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3 Abstract

e International trede, un . cumbered by protectionisin, stimulates economin growth in
: both developed and developing countries, This study examines the fundamental
ecenomic forces which determine how trade affects development and growth.
Undistorted trade is a catalyst to economic growth because it unleashes market
forces which promote development.

i Keywords: Infernational trade, comparative advantags, development, growth, develop-
! ing countries, U.S. agricultural exports, U.S. agricultural frade policy.
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S

International trade, unencumbered by protectionism, stimulates econcmic growth in
both developed and developing countries. This study, which examines the fundamentai
economic forces that detsrmine how trade affects development and growth, shows
that undistorted trade becomes a catalyst to economic growth by unleashing market
forces which premote development.

International trade is an 2ngine of domestic growth because of the economic syner-
gism generated whenever exchange takes place, Economic synergism occurs when
combined domestic wealth created by trading countries is greater than the sum of
their wealth generated in isclation.

Exposure to the internationsl market fosters hoth development and growth because it
results in improved resource use, additional economies of scale, more innovation,
wider diffusion of modern tec

try production.

During the 19th century, international excha
ment and growth of Grea
recently, it spurred econ

in agriculture where protectionism has risen since World War II {funiike in manufpe.
turing), would improve the efficiency with which resources ars used throughout the
world.

In a more open and dynamic international snvironment for agriculture thag today’s,
some farmers in both the United States and in developing countries may have to re-
allocate their resources and

consumer,

The importance of unrestricted trade is that it reveals a couniry’s cemparative advan-
tage, enabling market forces 1o guide efficiently hoth domestic and foreign economies,
resulting in more rapid growth of real income, Hence, the trading relationship the
United States establishes with other countries is crucial for fiture economic interests,
affecting grawth not only abroad but throughout the 1.8, economy and most notably in
~griculture,




Develeomental Consequences
of Unrestricted Trade

Thomas Voliraih*
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intreduction

The United Statss is concerned about economic growth in
the developing world because our economy is becoming in-
creasingly linked to developing-country income expansion.!

% The benefits of income growth in developing countries are

striking for the U.S. agribusiness community because of
the large potential for expansion in import demand for
agricultural commodities which, in effect, exerts upward
pressure on international prices and enlarges tha volume
of agricultural trade. During the 1970s, the most rapid

growth in agricultural imports occurred in the fastest
| growing developing countries; the lowest rate of increase

occurred in the poorest and slowest growing developing
countries.? Intermediate growth of agricultural imports
characterized the centrally planned and developen market
gconomies.

A major challenge confronting U.S. policymakers is how

best to facilitate greater reliance on the market mecha.
; nism as a meens for releasing the growth potential within

. developing countries. One relevant concern, from the U.S.

agricultural sector's perspective, is how this country can

. use its commercial policies to assist development abread

while promoting U.S. agricultural exports. Another con-

cern is the implications for U.S, agriculture of changes in

the pattern of global production and in the commodity
' compositicn of world trade because of agricultural devel
‘! opment and economic growth in develaping countries,

*The author is an agricultural economist with the International

: Economics Division, Ecunomic Research Service, U.S. Depariment
{: of Agriculture,

"Developing couniries represent a sizable and growing outietl

i for American commodities. In 1981, for instance, developing coun-

i1 tries absorbed 37 percent of the value of all 1.5, exports, while
! the European Communily and Canada earned 22 and 16 percent,

respectively [43). Italicized numbers in parentheses cite squrces
listed in the Bibliography secticn.

*During the 1970, the fastest growing developing countries
(countries whic.: either had aiready nttained or wers approaching
middle income status and whose income growth averaged 3.7 per-

‘ ¢ cent per year between 1970 end 1980) had the largest rate of in-

crease in agricultoral imporis of any other couniry grouping [35,
pp. 114-118). The fastest growing developing countries accountad
for 30 percent of the increase in cereal imporis in the 1970’s; by
contrast, the poorest and slowest growing developing countries,
with per capita incomes below $370 (1978 dollars}, accounted for
only 3 percent of the growth in cereal imports.

Knowledge of the nature of iniernational exchange and the
dynamics of the globai aconomy is crucial to the creation
of appropriate policies and programs which activate ecg-
nomic transformation and growth. This study analyzes the
economic forces underlying international exchange and
provides jllustrations of how trads impacts upon develop-
ment and growth.? The underlying purpose is to provide a
better understanding of when {rade is beneficial to hoth
developed and developing countries and how it can be
made more useful through formulation of effective com-
mercial policies in all couniries, '

Background

Trade and development statistics demonstrate that the
global economy is becoming increasingly interdependent.
From 1962 to 1980, world trade (exports plus imports) in-
creased more than world gross domestic product (GDP)
every year except 1975. The 1970’s brought particulaxly
rapid growth of economic interdependence. Ratios of the
lotal value of exports fo the total value of GDP, indicators:
of economic reliance upon the internationa] market, show
that the average country more than doubled its dependence
on international exchange in 1980 compared with 1970
[fig. 1).

Many developing countries have consistently relied more
on foreign markets than have industralized countries
because of former colonial Les. For example, 18 percent
of developing countries’ GDP moved into the international
market in 1960, while 12 percent of the industrialized
countries’ GDP went to exports,

Development is o leansformation process involving change in
the organizatiana) structure of institutions. It is refated to apecific
improvements, such as increasad knowledge, awareness, and
material well-being, which enhance the quelity of life, The
essence of growth is increased real income, 1t is the result of
stractural transformation of the econety involving both the adop-
tion of modern technology as well as the reallocation and often in.
creased use of resources. Economic transformation in production
ocours in response to the changing nature of demand. Structural
growth involves capital formation, technical change, and realloca-
tion of resources,

Developmiental Consequences of Unrestricted Trade 1
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However, many developing countries adopted import
substitution development policies during the 1850s and
18960's in an attempt to accelerate industrialization,
development, and economic independence, These inward-
oriented policies produced a rapidly declining reliance on
foreign markets until the early 187Q's, By 1972, the
developing ceuntries’ dependence upon the internationg]
economy about metched that of the rest of the world, Bui,
the adoption of import substitution policies in the develop-
ing countries led to high-cost enterprises and overvalued
exchange rates which harmed dumestic agriculture and
slowed the pace of economic development and growth.:
The industrialized developed countries integrated their
economies into the world murket more thoroughly than did
the developing countries between 1860 and 19860 based
upon changes in export-to-GDP ratios. This suggests that
the developed couniries made better use of their trade see-
tor in promoting domestic economic growth than did the
developing countries during 1960-80,

YLittle, Scitovsky, and Scott concluded this after an evaluation
of the economic policies and performance in seven developing
cowntries (25]. Krueger and Bhagwati arrived at similar conclu-
sicns aftar having coordinated a lerge research project for the
National Bureau of Economic Research involving enalyses of the
relaticnship between foreign trade regimes and economic develop-
ment in 12 develeping countries (21, 7.

2 Thomes Vollrsth

Exports, Foreign Economic Development,
and Domestic Prosperity

Consumers in both the United States and in developing
countries should be concerned not only about the health of
their own economy but the weli-being and expansion of
each other’s economies because of the creation of eco-
nomic synergism. Here, ecenomic synergism relates to the
additional wealth created whenever exchange takes place
that would not be possible under isolation,

The engine of growth for developing countries is growth in
the develeped countries (23, 33). A remarkably stable rela-
tionship exists between growth in the developed worid,
trade in primary products, end growth in the developing
countries. Lewis calculated that the rate of world trade in
primary products was 0.87 times the growth in industrial
praduction throughout & 100-year timespan {23).% He noted
that when developed countries grew rapidly, the develop-
ing countries alsg grew rapidly, and when the develeped
countries grew slowly, so did the devsloping countries.
Lewis concludes that trada has been a principal factor
linking developing countrisg’ economic performance to eco-
nomic growth in the dsveloped countries,

SLewis's timeframe began in 1873 but excluded World Wars I
and I and the Great Depression.
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: 55 Economic well-being in the developed. world is also related coffee production, producing it on hoth plantations and
iy to economic prosperity in the developing countries, U.S, numerdus smallholder operations of § hectares, the latter
axports to nonail-producing developing countries, for ex- providing labor to the former. The United States coneen-
zi ample, increased 63 bercent in real terms betwesn 1975 trates many resources on wheat production, using heavily
H and 1581, contributing to increased income in the United capitalized and often large-scale mechanized farms. lr
;| States {table 1}, A very large potential for increased im- Wheat has become a major export commodity in the E
. port grewth exists in developing countries because their United States, while coffee has become one of Brazil's Jﬁ
demand for many foreign goods, including most agricul. prineipal sources of foreign exchange earnings,
i tural commadities, responds to income growth, This means 4
:, that as per capits incomes rise, developing-country con. International trade has facilitated better use of world re- E
¥ sumers will undoubtedly increase purchages of food grains sources since the mercantilistic era in the 1850's when gf
: and feed grains from abroad. Economic growth within developing countries first began to export primary pro- ]
: developing countries enables them to pay for these desired ducts to industrialized countries in exchange for manufae. ;
i imports. This is significant because economic growth and tured imports not availahle domestically. Today, the fact !
® expansion in the demand for imports in the developing that many of the primary products exported by developing {I
s world translate directly into greater demand for commodi- countries can only be grown in tropical zones means that ;
. ty exports from the developed world which generates aven though these countries may have a comparative ad- |
; employment and, in turn, increases incomes in developed vantage in agriculture, their production does not compete !
. countries, with most agricultural goods produced by the developed
: ; countries. Important nonfue] Primary commodities ex- i
“ o Resource Use and Economic Weil-Being ported by developing countries include cacoa, coffee, tea, i
: o bananas, spices, copra, groundnuts, palm oil, caconut oi], |
- Trade often enhances economic well-being hecauge it per- jute, natural rubber, sisal, silk, copper, bauxite, and i
; mits better use of land, labor, and capital. It enables coun- natural phosphates. These commodities are largely non. l
i trios to specialize in the production of goods that uge re- competitive with goods produced in the developed warld, :
: [

changing them for imported commoditieg confaining raw o . . ! %
g materials which are relatively scarce domestically, Increased specialization has spread in world agriculture, _ %F .
' The developing countries’ share of primary noncompeting : 3
: American wheat and Brazilian coffee provide an example tropical exports to total nonfuel primary exports rose from P
v of the advantages of specialization, and exchange based 34 to 39 percent beltween.lgﬁz and 1975. This clmng}ng P
’ : upon comparative resource endowments, Brazi] has a market shgre coincides with an expansion in developing I
) relatively high land/capital ratio and a climate and terrain countries’ imports of fooc and feed grains. One may con- I
" that is conducive to coffee broduction, The United States, clude, therafe:re, that relatively few conflicts exist be- !
Lo by contrast, has a relatively high capitallabor ratio and tween the Umt?d States'and developing countries regard. ’
AR possesses the central Great Plains suitable for wheat pro- g agriculturai production and trade. !
2 E duction. Unique economic and institutiong] arrangements |
have evolved in both countries which tgke advantage of But, a sudden surge in foreign demand for U.8. exports of i’
their relative resourge endowments. Brazil sbecializes in agricwtural commodities increazes prices U.S, consumers i
L
Table 1—Trade between the United States and nonoll-producing developing countries, 1975.81 r,’
I [T
Percentage of total Percentage of :
Year U-S.exports to nonoil-producing U'Séx‘;%r:;??g'ty Nondeveloping-ccuntry dgggf?l-{?ﬁr({ggﬁmg
developing countries exports to the United Stajes ping y

nonoil-producing exports to the

developing countries United States ;

Milllen dollars Percent Miliion doflars Percent !

{current dollars) (1980 doflars) {eurrent dollars} (1980 doflars) ;

|

1975 24,565 43,310 23 21,619 38,468 18 '

1376 29,522 51,884 26 27,584 48,475 19 :

1977 36,156 58,410 30 32,738 52,889 19 :

1978 42,669 62,656 30 36,821 54,069 19 ;

1979 53,337 83,648 29 45,261 54,011 18 )
1980 64,985 ' 64,985 29 56,390 56,390 18
1981 69,935 70,570 a0 63,522 64,099 20

Source: Internationai Monetary Fund, 7962 Yearbook, Direction of Trade Statistics.

Develonseental Consequences of Unrestricted Trade 3
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must pay for many food items. How can this situation he
bsneficial?

The basic exchange version of neaclassical trade theory
demonstrates the henefits of exchange within countries
that open their bordsrs ¢ international trade, even though
production is assumed constant. This austers, but signifi-
cent, description of the consequences of exchenge is con-
sistent with the notion that a shift toward free trade
resuls in consumers having to pay higher prices for goods
domestically produced and exported than prior to interng-
tional exchangs, However, prices of ofhep goods, notably
imported commodities, decline, The net result of a move-
ment o an open sconomy from antarchy (g policy of na-
tional self-sufficiency and nonreliance on imports ar 8Co-
nomic aid) is that overall product prices decline and that
real incomes increase, enabling consumers tg purchase
more goods and services than they previously could,

Empirical observation confirms the validity of this theory,
Following repeal of the Corn Laws in 1846, the English
household had to endure higher prices for British com-
madity exports, namely texiiles, coal, and iron. But, this
event induced not only lower foad rrices but also a general
decline in British consumer prices, Moreover, it marked
the beginning of the mercantilistic erg of greatly expanded
trade and impressive income growth,

South Korea provides a contemporary example. The
domestic price of figh rase more than 60 percent com-
pared with the price of cereals between 1970-74 and
1978-82, South Korean households endured higher real
prices for fish during 1978-82 primarily because fish ex-
ports, which had quadrupled in quantity, bid up domestic
prices, Meanwhile, they paid less for cereals because im-
ports had more than doubled.

The South Korean economy has been virtually transfarmed
&s a result of active Participation in the international
market. Initially, the textile industry was the primary
source of foreign exchange earnings; today, it is electronic
equipment. Total South Korean exports reached $22.5 hil
lion by 1940, increasing almost nine times in real terms
since 1870, Accompanying this rapid trade expansion
Were impressive increases in income. Between 1970 and
1982, per capita income increased 165 percent, from $615
{1980 dollars) to $1,611,

Changes in Economic Efficiency

International exchange increases ecanomic efficiency
because more economies of scals can be realized with
trade than without {,.% Export-producing industries can
lower per unit costs by constructing optimally sized plants
which would be tan large and, hence, uneconomical should

®Economiss of 8cale denote lower costs In producing & commodi-
ty unit becauss savings result when the size of the plant and seale
of aperation hecome largar,

market demand be restricted o the domestic economy.
Lower export prices benefit not only domestic producers
who are gble to capture a larger share of the world mar-
ket because they have become more competitive, but these
prices also benefit domestic consumers who pay less for
commodity exports they consume,

For example, in the early 1870,
sized citrus operations enabled b

economically competitive as g result of exposure to the
world citrus economy, The possibifity of penefrating tradi-
tional markets through improvements which lower costs g
important for many developing countries whose growth
prospects exist primarily in agriculture,

Another way &xports promote economic efficiency is by
i listic elements rise less

Consumer well-being by increasing competition and induc-
ing structura) changes which eliminate maonopolistic
profits,

Trade alse stimulates growth bacause it encourages tech-
nological chenge which leads to increased longrun eco-
nomic efficiency. International tompetition induces in-
novative activity as it provides producers with informa-
tional feedback and constraints in the form of market
signals. During the 186Q's, for example, cocoa hacienda

imports and Economic Development
and Growth

Imports of both consumer goods and inputs used in Dro-
duction can enhance suciety's well-being, Many factor in-
Puts, required to madernize agriculture and to alter the
structur tural gconomy, must be imparted

ot be domestically produced or
are too costly to be manufactured locally. Africa, for ex-
ample, ig the largest supplier of rock phosphate to the rest
of the world, Importing phosphate from Moroceo, Tunisia,
Togo, and other countries in Africa is a critica] factor ex-
Pleining increages in agricultural production and produc-
tivity in many developed countries,

Shortages of human and physical capital, such as skilled
workers and modera machinery, constrain production in
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many developing countries. Some of thess constraints,
hawever, can be partially relioved through importing
capital from the developing world,

lmporis of foreign agricultural commodities are beneficial
to consumers in agricultural exporting couniries, Global
well-being increases whenever actual trade flows ap-
proach the pattern of comparative advantage, Rasing
trade upon comparative advantage means that the dis-
tribution of world production is determined by relative
cost advantages, Free trade causes domestic respurce
prices in both developed and developing countries ta be
set in accordance with international prices, ensuring effi-
cient use of world resources.

When countries have closed economies, resources are not
used efficiently and domestic goods are preduced at prices
which do noet conform to the existing international price
structure, As a result, consumers often pay more for com-
modities which are produced locally but which would be
imported under liberalized trade. This diminishes societal
well-being because higher consumer prices for importable
commodities can significantly decrease real income and
consumption,

For example, the European Community {EC} exports grain
1o the rest of the world, but the avers ge price European
consumers pay for agricultural goods is higher than else-
where in the developed world because the Common Agri-
cultural Policy (CAP) protects and insulates EC farmers
from foreign competition. Average domastic prices for EC
agricultural goeds exceeded international prices by more
than 150 percent between 1867-80, curtailing consumption
below what it would have been under & more purely com-
petitive situation. Consumers throughout the world, and
particularly those in Europe, weuld benefit from a reduc.
tion in the level of CAP protectionary subsgidies,

Agricultura! imports enhance domestic economies as
witness the impressive growth of agricultural trade which
doubled in real terms between 1961 and 1981. This expan-
sion resulted in increased specializatior of agricultural
production, espacially in developing couniries where
primary interest was often focused on tropical crops,
Many developing countries substantially increased pre-
ferred food grain imports to fill the gap created when
domestic consumption needs outstripped local production
because resources in developing countries had either
shifted out of agriculture or away from staple foods and
toward cash crape grown only in tropical zones,

Developing countries imported about 1.5 percent of their
total consumption of basic food staples during the
mid-1960's. Ten years later, the proportion of imports to
consemption had increased significantly, equaling 5 per-
cent. Mellor anticipates that by the year 2000, the devel.
oping countries will import sbout 8.5 percent of their total
consumption of food staples (27, PP. 2-3). He notes that

while *‘agricultural exports to developing countries ray be
a small fraction of the action, the action is going to be so
huge that this small fraction is going to be significant."

A rising ratio of food imports to total food consumption
has induced relative faod prices to fall in most developing
countries, benefiting develeping-nation consumars and
many farm producers in the United States. The increase in
food grain iraports enabled consumers in developing coun-
tries to expérience the benefits of technological change
and. increases in agricultural productivity which had oc-
curred in North America and Oceania.

Yet, while foed trade deficits are common in the develop-
ing world, most developing countries have a net agricul-
tural trade surplus because of such nenfeod commodity
exports as coffee, tea, cocoa, and rubber. The United
States, which is the second largest importer of agricul-
tural goods (after Germary), is an important market for
developing countries which export agricultural commod-
ities. Increased U1.8. imports of agricultural goods from
the develoning countries snhance the welfare of hoth
American consumers and developing-nation farmers just
as developing-country agricultural imports from the United
States augment the well-being of the developing-nation
consumer and the U.S, farmer,

The Special Challenge of Import Competition

Despite the mutual benefits gf agricultural trade betweer
the United Siates and developing countries, same potential
conflicts exist whenever traded commodities can be sub-
stituted for domestic production. How could this competi-
tion possibly be good for the agricultural industry in either
the United States or affected developing countries?

Competition in open markeis permiis price to act as the
primary mechanism for allocation and use of the world's
resources, promoting efficiency, growth, and enhanced
consumer well-heing. The likelihaod of increased foreign
entry into an established market provides incentives for
producers, both at home and abroad, to become increas-
ingly efficient, which decreases costs to all consumers,

The comparative resource cost structure may, in fact, dic-
tate that certain agricultural enterprises eventually he
concentrated in foreign countries where Eains in technical
efficiency can be more readily translated intu ecanomic
benefits. The possibility that developing countries can
penetrate large markets through adoption of madern tech-
nology and improvements in supply is particularly appeal-
ing to them because many alternate sources of growth (es-
Pecially in agriculiure) depend on expansion of fareign de.
mand over which these countries have little or no control,

A foreign multiplier-nccelerator income effect accom-
panies increased agricultural imports from the rest of the
world. This multiplier-accelerator gauges the net impact of
increased foreign imports on home income after domestic

Developmental Consequerces of Unrestricted Trade 5
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equilibrium has heen restored in all product and factor
markets, Thus, heightenad prosperity in developing coun-
fries from increasad agricultural exports to the United
States enables thoge countries to buy additional imports, a
large proportion of which will be fugd grains and feed
grains, Increased davelcping-country demand for agricul-
tural imports increnses income and generates employment
in net grain-exporting countries like the United States,

Increased compstition and foreign penstration in estab.
lished agricultural markets is Iikely to lead tg declining
locel economic activity in these markets unless, of course,
demand accelerates substantially, accommodating not only
ingreased imports but sustaining domestic production, In a
relatively more open and dynamic international environ.
ment than currently exists, some farmers in both the
United States and in developing countries may have to
reallocate their resources and producs a different mix of
agricuitural commodities for whic

4 comparative advantage, The policy challenge is to devise
appropriate compensation ig producers hupt by foreign
Competition in order tg mitigate painful adjustments and tg
facilitate structural change which results in more produc-
tive economic activity benefiting both general consumers
and specific producers,

Import Protection of Mature industries

Protection of mature industries, whether agricultura] or
manufacturing, is nearly always exiremely difficult to
justify from the society well-being Perspective. The sudden
emergence of financig] difficultiss may very well indicai~
the inability of industry to make the necessary adjustments
to remain Comparatively efficient. The adoption of protec-

because relatively fow factor returns and weak product
demand are likely to centinue io plague an inefficient in-

Legislation that restricts competition may increase employ-
ment in protecied industries, But, wage rates are lIikely to
be lower in the sheltered industries than elsewhere, plac-
ing & drag on the general wage leve] throughout the cong-
trv. Consumers are confronted with higher prices, and in-
flation is likely to increase should additiona] protective
measures be undertaken,

Devsloping countries that export basic manufactures
which receive protection in the developed world would be
forced to scale back their imports (many of which

plies of foreign exchange, lowering U.S, income and
employment. Some of the developing countries would be
less able to pay off their international loans because of
restrictions whick prevent their exports from entering the
United States. This could be detrimental to the intep-
hational banking system and o the U.S. commercial banks
which have many loans cutstanding in developing countries,

€ Thomss Vollrath

Protectionism may be justified when the target ig develgp-
ment of an infant industry which has g capability of
becoming economically efficient in the long run. Other
than the ethical issue of whether it is fair 19 defend one
group of wage earners’ income and employment while not
protecting others, there ig litile wrong with helping the
growth of infant industries via Protectionism, provided it is
temparary,

Justification of Protection for agriculture on the hasis of
the infant industry rationale is not generally warranted,
however, because agriculture is not a new economic ac-

structure that farmers have sharply curtailed broduction,
Adopting a more favorable commercial policy could re.
dress previous mistakes, spurring African economic
growth,

Growth based upon intervention and preferential treat.
ment is potentially hazardous, Nonmarket-determined
prices often become institutionalized, producing an ar-
tificial environment dif ficult to alter. Protected en-
vironmenis create vested interosts that tend 1o endure, fre-
quently leading to abuse which proves ta be very costly in
the long run, Moreover, backlashes usually follow adoption
of a protective trade orientation. One response is & policy-
induced reaction of retaliatary protectionism on the part
of other Countries, which constricts world trade and ecos
nomic well-being,

The Great Depression illustrates what can happen ander
extreme circumstances. In an effort to stimulate the
domestic economy, Congress passed the Smcot-HawIey
Trads Act in 1933 which raised tariffs protacting domestic
industry, making it increasingly difficult Inp other nations
ta export commodities to the Unifed States, Many foreign
countries then exported less to the United Sta tes, imported
fewer goods from the United States, and began {0 default
on their international loans, which stiflad economic activi-
ty and lowered both income and employment in the United
States and throughout the world,

Since World War II, profectionism {hence, distortions) in
agriculture has risen, whilg it has decreased i manufac-
turing because of maore market orientation in industry, In
Western Eurape, estimates on the average nominal rate of
agricultural protectionism have risen from 38 percent in
1956-57 to 47 percent in 1962-64 and 62 percent in
1968-69 {121, Preliminary calculations indicate that the
average nominal rate of protection in Westery European
agriculture roge to 81 percent by 1976-77. Agriculturs]
protectionism ig alsp rising elsewhere, most notably in
East Asia. By 1930, internally protected food prices in
Japan, Sputh Korea, and Taiwan averaged two to three
times international levels, rivaling thoge in Western
Enrope,




wa

e A i,

During the 1950's and 1870’s, the foundation for much of
the expansion of trade and associated increases in real
world income was the General Agreement on Trade and
Tariffs {GATT} which reduced manufacturing tariffs mulii
laterally (18, p. 865}. Diminished protectionism in manufac-
i turing enabled the price allocation mechanism to aperate

¥ more effectively, facilitating appropriate structural adjusi-
: Inents between the domestic and international markets,
Progress toward liberalizing agricuftural trade would also
improve the efficiency with which glubal resources ars
used, adding further to increased world income.

. o ewr e e aafmans

interniational Trade and
Economic Stabilization

The impact of internal production shortfails in one part of
the world can be mitigated through international exchange
with another part of the world experiencing surplus pro-
duction. As g consequence, a shift toward a more open
economy often has a siabilizing influence on domestic eco-
nomic performance.

Increased reliance upon the international market can
stabilize economies becsuse world output fuctuates less
than individual couniry production. Statistical evidence on
grain preduction, for instance, supporis the contention
that the international ma rket is a source for stabilizing
both consumer prices and income. Donaidson found that
the coefficient of variaticn for grain production is smaller
worldwide than for most individual countries {9, p. 188).

The international agenomy cushions the effect of internal

shocks that occur within a country. Unexpected events,

such as a sudden change in weather, for example, can

; severely disrupt domestic food production. However, food

; imports can diminish the tendeney for internal prices to

i rise and for consumption to fali hy balancing domestic de-

¥ mand with normal supply whenever there ig a temporary

b slack in local production. Even during the food crisig years
of 1973-74 when the world supply of agricultural goods

; was tight, developing countries were able to buy as much

. , foreign-produced grain as they could handle and distri-

| bute, sibeit at Increased traded prices. Agricultural im-

' ports by developing countries throughout this period

: prevented demestic prices from rising as high as they

would have in the absence of exchange,

The increased instability of domestic earnings somstimes
surfaces when a country’s economy becomes more open.
Protection of industries in countries overseas can prevent
smooth functioning of the international market causing
disruptions in national econsmies dependent upon trade.
Narrow considerations frequently influence a counfry’s
commercial policy hecause conflicts among vested interest
groups and advocates of enlightened trade policies (who
are interested in seeing that socia] well-being is maxim-
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ized) are often resolved in favop of those groups where
individual gain is comparatively greatar,

Articulate producer groups within the EC, for example,
are largely responsible for the establishment of the £AD,
One instrument used in the EC to achieve these objectives
is the variable levy system whereby major imported com-
modities are sold o wholesalers at levels just above target
prices, the latter established to guarantee reasonable pro-
ducer returns. Another instrument used is a restitution, or
export subsidy, which is equivalent to the difference be-
tween world market prices and EC prices which enables
Eurapean producers tg compete on the world market. The
practice of imposi ag variable import levies and export
restitutions effectively transfers internal European produc-
ticn and price instability to the rest of the world.

The probiem of fluctations in domestic income ig exacer-
bated whenever the domestic economy absorbs external
disturbances. Increased reliance on global markets can
lead to greater price and income instability for producers
of selected traded commodities. Howaver, development
and improvement of commercial links in developing coun-
tries with majer future exchange markets in the developed
countries represent a feasible way to reduce externaliy in-
duced instability problems {39). Eighty percent of all
primary commodities have established futures markets,
But, all the major exchanges, except those in Kuala Lum-
pur, Singapore, -nd Hong Kong, are in the developed
world. Increased development and use of futures trading
markets provide, nevertheless, & promising market-
oriented solution ¢ income instability problems that arise
because of fluctuations in traded commaodity prices.

Comparative Advantage and
Its Significance

Comparative advantage is determined before trade, using
undistorted prices. It relates both relative domestic and
fereign demand to relative domestic and foreign supply.
Relative demand is the demand for a particalar good com-
pared with the demand for another commodity; and rels-
tive supply is the supply of a particular good compared
with the supply of another commodity, In economic theory,
a country has & comparaijve advantage in producing a
Particular good whenever its relalve demand and refative
supply intersect below the juncture of the comparative
foreign demand and the cemparative foreign supply {fig. 2.

In figure 2, the home country hes a comparative advan-
tage in producing food compared with clothing as shown
by the relative domestic price for food (P27Pd), which is
lower than food's relative price elsewhere in the world
(pHfpie), Conversely, the home couniry has a8 comparative
disadvantage with the rest of the world in producing
clothing rather than food as shown by the intersection of
its domestic relative demand (D¥D¥e} and its domestic
relative supply {$¢/5%) below the intersection of the
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foreign relative demand (D/D') and the foreign relative
supply (S1/gf),

Trade theory shows that countries will expori commodities
making relatively intensive use of the factors of production
that are relatively abundant, Comparative advantage is
determined by a country's availability of land, labor, and
capital compared with resource endowments in the rest of
the world. A country that has an abundance of land com-
pared with its supply of labor and capital will have, for
example, a comparative advantage in producing agricul-
tural commodities that require comparatively large
amounts of land, such as livestack and forestry products.
Similarly, a country, such as Japan, that has a relative
abundance of labor and capital compared with its supply
of land will have a comparative advantage in producing
and exporting commadities, such as automobiles, which re-
quire & comparatively large amount of lahor and capital,

Trade theory also shows that the pattern of trade will o \ mestic, _
change in response to capital and other TesUurce accumiu- s T -Pde omestic price of clothing g i ;
lations which alter relative factor endnwinents. The impli- S PdiRde. elative domestic.price ©of fopd.. ' .'
cation of the factor proportion explanation of trade, known L o T T L s T

as the Heckscher-Ohlin theorem, is that trade flows will
change in response to additional capital and other resources

which alter the pattern of relative factor endowments,

Y The economic mechanism through which changes in com-
S Parative advantage occur can be examined, assuming for
expository purposes thai agriculture's terms of trade
decline, The Stolpher-Samualson theorem, which relates
commodity prices to factor prices within the Heckscher-
Ohlin framework, shows that & fall in the relative price of ! - :
labor-intensive agriculture must unambiguously lower real N 1 = Yoreig {%pmyf
wages and just as unambiguously raise the real return to : ' Oreigr supply
capital. We know that a decline in agriculture’s purchas-
ing power has a “magnified effect” upon increasing the
rental/wage ratio (17, p. 9). Labor rather than capital has
to bear proportionally more of the burden of agriculture’s
diminished price (which is employed comparatively less in-
tensively in agriculture than labor) because capital returns
are bid upward due to the relatively high returns capifal
receives in other sectors, Compensating capital in agricul-
ture at lower than market prices would inducs capital
flight from the industry.

r:i'pé-.'ﬂ.,f'-- i
oreign price |

The mix of production activities in developing countries is
likely to change naturally over time in response to shifts in _
relative commodity and factor prices. Dynamic compara- i

In the long run, however, the magnified change in relative tive advantage involves a process whereby the optimal ;
’ factor prices, which is associated with declining terms of location mix of commedity production 8mOong countries -
g irade for agriculture, provides incentives for manufactur- changes in a way that is consistent with the changing pro- : |
¢ ing output to increase relative to agrienltural production. bortions of land, labor, and capital available throughout ; i
i- As a consequence, domestic, and very possibly foreign, the world, As a country relatively abundant in farmland

X capital will flow into manufactering in developing coun- bursues an investment path that is consistent with its

1 tries where returns to capital rise. Labor will also be in- longrun dynamic comparative advantage, it is, therefara, !

[ duced to move out of agriculture and into manufacturing, likely to refocus its production effort aver time away from '

5 further inereasing industrigl production at the expense of egricultural, livestock, and forestry products toward in- :

- agricultural production as hourly earnings in farming dusiries that take advantage of its increasing relative ;

i become lower than urban wages because of the greater in. abundance of accumulated capital. Hence, the pattern of '

: tensity of capital in wmanufacturing activities, development changes over time. i

8 Thomas Volirath .
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Changes in the pattern of tomparative advantage affect
the development process and the composition of produc-
tion. Balassa’s decomposition analysis on 184 product
categories and their characteristicg for 18 developed and
18 developing countries showed that intercountry differ-
ences in the structure of exports were largely expiained
by differences in physical and human capital [5). These
findings confirme? the factor proportion explanation of
trade and verifize the dynamics of comparative advantage
whereby the structure of exports, and also the domestig
‘composition of production, changes with the aceur ulation
of physical and human capital. The changing nature of
comparative advantage underscores the importance of nat
distorting the system of incentives againgt commodities in
which a comparative advantage either already axists or
could be developed.

Structuraj Transformatlon and Economic Growth

The most significant role played by internationa] trade
mey be that it reveals a country’s comparative advantage,
which is especially important 1o the growth process that
avoids the creation of insulated, high-cost, inefficient sec-
tors. Barriers that inhibit global exchange distort prices
and prevent the disclosure of the composition of com-
parative advantage. When the impediments to trade are
reduced, howsver, optimal production patterns are
approached, more rapid economic growth takes place, and
real incomes increase both at home and ahroad.

Few disagree with organizing production based upon the
concept of comparative advantage, According to this prin-
ciple, a country should praduce those commodities for
which the relative domestic production costs (assuming
they reflect real scarcities) are lower than the relative
world prices of the same goods because net economic
benefits from trade exist whenever relative real domestic
costs are not equal to relative international prices,

A couniry will be on an optimal growth path when its
economy is managed in a way that is consistent with its
dynamic comparative advantage. This means that a coun-
try will be using its resources in g manner that is in the
best long-term interests of its citizens. The country’s land,
labor, and capital resources will be earning, over time,
higher rates of return than if the econamy were on another
growth path. Policymakers must accurately yssess the
world economy ‘because changes in both domestic and for-
eign commodity demand and supply determine the pattern
of future comparative advantage. Investment decisions
based upon a reasonahle perception of both existing and
fature internal demand and supply as well as external de-
mand ard supply induce economic growth because the
dynamics of comparative advantage have heen correctly
identified.

Trade that is based upon comparative advantage can ex-
ploit a country's inherent potential for growth by providing
attractive incentives for increased production. Moreover,

greater reliance upon the open market makes the foreign
exchange constraint less influential because trade-induced
diversification and expansion of export supply render the
economy internationally competitive and capable of im-
porting boih needed and desired goods and services.

A Stfa!egy for Stimulating More Rapid Economic
Growth in Developing Countries

Krueger says that “trade policy affects the course of ecg-
nomic development far more profoundly than a naive intep-
pretation of the theary of comparative advantage would
suggest” (20, p. 1). The dynamics of comparative advan-
tage and its relationship to economic growth are largely
ignored. Attention often is focused upon differences in
social well-being among optimal and nonoptimal policies
but only within a limited period, Little is said about how
nonoptimal policies affect lengruii economic development
and growth, leaving the impression that the costs of pro-
tection are much smaller than they actually are when
accumulated over time and across industries,

Both foreign and domestic puiicies have an impact on the
develupiug—cuuntry growth process, In the developing coun-
tries, the widespread adoption of policies, such as tariffs,
trade quotas, and licensing requirements needed to sustain
the import substitution objective caused exchange rates to
becoms too strong during the 1950's and 1960's. These
overvalued exchange rates subsidized developing-country
manufactured imports and raiged the foreign currency
price of their exports. These developments often penalized
developing-country agriculture, contributing to a deteriora-
tion in external terms of exchange. Developing countries
¢an stimulate internal growth by encouraging & more 2o
phisticated orientation towards the international market,

The United States imposed import Quotas on selected agri-
cultural commoditiog when domestic price supports were
above world market-clearing levels, This action prevented
some developing countries from obtaining effective nccess
to the large U.S. market and tended to curtail their
exporis. This may have depressed developing-country
commodity export prices, lowering foreign exchange
earnings and diminishing the ability to purchase foreign
commodities,

The United States can facilitgte growth and development
in developing countries while enhancing its own welfare
by removing trade restrictions which protect domestic ac-
tivities where a comparative advantage clearly exists in
developing countries, Examples of industries in which pro-
tectionism in the developed world discriminates against
developing countries are found in such areas of agricul-
ture as sugar, rice, vilseeds, and meats as well as in low-
skilled or established areas of manufacturing, such as
clothing, shoes, and stee|,

The United States also should perauads other countries to
promote further liberalization of agricultural trada, This
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would have particularly favorable implications for increas-
ing farmer returns in both the Usited States and most de-
veloping countries becauss all countries possess wiique
comparative advantages.

Conclusions

Trade opens global communication between consumers
and producers, resulting in additional exchange and more
efficient use of resources, Exposure to the world market
guides the internal growth process along an efficient path
of develo~ment because the international price mechanism
induces changes in production that more closely approeach
economic optimality. Countries generally experience mare
rapid structural transformation after having implemented
&n outward, {rade-oriented economic policy. Domestic ef-
forts to astablish closer links to the international market
and to become more responsive to the world economy are,
therefore, cost-effective approaches i development.

A country's active participation in the international mar-
ket and increased exposure and dependence upon the
world economy does not, of course, assurs economic
growth, But, international exchange can be a constructive
force in the complex development and growth process. The
most important function performed by liberalized trade is
that it helps identify which commodities a country should
produce and trade, International frade becomes a catalyst
to development by unleashing market forces which pro-
mote economic growth.

Whenever a couniry trades freely in the international
market, domestic prices become aligned with world prices
and the pation becomes increasingly integrated info the
global economy. The result is that the pattern of a coun-
try's comparative advantage is disclosed and it becomes
better able to use not only national resources but to take
advantage of differences in factor endowments, technol-
ogies, and changing commodity demands throughout the
worid. Development and growth ocour in the process of
adjusting internal prices to external prices. Real per
capita income increases becsuse of improved resgurce |

10 Thomms Vollrath

use, additional economies of scale, innovaticn, modern
technology, lower commodity prices, and increased com-
mercial availability of & wider variety of consumer goods.

The trading relationship the United Sfates establishes with
developing countries is crucial for future economic in-
terests, affecting income growth not only in thege coun-
tries but throughout the U.S. economy and most notably in
agriculture.” Today, most developing countries ara net ex-
porters of agricultural goods. However, these cowntries
will substantially increase purchases of agriculivral com-
modities, for which they do not possess a comparative ad-
vantage, as they experience economic growth. Developing-
country import demand for agricultural commodities is
very responsive to the availability of foreign exchange and
increases in the ability to pay for foreign goods, Increased
agricultural end nonegricultural exports from the develop-
ing world relax the foreign exchange constraint which in-
hibits developing-country demand for all imports, and es-
pecially for food grains and feed graims, a significant pro-
portion of which will originate in the United States.

Trade barriers can pose serious gbstacles to economic
prosperity in both the United States and the devaloping
countries, Protectionism may thwart international campeti-
tion, serving shortrun special interests rather than the
well-being of society at large, Increasingly, countries are
resorting to unofficial and informal restraints of trade
which circumvent the spirit if not the letter of CATT
agreements, It may be in the self-interest of the United
States not only fo dismantle existing trade barriers which
act against imports from developing countries but to en-
courage other countries, both developed and developing, to
become more open 1o fres trade,

?As recen?’, 1z the 1930's, Asia, the USSR, Eastern Europs,
North Africe, and the Middie East were net exporters of grain,
but all have since bacome net importers, benefiting the United
States which hss a comparative cost adventees in agriculture and
which is & world supplier of grain {10},

g e s b b i e e e A S i e

NPT




I T

R EN

v

- e S

Eem

FRRFRCE—

C U U S T S

LS TORE AP S SU S

T —

srmamtey

Bibliogra phy 14. - Supplement of Price Statistics of Inter-

1, Abel, Martin E. “'The Developing Countries and 1.5,
Agriculture." U.S. Agriculture in ¢ World Context:
Policies and Approaches for the Next Decade. Edited
by D. Gale Johnson and John A. Schnittker. New York:
Praseger, 1974, pp. 138-181.

2. Bachmen, Kenneth L., and Leonardo A. Paulino, Rapid
Food Production Growt!: in Selected Developing Coun-
tries. Report No. 11, International Food Policy
Researchi Institute, Washington, DC, Oct, 1979.

3. Balassa, Bela. *'The Tokya Round and the Develaping
Countries."’ Journal of World Trade Law, 14(2),
Mar.-Apr. 1980, pp. 93-118.

4.

. “Export Incentives and Expart Perform.
ance in Develeping Couniries: A Comparative
Analysis.” Weltwirtscheftliches Archiv 114, 1978.

5. . “A ‘Stages' Approsch to Comparative
Advantage.” Wurld Bank Staff Working Paper 256,
May 1977,

6. Banerji, Ranadev. “Fopd Shortage and International
Trade in Food: Analysis of Long-Term Trends.”
Weltwirtschaftliches Archiv 118, 1982, pp. 338-365.

7. Bhagwati, Jagdish N. Foreign Trade Hegimes and
Economic Development: Anatomy and Consequences of
Exchange Control Regimes. National Bureau of
Economic Research, Cambridge, Mass.: Ballinger
Publishing Co., 1978.

8. Chenery, Hollis B. *'Comparative Advantage and
Development Policy.”” American Economic Review 51
(1), Mar. 1961, pp. 18-51,

9. Donaldson, Graham, “Food Security and The Role of
the Grain Trade.”” American Journal of Agricultural
Economics 66(2), May 19684, pp. 188-193.

10. Executive Office of the President. Economic Report of
the President, {The Annual Report of the Council of
Economic Advisers.) Washington, DC, Feb. 19584.

11. Findlay, Ronald. “Factor Proportions and Comparative
Advantage in the Long Run." International Trade:
Selected Reading. Edited by Jagdish N. Bhagwati. Cam-
bridge, Mass.: MIT Press, 1981, pp. 68-75.

12. Gulbrandsen, Odd, and Assar Lindbeck. The Ecanoﬁﬁcs
of the Agriculture Sector. Stockholm: Almqguist and
Wiksell, 1973,

13. International Monetary Fund, Yearbook of Interna-
tional Financial Statistics (various issues). Washington,
DC.

national Financial Statistics (various issues).
Washingten, DC.,

15. Johnson, D. Gale. “International Prices and Trade in
Reducing the Distoriions of Incentives.” Distortions of
Agricultural Incentives. Edited by Theadore W.
Schultz. Bloomington, Ind.: Indiana Univ, Presgs, 1978,
pp. 195-220.

16.

. "Where U.S, Agricultural Comparative
Advantage Lies.” U.S. Agriculture in @ World Context:
Policies and Approaches for the Next Decade. Edited
by D. Gale Johnson and John A, Schnittker, New York:
Praeger, 1974, pp. 27-61.

17. Jones, Ronald W. A Three-Factor Maodel in Theory,
Trade, and History."" Trade, Balance of Payments, and
Growth. Edited by Jagdish N. Bhagwati and others,

New York: American Elsevier Publishing Co., 1971, pp.

3-21.

18. Keesing, Donald B. Trade Policy for Developing Coun-
tries. World Bank Staff Working Paper 353, Aug. 1979,

19. Krueger, Anne 0, “Protectionism, Exchange Rate
Distortions, and Agricultural Trading Patterns.”
American Journal of Agricultural Economics 65, Dec.
1983, pp. 864-871.

20. - "Trade Folicy as an Iput to Develop-

ment: Monetary and Agricultural Implications.” Paper
presented at International Agricultural Trade Consar-
tium, Tucson, Ariz,, Dec. 15-17, 1980.

21. . Foreign Trade Regimes and Economic

Development: Liberalization Attempts and Conse-
quences. National Bureau of Economic Research, Cam-
bridge, Mass.: Ballinger Publishing Co., 1978.

22. Lele, Uma, and John W. Mellor, “Technological
Change, Distributive Bias and Labor Transfer in a
Two Sector Economy.” Oxford University Popers 33,
Nov. 1881, pp. 426-441.

23. Lewis, Arthur W. “The Slowing Down of the Engine of
Growth." American Economic Review 70 (4), Sept.
1980, pp. 555.564.

24,

- “World Produetion, Prices and Trade,
1870-1960." The Manchester School of Economic and
Social Studies 20, 1952, pp. 105-138,

25. Little, Ian, Tibor Scitovsky, and Maurice Scott. In-
dustry and Trade in Some Developing Countries: A
Comparative Study. Organization for Economic

Cooperation and Development. London: Oxford Univ.
Press, 1970, '

Developmental Consequences of Unrestricted Trade 11

e S T T

&

N

u




28. Magee, Stephen P. “‘Prices, Incomes, and Foreign
Trade,” International Trade and Finance: Frontiers for
Research. Cambridge, Muss.: Cambridge Univ. Press,
1875, pp. 175-252.

27. Mellor, John W. "The Changing Role of Developing Na-
tions in Agriculiura! Trade." Paper presented before
spring meeting of Food and Agricultural Committee of
the National Planning Association, Washington, DG,
Apr. 3, 1984,

28. . *“Three Issues of Development
Strategy—Food, Population, and Trade.” Paper
presented at the Plenary Session, "“How 16 Co About
Meeting Basic Human Nesds: Developing Countries
Perspective, " Infernational Development Conference,
Washington, 0C, Feb. 8, 1978,

28. Michaely, Michael. “Exports and Growth: An Em-
pirical Investigation.” Journal of Development Eco-
nomics 4(1}, Mar. 1977, pp. 49-53.

30. Michalapoulous, Constantine, and Keith Jay. Growth of
Exports ond Income in the Developing World: A Neo-
classical View. Agency for International Development,
Discussion Paper 28, Nov. 1975,

31. Myint, Hla. “*Agriculture and Economic Development
in the Open Economy.” Agriculture in Development
Theory. 2nd ed. Edited by Lloyd G. Reynolds. New
Haven: Yale Univ, Press, 13977, pp. 327-354,

32. Raog, B. C., and Parnez Hasan {ede.). Korea: Policy
Issues for Long-Term Development, Baltimore: The
Tohns Hopkins Univ. Press, 1979,

33. Riedel, James. Trade as the Engine of Growth in
Developing Countries: A Reappraisal, World Bank
Staff Working Paper 555, 1983,

34. Schuh, G. Edward. “'Future Directions for Food and
Agricultural Trade Policy.”” American Journal of Agri-
cultural Economics 66(2), May 1984, PP. 242-247.

- “Policy Options for Improving the
Trade Performance of U.S. Agriculture" (draft}, Na.
tional Agricultural Forum, Trade Policy Task Force,
Washington, DC, Nov. 1983,

35.

36, Schultz, Theodore W, {ed.}. Distortions of Agriculturad
Incentives. Bloomingion, Ind.. Indiana Unjv. Press,
1978.

12 Thomas Vollrath

37.

38

39.

40,

41.

42,

43,

44,

45,

46,

47.

48,

Shane, Mathew, and David Stallings. Financial Con-
straints to Trade and Growth: The World Debt Crisis
and Its Aftermath. FAER-211. UU.S. Dept, Agr., Econ,
Res, Serv., Dec, 1984,

Sodersten, B. A Study of Economic Growth and Inter-
national Trade. Stockholm: Almquist and Wiskell, 1964.

Streit, Manfred E. “On the Use of Futures Markets for
Stabilization Purposes.” Weltwirtschaftliches Archiv
116, 1980, pp. 493-512,

Theberge, James D. {ed.}). Economics of Trade and De-

velopment. New York: John Wiley and Sons, Inc., 1968.

Thompson, Rabert L. *“The Role of Trade in Food
Security and Agricultural Development,”” The Role of
Markets in the World Food Economy. Edited by D.
Gale Johnson and G. Edward Schuh, Boulder, Colo.;
Westviow Press, 1983, pp. 227-2587.

Tolley, George S., and Peter A Zudrozny (eds.). Trade,
Agriculture and Development, Cambridge, Mass.: Ball-
inger Publishing Ce., 1973.

United Nations. Handbeok of International Trade and
Development Statistics (various issues), United Nations
Conference on Trads and Development, Geneva,
Switzerland,

Valdes, Alberto, and Barbara Huddleston. “Potential
of Agricultural Exports to Finance Increased Food Im-
poris in Selected Developing Couniries,” Occasional
Paper 2. International Food Policy Research Institute,
Washington, DG, Dec. 1980.

Valdes, Alberto, and Joachim Zistz. Agricuitural Pro-

tection in OECD Countries. Research Report 21. Inter-
netional Food Policy Research Institute, Washington,

BC, Dec. 1980.

Vanek, Jaroslav. ““The Natural Resource Content of
Foreign Trade, 1870-1955, and The Relative Abun-
dance of Natural Resources in the United States.”
Review of Economics and Statistics 41, May 1859, pp,
148-153.

Vernon, Raymond (ed.}. The Technology Factor in
International Trade. National Bureau of Economic
Research, New York; Columbis Univ. Press, 1970,

Viner, ]. International Trade and Economic Develop-
ment. Glencoe, IlL.: The Free Press, 1975,

casihiges

Rt

e e




———




