Lecture 30

The chapter focuses on different theories of international trade in order to answer the following questions: 

· How does trade affect economic growth and income distribution? 

· Does trade promote the achievement of development objectives? 

· Should less developed countries pursue outward or inward oriented trade policies, or some combination? (This is the focus of Chapter 13.) 

It is emphasized that the answers will not be the same for all countries given the great diversity which exists among developing countries. 

The central importance of international trade and finance in economic development is explained in detail with general arguments and statistical evidence. The weak export performance of many LDCs is explained by low income and price elasticities of demand for their products, and declining terms of trade, as explained by the Prebisch-Singer thesis. 

The traditional neoclassical model of international trade is reviewed, and includes the following topics: 

· Complete specialization based on the theory of comparative advantage. 

· The factor endowment theory which emphasizes production of those goods which use a country's most abundant factor most intensively. Graphical analysis and detailed conclusions are presented. 

· The traditional arguments for the impact of trade upon development are presented. 

Criticisms of traditional free trade theory are presented by closely examining some of the assumptions that the theory makes that are typically violated in less developed countries, and discussing the resulting implications of such violations, in terms of the usefulness of the theory. 

· North-South Models of Unequal Trade: These models suggest that trade tends to reinforce the unequal resource endowments between countries, particularly with respect to skilled and unskilled labor. For many LDCs trade is unlikely to stimulate a shift to more capital-intensive forms of production, and the associated benefits. Factors of production are not fixed. 

· The Vent-for-Surplus Theory of Trade: This provides a good description of the actual experience of many LDCs. 

· The impact of the international movement of capital and skilled labor is mentioned. 

· The existence of monopoly and oligopoly power, product differentiation, increasing returns, and the existence of risk and uncertainty are discussed in terms of violating the assumption of perfect competition. 

The impact of international trade on development is examined in terms of the effects on growth, income distribution, poverty, and employment. To summarize the detailed analysis of the text, trade can be an important stimulus to rapid economic growth by promoting greater utilization of idle human and capital resources, increasing foreign exchange earnings, and expanding access to technological knowledge. At the same time, for a majority of developing countries, the principal benefits of world trade have accrued disproportionately to foreign residents and wealthy nationals (as well as to the developed countries). This is the result not of trade as such, but of the imbalanced structure of the world economy in which trade takes place, with bargaining power concentrated in the hands of developed country private and public institutions. Trade, because of its biased distributional effects, may often tend to reinforce existing inequalities rather than serve development objectives. 

Some trade is essential and beyond that, more is beneficial. Some LDCs such as Taiwan, South Korea and some OPEC countries have strongly benefited. The issue is not whether to trade but which, if any, exports to try to promote in the current world economy. Whether expanding trade, especially doing so without public controls, makes sense as a key development strategy depends on the nature of the export sector and its medium to long term potential (for example, terms of trade), the distribution of its benefits, its linkages with the rest of the economy, and the LDC's ability to respond smoothly to changing international price signals. In general, balanced success will require access to developed countries' markets for labor-intensive manufactures, extensive linkages between the export sector and other sectors of the economy, and the ability to influence activities of foreign enterprise. 

