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Trade Reforms in Fund-Supported Programs

Nur Calika and Uwe Corsepins’

rade reforms are being increasingly featured in the

design of adjustmient programs supported by Fund
resources. This paper reviews the trade policy content
of Fund-supported programs approved in the period
1990--93.2

Conceptual Framework and Methodology

Open markets are essential to attaining high-quality
growth. A well-established and widely accepted ratio-
nale for trade reform is that an outward-oriented strat-
egy is more likely to assist in achieving sustainahle
long-term growth than an inward-oriented one.

Trade reform encompasses improving transparency.
increasing predictability, and liberalizing the trade pol-
icy regime. Transparency is improved by reducing the
complexity of regulations and shifting from quantity-
to-price-based measures: predictability is gained by ad-
hering to a clear and consistent direction for trade pol-
icy and avoiding stop-go measures: liberalization is
achieved by reducing protection levels and dispersion
thereby increasing the role of competitive market
forces at the expense of discretionary state intervention.
Trade reform helps economic agents to base their pro-
duction and investment decisions on market price sig-
nals. improves resource allocation, reduces anti-export
bias, spurs domestic firms to restructure in the face of
foreign competition. and increases national and inter-
national welfare through efficiency gains. In econ-
omies in transition. it is an even more polent instrument
in the transformation to market cconomics.?

The more difficult question is. How much trade re-
form is necessary and over what periods should it be
achieved? While there is no one magic level of protec-
tion to targelt. the experience of successful reformers
illustrates what is achievable. Trade liberalization does
entail dislocations for the hitherto protected industries
and the transition has to be managed in an orderly man-
ner. A further complicating feature i$ that in practice
trade policy instruments are used not solely for protec-
tion and resource allocation objectives (henceforth re-
ferred 1o as “trade policy™ objectives). but are often
used to serve other objectives—such as fiscal revenue.

"The principal authers of 1his pagxer.

2Fora review of trade reforms in Fund-supported programs in the
second half of the 1980s. sce Kelly. McGurrk. and othees (1992),

See IMF (1994).
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balance of payments management. and income distri-
bution goals (henceforth referred to as “nontrade pol-
icy " objectives).

The conceptual framework for trade reform must,
therefore. take account of two principles. First, trade
policy must be cast in terms of medium-term efficiency
goals-—deviations to meet short-term nontrade policy
objectives should be kept to a minimum to meet emer-
gency situations and should be strictly temporary. Sec-
ond. alternative policy instruments must be instituted to
cater o nontrade policy objectives. Translating some
aspects ol this conceptual framework into practical pol-
icy guidelines is discusscd later.

When trade reform 1s undertaken in the context of a
Fund-supported program. it becomes an element of a
comprehensive. integrated policy package aimed at
achieving noninflationary growth and a viable external
position with a highlevel of resource use in the medium
term. Such anintegrated approach implies that the trade
refonn is likely to have a greater chance of success. as it
is likely to be accompanied by complementary macro-
economic and structural measures. Such measures
would aim to establish linancial stability. to deregulate
domestic product and factor markets. and to improve
the responsiveness ol economic agents to relative price
changes, as well as to improve the efficiency of the pub-
lic sector and the clinate for private sector investment
through public expenditure and tax program improve-
ments, public enterprise and marketing board reforms,
and so on. Trade reform under Fund-supported pro-
grams olten provides additional benefits to the member
in terms ol improving confidence and credibility. cata-
lyzing other forms of external financing. and encourag-
ing capital inllows, tncluding foreign direct investment.

This survey is based on a review of the trade policy
content of programs supported by Fund arrangements
under the structural adjustment facility (SAF), en-
hanced structural adjustment facility (ESAF). extended
Fund facility (EFF). and stand-by arrangements. It cov-
ers all SAFs. ESAFs. EFFs, and stand-by asrangements
approved by the Executive Board of the Fund between
1991 and 1993 plus the three arrangements under the
ESAF approved in 1990} (Tablc 1). This yields 78 ar-
rangements with 59 countries, covering 47 stand-by
arrangements, 20 ESAFs, 8 EFFs. and 3 SAFs. A multi-
year program is counted as a single arrangement. The
59 countrics are classified into the following regional
groups: 14 as economies in transition. of which 5 are
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Conceptual Framework and Methodology

Table 1. Stand-By Arrangements and SAFs Approved 1991-93 and EFFs and
ESAFs Approved 1990-93
(Date of Approval)

Stand-By
Arrangement EFF SAF ESAF
Developing countries
Africa
Algeria 6/3/91
Benin 1/25/93
Burkina Faso 3/13/91 3/31/93
Burundi 11/13/91
Cameroon 12/20/91
Comoros 6/21/91
Cote d"Ivoire 9/20/91
Equatorial Guinea 2/3/93
Ethiepia 10/28/92
Gaubon 9/30/
Guinea 11/6/91
Kenya 12/22/93
Lesotho 5/22/91
Mali 8/28/92
Mauritania 12/9/92
Morocco £/31/92
Mozmbiue 6/1/90
Nigeria 1M/91
Rwanda 4/24/91
Tanzania 7/29/91
Zimbabwe 1/24/92.9/1 1/92 9/11/92
Asia
Bangladesh 8/10/90
India 10/31/91
Nepal 10/5/92
Papua New Guinea 7/31/91
Philippines 2/20/91
Sri Lanka 9/13/M1
Middie East
Egypt 5/17/91 9/20/93
Jordan 2/26/92
Pakistan 9/16/93
Weslern Hemisphere
Argentina 7129/91 3/31/92
Barbados 27192
Brauil 1/29/92
CoslaRica 4/8/91.4/19/93
Dominica Republic 8/28/91.7/9/93
Ecuador 12/11/91
El Salvador 1/6/92.5/10/93
Guatemala 12/18/92
Guyana 7/13/90 7/13/90
Honduras TR4/92
Jwnaica 6/28/91 12/11/92
Nicaragua 9/18/91
Panama 2/24/92
Peru 3/18/93
Uruguay 7/1/92
Economies in transition
Eastern Europe
Bulgaria 3/15/9t.4/17/92
Czechoslovakia' 1/1/91.4/3/92. 3/17/93
Hungary 9/15/93 2/20/91
Poland 3/8/93 a4/18/9 |
Romania A/11/91.5/29/92
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I’ TRADE REFORMS IN FUND-SUPPORTED PROGRAMS

Table 1 (concluded)

Stand-By
Arrangement
®ther
Albania 8/26/92
Estonia 9/16/92. 10/27/93
Kyrgyz Republic 5/12/93

LaoPeoplc's Democratic

Republic
Latvia 9/14/92, 12/15/93
Lithuania 10/21/92. 10/22/93
Moldova 12/17/93
Mongolia 10/4/91
Viet Nam 10/6/93
M(’l"(})'([ﬂ(llll" ilems
Total number of countries 59
Total number of arrangements 78
Stand-by airangements (47
EFFs (8)
SAFs 3
ESAFs 20

EFF

SAF ESAF

7/14/93

6/4/93

6/25/93

Source: IMF. tniernational Financial Statistics and Transactions of the Fund. various issues.
ICzechoslovakia was replacedby the Czech Republic and the Stovak Republic on January 1.1993.

grouped under Eastem Europe and the rest under
*Other": the remaining 45 are classified as developing
countries. of which 21 are in Africa, 6 in Asia, 3 in the
Middle East, and 15 in the Western Hemisphere .4

In this paper, trade reform efforts are assessed by
classifying the 59 countries according to the restrictive-
ness of their trade regimes at the beginning and the end
of the period under review, that is, the end of 1990 and
the end of 1993. Since different measures of openness
only partly capture the protective effect of tariff and
nontariff trade barriers, the characterization of trade re-
gimes as “‘open™ or ‘“‘restrictive’’ needs to be viewed in
the light of the standards used here, rather than in any
absolute sense. In general, the standards used here are
stricter than those used in previous similar trade sur-
veys. This partly reflects the decline in average protec-
tion levels in general as developing and transition econ-
omies liberalize their trade regimes. But it also reflects
an attempt to take better account of average taritf levels
inclusive of the various other charges that add to the
cost of imports but that are not evident from data on
statutory tariffs alone. Eliminating quantitative import
restrictions atone does not justify characterization of
the trade regime as open or ““liberal,™ if in fact there
exists a variety of import charges and tariffs that could
add up to relatively high levels of protection. In this
paper, the stance of trade policy is evaluated on the
basis of the coverage and intensity of quantitative re-
strictions and the average level of (the ail-inclusive)
statutory taritfs.>

4 References 10 “*progiam ™ countries in this paper pertain to.coun-
tries listed in Table I.

Sldeally an assessment of tariff rcgimes would include average
1ariff levels as well as dispersion. However. in view of the difficulties
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The tariff regime is classitied into three categories
(“‘restrictive.” **moderate.”” and “‘open’’), based on the
experience of the successful trade reformers (e.g., in
Latin America) and taking into account the average tar-
iff of less than § percent prevailing in major industrial
countries:

Classification of Tariff Regime

Reslrictive Moderate Open
Average Tariffs® Above Belween 10 percent
2Spercent  11-25percent  orbelow

Since the classification of the restrictive taritf cate-
gory is open ended, countries with very high tarifts in
1990 might make substantial progress in reducing tar-
iffs during the period under review. but still not achieve
the average tariff levels of the “moderate” category.
Hence. the nature of reforms in countries that remained
in the restrictive tariff category at the end of 1993 are
examined funher; in particular, those countries whose
average tariffs remained above 40 percent are distin-
guished from those that were able to reduce average
tariffs to a range of25 to 40 percent.

The difficulties of measuring QRs are well docu-
mented.” While tariff equivalents of QRs are concep-

of mcasuring the faiter across the population of countries. this study
relies only on the average slatutocy tariff.

SIncluding other import taxes. such as surcharges. slatistical
taxcs. fiscal duties, stamp taxes. service fees, or consumption laxcs
levicd only on imports.

7For a discussion of various concepls 1o measure nomariff bar-
riers. see Kelly. McGuirk. and others (1992), The commitments 1o
tariffication of @Rs underthe agricultsral agreement in the Uruguay
Round have helped to focus on the importance of developing a com-
mon methodology to measure such barriers.

©International Monetary Fund. Not for Redistribution



Trade Palicy Content

tually appealing, they pose immense data problems,
particularly on an economy-wide comparative basis for
a large group of countries. Hence. the assessmem fere
is based on the import and export coverage and the in-
tensity of the respective QRs.¥ Coverage is measured as
the proportion of tariff lines covered by QRs: where
this information is not available, the share of imports
affected by the QR is used as a proxy.? Measuring the
coverage alone is. however, not sufficient, because var-
ious QRs differ in their protective effects; hence, the
intensity of the QR needs also to be taken into account.
For example. an automatic authorization procedure ap-
plied to all imports is less restrictive than outright im-
port bans. QRs are classified as high-. medium-. or low-
intensity items. High-intensity practices include, for
example, import bans, binding quotas, nonautomatic li-
censing, and discretionary foreign exchange allocation
procedures. Transparent and automatic ticensing pro-
cedures and nonbinding quotas. for example, are con-
sidered low-intensity QRs. Without complete and reli-
able information in some cases, judgement is used for
the QR classification, yielding the following matrix:

Classification of QR Regime

Restrictive Moderate Open
Import and >25 percenl 0-10 percent 0-25 percent
export and any and high and low
coverage intensity intensity miensity
>0 percent 1825 percent 10 percent and
and high and medium medium
intensity intensity miensity

The next step is to consider the combined effect of
QRs and tariffs, in order to measure the overall stance
of the trade regime. Liberalization in one area may still
leave major impediments to trade. For example, lower-
ing tariffs will not increase import competition (though
it may reduce costs) if quotas remain binding. Sim-
tlarly. eliminating QRs might not induce further im-
ports if tariffs remain prohibitive {(although this does
improve transparency). The approach used here is to
consider the more restrictive measure, whether tariffs
or QRs. as the determinant of the overall stance of the
trade regime. Thus, a “restrictive” tariff regime (with
average tariffs above 25 percent) combined with an

#QRs considered here are import and export prohibitions, quotas.
licensing. discretionary foreign exchange allocaiion. and state-
trading monopolies. Other nontarif f measures. such as standards.
minimum import prices. or antidumping duties, are not considered in
the classilication because information on a comparable basis for the
59 countries is not available. While the excluded measures may in
some cases operitle as important bairiers to trade, it is unlikely that
this has generally affected e classification for most of the coumries
reviewed.

9Weighing by imporl values may underestimate protection levels
as the import levels may themselves be low because of the restrictive
impact of prohibitions and quotas.
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“open” QR regime would yield a characterization of
the overall trade regime asbeing “restrictive.” Accord-
ingly. the following matrix guides the determination of
the overall trade policy stance:

Combined ‘Trade Policy Stance

Quantitauve Resirictions

Open Moderate Restriclive

Open Open Moderate Restriclive

Tarifls Moderate Moderate Moderate Restriclive
Restrictive Restrictive Restrictive Restriclive

The above approach to the classification of trade re-
gimes implies that relative progress in trade reforms is
not measured in terms of the comparative eftort to re-
duce trade restrictions. but by the levels of protection
attained. For example, a country may sharply reduce its
average tariffs---say from 18® percent to 5@ percent—
in the period under consideration. and still be classified
as restrictive: in contrast, another country may reduce
its average tariffs by a small amount—say. from Il per-
cent 10 9 percent—and shift from the classification
“*moderate” to “open.” Toidentify the most restrictive
trade regimes remaining at the end of 1993 among the
countries in the ‘restrictive™ category. a further
benchmark, as indicated above, is used. namely.
whether average statutory tariffs (inclusive of other
charges) remained above 4@ percent.

The analysis of the nature and extent of the trade pol-
icy content of Fund-supported programs. and the char-
acterization of the degree of openness of the trade re-
gimes. is made for all program countries, taking
account of all the arrangements in the period (i.e., the
“population™). Assessing the contribution of trade re-
form to program progress in terms of macroeconomic
or structural adjustment, or establishing empirical
causal links is beyond the scope of this paper. A simple
characterization of the group of slower and faster re-
formers among the program countries is attempted in
terms of major macroeconomic variables. The discus-
sion of specific design issues, which is hased on a more
in-depth scrutiny of a sample group of countries, identi-
fies some macroeconomic developments that have
helped shape the design of trade reform.

Trade Policy Content

There was substantial progress toward market open-
ing under Fund-supported programs in the period under
consideration, as developing countries and economies
in transition continued trade liberalization begun in the
second haif of the 1980s or initiated in the 199@s. All 59
program countries liberalized at least some parts of
their trade regimes in at least one of their arrangements.
Nearly all countries (56) lowered tariffs, and all but six
reduced QRs, with most implementing a combination
of both.
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I TRADE REFORMS IN FUNB-SUPPORTED PROGRAMS

Liberalization of Quantitative Restrictions

The wrend toward reduced reliance on QRs observed
in the 1980s intensified further in the 1990s. Many coun-
tries narrowed the scope and reduced the intensity of
QRs. The liberalization of QRs was sulficiently substan-
tive to generate a major shift in the classification of their
regimes into the “open™ category (Table 2). In particu-
lar. the number of restrictive QR regimes fell from 35 to
14 between the end of 1990 and the end of 1993. By the
end of 1993. over two thirds of program countries could
claim to have achieved “"open™ QR regimes, compasred
with less than one fourth onty three years earlier.

Progress in liberalizing QRs was observed across
all geographical regions. Particularly in Africa. ex-
change system reforms enabled many countries in a
short period of time to eliminate complex guantitative
controls that had been maintained for many years to
ensure the administrative allocation of foreign ex-
change. By 1993, over 60 percent ot Atrican program
countries had open QR regimes. while less than 30
percent maintained restrictive ones. Ethiopia.
Mauritania. and Tanzania. for example. all moved
from arestrictive to a relatively open QR regime dur-
ing 1990--93 by replacing arbitrary administrative for-
eign exchange allocation procedures with foreign ex-
change auctions. Tanzania also limited the negative
list under the open general license system to goods
controlled for health and security reasons and eight
luxury items. Mauritania eliminated permits. while
Tanzania removed licensing as well as minimum
prices for exports. In addition, a number of countries
initially in the moderately restrictive QR-regime cate-
gory, where licensing covered certain products only
(e.g.. Cameroon and Morocco), made further progress
inreducing the list of producis subject to licensing and
easing authorization procedures. thereby aftaining an
open regime by the end of 1993. Alrican countries that
continued restrictive QR regimes during the period
under review included Cdte d’Ivoire. Nigeria. and
Zimbabwe. The first two made little progress in liber-
alizing their extensive import prohibitions. licenses,
and prior authorizations. Nigeria, for example, justi-
fied its QRs on balance of payments grounds :n the
GATT. but these also constituted an important instru-
ment in encouraging domestic production: it reversed
its inttial refonms of the foreign exchange allocation
system. Zimbabwe, on the other hand. made gradual
progress toward a market-based system of foreign ex-
change allocation. by increasing the ratio under the
export retention scheme and. initially. also expanding
the open general import license system: nevertheless.
by the end of 1993. imports not covered by the more
liberal foreign exchange allocation procedures still
constituted more than a fourth of 1otal imports.'*?

AL the beginning ol 1994, Zinbabwe miroduced a number of
reforms in its exchange and payments system. including the reten-
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In the Western lemisphere, more eountries started
the period with open QR regimes than in Africa. Most
ol the remainder quickly liberalized in line with a shilt
in development strategy away from reliance on import
substitution toward export-led growth. By the end ot
1993, all but two countries maintained “open™ QR re-
gimes. Examples of fast reformers were Ecuador and
Honduras. which, respectively. eliminated extensive
import prohibitions and prior authorization procedures
or licensing requirements. In some cases (e.g., Brazil
and Jamaica), restrictive licensing procedures for selec-
tive imports were discontinued as part of ongoing trade
reforms, moving the countries from the “moderate™ to
the “‘open’ QR-regime category.

The economics in transition had the most impressive
record in eliminating QRs. In 1990. all of these coun-
tries (excep! Poland) relied heavily on QRs as part of
the system of central planning. As state involvement in
international trade was reduced dramatically. QRs were
eliminated across the board. By the end of 1993. trade
regimes in Eastern Europe and the Baltics were largely
free from QRs. The Asian economies in transition have
been slower in eliminating QRs, largely reflecting con-
tinued state involvement in foreign trade and slower
progress in establishing market-based economies.

In most countries outside the economies in transi-
tion. QRs were chiefly imposed on imports. and this
was also the area where most of the liberatization oc-
curred. But there was progress also in eliminating QRs
on exports, particularly as part of the liberalization of
the exchange systems aimed at improving export incen-
tives. Forexample. Burundi substituted export licenses
for the less restrictive system of export declarations;
Egypt eliminated export bans: and India and Tanzania
reduced export licensing, quotas. permits. and the use
of minimum export prices. In the economies in transi-
lion, where exports were tightly controlled at the begin-
ning of the period under review. significant progress
was made in liberalizing export regimes, in close asso-
ciation with reforms in other areas, notably price liber-
alization and monetary independence. By the end of
1993. the Baltic countries and most East European pro-
gram countries had phased out QRs on exports. In other
economies in transition, the continued use of restric-
tions retlected mainly a desire to maintain domestic
prices below world prices for key inputs and some con-
sumergoods.

Tariff Reform

In contrast to the striking results on QR liberaliza-
tion. progress on tariff reform was modest. In the initial
period. 84 percent of all developing program countries
had average statutory tariff rates above 25 percent.

tion of expan procecds in [areign currency accounts. and signili-
cantly reduced the coverage ol its negative list for imports.
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Trade Policy Content

Table 2. Summary of Trade Regimes

ORs Tariffs Combined
1990) 1693 1990 1993 1990 1993

Total 59 59 59 59 59 59
Open 14 40 S ) | 4
Moderate 10 5 16 28 5 22
Restriclive 35 14 RE] 26 53 a3
Der eloping countries 45 45 45 45 45 45
Africa 2] 2] 21 21 21 21
Open 5 13 0 { 0 0
Moderate 6 D | 4 | 2
Restriclive 10 6 20 17 20 19
Asia 6 6 6 6 6 6
Open 0 3 [y 0 0 0
Moaderaie 2 | 0 ] 0 |
Restriclive 4 2 6 5 0 5
Middlc East 3 3 3 3 3 3
Open | 2 0 0 0 0
Moderate 0 ] ¢] | 0 ()
Resirictive 2 | 3 2 3 3
Western Hemisphere 15 15 15 15 15 15
Open ) 13 8 | ¢ |
Moderuie 2 | 6 12 4 12
Restrictive 6 | 9 2 I 2
Economies in transition 14 14 14 14 14 Il
Eustern Europe S S S S 5 S
Open | h] 3 | | |
Moderate 0 () 2 4 y] 4
Restrictive 4 ) (] n 4 0
Other 9 Y 9 Yy 9 9
Open 0 4 2 3 (6] 74
Moderate 0 | 74 6 0 3
Resirictive 9 k| §] 0 9 4

Sources: IMF:GAT T and \World Bank.

Only seven developing countries (six of them in the
Western Hemisphere) had moderately restrictive tariff
regimes {with average rates between || pereent and 25
percent) and none had relatively open tariff regimes
(i.e., with average tariffs |0 percent or lower), By the
end of 1993, 12 shifted from the restrictive to the mod-
erately restrictive taritf category. 26 (nearly 60 percent
of the total) remained in the restrictive category, and |
achieved an open tariff regime.

Many developing countries in Africa. Asia. and the
Middle East lowered tariffs in the 1991-93 period. but
the reductions were not large enough to bring the aver-
age statutory rate to 25 percem or less.!! Tarifts in sev-
eral cases were sharply reduced from prohibitive levels
during this period. For example. the average statutory
rate (including other charges) fell in Burundi from 51.5
percent to 40.4 percent. in India from 125 percent to 71
percent. in Kenya from 4 2 percent to 24 percem. and in
Pakistan from 85 percent to 48 percent. By the end of

"in connection with the CFA franc devaluation. all CFA franc
zone couniries reduced tariffs considerably in early 1994,
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1993. nine program developing countries maintained
very restrictive tariff regimes with average statutory
rates above 40 percent (Bangladesh. Burkina Faso.
Burundi. Eguatorial Guinea. Gabon. India. Mauritania,
Pakistan. and Rwanda),

[n the Western Hemisphere, countries generally had
achieved lower tariff levels compared with other devel-
oping countries by the end of 1990. In the early 1990s,
six more countries in this region moved from the re-
strictive to a moderately restrictive tariff regime (Bra-
zil. Honduras, Jamaica, Nicaragua, Panama. and
Uruguay) and one country (Ecuador) achieved an open
tariff regime. Significant tariff reductions were gener-
ally undertaken as part of ambitious liberalization pro-
grams to restructure and open the economy. often low-
ering the maximum tariff rate to 20 percent. Being
concerned with competitiveness and export perfor-
mance. many of these countries tried to imitate the
Mexican tariff liberalization.'2

2For a description of Mexico’s trads liberalization. see Loser and
Kalier ¢(19924.
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! TRADE REFORMS IN FUND-SUPPORTED PROGRAMS

In economies in transition, the most important aims
of taritf reform were to reorient taritf structures to the
needs of market-based economies and to eliminate
anomalies inherited from the centrally planned system.
The latter inciuded the removal of discretionary ex-
emptions through minimum tariffs and the reduction of
excessively high rates on selective goods. While the
overail picture does not appear to have changed much
from the end of 1990 to the end of 1993, the country
composition did change as the tariff regimes of half ol
the program countries changed category. Tariffs in a
number of countries with moderately restrictive re-
gimesatthe end of 1990. such as Estonia and Lithuania.
were reduced significantly so that they had open tariff
regimes by the end of 1993. In contrast, in several coun-
tries where tariffs were already low at the end of 1990
(for example, Albania. Bulgaria. Mongolia. and Po-
land) revenue and protection considerations motivated
increases in the statutory average tariff such that these
tariff regimes became moderately restrictive by 1993.1%

Export taxes were rather insignificant and only a
minor contributor to total revenue from taxes on inter-
national trade in most developing countries (with the
exception of some primary goods exporters in Africa).
Hence, some countries were able to eliminate them in
the 1990-93 period (e.g.. Burundi. Ethiopia, except on
coffee. and Peru). The importance of export taxes has
generally also decreased in economies in transition. In
a few cases, new export taxes temporarity replaced
QRs and were subsequently eliminated (e.g.. Latvia
and the Kyrgyz Republic). In addition. several program
countries reduced the anti-export bias of their trade re-
gimes by streamlining and widening the scope of the
duty-drawback system (Ethiopia. Nepal, and Papua
New Guinea) or improving temporary admission
schemes (Honduras).

Overall Stance of Trade Regimes

Combining the stance of tariff and QR regimes pro-
vides an indicator of the overall trade policy stance: as
mentioned earlier. if one of the components is restric-
tive. the overall trade regime is considered to be restric-
tive. On this basis. most of the program countries had
restrictive regimes at the end of 1990. five had mod-
erately restrictive trade regimes, and only one (Poland)
maintained an open trade regime (Table 2).

Buring the period under review. the picture changed
significantly. By the end of 1993, trade liberalization in
16 countries moved them up to the moderately restric-
tive category, while 4 even achieved open trade re-
gimes. Only Poland increased its trade restrictions such
as to switch from the open to the moderately restrictive
category.

Significant trade reforming countries can be found in

121n some of these cases impori duties were reduced in 1994.
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every region, but economies in transition and develop-
ing countries in the Westemn Hemisphere made the most
visible progress. In most economic¢s in transition, the
overall trade regime had become less restrictive by
1993. as QRs were lifted following the deregulation of
the economy and tariffs remained comparatively fow
(albeit increasing in some cases from their even lower
levels in {990). While many countries in the Western
Hemisphere started with high tari{fs and binding quan-
titative restrictions, they were able to reduce both. mak-
ing the overall trade regime less restrictive than in 1990);
notwithstanding this progress, only one (Ecuador)
moved to the open category.

In Africa. much was achieved in phasing out quan-
titative restrictions but tariffs remained high. often be-
cause of revenue reasons: hence. overall trade regimes
continued to be largely restrictive. In Asia and the Mid-
dle East, trade liberalization was gradual: notwith-
standing progress in liberalization during 991-93. pro-
gram developing countries in Asia and the Middle East
remained largely in the restrictive category.

An interesting question is whether countries that
moved up into a less restrictive trade category faced
initial conditions that were better than those that did not
make such a move. A full-fledged exercise to investi-
gate this issue would need to look into the range ol' mac-
roeconomic and structural particularities of the slower
and the faster reforiners. Such a comprehensive review
is beyond the scope of this paper. The illustrative exer-
cise below provides information on the macro-
economic indicators associated with slower and faster
reformers without establishing causal links. Of particu-
lar interest is whether the macroeconomic situation of
the faster trade reformers was noticeably better in the
initia} period compared with that of the slower re-
formers; and whether faster reformers faced a deterio-
ration in their macroeconomic situation relative to the
slower reformers.

The identification of slow and fast reformers is based
strictly on the classification of trade regimes in Table 2.
Fast reformers are defined as those that liberalized their
trade regimes sufficiently to move the combined (QR
plus tariff) trade regime from the restrictive category to
(at least) one category above. between 1990 and 1993.!¢
Slow reformers are defined as those where both the QR
and the tariff regimes remained in the restrictive cate-
gory in both 1990 and 1993.15

""Economies in transition were excluded from this illustrative ex-
ercise as most of them engaged in far-reaching changes in their
structural and macroeconomic policies in order to transforn from
centrally planned to market economies. They are thusless compara-
ble with developing countries. which were not engaged in such fun-
damentaliransformation.

13 As mentioned earlier. the classification of irade regimes in this
paper does not fully take into account the degree of refortn etfort.
Mcasuring the relative speed of the trade reform would require de-
riving a single cardinal indicator of trade reform in each country in
the population—an exercise beyond the scope of this paper. The
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Trade Policy Conlent

Selecled macroeconomic indicators (covering exler-
nal current account and fiscal balances. gross reserves,
inflation, and trade laxes as a percent of tolal 1ax revenue)
are presented for the group of slow and fast reformers (as
defined above) in Table 3. It appears that in the initial
period, slow reformers (as a group) faced larger fiscal
and current account deficits than fast reformers, a lower
level of gross reserves and. of parnicular nole, greater
reliance on Irade laxes for fiscal revenues. Only with
respect lo inflation was their initial position more favor-
able than that of the fast reformers—-the latter group in-
cluded many Latin American countries that were experi-
encing triple-digit inflation in 1998. Overall. slow
refonmers faced more difficult initial macroeconomic
conditions relative to fastref ormers.

Over the period under review. the current account
positions of the fast reformers deteriorated somewhal.
whereas thal of the slow reformers improved. However.
fast reformers improved their gross reserve positions,
in contrast 1o the slow retformers. where reserves re-
mained unchanged (in tlerms of months of imports) in
1993 compared with 1998. A siriking fealure was thal
fast reformers were able 10 reduce considerably their
tiscal deficits (as a proportion of GDP) at the same lime
as their reliance on Irade taxes for fiscal revenue also
declined significantly. In contrasl. the fiscal positions
of the slow reformers showed a marginal deterioration
while their reliance on trade taxes declined somewhat.
Inflation decelerated for both groups.

While causal links should not be drawn from the
above exercise, and exogenous factors would certainly
have played a role. the macroeconomic characleristics
associated with the two groups suggesl that fast re-
formers were willing or able to undertake both faster
trade reform and fiscal reform. 1o contain current ac-
count deficits, and 1o allract capital inflows—an ap-
proach typically associated with bold. comprehensive
macroeconomic-cum-structural reform packages. The
slow reformers slarted off” with more ditficult initial
macroeconomic conditions and were willing or able 1o
proceed gradually with both trade and macroeconomic
reform. Adverse initial macroeconomic conditions
need not unduly slow down initiation of trade reform as
long as the country is willing or able to adopt a broad-
based package of macroeconomic and structural
measures. In partcular, complementary retorms of do-
meslic lax systems will be necessary so as 1o reduce
reliance on trade laxes. The examples of some fasl re-
formers (Honduras. Jamaica, and Uruguay) show that
dependence on Irade laxes can be reduced signiticantly
even within arelatively short (three-year) period.

Reversals

The exlenl 1o which trade liberalization induces a
fasling reorientation of production, consumption. and

identification ubove of “slow" and ™ fast” reformers must be viewed
against these limitistions.
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Table 3. Macroeconomic Indicators in Selected
Program Countries

Slow FFast
Reformers! Reformers?
1990 1993 1990 1993
Current account balance
(excluding official rans fers,
in percent of GDP) =111 =9l -5.2 -6.3
Fiscal balance (in pereent of
GDP) —ilg, =I5 60 =2
Gross reserves (in monithy of
imports) Bisl 3. 39 55
Trade twxes (1711 percent of totat
LIx revente) B3, | 31.9 229 19.7
Inflation (percenr change in
COnSUunICr prices) 2.8 8.7 22990 2639

Sources: National sources: and | MF staff estimates.

Based on the classification in Table 2. these countrics remained
in the restrictive category for both QRs and tariffs.

2Based on the classification in Table 2, these countries liberalized
trade regimes such as te move up al least one category in the com-
bined (QR and (arit?) rade stance to the open or moderately restric-
live category.

investment patlterns depends in part on the suslained
implementation of a credible reform program. This im-
plies adherence 1o a clear and consistent direction of
trade policy and to the preannounced largels, as well as
a coherent program of complementary macroeconomic
and structural policies that ensures thal trade reform is
suslainable. If governments partially or fully reverse
earlier liberalization. the ripple effects (unless reversals
prove 10 be very short-lived) could go beyond the addi-
tional protection provided through the new measures.
The credibility and predictability of trade reform is
jeopardized and further lobbying for additional protec-
tion is encouraged. The exlent and nature of reversals in
trade reforn in the 59 program countries in the period
under review is discussed below.

In about a fourth (13} of the program countries, initial
trade reforms were partially reversed.'® All but 3 of
these 13 countries increased tariff's or imposed new sur-
charges on imports. while 4 widened the scope of guan-
litative restrictions. But only in Poland were the rever-
sals strong enough 1o induce a shift in the classification
of the overall trade regime.}7

The significance of irade policy reversals varied con-
siderably across countries. For example, in the cases of
Argenlina (the statistical 1ax) % and Algeria and Kenya

1oln some cases. new liberslization measures were adoplted or
planned for 1994 Qrr later. hut these are nol considered here as they
fall outside the period under review,

7This shift was from the open (o the moderately resinictive trade
category: the reversal has 10 be viewed against the initial sharp liber-
alization in 1990. which lowered average (ariff levels to 5.5 pcreent,
as part of a nuajor transformation to a market economy.

""The Argentine authorities have announced thatthe statistical tax
on imports will be eliminated on January |, 1995.
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(reimposition of QRs). reversals raised protection for
that part of the rrade regime by the end of 199310 levels
similar to those at the end of 1990, thereby largely otf-
selling the progress achieved in belween. [n most other
countries (e.g.. the Philippines. Sri Lanka. and Tan-
zania) the scope of reversals was more limited. This
reflects the fact that. in nearly all of these countries.
imports of specific goods or from specific sources were
targeted discriminatorily, thereby limiting the average
increase. Exceptions were the broader-based. non-
discriminalory increases in tariffs and other charges in
Argentina (statistical 1ax) and in Bulgaria and Poland
(import surcharges).

The reasons for the reversals varied. For somne, the
rationale was 10 safeguard temporarily the balance of
payments and fiscal revenues. in the face of lagging do-
meslic lax reforins or appreciating real exchange rates.
However. for mosl, prolection motives played some
role. as governments appeared 10 al least partially ac-
commodate rising domeslic pressures for protection. In
some cases. external developments contributed 1o the
reversals. For example. Burkina Faso experienced a
large tecms of trade shock that led 10 a substantial weak-
ening of the fiscal and balance of payments position in
the presence of a fixed exchange rate. [n Kenya. a sharp
drop in external financing weakened the balance of
payments dramatically.

[1is notable that many of the countries concemed had
significantly [iberalized their irade regimes just prior 1o
the reversals but were unable 10 fully sustain the liberal-
ization. While reversals occurred in program countries
in nearly all regions. nearly half of all cases involved
economies in transition. Many economies in transilion
{particularly in the former Soviet Union) had initially
low tariffs as their trade relations were governed by
QRs and siate-trading arrangements. After having
eliminated QRs rapidly and comprehensively. some of
them faced increasing prolectionist pressures or were
unable 10 fully sustain open markets in light of inade-
quale complementary reforms in other (nontrade)
areas. In some of these cases. reversals al least parily
reflected the desire 1o supporl the balance of payments
and the budgel.

Collaboration with the World Bank

Trade policy is an integral par of both Fund and
World Bank lending operations. Consultation and col-
laboration between the two staffs is particularly neces-
sary and desirable in this area. The procedural require-
ments ol SAFs and ESAFs (in lerms of participation
with national authorities in the formuiation ol policy
framework papers) provide a vehicle for coordination
of Fund and Bank s1att advice on trade policies for low-
income countries. Bul in other cases. 100. cooperation
in the trade area between the two staffs—at headquar-
ters and in the field—reflects the crucial role played by
sustained trade reforms in achieving macroeconomic
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and structural adjustment. Thus, tradc reforms sup-
ported by Bank operations need to be consistent with
the macroeconomic framework of Fund-supported pro-
grams: similarly. the success of trade liberalization
measures initiated by the authorities in cooperation
with the Fund is often also dependent on other struc-
wralreforms contained in Bank-supported programs.

The review indicales that collaboration in the trade
area between Fund and Bank staffs has been close. [n
mosl cases, Fund staff have consulted Bank staff or
have refied on them for the design of trade reforms in-
corporated in Fund-supported programs. In many in-
stances. the design of Fund-supported adjusiment pro-
grams has focused on liberalization of QRs and the
prerequisite moditications of exchange systems. rather
than on the design of tariff reform. Particularly where
the latter required comprehensive. resource-inltensive
studies. Bank statf of1en took the lead. With the decline
in reliance on QRs, Fund staft are paying greater atten-
tion to tariffs: in some recent cases, Fund-supported
programs have included far-reaching tariff reforms as
their initiation was considered necessary in the early
stages of the program. In many cases of longer-run. on-
going reforms. where complex systems of both tariffs
and QRs are being gradually phased out, the World
Bank Group has supported trade reforms by Interna-
tional Bank for Reconsiruction and Development
(IBRD) or I[nternational Development Association
(IDA) lending operations; Bank staff have consulled
Fund s1aiT on the fiscal and balance of payments effecis
of the envisaged trade reforms.

Trade Policy Conditionality

[n order 1o investigate various aspecls of condi-
tionality on trade policy included in Fund-supported
adjustment programs. arrangements were classified
into three groups: (1) whether Fund disbursements un-
der the program were made contingent on the imple-
mentation of specific irade measures: (2) whether the
governmenl's commilment 1o trade refom was ex-
pressed in the form of a general or specific intent of
policy but nottied to disbursements; (3) whether trade
policy measures were implemented withoul recourse 10
the approach in (1) or (2). Below is a review of the na-
wre. deternunants. and implementation of condi-
tionality on trade policy.'” Thereview indicates that the
nature of conditionality depended mainly on the initial
rrade policy stance and the existence of ongoing
unilateral (or “autonomous™) trade liberalization
programs.

Over 85 percent of the 78 arrangements in this re-

1 All Fund-supported programs contain a standard “standstill™
trade clause that is binding. numely. the avoidince of introduction of
new,or mtensilication ol'existmg restricvons on imports for bajanee
of payments purposes. The discussion here goes bevond the stand-
still provisions L investigate trade liberalization measures,
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Table 4. Summary of Conditionality Applied

With Possible Stated in Official
Consequences for Documents as the
Disbursement Under Govermment's
the Arrangement Intention
Total 34 12
Stand-by arrangements 12 28
EFFs. ESAFs. SAFs 22 S
Developing countries
Africa 12 10
Stand-by arrangements Q 7
EFFs. ESAFs. SAFs 12 3
Asia 6 4]
Stand-by arrangements k. (
EFFs. ESAFs.SAFs 3 0]
Middle East 3 ]
Stand-by arrangements 2 ]
EFFs, ESAFs, SAFs | 0
Western Hemisphere 2 15
Stand-by arrangements 0 t3
EFFs. ESAFs. SAFs 2 2
Economies in transition i 7
Eastem Europe 4 2
Stand-by arrangements 8 2
EFFs. ESAFs. SAFs ! 0
Qther 7 5
Stand-by arrangements 4 S
EFFs. ESAFs. SAFs 3 0

Sources; Nationa! sources: and IMFstufT estimales.

Reform Measures
Taken Without
Statement of

Intention Towl
I 78
b 48
3 30
| 23
() 7
| 16
0 6
] 3
) 3
( 4
0 3
§] |
3 20
2 15
| 5
7 25
5 Il
4 9
] 2
2 14
2 I
0 3

Note: EFF = extended fund facility: ESAF = enhanced structural adjustment facility: SAF = struciural

adjustiment facitity,

view envisaged some trade policy action ex anie (Table
4). The increased focus on trade reform in Fund-
supported adjustment programs reflects the general
recognition of the importance of structural adjustiment
as a contributor to sustainable growih. In the small pro-
poriion of cases where ex ante trade policy measures
were not included as part of program design (most were
stand-by arrangements). trade reforms did 1ake place
and were reported ex post.

In over two fifths of the arrangements. disburse-
ments were linked 1o implementation of specific trade
reforms. In another two fifths or so, governments com-
mitted themselves 10 undertake trade reforms without
the use of binding conditionality. In nearly three fourths
of all ESAFs, SAFs. and EFFs. trade reform measures
were lied to Fund disbursements. Similar conditionality
was applicable in only one fourth of the stand-by ar-
rangements (this is, of course, not surprising given that
ESAFs, SAFs, and EFFs by definition pay greater at-
tention to structural elements).

A disaggregation of trade policy measures by type of
conditionality shows that binding conditionality was
more often applied to the liberalization of quantitative
restrictions than to tariff reform (Table 5). This reflects
the view that QRs are the more pemicious form of trade
restriction, and their removal is often accorded higher

priority (particularly at earlier stages of trade reform)
than price-based restrictions. Implemention of reduc-
lions in quantitative restrictions was subject to specific
conditionality in 40 cases compared with 33 cases re-
lated to tariff measures. Nonetheless, program design
did pay considerable attention 10 price-based restric-
lions, albeit most often in the form of nonbinding gov-
ernment intentions. Where reform of the tariff structure
and the system of QRs was considered especially cru-
cial 10 the success of the structural adjustment compo-
nent of the program. the measure was often imple-
mented at the start of the program. in many cases as part
of the central government’s budget. In many program
developing countries, the authorities undertook trade
reform measures in addition 1o those envisaged under
Fund-supported adjustment programs. This explains
why arrangements with developing countries ac-
counted for about 70 percent (12 on tariffs. 15 on QRs)
of those trade reform measures taken outside Fund pro-
grams, even though developing countries had only four
arrangements that did not contain ex ante trade liberal-
ization measures (Table 5).

As Tables 4 and S show, the conditionality applied 1o
rade reforms varied across regions and arrangements.
These dilferences were altributable 1o several factors,
including the initial stance of the trade regime. the
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Table S. Summary of Trade Reform Measures by Type of Conditionality!

With Possible

Stined in Official

Refonn Measures

Consequences for Documents as the ~ Taken Without Pnor
Disbursements Under Government’s Statement of
Reform Measure the Arrangement Intention Intention
All countries
Tan'fts 39 62 20
Reduction 14 22 ¥
Comprehensive reforn 8 (s )
Elimination of surcharge 4 5 3
Minimum raised or
exemptions reduced. or
both 3 9 1
Other tariflf measures 4 1 3
Quantitative restrictions 40 42 18
Reduction 24 26 11
Comprehensive reform 7 I S
Other liberalization
mciuding exchange
systemrefonn 9 ] 2
Ecenomies in transition
Tariffs 0 ] 8
Reduction 4 4 0
Comprehensive reform ] 2 3
Eliminationof surcharge 0 I 3
Minimum raised or
exemplions reduced, or
both 0 ] 1
Other tarif f measures | | 1
Quantitalive restrictions 9 9 3
Reduction 4 9 3
Comprehensive reform S 4 0
Other liberalization
including exchange
system reforrn 0 0 0
Developing countries
Tariffs 23 54 2
Reduction 10 18 b
Comprehensive refonn 3 13 2
Elimination of surcharge 4 4 ¢}
Minimum raised or
exemplions reduced, or
both 3 9 0
Other tariff measures 3 10 2
Quantitalive restrictions 3 33 5
Reduction 20 21 8
Comprehensive reform 2 7 5
@ther liberalization
including exchange
system refonn Q $ 2

Sources: National sources: and IMF stiff estimates.

1Single artangements are counted several times if they involved several trade measures at dif ferent levels

of conditionality.

strength of the member’s ongoing unilateral trade liber-
alization program, and the track record on implementa-
lion of reforms. Arrangements with countries with ini-
ially restrictive trade regimes were more likely 1o
incorporate specific and binding trade policy condi-
lionality compared with those with open trade regimes.
For example, countries with initially restrictive QR re-
gimes accounted for 49 percent of all program develop-
ing countries. but their share in arrangements with
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binding trade conditionality was significantly higher
{63 percent). Similarly, all but one of the countries with
initially restrictive tarift regimes was subject to some
form of binding trade conditionality. In some cases.
trade refonm was already sufficiently well covered in
the context of Bank-supported lending. In other cases.
developing countries initiated their own {and often am-
bitious) trade reforms. independent of the use of Fund
resources, and were willing to continue with trade liber-
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alization without outside persuasion. In still other
cases. specific and binding conditionality on trade pol-
icy was often used to strengthen the hands of the au-
thoritiesto carry out difficult reforms and to resist pres-
sures from domestic special interests. In the economies
in transition, it was recognized early on that trade re-
fonn would play a crucial role in the requisite radical
transformation of their economies: hence. many of the
arrangements with these countries contained binding
conditionality. in addition to nonbinding trade policy
measures intended 10 be taken by the authorities.

In two thirds of the arrangemenis. trade reforms were
implemented as envisaged in the programs. In the re-
maining one third featuring specific and binding condi-
tionality, there was nonobservance of the timing cle-
ment of the envisaged trade policy measures; but this
was generally not sufticiently serious 1o warrant disrup-
tion in disbursements under the arrangements. In some
cases. delays in implementation were not a failure of
policy, but rather rellected limitations in administrative
capacity. [n some instances. conditional trade policy
measures were judged as having been implemented on
the basis of available inf ormationat the time. but subse-
quent data revealed that they had been only panially
implemented. This indicates the importance of formu-
lating clear and easily monitorable measures.

Issues in the Design of Trade Reform

In formulating trade reforms, a number of design is-
sues need to be addressed. For example, the extent and
sequencing of trade refonns have 10 be determined by
the authorities in the light of their economic necessity.
political feasibility, and administrative capacity. The
policy measures need to be prioritized consistent with
the entire package of macroeconomic and structural
measures; the prerequisites and complementary mea-
sures must be already in place or implemented along
with the envisaged trade policy measures; and thought
needs to be given on how 10 deal with the transitional
costs of the measures (such as possible temporary rise
in unemployment in affected industries) and their ac-
ceptance by the public through improved social safety
nets. In countries where the administrative capacity is a
constraint. this needs to be taken into account in the
design of the reform, at the same time as efforts are
made to improve such capacities through technical as-
sistance. Within the trade policy area, the relative em-
phasis on the different elements needs to be deter-
mined. For example. should QRs be eliminaied prior to
tariff reforms or along with them? Which QRs are the
most harmful? Should some sectors be liberalized be-
fore others? Should the program target average tariffs
or only maximum and minimum rates? Should maxi-
mum tariffs on luxury items be left out of the reforms
for income distribution reasons? Are tariffs in neigh-
boring countries a reasonable target? Which trade mea-
sures should be subject to binding conditionality? How
should the conditionality be defined?
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These and similar questions often come up during
program negotiations and monitoring of program im-
plementation.2" Many of the issues have been ad-
dressed in varying degrees in past trade policy surveys.
and in general and country papers prepared within and
outside the Fund.2! Thus, there is consensus that the
overall trade reform effort is best addressed in the con-
text of a medium-term strategy with clearly established
and announced immediate and medium-tenn objec-
tives. Such objectives provide correct signals and help
avoid uncertainty caused by frequent changes in the
trade regime. Firm adherence to a timetable of trade
and related liberalization establishes the credibility of
the reform ettfort from the outset and ensures that the
relative price structure is actually factored into the deci-
sions of cconomic agents. Indeed. experience shows
that the credibility and the completeness of a reform
program are the most important factors for its success.
Sustained liberalization of the trade regime has been
most often attained when the timing and scope of re-
fonms is preannounced. quantitative restrictions are re-
moved at the outset of the program, tarift’ levels and
dispersion are reduced, and complementary domestic
price, tax, and public enterprise reforms are
implemented.

Among other things. this paper reviews selected de-
sign issues emanating from the review of trade reforms
in Fund-supported adjustment programs in 1990-93.
The selected issues cover the interaction of trade re-
forims with the fiscal revenue aspects of programs. and
with exchange rate policy: selected aspects in the for-
mulation of QR liberalization; and tarift refonn issues.
To investigate these issues, the approach will now shift
from a review of the population of programsin 1990-93
to a sample based on the review of the experience with
trade liberalization in selected countries.22 Where rele-
vant. examples from the experience of countries out-
side the sample are also provided to illustrate design
issues.

An imporiant lesson emanating from the review of
design issues is that trade reform should be geared to
medium-tenn efficiency goals. The use of trade policy
instruments Qariffs, QRs) for fiscal. balance of pay-
ments, or income distribution reasons is a second-best
solution, and should be resorted to only sparingly and

20This paper does not deal with design issue: that could arise from
tied aid and donor procurement requirements that may resull in some
complexilies and inefficicncies in import sourcing: this issue could
be important in the design of trade reform in some countries. for
example. in Africa.

2See. tor example. Kelly. McGuirk. and others (1992). and IMF
(1994).

22The sample countries chosen were Argenuina, Bangladesh,
Ethiopia. Poland. Sri L.anka. and Zimbabwe. They represent aclive
trade refonners in different regions that laced a variely of trade pol-
icy issues as their trade regimes underwent significant changes i the
1990s.
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temporarily to meet emergency situations where better
alternatives are not available.

Interaction with Other Program Policies

Trade reforms in Fund-supported adjustment pro-
grams have formed part of a larger macroeconomic and
structural adjustment effort to correct extemnal and in-
ternal imbalances and to achieve sustainable growth.
This effort often includes fiscal adjustment and ex-
change rate policy measures that, in turn, have impor-
tant implications for the design and sequencing of trade
reforms.

Fiscal Considerations

Trade taxes are not optimal instruments 10 raise reve-
nues because they distort production and consumption,
Domestic measures. such as lump-sum taxes, income
taxes. or commodity taxes (excise. value-added tax
(VAT), etc.), applied neutrally to domestically pro-
duced and imported goods should be the preferred in-
struments to raise revenue. In practice. however. gov-
emments rely heavily on trade taxes to generate
revenue because administrative capacity constraints or
nsufficiently developed institutions do not permit effi-
cient collection of nontrade taxes.

Generating or maintaining fiscal revenues from trade
taxes has been a major determinant in shaping tarift’
policy in many Fund-supported adjustment programs,
and particularly in the sample countries. Fiscal consid-
erations often played a key role in limiting the magni-
tude of tariff reforms and the speed of their implemen-
tation. Indeed. it appears that fiscal objectives have
overridden trade policy considerations in most cases
where conflicts arose between the two. In many cases,
limited progress in trade reforms is attributable to
shortcomings in fiscal policy implementation. In some
of the sample countries (e.g., Bangladesh. Sri Lanka,
and Zimbabwe) where trade taxes account for a high
proportion (e.g.. 20-35 percent) of total tax revenue,
fiscal considerations resulted in adoption of a ““grad-
ual™ approach to tariff reform. and in some instances
even to temporary tariff increases for revenue reasons.
Since Fund-supported adjustment programs generally
target the central government budget—and trade taxes
tend to accrue to the central government alone—
revenue considerations can drive tariff policy even in
countries where trade taxes account for less than 10 per-
cent of total tax revenue. as in Argentina. The crucial
link between reform of the domestic tax system and tar-
iff reduction is also illustrated by the experience of the
sample countries. For example. Poland introduced an
import surcharge and Sri Lanka delayed reduction of
the maximum tariff. in partdue to the significant public
sector deficitsand difficulties in timely implementation
of planned alternative revenue instruments.

The lesson {rom this experience is that program de-
sign needs to explicitly recognize the linkage between
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fiscal and trade policy. Chances that tariff reforms are
implemented—and sustained-—can be improved by re-
structuring the central government’s budget early in the
reform process with a view to decreasing the relative
importance of trade taxes in total revenue. In some
cases, this might imply expanding or introducing new
instruments, such as mass consumption taxes, particu-
larly where structural adjustment programs aim to re-
duce already high income and excise taxes. in other
cases, this might require increased attention to the es-
tablishment of ef ficient tax administration,

If program design makes tariff reforms contingent on
the development of alternative revenue sources, a clear
and binding timetable for implementation of the latter
is desirable. Corrective domestic revenue and expendi-
ture measures taken early on in the program period
minimize the risk of slippage in tariff reforms. Further-
more. contingency revenue measures outside the trade
area should be formulated for use in the event that reve-
nue gaps were to emerge. The panticular measures
would, of course. need to be geared to the individual
country context. The fact that many of the fast trade
reformers in Latin America have not resorted to tariff
increases in spite ol budgetary problems might serve as
an indication that such revenue measures can be found
outside the trade area. provided the necessary fiscal ad-
ministrative capacity is developed.

This is not to deny that there could arise instances;
where the viability of the overall program could be
Jjeopardized by slippages in the fiscal area. and that it
may be infeasible to meet this emergency situation in
the short run without resort to trade measures such as
import surcharges. In such cases, it would be important
to ensure that the deviation from medium-term trade
reform objectives is strictly temporary by including a
preannounced and binding timetable for a phased elim-
ination of the surcharge. Adherence tothe programmed
elimination of the import surcharge would be convinc-
ing proof of the authorities” medium-term reform path
and that the temporary deviation was a measure of last
resort. The frequent. and sometimes prolonged. use of
import surcharges in a number of program countries
unfortunately suggests that there continues to be 100
much of a tendency to view this instrument as the first
line of defense to contain budgetary deficits in the face
of revenue shortfalls or expenditure overruns. Such a
perception may itself prove to be a serious impediment
to bringing about the domestic political consensus for
implementing the necessary fund:unental restructuring
of the domestic tax base and of expenditures.

It is imporiant to emphasize that a well-designed
trade reform need not be inimical to revenue genera-
tion. The substitution of tariffs for binding QRs, for ex-
ample, serves the objectives of transparency and effi-
ciency at the same time as revenues are enhanced
(examplesare Latvia and the Philippines). ln many pro-
gram countries, tax collection rates are well below stat-
utory tariffs, partly rellecting widespread use of ex-
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emptions.2? In addition. very high tariffs often encour-
age smuggling. tax evasion, misclassification. corrup-
tion. and so on. all of which act to deprive the govern-
ment of the intended revenue. A well-designed tariff
reform would aim toreduce the scope of discretionaty
exemptions: this in turn, directly improves revenue.
The choice of the particular method of reducing tariffs
{collapsing the top rate 1o the next-highest level, or pro-
portional reductions in all rates) also influenccs reve-
nue. Indeed. it is feasible in some cases that a well-
designed trade reform has a “Laffer” effect so that as
statutory rates come down. the import tax collection
rate increases.?* Finally. in a number of comprehensive
lariff reforms, minimum rates have been increased at
the same time as maximum rates are brought down. in
order tobothreduce dispersion and safeguard revenues.
While many countries have room fo raise minimum
rates, care must be taken that these arc not raised 100
much (double-digit levels should be avoided). as this
not only increases the cost of imported inputs but may

also prove a disincentive lo exports in the absence of

compensatory schemes. such as well-functioning duty
drawback systems. lemporary admission schemes. or
exporl-processing zones.

Exchange Rates and Exchange Restrictions

Appropriale exchange rale policies are essential 10
ensure that trade reforms are consistent with balance of
payments objectives. Such policies. supported by firm
macroeconomic policies. reduce the need for maintain-
ing restrictions 1o ration foreign exchange. and also
stimulate exports. The effectiveness of exchange rate
policies. in wrn. is enhanced when complemented by
the liberalization of trade and payments regimes.

In a number of countries, trade restrictions have been
used to facilitate the administration of restrictive for-
eign exchange allocation systems and other exchange
restrictions. Indeed. exchange and trade restrictions of -
ten act as substitutes, and the benefils of liberalizing
one may not be fully realized in the absence of liberal-
ization of the other. Effective trade liberalization needs
as a prerequisite (or at least as complementary mea-
sures) adoption of liberal exchange systems. Part of the
success of Fund-supported adjustmem programs in re-
ducing reliance on QRs is attributable to liberalization

2 n Egypl. exemptions represented nearly 49 percent of potential
tariff revenue in 1986: in Bangladesh, the aver-age statutory tariffrate
in 1992 way about 120 percent; whereas the average level of duty
collected was jiss than 40 percent mostly due to exemptions: and for
the same reason, in Kenya. m 1991, impornt duty collections as a pro-
portion of import value were less than a tlurd of the average tmpon
tariff.

HFor example. simulations show that revenues would actually
increase or remain stable if maxmium rates are lowered in Kenya
and Pakistan. respectively, Inaddition. collection rites are generally
much higher for lower tariffs than for higher (ariffs. so that a combi-
nation of a small increase 1 the minimum and large reduction in the
maximum might be revenue neutral. See Pritchett and Sethi {1994),
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of exchange restrictions. The experience of the sample
countries indicates that in Ethiopia and Zimbabwe, for
exampie. reliance on quantitative imporirestrictions re-
sulted from discauilibria in the foreign exchange mar-
ket and the system of administrative allocation of for-
eign exchange. Progress in removing quantitative
importresirictions depended on exchange refonms that
helped alleviate foreign exchange shortages.

Where trade restrictions are pervasive, providing
high levels of protection across significant parts of the
economy, the equilibrium exchange rate is likely to he
well above the level that would have prevailed in the
absence of restrictions. Under these circumstances.
trade liberalization may lead to a deterioration in the
current account, as the boost to imports (including pri-
vate consumer demand) is likely 1o be felt more rapidly
than the impact on exports. In the absence of adequate
reserves, the trade liberalization would normally need
lo be accompanied by a devaluation to safeguard the
balance of payments—the extent of the exchange rate
change would depend on the tightness of fiscal and
monelary policics. It the trade reform improved confi-
dence so as to generate capital inflows in sufficient
amounts 1o offset the deterioration in the current ac-
count. a devaluation may not be necessary. at least ini-
tially. for immediate balance of payments reasons.
However. as domestic industries will generally need
time to adjust 10 the new realitics after a major trade
reform. a devaluation might still be necessary 1o avert
fuure balance of payments problems. Where the initial
trade restrictions arc not pervasive. or the trade liberal-
ization is confined to specific input sectors, a devalua-
lion may not be necessary. provided that the improve-
ment in compelitiveness deriving from cheaper inputs
is translated suf ficiently rapidly into higher exports.

Even if quantitative import restrictions are the bind-
ing constraint at the beginning of the trade ref orm. tariff
policy needs to be coordinated with progress in ex-
change rate reform. High tariffs may not even provide
much protection if duties are calculated on the basis of
grossly overvalued exchange rates. as occurred in Ethi-
opia. for example. With devaluation of the exchange
rate, maintenance of high tariffs may unduly compress
imports. [n Ethiopia, the failure to reduce tariffs with
the devaluation in 1992 led 10 sharp increases in import
cosls: as an interim measure. import duties were calcu-
lated on the basis of the old exchange rate. but this jeop-
ardized the fiscal revenue targets.

Pressures for protection are likely to rise in countries
experiencing a real exchange rale appreciation due to
surges in capital inflows, or where the nominal ex-
change rate serves as an anchor but inttation remains
higher than programmed. Ideally. the real appreciation
would be tackled with appropriate monetary and fiscal
policies.23 In practice, as pressures for protection from

*For a discussion of real appreciation following capital inflows,
see Schadler. and others (1993),
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domeslic producers rise. and trade deticits widen.
across-the-board import surcharges. taxes on imports.
or other trade restrictions are sometimes used to ap-
proximate a real depreciation on the import side.
Among the sample countries, Argentina and Poland il-
lustrate this experience. Across-the-board import sur-
charges or taxes for balance of payments reasons avoid
interindustry distortions in the import-substituting sec-
tor but penalize exports. Such measures need to be con-
fined to emergency situations and be kept strictly
temporary.

Tariff Policy Design

As QRs are dismantled. the focus of trade reforms is
turning increasingly to tariff policy. including the ap-
propriate levels and dispersion of taritfs. the relative
merits of different averaging techniques from the view-
point of monitoring, and the issue of sequencing. Be-
low are some considerations in the design of tariff
reforms, based in part on a review of the different ap-
proaches to such refonns pursued in the sample
countries.

Monitorable Targets

A typical consideration in undertaking tariff reform
is to reduce effective protection for final goods, which
inmany developing countries tends to be high owing to
the cascading structure of nominal tariff rates. The con-
cept of effective protection, however. is less usefu! as a
monitorable target; it is not easy to measure as its com-
putation is information intensive, data on input-output
coefficients being required for the entire range of prod-
ucts in a tarift’ schedule. Hence, for all practical pur-
poses. monitorable targets forreform need to be formu-
lated in terms of nominal tariffs. This has typically been
the case in Fund-supported adjustment programs in re-
cent years. Some Fund-supported programs have tar-
geted average nominal tariff rates (e.g.. Brazil, India.
and Moldova).

A key objective of tariff reform is to reduce disper-
sion by reducing the spread in nominal tariff rates, at
the same time as tariff levels are brought down. How-
ever, a given average target is consistent with different
combinations of the spread of nominal taritfs. and
hence undesirably large spreads cannot be ruled out
through reliance on a target for the average. The prob-
lem is addressed most directly by setting targets for
maximum tariffs and the number and level of tarift
bands. These targets would naturally also provide
bounds for the average tariff level, which would be de-
tennined in the process of allocating products to the dif-
ferent bands in the tariff schedule. Under the circum-
stances, a target for the average taritf could serve as a
supplemental guide in designing the program. to help
ensure that product allocation among different bands is
not skewedin favor of the higher tariff bands.
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The average tariff level might be measured in three
different ways: the simple average of statutory rates;
the import-weighted average ot statutory rates; and the
average tariff collection rate {which is by definition an
import-weighted measure). All these measures contain
useful information. but are not equally easily monitor-
able or cqually revealing about the stance of protection.
For example, the average collection rate depends not
only on the tariff rate, but also on the nature and magni-
tude of exemptions granted, on preferential trade ar-
rangements, and on other instruments such as variable
levies. antidumping and countervailing duties, etc.,
which serve different policy objectives. A low collec-
tion rate could thus reflect high de jure exemptions, or
an inefficient and dishonest customs administration if
there are de facto exemptions (e.g.. tax eviasion).2® The
average collection rate is. therefore, not directly indica-
tive of the stance of protection.2?

Statutory tariff rates should therefore be the pre-
ferred measure. The import-weighted measure may un-
derestimate the extent of protection because products
facing high tariffs could enter the calculation with low
weights. so that a low import-weighted average statu-
tory rate may itself be the result of high protection.2®
Thus, it would seem preferable to measure the extent of
tariff protection in terms of the simple average of statu-
tory tariff rates. notwithstanding the usual drawback in
averaging associated with outliers. If the import-
weighted average is to be used. the base year should be
fixed on a recent year. Finally. tariffs need to be mea-
sured inclusive of all other charges (e.g., fees, statistical
taxes, surcharges, etc.) so that targeted reductions cap-
ture amalgamated rates.

Tariff Levels and Dispersion

For most developing countries that cannot affect the
foreign currency prices of their imports. theoretical
considerations call for zero tariffs across the board.
However, the optimal tariff structure is nonzero and dif -
ferentiated if governments want to pursue objectives
other than pure welfare maximization.2? Under these
circumstances, the theoretically optimal tariff structure
should be differentiated according to the price elasticity

26A low coilection rate could thus call for removal of exemptions
and for improving customs administration, rather than raising statu-
tory (arifflevels.

27The stance of protection should he measured by the marginal
price that an importer would have (o pay. if there are exemptions,
with prohibitions on resale. the marginal price would be the nominal
raterather thiin the collected rate.

24The averape lariff would preferably be calculaled by weighting
the statulory taritfs on a product by its share in total domestic pro-
duction. However, due o data limitations in most developing coun-
tries. this is not possible (o calculate for many of the program
counlries.

29Tarilfs could be used. for example. for revenues. income distri-
bution. or balance of payments management.
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of demand for revenue objectives: according to the
stage of processing under a protection objective; and
according to the income elasticity ot demand under an
income distribution objective. @nly under a balance of
payments objective would theory call for a uniform tar-
iff structure. With regard to the protection objective,
however. the difficulties and pitfalls of targeting would
suggest that itmay be preferable to adopt the alternative
approach of broader-based protection with relatively
narrow differentiation among sectors.

With regard to other objectives, considerations of
political economy. administrative convenience, and
lack of information also provide strong arguments
against complex and differentiated tariff structures. I
interest groups perceive lhat the authorities are unwill-
ing to provide too much ditf'erentiation in protection,
they may refrain tfrom further lobbying to secure
greater protection. thereby minimizing rent-seeking
costs. Less complex tarift structures can be adminis-
tered more easily. avoiding cumbersome paperwork.
and reducing the incentive to misclassif'y products. Fur-
thermore, inadequate information about the relevant
economic variables suggests that simply designed taritt
structures are the preferred option. Simplicity is served
by avoiding too many bands: while there is no firm the-
oretical basis for precisely choosing the number of
bands. rules ot thumb based on the experience of suc-
cesstul reformers suggest that a few bands (inthe range
of 3-5) would be appropriate.*®

Tariff structures vary considerably among countries
(Table 6). A question frequently encountered relates to
the choice of targets for tarift levels and dispersion in
the short- to medium-term. The experience of the rela-
tively successful Latin American tarift reformers is; par-
ticularly illustrative in this respect. It suggests that
rapid reform---over a period of 2-5 years—is economi-
cally and politically teasible. Many Latin American
countries had very restrictive tariff regimes in the 1980s
but were able to modit'y their regimes rapidly in the late
1980s and early 1990s. While there are exceptions, the
broad pattern that emerges from the experience ot suc-
cesstul reformers is that they were able to bring down
maximum tariffs from very high (sometimes triple-
digit) levels to a range of 30-35 percent within three
years or so, and subsequently brought these down fur-
ther to around 20 percent. Several Latin American pro-
gram3! countries considered in this paper (e.g.. Costa
Rica. Ecuador, Guatemala. Peru, Uruguay, and Argen-
tina prior to the increase in its statistical tax) lowered
tariffs generally to the (1-25 percent range, usually with
average statutory taritts between 10 percent and 15 per-

The ubove issues are covered in more detail in Subramanian.
Ibrahim. and Torres-Castro (1993).

31 Program™ coumries refer to thoseidentified in Table | as hav-
ing emered into a stand-by. EFF. SAF. or ESAF witangement with
the Fund in 1990-93.
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cent.32 They also simplified their taritt structures to
sharply reduce the number of tariff bands, in many
cases retaining only a tew (1-5). Similarly, several
other (nonprogram) Latin American countries (e.g..
Bolivia, Chile. Colombia, Mexico. and Venezuela) also
have achieved simple tarift structures and low or mode-
rate tariff levels over a relatively short period of time.

In many East European countries (a group that could
also be considered as tast trade reformers) average tar-
iff levels are low or moderate, but tarift dispersion is
larger than in most Latin American countries, with
maximum tarifts (including surcharges) above 40 per-
cent and minimum taritts between zero and 8§ percent.
Agricultural imports carry. on average, significantly
higher taritfs than industrial goods (in part le insulate
domestic producers from the effects ot subsidized agri-
culturat exports ot many industrial countries). Adopt-
ing a more gradual approach. a number of (nonpro-
gram) Asian countries have also achieved (over a
decade or so) low-to-moderate average tariff levels but.
as in the case of Eastern Europe, taritt dispersion con-
tinues to be larger than in Latin America. For example.
averagetaritt levels are 10-15 percent in Korea, Malay-
sia, and Thailand,3® but maximum taritfs are in the
range of from 30 percent to 60 percent. A number of
program Asian and Middle Eastem countries that have
adopted a gradual approach (e.g.. Bangladesh. Egypt.
and Sri Lanka) or whose ma jortarift reforms have only
recently been initiated (e.g.. India, Pakistan. and the
Philippines) had restrictive tarift regimes with high av-
erage and maximum tarift’s at the end of 1993.

Most African countries have made only limited
progress in reducing tariffs and maintain high average
statutory rates (inclusive of other charges). A number
of them have moderate average customs tarifts but ap-
ply significant other charges (e.g., Malawi, Mali, Mo-
rocco, South Africa, and Zimbabwe). Slow progress in
tarift reforms has often been attributed to revenue con-
straints. However. some program countries in Atfrica
and in other regions with similar constraints have made
significantly greater progress in lowering tariffs (Benin
or Nepal, for example).

Rapid progress in tariff retorm is possible even under
difficult initial situations. as shown by a comparison ot
the experience ot Bangladesh and Ethiopia. Both coun-
tries had initially maximum tarifts well above 100 per-
cent. faced vulnerable external positions, and relied
heavily on trade taxes for fiscal revenues. Ethiopia un-
dertook a major tariff reform in June 1993. lowering the
maximum rate to 80 percent and greatly reducing the
number of bands and zero-rated items; the average stat-

2Generally, raw materials and capital goods not avaitubledomes-
tically mostly carry low taritfs (-5 percent). while semifinished
geods und linished poods arc subjected to tarift's of 10-15 percent
and 20-25 percent. respectively. Some sensitive ilems carry maxi-
mum tariffs of 30-35 percent,

*Hong Kong huas: no import taritfs. and 1a Singapore 91 percent of
the tarifl linesare duty tree.
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Table 6. Comparative Tariff Regimes in Selected Countries!
(1n percent)

Average?
(Excluding Number
Other Other* of Tariff
Maximum?2 Charges) Charges Bands®
Western Hemisphere
Argentina 20 It 10 8
Bolivia 10 8 4 3
Brazil 35/40 S 6 13
Chile 1S (N 0 ]
Colombia 20/35 N 0 4
Costa Rica 20/27 15 | S
Ecuador 17/37 9 -2 9
€l Salvador 20/30 14 Sy S
Guatemala 20/25 14 0 S
Honduras 20/25 14 5-10 4
Jamaica 30/40 14 20-50 7
Mexico 20 8 | 4
Peru 285 17 o 2
Uruguay 20 14 0 3
Venezuela 20/30 12 ) 4
Asiaand Middle East
Bangladesh 75/100 42 R5 10
Epypt 80 42 o 9
India 85/100 71 R >9
indonesia 40/60+ 22 S 6
Korea 30 10 0 i
Malaysia 40/50+ 14 0 10
Nepal 40/110 21 7
Pakistan 80/250 45 12 10
Philippines 50/100 26 9 4
SriLanka 45/100 29 3 4
Thailand 60/200 14
Africa
Algeria 60/60+ ate 25 8
Benin 20 L s 4
Burundi 100 36 4 5
Cameroon 140/260 31 20
Cdote d’lvoire 35 20 s i
Ethiopia 80 29 0 10
Ghana 25 12 0 3
Kenya 60 34 2 11
Malawi 45 21 0-100 11
Mali 40/100 23 0-80 3
Morocco 35 23 13 9
Nigeria 45/200 28 0-5 >10
Sierra Leone 65 30 v 3
South Afiica 100/100+ 21 5/40 350
Tanzania 40 29 | 4
Tunisia 41/123 27 5-30
Zimbabwe BS 20 15/20 >3
Economies in transition
Albania 30 14 S 4
Bulgaria 40 17 3.5-25 5
Czech Republic 15/80 6 . sy
Estonia 10/16 | 1 2
Hungary 60/150 13 3
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Table 6 (conctuded)

Average®
(Excluding Number
Other @ther! of Tarifl
Maximum? Charpes) Charges Bandss
Economies in transition (continued)

Latvia 25/60 55 55 3
Lithuania 25/60 3 1 5
Moldova 40/100 - s 1/
Poland 45 19 6 9
Romania 60 19 ] 19

Slovakia 15/80 6 10

Sources; National sources: IMF Annnial Report on Exchange Arvesigements and Exehange Restrictions:

GATT.: and World Bank.
‘Status based on information avadable in May 1994,

2When two rates are given. the first refers to the normal maximum rate and the second refers to the
maximum rate applicable 1o a few selecied items. Rates shown without a slash (/) referto the normal maxi-
mum rate. A plus (+) sign implies that the maximum rate can be higher forsome items.

3Simple average rates except for Ethiopia and South Africawhere weighted average rates are given,

4Includes charges levied exclusively or discriminatorily on imports.

SExcluding zero rates.

SThere are 35 ad valorem rates but 200 ad valorem equivatents if specific and fomiuta dutics are 1aken inte

account.

utory tarift was reduced from 4l percent to 29 percent.
[n contrast, Bangladesh’s gradual tariff reform. initi-
ated in {986, yielded an average {unweighted) nominal
rate of protection of 42 percent by 1993/94. In addition
to fear of loss of revenues. the factors cited by the au-
thorities for not progressing faster included concerns
about the social and economic costs associated withre-
structuring domestic industries and the use of the trade
regime to achieve a more equitable income distribution
in the absence of alternative direct methods of resource
transfers.

The extent and speed of future tariff reforins would
naturally need to be tailored to the particular circum-
stances of each country. Nevertheless. the experience
of tariff reform in the successful Latin American coun-
tries indicates what is feasible if the refonn is designed
well. accompanied by a package of complementary do-
mestic measures, and if its value ts explained to the
public. For countries currently facing highly distorted
trade regimes. tariff reform would probably need to
proceed in stages within a medium-term framework:
the less distorted cases could perhaps proceed faster to
reach the level attained by Latin America. A medium-
term tariff reform could consider the following
elements: (1} all import taxes and charges should be in-
corporated into the tariff structure; (2) discretionary ex-
emptions should be removed: (3) the tarif{ structure
should be simplified into a few (preferably within 3—5)
bands: {4) the all-inclusive maximum tarift should be
significantly lowered with only a short list of excep-
tions: (5) this should be accompanied by a reduction in
the average statutory tariff rate; (6) the tariff reform
should be preannounced as a minimum in terms of its
medium-term target, and preferably its annual targets
te0 (like the multiyear tariff reforms in Brazil. Co-
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lombia, and Pakistan). Annual targets would need to be
worked out with particular attention to the revenue and
balance ot payments impact of the reform. As men-
tioned earlier, care has to be taken to contain minimum
tariffs to relatively low levels (preferably below double
digits) in order to avoid raising costs of raw materials
and intermediate inputs and to avoid hurling exports.
Minimum tariffs at the higher end (e.g., around 10 per-
cent) would require an effective duty drawback system
to ameliorate the effects on exports (such drawback
systems need to be kept administratively simplie if they
are 1o be effective).

The experience of Latin America suggests that it
would be feasible in the first stage to bring down maxi-
mum tariffs to levels in the region of 30 percent to 35
percent and reduce average tariffs to a range of 15 per-
cent to 2() percent. Countries that have already sim-
plified and rationalized their tariff structures and
reached moderate levels of tariffs could gear their
medium-term tarift policy toward a further reduction of
average tariffs (e.g., to about 10 percent) and of maxi-
mum tariffs (e.g.. to about 20 percent with no
exceptions).

[n practice, some countries have proceeded much
faster than the above scenarios. whiie others have failed
to reach even moderate tariff tevels despite many years
of reform.

Implications of Regional Integration

A number of countries have increasingly liberalized
trade in the context of regional arrangements. This may
have implications for their external trade regimes (i.e.,
vis-a-vis third-country trading partners). Among the
sample group of countries, for example. Argentina and
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Poland have entered into regional arrangements with
some of their majortradingpartners, aimed at establish-
ing free trade among regional members. Regional trade
liberalization may affect tariff policy in a number of
ways. Members of a customs union will be bound by
the common extemal tariff, and liberalization with re-
spect to third countries will need to be agreed upon
among all the partner countries. Even under a free trade
area without a common external tariff, the room for fur-
ther liberalization on a most-favored-nation (MFN)
basis may be limited in the face of revenue constraints
and domestic pressures for protection.?* In fact. tariff
increases for profection or revenue purposes might
have to be larger vis-a-vis third countries as it may not
be possibie to raise tariffs on imports from members of
the regional arrangement,

The above factors need not, however, inhibit further
MFN trade liberalization. as exemplified by recent de-
velopments in the Caribbean Community (Caricem)
and the Central American Common Market, if regional
partners are convinced of the beneficial effects of the
reform for their countries. [n the design of tariff re-
forms, regional perspectives need to be taken into ac-
count in the case of countries belonging to a regional
trading arrangement.

Quantitative Restrictions

In the sample countries reviewed, QRs were gener-
ally maintained for one of two reasons: to ensure the
administrative allocation of foreign exchange and to
protectdomestic industries. Itis generally accepted that
QRs are less transparent and more restrictive than tar-
iffs. Hence. they should in principie be liberalized at an
early stage of trade reform. A number ot countries have
considered a one-step removal infeasible and have
opted for a phased reduction. Numerical targets for QR
reduction need to be precisely defined and monitorable.
This is especially important where progress is to be
monitored through coverage ratios (such as proportion
of imports or domestic value added). Care must be
taken to avoid a bunching of sensitive items for liberal-
ization at the end of the period. as this is often not
credible. The exceptions for liberalization must also be
precisely defined and limited to a short list for GATT-
sanctioned reasons such as heaith, national security. or
public morals.

An emerging trend in some program (and nonpro-
gram) countries that is disquieting is that as QRs are
liberalized (and high tariffs brought down). new forms
of protection are introduced, such as variable import
levies or increased recourse to antidumping measures:
this tends to occur especially in the agricultural sector.,
partially offsetting the impact of the QR liberalization.

*aFurther MFN liberalization might be less difficult if the share of
acountry’s trade within the regional arrangement is very large. How-
ever. formost program developing countries this is not yel the case.
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Faster progress on liberalization can sometimes be ob-
tained if the QRs are replaced initially by tariff equiva-
lents. which are subsequently reduced according to a
predetermined schedule.

In countries where QRs are the result of the foreign
exchange allocation process, their removal is inti-
mately tied to reforms of the exchange system. Fre-
quently used strategies inciude the introduction of an
auction market for foreign exchange with a gradually
declining negative list (for which the foreign exchange
must not be used): gradually expanding an export reten-
tion scheme (ERS) by shortening the negative list and
increasing the retention ratio: or gradually adding more
products to an open general import license system
(OGIL). Especially in an early stage of the reform.
when the OGIL is rather limited, the ERS has the ad-
vantage of limiting discretionary setection of imports
for liberalization; under the ERS. importers deterimine
what they want to import from retained export earnings
(although there is usually a negative list). However. if
the retained export earmings are nonsalable or the for-
eign exchange market is relatively thin. the ERS is of
littie help to importers who do not have their own
sources of foreign exchange earmings.

GATT Consistency

The design of trade reforms needs to be consistent
with the member’s obligations under the GATT (and in
future with the new World Trade Organization). An
area meriting particular attention is to ensure that
GATT tariff “bindings™ are not violated.?3 This could
potentially occur, for example, if increases in minimum
tariffs are contemplated. If the tariff increases violate
GATT bindings. the country needs to obtain a tempo-
rary waiver of its obligations under the GATT. giving it
time to consult with trading partners about appropriate
compensation (the latter can be provided, for example,
by reducing bound rates on other items of interest to its
trading partners). In practice, during the review period
(1990-93), GATT consistency has not become an issue
in the design of Fund-supported adjustment programs.
An exception was the case of Egypt.3¢ Since this occur-
rence. World Bank and Fund staff have heightened their
awareness of potential GATT-inconsistent measures
arising in connection with reform programs and have
strengthened their respective institutional review
mechanisms so as to better identif'y such potential prob-
lems at an early stage. With the broader reach of

A tariffis “bound™ in the GATT whenamemberundertakes nol
lo increase il above its bound level without compens:ation to its
GATT trading partners: a “"binding™ ot the statutory impori tariff
involves also binding various other charges and duties levied on the
particutar import item.

*6Under the World Bank’s siructural adjustmeni loan with Egypt.
the authorities undertook to raise minimum {ariffs to 5 percent, (o
partially offset revenue losses Itom the reduction of peak \ariffs and
to reduce disperssion. This tariff refomt was also incorporaled in the
Fund-supporied program.
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trade obligations undertaken in the Uruguay Round
agreement, including a general increase in the level of
bindings. the need to remain alert to this issue is greater
than before. Ultimately, national authorities bear the re-
sponsibility to ensure that their adoption of policy mea-
sures is consistent with their treaty obligations.

Other potential areas meriting attention include the
GATT’s prohibition on import surcharges on bound
items (unless the relevant GATT waiver is obtained},
on export subsidies on manufactures, and on trade re-
strictions for environmental purposes. It is also impor-
tant to avoid trade remedy laws and practices (anti-
dumping and countervailing) that are inconsistent with
GATT rules.

Conclusions

The matin conclusions are listed below.

e Significant progress was made toward trade re-
form under Fund-supported adjustment programs. Be-
tween 1990 and 1993. out of 59 program countries,
those with restrictive trade regimes fell from 53 to 33.

¢ Greater progress was made in liberalizating guan-
titative restrictions compared with tarift’ reforms, but
the latter are beginning to get increasing attention under
Fund-supported adjustment programs. The slower
progress on tariffs was due in part to continued reliance
on international trade taxes as a source of budgetary
revenues.

e The greatest progress in trade reform took place in
East European economies in transition and in Latin
America.

e The macroeconomic characteristics associated
with slow and fast trade refonners suggest that the for-
mer faced initial conditions that were more difficult
than those of the latter. But fast trade reformers also
made faster progress in the macroeconomic (fiscal)
area.suggesting probably more willingness or ability to
take bolder, comprehensive reforms.

e Reversals in trade reform (partial or full) were lim-
ited {13 cases out of 59) and often reflected competitive
pressures due to appreciating real exchange rates, lag-
ging domestic tax reforms. or political difficuity in re-
sisting domestic pressures for protection.

¢ Overtwo fifths of the arrangements contained spe-
cific and binding conditionality on trade policy. while
another two fifths contained nonbinding commitments
or intentions on trade reforms. Specific and binding
conditionality was more often applied to liberalizing
QRs than totariff reforms. The incidence of such condi-
tionality depended on a number of factors including the
degree of restrictiveness of the initial trade regime and
the presence of ongoing unilateral trade liberalization
programs being pursued by the authorities independent
of Fund programs.
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The lessons from the review of design issues indicate
the following:

¢ Trade policy must be geared toward medium-term
efficiency goals. The use of trade instruments for non-
tradeob jectives is a second-best solution and should be
resorted to only sparingly and temporarily to meet
emergency situations where better alternatives are not
available. The phased elimination of such temporary
restrictions should be made a binding condition in
programs. If trade restrictions are inevitable, across-
the-board import surcharges are the least distortive
measure. but they do penalize exports in the absence of
efficient compensatory schemes.

¢ There have often been conflicts between short-
term fiscal objectives and medium-term trade reform
goals. However. a well-designed tarift reform may ac-
tually improve the import tax collection rate at the same
time as statutory tarift levels come down, at least in the
initial stages. Tariff reforms will be sustainable if they
are accompanied by a restructuring of the domestic tax
base early in the reform process so as to decrease re-
liance on trade taxes.

e Sustainable trade reforms need as a prerequisite—
or at least as complementary measures—Iiberalization
of exchange systems and exchange rate {iexibility.

¢ Itisessential todevise simple and straightforward
monitoring devices on trade policy. and the measures
should be consistent with the GATT.

e The extent and speed of trade reform needs. of
course. to be tailored to the individual circumstances of
the program country. Nevertheless. the experiences of
the successful trade reformers. particularly in Latin
America. offer lessons for the design of tariff reforms.
Trade reform would involve replacing QRs with tariffs
and reducing the latter in phases. Elements of a
medium-term tariff reform. preferably preannounced,
could be to amalgamate various charges into the tariff
structure, eliminate exemptions, simplify the tariff
structure by reducing the number of tariff bands to a
few (e.g.. 3-5). reduce average tariffs to moderate
levels. and bring down maximum tariffs significantly.
Countries that have already simplified tarif f structures
and achieved moderate tariff levels could gear their
medium-term tariff policy toward further reductions in
maximum and average tariffs. The experience of Latin
America suggests that it is feasible in the first stage to
reduce maximum tariffs to a range of between 30 per-
cent and 35 percent. and average tariffs to a range of
between 15 percent and 20 percent. And in the subse-
quent stage, it is feasible to reduce maximum and aver-
age tariffs further to 20 percent and about 10 percent.
respectively. For countries with high tariff protection
(mainly in Asia. Africa. and the Middle East) these sce-
narios imply reaching the current tariff levels of Latin
America by the tum of the century.
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