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ABSTRACT The paper has two objectives. The first is to discuss whether develop-
ing countries can benefit by specializing according to their comparative advantage.
The second objective is to discuss if an economy that adopts a free market policy,
will in effect achieve greater economic efficiency. The author concludes that spe-
cialization according to comparative advantage would indeed benefit a country. He
also argues that in an economy ruled by free competition and without governmen-
tal interference, market signals and forces are not by themselves sufficient to pro-
vide the necessary incentives to producers so that they fully use the available re-
sources, and produce and trade according to comparative advantage.
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RESUMO Este artigo tem dois objetivos. O primeiro é discutir se os paises em de-
senvolvimento podem ser beneficiados por uma especializa¢ao baseada em sua
vantagem comparativa. O segundo objetivo é determinar se uma economia que
adota uma politica de mercado livre alcanca de fato uma maior eficiéncia econd-
mica. O autor conclui que a especializagao baseada na vantagem comparativa pode
realmente beneficiar o pais. O autor também acredita que, numa economia onde
predominam a livre competi¢ao e a auséncia de interferéncia governamental, os in-
dicadores e as for¢as de mercado nio sdo suficientes para oferecer aos produtores os
incentivos necessarios para que eles utilizem os recursos disponiveis e produzam e
comercializem de acordo com a vantagem comparativa.
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INTRODUCTION

One of the objectives of liberalizing and opening up the economy to free
trade carried out in some developing countries has been to modify produc-
tive specialization and foreign trade relations in order to increase the rela-
tive share in production and trade of tradable goods — particularly those
produced with labor-intensive technologies —, and thus improve the effi-
ciency of the economy (World Bank, 1987).

This strategy supposes, implicitly at least, that, by lowering tariffs and
eliminating non tariff barriers to trade, the economy will move along its
production possibility frontier in such a way that production and exports of
labor-intensive goods will rise and efficiency will improve. More particu-
larly, it is thought that, after trade liberalization, the relative price and prof-
itability of labor-intensive goods will go up, leading to the channeling of
resources away from capital-intensive in favor of labor-intensive commodi-
ties. It is also supposed that full utilization of resources will be safeguarded
(apart from temporary and minor disturbances).

This paper has two objectives. The first is to discuss whether developing
countries can achieve significant gains in production and external trade by
specializing according to their comparative advantage. Unlike other studies
on the subject, we are not going to examine the subject from the perspective
of the neoclassical theory, but rather from M. Kalecki’s theoretical para-
digm. It is true that Kalecki did not directly analyze this issue, but his works
on socialist economies (1963) can be — and have actually been (Laski,
1966) — fruitfully utilized to shed light on the subject.

The second objective is to discuss to what extent an economy that adopts
a free market policy with no government intervention, lowers tariffs and
eliminates non tariff barriers to trade will in effect achieve greater economic
efficiency, and more specifically, fully utilize its resources and specialize ac-
cording to comparative advantage.

THE PRINCIPLE OF COMPARATIVE ADVANTAGE

In order to carry out the analysis, first it is necessary to differentiate between
two concepts. The first one is the concept of comparative advantage, and
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the second, the neoclassical theory of foreign trade. The idea behind each of
the two concepts is different.

The concept of comparative advantage belongs to the field of normative
economics, and states that a country will benefit if it specializes in the pro-
duction of goods whose manufacture is intensive in its abundant resources.
Thus, in developing countries where the reserve labor force is very large
owing to open or disguised unemployment (Myrdal, 1956; Prebisch, 1959),
best results can be achieved by specializing in the production of labor-in-
tensive goods.

On the other hand, the neoclassical theory of international trade belongs
to the domain of positive economics, and it maintains that in a free trade
economy with no government interference, market forces will, on the one
hand, safeguard that the economy will produce as much as is allowed by its
productive possibility frontier, and, on the other, direct production and re-
sources, as well as trade, in accordance with comparative advantage
(Harberler, 1936).!

We shall first discuss the principle of comparative advantage. In order to
proceed, some of concepts have to be clearly defined, and the relationship
between them clearly stated.

The first concepts requiring definition are capital intensity and labor in-
tensity. In this paper, capital intensity will be understood as equivalent to
the capital-output ratio, i.e., the amount of fixed capital utilized in the pro-
duction of one unit of a given commodity; and the same goes for labor in-
tensity. Let k; represent the capital intensity and [; represent the labor inten-
sity required to produce commodity i. Then,

Ki = KI/ Yi (1)
li = Ll/ Yi (2)

where the price of commodity i and the price of the capital good required in
its production are set to units, and:

L; = the number of workers employed in the production of commodity i.
K; = Capital employed in the production of commodity i.

Y; = the number of units of commodity i produced and their value.
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By definition, labor productivity in the production of commodity i, de-
noted by a;, is identically equal to the inverse of the labor intensity of pro-
duction of commodity i.

a; = Yi/L,' (3)

If j commodities are produced, the average capital-output ratio, k, turns
out to be:

k: (Kl + K2 + ... I<])/(Y1 + Y2 + ... Y])
k = kl)"l + kZ)"Z +..+ k])\,] (4)

where A; is the relative share of commodity iin total output (A;=Y;/Y; Y=Y,
+ Y+ YR
At the same time, average labor productivity in any given year is equal to:

a=a1y, + ay, + ..+ a]'}/] (5)

where ; is relative share of labor in the production of commodity i in rela-
tion to total labor L (L=L; + L, + ... + L;).

Finally, we will introduce the concept of incremental productivity of la-
bor. This refers to labor productivity in the factories that start operation
during the current year, thanks to investments which “mature” this same
year. Incremental labor productivity is denoted by a', and its growth rate by
a'. Average labor productivity in year t, denoted by a,, refers to the average
productivity in factories which started operation during the last » years,
where n refers to the life span of the capital equipment (i.e., machinery
which started operation # + 1 years earlier have been scrapped).

Supposing that the intensity of labor and capital in the production of
each product remains constant, it is obvious that an increase in the share on
production of labor-intensive commodities, which have at the same time
low capital intensity, will lead to an increase in average labor intensity and a
reduction in the capital-output ratio and average labor productivity.

This elementary idea forms the basis of the principle of comparative ad-
vantage. If a country exchanges goods on world markets in such a way that
labor-intensive goods are exchanged for capital-intensive goods, then it
could specialize in the production of labor-intensive goods and increase av-
erage labor intensity.
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PRODUCTION SPECIALIZATION AND INTENSITY OF FACTOR USE

Let us now make clear the distinction between absolute and relative advan-
tages. Suppose that an economy can exchange commodities that have
equally low capital and labor intensity for commodities that have higher
capital and labor intensity. In this case, it has an absolute advantage and it
could specialize in the production of this type of commodities. Thanks to
such specialization, it could reduce its average capital-output ratio and, at
the same time, increase its average labor productivity. The advantage that
comes about, thanks to trade based on this specialization, is obvious and
needs not further discussion.

Comparative advantage is a different matter. Suppose a developing
economy that, up to a certain year, has not produced and traded according
to its comparative advantage: namely, some of the commodities exchanged
are high in capital and low in labor intensity. In this case, a shift in the pat-
tern of specialization — in favor of low capital and high labor intensity
commodities — brings about a reduction in both incremental and average
capital-output ratio, which now goes hand in hand with a reduction in the
average productivity of labor.

The economy would then stop producing some high capital-intensive
commodities, and the value of parameter A for these commodities (see
equation 4) equals zero, whilst the value of A for the low capital-intensive
commodities increases, which in turn results in the lowering of the average
value of k. By the same token, the value of y for commodities with high labor
productivity, which are no longer produced, will be zero, thus raising the
value of y for some commodities with low labor productivity and leading to
the lowering of the average value of a in equation (5).

Graph 1 shows the effect of greater specialization between different types
of commodities, and specifically, those with comparative but not absolute
advantages in relation to average capital-output and average labor produc-
tivity.

The horizontal axis of graph 1 shows the capital-output ratio, and the
vertical axis shows the inverse of labor productivity. The curve y, (assumed
linear to simplify) shows different patterns of commodity specialization,
from which a unit denomination of national income is obtained, under the
assumption that the intensity of capital and labor of each particular com-
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Graph 1

modity remains the same. For example, greater specialization in low capi-
tal-intensive, high labor-intensive commodities will lower the capital-out-
put ratio, and necessarily lead to a fall in labor productivity a; this accounts
for the negative downward slope of curve y,.

The curve y,, ; shows the effects of technological progress. In year ¢ + 1,
a unit of national output could be obtained with a constant capital-output
ratio (k'), while labor productivity goes up in relation to the previous year,
passing from (1/a) to (1/a'). Alternatively, this same unit of national pro-
duction could be generated with constant labor productivity (at a'), but
with a lower capital-output ratio (from k to k').

As was pointed out above, when the pattern of specialization changes,
average labor productivity and capital-output ratio will both change. For
example, if the structure of production shifts in favor of low capital inten-
sity goods, this will bring forth the lowering of average labor productivity.
In this case the benefits of specialization and trade are not so evident as in
the case, of absolute comparative advantage, and will depend on the relative
availability of factors of production. We are now going to analyze these ben-
efits through simple, but rigorous, reasoning. In order to focus on the prob-
lem, we supposed that effective demand and the degree of utilization of pro-
duction capacity are not affected by changes in productive specialization,
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and we also assumed that there are no impediments to transfer resources,
nor costs associated with the transference of resources from one line of pro-
duction to another. These are very important assumptions, and they will be
more thoroughly discussed below.

THE BENEFITS OF COMPARATIVE ADVANTAGE

The growth rate of output can be expressed in two different ways, which are
not independent of each other. Let R be the growth rate of output, i denote
the investment coefficient, i.e., the share of investment in national output,
and let d stand for the depreciation coefficient, i.e., the fall of production, as
a share of national output, owing to the scrapping of equipment which is no
longer used. Following Kalecki (1969), we posit:

rR=-1L_4d (6)

i
k
The second method of expressing the growth rate of national output is in
relation to the employment growth rate, denoted here by f3, and the rate of
growth of average labor productivity, denoted by a. Then:

R=o+p (7)

We consider now the case of a developing economy where unemploy-
ment is widespread, and where comparative advantage lies in the produc-
tion of labor-intensive and low capital-intensive commodities. On the basis
of a numerical simulation (not shown here to save space), we shall compare
the evolution of some key variables under two alternative options. In option
1, productive specialization changes in favor of labor-intensive commodi-
ties, while in option 2, productive specialization remains constant. The un-
derlying assumptions to construct the two scenarios are that the life span of
machinery is eight years, and that technological progress is taking place and
comes about with an annual growth of incremental labor productivity of
1% per year. Technological progress is supposed to be neutral, in the sense
that the rate of technological progress is the same for all productive special-
izations and all capital-output ratios. Homogeneity is also supposed, in the
sense that the rate of technological progress remains the same every year.
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Assume that, during a period of at least n years (n > 8), the structure of
production and the capital intensity of all domestically produced goods re-
main the same. The capital-output ratio will remain the same as long as no
changes occur in the technology used in any branch. With homogenous
technological progress, incremental and average labor productivity will
grow at an equal and constant rate of 1% per annum.?

The numerical results of options 1 and 2 are now discussed. Equations
(6) and (7) have been used in both cases, and the assumptions stated above
taken into account. In both options, we suppose that the rate of growth ac-
celerates from 2% to 4% in 2005. In the first option, we assume that this is
accompanied by a change in productive specialization towards labor-inten-
sive goods. This leads to a reduction in the capital-output ratio from 3 to 2,
which in turn leads to a fall in the rate of growth of (incremental and aver-
age) labor productivity. In option 2, no such change in the pattern of spe-
cialization takes place.

In option 1, the rate of growth of average labor productivity falls below
1% , say, to a — d,, in which &, is the proportional fall in the growth rate of
labor productivity which occurs as a result of the change in the pattern of
specialization.* The rate of growth of average labor productivity will be
lower than the original o until the investment structure has changed com-
pletely. Once retooling is completed, incremental and average labor pro-
ductivity will start to grow again at their original rate o, but the capital-out-
put ratio will remain at its new, lower level.

What effects will the change in the pattern of specialization have on the
main macroeconomic variables? Answers are shown in graph 2 for average
labor productivity a, employment L, and consumption C. We assume that
the rate of unemployment D (which we define as D = (L* — L*) /L, where L*
is labor supply) in 2004 is 23.8% and the annual rate of growth of the labor
supply is 2%.

A comparison between the two options shows that, from the point of
view of consumption and employment, the best situation is reached under
option 1, i.e., when accelerated growth is accompanied with a change in
productive specialization in favor of labor-intensive goods.

Indeed, growth rates and output levels are (by construction) identical
for both options, but consumption and employment will always be higher
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in the first option until the reserve labor force has been completely ex-
hausted (in option 1, this would happen in 2026). In option 1, consumption
grows above output between 2005 and 2026, while consumption grows be-
low output in option 2. In the first option, consumption will have grown
9% more than in the second in the final year. At the same time, when the
reserve labor force is completely absorbed in option 1, the unemployment
rate is still positive in option 2 at 5.6%.

As can be seen, consumption gains are not achieved free of costs. The
reduction in the capital-output ratio in option 1 is accompanied by a fall in
the rate of growth of labor productivity which leads to the faster growth of
employment in option 1 than in option 2. That is to say, consumption gains
are paid for with higher employment. However, such a cost is easy to bear in
an economy which has a large unoccupied reserve labor force.

Now, taking option 1, if productive specialization and the capital-output
ratio remained constant, after year 2026 it would be impossible to sustain a
4% rate of growth of output, unless measures were taken in order to stimu-
late higher labor productivity. Indeed, the growth rate of output cannot ex-
ceed the sum total of the employment growth rate plus the rate of growth of
labor productivity. The first cannot rise above 2%, which is the rate of
growth of labor supply. The second remains at 1% because of the stability of
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the productive specialization and the capital-output ratio. Therefore, in
that year, the growth rate of output will have to go down. This in turn is ac-
companied with a decline in the investment coefficient 7, thus leading to a
subsequent rise in the consumption coefficient and in the level of consump-
tion.

Graph 3 shows the process of accelerated growth and changes in produc-
tive specialization, capital-output ratios and labor productivity. The hori-
zontal axis shows the investment coefficient i and the vertical axis shows the
growth rate of output R.

In the year prior to the beginning of the process of change in the pattern
of specialization, an investment coefficient 7, and a capital-output ratio R,
(given a depreciation coefficient d) are associated with a rate of growth of
output R, (point A). Given a rate of growth of labor productivity «, the
employment growth rate would be f,.

The change in the pattern of specialization brings about a reduction in
the capital-output ratio from k; to k; (k; < k), in such a way that the line
which associates the investment coefficient with the growth rate of output
shifts upwards. Growth can be accelerated from A to B with an investment
coefficient i}, which is smaller than the initial investment coefficient. Note
that, if the pattern of specialization and the capital-output ratio did not
change, the resulting rate of growth (B' = B ) would require an investment
coefficient 7' (i' > iy > 4; ).

Graph 3

R=a+p ki

R=ay+ Py
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High growth rates could then be maintained as long as there is a reserve
of labor. Once the reserve labor force is absorbed, the economy will have to
grow at its previous rate. In the graph, this requires a movement from B to-
wards C. However, a lower rate of product growth will enable a reduction in
the investment coefficient from 7, to i,. But, of course, if higher rates of
growth are aimed at after the labor surplus has been exhausted, then, and
only then, it would be justified to change productive specialization in favor
of capital-intensive industries.

CRITICISMS TO THE PRINCIPLE OF COMPARATIVE ADVANTAGE

The principle of comparative advantage has been criticized for a number of
reasons which, in general terms, tend to focus on the idea that a developing
economy which specializes in labor-intensive goods will find itself limited
or blocked from achieving full modernization.> We are now going give a
brief review of some of the main critiques and then attempt to evaluate their
validity in the case of a developing economy.

The first criticism relates to the loss of competitiveness and the resulting
reduction in export dynamics in an economy that specializes in labor-inten-
sive goods. This is allegedly due to the fact that income and price elasticity
of demand for these products on world markets are small, which is itself the
reason for the slow growth of exports.

The truth is that the hypothesis upon which this criticism is founded has
not been empirically proven. However, even if it were valid, its implications
should not be overstated. Indeed, even relatively large economies’ share in
total world exports are not significant. Take Mexico as an example: in the
last decade, total manufacturing exports represented around 7% of total
manufacturing imports from the US. So, even if the rate of growth of de-
mand for labor-intensive commodities on world markets were slow,
Mexico would still have a great potential to fill it. On the other hand, both
Mexico and Southeast Asian countries’ experience shows that the price elas-
ticity of exports from the developing countries can be quite high, and im-
provements in price competitiveness could increase enormously their ex-
ports (Amsdem, 1989; Wade, 1990).

A second criticism argues that specialization in labor-intensive goods
means that total wages would be high, which in turn leads to greater con-
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sumption and, therefore, lower savings and investment coefficients. With
this, the investment process, or capital accumulation, is limited, and eco-
nomic growth can be hampered. However, the problem with this criticism
is that it loses sight of the objective of the economic process, which is not
accumulation or even production, but rather consumption (and employ-
ment). Growth of consumption and employment can be achieved, as in-
deed growth in output, with relatively low levels of investment, if the capi-
tal-output ratio is relatively low as well.

It is of course true that, if an economy has a rigid pattern of specializa-
tion, then, in the long term, when the labor force reserve has been ex-
hausted, the level of output will be lower than if specialization had relied on
capital-intensive commodities with higher labor productivity (assuming
that the labor surplus has been indeed absorbed). However, once the re-
serve labor force has been used up, the pattern of specialization can be
modified in favor of high labor productivity (and/or production methods
which are highly capital-intensive and where labor productivity is also
high). From the point of view of the time-pattern of consumption, this type
of strategy will be better, insofar as consumption can grow at a faster rate.

It could be argued perhaps that the above example is not really valid be-
cause, when a specialization of production is adopted which initially favors
labor-intensive, low labor productivity goods, it would be more difficult or
even impossible to achieve high levels of productivity in the future, when
the unoccupied labor force is used up. However, there are no cogent rea-
sons why this pattern of specialization would lead to a permanent fall in la-
bor productivity or its rate of growth. In fact, it can be argued that the oppo-
site is more likely to happen. Indeed, the pattern of specialization favoring
labor-intensive commodities brings forth higher levels of productive em-
ployment and of consumption during the first stages of the process. Some
of this increased consumption may be directed to higher spending on edu-
cation.® Thanks to increased spending on education, and thanks also to the
rise in productive employment, the training and qualifications of the
workforce will be enhanced. As a consequence, it would be easier in the fu-
ture (and not more difficult) to adopt modern technologies with high labor
productivity, or produce goods which are highly capital-intensive and with
high labor productivity.
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Finally, a third criticism of the principle of comparative advantage sus-
tains that a specialization in labor-intensive goods could have a negative ef-
fect on technological progress. In general terms, this is another criticism
that does not seem to have many points in its favor. It has already been
shown that an initial specialization in labor-intensive goods generates
higher productive employment and can lead to higher spending on educa-
tion. Both factors directly stimulate technological progress.

Either way, the issues raised by the different possible paces of techno-
logical progress are important, and it is the case that setting up the produc-
tion of some particular commodities may indeed further technological
progress (Nelson and Winter, 1982; Dosi, Pavitt and Soette, 1990). Without
these technology generating industries, the process of technological devel-
opment can be held back or, alternatively, a country may run the risk of los-
ing the basis for autonomous technological development. Frequently, the
technology generating industries have a long maturing process. It is pre-
cisely for this reason that it is necessary to start them in the relatively early
stages of industrialization.

Clearly, this last element does not retract from the benefits which can be
obtained by using the principle of comparative advantage. However, it does
demand certain flexibility in order to avoid becoming a rigid and unwork-
able rule. That is to say, a developing economy should use its comparative
advantage to best advantage. As well as this, it should develop a few” indus-
tries which will be in a position to generate technological progress, from the
start of the industrialization process, and which will have a spread effect on
the training of a wider group of industries and workers, even if these indus-
tries are capital-intensive.

THE NEOCLASSICAL THEORY OF INTERNATIONAL TRADE

We will now discuss the positive aspect of the principle of comparative ad-
vantage, and more specifically the neoclassical theory of international trade,
which is mostly embodied in the Heckscher-Ohlin model. The well-known
conclusion of the model is that countries will export commodities that are
intensive in their abundant resources, and import commodities intensive in
scarce resources. An additional conclusion, which is rarely spelled out as
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clearly as required, is that productive resources will be fully utilized. It is
recognized that, when an economy dismantles barriers to trade, obstacles
may appear that cause some resources to get idle, but sooner rather than
later, these obstacles will be overcome and those resources will then be pro-
ductively absorbed.

We shall first review some empirical research on the results achieved
about this theory, separating out the two different hypotheses involved. On
the one hand, if liberalizing trade ensures that — perhaps after a brief lapse
—, resources will be fully utilized. Since no evidence exists about resource
utilization, we shall consider a different but closely related question,
namely, whether or not economic growth is enhanced thanks to trade liber-
alization.® On the second hand, we seek an answer to the question of
whether or not liberalization changes the pattern of trade more in accord
with comparative advantage.

Regarding the second issue, ever since Leontief undertook his pioneer-
ing research for the United States, which gave rise to the well-known
“Leontief paradox” (he found that, in the USA, the capital-labor ratio em-
bodied in imports exceeded by 60% the ratio embodied in exports), a lot of
empirical research has been carried out to test if countries trade according
to comparative advantage. The results have been rather inconclusive
(Helpman, 1998).° However, the question to which we would like to find an
answer is somewhat different, namely, whether or not countries trade more
in line with their comparative advantage after trade liberalization than be-
fore. To the best of our knowledge, there is hardly any evidence for this. Our
own investigation, however, gives a negative answer for Mexico. We found
that the opening up of Mexico’s economy to foreign trade between 1985
and 1987 was not followed by a change in trade in accordance to, or by in-
vestment efforts more in line with comparative advantage (L6épez and
Pérez, 1997). But the results of one single case study cannot, of course, be
the basis for a general conclusion on this issue.

We shall now review results pertaining to the effect of trade liberaliza-
tion on GDP growth. For example, Greenaway et al. (2002) carried out dy-
namic panel data econometric modeling for a sample of 73 developing
countries. They used different indicators of liberalization and included, be-
sides a trade opening indicator, initial GDP, initial schooling, the invest-
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ment ratio, population growth, and terms of trade changes, which were all
found to be influential in determining cross country patterns of growth.
They found that the liberalization effect is initially neutral (or negative),
and then positive, tracing out a J curve. They thus concluded, “liberalization
may impact favorably in growth of real GDP per capita. However, the effect
would appear to be lagged and relatively modest” (p. 243).

The Greenaway et al. work can be contrasted with another multi-coun-
try analysis. Yanikkaya (2003) carried out a study for 80 countries over the
1970-1997 period, and examined econometrically the relationship between
several measures of trade restrictions, along with the commonly used aver-
age tariff rates. He found that trade restrictions had a positive and statisti-
cally significant effect on economic growth, essentially driven by developing
countries.

We refer finally to the results of studies specifically devoted to Latin
American economies. In this respect, Lora and Barrera (1998) carried out
an econometric study for 19 countries for the 1984-1995 period. With the
rate of growth of output as dependent variable, and a trade reform index
devised by Lora (1997),!? as well as the inflation tax, volatility of inflation
and the degree of scholarship of the work force as control variables, they
concluded that the trade reform had a positive effect on the average rate of
growth, either directly or indirectly, through its impact on investment or on
labor productivity. However, their inference cannot be taken as conclusive,
since their study did not control for other factors that may have an effect on
economic growth.

In fact, using also the Lora trade reform index, but with a much wider set
of control variables and exploring alternative specifications, Escaith and
Morley (2000) carried out econometric research for 17 Latin American
countries for the 1970-1996 period to assess the effects of reforms on
growth. With regard to trade, they concluded, “trade liberalization and
opening to imports tend to negatively affect the rate of growth, controlling
for other factors. However, the negative impact of trade reforms on growth
is not significantly different from zero, and is not robust vis-a-vis other
specifications, while we observe a very significant and negative effect on
growth of changes in the trade index” (p. 495, emphasis added).
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On the whole, the present review leads to the conclusion that the main
propositions of the Heckscher-Ohlin model may or may not be complied
with in reality, and that the latter is a more likely scenario for developing
economies. We will argue below that this is probably because many of the
theory’s assumptions are generally invalid, particularly in developing
countries.

To argue our hypothesis, we will consider the reasoning behind the
Heckscher-Ohlin model. Our aim is to show that, when some of its under-
lying assumptions are subject to small changes, the conclusion that a Pareto
optimum will be attained, and more specifically the assumption that re-
sources will be fully utilized, are no longer valid. Furthermore, countries
will not necessarily trade according to their comparative advantage. It may
be worth pointing out that neoclassical authors have recognized that the
conclusion of the model is not immune to changes in the assumptions, so
much so that a very interesting analytical apparatus was developed under
the concept of domestic distortions, where the consequences of removing
some assumptions are studied. The following observations, therefore, are
not so much meant to criticize the internal coherence of the neoclassical
theory of international trade, as to discuss the consequences of removing
some assumptions that are seldom given the importance they deserve. This
neglect is particularly important in cases where policy proposals to open up
an economy are put forward.

To start with, we assume the existence of an economy that was previ-
ously closed, and which is opened up to imports, thanks to the complete
elimination of tariffs and other trade barriers. In this situation, the price of
commodities in the domestic market will be the same as in international
markets. The opening up of the economy will have generally provoked the
lowering of the ruling price for each and every commodity, since domesti-
cally produced commodities have to compete with imports. However,
thanks to the opening up, the price and private profitability for each and
every commodity will become the same as their social price and profitabil-
ity. Moreover, in branches with comparative advantage, prices will fall less
than costs, which results in an increase in profitability. The reverse goes for
commodities where the country does not enjoy comparative advantage.
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If resources were mobile, domestic production in branches where price
and profitability had fallen would shrink. This would result in the release of
production factors. The latter, however, would be readily demanded in pro-
duction branches with comparative advantage, where prices that lie even
slightly below international prices serve to ensure plentiful demand. Ac-
cordingly, imports would drop and additional exports would be generated.
The economy would move along its production possibility frontier, no re-
sources would be left idle, and there would be benefits in terms of greater
efficiency of the economy.

As can be seen, the equalization of private and social prices and profit-
ability is fundamental in the neoclassical theory of international trade (and
in neoclassical economic theory in general). But this is a very general state-
ment, and it seems useful to discuss in more detail what this would exactly
amount to. In order to gain insight into the necessary conditions, we will
concentrate on only two of them, namely, high elasticity of demand, and
high elasticity of supply. In fact, the theory of economic equilibrium usually
does not take into account, or alternatively, takes for granted, certain ele-
ments of both demand and supply. We are going to present two examples
that show that this approach may give rise to misleading conclusions.

Suppose first that the economy’s opening up to imports brings about a
reduction in the price of some commodities, which results in a reduction in
output. In order to achieve a certain degree of realism, we will further sup-
pose that production factors are immobile, but that their income is flexible
downwards. Apparently, for the conclusion of the theory, this would not
pose a major problem.!! However, an important predicament may in fact
appear. Indeed, it may so occur that the fall in factor incomes that follows
the fall in production as induced by the opening up to imports brings about
a fall in domestic demand. Unless external demand increases sufficiently
enough to compensate for that fall, the decline in domestic demand will be
accompanied by a reduction of total demand.!? The result will be that pro-
duction will fall, as will the utilization of resources.

On the other hand, assume that demand is infinitely price elastic, but
that supply is not very elastic. The latter could be the consequence of many
factors, for instance, rigidities, asymmetric information, etc. For example,
assume that the (potential) improvement in competitiveness and profits of
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some industries as brought about by trade liberalization is known to the
producers, but not to the banks. In that case, firms in sectors with compara-
tive advantage will not be able to obtain the necessary finance, and produc-
tion cannot increase (Stiglitz and Weiss, 1981). Accordingly, resources will
be released in branches without comparative advantage, but will not be de-
manded in branches with (potential) comparative advantage; some re-
sources will remain unused, and the (potential) comparative advantage will
not materialize, since supply will be unable to respond to the potential in-
crease in profits.

The two previously considered situations lead to the conclusion that
price elasticity of both supply and demand must be very high to guarantee
that trade liberalization preserves a full utilization of resources. When these
conditions are absent, an economy that opens-up to foreign trade will face
obstacles to move along its production possibility frontier. It may be the
case that production falls below the production possibility frontier, that re-
sources will not be fully utilized, and that the Pareto optimum will not be
attained.

In particular, suppose that elasticity of demand is high, so that total de-
mand expands due to liberalization, but elasticity of supply is low. Then lib-
eralization will bring about a mismatch between supply and demand, and a
trade deficit will appear. If the latter is persistent, this would require, or
even force, sooner rather than later, a contraction of domestic demand and
output. Now, this possibility, which cannot be excluded a priori, is hidden
from view in the neoclassical story because of its underlying assumptions.

Supporters of trade liberalization sometimes accept that it may bring
about a decline in output, due to some less efficient domestic firms being
unable to withstand foreign competition, or due to low short-run elasticity
of foreign demand, but they apparently believe that the fall will be short-
lived. Expansion of efficient industries and of foreign demand, so the argu-
ment goes, will sooner rather than later drag with it domestic and aggregate
demand, and employ the resources released from less efficient firms, even as
it lifts the external constraint. However, this needs not be the case. In fact, if
output declines, in the short-run, profits will also be reduced, and the de-
gree of utilization of the productive capacity will fall off. Thus firms will not
be stimulated to enlarge their productive capacity with new investments,
and no recovery, least of all a strong one, will necessarily take place.
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Insufficient price elasticity of demand and supply may also contribute to
an understanding of the reason why countries that drastically reduce tariffs
and eliminate non tariff restrictions to trade do not necessarily specialize
according to comparative advantage. It may be so that demand and supply
elasticity are higher for capital-intensive than labor-intensive commodities.
But this last problem, namely, that resources are not used in their most effi-
cient way is, at least from the present writer’s perspective, of rather second-
ary importance when compared to the cost and waste entailed when re-
sources are left idle.

SYNTHESIS AND CONCLUSIONS

The above analysis has shown that developing countries can benefit by spe-
cializing in production and trade according to their comparative advantage.
Of course this should be done in a flexible and not a rigid way, taking into
account the technological spread effects of different industries.

Specialization according to comparative advantage would allow a coun-
try to reduce its average capital-output ratio, which will open up the possi-
bility of a higher rate of growth of output for any given rate of investment.
Alternatively, specialization in labor-intensive commodities will require a
smaller share of investment, and will result in a higher rate of growth of
consumption for a given rate of growth of output. In both cases, increased
employment and consumption in the short term are favored, without me-
dium and long term employment and consumption being jeopardized. It is
true that, in order to achieve these favorable effects, employment growth
would have to be higher. But this is not an important cost for a developing
economy having a large surplus of unemployed labor.

It should be noted that the countries which have grown faster during the
postwar period have specialized in accord with their comparative advan-
tage. This is particularly the case of Southeast Asian countries and Japan.
There, the pattern of specialization at first favored highly labor-intensive in-
dustries — and especially intensive in unskilled labor —, and only at a later
stage did it changed in favor of capital intensive industries. This strategy is
well reflected in the structure of their foreign trade. To quote one among
many studies available, Fujii and Levy (1993) conclude the following about
the experience of Korea:
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The evolution of the export structure of Korean manufactured goods shows
(that)... in the first phase, the export of labor-intensive goods (which could
be intensive in either unskilled or in qualified labor) was promoted. In 1971,
these goods contributed 58% to exports (broken down by 45.8% unskilled
and 1.7% skilled labor, note by J. L.), and, by the end of the 1980’s they still
represented 49% of all exports (32.3% and 16.6% respectively, note by J. L.).

On the other hand, we have seen that the policy proposal to drastically
liberalize trade goes further than the theory of comparative advantage, as it
implicitly assumes that, in a freely competitive economy unfettered by gov-
ernment interference, market signals and forces will, on the one hand, en-
sure full utilization of resources, and on the other, direct production and
investment in accordance with its comparative advantage. However, em-
pirical studies on developing economies do not appear to support this con-
clusion.

Our own review of the logic of the Heckscher-Ohlin model suggests that,
in an economy ruled by free competition and without governmental inter-
ference, market signals and forces are not by themselves sufficient to pro-
vide the necessary incentives to producers so that they fully use the available
resources, and produce and trade according to comparative advantage. De-
veloping countries cannot rely exclusively on market forces, and a change in
the pattern of specialization to accelerate demand for labor, thus absorbing
unemployment, requires State intervention.

Paradoxically, this last statement is much less heterodox than it appears
at first sight. Indeed, the analysis of the so-called “internal distortions” drew
exactly this conclusion a long time ago, adding that government interven-
tion, through taxes and subsidies, should precisely at the point where inter-
nal distortions present themselves (the neoclassical theory of “optimum in-
tervention”). It is indeed a pity that this very interesting branch of the
neoclassical theory of international trade seems to have been forgotten to-
day.

NOTES

1. Note, however, that an economy may free from barriers its international trade, and still
be characterized by strong State intervention. For an interesting historical illustration
on this issue, see especially Senghaas (1985). See also Berend and Ranki (1982), Bairoch
(1997), Kindleberger (1978) and Katzenstein (1985).
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2. In (4), K; and Y; represent the value of capital goods and the value of the product, re-
spectively.

3. Weare simplifying the analysis because, as already stated, average labor productivity is a
weighted average, where the weights are the shares from each “generation” in relation to
total labor.

4. §,is a diminishing function of time.

5. Some of these criticisms can be found in Ros (1986), and in Prasch (1996).

6. Spending on education is considered in national accounting as consumption spending.
We do the same here.

7. The capacity to establish technologically advanced industries in developing economies
is limited because of the relative scarcity of professional and technically skilled labor
(Westphal, 1982 and 1990).

8. It can be safely assumed that growth will not be enhanced unless resources are more
fully utilized.

9. A part of the research has been theoretical, devoted to widen and refine the model,
mostly by extending the number of factors and type of goods considered.

10. The trade reform index elaborated by Lora is the average of two components, the aver-
age tariff rate and the tariff dispersion.

11. Johnson (1965) shows in his classic article on the subject that, in order to ensure that the
opening up of the economy brings about a movement along the production possibility
frontier reaching the Pareto optimum, a necessary condition is the downward flexibility
of factor incomes, and not their perfect mobility. In other words, the existence of spe-
cific factors does not imply that unemployment will arise; see also Dixit and Norman
(1984). It is thus misleading to criticize this theory on the basis that it “typically assumes
no cost, or ‘perfect’ mobility of all resources” (Prasch, 1996, 41).

12. Joan Robinson (1980) was probably the first to point out that the neoclassical theory of
international trade totally omits any consideration related to demand.
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