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Very few topiés in the history of inﬁernatioﬂél relations

have becn so controversial as the patterns of trade between nations.

'made long distance exchénges possible.-

- ,In the beginning, controversy arised related to problems
of dontrol and monopoly over supply sources and over transportaticn

routes.: It evolved to disputes on trade-related internal welfare

1

gains and losses, on one side, and competition from ﬁmxﬁ@ipmoducts

, on the other; in this case, however, trade questions were related

to an option which countries were supposed to make — to produce

",f‘domestically which they were capable of, or to inport.ihis qﬁestion

still_maintains discussions ali?e, éltﬁouéﬂuitrhas been going'mnfor
la‘long time, as shown by the succeeding rdunds of negotiations
of the General ARgreement on Trade and'Tariffé.

. More recently; however,{iBSis question reaches different

grounds, which include not only the quéstion of making or buying

abroad, but also the more complicated issues of technological

Disputes have been occcurring ever since the means of tranSportatiohﬂénér



dependency and the right, or the possibility, to learn. This is a

dinamic problem which becomes particularly worrysome when trade .

discussions arise between countries in unequal stages of development.-

If before the issues involved'domestic welfare gains and

-1losses, and redistribution of income — which can, in principle, be

‘corrected by compensation mechanisms if overall welfare is increased —

'~ they now involve structural guestions such as relations of

dependency across nations, and so,not likely to be subjec£ to the

same potential compensation mechanisms.

As such, trade issues-and policy discussions among nations

- on. ~equal level of economic development do not raise the ' same

controversies as those between countries in  different stages of

grthh-of technological development. L

This is a fundamental difference which must be considered

-in the analysis of patterns and policies of international trade.



The paradigm of the classical docfrineréf trade says that

"the countries  of the world can benefit from'tfadém_diJ-from inﬁer~' -

national division ¢f labour. It is a-longrrun";heoryit@at;Emetrates
the veil of money and stresses the fact that both absolute cost

" advantages or comparative cost advantages give rise to trade

fossibilitieé which potentiaily,may benefit all. pafthers;u_

775pecializa£iqn ingfeééés the stanéard of iiving by making;mxé-éoods'
and‘services availabie for consﬁmptibn; o
Initially, the basic idea oﬁ'COmparative advantage w§s in -
"the assumption that production functions .are different bétween
countries; in ité modern formulétion, theiHecksher—Ohlin-ﬁodel it
stresses that if factor proportioné are_&iffgrent between cogntries
- that would be enough for trade £o be profitabie. T -
No logical objéctioﬁgcan'bé"géiéed agéinst tﬁis\ trade
‘model. It requires,' however, that certain premises be. true:
perfect competition, no wage and pricg rigid;ties, no fa¢tor
intensity reversals, constant returns to scale, no externalities or

other forms of market failures. If this is all true, than, it can

be safely said that a country will gain by specializing in the



production of that commodity which uses more intensivelyn the
country's more abundant factor (the Hecksher-Ohlin Theorem);

furthermore, trade ca? repiace'factor.mobiiity siﬁéé factor prices
will be equglized between countries (the factéf—price equalization
theorem) .

Also it caﬁ be shqwn thgtrdirection of traderwill depend
on pre—trééé equilibriﬁm price_rgtios - theéé dgﬁend-én production
possibilities and on internal demand- conditioﬁé; also,
production pessibilities depend on technology and on facfor
availability.

211 these assumptions are usually assumed to be true,'aﬁd

as a result,_the idea of free-trade 1is presented'as aﬁ.immedigte
objective which only requires political will and éommé; sense in
order to be achieved.

| The free-trade doctrine can berchallengéd inrterms of its
own basic assumptions. On static terms, which charactefizes f?e
main structure pf the claséical trade doctrine, it cég be shqwn
that free—tﬁade and specialization is not always the best policy

for a national economy, especially in the case of a largé country

which, by its own actions, can induce a favourable change in its
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térms of trade. Although trade . may lead to an increase in the
wor;d availability of goods and services, there is no- way to
éua:antee that the benefits from trade will accrue to all
participants. Depending on the terms.qf‘trade, the: gains 'frbm.
méxchange may be totally absorbeé by one countty; leaving the other
in the same situation, in terns éf social welfare, as before trade
',éﬁarted. Aé a matter of fact, tradelmay even make a country worse-
off than the pre«tfade sitﬁation.
Thﬁs, it i; not enough‘to.shqw ﬁhat trade is capablé of

increasing world wélfére — it is a;so #ecessary to show thgtlthe

aiS£ribution of these gains will benefit all partners, and this,

the classical trade theory is not capable of doing; even on its

_,‘éWn theoretical foundations.

In gene;al,tariffs-and other forms of érotecﬁionismr
_'decrease the volume of trade and increase &oﬁéétiq prdaﬁéti;n_of ’
the protected industryfat the expense of‘exportables. In the limit;
‘a tariff can be prohibitive, iméeding trade. Also; it-reéist;ibutes
income in favour of #aqtofs used intensively in'ﬂmepmﬁxﬁtaixmkmtry,

. at the expense of the welfare of the economy as a whole (the

Stolper-Samuelson theorem). These results are all true if the



basic postulates of neo-classical economic theory are satisfied,
and 1if the country is a price~taker in international trade.

In the case of a large country, however, tariffs may

improve terms of trade and increase its social welfare. For a small

~country, the optimum tariff is zero — but this is not necessarily

- so for a large country, which may gain at the expense of others,

even if the world's welfare decreases as a result of its

| pfo;ectionist pélicies.

Since, however, international tradé cannot vet be shown
m;o be a cooperative_gépe, if it e%er'wiil be, retaliation may
“occurr, reducing worlé-output of comﬁodities by reversing the .

international division of labour and forcing the suboptimal

allogati¢nrof cpmmo@iﬁies émpng consumexrs.
;VrArguments-for protectionism become even more powerful if
'thé‘ééstulates of neo—classiéal theory are qpeé?;oned. VTworof the’
most important distortions — with regard‘to éérfecf competition —
- are gxternal economies and factor-price differentials.llf they can

be shown to be present, then it can be shown that tariffs are

called for.
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Price rigidities and factor imobility can also Jjustify

the adoption of protectionist policies in order to aveid domestic
i_'ﬁnemploymgnt. Thus, in terms of static theoty, laiséez-faire is théf
lfirst best policy for a perfectly cqﬁpetitive eCconomy Vwith no‘

- MONOPOly-KmOnOpsony power; it is’ also a first best policy for the

““'world as a whole. However, for a-large couﬁtry the best policy can

Tt

e bg_attainéd by“meahs of the opﬁimai tafiff.
Thus, there are frictioﬁs and distortions, with regard to

'_%Ehe ideal conditionsfcagsed by monopolistic and olﬂ#xnlistk: traits
 min'the market functioning, externalieconoﬁies and_diseConomiés,
Pricerahd wagé rigidiﬁies, iack of information, etc. Each one of
them may turn out forbe_a proper justification fbr deviations from
free-trade policiés, considering the qﬁestion from a]xmebgeconppig
viewpoint. . .[%o-identify tﬁé possible éonsequences of such
.econoﬁié distortioﬁs is én easy thing to do. . But quite'andtﬁéi
matter is to identify theée cases in concrete instances, méasure
‘its frequency of occurfence and its possible conseguences, and

,finélly to preséribe the correct econcmic policy to cope with these

deviations.



The question becomes even more complicated if trade-

theory is approached from a dynamic standpoint. As Prof. Edgeworth

- once wrote, referring to foreign trade curves "a movement along a -

"suPply—and—demand curve of international trade should be.considereq

~as attended with rearrangements of internal trade; as the movement

~ of the hand of a clock corresponds to considerable unseen movements

o

~ of the machinery". Although referring to internal resource allocation

changes caused by internaticnal trade, these remarks canlxaexteﬁdéd

Tn?to include the theory of the infant-industry — in effect a case of

-dfnamic externality.mThe essence of_this argument rests in the fact
that é'ﬁoﬁement aléng the transformation curveﬁcaused by tradéﬁ
pdésibilities wiliﬁbause.anfoutward shift of tﬁe curve itself. It
can;be‘éonsidered as an iﬁternationgl trade appii&ation cﬁf;érrqw's

"learning-by-doing", coupled with other d&namic effects such as

-factor endowment growth and technological progress. 7"bi~” - T

. If fhe link bétwéen goods éroduction and teghn&logical

- progress is proven to exist - 5e it increased factor efficiéncy

of ég Qutward-skift of thedp?oducﬁion function induced By a new
-input mix — then the present costs.of protection must be coﬁpared

to the discounted flow of future benefits; if there is a net gain,



once again, protectionism is the correct policy. Thus, the chief
criticism is that comparative advantage is mainly a static theory,

which ignores a variety of dynamic elements.

Trade and Growth

i

.Growth theory is concerned with fhe rinteractions ove;
time among consumers, producers aﬁd investors. The emphasis ig
—ghifted from general_equilibrium.co§siderations to a séquence-of
'expansion paths oflpr;QUCtion and copsﬁﬁption. As stéted berrof.

Chenery in analysing resource allocation, growth theory either

- ignores comparative advantage and the possibilitieé of trade

- cbmpletely, or it éonsidefs mainly the dynamic aspécts such as the

- stimulus that an increase in exports provide to the development of

‘related sectors,or the function of imports as a carrier of new

product and advanced technology. With this different point of view,

‘growth theorists often suggest investment criteria that are quite
contradictory to those derived from considerations of comparative

advantage.
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The conflict between trade theory and growth theory gre
lﬁue to differences 1n assumptions or to the inclusion of factorg iq
~one approach, that are excluded from the other. Growth theory goes

on to assume, or at least to.give explicit attention to a few basic.
’;éharacteristics of.underdeveIOPEd économies: factor p£ices do no£

~ adequately reflect their social yaluation, factoré of production
-_méy change substantially over time both in terms of guantity andr

gquality often as a result of the production process itself, and

--their production processes frequently show economies of scale and

various types of externalities in production and in consumption.

Such findings have destroyed the simplicity of classical

trade doctrine and have resulted in a strong argumént for "balanced

7rgro@th“, as opﬁbsed to inéérnational division of labour and

~specialization. In terms of economic policy and resource allocation

‘it becomes necessary to compare alternative patterns of growth, —
rather than isolated sectors — easy rules such as those suggested

by the Hecksher-Ohlin model no longer apply.

A large literature has developed related to the dynamic

effects of trade patterns on economic growth and development. This

approach, usually carried out in terms of historical analysis,



tries to explain the process of underdevelopment in terms of

© economic dependence resulting from international- trade, .from

'épecializatiohwin production and from'unequai terms of 'éxchange

between countries.

Adam Smith, somehow warned about the dangers of international

- trade between the "metropolis™ and the peripheral countries (this

was not 'hi;-awn te:ﬁningiqu) - Hé—'ﬁliterallyVﬁ;‘;\rarned about tﬁé_

" disruptive effeéts which trade could have on backward societies,

gﬂ%\
\ . _ . ;‘-‘;\ L
destructive for some of those unfortunate countries. | o qﬁ?ﬂ
PN A
. . . ) :“ s . t\.\/.
- . According to economists belonging to the structuralist f‘
. _ , \ /
# ) R . ) . \\.-7--
school, free~trade was something that was in the interest of the E
. . - - -‘ \?_ }\‘\‘
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\ British inaustrial secfor. It is nét é_gcienfific truth, as they)”" | |
..sugceeded in pering, but repfésentgd'é_édncrete poséibility Of,
jlucrative trade. After centuries of strong state intervenfionism

in world trade patterns, the British created conditions under which

their particular interests could be best served by the removal of

protectionist policies around the world: of course, the British

manufacturing sector was prepared to enter intoc all markets,



;'p#ofiting from virtuaifmonopoiy powers. Also, according to this
" point of view, free-trade was never the smooth result of laisséz-

faire, but required the use of considerable political and military

gtrength in order'ﬁo be enforced. The nations that could notrfesist
' .to the free-trade doctrine fell victins to'underaeﬁelopﬁentlihduced

by specialization in primary products, as happended in Africa, Asia,

Latin America and some pérts of Europe.- Those—that could”resist iﬁr"“*i

" as the US and Gérmany develéped into mature industrial ecoﬁqmies.

President Grant of the US has sarcastically stated that after two

centuries the British found convenient to adopt free-trade because

protectionism had nothing left to offer. And he went on to say'tmﬂ;'

as far as he knew, the US would also adopt free-trade two centuries

. later, after it had taken all the benefits pdésible out of - e

protectionist policies.

Indeed, the research carried out in most underdeveloped

co&ntries of today showéd ﬁhat the_£rade éatterns iﬁpoéed by the
~colonial powers had lasting effect on their internal economny, as
sﬁggested by Prof. Edgewoxrth's reference to éhg movement oﬁrthe
hand of a clock and of fhe unseen.moﬁgment of the machinery inside.

Specialization in production influenced deeply the internal relations
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of production — remember thg plantation sy;ﬁems ox tﬁér enclave
economies in Latin Americar—- and the unequal‘exchange,,which
regulated trade served as a gudrantee that b;ﬁefité- from trade
would be unequally distributed in favour of the exporters of
manufactures. The degree of dependence of

ﬁnder@eveloped céuhtries on intgrnational trade cmﬁhihe pushed
even further, as I have done myself in analysing fﬁe Brazilian case
using the "staple hypothesis” f;amework, and suggesting that
_development patterns wouldrdepend not on%y on structural relations
of production but also on the linkages generated by specific staples,
or products.

Summigg up, the relations between growth and trade ére

claimed to be strongly biased in favour of the develéﬁéé countries,

and the benefits from trade and specialization are not a scientific

truth.
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Free~Trade Today

If neither on theoretical noroﬁuéﬁpiriqalgrounds free-
trade can be proven té improve social wélfare,_why is it still one
"0f the most fundamental dogmas of the so called ffee—world?

In part because of simple inertia; that is, becauge it
is easy to‘keep talking abo;t somé£hing that everybody .is supposed
to knqw aiready. Free—trade is ahsort of arcode;word that can bhe
used against other hations every time #hat one's commercial interests
arg hurt by somebody else's. Another reason for the immortality of.
free—tréde ideals is that you can use it wheneve: it is qonven;ent

without really having to behave accordingly. —

'Modern nations of the western world are steadily taking a

swing away from sﬁate interventionism at home; state%wmed companies
are being sold off to thé private sector and the ?dealém of the
privéte enterprise sysfem are regaining its former ;es?gctability.
Most places, deregulation and market solutions are reccmmended
instead of staté mediation. But this is happening mostly &hen_iﬁ
comes to the internal market. The presence of the state as a
negociator, as a mgdiator and as a retaliator see@s to be grdﬁing

stronger when it comes to international relations.
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At the end of last year there were approximateiy 400
legislative projects in the Us Congress imposing proteptionist.

policies aimed at cutting down the north—aﬁerican Eiade déficiﬁ.
Countries have been induced to impose voiuﬁtary‘traé; cuts 'in‘*““
Wproducts guch as textiles, automobiles and électronics. Europe and
Japan havg also raiséd'barriers against imporés to protect their
"home industries; in the US and in the Européan Common Maxketit is
estimated that more than US$ 44 billion w;ll be Spgnt‘this year on
agricultural subsidies. Only recently,‘the‘BS sold 140 thousand
metric tons of sugar to thna at a pricé of 4.f5cents per pound.
The product was deposited at the Commodity Credit Corpgrétion and
fiﬁénced at the minimum price of 17 cgnts per_poﬁnd; iﬁ the ihter¥

natioﬁal market the September price was é;30 centé-ﬁééugbun&.-sﬁ?ph_
deals are frequently carrieé qut by the developed cbﬁhtries,_wﬁt@r
devastating conseguences for therérimary proéuctsgeiporters of the
Third wOfld,

But state intervenfionism has also been gro@ing “inr é
punitive wéy, Qitb strong pressures being levied againét third-

world countries that still protect their terciary sectors against

foreign competition. This is the case, for instance, in the recent



~16.

meetings in Uruguay where developed countries forcefully tried to

include banking, software, insurance, shipping, auditing and business

consulting, construction, and other services — which together represent

25% of the US$ 2 trillion world trade— in the list of products g

" be regulated by the rules of the ngeral'Aéfeement on Tariffs and
Trade. These are sectorgxwhich most ceitainly"would:not be able to
stand direct competition from.developed nations, and a"remo?él of
ba;rig;s would most certainly mean the end_of-domestic production
and their replacement by imports or by.the.entry of foreign concerns
in their home market:

A tipical situation is found in Brazil where the high-
technology market for micro and personnal computers are simply
closed to foreign firms, to foreign capitél,and tolforéién'teéﬁx%ogj.

The argument goes beyond the inﬁant—induStry argumeh#.
Protgctidn during a period in which the nati6n31 ipdustr&ilearns a
certain process is not really §a1ia in high~technold§y-products
such as computers. The reasoh is in the fact that fesearch' and
development in such industries reach billions of dollafé a year

making them a market segment where survival does not mean producing

a certain item efficiently, but rather, launching new products,



‘and development (IBM alone spent US$ 1.1 billion). This figure

formal reasoning may be, that domestic production will ever catch-

up with the main foreign producers,'at leas%mﬁﬁiié, tha%m.industry

17..

technologically more sophisticated as frequently as possible. Ten years

ago the computer industry in the US spent US$ 2 billion on research

]
i

amounts to present total sales of the Brazilian computer market: - -

i

“In such circunstances, how to open up the market to foreign

'A-competition without inevitably killing the domestic firms?

1

The decision to close the market to foreign capital in

addition to foreign products is based on the belief*ﬂww.ﬁﬁﬁmﬁmnxml

- - transfer of a capital-technology combination may induce permanent

links of managerial and technological deéendency, and that in such

dynamic industry, native technology and control over production

“Processes may never be attained.

It is highly unlikely, however, no matter how correct the

continues to incorporate high technology. In the meantime, domestic
producers of traditional products may even risk loosing competitiveness

in foreign markets due to the impossibility of incorporating high-

technology components in their products or, may not have available

-to them, modern capital goods such as those available abroad.
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This is a case of_strong and extremely‘dynamic.éxbazmlity

which classical comparative advéntage theory does not capture. As

the world evolves into more sophisticated prdductioh processes'the

bréblem will beréoﬁpdﬁnded. The basic postulates of free-trade

" doctrine will tend to loose validity and trends of international e

. trade will tend to be an increasingly negociated phenomenon. Game

“theory may soon become More useful'in the process of understahding o

~ and setting patterns of trade than economic theory. .

‘Internal versus External Markets as

Sources of Growth in Bra=zil

H

International trade has frequently been mentioned aé an
"engine of growth" for the developing economies. So, the réﬁoval, of

* trade barriers across the world would serve as a mechanism for

'transferring demand across all natibns.

In the specific case of Brazil I have shown that inter-
nétioﬁal trade has indeed created the initial momentum for the
development of an internal market. But such chain of events only
ﬁappened effectively dﬁring the coffee cycle éf primary expoerts, in

the second half of the 190 century, while development linkages
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weré not okserved during the preyious cyclés.rFﬁrtherﬁoré, for
large coﬁntries like Brazil, growth of theuiqternal méfket induced
by exports tends to bécome weaker aé the proceéé continues, reaching
__'a point whe#e, eventuélly, engagement in internationai trade looses
importance, both as a source of_qroﬁth of production and of
enployment. Historicaliy, in Brazil,.the export dfive was replaced,
from 1930 to 1960 by import substitution industrialization as a
source of growth and, finally, by the growth of the ihterﬁal demand
itself.

Together, the total value of exports and imports amcunt
to only 17% of G.N.P. Presently, over 75% of the industrial gréwth
of Brazilian manufactures are induced by‘the intérngl mérket; the
remaining can be almost equally traced to growth éf eﬁﬁorts apd of
import supstitution. Basically the same péttern can bé observed in
employment in the industrial secfor. The Brazilian'egonomy relies
.on its own internal market for sustaining its growth.

However, the strategic importance that external trade has
on internal grcocwth cannot be ignored; 0il, capital goods, raw

material and wheat account for almost 95% of total imports and only

a few years ago a balance of payments crisis caused a recession
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which lasted almosﬁ four years tq be overcdme. The capacity'of the
economy £o adjust can be evaluated by thegngt that thé-trade

balance deficit of alﬁost Usg 3 billionin'1986.was.tprned into a .
- surplus of US$ 6.5 billion in 1983 and of approximateiy Us$ 12.5

billion in 1984, 1985 and probably also in 1986.

At present, the balance of payments is in equilibrium,

but. the brazilian economy is exporting capital at.a iaté of almost
5% of it G.N.P. a year: US$ 9.57billion in debt service .and
US$ 1.5 billion in pr?fit remiﬁtances.'

As a result, nétional savings has falleﬁ dramatically,
from almost 27.4¢ of G.N.P. in the middle of thg 70'5, £o lG%ﬂ

last year. Unless capital flows are reduced, the qountrf will not

be able to invest what is needed to sustéihAits histé&ical fatg'éfwﬁm
growth of 7% a year. i

The realization os this shortcoming is béhipd the current
efforts to reduce capital outflows to not more thaﬁ 2i5% of_G.N.P.
a year. Brazil needs to remove this obstacle to growth,rby
reséheduling the principal payments of its external debt — UsérlOS

billion — and by reducing interest payments through cuts in fees,

commissions and Spréads. Only by cutting on such capital outflows
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Brazil will be able to promote the openning up of its intérnal

market to foreign exporters. : -

Trade and d?bt became intimately_related issues, since
Brazil can import more only if ir.'réduces thércost of carrying it -
debt. This trade-cff became a issue which only negotiations, which
attend to the mutual‘ihteregts of Brazil and the Erading.partners
can_resol&é in a satiéfactory waj.h Actually;rtraée p&&ém&;betweéh
nations have never been distantlfrom politics, from negotiation,
from the so called "economic stétecraft“., The art of conducting
sfate a#fairs has always used economic weapons; and according to
experts in this field, regulation of foreign trade hasrbeen used’és
techniques of statecraft throughout history. ACCO;diﬁé to David
Baldwin, "the American use of trade policy to cénétruegian”interw-n
national order based on nondiscriminatory trade liberalization in
the period after World War II was one of.the mostrsuccéssful
influence attempts using economig policy instrxuments ever under-
taken®. Corroborating +this view, Albert Hirschman demdﬁstrated that
international trade has potenﬁial peolitical implicatipns "whether

it takes place under a system of free-trade or protection, of state

trading or private enterprise, of nost~-favoured-nation clause or
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of discriminating treatments”. Thus, even free-trade policy can be
T - a technique of economic statecraft; by the same taken, free-trade,
‘can be denied and protectionism can be adopted, legitimately, as”

means of economic statecraft.

_?%%‘" o - , Presented a*. the international seminar
o o .. : - "International Trade between ILiberty
4 R ' ' . 0000000 .13 protectionism” held in Hamburg-
"@Qi;ﬁ__P ' . Germany, - Septerber, 29-30. 1986.
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