
The main barrier to exports of new products, such as manufactured products, from the developing countries is 
the overvaluation of the exchange rates of these countries. 

Over-valuation is extremely deleterious to exports of manufactures, compared to those of raw materials and the 
like, because, depending only on labour and capital they exploit no specific resources whose rent can fall with respect 
to wages and other variable costs. 

Further, many export prospects will be apparent only under devaluation, without which their promoters will 
either not see them or will be discouraged by the difficulty of securing the necessary aids under the existing commercial 
system. 

In the final analysis, the policies Staff an Burenstan Linder advocates ("A Trade Theory for Developing Coun
tries", The Economic Weekly, April 17, 1965) arc simply those appropriate to countries, rich or poor, winch refuse 
to adjust their exchange rates to levels permitting them to realise the substantial benefits of increased trade. 

ST A F F A N Burenstam Linder's 
article, denies the relevance of 

traditional trade theory for the deve
loping, though not for the advanced, 
countries. He also denies the appro
priateness of the trade policies pre
scribed by that theory and argues 
that, while they are probably not 
ideal, the present trade policies of 
developing countries are much better 
suited to them. Specifically, he ad
vocates a policy of discrimination 
against imports from the advanced 
countries combined wi th free trade, 
to increase efficiency according to 
comparative advantage, among the 
developing countries themselves He 
argues for this policy on the basis of 
what he regards as a new and more 
general theory of trade. 

Objections to Comparative 
Cost Theory 

Linder claims that the foreign 
capital goods necessary for their 
investment programme constitute an 
irreducible level of imports for the 
developing countries. Foregoing 
these imports means stultification, 
regardless of the domestic capacity to 
save. On the other hand, exports 
cannot be expanded in accordance 
w i th conventional comparative cost 
doctrine and so a trade gap is inevi
table and ineluctable. Linder points 
out that the traditional, primary 
exports of developing countries can
not be profitably much expanded 
because of the inelasticity and slug
gishness of their foreign markets. 
Conventional theory would agree to 
this possibility and say that new 
export items, one notch down the list 
of commodities ranked by compara
t ive production costs, must be added 
to those which cannot be expanded. 
This may well require, of course, a 
downward adjustment of the exchange 
rate. , But Linder claims that the 

goods next in comparative advantage 
after the traditional exports- are in 
sufficiently profitable to pay their 
factors of production a l iving wage. 

It is on these grounds that he 
claims that the conventional com
parative cost theory must be correct
ed: after finding the most profitable 
pattern of production for a country, 
one must check back to make sure 
that the country is viable under that 
pattern of production. I f , however, 
the country is unviable under the 
optimum production structure, it is 
in even worse straits if it fails to 
achieve that optimum structure. Free 
trade, or whatever policy is necessary 
to achieve the best division of pro
duction among advanced and deve
loping countries, might not; it is true, 
be able to guarantee that each coun
t ry can earn its l iving, but at least it 
can postpone doomsday longer than 
any other policy. 

Elsewhere, on the other hand, 
Linder maintains that unviability is 
not the problem and claims, indeed, 
that developing countries have the 
ability to generate savings at home. 
If so, they must be viable. Now, it: 
is possible for an economy to be 
viable but to lack investment oppor
tunities and thus to be unable to 
grow. In the case of developing 
countries. Under in effect holds trade 
responsible for denying or providing 
investment opportunities and thus of
fering prospects of gains or losses out 
of proportion to those calculated under 
purely static reckoning. Suppose that a 
country wishing to grow, reduces con
sumption in favour of investment. Sup
pose further that the domestic re
sources thus released cannot go 
directly to a domestic sector produ
cing capital equipment but must 

produce certain exports in exchange 
instead. As the supply of exports is 
increased, suppose finally that their 
foreign markets are so spoiled that 
even large extra allocations of domes
tic resources yield very l i t t le addi
tional capital equipmem through 
trade w i t h the advanced countries. 
This is Linder's model, and it is a 
plausible one. It implies that the 
return to investment declines sharply 
wi th the amount of yearly investment 
and that therefore high returns can 
be obtained only if investment is 
moderate and growth correspondingly 
slow. 

Traditional Approach 
Permits Discrimination 

In this form, Linder's thesis is 
amenable to empirical verification, 
the final test of any theory. Inasmuch 
as the rate of profit seems to be 
rather high in most developing coun
tries and shows l i t t le tendency, so 
far as I know, to fall precipitously as 
the level of saving increases, Lindei's 
thesis seems rather doubtful. But 
suppose it were true, would it i m 
pugn in any way the precepts of tra
ditional trade theory? In what way 
would restricting trade help? At this 
point it would be tempting to say 
that import restrictions wil lat least 
husband foreign exchange so that the 
deleterious effects of domestic invest
ment on the terms of trade are not 
compounded by any non-essential 
consumption of foreign goods. But, 
in Linder's model consumption goods 
are entirely furnished bv domestic 
production. If this were not assum
ed, then the act of saving would 
automatically reduce imports and 
enable investment of foreign capital 
goods to take place wi thout any 
deterioration of the terms of trade. 
It is absolutely essential not to be
come confused on this point. 
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Now, surprisingly enough, tradi
tional theory, under certain circum
stances, nonetheless justifies the type 
of discriminatory trade restrictions 
which Under advocates. Countries 
w i t h soft currencies, which must 
apply import controls in order to 
equilibrate their payments, should 
discriminate against hard currency 
imports. If they apply their import 
restrictions to one another as well as 
to the hard currency countries, the 
total of wor ld trade w i l l be reduced 
and the advantages of trading more 
freely among themselves w i l l be lost, 
just as Linder would assert. The rea
son for this is simple and requires 
no new theory. Devaluation of a 
certain percentage is exactly equi
valent, in its effects on current trade, 
to an import tax and an export sub
sidy, simultaneously applied, of the 
same percentage. A soft currency is 
an overvalued currency. Suppose all 
soft currencies require the same rate 
of devaluation, for instance 10 per
cent Their simultaneous devaluation 
wi l l leave import prices from one soft 
currency country to another the same 
as before, but w i l l make all imports 
from hard currency countries 10 per
cent more expensive. There w i l l also 
be a differential stimulus to exports 
to hard currency countries, but none 
to soft currency countries. Thus dis
crimination under mal-aligned ex
change rates is justifiable and often 
necessary to counteract the wrong 
discriminatory direction give to 
trade by the mal-alignment. But such 
discrimination is generally only se
cond best to a policy of tree and 
multilateral trade under appropriate 
exchange rates. 

W European Trade Policies 

A brief recollection of the trade 
policies of the West European coun
tries during their soft currency period 
for several years after the war wi l l 
reveal that the problems and policies 
of many developing countries are not 
at ail peculiar to them. The French, 
for example, had their list of "incom
pressible" imports - those items 
which were required to maintain or 
expand national production and 
which were unavailable at home. The 
list was used to justify the existence 
and often the extension of discrimi
natory import taxes, quotas, or 
tariffs to the OEEC or the G A T T . 
France, prior to the devaluation of 
1958, also imported substantial amo
unts of capital goods and industrial 
materials and had practically elimina. 
ted imports of consumer goods' Her 

economists complained of the "ar
chaic" structure of her exports — 
heavily concentrated on traditional 
products l ike wine, perfume, and a 
few luxury items, and on iron ore and 
other crude materials. Her trade po
licies and structure were amazingly 
similar to those of India today, 
though, of course, her per capita in
come was much higher. 

Some hope therefore exists that it 
is only their overvalued exchange 
rates, and not their fundamental i n 
ability to export more to the advan
ced countries, which makes the 
developing, countries appear to suffer 
an ineluctable trade gap. if so, 
either discrimination a la Linder or, 
far better, exchange rate adjustment, 
wi l l set matters straight. If, on the 
other hand, a fundamental inability 
to import more capital goods exists 
because of the narrow comparative 
advantage in nothing but unpromising 
commodities, neither discrimination 
nor devaluation wi l l do much good. 
Some non-essential imports still 
imported from hard currency coun
tries might be cut j u t in favour of 
an extra machine or two, but surely 
the returns to any further restrictions 
of this sort, considering the present 
commercial policies of the developing 
countries, must be strictly limited. 
If Li rider's model is accurate, tant pis 
for the developing countries. 

Over-Pessimistic Assessment 

Fortunately lander's appraisal of 
the trade prospects of the developing 
countries is grossly overpessimistic. 
According to him, the manufactures 
which developing countries now pro
duce are not demanded abroad, 
while, "As to manufactures 'hat arc 
demanded in advanced countries, they 
are not currently produced in the 
developing countries. And due to 
the difficulties the countries have in 
meeting the high requirements, tech
nically and commercially, production 
of such goods cannot be taken up at 
an efficiency sufficient to cover min i 
mum factor rewards." It is a 
colossal mistake to believe that those 
countries cannot make sophisticated 
and modern products. The same 
mistaken pronouncement has been 
made upon the eve of the industria
lization of every presently advanced 
country, including Britain, the United 
States, and Germany as well as 
Russia and Japan, M i n y developing 
countries, notably India, already pro
duce practically the whole range of 
manufactured goods, even though 

many, destined exclusively to the 
home market, are made in unecono. 
mically small amounts and l imited 
varieties. It is an even more uncon
scionable mistake to imply that 
every article sold in Europe or Nor th 
America is magnificently designed, 
technically supreme, beautifully 
made, bri l l iantly marketed, and 
cheap. On the contrary, the largest 
share of income in such countries is 
spent on furniture, rugs and carpets, 
apparel and textiles, automobiles and 
their accessories, shoes and leather 
goods, radios, television sets, hard
ware, school, office, and hospital 
supplies, cosmetics, canned and pre
pared foods and beverages, house-
hold equipment and appliances, etc., 
etc. Much of this ware is indiffer
ently conceived, shoddily constructed 
or prepared, and expensive. Much of 
it requires a great deal of ordinary 
factory labour, which is inordinately 
expensive by the standards of the 
developing countries. They have, 
therefore, a natural advantage in 
producing such commodities for 
export to the advanced countries'. 

Case for Devaluation 

In the past this has been difficult 
because of protectionism. Since the 
end of the war, however, tariffs have 
been quietly eroded in the industria
lized countries and many profitable 
export opportunities have been 
created. More w i l l appear if the 
present round of G A I T negotiations 
is even moderately successful. At 
the present time, therefore, the 
main barrier to exports of new pro
ducts, such as manufactured con
sumer products, is the overvaluation 
of the exchange rates of the develop
ing countries. Overvaluation is extre
mely deleterious to exports of manu
factures, compared, to those or raw 
materials and the like, because, de
pending only on labour and capital, 
they exploit no specific resources 
whose rent can fall w i th respect 
to wages and other variable costs. 
Furthermore, many export prospects 
wi l l only be apparent under devalua
tion, barring which their promoters 
wil l either not: See them or wi l l be 
discouraged by the difficulty of 
securing the necessary aids under the 
existing commercial system. In the 
final analysis, the policies Linder 
advocates are simply those appro
priate to countries, rich or poor, 
which refuse to adjust their exchange 
rates to levels permitting them to 
realize the substantial benefits of 
increased trade. 
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