i, e) is the deficit, their response
coul d take the form

dMdt = B{D - Di(e, M, €} , (2)
where Mis the noney supply and D' is a target level for D

Equations (1) and (2) nmake up a sinple dynamc systemin e and M In
(2), o(dMdt)/oM < O because a bigger noney supply reduces the hone interest
rate, increases the external deficit via a higher |evel of economc activity,
and makes international reserves decline. The exchange rate influences D
directly and through i. [If the direct effect dom nates, then dD/de < O and
o(dMdt)ode > 0, i.e. the nonetary authorities think that a weaker exchange rate
gives themroomto raise growmh of the noney supply.

Figure 4 illustrates a possible scenario, with the Exchange rate schedul e
corresponding to de/dt = 0 and the Mney curve representing dMdt = 0. An
increase in foreign preferences for home assets shifts the Exchange rate
schedule to the left, i.e. a lower or nore appreciated value of e is consistent
with de/dt = 0 when external denmands for |ocal assets rise. For a given e, M
has to go down to hold dMdt = 0 in (2) when liberalization happens; a
reduction in the target trade deficit would accentuate this effect. As shown
in Figure 4, the outcone could be a new stationary state with a lower e and a

I evel of Msufficiently reduced to raise i. Analysis of paranmeters would be

14



necessary to give a definite result, but the unconfortable high interest

rate/strong currency conbination is conpatible with the present nodel. It does

not provide a solid base for inproved trade performance or investnent to

support economi ¢ growt h.

FI GURE 4

What is worse, the continuing trade deficit can lead ultimately to a
dynami cal | y unstabl e situation, which can be characterized by an
underestimation of risk as in a classic nodel by Frenkel (1983). At some
poi nt, the underestination reverses, |eading to massive capital outfl ow,
deval uation, and stagflation. Mexico in 1994 and East Asia in 1997 are the
nmost striking recent exanples. The adverse effects of capital market
liberalization can easily overwhel mwhatever small triangle benefits trade

deregul ation may bring.

I11.C Trade Policy and Productivity G owh

The final macroeconom ¢ questions to be addressed are long-term It is
wel | -known that productivity growth® is far nore inportant for the creation of
i ncome gains than the resource reallocations of static nodels, even with
increasing returns. Productivity gains lead to a wn-win set of dynamc
interactions, of the sort already illustrated in Figure 2.

On the one hand, nore rapid output growth tends to speed up productivity
i ncreases, i.e.

d&/dt = (& Q) (3)
with first and second partial derivatives of f; being negative and positive

respectively (the former condition sinply states that accelerations in

productivity growth are not explosive). Rational es have been provided by
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aut hors as diverse as Verdoorn (1949), kun (1962), and Kal dor (1978), as well
as "new' growth theorists.

Positive feedback energes froma stinmulating effect of § on g,

dg/dt = f4(&, Q) (4)
in which the first and second partials of fy are positive and negative
respectively.

At | east three channel s have been enphasi zed by different school s of
thought. First, technical change pronotes investnment and (by reduci ng costs)
addi tional exports. Unless effective demand is strongly wage-|ed so that
overall spending is held down in Luddite fashion by job | osses associated with
rising productivity (Taylor, 1991), the outcomes are greater capacity
utilization and faster output growh. Second, aggregate supply will expand
nmore rapidly, as enphasized by mainstreamgrowh theory. Finally, if the
econony is constrained by foreign exchange al ong the |ines enphasized by
Chenery and Bruno (1962) and subsequent two- and three-gap nodels (Tayl or,

1994), a supply effect through the relaxation of "inport conpression” is added
to demand growth fromthe exports and inport substitution permtted by | ower
producti on costs.

Figure 5 illustrates the effects of alternative policies in a diagram
wherein the schedul es al ong which dé/dt = 0 and dg/dt = 0 are represented by TT
and GG respectively. The presentation is of course sinmlar to the one Kal dor
used in discussing his technical progress function, and is the obvious
macr oecononi ¢ analog to the mcro analysis of Figure 2. Abstracting
fromthe growh of the |labor force, a long-run equilibriumat which g = ¢ and
dg/dt = d&/dt = 0 energes at the intersection of TT and GG it will be stable if
TT has the shal l ower positive slope.® One way to shift the equilibriumpoint is
through protection to infant industries. Wen successful, it can stinulate

technol ogi cal investnment, shifting the TT schedul e upward in Figure 5A. If
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output growh is limted by aggregate demand or avail abl e foreign exchange, GG

will nove to the right, raising both & and g.

FI GURE 5

Two potentially inportant offsetting factors should i nmedi ately be
pointed out. |If the infants produce capital or intermedi ate goods, adverse
effects on user sectors due to nore expensive or lower quality inputs have to
be taken into consideration (that is, negative |inkage effects due to
i ncreasing costs predonminate).'® Second, it may not be possible for the state
to nake the benefits of inport protection contingent on performance for
wel | -ensconced "mature"” 1S firms. Their non-conpetitive response to extra
protection mght be to reduce x-efficiency. Overall productivity growh could
decline and aggregate demand and supply effects could be weak, as in Figure
5B. As the diagramis drawn, econom c grow h does not slow but technol ogica
advancenent falters.

In such circunstances, contingent incentives mght be created through
export pronotion via subsidies or inport liberalization for internediate
inputs. The TT function could rise while export dynam smcould shift GGto
the right -- we are back to Figure 5A. This possibility of hel ping donestic
firns overconme the fixed costs of breaking into external markets reflects the

i nportance of an "infant export industry" argument.

By contrast, an overall reduction of protection can cut back on econonic
growth. The effects on the GG function in a demand- or (especially) a foreign
exchange- constrai ned econony are clearly adverse. |Its leftward novement in
Fi gure 5C can be acconpani ed by an indeternminate shift in TT. Renoving

protection should aneliorate the negative effects of restricted conpetition on

productivity growmh in donestic markets, while export sectors can benefit from
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cheaper internediate inputs (these are basically little triangle welfare
gains). But viable infant industries may be strangled, while national firns’
financial base for penetration of export markets is eroded. In Figure 5C, the
TT function shifts upward al ong neocl assical lines, but the leftward shift of
the GG schedul e reduces the growth rates of both output and productivity in
the long run.

As we have already noted, devaluation has conplex effects. For purposes
of the present discussion, it can be seen as a neans of cutting costs for both
export and IS industries in conjunction with macroeconom c repercussions that
can be far-reaching. In Figure 5D, devaluation is assuned to stinulate
productivity growth while | eaving the GG | ocus unchanged (the contractionary
short-run inpact often observed in devel opi ng econom es may be offset by a
neutral or expansionary long-run effect). Under these conditions, |long run
grow h and productivity perfornmances inprove. The inplication is that the
effects of a package m xing |iberalization and deval uation (that is, combining
Figures 5C and 5D) are indeterm nate. The benefits of devaluation have to be
wei ghed against the |ikely adverse effects on |long-termgrowth of thorough-
going deregulation. |If the exchange rate appreciates for the reasons discusse
previously, the situation becones that nuch nore peril ous.

Four final considerations: First, different sorts of trade regi mes nmay
i nduce different patterns of technical change. Long-run |iberal reginmes nay
wel| pronote static conparative advantage, with infant IS and export
industries with their "created" advantages bei ng underrepresented. |If created
advantage is what matters at the global level, then a |iberal strategy may
encourage an output mx with adverse effects on productivity grow h.

O fsetting factors are the possibilities for product upgradi ng and downstream
expansion froma natural resource base, and the costs of infant industry
protection (especially for small countries in an advanced inmport substitution

phase). Dynamic |earning econonies increase the benefits of inport

d
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substitution, but also its costs if globally conpetitive industries do not
ener ge.

Second, the inplication is that pronoting IS industries can be a
desirable strategy on growth grounds, if policy tools can be depl oyed to push
i mport substitution into export pronotion. Sectors which never mature in this
sense may not even satisfy MII|-Bastable criteria for success.

Third, if the econony becones overloaded with "immature" producing units,
their transformation into exporters beconmes an urgent matter. Wde-scale
inmport liberalization is unlikely to be up to the task, even conbined with
devaluation. Incentives contingent on successful penetration of foreign
mar ket s may be needed to nmake "infant export industries" reach maturity.

Finally, possibilities for faster productivity growh depend crucially on
specific national and sectoral characteristics. Trade policy reforns in
general and trade liberalization in particular appear to have nodest | everage
on technol ogi cal advance in devel opi ng econom es. Productivity is likely to
respond much nore to accunul ation of human capital and the devel opment of
public and private institutions to facilitate the transfer, adaptation, and

di ffusion of nore productive technol ogi es.

V. EMPI R CAL EVI DENCE
In this section, we briefly review the enpirical evidence regarding
several points raised above -- the overall inpacts of trade |iberalization,

di stributional changes, and productivity grow h.

IV.A Overall Inpacts

Two historical accidents heavily influence discussion of the effects of
trade liberalization. The first is that when neocl assi cal econonists turned
their attention to the problens of developnment in the |late 1960s they were | ed

by trade specialists.' The analysis of trade interventions has been centra
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to the debate ever since, overwhel m ng discussion of the production-related
factors just nentioned.

Not |ong after, the Wrld Bank began to invest heavily in economic
research, under the | eadership of Hollis Chenery. For better or for worse,
t he met hodol ogies he installed relied on cross-country regression anal ysis and
comput abl e general equilibrium (or CGE) nodels. Very little effort was
devoted to historical and institutional studies of specific countries,
undertaken by people w th enough | ocal know edge to know what they were
tal ki ng about. CGCGE nodels with causal structures or "closures" predeterm ned
to favor liberalization'® and neaningl ess regressions do not shed a | ot of
light on how trade policy really operates.

By now, there are scores if not hundreds of econonetric studies of the
i npacts of exports on economic growh (either directly or via creation of a
hi gher capacity to inport), the relationships between "openness" (defined in
terms of trade shares or the preval ence of protection) and growth, and (in the
CCGE nodel s) the growth and output effects of specific policy changes.

The regression equations typically | eave a substantial part of tota
vari ance unexpl ained, so that even if they point to "npdest" positive effects
of liberalization or openness on growth, such conclusions cannot possibly hold
for all the countries included in the sanple. For this and simlar reasons,
surveys such as Edwards (1993), Rodrik (1995), and Helleiner (1995A) broadly
concl ude that trade policy changes do not matter very nmuch. Helleiner, in
particul ar, argues that a stable (and preferably weak) exchange rate is the
best single explanation of successful trade performance in the mediumrun. He
al so observes on the basis of the country studies he organi zed that an overly
conpl ex set of incentives can frustrate even the nost entrepreneurial of
potential traders, an Austrian point forcefully argued by Kal dor (1959) in a
famous study of Chile |ong ago.

H storically based country anal yses |ike those undertaken by Amsden
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(1989), Wade (1990), and the scholars collected in Helleiner (1994, 1995B)
share this agnosticism but also single out the historical inportance of
certain trade, industrial, and macro policy maneuvers in specific
institutional contexts. They enphasize the role of interventions contingent
on performance (section II.F here) and the fact that in an environnent
unregul ated by Say’'s Law there is anple roomfor protection of both IS and
export activities by the sane firmor industry -- the symretry theorens are
not relevant (section I11.A).* The details are nessy and successfu
interventions may not replicate easily across national frontiers, but the

evidence for their existence is clearly present.

IV.B Distributional Shifts

Two questions arise: Can we charcterize the overall directions of
di stributional changes under liberalization? If so, what can be said about the
channel s via which they occur? Wth regard to the first query, UNCTAD (1997)
demonstrates that gl obalization has been associated with increasing i nhcone
inequality in several countries, both devel oped and devel oping. Berry (ed.,
1997) adds conpl enetary evidence for Latin Arerica. Mre generally, Berry,
Horton, and Mazundar (1997) conclude that in the wake of (not just trade)
liberalization, "Countries with abundant |abor, sufficiently educated (and with
ot her necessary conditions present) to take advantage of international markets
to expand | abor-intensive manufactured exports, showed sone tendency for
i nproving incone distribution.' In contrast, mddle-income countries wth
compar ati ve advantage in sone skill-intensive products, and upper incone
countries, with conparative advantage in capital and skill-intensive areas,
showed a definite tendency for worsening in income distribution. African
econom es whose conparative advantage |lay in peasant production were expected
to show an inprovenent ... but there nostly appears to have been a worsening in

i ncome distribution..."
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Wth regard to channels, debate is open. |In one survey, Robbins (1996)
finds evidence for a skill tw st against | ow wage | abor in devel oping
econom es. In another, MIlberg (1997) stresses the breakdown of Stol per-
Sanuel son predictions outside the CECD, and the fact that they provide at best
a partial explanation for distributional changes within. Wat do matter, he
argues, are |abor narket institutions and enpl oyment growh. The latter
responds to growth of aggregate demand, and feeds back into productivity

increases along the lines of Figures 2 and 5. Sonme final observations about

this crucial linkage are an appropriate way to conclude the present discussion

IV.C Sectoral Shifts and Productivity G owth

Chenery, Robinson, and Syrquin (1986) remain a fundanmental source on the
dynami cs of productivity and strutural change. Using data through the early
1980s, they concluded that total factor productivity (TFP) growth contributed
more to overall output growth in devel oped than devel opi ng countries, with
factor accunul ation thereby contributing nore to output expansion in the
latter. An outlier group of "success stories" (Japan, |srael, Spain, and
East Asian NI Cs) was characterized by high TFP growth and factor accumnul ation

Havryl yshyn (1990) | ater observed that rapid TFP growt h was

characteristic of these countries prior to their adoption of export-oriented

strategies. Moreover, Chenery et. al. pointed out forcefully that at the
sectoral |evel, export expansion was al nost uniformy preceded by a phase of
successful inport substitution. As detailed by Ocanpo (1997) subsequent
studi es have denonstrated that in several countries, industries began to
export even though their inport protection was nmaintained.

Has this picture changed after the m d-1980s, broadly the period of
liberalization all ‘round the world? On the basis of a 30-country sanpl e of
data at the nine-sector level for output and enpl oynent, Pieper (1997) shows

that post-1985 only five Asian countries naintained growth rates of better
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than three percent per year in both overall enployment and | abor
productivity. ' Their productivity expansion was bal anced across sectors,
with the rate in agriculture renaining high

Of this Asian "high road," the typical Latin Amrerican pattern was rapid
enpl oynment but slow productivity growth, while in Africa both rates were under
three percent. In these regions, productivity perfornmance dropped off sharply
after 1985 in conparison to the previous period. Finally, in alnost all
countries aggregate productivity growth correlated closely with the evolution
of the output/labor ratio in manufacturing, with other sectors presenting no
clear pattern

The |inks between this evidence and trade and other forns of
liberalization are not direct (especially since many countries were stil
struggling with the after-effects of massive external shocks in the late
1980s) but are still suggestive.

First, manufacturing has al ways been the main focus of protection and
econom sts in the Verdoorn-Kaldor tradition argue that productivity growth in
that sector drives changes in the rest of the econony. Insofar as this
argunent is correct, the deindustrialization observed in much of the
devel oping world due to |liberalization, exchange rate appreciation, and high
interest rates and other synptons of austere policy could have far-reaching
adver se consequences.

Second, they could play out over an extended time period if a prior phase
of inport substitution is needed to |lay the base for subsequent export
success. Countries with exploitable natural resources and/or cheap | abor are
partial exceptions to such a generalization, but such windfalls do not |ast
forever.

Finally, the good productivity performance in the Asian econom es has
been associated with outward-oriented, but distinctly not liberal trade

regi mes. Indeed, they have practiced the sorts of policies sketched in the
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nodel of section Il.B with great diligence. Their histories show that trade

and other interventions are not always harnful; indeed, at least in terns of

econom ¢ performance, they can pronote substantial good.

Econom ¢ Commi ssi on for

Latin Anerica and the Cari bbean

New School for Soci al Research
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NOTES

1. Ansden (1989) draws interesting conpari sons anong future East Asian
mracle economes in the 1950s. At a financially sustainable nom nal exchange
rate, Hong Kong’s wages were | ow enough to give the city-state an absol ute
advantage in garnment production; for the first couple of decades the colony’'s
rapi d out put growt h was based squarely on cheap |labor, its export markets
"protected” fromincursion by other producers by pre-existing quota rights.
Unl i ke Hong Kong, South Korea and Taiwan historically had specialized in
textiles. Wth the technol ogies they had at hand, they could not conpete,
i.e. their yen-equival ent wage | evels were not | ow enough to |let them
undersell Japan. Hence they initially had to subsidize the capital used in
textile production (Ansden’ s fanous reconmendation to "get prices wong") and
push for high productivity growh by hands-on industrial policy. 1In nore
recent times, South China’ s export boom has in many ways resulted from an
amal gamati on of the Hong Kong and Korea/ Tai wan strategi es.

2. There is obviously roomin the nodel for productivity enhancenent by
both inport protection and export pronmotion. As discussed nore fully bel ow,
they are not just symmetric and nutually offsetting, as in mainstream
interpretations of South Korea s deploynent of both sorts of interventions.

3. At tines, conputable general equilibriumnmodels such as the one
constructed ex ante to evaluate a Canada/ USA free trade agreenment by Harris
and Cox (1984) do generate |large welfare gains fromtrade |iberalization under
conditions of decreasing cost -- the nodel’s nunber for Canada was around 7%
of GDP. However, as Hazel dine (1990) denonstrates, the results of the
Harri s- Cox exercise depend crucially on assunptions of very strong scale
economi es, facile entry and exit from nonopolistically conpetitive industry,
and high sensitivity of the national price level to the cost of conpetitive
inmports. Cutting protection then reduces national prices, drives out entrants

who have "crowded" into production and are operating at small, inefficient
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scal es, and thereby generates decreasing costs. A positive macroecononic

f eedback t hrough an appreciati ng exchange rate due to | ower export prices
stimul ates even nore cost reductions and output growh. There is no reason to
expect such a long chain of consequences to work thensel ves out in practice.

4. Enpirical support for these assertions on the part of the Austrian
school elite is rather casual. |In fancy term nol ogy, Austrian econom sts view
the soci oecononi c system as an evol uti onary gane in which the forces of
entrepreneurship will finally prevail, leading to a socially optinma
conpetitive resource allocation. However, no formal convergence proofs are
of fered. Hayek (1988) argued that the existence and benefits of a trend
toward capitalismworldw de are denonstrated by the rapi d expansi on of the
human popul ati on observed over the |ast two hundred years. The correlation
exi sts, but the assertion of causality is nore than nost people can swal | ow.

5. Smth’s reasoned defense of tariffs in certain circunstances appears

inthe latter part of Book IV, Chapter Il of The Wealth of Nations.

6. Standard presentations (Branson and Henderson, 1985; Isard, 1995) get
these results wong because they do not take into account the dependence of
asset demands on wealth levels, and of the latter on the exchange rate.
Substitution of reduced form expressions for hone and foreign wealth into
demand bal ances for national and foreign bonds and noney and a little algebra
show t hat each country has only one independent bal ance, so that there are two
in the system The wealth effects of devaluation cited in the text energe
fromthe reduced fornms directly. The facts that deval uati on can reduce both
nati onal wealth and real inconme (as in the contractionary deval uation
literature a |l a Krugnman and Taylor, 1978) tend to be underplayed in the fornal
economics literature, but in nost countries do not escape the attention of the
general public and its political representatives.

7. By way of derivation, if UP holds then it should be true that

e(L+i) =f(1+i*) =(e +¢(1 +i*), where e is the spot and f is the
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expected forward exchange rate with £ as the expected change. |If the product
termei* is negligible, then (1) follows inmediately with nyopic perfect
foresight which sets € = de/dt.

8. Productivity growth shoul d be understood here as the "residual” in
traditional calculations, figured with respect to either |abor or total factor
inputs. It includes scale economes (both static and dynamic, as it is
i npossible to differentiate the effects of one fromthe other over tine) but
omts price shifts due to changi ng mark-ups over tine.

9. One interpretation of endogenous growh theory is that TT is steeper
than GG Saddl epoi nt dynami cs energe around the point at which the curves
cross, leading to ever-increasing or ever-decreasing rates of output and
productivity growth. W |eave such fireworks aside, preferring to concentrate
on nore traditional analysis of stable conparative dynam cs.

10. Taylor (1991) sets up a non-Say’'s Law growt h nodel in which higher
profitability in a sector producing internediate goods resulting fromG
protection may or may not induce enough additional investnment across sectors
to raise the econony-wi de rate of econom c growth.

11. The nost inportant early contributions were the studies of trade and
i ndustrial policy organized by Little, Scitovsky, and Scott (1970).
Significantly, they relied heavily on the (then) high tech analysis of
effective protection to show that trade distortions were ranpant in a sanple
of a hal f-dozen semi-industrialized econom es.

12. Much of the Bank’s case for liberalization is based on Say’'s Law
nmodel s of the type sketched in section IlI.A e.g. user-friendly conputer
packages incorporating a specification illustrated by Devarajan, et. al. which
are heavily used to flog trade deregul ati on throughout the devel opi ng worl d.
The nmodel s’ reliance on the exchange rate to "clear" the current account

stands in curious contrast to Bank/I M- efforts to decontrol capital accounts,
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causi ng exchange rate novenents to reflect financial forces.

13. O course, symmetry (or, better, asymetry) applies in the sense
that not everyone can benefit fromstate intervention. 1In the short run in
Korea, for exanple, both IS and export industrial activities were subsidized,
whil e donestic food prices were kept high. The price systemwas clearly
bi ased agai nst urban consunmers and some productive sectors, but the former
still benefitted over time from steady productivity increases. Draconian
controls, however, made sure that they had a long wait before they got access
to inmported "luxury" consuner itens (Chang, 1997).

14. But, it mght be added, there are always exceptions. Berry, Horton,
and Mazundar (1997) enphasize a visibly worsening i ncone distribution in
Thai l and since the m d-1980s.

15. This particular stylized fact was wel |l -known to Chenery-style
devel opment econonists for years before its recent rediscovery by Young (1994)
-- a good exanple of Schunpeter’s (1954) oft-repeated | anment that "Econom sts
don’t read!"

16. They are Indonesia, Korea, Ml aysia, Singapore, and Thailand, with

India having rapid productivity growh but |ess robust job expansion.
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APPENDI X

Fol | owi ng Ccanpo (1997), the nodel underlying the analysis of section
I1.Bat the firmlevel is quickly sketched here.

The demand function the firmfaces is

Q=P (1 +1)] , (AL
where P is the donmestic price of its product, and t is the tariff rate on its
cl osest foreign substitute (the foreign price is normalized at unity).

The firms inherited technology allows it to produce a unit of its
product with by units of a unique input, purchased at price P, . It can |ower
bo by investing on a flow basis in a cost-reducing technology T . Unit costs
are thereby

C=Pbo [1 - (T, bo)] (A2)
where 1 has a positive first and negative second partial derivative with
respect to T, , and may well increase with by (there is nore roomfor cost-
cutting when initial input requirenents are high).

The firmmay also sell in the foreign narket as a price-taker. It can
undertake technol ogical investments T to learn international quality and
mar keti ng standards, and to project its product’s existence abroad,

X = 9(Ty) , (A3)
where g has positive first and negative second derivatives.

The firmchooses P, T, and T, to maxim ze profits I,

n=(P-0Q+1-COX-(T ¢ +Tx)
subject to non-negativity constraints on Q, X, T c,and T . After some
manipulation the first order conditions can be written as
P=(1+ e (A4)
where p=1/( €-1)and € is the (negative of the) price elasticity of demand

from (Al);
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du/dT, = 1/[Pobo (Q+ X)] or T. =0 ; (AS5)
and

dx/dT, =1/(1-C or T,=0 . ( A6)

Equation (A4) is the usual price determnation rule for a nonopolist. In
(A5), T, wll be higher insofar as technol ogical outlays can be "spread" over
a bigger output volume Q+ X In (A6) the firmwll only invest in export
technology T if its donmestic costs C are already bel ow international prices.

In the graphical representation in Figure 2, the TT schedul e represents
(A5). The Q curve shows how hi gher investnents reduce costs (A2), which bid
down prices in the donmestic market (A5) and thereby increase sales (Al).
Second order conditions for a profit maxi numare satisfied when the sl ope of

TT is less than that of QQ
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Figure 1: The buy/make/sell decision in partial equilibrium
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Figure 2: Effects on output and technological investment of import
protection
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Figure 3: Distributional effects of removing an import quota
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Figure 4: Asset market adjustment to a switch in foreign preferences
toward home assets (“capital market decontrol”) accompanied by more
restrictive monetary policy
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Figure 5A: Infant industry protection or export promotion in mature Figure5B: Increased protection to mature IS industries, with
ISindustries x-inefficiency and weak effects on growth
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Figure 5C: Import liberalization with favorable productivity effects Figure 5D: Devaluation with neutral long-run effects on aggregate

but adverse impacts on growth demand
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