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1 TRADE AND DEVELOPMENT

From its beginnings the international trading system has been shaped by a blend of principle and pragmatism.
Trade relations cannot be determined solely on the basis of simple, inviolate principles that are defined and
agreed upon at the outset. Practical considerations, politics and particular expressions of the national
interest inevitably intervene to determine positions taken by governments. Some commentators reflect this
reality when they refer to a government measure or policy approach as “bad economics but good politics”.
Yet much of the strength and historical success of the multilateral trading system has rested on the willingness
of governments to pre-commit to a set of principles and rules, underpinned by binding arrangements for
settling trade disputes.

A continual challenge facing the trading system is to secure balanced outcomes faithful to these core tenets
which at the same time accommodate the divergent needs, interests and priorities of the membership,
including those of smaller and weaker countries. This is a moving target, and the mix that has emerged from
the interplay of principle and pragmatism at different stages of the GATT/WTO's development has never
seemed ideal to all participants in the system. But as long as governments believe that no serious alternative
exists to co-operation, they will negotiate and the system will continue to modify and redefine itself. It is this
essential process of modification and redefinition that underlies negotiations like those upon which Members
embarked at Doha in November 2001.

The outcome of these negotiations will be assessed in no small measure on the basis of their contribution to
development. This part of the Report focuses on the question of how developing countries can derive greater
benefits from participation in the trading system. The answer to this question depends on two fundamental
considerations. The first is the policies that developing countries themselves choose to pursue. The second
is whether the trading system is appropriately designed and effectively functions to support and promote
development.

Section Il.A discusses what we understand of the development process and the part that trade plays in that
process. Despite the remarkable technological achievements of the last two hundred years, we still live in a
world of pervasive human poverty and underdevelopment. Deep and complex factors underlie this sad reality,
and not all of them are fully understood. A very brief discussion of some of these issues follows, with pointers
to elements of what we do understand about successful development strategies and the nature of outstanding
challenges. Particular attention is paid to the role of trade in the development process. The analysis will focus
on the potential developmental contribution of openness to trade and investment, the economic and socio-
political preconditions that enable nations to take advantage of openness, and the ways in which openness
relates to the continuing challenges of poverty alleviation and environmental sustainability.

Section II.B links this analysis to the Doha negotiating agenda and work programme. Those aspects of the
Doha Agenda that seem most directly related to the development needs and interests of developing countries
form the central focus of analysis. Options and priorities are examined in terms of how outcomes might affect
the development prospects of developing countries. This analysis builds on the basic argument that even if
governments were perfectly aware of the best possible policy options available to promote development, and
the growth that must inevitably accompany development, additional gains accrue from active participation
in a well designed system of international co-operation. The analysis also considers the impact of developed
country policies and positions on the prospects of developing countries.
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A THE ROLE OF TRADE AND TRADE POLICY
IN THE DEVELOPMENT PROCESS

1. THE COMPLEXITIES OF DEVELOPMENT

Different aspects of the development process have been emphasized by the many scholars and observers who
have ventured into this field. The seminal work of Sen (1999) identifies freedom as both the primary end and
principal means of development.” The Brundtland Commission stressed that development must involve the
care and nurturing of the environment for future generations. Others have focused particularly on poverty
reduction and the empowerment of poor people. All these approaches consider economic growth a vital
component of the development process, while emphasizing that development is about more than growth.

Growth in real income is an important means of expanding freedom but it is not the ultimate objective.? The
means and ends of the development process should not be confused. Moreover, the correlation between
levels of income and the quality (or even the length) of human lives is not perfect.? It may thus be possible to
improve the human condition without requiring significant growth in real incomes. Ultimately the development
process is about expanding the opportunities of people to choose a life they have reason to value.

Closely linked to this broader definition of development is the importance of poverty reduction in the
development process. It is estimated that of the world’s 6 billion people, 2.8 billion live on less than $2 a
day, and 1.2 billion live on less than $1 a day (World Bank, 2000). Poverty not only encompasses material
deprivation. It is also associated with low levels of education and health, greater vulnerability, possible ill
treatment by institutions of the state and society, and powerlessness to influence key decisions.

A major objective of poverty alleviation is to enable poor people to take greater control of their own destiny.
This “empowerment” amounts to the “expansion of assets and capabilities of poor people to participate
in, negotiate with, influence, control, and hold accountable institutions that affect their lives” (World Bank,
2000). Empowerment requires that people have access to information, participate in decisions that affect
them, hold public and private institutions accountable, and develop organisational abilities.

In the 1960s and early 1970s, concern about the impact of economic growth on the environment came to the
fore. The environmental impact of economic growth and industrialization — air and water pollution, acid rain,
deforestation — was emerging as an important policy issue in developed countries. Given growing population
and the enormous challenge of lifting the quality of life of billions of poor people, the development process is
bound to exert pressure on the earth’s limited resources (air, water, land and biodiversity). As a consequence,
the concept of sustainable development gained ground. Sustainable development means that the needs of the
present should be met without compromising the ability of future generations to meet their own needs.

The concept of sustainable development carries the seeds of potential tension. On the one hand, it is essential
to meet the current needs of the world’s poor. A world in which poverty and inequality are endemic will always
be prone to ecological and other crises, so the objective of uplifting the poor and of achieving economic
growth are integral to the concept of sustainability. But on the other hand, limitations imposed by available

! Sen argues that development should be a process that expands the freedom people enjoy or removes obstacles to freedom
that leave people with little choice and few opportunities. He defines freedom as escape from the indignities of poverty,
illiteracy, ill-health and early mortality. It is liberty from political tyranny, the possession of political rights and civil liberties,
the absence of racial, ethnic, sexual or religious discrimination, and the availability of social and economic opportunities and
the capability to take advantage of them.

The philosophical thrust of development beyond economic growth underlies much of the work done by institutions such as
UNDP and is reflected in its human development index. As originally proposed in 1990, the index measured three aspects
of human life — longevity, knowledge and decent living standards. The index has since been expanded to include the
environment, gender, human and labour rights.

Sen points out, for example, that the survival rates for African Americans is lower than for people in China or India, despite
the former having higher average levels of income.
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environmental resources can cut across the development process. There is a need to manage the process
of economic growth so that pollution and depletion of non-renewable resources do not cause irreversible
damage to the stock of environmental resources and threaten the well-being of future generations.

The eight Millennium Development Goals (MDGs), adopted by the UN Millennium Summit held in September
2000, exemplify the holistic approach to development. The MDGs are a set of time-bound and measurable goals
for combating poverty, hunger, disease, illiteracy, discrimination against women and environmental degradation
(see Box IIA.1). The fact that economic growth is not listed as a goal reflects the accepted view that has been
described above, namely that growth is a means to achieve development targets, not an end in itself.
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(a) Growth is important for development

A good education system, a healthy diet, safe water and good health services all require considerable economic
resources. Economic growth can generate the resources necessary to meet these development challenges. The
link between human development and the availability of economic resources is reflected in Chart IIA.1. The chart
plots countries’ ranking on the Human Development Index (HDI) constructed by UNDP against GDP per capita.
The HDI ranks countries according to their performance in relation to health, education and income. Since income
per capita has a weight of one third in the index, one should expect correlation between the HDI and GDP per
capita, but the chart clearly indicates that health and education are also closely correlated with income.

Chart lIA.1
Human development index closely linked to income levels.
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Source: UNDP, Human Development Report, 2002; World Bank, World Development Indicators, 2002.

The chart suggests that human and economic development often move in concert. Yet this is not always the
case. Human and economic development can be out of step, as the encircled countries above the trend-line
indicate. These include three middle-income sub-Saharan African countries with high HIV/AIDS infection rates
(South Africa, Namibia and Botswana), where life expectancy has fallen dramatically, while the income level
has so far been maintained. The other two are oil-exporting African countries (Equatorial Guinea and Gabon)
which have experienced a rapid increase in their level of income due to production from new oil fields without
corresponding gains in human development.#

The interdependence of human and economic development also suggests that human development is unlikely
to be sustained in the face of enduring economic stagnation. In Zambia, for example, the level of GDP per
capita peaked in 1965 and has fluctuated around a downward trend ever since.s Life expectancy at birth
increased from 42 years in 1960 to a peak of 51 years in 1982 and after that slipped back to 49 years in 1990
and 38 years in 2000. The sharp decline during the 1990s is probably due to the HIV/AIDS pandemic, but it
appears that the slippage started even before the pandemic. Primary school enrolment in the country increased
from 89 per cent in 1970 to 100 percent in 1985 and then gradually slipped back to 86 per cent in 1998. In
the absence of growth, it has been difficult to sustain early gains in social development, notwithstanding aid
flows to the social sectors.

Given the significance of growth as a means to achieve development, it is important to understand how
growth is generated. Our understanding of the growth process has much improved in recent decades but is
still far from complete. The discussion that follows considers factors that our current state of knowledge points
to as the main driving forces behind growth.

4 This should be seen as a shift in the level of income rather than economic growth, since it is largely due to the expansion
of extractive industries exploiting non-renewable resources.

> GDP per capita reached 473,528 kwacha in 1965, but in 2000 stood at only 247,012 kwacha. Both figures are at constant
1995 local prices (World Development Indicators, 2002).
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(b)  Effectively using resources

Economic growth is driven by two major forces: finding new and better ways of utilizing existing resources,
and generating new productive resources through investment. Better utilization of existing resources appears
to be the more important of the two factors. If, for example, the only difference between the United States
and Niger was their endowments of capital and their level of education, the United States would be only
4.6 times richer than Niger. There are, however, huge differences in the way the two countries utilize their
resources and the United States is in fact 35 times richer than Niger in terms of per capita income (Hall and
Jones, 1999).¢ Countries utilize resources differently because they have different histories, institutions, and
geographical circumstances.

Early research on economic growth focused on the accumulation of capital, such as investment in machinery,
equipment and infrastructure. That is why during the 1950s and 1960s the development strategy in
newly independent countries and other poor countries emphasized investment and rapid industrialization.
Furthermore, it was widely believed that markets in these countries were too underdeveloped for growth
and that they lacked competitiveness with manufacturers from developed countries. Therefore, the policy
framework for early investment-led industrialization and growth was one of government planning and
protected domestic markets. In addition, domestic savings were considered to be inadequate for the necessary
investments, and foreign borrowing and aid came to play an important role in the development strategy.’
It soon turned out that planned, investment-led development created rigidities that became an obstacle
to growth in the face of changing circumstances such as the oil price shocks in the 1970s and 1980s and
technological change. These problems are further discussed in Section Il1A.2(e) in this Report.

During the 1950s and 1960s the world economy experienced rapid growth, including in some poor countries.
The fastest-growing countries during the period 1960 to the first oil crisis in 1973 were natural resource-
based developing countries such as Oman (13 per cent), Botswana and Saudi Arabia (about 11 per cent) and
Cote d'lvoire (about 8 per cent).® During the same period there were also some newly industrialized countries
and some at an early stage in the industrialization process that experienced very rapid growth. Japan, Hong
Kong, China; and Singapore experienced growth rates above 9 per cent during the period, while Brazil,
Thailand, Greece, Israel, the Republic of Korea and Costa Rica had average growth rates exceeding 7 per
cent. Nevertheless, there were some countries that experienced little or no growth during the same period.
Chad, Niger and Uruguay had less than 1 per cent growth annually during the period 1960-73, while Haiti,
Senegal and Sudan had less than 1.5 per cent growth. Population growth was between 0.9 and 2.7 per cent
on average in the slow-growing countries, implying falling per capita incomes.

In all the fast-growing countries mentioned above, the investment share of GDP has been relatively high while
it has been relatively low in the slow-growing countries.® In general, there is a strong positive correlation
between the investment share of GDP and growth. This observation raises the question as to why some
countries have more high-yielding investment opportunities than others. And is it investment that generates
growth or is it growth that stimulates investment? In order to answer these questions, one has to look at the
factors that complement and support capital investment.

6 Data are from 1988.

7 See Krueger (1997) for a discussion of the evolution of our understanding of the development process and development
policies, focusing on the role of trade.

8 All figures are annual average growth rates.
9 See Table I1A.1.
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Human capital is one of these factors. Human capital acquired through education and work experience is
clearly required in order to operate advanced machinery in an efficient manner. The introduction of modern
machinery and production processes creates demand for skilled workers, while increased supply of skilled
workers improves productivity of new machinery and equipment. Investments in machinery and skills thus
feed on each other.’0 A better educated labour force makes investment in physical capital more profitable and
therefore attracts more of it. But not all countries with a well educated labour force and a high investment
rate grow. The Eastern European countries during the 1980s are a case in point and again illustrate that it is
not the accumulation of capital (human and physical) that is most important, but the way it is utilized.”

To conclude this section, high-yielding investment opportunities become exhausted if not complemented by
other factors such as education and research and development (R&D), to which we now turn.

(c) How is knowledge converted into productive technology?

Knowledge has two properties which make it an important component of the development process. The first
is its durability implying that it can be used repeatedly. The second is its non-exclusive nature. More than
one person can take advantage of knowledge without diminishing its value to others. Yet there are huge
technology gaps between rich and poor countries. In order to understand how universal knowledge can co-
exist with such technology gaps there is a need to distinguish between knowledge in the form of abstract
ideas and the way the abstract ideas are transformed to changes in behaviour and to productive technology.
While abstract ideas are an indication of potential development and growth, changes in behaviour and
improvements in productive technology determine actual growth.

Ideas are created through research and development (R&D) and they spread through the education system
and through dissemination of research findings in publications, patents and interchange of ideas within the
research community. The ideas are largely in the public domain and often referred to as a common pool
of knowledge which everybody can draw from. When everybody can draw on every new idea, there are
clearly economies of scale in R&D. First, the larger the population, the more people there are who can take
advantage of existing ideas. Second, the more scientists and engineers, the more ideas are discovered or
created. It follows that a large community should be expected to have a larger stock of knowledge than
a small community. The key questions for understanding the linkage between knowledge and growth are
then how far ideas spread, how ideas affect behaviour and technology, and to what extent a large stock of
knowledge makes it easier to discover or create new ideas.

When individuals, firms and governments are able to act upon new ideas in terms of changing behaviour,
improving technologies or changing policy respectively, ideas affect economic growth. For example,
common knowledge of nutrition and what constitutes a healthy diet improves public health and labour
productivity, given that knowledge changes behaviour and that healthy food is available and affordable. By
the same token, knowledge of family planning techniques reduces fertility and increases growth, given that
knowledge changes behaviour. From the R&D side, common knowledge of technologies — for example how a
computer works — can be used by all producers of computers once the innovation has been made. Obviously
reproducing what has already been invented is less costly than inventing the product. New innovations create
new investment opportunities while the prospect of capitalizing on new inventions motivates further R&D.
Capital investment and R&D thus feed on each other in much the same way as investment in human and
physical capital feed on each other. Furthermore, R&D prevents investment from running into diminishing
returns, as new technologies are more productive than the ones they replace, and new products often fetch
higher prices than comparable existing products.

19 Industrialization during the nineteenth and early twentieth century was, however, “deskilling” as machinery simplified tasks
and replaced craftsmen with unskilled manual workers.

n By the same token, empirical research has found that the impact of female education on economic growth is insignificant
or even negative (e.g. Barro 2001), indicating that if women have less opportunity to participate in the labour force in jobs
where their skills are utilized, the social return to their education may be low.
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When assessing how far ideas spread, the distinction between abstract ideas and productive technology
becomes crucial. At the level of abstract ideas it appears that knowledge is universal. The school curriculum
is fairly similar across countries and scientists and engineers have access to more or less the same information
everywhere. Diffusion of productive technology, however, appears to be more limited in scope. There is
evidence to suggest that technological diffusion falls off sharply with distance and that technology is local
rather than global (Keller, 2002).

Finally, there is the question whether new ideas are more easily created the larger the stock of existing
knowledge. If so, one would expect that the rate of innovation would increase over time and there would
be more innovations in large economies than in small economies. It is indeed true that R&D expenditure has
increased over time and that it is higher in the larger and richer economies. The share of scientists and engineers
in total employment has risen three-fold in the United States since 1950, and similar figures are found in other
OECD countries. The average number of years of schooling has increased substantially during the same period.
Yet the trend rate of productivity growth has been stable (Jones 1995; 2002). These findings indicate that, at
least during this period, the discovery of past ideas has not made current research more productive. That does
not necessarily mean that the same will apply in the future. It has been argued that knowledge and technology
move forward in leaps. Sometimes a new discovery leads to a significant technological breakthrough followed
by a large number of complementary innovations. So-called general purpose technologies are examples of
this. General purpose technologies are characterized by their usefulness in a wide range of sectors in ways
that drastically change modes of operation. Examples are electricity, the internal combustion engine, and
recent developments in information and communication technology.”? Periods of rapid technical progress can,
however, be followed by periods where fewer productive ideas emerge from R&D efforts.

(d)  Specialization and the extent of the market — are markets local, regional
or global?

Economic activities are not evenly spread over the earth’s surface, but tend to cluster in certain areas. In these
clusters each activity benefits from access to inputs produced by others located in the same area and to a
pool of skills, infrastructure and business services. A sufficiently large market allows for extensive specialization
while each company is still able to exploit economies of scale. Furthermore, when manufacturers have access
to a broad variety of specialized inputs their productivity improves, their costs are reduced and they can
expand sales. As the market expands, room for more specialized producers is created with a further lowering
of costs. It is entirely possible for this process to create a self-sustained virtuous cycle.”

The virtuous cycle only becomes self-sustaining once a critical mass of producers and a critical level of
demand are reached. Countries with markets below this critical size may find themselves in a poverty trap
with the majority of the population engaged in household and subsistence production, where very little
specialization takes place. Early development theory was concerned with how to trigger the virtuous cycle,
moving production from the household to the market and extending the market beyond the village and then
beyond national borders in order to adopt industrial production methods that require a minimum scale to be
efficient. Early industrialization take-offs in the United Kingdom and Continental Europe were preceded by
extensive improvements in roads, canals and harbours that integrated the domestic market, while construction
of intercontinental railway lines served the same purpose in the United States.™

2. Gordon (2000), among others strongly disagrees that “the new economy” measures up to earlier industrial breakthroughs
such as electricity. See Helpman (1998) for an extensive analysis of general purpose technology.

3 The clustering of firms in a well-serviced area may well be equally important for the performance of export processing
zones.

4 See McDermott (2002) for a discussion.
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Openness to trade is clearly one way of extending the market to reach the critical mass of demand that makes
specialization feasible. Economic integration preceded industrialization and sustained growth in Continental
Europe and was a crucial trigger for launching the virtuous cycle described above. Likewise, the take-off
to sustained growth in newly industrialized countries was preceded by strong export growth in all cases
except China, where export growth came later.”® China, however, has a huge internal market that could set
in motion the early industrialization process, which subsequently has been sustained through opening up to
international trade. Market size is in other words important for industrial development, and small developing
and least-developed countries can only attain the critical market size through integration with the rest of
the world. The scarcity of success stories from inward-looking countries underscores this point and is further
discussed in Section IIA.2(e).

Specialization has taken a new turn in developed and newly industrialized countries in recent years, following a
sharp decline in the costs of transport and information. Now specialization occurs not only between industries
or between different models and trademarks within industries — it changes the very boundaries of the firm.
Production is increasingly split into a sequence of activities that are performed by different firms that form a
more or less closely knit production network. Such networks are often international in scope, and allow for
a more extensive division of labour between countries based on comparative advantage. Labour-abundant
developing countries that lack comparative advantage in the production of cars or computers, for example,
can still produce labour-intensive components for the car or the computer industry, and over time move into
higher value added activities.®

Table IIA.1 shows average annual growth rates in GDP per capita, primary and secondary school enrolment
ratios, the investment rate and the degree of openness for fast-growing and slow-growing countries. The
fast-growing countries are defined as those that have an annual average growth rate above the median and
the slow-growing countries grow less than the median. Three periods are estimated: the rapid growth period
from 1960 until the first oil crisis in 1973; the turbulent period of stagflation following the oil crises in the
1970s and early 1980s; and finally the period since 1985. The fast-growing countries have consistently higher
investment rates, higher school enrolment rates and they trade more than the slow-growers.”

Table 11A.1
Sources of economic growth, 1960-2000
(Percentage)
1960-73 1973-85 1985-2000

Fast-growers  Slow-growers Fast-growers Slow-growers  Fast-growers  Slow-growers
Per capita income growth 4.6 1.2 2.9 -0.9 3.0 0.0
Share of investment in GDP 23.8 10.8 20.9 14.0 18.8 12.2
Ratio of trade to GDP (X plus M) 62.6 43.5 72.3 58.2 79.3 64.0
Primary school enrolment rate 874 741 975 86.6
Secondary school enrolment rate 37.8 28.7 59.5 36.0

Sources: Penn World Tables, version 6.1 and World Bank, World Development Indicators, 2002 (for school enrolment rates). Estimates
include all countries for which data was available for each period; 1960-73: 112 countries, 1973-85: 117 countries and 1985-2000:
110 countries.

" McDermott (2002).
16 See Box IIA.5 on Malaysia for the electronics industry.

7" School enrolment data refer to the beginning of period or the year closest to the beginning of period for which data are
available. 1970 is used for the period 1973-85, while 1980 is used for the period 1985-2000.
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It is clear from what has been said above that investment in physical and human capital, specialization and
knowledge are all important ingredients in the growth and development process. But there are other, perhaps
deeper, determinants to be considered. The forces driving growth and development operate within a social,
cultural, geographical and institutional context. We now turn to a brief discussion of how these factors might
influence outcomes.

(e)  Growth, institutions, history and geography

The notion of an institution embodies several elements — formal and informal rules of behaviour, ways and
means of enforcing these rules, procedures for mediation of conflicts, and sanctions in the case of breach of
the rules.”® Institutions are more or less developed, depending on how well these different features operate.
Institutions can create or destroy incentives for individuals to invest in human and physical capital, and the
incentives to engage in R&D and work effort. An investment decision involves considerable risk and in the
words of Bernstein (1996): “Only the foolhardy takes risks when the rules are unclear”.

One feature of institutions that is of particular relevance for economic development and growth is the
treatment of property rights. In addition the rule of law, the enforcement of contracts and payments of
debts are important. Property rights, combined with access to credit and education, grow in importance
with the degree of complexity of the industrial and technological environment. In an agrarian society, an elite
can invest in the land and induce the rest of the population to work on it. An industrial society, in contrast,
requires entrepreneurship and creativity. The distribution of such talents in the population is independent of
the distribution of income. Limiting economic opportunities to an elite therefore represents a huge waste
of resources. Conversely, when entrepreneurs have access to funding and can expect to receive a return on
their investments, society will be better able to benefit from new technologies and continue to upgrade their
industrial base as new technologies arrive.

The more complex the technology and the more extensive the degree of specialization, the more interdependent
are economic agents. Transparent and efficient institutions that facilitate the establishment and enforcement
of contracts therefore become more important as development proceeds. This does not mean that institutions
are not important in developing countries. To the contrary, the rule of law and the enforcement of contracts
are equally important in developing countries. It is, however, important that the complexity of regulations
matches the institutional capacity to enforce the regulation.

A current issue in the development debate is the relative role of institutions and geography in explaining the
fact that poor countries tend to be located near the equator. The question is whether a tropical climate per se is
detrimental to growth, or whether countries in the tropical climate zone tend to have less development-friendly
institutions. The direct impact of the tropical climate on development goes through agriculture and health.
While tropical conditions were favourable to agriculture in the very early history of mankind, the invention of
heavy ploughs, systems of crop rotation and the introduction of new crops favoured temperate zones. Tropical
diseases are found to have both a direct and an indirect impact on development. They represent higher
health risks, and consequently a lower stock of human capital. Furthermore, the demographic transformation
towards lower mortality and fertility rates has been slower in tropical areas due to higher health risks. This
transformation is part of the development process towards sustained growth.” The suggested linkage from
climate to institutions is that the prevalence of tropical diseases prevented Europeans from settling, but not
from exploiting, the natural resources in tropical areas. They therefore imposed institutions with the exclusive
purpose of extracting resources. These institutions concentrated wealth and power within a small elite and
the associated structures have tended to prevail after independence. A number of empirical analyses suggest
that institutions are indeed important determinants of the growth and development process.2°

8 See North (1994).
9 See Sachs (2001; 2003) for a discussion.
20 See Acemoglu et. al.( 2001; 2002), Rodrik et al. (2002) and Hall and Jones (1999).
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Geography is largely given by nature and persists over time, although geographical disadvantages can be
overcome through human effort. Malaysia and Singapore, for example, have had high growth rates and
reached a middle-income and high-income status respectively in spite of being located in the tropical zone.
Institutions may well change with changing policy, but sometimes not quickly enough to support positive
change. If development is by and large driven by geography and institutions, two predictions follow. First,
one might expect the ranking of countries according to social and economic indicators to remain relatively
unchanged over time. Second, if countries with better locations and better institutions grow faster, income
gaps are likely to widen over time.

The first prediction seems to fit the facts fairly well, at least during the period 1960 — 2000 for which data
are readily available.

Chart IlA.2
Ranking of selected countries according to income levels, 1960 and 2000
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Chart IIA.2 plots the ranking of countries according to GDP per capita in 1960 against the ranking in 2000.
Countries cluster around the 45-degree line, indicating little change in rankings. There are, however, some
exceptions. Botswana climbed 35 places, China 28, Thailand 23, Indonesia 22 and the Republic of Korea
nineteen. Other countries went down the rankings, with Niger falling by 21 places, Zambia by 20, Venezuela
by 18, Haiti by 17, and Madagascar sixteen.

As to the second prediction, there is evidence that cross-country income distribution has become less equal
over time, although the picture is more mixed when weighted by population and when taking into account
within-country income distribution (Sala-i-Martin, 2002a, b). In particular, a steep increase in income levels
in China and India modifies the picture of growing inequality.

Given the apparent roles played by institutions and geography in determining growth and development,
moving from a stagnant pre-industrial economy to sustained progress seems to be a tall order often
underestimated by policy makers and advisers. The concept of institutions is at present rather abstract and
the discussion of their role in growth and development has much in common with the discussion in the 1980s
of the role of technology, following the first publications on endogenous growth. An understanding of how
economic agents and the institutional framework interact in the growth process, and how geography benefits
or impedes the process, is emerging.
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But there are still gaps in our knowledge about what aspects of the institutional framework are the most
relevant for growth, to what extent and how the optimal institutional framework depends on geography,
culture, religion and the level of development in each case, and how far and how quickly “getting institutions
right” would generate growth and development. We do know, however, that corruption, severe impediments
to trade and unclear and non-transparent regulations are detrimental to growth and development. Yet the
brief discussion above has illustrated the sheer complexity of the growth and development process. No
quick fixes have been identified. Nevertheless, in the section that follows, we discuss fairly well-established
propositions about the circumstances in which engagement in the world economy can contribute to improved
economic performance.

2. OPENNESS IMPROVES EFFICIENCY AND STIMULATES GROWTH

Openness to trade helps countries utilize their resources better in several ways. First, trade allows a country
to specialize in the productive activities that it does relatively better than other countries, and thus exploit
comparative advantage. Second, trade extends the market facing local producers, allowing them to better
exploit economies of scale, which increases income levels and the efficiency of resource allocation. These
effects are characterized as static gains from trade. Trade will have a positive long-run growth effect only if it
increases the rate of investment or improves incentives for the development and diffusion of technology. This
section explores in some more detail these linkages between trade and growth.

(a) Open economies invest more

Investment is one of the few economic variables that is positively and robustly related to economic growth as
indicated in Table lIA.1. International trade, in turn, shows a strong positive correlation with investment (Levine and
Renelt, 1992; Florax et al., 2002). As explained in the previous section, trade allows for increased specialization and
stimulates investment through the exploitation of economies of scale, and through technology transfer. It was also
emphasized that R&D and capital investment reinforce each other since new innovations are sometimes embodied
in capital goods and sometimes generate new consumer goods and services that require new investments in order
to enter the market. Upfront investments can be substantial and a sufficiently large market is necessary for an
innovating company to break even. Trade often provides the market opportunities needed for investing in R&D
and introducing the resulting innovations in the marketplace. Open economies are therefore more rewarding to
R&D, and this is another reason why open economies have a higher investment rate.

An additional channel through which trade affects the investment rate is trade in financial services. The
financial sector plays an important role in the mobilization and allocation of resources for investment. In fact,
the degree of financial development has been found to be a good predictor of future growth (Levine, 1997).
Trade in financial services improves the ability of the financial sector to mobilize and allocate resources for
investment. Even when the market share of foreign banks is small and limited to narrow segments of the
local market, these banks contribute to the development of the domestic financial sector through competitive
pressure and the introduction of new products and technology (Levine, 2001).%

It is not only the large, multinational financial corporations that benefit from trade liberalization. Recently,
some micro-credit institutions have also become international in scope. In Bangladesh, micro-credit institutions
have provided credit to 12 million people engaged in micro- and small enterprises and are widely seen as
an important factor behind Bangladesh’s growth performance. One Bangladeshi micro-credit institution
(Bangladesh Rural Advancement Committee, BRAC) has expanded into Afghanistan to assist in rehabilitation
and development, and BRAC is also planning to expand its activities into India.?

To summarize, openness creates new investment opportunities and strengthens and deepens the financial
sector, which in turn plays a crucial role for the mobilization and efficient allocation of resources for
investment.

21 See also Section 1IB.5 for a discussion of the financial sector and development.
22 “Bangladeshi micro-credit group to expand operations into India”, Financial Times, 24.02.03.
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(b)  Open economies exchange more ideas

As shown above, accumulation of physical and human capital can only partially explain different income
levels across countries. Differences in the way resources are utilized play a key role in determining income
inequality among countries. One of the factors that explain such differences across countries is technological
knowledge.

Technological knowledge can be defined as the design, or blueprint, of a new product, process or service.
[t can be embodied in a product and, therefore, it can be utilized and transported with it. For example,
employing a foreign intermediate good in production involves an implicit usage of the design knowledge
that was created with the R&D investment of the foreign inventor. One of the principle characteristics of
technological knowledge is that it can be transferred across countries. The stock of technological knowledge
in a country is determined by domestic innovation and the international diffusion of technology. In developing
countries, where domestic innovation is low, the international diffusion of technology acquires greater
importance from the perspective of economic development.
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A number of channels exist through which technological knowledge can be transferred across countries,
including trade (both in goods and services), FDI and partnership agreements. Trade can enhance technology
transfer by giving firms access to technologically advanced capital goods and intermediate products from
abroad. Trade in services including business, financial, telecommunication and transport services may provide
the input needed to enter new sectors and lower the costs for exchanging information (see Section IIB.2).
Imports can also provide access to knowledge that can be acquired through reverse engineering. Trade
opens up the possibility of person-to-person communication that may foster technology transfer. Foreign
direct investment can also contribute to technology transfer through on-the-job training and various forms
of interaction among local and foreign firms. Backward and forward linkages favour technological diffusion,
as technologically advanced foreign affiliates help their local suppliers and host country firms involved in
later stages of the production process to raise quality and service standards. New managerial, marketing and
production processes may be adopted as a result of interaction between local and foreign producers. This
interaction may also exert a positive effect on technology transfer through competitive pressure.??

The effectiveness of trade as a vehicle for the transfer and diffusion of technology depends in part upon
the volume and the composition of imports.2 Empirical research has found a positive relationship between
the size of trade flows and a country’s level of total factor productivity. In particular, this relationship has
proved stronger in respect of capital goods, such as imports of machinery and equipment, than final goods
(Coe, Helpman and Hoffmaister, 1997). Inputs into the production process may themselves embody new
technologies, such that technology is transferred merely by making use of the inputs or of machinery in
production. For final goods, technological benefits may accrue through less direct means of transfer, such as
reverse engineering and other forms of adaptation or learning. The country of origin of imports also matters
for technology diffusion. Imports originating in industrial countries generally embody a higher technology
content than imports from developing countries (Blyde, 2001; Coe and Helpman, 1995).

23 For a review of the channels through which technology transfer occur and the conditions under which those channels could
be most effective see the WTO document WT/WGTTT/W/1.

24 As far as FDI is concerned, the degree of effective technology transfer depends mainly on the technological content of
output, the technology intensity of that part of the production activity that occurs in the host country, and the degree of
integration of the foreign firm with the local economy.
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Table 11A.2
Imports of intermediate machinery? by regions, 1995-2000
(Billion dollars)

1995 2000
North America 223 355
Latin America 58 105
Western Europe 399 527
EU (15) 363 483
Transition economies 51
™M Africa® 21 22
S Middle East 17 19
™~ Asia 329 418
'_
[’
g Memorandum item:
IEI.CJ Developed countries 647 925
L Developing countries 400 521
)] LDCs® 2 4
é Developing Asia 267 332
= NICs 191 239
)
—
oo For definition of machinery see Mayer (2000).
g b Data for Africa (LDCs) refer to a sample of 27 (19) countries.
Sources: UNSD, Comtrade database.
=
o The data on imports of machinery in Table IIA.2 provides an indication of the amount of knowledge that
3 potentially flows across countries through trade. Charts I1A.3 and II1A.4 show import composition by technology
E intensity and by level of development of trading partners for developed, developing and least-developed
a countries. The data indicate that the volume of imports of machineries has increased between 1995 and 2000
% in developed countries, developing Asia and NICs, but has stagnated in Africa and among LDCs. Imports of
g medium and high-technology manufactures make up nearly 60 per cent of developing countries total imports.
3 However, this percentage falls to below 40 per cent for LDCs. Machinery imports represent about 30 per cent
[—

of the total imports of developing countries. However, for Africa and LDCs the percentage share of machinery
imports is much lower, at below 20 per cent and 10 per cent respectively. Finally, three-quarters of developing
country imports originated in developed countries or new industrialized countries, while the percentage of
LDCs imports from developed countries was only 39 per cent.
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Chart IIA.3
Import structure by product technology content, 2000
(Percentage shares)
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Overall, the composition (high-technology content) and source (large developed-country share) of developing
country imports suggest that a relatively large amount of knowledge flows to developing countries through
trade. However, since much of what has been observed is driven by trade patterns in Asian countries, there is
a significant potential for higher flows of technology through trade to Africa and LDCs.

Successful technology transfer through trade also depends on conditions and policies in the importing country.
Effective transfer requires a learning process in relation to the use of technology (know-how), understanding
of the underlying principles of a given technology (know-why), adaptation of a technology to local conditions,
and diffusion of new technology within the country. These are key determinants of the absorptive capacity
of a country in relation to technology.

A country’s absorptive capacity depends on several other considerations as well, not necessarily related to
the treatment of a specific technology. These include the following four factors: first, the nature of the
relationship between basic research and applied R&D. Good linkages between academic research and R&D
activity conducted in the private sector would favour technology transfer, as they would be complementary in
the learning process of the know-why and know-how of a foreign technology. Second, a country’s absorptive
capacity is determined by the level and quality of the education system. An education system directed
toward abstract thinking is shown to produce better researchers in basic research than in applied research.
An education system directed to develop a “culture of entrepreneurship” is more likely to lead to success
in developing and marketing a new product. Both types of education are needed for successful technology
transfer. The quality dimension of human capital is at least as important as its general level in determining the
success of technology transfer (Hanushek and Kimko, 2000).

Third, the ability of a country to absorb foreign technology depends on the gap between existing technology
and imported technology. There is some empirical evidence that technology transfer is greater in those
industries in which the technological gap is smaller. One explanation for this is that when the technology gap
is small, the domestic producers can build on already acquired knowledge to imitate foreign affiliates. Kokko,
Tansini and Zejan (1996) use plant level data for Uruguay over the period 1988-1990 to test the existence
of spillovers within industries. They find spillovers only for plants in industries with small technology gaps
vis-a-vis foreign firms. They interpret this as meaning that the ability of the domestic economy to generate
knowledge spillovers from FDI requires the knowledge in foreign affiliates to be close to the technology
frontier of the domestic economy. Finally, the entrepreneurial environment, and other conditions in the host
country, including the intellectual property regime determine how easily a country learns and adapts a foreign
technology to the local market. Technology transfer will take place if local managers have an incentive to
invest in learning a foreign technology. This, in turn, will depend on the possibility of commercializing the
product in the local market, that is on the existence of an appropriate entrepreneurial environment.

To the extent that openness fosters technology transfers, barriers to trade constitute an obstacle. This is
particularly the case where barriers affect imports of technology-intensive final goods and intermediate
inputs, including machinery and equipment. Table II1A.3 shows tariff levels according to technology category.?
It also shows average ad valorem tariffs for machinery and equipment used as inputs into the production
process.? The data indicate that tariffs on technology products tend to be higher in countries at a lower
stage of development for all technology categories.?” In most countries tariffs on high-technology products
and machinery are lower than they are on low-technology goods. However, while for low-technology goods
import duties in low income countries are on average 3.4 times higher than they are in high-income countries,
for high-technology goods they are 8.5 times higher. That is, unlike technology transfer needs would require,
the degree of protection in low-income countries is relatively higher for high-technology products.

2> Tariffs are simple averages across ad valorem duty lines.

26 This definition of machinery excludes radios, television receivers, household type equipment, sound recorders and transistors
better classified as consumption goods rather than capital equipment. It follows Mayer’s (2000) definition.

27 There is a negative correlation between countries’ per capita income and tariff rates for all technology categories. Moreover,
correlation coefficients are higher for high to medium-technology intensive products.

94



Table 11A.3
Tariff profile by income level and technology content
(Arithmetic average applied rates)

. Primary Resource-based Low-tech  Medium-tech  High-tech )
GDP PPP per capita Machinery
products manufactures products products products
GDP below $5,000 12.6 12.4 16.1 12.3 8.5 8.1
GDP between $5,000 and $10,000 14.3 12.4 14.2 1.1 7.0 7.6
GDP between $10,000 and $20,000 10.0 9.3 9.9 8.3 5.5 6.1
GDP above $ 20,000 3.6 2.8 4.7 2.5 1.0 1.4

Note: For product definition see Lall (2000) and Mayer (2000).
Source: WTO, IDB.

Where imports transfer technology and conditions exist in importing countries that promote effective absorption
and diffusion of such technology, open trade arrangements can make a positive contribution to development
through fostering technology transfer.

() Openness and the quality of institutions

The quality of institutions has long been recognized as an important component of a well functioning market.
Section IIA.1 already highlighted the importance of institutions for economic development. Two key questions
concern the kind of institutions that are relevant, and whether trade or trade policy can have a positive effect
on these institutions. A country’s institutional setting is determined by a wide range of formal and informal
rules of behaviour. While formal constraints might be quickly changed, the informal ones usually change only
gradually.?¢ Any trade impact on institutions should in general, therefore, not be expected to be immediate.

As noted earlier, the establishment of secure and stable property rights is considered key to economic
development.? The rule of law is also important, including the ability to enforce contracts and secure payment
of debts. A positive relationship seems to exist between the effective rule of law and openness to trade.
This can be illustrated by correlating openness and an indicator measuring the extent to which people have
confidence in and abide by the rules of society. This indicator is a composite measure including perceptions of
the incidence of both violent and non-violent crime, the effectiveness and predictability of the judiciary, and
the enforceability of contracts.

% North (1994).
2% See Section Il A.1(e) and Rodrik et al. (2002), Rodrik (2002a, b), Acemoglu et al. (2001).
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Chart IIA.5
Openness and the rule of law

above 100

between 50 and 100

Openness Ratio
1

- below 100

-0.8 -0.4 0 0.4 0.8
Rule of Law Index

Note: The Rule of Law Index can take values between -2.5 and 2.5 and has been averaged across countries grouped according to their level
of openness. Openness has been computed as exports plus imports divided by GDP. The sample comprises 187 countries: 54 countries fall
into the range of most open economies, 48 in the range of least open economies and 84 countries in the intermediate range.

Sources: Kaufmann, Kraay and Zoido-Lobaton (2002) and World Development Indicators (2002).

Chart I1A.5 shows a positive link between openness and the rule of law as characterized by the composite
measure.® But a correlation says nothing about causality. In this case, causality could run both ways. Even if
a country lowers its trade barriers, outsiders may be reluctant to trade with the country if they do not believe
contracts can be enforced or are not sure whether payments will be made. Countries with a better track
record in such matters are likely to trade more. On the other hand, openness may also have a positive effect
on the quality of institutions. Lower trade barriers may, for example, increase the incentives for individuals
and governments to improve the formal and informal rules governing commercial interactions in order to
induce more trade. Trade in itself can increase the knowledge and understanding of foreign institutions and
potentially lead to institutional reform.?' Empirical research confirms two-way causality, with institutional
quality having a positive effect on openness and openness having a positive impact on institutional quality
(Rodrik et al, 2002). These findings thus suggest that trade can have an indirect effect on incomes by
improving institutional quality.

The level of corruption is another indicator of institutional quality. Empirical support exists for a link between
higher perceived corruption and lower investment and growth?, and openness seems to be negatively
correlated with corruption.?®* Chart IIA.6 shows that more open economies exercise stricter control over
corruption than less open ones.?* Again, it is not clear a priori whether trade leads to less corruption or less
corruption induces more trade. It has been argued, however, that in markets with low levels of competition,
economic rents are higher and illicit payments may therefore also be higher. To the extent that greater
openness engenders competition, then, corruption levels may be expected to fall.3

30 Asimple regression between the two variables finds a positive and significant relationship between both variables.
31 See Rodrik (2002a).

32 Mauro (1995).

33 Bacchetta and Drabek (2002).

34 Asimple regression between openness and corruption control finds a positive and significant relationship between the two
variables.

3> Ades and Di Tella (1999) perform an empirical test of this hypothesis and find that the ratio of imports to GDP has a
significantly negative effect on corruption. See also Drabek and Payne (2002) for evidence on the inverse relationship.
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Chart 11A.6
Openness and corruption control
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Control of Corruption Index

Note: The Control of Corruption Index can take values between -2.5 and 2.5 and has been averaged across countries grouped according
to their level of openness. Openness has been computed as exports plus imports divided by GDP. The sample comprises 187 countries: 54
countries fall into the range of most open economies, 48 in the range of least open economies and 84 countries in the intermediate range.

Sources: Kaufmann, Kraay and Zoido-Lobaton (2002) and World Development Indicators (2002).

Causality can also run in the opposite direction. Taking into account that international traders and investors are
more footloose than domestic ones, poor governance and corruption in a country may reduce international
trade and investment more than domestic trade and investment. A country that is naturally more open — as
determined by its size, geography and other factors — would find it optimal to devote more resources to
building good institutions. Empirical results confirm this argument, as it has been shown that “naturally” more
open economies do exhibit less corruption.3

The level of civil liberties and political rights within a country constitute another aspect of institutional quality.
Economists have frequently asked the question whether democracy fosters economic growth, but the debate
on this issue has been inconclusive so far.?” There does, however, seem to be agreement that democracy may
prevent the worst outcomes, even if it does not guarantee the best ones.38 In particular, it has been shown that
democracies have been successful in avoiding famines, a very acute form of poverty. A second important claim
for democracy is that there have been no wars between democracies.® It has often been argued that greater
openness leads to more democracy. Higher levels of openness imply more frequent contacts with individuals in
other countries, and thus more intensive information flows with the outside world. Such interaction arguably
makes it more difficult for oppressive regimes to maintain power. Empirical evidence confirms the existence
of a positive link between openness and democracy. Hamilton (2002) uses the Freedom House Democracy
Index to measure the “level of democracy” of countries and uses two alternative measures for economic
openness: the simple mean tariff average and the change in shares of trade in GNP. He finds a positive and
significant correlation between both measures of openness and democracy. Milner and Kubota (2001) argue
that democracy leads to more openness. They find empirical evidence that democracy and democratisation
have contributed to the lowering of trade barriers in a number of developing countries since the 1970s: i.e.
causality goes from more democracy to increased openness.“ These empirical findings to a certain extent
contradict annecdotal evidence emphasizing the role of authoritarian regimes in trade reform.4

3 Wei (2000) also finds that openness is positively related to public sector wages. As higher wages may lower the incentives
for officials to accept bribes, this result suggests that open trade may have a negative impact on corruption to the extent
that it contributes to higher incomes. See also Bacchetta and Drabek (2002).

37 Hamilton (2002).
38 UNDP (2002).
32 Hamilton (2002).

40 Robinson (2000), on the other hand, points out that globalization has in the past also been used by military regimes to help
consolidate their political power and demobilize their opponents.

41 See Fernandez and Rodrik (1991) for examples.
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The rule of law, including the enforcement of property rights, the level of corruption and the political process
are only a few of many aspects that determine a country’s institutional setting. Industrialized countries are
typically equipped with a wide range of institutions that seek to guarantee the proper functioning of markets.
These include regulatory institutions, institutions for macroeconomic stabilization, institutions for social
insurance and institutions for conflict management.“2 The question has been raised whether it is not advisable
to have (some of) these institutions in place before opening up markets. In effect, increased openness may call
for accompanying domestic institutional reforms, in the absence of which a liberalizing country may encounter
difficulties in reaping the benefits of increased trade. Greater openness, for example, may imply increased
exposure to external risk, and consequently greater demand for social insurance.® Trade liberalization itself
can also imply the need for institutional reform, for instance in the form of a change in custom procedures.
To the extent that reforms are costly and developing country governments tend to face serious financial
restrictions, the question arises as to which institutional reforms deserve priority.

42 Rodrik (2002a, b), Acemoglu et al. (2001).
43 See Rodrik (1998).
44 See the discussion in Rodrik (2002a).
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The costs of WTO membership have received particular attention in recent literature. For many developing
countries the implementation of WTO agreements entails institutional reform, for instance related to customs
valuation, sanitary and phytosanitary measures (SPS), and intellectual property rights (TRIPS). According to
one estimate those reforms would cost the typical developing country $150 million, a sum equal to a year's
development budget for many of the least-developed among them.* While doubts arise as to what is actually
being estimated by such measures — mere compliance with WTO rules or a deeper reform agenda — the
question of how to prioritize the use of scarce resources is no less real.

Certain aspects of WTO membership are likely to have positive effects on domestic institutions without
involving significant costs. Tariff bindings under the WTO, for example, may generate a more predictable
incentive structure and solidify property rights — two important attributes of a high-quality institutional
framework.4¢ Membership of the WTO may strengthen the institutional environment by enhancing the
credibility of domestic institutions and encouraging collaboration among different domestic institutions.
In general, openness and WTO membership can be considered to offer governments a range of new
opportunities.

(d)  Openness and pressures to adjust

When countries lower their barriers to trade companies and consumers gain access to a whole range of new
opportunities. Imports will allow domestic consumers to take advantage of a large variety of goods at lower
prices. Domestic companies can also take advantage of cheaper imported inputs and some companies will
seize the opportunity to expand exports to foreign markets. But changes in relative prices brought about by
trade liberalization will lead to a reshuffling of resources from less competitive import competing sectors to
competitive and expanding export sectors. It is these shifts of resources into more productive activities that
raise the economy’s efficiency and create benefits from trade.

The adjustment of an economy to this new set of opportunities is not necessarily immediate and often involves
costs. In an economy with an inflexible labour market, for instance, job losses in import competing sectors
may not be immediately compensated by job creation in expanding exporting sectors. The resulting temporary
increase in unemployment represents an economic cost. If financial markets are not efficient, companies with
lucrative opportunities in foreign markets may not be able to find the funding necessary to expand their
activities. Again, capital and workers may be idle for some time, which is costly for the economy. The quality

4 Finger and Schuler (1999).
46 See, for instance, Rodrik (2002a). See also Bacchetta and Drabek (2002).

99

Il TRADE AND DEVELOPMENT

A THE ROLE OF TRADE AND TRADE POLICY IN THE DEVELOPMENT PROCESS

WORLD TRADE REPORT 2003




WORLD TRADE REPORT 2003

Il TRADE AND DEVELOPMENT

A THE ROLE OF TRADE AND TRADE POLICY IN THE DEVELOPMENT PROCESS

and availability of infrastructure and utilities also have an important effect on the adjustment process following
trade liberalization. These amenities, for instance, influence the quality of information flows within a country
and information is crucial for firms and workers to react to trade reform. They also affect the size of investments
companies need to make in order to expand their activities. The higher those investments, the more likely it is
that adjustment takes time, in particular in countries characterized by inefficient credit markets.

Given the potential obstacles to the adjustment process, it may in certain circumstances make sense to give
the private sector some time for adaptation after the announcement of trade reforms.4 Announcing trade
reform today for a well-specified moment in the future can give the private sector time to make the necessary
adjustments. It is crucial, however, that the announced reform is credible.

WTO agreements often foresee implementation periods for negotiated reductions in trade barriers or
changes in trade rules. Implementation periods are typically longer for developing countries, reflecting the
notion that these countries may encounter more difficulties in the adjustment process. Financial markets tend
to be less sophisticated in developing countries, infrastructure of lower quality and utilities less available.
As a consequence, adjustment costs may indeed be higher for companies in developing countries than in
developed countries. Many least-developed countries are also characterized by a low level of diversification on
the export side. This makes it harder for least-developed countries to expand their exports, as it is generally
more costly to start new export activities than to expand existing ones. WTO agreements therefore also
accord more flexibility in the use of export promotion policies to low-income Members than others. WTO
agreements also foresee safeguard mechanisms aimed at alleviating the burden of adjustment in an open
trading environment.

Adjustment is not only a challenge to be met in the period immediately following trade liberalization.
Economies operate in a constantly changing environment. Policy changes at home and abroad, climate
changes, technological changes, the discovery of raw materials — among many other factors — have an impact
on the comparative advantage of countries. Companies that are competitive today may not be competitive
tomorrow. Those lacking competitiveness will be replaced by others taking advantage of new business
opportunities. Trade exposes open economies to constant adjustment pressure. But real growth opportunities
are hidden behind these adjustment imperatives.

(e)  Other aspects of the relationship between openness and growth
(i) Import substitution policies taken too far have proved to be bad for growth

In the aftermath of the second world war and decolonization, it became increasingly obvious that differences
in income between North and South had to be addressed and something fundamental had to be done to
raise incomes in the South. At the time, the South’s major export was commodities. A great deal of concern
was generated by the finding that the terms of trade between commodities and manufactured exports of
developed countries in the seventy years prior to the outbreak of the second world war had suffered a
secular deterioration (Prebisch, 1950). A number of explanations were provided for this including long-term
productivity growth in agriculture that, because of unlimited supplies of labour, were captured by consumers
(Lewis, 1954) as well as differences in the income elasticity of demand for agricultural products and raw
materials (Singer, 1950). Whatever the explanation, the prediction was of a continuing decline in primary
product prices, with the implication that international trade would result in poor countries becoming trapped
in commodity production. In the long run, it was believed that this would be incompatible with development
and that in order to grow, poor countries needed to industrialize.

47 See Bacchetta and Jansen (2003).
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The process of growth and technological development was not well understood at the time.#¢ The policy
assumption was that there was a fixed relation between capital and output and that once the capital
equipment was installed and the workers employed, the expected volume of production would follow.4 It
was necessary to keep the price of capital goods low and thus stimulate investment. This approach implied a
prominent role for the government in development planning, industrialization behind protective tariff barriers
and special and differential treatment of developing countries in international trade agreements.

The implementation of the import substitution strategy involved tariff protection, exchange rate controls,
quotas and import licensing. The restrictions were focused on imported consumer goods, while capital goods
were charged lower rates. Interest rate subsidies were prevalent and were defended as an encouragement to
investment. In many countries, the trade regime created negative effective rates of protection on agriculture,
thus implicitly taxing agriculture, which was often the only viable source of exports. The overall result was a
very distorted set of prices (i.e. imported capital was made cheap, labour was made expensive, commodity
exports were taxed) that were not compatible with prevailing economic conditions and scarcities.

Initially, the regime of import controls typically had some positive effect on GDP growth, investment rates and
industrialization. The rates of growth were markedly higher during the 1950s and 60s, especially if compared
with the stagnation of the 1930s.5%° Manufacturing increased as a proportion of GDP and manufactured
exports from all developing countries increased. This was the easy stage of import substitution although
it is important to note that we cannot attribute all the economic changes that took place to the pursuit
of this policy. However, by the 1970s it became apparent that the initial success could not be sustained as
economic distortions took their toll and economic growth stagnated. The first problem was a persistent
current account deficit due to the overvalued exchange rate. A second and closely related symptom that
something was seriously wrong was the underutilization of existing capital and lack of employment growth,
even in countries where capital was scarce. Due to balance of payments problems and the rationing measures
needed to tackle them, industries could not import the necessary intermediate inputs and production could
not run at full capacity. A further problem was that productivity growth was meagre and even negative in
many import substituting industries. Infant industries often had difficulty growing up as the protection they
enjoyed reduced incentives to learn and upgrade technology, in ways that would increase productivity and
render firms competitive. Finally, some economies in Asia, such as the Republic of Korea and Chinese Taipei
emerged as major exporters of non-traditional manufactured products and proved wrong the assumption that
poor countries could not compete with the North.

Import substitution policy was abandoned or drastically modified in an increasing number of countries during
the 1970s and 1980s, both because it had failed to deliver the expected results and because an alternative
model of export-led growth seemed to be emerging. The early success of some Asian countries was not always
well understood. In particular, industrial policy also played an important role in some of these countries, but
the policy-makers there were better able to pursue policies that worked and change policies that did not
(Bruton, 1998). As discussed below, key ingredients of successful export-led industrialization policies included
the absence of a policy bias against exports, an ability to remove as well as to accord protection to firms, and
very importantly, the maintenance of sound macroeconomic policies and attention to adequate social and
infrastructural investments.

(ii) There is little evidence that protection is good for growth

A modern version of the infant industry argument focuses on differences among industries in terms of
technological content and productivity growth. In the same way as commodity exporters were believed to lag
behind, it is argued that countries specializing in less dynamic manufacturing sectors will be locked into an
industrial structure that yields slower growth than those specializing in the dynamic sectors. Again, the fear is

48 The neoclassical growth model was developed in the 1960s. See Bruton (1998) for a discussion of the import substitution
policy.

4 The incremental capital-output ratio (ICOR) formed the basis for planning and expected output.

%0 See for example the World Bank (1978).
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that an ever-widening income gap will be the result, and as with import substitution, temporary protection is
seen as a means of avoiding becoming locked onto a slow growth path. This argument rests on the belief that
the industrial structure is static over time, that there are no technology spillovers across countries and industries,
and that the ranking of industries according to productivity growth persists over long periods of time.

Even if this were the case, faster productivity growth may be reflected in declining relative prices of the output
from the dynamic sectors, so that consumers, including those in importing countries, would gain as much
as the workers and capital-owners in the industry in question. In the computer industry in United States, for
example, (total factor) productivity has grown at an annual average rate of 9.6 per cent during the period
1959-96, while quality-adjusted prices have fallen on average 17.5 per cent per year during the same period.’
Since computers are widely used in the production of almost all goods and services, their declining price spurs
productivity in all computer-using sectors.2

It also appears that industries experience periods of high productivity growth and periods of slower
productivity growth, and that the ranking of industries according to productivity differs both over time
within a country and across countries at a specific time. Productivity performance over time within a country
is illustrated in Chart IIA.7. The chart shows five-year moving average productivity indices in four selected
industries setting 1987 equal to unity in all sectors. The sectors depicted represent four typical development
paths — one with a monotonically declining trend in the productivity-level (canned fish), one with accelerating
growth (computers), one with a hump-shaped trend (cars), and one that appears to become U-shaped (oil
and gas field machinery and equipment).

Chart IIA.7
Total factor productivity in selected US industries, 1962-1996
(TFP Index, 5-year moving average 1987=1)
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Source: Bartelsman, Becker and Gray (2000).

> The price estimate is taken from Jorgenson (2001), while productivity growth was estimated by Bartelsman, Becker and Gray
(2000).

> The quote that computers are seen everywhere except in the productivity figures of the economy is famous. However, recent
research has found a sharp increase in productivity growth due to use of computers at the firm level. But such productivity
growth is conditioned on complementary investments in skills and organizational changes (Bresnahan et. al. 2002).
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Labour productivity has increased during the entire period for all the sectors in the chart due to capital
deepening. Capital deepening implies that each worker acquires more equipment or more sophisticated
equipment to work with over time, enabling him or her to produce more. Total factor productivity increases
if output per worker increases faster than the capital stock.*> When new equipment is only marginally better
than the equipment it replaces, and the technology is already quite capital intensive, additional investment may
not improve total factor productivity. It would then in many cases be more profitable to relocate production to
a developing country where labour is more abundant. A less capital-intensive technology can then be applied
and total factor productivity growth may resume in the new location.>* Furthermore, while low-technology
sectors can experience high productivity growth in poor countries, high-technology sectors do not necessarily
exhibit high productivity growth in countries with scarce human capital. Table IIA.4 identifies the ten sectors
with the highest productivity growth in South Africa and the United States during the period 1970-96,
showing the annual average growth rate of total factor productivity during this period.® It clearly illustrates
the point that there is no one-to-one relationship between technology level and productivity growth that is
independent of time and resource endowments.

Table 11A.4

The most dynamic industries® in the United States and South Africa
(Percentage)

United States South Africa
Industry Pecrﬁgggaege Industry Pecrﬁzﬂ’;aege
1 Electronic computers 14.10 | 1 Basic non-ferrous metals 5.3
2 Semiconductors 13.20 | 2 Other chemicals and man-made fibres 4.6
3 Computer peripheral equipment 12.90 | 3 Other manufacturing 3.7
4 Computer storage devises 11.80 | 4 Electrical machinery and apparatus 3.0
5 Magnetic and optical recording media 6.50 | 5 Television, radio and comm. equipment 2.9
6 Calculating and accounting machines 410 | 6 Plastic products 2.9
7 Laboratory and analytical instruments 3.80 | 7 Professional and scientific equipment 2.7
8 Optical instruments 3.60 | 8 Paper and paper products 17
9 Household audio and video equipment 3.10 | 9 Basic iron and steel 1.4
10 Women'’s hosiery 3.00 |10 Coke and refined petroleum products 1.1

@ Ranking of industries according to total factor productivity growth during the 1970-1996 period.
Source: Bartelsman, Becker and Gray (2000) and TIPS (2002).

%3 Strictly speaking, there is an increase in TFP when output per worker grows faster than the growth rate of the capital stock
times the capital share in input.

54 The product cycle theory predicts that innovations resulting in new products take place in rich countries. Early in the life of
a new product, incremental technical progress improves productivity at a rapid but declining rate. Eventually the product
matures, it becomes standardized and costs become the most important factor for competitiveness. Imitators in developing
countries will then take over production (Grossman and Helpman, 1991).

% The productivity growth rates are calculated from data given in TIPS (2002) and Bartelsman, Becker and Gray (2000). They
are not entirely comparable as the US data are at a 4-digt level while the South African data are at a 3-digit level and
the South African data include only capital and labour in the production function, while the US data include intermediate
goods and energy as well. The table nevertheless gives an impression of the differences in ranking of sectors according to
productivity growth.
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Table IIA.4 suggests that each country has the fastest productivity growth in the industries for which it has
a comparative advantage (natural resource-based industries in South Africa and science-based industries in
the United States). And even in the United States, one sub-sector in the apparel industry makes it to the
top ten, while high-technology sectors do not top the list in South Africa, despite the fact that South Africa
has a computer industry. The level of productivity and the rate at which it grows in a country are, therefore,
probably more related to a country’s ability to innovate, to learn from others and combine its resources in the
most productive way rather than to the industrial structure at one particular point in time. Thus, the modern
version of the infant industry argument for deviating from free trade may suffer from similar limitations as the
traditional case for import substitution.

(iii) Striking success stories of export-led growth exist

A series of important investigations in the 1970s demonstrated the high cost of protectionism in developing
countries (Little, Scitovsky, and Scott, 1970; Balassa, 1971). They set in motion a major rethinking of the role
of trade in development. The idea that trade can become an engine of growth was accentuated by the success
of a growing number of developing countries, primarily in East Asia, in using exports to promote sustained
growth and industrial transformation.

Looking at the Asian economies that have recorded the most impressive economic performance during the
past decades, it is impossible not to notice the connection between strong export orientation and periods
of rapid growth and development. In most cases, high and sustained economic growth was preceded by
shifts from traditional import substitution to more export—oriented and outward—looking policies, resulting in
export growth rates reaching 20 per cent per year (or more) over extended periods of time.

Export success has, for instance, been intimately connected with Japan’s overall growth performance,
and export growth averaged 17 per cent per year for a sustained period up until 1973. Exports provided
foreign currency to pay for imports of raw materials, intermediates, and capital goods needed for industrial
development. They also allowed firms to grow large enough to benefit from economies of scale that could
never have been achieved on the domestic market alone.s¢

Chinese Taipei turned from traditional import substitution to a strong export oriented development strategy in
the 1960s. This policy shift led to increases in the average share of exports to GNP from 8.8 per cent in the 1950s
to 18.5 per cent in the 1960s, 42.4 per cent in the 1970s and 50.3 per cent in the 1980s. Average GNP growth
rates were 10.2 per cent in the 1960s, 8.9 per cent in the 1970s and 7.6 per cent in the 1980s. Table IIA.5 shows
how economic growth was accompanied by a change in the economy’s export structure, away from agricultural
products and textiles in the 1960s, to clothes and “other consumer goods” (including toys and watches) in the
1970s and 1980s, and finally office and telecom equipment in the 1990s. This indicates that exports can play an
important role in shifting an economy’s resources into the most dynamic economic activities. Yet these shifts are
not necessarily automatic, as the experience of New Zealand indicates (Box I1A.4).

56 Kokko (2002)
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Table IIA.5

Changes in the product structure of Chinese Taipei’s merchandise exports, 1963-2001
(Percentage shares)

1963 1973 1983 1993 2001

Agricultural products 59.3 15.4 8.0 5.1 2.6
Mining products 2.7 0.9 24 1.7 2.6
Manufactures 38.0 83.6 89.1 93.0 94.6
Iron and steel 3.0 1.3 2.5 1.6 3.0
Chemicals 5.1 1.5 24 5.1 7.0
Other semi-manufactures 1.7 12.1 11.6 9.6 7.4
Machinery and transport equipment 15 235 26.2 44.4 57.3
Office and telecom equipment 0.3 16.3 13.9 23.8 379
Electrical machinery and apparatus 0.3 2.7 3.6 6.5 7.7
Textiles 1.7 12.8 7.2 9.6 7.8
Clothing 3.0 16.1 11.9 4.4 2.0
Other consumer goods 1.8 16.3 27.4 18.4 10.1

Source: WTO.
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Observers tend to agree that the success of the East Asian “tigers” involved a move away from an import
substitution strategy. Yet there is some disagreement as to whether their trade policies actually represented a
move towards free trade, or whether they should be considered interventionist but different from the standard
import substitution package. Those arguing that the East Asian “tigers” were arbitrarily close to a free trade
regime emphasise that they installed fairly uniform incentives for earning or saving foreign exchange.*” Others
argue that these economies pursued an “export push” strategy consisting in “picking winners” that would be
able to conquer foreign markets.s8

> See for instance Krueger (1997).

%8 Rodrik (2002a) points out that trade policies like those of the Republic of Korea in the 1960s should not be considered
orthodox free trade strategies. The different views are summarized in Panagariya (2000).

106




In most of the Asian economies that have recorded strong and long-lasting export growth, governments have
pursued policies to support export activities. They have played a strong role in developing new markets by
establishing institutions specializing in marketing and research, and by disseminating information about foreign
markets. The export sector has also been able to take advantage of policy orientations and priorities that were
not explicitly about exports, such as heavy investments in infrastructure and human capital accumulation.

Several Asian economies established Export Processing Zones (EPZs) at some moment in time. The trend
has spread to many other countries and regions. These zones are typically thought of as open-market oases
within an economy that is dominated by distortion-ridden trade policies, exchange rate regulations, and other
regulatory controls. The potential role of EPZs as an engine for growth in developing countries has been a
much discussed topic, not only in the context of Asian countries. Export processing zones may indeed make
a positive contribution to growth if they manage to attract foreign direct investment that is accompanied
by technological transfer, knowledge spillovers and demonstration effects acting as catalysts for domestic
entrepreneurs to engage in the production of non-traditional goods or services. Individual country experiences
with export processing zones have been mixed and the specific set-up and management of the zones seems to
be paramount to their success.>® The fact that in many cases firms locating in EPZs enjoy tax breaks and host

% See Madani (1999) for an overview.
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countries subsidize infrastructure in EPZs has been prone to criticism. It is indeed not clear at all whether such
incentives can always be justified on a cost-benefit basis. However well EPZs may fare, overall liberalization of
the economy is likely to be a better policy in the longer term.
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(iv) Trade liberalization is not enough to fully realize the gains from trade
in poor countries

Despite strong theoretical and empirical support for the benefits of openness, trade liberalization and
globalization have not been embraced with enthusiasm in all quarters. A primary concern has been that the
poorest countries may not be able to benefit from a more open trade regime and will lag even further behind
successful economies. This concern is justified, but it does not imply that poor countries should not liberalize
trade. Rather it implies that poor countries may not realize the full potential benefits of trade liberalization
unless trade liberalization is complemented by other policy measures such as investment in infrastructure and
deregulation of key infrastructural services sectors, including finance.

High transport costs, inefficient logistics services and weak supportive services in general constitute a substantial
barrier to trade in many poorer countries. Over-land transport costs in African land-locked countries, for
example, adds at least 200 per cent to the transport cost from the nearest port. In addition, port handling
costs are much higher than in more developed regions.s® Poor infrastructure and high transport costs can cut
off producers in African countries from developed country export markets altogether. For example, if an item
fetches a price of $100 in New York and it costs, say, $80 to bring it there, there will be hardly anything left
to cover the cost of producing the item. Moreover, if a producer has to import intermediates from overseas
at similar transport costs and with uncertain delivery times, the prospect of entering the US market would
be even bleaker. Finally, land transport, port handling and border crossing are time consuming in Africa, and
the time factor has become increasingly important as modern manufacturing practices, including just-in-time
delivery, have proliferated. As discussed in Section 1IB.2, liberalization in key services sectors can help opening
infrastructural bottlenecks and stimulate merchandise exports in poor countries.

3. TRADE LIBERALIZATION AND POVERTY ALLEVIATION

One indicator of how far trade has a positive impact on development is its effects on poverty. Linkages
between trade and poverty issues are not as direct or immediate as the linkages between poverty alleviation
and national policies on education and health, land reforms, micro-credit, infrastructure development, and
governance. Trade can affect the income opportunities of the poor in a number of ways. The final outcome
depends on the relationship between trade liberalization and growth, and the relationship between trade
liberalization and income distribution.

As indicated earlier, economic theory suggests that trade can help the poor within a country through its positive
impact on per capita income. Trade liberalization creates conditions for faster income growth through better
access to ideas, technology, goods, services and capital. Moreover, trade may boost growth by promoting a
more efficient use of resources through specialization and by allowing the realization of economies of scale.
Finally, trade can be a major instrument in bringing about convergence in incomes between rich and poor
countries.

Growth is a necessary but not sufficient condition for poverty alleviation. Even if trade liberalization leads to
more rapid growth, this does not imply that it will improve the conditions of the poor. If income inequality
increases at the same time, then the poor may actually become worse off. A large theoretical and empirical
literature has focused on the relationship between trade and inequality. Economists consider it to be most
likely that wage inequality decreases in developing countries as a consequence of trade liberalization. This
would be the case because developing countries are typically well endowed with low-skilled labour relative
to developed countries. When opening up to trade developing countries will therefore be more competitive in
low-skill intensive sectors and these sectors will expand. The increased demand for low-skilled workers, who
typically belong to the poorer segments of the population, will lead to an increase of their wages relative to
the wages of skilled workers.

60 Recent empirical work on transport costs can be found in Limao and Venables (2001), Clark et al. (2001) and Radelet and
Sachs (1998).
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Empirical evidence on the link between trade and wage inequality, however, is mixed. Most of the empirical
evidence from East Asia confirms the argument presented in the last paragraph, as the gap in wages between
skilled and unskilled workers narrowed in the decade following trade liberalization (the 1960s in the Republic
of Korea and Chinese Taipei, and the 1970s in Singapore).s' Wage differentials also decreased in Malaysia
(between 1973 and 1989), but evidence on the Philippines is more ambiguous.2 In China, recent increases
in openness have been accompanied by increases in income inequality. Two different studies estimate that
the Gini coefficient in China increased from 38.2 in 1988 (28.8 in 1981) to 45.2 (38.8) in 1995.53 Yet a recent
empirical paper finds that across China, those cities that have had a greater increase in the trade-to-GDP ratio
have also tended to witness a reduction, rather than an increase, in income inequality.

In Latin America, Argentina undertook trade liberalization between 1976 to 1982 and again from 1989
to 1993.%5 The Gini coefficient rose from 36 in 1975 to 42 in 1981 and 48 in 1989 implying an increase in
income inequality. The skill differentials in wages increased in the first period but narrowed in the second
period. Chile liberalized between 1975 to 1979 and the Gini coefficient rose from 46 in 1971 to 53 in 1980.
The wage gap between different skill levels also increased. Costa Rica liberalized from 1987 to 1993, the Gini
coefficient increased from 42 in 1986 to 46 in 1989, and the wage gap also increased. Finally, during Mexico's
liberalization episode from 1985 to 1988 the Gini coefficient also rose — from 51 in 1984 to 55 in 19809.

The links between trade liberalization and income distribution are not fully understood. Several explanations
have been put forward for the differences in outcome between East Asia and Latin America. One line of
argument focuses on the fact that Latin America opened its markets later than the East Asian economies
(Wood, 1997). As a result, the entry of China and other large low-income Asian countries into the world
market for labour-intensive manufactures in the 1980s shifted the comparative advantage of middle-income
Latin American countries into goods of medium-skill intensity.s¢ As a result, increased openness in middle-
income countries reduced the relative demand for unskilled workers by causing sectors of low-skill intensity
to contract. This would explain why relative wages of unskilled workers decreased.

Another explanation for rising inequality in some developing countries is that liberalization introduces new
skill-intensive activities into developing countries. For example, there is evidence for Mexico that liberalization
induced larger FDI inflows from the United States (Feenstra and Hanson, 1997). These FDI flows reflected
the shift of low-skill intensive activities from the United States to Mexico. Yet, Mexico's relative demand for
skilled workers within industries in manufacturing rose along with FDI inflows into those industries, which led
to increases in Mexican wage inequality.s” The explanation of this phenomenon is that jobs which were low-
skill-intensive in the United States were relatively skill-intensive in a country like Mexico.

The tariff schedule in place before trade liberalization will also affect the impact of trade on wage inequality. If
protection was higher in the low-skill intensive sectors, then trade liberalization may actually lead to shrinkage
of these sectors. As a consequence, wage inequality would increase. Mexico and Morocco are examples of
countries where low-skill intensive sectors received relatively more protection than high-skill intensive sectors
before trade reform.ss

6162 \Wood (1997).

63 (Cited in Wei and Wu (2001). The Gini coefficient is a measure of income inequality in an economy. The higher the value of
the coefficient, the more unequal is the distribution of income.

64 Weiand Wu (2001). Chen and Ravallion (2003) find a small positive impact of trade reform in China on mean household income.
Yet the impact varies across households with rural households tending to lose and urban households tending to gain.

65 Data on income inequality in this paragraph are taken from Slaughter (2000). Information on skill differentials is taken from
Wood (1997). The findings of Robbins (1996) go in the same direction.

66 |t has also been argued that most Latin American economies are abundant in natural resources rather than low-skilled
labour. This would also explain why wage inequality did not decrease in Latin America.

87 Currie and Harrison (1997) focus on another explanation for rising inequality in developing countries when liberalization
occurs. They argue that the wage impact of liberalization depends crucially on the nature of product market competition. If
increased product market competition reduces the relative price of low-skill-intensive products, trade could have perverse
wage-inequality effects. Currie and Harrison argue that this pro-competitive effect of liberalization mattered in Morocco.

68 Hanson and Harrison (1999) and Currie and Harrison (1997) as quoted in Slaugther (2000).
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Trade can also affect wages indirectly through its impact on institutions. It has been argued, for instance,
that trade liberalization weakens the bargaining power of unions, so exerting downward pressure on wages.
Rodrik (1997) discusses how openness can weaken the bargaining power of unions, and Driffill and van der
Ploeg (1995) have shown that trade liberalization with unionised labour markets may lead to lower wages.
While several analyses in this area point to weaker union power as a consequence of increased international
competition, not all the evidence on this is unambiguous.&

So far this discussion focused on situations in which trade affects wage inequality without affecting the
distribution of assets. Yet increased openness may lead to changes in asset distribution that can be to the
advantage or to the detriment of the poor. Robinson (2000) illustrates this with the following example:

“In the nineteenth century as transportation costs fell and the European economies
developed and created a large market for tropical crops, Central American countries
were ideally endowed to take advantage of the expanding world demand for
coffee. In Costa Rica this led the government to pass laws in 1828, 1832 and 1840
allowing peasants to farm and gain title to frontier lands. This led to the creation
of the famous class of Costa Rican yeoman farmers. In Guatemala the profitability
of coffee instead induced a mass land grab by political elites in the 1870s that led
to the creation of large coffee estates and the re-introduction of colonial forced
labour laws which lasted until the democratic interlude after 1945. As a result,
land inequality is higher in Guatemala than in Costa Rica today, as is income
inequality.”

Much of the empirical literature discussed so far focuses on wages and thus fails to take into account other
components of household income. Income from self-employment is for instance not reflected in wage
statistics. The poor in developing countries are often located in rural areas and working in agriculture. Many
of them are self-employed. It has been argued that the relatively slow pace of trade liberalization in agriculture
has been negative for poor farmers in developing countries. Data on income distribution rather than wage
inequality need to be used in order to capture such an effect. Only a few empirical papers, showing mixed
results, analyse the link between personal income distribution and trade.”

Measures of income inequality focus on the difference in income between the rich and the poor within a
society. Changes in income inequality do not necessarily tell us whether poverty increases or decreases. It may
be that trade raises the income of the poor. Yet if the income of wealthier people increases more, a reduction
in poverty will go hand in hand with an increase in inequality. To better understand what happens to poverty
the focus of analysis should be the absolute income levels of the poor.” It is also preferable to look at the
evolution of real income rather than nominal income or wages. Given that trade affects the prices of goods,
it is important to include in the analysis the effect of trade on goods the poor consume. Trade liberalization
will, for instance, lead to an increase in the price of agricultural crops in developing countries that export
agricultural goods. This is likely to be beneficial for the rural poor if they are producers of agricultural goods.
But it may be to the disadvantage of the urban poor in the same country who are consumers of agricultural
goods.”

69 See Dunthine and Hunt (1994) for a different result.

70 Edwards (1997) does not find any significant effect of trade on income distribution. Spilimbergo et al. (1999) find that trade
openness reduces inequality in capital-abundant countries and increases inequality in skill-abundant countries.

7 This is more easily said than done. See Ravallion (2003) for a detailled discussion on the measurement of poverty and on
how results concerning the evolution of poverty in recent decades depend on the poverty measure used.

72 A recent study by Dollar and Kraay (2001) analyses how growth affects average real income of the poorest quintile of a
society. They find that their income increases proportionally with the country’s average income, which implies that economic
growth benefits the poor. The authors find no evidence of a significant negative relationship between openness and average
incomes of the poor. To the extent that openness is growth enhancing, Dollar and Kraay, therefore, conclude that trade
benefits the poor.
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The International Labour Organization recently carried out a number of country studies to analyse the
social dimensions of globalization. The case studies of Bangladesh and Chile illustrate how increases in
income inequality can go hand in hand with poverty reduction. In Bangladesh trade liberalization gathered
momentum from the end of the 1980s and has been associated with a considerable intensification of trade
flows.”? The Gini coefficient of income inequality increased between 1988/89 and 1995/96. Yet in the same
period the percentage of the population living below the poverty line (based on an intake of 1,805 kcal
per person per day) gradually declined from 28.4 per cent in 1988/89 to 25.1 per cent in 1995/96. These
figures reflect an important decrease in poverty among the rural population, while poverty among the urban
population showed a slight increase.

Chile went through a second phase of trade liberalization in the second half of the 1980s, which was
accompanied by a marked increase in trade and investment flows.” The ratio between the income of the 20
per cent richest households and the income of the 20 per cent poorest households first decreased from 13.3
in 1987 to 12.2 in 1992 and then increased to 13.8 in 1996. Inequality thus increased in the second period.
Absolute poverty, however, declined from 17.4 per cent of the population in 1980 to 12.9 per cent in 1990
and 5.8 per cent in 1996.

The discussion so far has focused on the long-term effects of trade liberalization on the poor. But trade
liberalization can also lead to temporary strains that may be particularly painful to the poor. Trade liberalization
is beneficial because it allows countries to specialize in activities in which they are more competitive. This is
why trade liberalization is typically followed by a restructuring of economic activities. While less productive,
typically import competing companies shrink or close down completely, competitive exporting activities flourish
and expand. In practice, this implies that some people lose their job in the aftermath of trade liberalization.
Though they may end up finding a better-paid job in the expanding exporting sector, they may nevertheless
have to go through a period of unemployment before finding another job. Being unemployed may be less
difficult to manage in industrialized countries, where benefit schemes guarantee that the unemployed also
receive an income. But in developing countries, social safety nets often do not exist or are inadequate.’ Their
coverage may be limited if not non-existent, or if available such social safety nets may be far below demand
during a crisis or adjustment period. Adjustment processes can have harsh consequences in those countries,
particularly for the poorest. As Winters (2000) puts it, “even switching from one unskilled informal sector job
to another could cause severe hardship” for the poor.

Increased openness can increase a country’s exposure to external risk. At the same time, integration in the
global economy may reduce risks associated with fluctuations in domestic production. If a flood destroys the
harvest of the main food crop, for instance, consequences are more disastrous in a closed economy than in
a country where people can import crops. The question, then, is how the combination of increased exposure
to external risks and reduced dependency on internal risks affects aggregate risk levels in an economy. Rodrik
(1998) argues that external risk is positively associated with aggregate income volatility. If the population is to
be protected from increased volatility, the role of the government as a provider of social insurance becomes
more important in more open economies. Rodrik argues that this explains why governments have expanded
fastest in the most open economies.

Critics have pointed out that it will be difficult for developing country governments to respond to an increased
need for social insurance if the removal of tariff barriers leads to a reduction of government revenue. Yet it is
not necessarily the case that trade liberalization lowers government revenue. Although tariff rates are lower,
trade volumes are higher and these two effects work in opposite directions. Likewise, lower tariffs may reduce
the incentive to evade tariffs. Over time, government tariff revenue can be substituted by revenue from other
forms of taxation. The poor do not need to lose from this. It is a political decision whether new taxation or
cuts in public expenditure will disadvantage the poor.

73 Paratian and Torres (2001).
7 Reinecke and Torres (2001).
73 See for instance Ferreira et al. (1999).
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To sum up, it has been long recognized that not everyone benefits from trade liberalization. Certain segments
of the population will, at a minimum, face a period of adjustment; others may experience longer-term
reductions in income. In developing countries, the effects of adjustment to trade liberalization on the poor
have been a source of particular concern. While the distributional consequences of increased openness may
influence the sequencing and pace of liberalization, as well as the range of policies that governments may
choose to mitigate the adverse effects of change for some, no convincing case has been made for eschewing
openness altogether as a policy option. This is because the benefits of trade and economic openness for an
economy and society as a whole are well understood.
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4, OPENNESS AND ENVIRONMENTAL SUSTAINABILITY

The relationship between trade and environmental sustainability is often posed in terms of a conflict between
the goals of environmental protection and freer trade. But there is no inherent conflict between openness
and environmental sustainability and there are many instances where measures that promote one objective
also promote the other.

The level of economic activity and the degree to which it is environmentally sustainable can affect
environmental quality. But trade is only one aspect of economic activity and can play both a negative and a
positive role in protecting the environment. There is no a priori assumption that trade is less environmentally
friendly than activities in the rest of the economy. In 2000, the share of merchandise trade to global gross
domestic product was about 20 per cent. This shows that while trade is an important component of global
economic activity, it is dwarfed by the size of the rest of the world economy. In any given country, domestic
monetary and fiscal policy are bound to have a bigger impact on the aggregate level of economic activity, and
hence on environmental quality, than trade.

The standard way to examine the impact of trade on the environment is to decompose the scale, technique and
composition effects (Grossman and Krueger, 1993). The scale effect refers to the environmental consequences
of increased output or economic activity which results from more trade. The general presumption is that an
increase in output will result in more pollution or degradation of environmental resources. However, it turns
out that the relationship between economic growth and environmental quality is neither linear nor the effects
of growth on the environment so detrimental.

One striking finding is that while various measures of environmental quality initially deteriorate as per capita
income rises, once a threshold level of income is crossed, further increases in per capita income may raise
environmental quality (Grossman and Krueger, 1993; 1995). The shape and strength of the environmental
Kuznets curve (EKC), as this relationship is called, seems to vary according to the environmental medium being
examined, with the effect being strongest for air quality. The environmental Kuznets curve has been well
documented by other studies, with some recent investigations (Dasgupta et al., 2002) suggesting that the
income threshold at which the turning point occurs may actually be decreasing over time.”s

It is important to emphasize that increases in per capita income will not automatically translate to improved
environmental quality. With higher incomes, citizens demand better environmental quality from governments
and are able to afford more easily the resulting abatement costs. Increased demand for environmental
standards or regulations has to be supplied by national governments. And in this regard, societies with better
income distribution and more civil and political liberties may do better in traversing the upward sloping part
of the EKC (Torras and Boyce, 1998).

This increased demand for better environmental outcomes could also provide incentives for firms to improve
production technologies so that a given level of output can be produced with less pollution. Freer trade may
also prompt the transfer of environmentally-friendly goods, services and technology to countries. These forces
work to reduce the intensity of pollution per unit of output, which is the technique effect.

The composition effect refers to the way that more trade changes the distribution of a country’s production
towards those products where it has comparative advantage. This re-allocation of resources is how trade
improves efficiency in production. The effect on the environment of a given country will depend on how
polluting are the expanding and contracting sectors. The composition effect will be positive on the environment
if the expanding sector is less pollution intensive than the contracting sectors and vice-versa. For the world
as a whole, pollution will be re-allocated from countries that have a comparative advantage in industries that
are less polluting to countries that have a comparative advantage in industries that are more polluting. Hence,
trade will result in an improvement in environmental quality in some countries but a deterioration in others.

76 These include Antle and Heidebrink (1995), Cole, Rayner and Bates (1997), Cropper and Griffiths (1994), Hettige, Lucas and
Wheeler (1992), Panayotou (1995; 1997), and Shafrik (1994).

114



In addition, the analysis of trade and environment is often extended to focus on the competitive pressures
faced by firms or governments as a result of trade liberalization. These may lead governments to adopt
less stringent environmental regulations (regulatory chill or race to the bottom hypothesis) or lead firms to
locate their plants in countries with lax environmental regulations (pollution haven hypothesis). However, the
empirical evidence suggests that the cost of complying with environmental regulations is usually not very high.
Hence, the increased competition brought about by more liberalization need not lead to greater reluctance to
adopt more stringent standards. Also, neither studies on international trade flows nor on FDI flows suggest
that environmental regulations are an important factor in international location decisions, and that other
factors (political risk, exchange rate uncertainty, labour costs, corporate taxes) are more important.”

But irrespective of the mechanisms through which trade affects the environment, what is important is for
the right environmental policies to be put in place in the domestic economy so that the use of environmental
resources (land, air, water, etc.) is appropriately priced. The right environmental policies may involve taxes,
regulations, establishment of standards or the removal of subsidies. Provided that governments address negative
environmental effects that otherwise are not properly accounted for (negative externalities), international trade
can promote better environmental quality by increasing efficiency in resource use. Freer trade results in the
reallocation of resources towards sectors of comparative advantage, thereby reducing or eliminating waste.

Where negative externalities are not corrected, trade may exacerbate environmental damage or accelerate the
use of non-renewable resources. But even in these situations, measures that restrict trade are not necessarily
the optimal instruments to use. The basic principle is that corrective measures are best addressed at the
source. If the objective, for instance, is to reduce deforestation of tropical rain forest, it may be far more
effective if local people are given incentives to protect their forests or timber companies pay the full cost of
forest concessions. Restricting trade through a higher tariff or an import ban in the consuming country will
not resolve the externality problem at its root and will cause other deadweight losses.

Where negative externalities are trans-boundary in nature, e.g. global warming, national governments may
not face the proper incentive structure to curb their pollution problems. This is because part of the costs is
borne by foreigners. In this case, there is clearly scope for international co-operation. But even here the first
best solution would be for a multilateral agreement to face producers in all countries with the true social price
of their polluting activities.

But what if environmental preferences, and therefore regulations, differ across nations? This has prompted
fears that more open trade, by enhancing competition among countries, will lead them to reduce environmental
standards or prevent the adoption of more stringent regulations. In a world of sovereign nations, it would
not be possible to impose a universal set of environmental standards if individual countries were not willing
to accept them. In fact, many economists see differences in environmental preferences as laying a legitimate
basis for comparative advantage. Nevertheless, scope no doubt exists for closer governmental co-operation
on environmental matters with international import, not least because the alternative will likely be mutually
destructive recrimination and retaliation.

77 See WTO (1999a) for a comprehensive survey of the literature on these issues.
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